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CHAPTER V 

FINANCING 
Chapters III and IV explored various contributions to a new business 

including, of course, money. The discussion there assumed the parties 

contributing cash would be among a small number of original 

participants establishing and operating the business. This chapter 

addresses what happens when the business reaches the stage where its 

needs exceed the resources of its original members, and it must start 

looking for outside sources of financing. The discussion of outside 

financing requires resolving three questions: (1) how much money should 

the business obtain; (2) what will the business offer in order to obtain it; 

and (3) who will provide it. This three part approach provides the outline 

for the three sections of this chapter. 

A. ASSESSING FINANCIAL NEEDS 

Answering the question of how much money to seek requires a 

business judgment based upon a (hopefully realistic) projection of cash 

needs. The Small Business BC excerpt on evaluating new business ideas 

in Chapter I discussed how to construct such a projection. In addition to 

estimating overall cash needs, those running the business must consider 

how much of future requirements the firm should meet with present 

financing. 

Deloitte & Touche, Raising Venture Capital 
52–53 (1982). 

Another factor to consider in structuring the deal is the timing of the 

financing. One method is to try to raise enough money in the initial round 

to finance the company through the research and product development 

phase into production and achievement of a certain sales goal. This 

strategy requires more initial funding and presents a higher risk to the 

investors. To compensate for this higher risk, the investors require a 

higher rate of return and, therefore, a larger percentage ownership of the 

company. The result would be a lower price per share for the stock you 

sell to the investors. 

This strategy, however, reduces the risk of running out of money at 

a critical time in the company’s development if the spending at various 

stages exceeds expectations. It also reduces the amount of time top 

management needs to spend seeking financing. Each round of venture 

capital financing requires a considerable amount of management time in 

preparing and updating the business plan and the financial forecasts, 

meeting with various capital investor groups, and negotiating the deals. 
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The more popular strategy is staged financing, a process of timing 

each stage of the financing to coincide with the achievement of a 

significant milestone. This strategy has many benefits to both you and 

the investors. For the investors, each milestone represents a “step-down 

in risk”. That is, as the company demonstrates its ability to achieve 

various goals, its probability of succeeding increases and its danger of 

failing decreases. 

Typically, a company will have three phases: 

• The start-up phase is used to prove its technological 

principles and build prototypes. At the completion of this 

phase the technological risk is reduced. 

• The execution phase is used to build up production and 

begin marketing. At the completion of this phase, the 

marketing risk is reduced. 

• The expansion phase is used to solidify your market 

share. 

A round of financing occurs at the beginning of each stage. In 

exchange for the reduction in risk, you can negotiate higher prices per 

share in each successive round. 

* * * 

The risk in using this approach is that the money raised in any given 

round of financing may not be sufficient to achieve the specified 

milestone if unexpected complications or delays occur. If additional 

financing becomes necessary before the next milestone is achieved, the 

price per share may be much lower than otherwise anticipated, or the 

company may be forced to seek other sources for interim financing, such 

as bank loans, which may be very expensive and not readily available. 

NOTE 

To what extent can the attorney contribute to evaluating how much 

money the company should seek? For example, this chapter will later explore 

exemptions from registration under the securities laws. Some of these 

exemptions involve a maximum dollar limit. Is meeting such limits a factor 

the attorney should encourage his or her clients to consider when 

determining how much money they should attempt to raise? Is there any 

danger to doing so? 

B. DETERMINING THE NATURE AND WORTH OF THE 
INVESTMENTS OFFERED 

1. SOME FURTHER DETAILS ON INTERESTS IN A BUSINESS 

The next question is what type of interests to offer. The preceding 

chapters outlined several categories of investments parties may receive 

in exchange for contributing money to a venture. These include general 
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and limited partnership interests (if the business is a partnership, 

limited partnership or LLP), limited liability company membership 

interests (if the business is an LLC), common and preferred stock (if the 

business is a corporation), and debt (for any type of business). What new 

considerations arise with these investments as the business seeks money 

from persons beyond a small number of original founders? 

To begin with, whatever interests the firm offers must be acceptable 

to the investors the firm seeks. Achieving acceptance by prospective 

investors in later stages of financing raises several additional concerns 

beyond those explored in dealing with formation of the venture. For 

example, consider the expectations of a person asked to infuse new 

capital into a business whose principal assets consist of intangibles or 

other property of speculative value. In many respects, this investor may 

feel the same as an initial cash contributor who goes into business with 

a person that contributes only services or other intangibles. Recall how 

an initial cash contributor might demand return of his or her investment 

prior to sharing distributions in liquidation with the service or intangible 

provider, and the mechanisms available to achieve this goal in either a 

corporation or non-corporate form of business. Significantly, when 

dealing with later investors, it may not matter that earlier participants 

also put in cash, if, as is commonly the case, the business already has 

expended the earlier cash contributions. 

The normal progression of additional financing to involve larger 

numbers of investors can have an impact on the acceptability of the 

offered investments. For example, recall the discussion in Chapter II of 

how the various attributes of a corporation—specifically, limited liability, 

representative governance, freely tradeable interests, and fungible units 

of ownership—work well together with a publicly owned business, and 

how it may be difficult to duplicate this using a non-corporate form. 

Another factor resulting from larger numbers of investors is that it 

becomes less practical individually to negotiate and tailor an agreement 

acceptable to all the parties, as done at the inception of the venture. 

Instead, the firm must offer investments designed to be acceptable on a 

take it or leave it basis. This may favor offering investments which are 

more familiar, as well as being aware that when offering investments, 

like selling clothes, there often are fashions. (This does not mean 

creativity is dead. Quite the contrary, sellers of securities are constantly 

coming up with new investment packages.) Ultimately, if the business 

seeks to raise money through an offering to the general public, the firm 

should be prepared to issue securities of a type, in a quantity and with a 

price to be marketable in such an offering: 

“Once a company has decided to make a public offering, it 

must determine, in consultation with its managing underwriter, 

what class of securities should be offered. Most first offerings 

include common stock. Some first offerings consist of a package 

including other securities such as debentures, which may or 
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may not be convertible into common stock, or warrants to 

purchase common stock. It is normally not practicable to have a 

publicly-traded security convertible into common stock or a 

publicly-traded warrant to purchase common stock unless a 

public market exists for the underlying common stock. 

“There are two other interrelated variables to consider, the 

number of shares offered and the offering price for the shares. 

It is generally felt that a minimum of 300,000 to 350,000 shares, 

and preferably 400,000 shares or even slightly more, is desirable 

in the public ‘float’ to constitute a broad national distribution 

and to support an active trading market thereafter. As to price 

level, many of the larger investment banking firms and many 

investors are not particularly interested in dealing with 

securities offered at less than $10. The $5 level is often another 

psychological break-point below which many investment 

bankers and investors lose interest. Any offering with an initial 

price of $20 or more is likely to import a prestige image. During 

some periods of interest in new issues, however, many high risk 

issues have been marketed at or below $1 per share. 

“For an offering of $5,000,000, 500,000 shares at $10 per 

share would be considered in the optimum range. If the offering 

is below $4,000,000, a decrease in the offering price per share is 

recommended, rather than a reduction in the number of shares 

offered below 400,000. These are matters of judgment, however, 

which should be reviewed carefully with the underwriters in 

each situation. In determining the amount of public investment 

which can be profitably employed in the business, the 

underwriters will normally evaluate the company’s needs for 

funds and the dilution in earnings per share to result from the 

issuance of additional stock. If the optimum level of proceeds to 

the company would constitute too small an offering, it may be 

desirable for existing shareholders to sell some of their own 

shares as part of the offering in order to increase its size. 

Sometimes the underwriters will suggest, or even insist on, a 

partial secondary offering with some shares to be sold by 

existing shareholders even though the shareholders would 

prefer to retain all their shares.” 

Schneider, Manko & Kant, Going Public—Practice, Procedure & 

Consequences, 27 Vill. L. Rev. 1 (1981) (as updated by the authors). 

Incidentally, public offerings commonly raise more money now than 

when this article was written and last updated. The concepts for setting 

the offering price discussed by this article remain relevant, however, 

even if the prices of securities offered have changed over the years. 

Larger numbers of investors introduce the need for other 

adjustments to the type of investment offered. For example, suppose the 

company wishes to offer debt instruments to a significant number of 
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persons. It becomes less practical for a multitude of long-term creditors 

to protect their rights under their contracts than it is for one lender, such 

as a bank, to enforce its rights. The common solution is to issue bonds or 

debentures (the difference traditionally being that debentures are 

unsecured, whereas bonds are secured, albeit many persons use the term 

bonds to cover both secured and unsecured instruments) under a trust 

indenture. The trust indenture not only provides one document to specify 

uniform terms for a number of bonds, but also empowers a single 

administrator (the trustee) to take action if necessary to enforce the 

bondholders’ rights. See Committee on Developments in Business 

Financing, ABA Section on Corporation, Banking and Business Law, 

Model Simplified Indenture, 38 Bus. Law. 741 (1983). 

As the firm seeks larger numbers of investors, it may encounter legal 

restrictions on the type of interests it can offer, which the firm did not 

face as a closely held venture. Seeking money from a wider circle of 

individuals might require approval from state officials pursuant to state 

securities laws. (A further exploration of these laws will occur later in 

this chapter.) Such officials might deny approval for selling certain types 

of securities to the public on the ground that such an offering is not fair, 

just, and equitable. For example, such officials might deny approval to 

sell preferred stock unless the firm demonstrates that it had sufficient 

earnings or cash flow in recent years to pay the preference amount. E.g., 

North American Securities Administrators Association (NASAA), 

Statement of Policy Regarding Preferred Stock (as amended September 

11, 2016). State officials might also demand some compelling justification 

for selling stock to the public with less voting rights per share than stock 

already issued by the company (say to founders). E.g., NASAA, 

Statement of Policy Regarding Unequal Voting Rights (as amended 

September 11, 2016). 

Finally, there can be additional tax factors to consider. For instance, 

a larger number of investors undermines the ability of the firm to obtain 

flow-through tax treatment. An S corporation cannot have more than 100 

unrelated shareholders. I.R.C. § 1361(b)(1)(A). Along somewhat similar 

lines, Section 7704 of the Internal Revenue Code taxes so-called publicly 

traded partnerships (unless 90 percent of their income is from passive 

sources, including rents and oil and gas royalties) as corporations. A 

partnership (including any entity, such as a limited partnership, LLP or 

LLC, which elects to be treated as a partnership for income tax purposes) 

is publicly traded under Section 7704(b) if interests in the firm either are 

traded through an established securities market, or are readily tradeable 

on a secondary market or the substantial equivalent. It is pretty obvious 

when interests are actually traded on an established securities market; 

but when are partnership interests readily tradeable on a secondary 

market or the substantial equivalent? The Internal Revenue Service 

provides the following guidance: 
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* * * [I]nterests in a partnership are readily tradeable on a 

secondary market or the substantial equivalent thereof if— 

(i) Interests in the partnership are regularly quoted by a 

person, such as a broker or dealer, making a market in the 

interests; 

(ii) Any person regularly makes available to the public 

(including customers or subscribers) bid or offer quotes with 

respect to interests in the partnership and stands ready to effect 

buy or sell transactions at the quoted prices for itself or on 

behalf of others; 

(iii) The holder of an interest in the partnership has a readily 

available, regular, and ongoing opportunity to sell or exchange 

such interest through a public means of obtaining or providing 

information of offers to buy, sell, or exchange interests in the 

partnership; or 

(iv) Prospective buyers and sellers have the opportunity to buy, 

sell, or exchange interests in the partnership in a time frame 

and with the regularity and continuity that is comparable to 

that described in the other provisions of this paragraph. * * * 

Treas. Reg. § 1.7704–1. In addition to this general criteria, the regulation 

sets forth a series of “private transfers” which do not count in 

determining if interests are readily traded on a secondary market or the 

substantial equivalent to a secondary market. These include, among 

others, transfers between family members, transfers upon death or buy-

outs by the partnership upon death or retirement, issuances of interests 

by the partnership, block transfers of over 2 percent of the total interests 

in partnership capital and profits, and transfers which the partnership 

refuses to recognize. Of practical significance, the regulation also 

establishes a safe harbor within which partnership interests are not 

considered readily tradeable in a secondary market. This safe harbor 

exists when the firm never registered the sale of partnership interests 

under the 1933 Securities Act and has less than 100 partners. 

Section 382 creates another tax factor to consider when deciding 

what types of interests to offer later investors. This section, which 

Chapter VII will discuss in detail, limits the ability of a corporation to 

utilize net operating loss carryovers following an “ownership change.” (A 

net operating loss carryover arises by virtue of Section 172, which allows 

taxpayers to deduct prior years’ losses against later years’ income.) 

Issuing stock to new investors in an amount sufficient to result in their 

owning over 50 percent of the firm’s outstanding shares could constitute 

such an ownership change. Temp. Treas. Reg. § 1.382–2T(e)(1)(iii) Ex. 

(5). Issuing non-convertible debt securities will not. Consider the impact 

of this fact for a start-up company which has been operating at a loss as 

a “C” corporation, and needs to raise more money. 
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2. VALUATION REVISITED 

In addition to deciding what type of interest to sell investors, those 

in charge of the firm must decide how much of an interest the firm should 

offer the investors in order to obtain the needed cash. This returns one to 

the subject of valuing a business and interests in a business. Before 

reading the following excerpt, which explores the manner in which 

securities analysts evaluate investments, the reader may find it useful to 

review the material on valuation contained in the last section of Chapter 

I. 

W. Bauman & J. Komarynsky, Chapter 16: Security 
Analysis, Handbook of Modern Finance 

(Logue 1984). 

COMPANY ANALYSIS 

After the outlook for the economy and the prospects for various 

industries have been examined, the next step in the top-down approach 

is to * * * understand the nature and operating characteristics of a 

company so judgments can be formed regarding the returns and risks 

expected from an investment in that company’s securities. The company 

analysis usually focuses on the following variables: (1) market 

characteristics of the company’s products and/or services, (2) quality of 

management, (3) evaluation of the soundness of the company’s assets and 

financial structure, (4) analysis of operating results, and (5) per share 

statistics. 

MARKET POSITION FOR PRODUCTS AND SERVICES 

In an analysis of market characteristics of a company, the nature 

and potential demand for the company’s products and/or services must 

be examined thoroughly. * * * Major consideration should be given to 

factors such as (1) product or service substitutes; (2) luxuries as opposed 

to necessities; (3) elasticity of demand; (4) geographic markets (local, 

regional, national, and international); (5) quality of product or services; 

and (6) product line diversification. 

* * * 

QUALITY OF MANAGEMENT 

Another very important influence on the returns and risks from 

investment in securities is the quality of the company’s management. 

* * * 

In appraising the management of a company, an analyst is 

concerned with the results achieved by management in the past and 

whether management has specific objectives, plans, and a timetable for 

achieving those objectives in the future. Next, the analyst should try to 

ascertain whether management is improvement oriented, has an 

innovative spirit, has a strong desire to make its company grow, and is 
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people oriented with respect to employees, customers, and the general 

community. Finally, the analyst should try to determine whether 

management is profit oriented or oriented toward its own personal 

welfare. 

* * * 

FINANCIAL ANALYSIS OF A COMPANY 

Different parties conducting financial analyses of companies have 

different concerns. Short-term creditors are primarily concerned with the 

ability of a company to repay its maturing short-term obligations. 

Investors in intermediate notes and long-term bonds are interested in 

the company’s ability to generate adequate earnings in order to meet all 

contractual obligations, that is, to pay predetermined interest and to 

repay principal at maturity. Investors in equity securities are primarily 

interested in the stability and growth of the company’s profits. Insiders, 

who are the company’s managers, usually are concerned with all aspects 

of financial analysis. 

Reliable information is needed to perform financial analysis. The 

primary sources of information are published by the company: (1) balance 

sheet statements, (2) income statements, (3) statement of changes in 

shareholders’ equity, and (4) funds flow statements. 

* * * 

RATIO ANALYSIS 

The main purpose of financial statement analysis for the investment 

analyst is to evaluate past performance of a company in terms of the 

soundness of its financial position, operating performance, and risk. The 

most common method of analysis uses financial ratios. The commonly 

used ratios for security analysis are (1) liquidity ratios, (2) activities 

ratios, (3) leverage ratios, and (4) profitability ratios. 

Liquidity Ratios. Liquidity ratios are designed to measure 

whether or not a company has the ability to meet its short-term 

obligations. Bondholders are concerned with the liquidity of a company 

because low liquidity has a negative impact on the investment value of a 

company’s bonds; that is, the company may find it difficult to meet 

interest payments and to repay principal. Stockholders, both common 

and preferred, are also concerned with the liquidity position of the 

company, because there is the risk that dividends, like interest 

payments, may be negatively affected. Two common liquidity ratios are 

the current ratio and the quick ratio. 

* * * 

Activity Ratios. Activity ratios, also known as asset management 

ratios, indicate how effectively the company is utilizing its resources. 

Analysis of these ratios involves the comparison between the level of 

sales and the investment in various assets or capital categories. The four 

activities ratios most widely used by investment analysts are (1) 
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inventory turnover, (2) accounts receivable turnover, (3) assets turnover, 

and (4) equity turnover. 

* * * 

Leverage Ratios. Leverage deals with different methods of 

financing business enterprise. It measures the relationship between 

ownership (equity) financing and creditorship (debt) financing. The 

extent to which a company utilizes creditor capital in financing business 

operations has a number of implications to investors. For example, the 

bondholders prefer a larger equity base to provide a margin of safety for 

their invested capital, that is, to minimize financial risk. The owners of 

common stocks, on the other hand, may favor larger financial leverage 

for two reasons: First, by raising funds through creditor capital, the 

holders of common stock gain the benefits of maintaining control in the 

company; second, the financial leverage may enhance the return on their 

invested capital. Note, however, that financial leverage may also magnify 

losses. A number of ratios are used to measure the impact of leverage on 

the financial position of a company. 

* * * 

Profitability Ratios. The analysis of profitability is a very 

important task of the investment analyst. This analysis is designed to 

relate a company’s returns (earnings) to sales and to invested capital. 

The most commonly used profitability ratios are (1) gross profit margin, 

(2) net profit margin, (3) rate of return on equity, and (4) rate of return 

on total operating assets. 

* * * 

After all necessary financial ratios have been calculated for a 

particular company, the next important task is to make comparisons. 

First, the trend and stability of those ratios over long time periods should 

be examined because ratios for only one period may be misleading. Trend 

comparisons add depth to the analysis because they look at several years, 

thus helping to determine the degree of stability in the operating 

performance of the company. Next, the ratios of the company under study 

should be compared with the ratios of similar companies in the same 

industry. Finally, the overall performance of the studied company should 

be compared with the performance of the industry and, where 

appropriate, with the performance of the economy. 

PER SHARE STATISTICS—ANALYSIS AND FORECASTING 

Once the financial condition and operating efficiency of a company 

have been analyzed, the next tasks are to analyze the trends and stability 

of the per share statistics and to forecast future trends. The major per 

share statistics for analyzing common stocks are (1) earnings per share, 

(2) cash flow per share, (3) dividends per share, (4) dividend payout ratio, 

(5) P/E ratio, (6) book value per share, and (7) the ratio of market price 

to book value per share. * * * 
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* * * 

The trend and stability of the earnings per share must be 

determined. If the earnings per share fluctuates very widely, this may 

have a negative impact on the trend in the market price and, therefore 

on the returns for the investor. The higher the volatility in earnings per 

share, the higher the risk. In the case of cash flow per share, a more 

complete picture of the company’s profitability is desirable. Cash flow per 

share includes not only earnings per share, but also such arbitrary items 

as depreciation, depletion, and other noncash expenses. 

The trends, stability, and growth in dividend payments, as well as 

the payout ratio, must be considered. Some investors prefer a high payout 

ratio and great stability in dividend payment because of their need for 

income. On the other hand, some investors prefer smaller dividends, with 

the company reinvesting more earnings for future growth. 

The P/E ratio, sometimes called the earnings multiplier, is a function 

of the quality and expected future growth in earnings. Usually, investors 

pay more for a common stock if earnings are expected to increase 

substantially. 

The final important per share statistic is the book value per share 

and particularly its relationship to the market price. * * * In some cases, 

book value per share may be misleading because of different accounting 

methods used to value inventory and compute depreciation. * * * 

A very important task in stock analysis is estimating or forecasting 

the future benefits of owning a security. The choice of any security for an 

investment portfolio is influenced largely by expectations about the 

company’s potential. Several methods used to determine the outlook for 

a company’s future sales, earnings, and investment return are discussed 

briefly here. 

The forecasting of the future potential for a company usually starts 

with forecasting its sales. The sales forecast generally relies on the 

relationship of a company’s sales to various external and internal 

variables. Major external factors are: (1) general economic condition; (2) 

disposable personal income; (3) level of interest rates, particularly if the 

company sells durable goods; (4) competitive position of the company in 

its industry; (5) product or services substitution; and (6) other economic 

and industry factors that influence demand for a company’s products 

and/or services. The following internal factors are usually important: (1) 

the nature and quality of product and/or services; (2) innovation and 

improvements of products; (3) activities in promotion of sales; (4) services 

provided to customers, in the case of durable goods; (5) productive 

capacity and efficiency; and (6) availability of the product at the right 

time and the right place. 

The next step is forecasting earnings and dividends of a company. 

Estimating earnings requires thorough examination of such factors as (1) 

rate of change of the company’s sales; (2) cost of raw material and energy; 
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(3) cost of labor, including fringe benefits; (4) other operating and 

administrative expenses; (5) extraordinary income and expenses; (6) 

depreciation; (7) interest payments; and (8) income taxes. In addition, 

future capital investment, financing methods, and their impact on the 

company’s operating performance should be considered. Finally, the kind 

of accounting policies and practices being followed by the company should 

be examined, because different accounting practices may significantly 

affect the quality of reported earnings. 

In estimating dividends, the following factors should be examined: 

(1) outlook for and stability of the company’s earnings; (2) outlook for 

liquidity; (3) need for future financing; (4) legal restrictions on a 

company’s dividend policies, such as capital impairment rules and 

maintenance of retained earnings and working capital; and (5) attitude 

of management with regard to dividend policies. 

Methods of forecasting the future potential of a company vary from 

a simple, naive projection type to sophisticated econometric models. For 

example, some analysts perform their forecasts by calculating the annual 

percentage changes for each year over some past time period (such as 5 

to 10 years), then making a forecast on the expectation that the future 

trend will be similar to the past one. * * * 

Regression and correlation analysis also may be used to forecast a 

company’s sales and earnings. In performing a regression analysis, the 

analyst uses a company’s sales or earnings as a dependent variable and 

selects external or internal variables (listed previously) as independent 

or explanatory variables. This method is used to estimate a regression 

equation showing the structural relationship that existed in the past 

between explanatory variables and a dependent variable. For example, 

disposable personal income and the level of interest rate can be used as 

the explanatory variables for a company’s sales of durable goods, the 

dependent variable. Once the regression model has been estimated with 

past data and the level of statistical significance has been determined, 

the model can then be used to estimate future sales or earnings for the 

company. 

* * * 

In utilizing these forecasting techniques, it is assumed that past 

relationships will be similar in the future. Frequently, however, the past 

may not be a good predictor of the future. Therefore, in making any 

prediction of a company’s sales, earnings, and investment return the 

process of forecasting just described (which is based on historical 

information) should be modified by subjective forecasting based on 

seasoned judgment. 

Several methods that can be used to forecast the future performance 

of companies are described here. Other analytical forecasting techniques, 

such as time series analysis and probabilistic forecasting, are discussed 

in books on business forecasting and econometric statistics. 
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VALUATION OF COMMON STOCKS 

The purpose of owning common stocks as investments is to receive a 

return in the form of cash dividend payments and market price 

appreciation. To enjoy the opportunity of a return, investment risks must 

be assumed by the investor. Therefore, the objectives of investors are to 

seek a return from stocks and to limit risk of loss. At the very heart of 

the investment selection process is the task of estimating the rate of 

return expected from individual investments within some planning time 

horizon and estimating the level of risks or probabilities of receiving this 

return. The two parameters—expected return and risk—are vitally 

linked to determine the value of a stock. * * * Within the context of 

security analysis, this value is variously referred to as the estimated 

investment value, intrinsic value, true value, or present value. 

The position of the traditional or fundamental analytical school of 

thought is that the market fluctuates widely around the true value, so 

that the price is sometimes above and at other times below its value. 

According to this view, the task of the security analyst is to estimate the 

value of a security through an independent analysis of the corporate 

issuer, its industry, and the external environment. The results of this 

analysis enable the analyst to recommend the possible purchase of a 

stock that is undervalued (i.e., the market price is below the estimated 

value), because the security offers a high expected return, or to 

recommend the possible sale of a stock that is overvalued, because the 

security offers a low or negative expected return. 

The position of the efficient market hypothesis (EMH) school is that 

the current market price is the best available estimate of a stock’s true 

value. The argument used to support this position is that many investors 

and analysts analyze all relevant information regarding investments as 

soon as it becomes available and act promptly on the information, so 

stock prices adjust quickly to the value estimated by these intelligent and 

fully informed market participants. 

* * * 

ESTIMATED INVESTMENT VALUE 

The most widely recognized theory explaining investment value is 

the present value theory. This theory is used routinely by bond investors 

through the application of bond value tables, by lenders through present 

value tables, and by insurers through annuity tables. Professional 

investors in common stocks are increasingly recognizing the relevance of 

this theory and are applying it by the use of dividend discount models. 

Accordingly, the value placed on a stock is determined by the expected 

size and timing of future cash payments, and by the level of risk or 

uncertainty associated with such payments. At the fulcrum of each 

fundamental investment decision to buy, hold, or sell are three 

parameters: the present value (estimated investment value), the 

estimated future cash payments, and the expected rate of return or 
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discount rate. Using a dividend discount model, the estimated worth of a 

stock to an investor is equal to the sum of the discounted future cash 

payments expected. Mathematically, this may be expressed as: 

V0 = D1 + D2 + . . . + Dn + Vn (16.1) 

  (1 + r)1  (1 + r)2    (1 + r)n  (1 + r)n  

 

where: V0  = estimated present value or current market price 

 D  = expected future dividend payments in years 1, 2, and 

so on through year n 

 r  = expected or assumed rate of return or discount rate in 

years 1, 2, and so on through year n, which is 

determined by the degree of uncertainty of future cash 

payments 

 n =  final year of the investment holding period or of the 

planning time horizon 

 Vn  = expected present value or stock price at the end of year 

n 

This equation may be illustrated by a simple example. Assume that 

the Husky Company paid an annual divided of $1.00 last year; that the 

company and its dividends are growing at 8 percent per year; and that 

the investor expects a rate of return of 13 percent and plans to hold the 

stock for two years then sell it at a price level to provide a dividend yield 

[(in other words, the next year’s dividend divided by the price)] of 5 

percent. Therefore, the dividend rate is expected to be $1.08 in the first 

year ($1.00 x 1.08) and $1.17 in the second year ($1.08 x 1.08) [and $1.26 

in the third year ($1.08 × 1.08 × 1.08)]. The stock price at the end of the 

second year is expected to be $25.20. [($1.26 ÷ 0.05)]. (Values are rounded 

to the nearest cent to simplify the example.) 

* * * 
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The estimated investment value or present value of Husky Company is: 

V0 = $1.08 + $1.17 + $25.20 

  (1.13)1  (1.13)2  (1.13)2 

       

V0 = $0.96 + $0.92 + $19.74 

       

V0 = $21.62     

If the investor purchases the stock at $21.62, receives dividends of 

$1.08 and $1.17 in each of the next two years, and sells the stock at the 

end of that time at $25.20, he will earn an average annual rate of return 

of 13 percent. 

This discount rate of 13 percent is equal to the expected rate of 

return only if the stock is purchased at $21.62. Investors who believe that 

market prices tend to be efficient accept the current market price of a 

stock as being a correct reflection of the market consensus and assume 

that it is equal to the estimated present value. The discount rate r then 

becomes the unknown variable in the equation. If the Husky Company 

stock sells at $21.92, the investor finds through trial and error, that the 

discount rate is 12 percent. 

* * * 

On the other hand, fundamental analysts, who believe that the 

market is not efficient and that market prices fluctuate above and below 

the true values, seek to purchase undervalued stocks. Under these 

circumstances, the analyst selects a discount rate for a stock that is 

considered to be appropriate. The appropriate discount rate is frequently 

considered to be composed of three components: 

i  = real or riskless interest rate, which is adjusted for and free 

from inflation and other investment risks. 

f  = inflation premium, which is the inflation rate in the general 

price level for goods and services. 

k  = risk premium, which is the additional return required by 

investors for assuming the risks inherent in the particular 

investment. 

Therefore, the discount rate r for a stock is: 

r = i + f + k 

The analyst estimates the three components to find r. There are different 

ways to find r; the following simple illustration demonstrates one 

method. Assume that the current short-term U.S. Treasury bill interest 

rate reflects the real interest rate plus the expected inflation rate. The 

Treasury bill rate is 8 percent, but is expected to drop to 7 percent and 

stay around that level over the next several years. The expected inflation 
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rate is 4 percent. Therefore, the real rate of interest is assumed to be 3 

percent. An analysis of the risks of the Husky Company and its stock 

leads to the conclusion that it requires a risk premium of 6 percent. 

Therefore, the stock’s discount rate should be 13 percent: 

r = 0.03 + 0.04 + 0.06 

r = 0.013 or 13% 

Under these circumstances, Husky Company stock should be purchased 

at a price of $21.62, or less, so as to provide a discount rate of 13 percent 

or more. If the price of the stock is $21.24, the stock is considered 

undervalued and the expected return is 14 percent: 

$21.24 = $1.08 + $1.17 = $25.20 

  (1 + r)1  (1 + r)2  (1 + r)2 

r = 0.14 or 14% 

r = i + f + k + a 

r = 0.03 + 0.04 + 0.06 + 0.01 

r = 0.14 or 14% 

In the case of Husky Company, the alpha of 1 percent is an additional 

return expected to occur when the stock price rises to the estimated sale 

price of $25.20 during the investor’s planning time horizon of two years. 

The estimated sale price or terminal value of $25.20 for Husky 

Company stock is an important figure in determining investment values. 

This terminal value is nothing more than the present value of the stock 

two years from now based on the discounted level of dividends that are 

expected to be paid in the third and subsequent years. 

Constant Growth Model. Equation 16.1 can be greatly simplified 

for companies whose cash dividend rates are expected to grow at a 

constant rate, which tends to be true for stable or mature companies. The 

estimated investment value or present value of such a stock is: 

 

where:  g = expected average annual rate of growth in 

dividends per share 

  D1 = dividends per share expected during the next 

four quarters 

If the dividends of Husky Company are expected to grow at a stable rate 

of 8 percent, its estimated present value is $21.60. 

V0 = D1  (16.2) 

  r – g   
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V0 = $1.08 

  0.13 – 0.08 

V0 = $21.60 

* * * 

Earnings Multiplier Model. Because corporate earnings are the 

primary source of funds with which a going concern pays dividends over 

the long run, many analysts estimate the investment value of stocks by 

relating earnings per share to stock prices in the form of P/E ratios. The 

P/E ratio (PER) as calculated for a stock is equal to the current market 

price (Po) divided by the expected earnings per share (E1): 

PER = P0 

  E1 

If the market price of Husky Company stock is $19 3/4 and its expected 

earnings are $1.80, then its P/E ratio is 11.0: 

PER = $19.75 

  $ 1.80 

   

PER = 11.0 

 

Closely related to the P/E ratio is the earnings multiplier that is used 

to estimate a stock’s true value. The investment value for a stock is equal 

to the normalized annual earnings per share expected in the next four 

quarters (E1) multiplied by a selected earnings multiplier (M): 

Vo = (E1)(M)   (16.4) 

The normalized earnings per share is the expected reported earnings 

corrected for nonrecurring accounting type distortions and abnormal 

business cycle aberrations. A multiplier is selected based on two 

variables: (i) the expected future growth rate of earnings per share and 

(2) the riskiness of earnings per share. The relations of both these 

variables in the valuation process may be seen by a derivation of the 

equation for the constant growth model (Equation 16.2): 

Vo = D1 

  r – g 

If both sides of this equation are divided by E 1, the result is the 

earnings multiplier M. 
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V0 = D1/E1 

E1  r – g 

It was noted in equation 16.4 that 

V0 = (E1)(M) 

So, 

V0 = M 

E1   

Therefore, 

M = D1/E1 = P 

  r – g  r – g 

Consequently, the earnings multiplier (within the simplified context of 

constant growth) is equal to the dividend payout ratio (p) divided by the 

discount factor (r – g). The multiplier is, therefore, positively correlated 

to both the earnings growth rate and the payout ratio; that is, the higher 

the payout ratio or the higher the growth, then the higher the multiplier 

should be. Likewise, the multiplier is negatively correlated with the 

discount rate; that is, the greater the riskiness of the stock or the higher 

the rate of return required, then the lower the multiplier should be. 

If, for example, Husky Company stock has a dividend rate of $1.08, 

normalized earnings per share of $1.80, a discount rate of 13 percent, and 

a growth rate of 8 percent, then its multiplier is 12.0: 

M = $1.08/$1.80 = 0.60 

  0.13 – 0.08  0.05 

     

M = 12.0   

The estimated value of Husky Company stock is $21.60: 

Vo = $1.80)(12.0) 

Vo = $21.60 

If the price of Husky Company stock is $19 3/4 and sells at a P/E 

ratio of 11 times earnings, the stock is undervalued because its earnings 

multiplier (the expected P/E ratio) is 12 times earnings. 

INVESTMENT RISK 

An important task of security analysis is the classification of stocks 

on the basis of risk measures. The expected rate of return and the 
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probability distribution of returns for a stock are subject to several 

different risks. These risks need to be identified so investors may select 

stocks to diversify their portfolios and protect against excessive risks. 

Modern portfolio theory has contributed a methodology by which the 

various risks of common stocks may be controlled within the context of 

constructing portfolios. To construct a suitably diversified portfolio, the 

investor needs to rely on several inputs that are generated from the 

security analysis process. Within the context of modern portfolio theory, 

risk is measured as the volatility, variability, or standard deviation of 

expected rates of returns of stocks over a relevant time period. The 

standard deviation (S) is a convenient statistic used to measure the 

dispersion or deviations of individual values from the average or mean of 

their values. For example, the average annual (geometric) mean return 

on common stocks, as measured by the Standard & Poor’s Composite 

Stock Index, during 1926–1981, was 9.1 percent with a market risk (Sm) 

of 21.9 percent. Because the distribution of these returns approximates a 

normal distribution, about two-thirds of the annual returns fell within a 

range of 9.1 percent +/- 21.9 percent, or between 31.0 percent and minus 

12.8 percent. This risk measure of approximately 22 percent for the stock 

market has remained surprisingly constant over the years, so this figure 

is often used in projecting the risk of the stock market into the future. 

Total Risk of a Stock. In like fashion, the total risk of an individual 

stock (designated as stock i) can be measured as the standard deviation 

(Si) of its (monthly, quarterly, or annual) expected rate of return over a 

particular time period, such as five years. It has been observed that some 

stocks have higher total risks (higher Si) than others for a variety of 

reasons, such as greater volatility of corporate sales, product prices, and 

earnings or greater operating leverage or financial leverage. Based on 

modern portfolio theory, stocks with higher risk are expected to have 

higher expected returns because investors have an aversion to risk and 

therefore require a higher return or risk premium. 

* * * 

NOTE 

Professors Bauman and Komarynsky provide an overview of how 

analysts evaluate the worth of securities. This is important for those 

structuring the offering of securities, since they must make the offering 

attractive to investors, and yet they do not want to dilute the interests of the 

business’ current owners any more than necessary. What is the attorney’s 

role in all of this? Presumably, he or she is not the expert to advise the 

business on the value of the offered investments; indeed, admittedly many 

law students and attorneys might find the excerpt reprinted above to be 

rather intimidating. (Many finance texts contain much more difficult 

descriptions than this, however.) Still, without some basic familiarity with 

these concepts, it may be difficult for an attorney to carry out his or her role 

in advising, drafting, or negotiating for a business raising money. 
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In fitting together the pieces on valuation reprinted thus far in this 

book, keep in mind several things. To begin with, there are two valuation 

questions: the worth of the overall business (on which the Small Business 

Administration bulletin, reprinted at the end of Chapter I, largely focused), 

and the worth of the individual interests in the business (with which 

Professors Bauman and Komarynsky are primarily concerned). These 

obviously are mathematically related; although the relationship requires 

more than simple division to establish if the capital structure of the firm 

consists of anything more than one class of undifferentiated shares or 

percentage rights. Next, note that what might initially appear to be different 

approaches to valuation often are just more simplified versus more 

sophisticated ways of performing the same measurement. For example, one 

can estimate future earnings of a going business by assuming the firm will 

make the same as the average or typical year’s earnings during the past 

several years, or one can construct a regression analysis working from sales 

and those factors which affect sales, as described in the except above. 

Similarly, one could capitalize earnings to present value by dividing by the 

rate of return which investors demand for this amount of risk and with this 

expected rate of growth; or one can take each future year’s expected earnings 

(or dividend or interest payment if looking at specific securities) and obtain 

the present value through Formula 16.1 in the excerpt above. In terms of 

determining the rate of return, the SBA bulletin simply states that this is 

subjective and points to a variety of qualitative factors, while Professors 

Bauman and Komarynsky break this down into factors representing the risk 

free rate of return and an added compensation for the riskiness of this 

investment. Later, this book (particularly when discussing the price at which 

to sell a business in Chapter VII) will have occasion to explore the 

computation of the rate of return for a business of a given level of risk. 

Finally, both the Small Business Administration and the Bauman and 

Komarynsky pieces focus largely upon mature businesses with an 

established earnings record. How can one capitalize earnings for the 

developing venture which has yet to turn a significant profit? The answer is 

that investors are always capitalizing future earnings; past earnings are only 

relevant insofar as they provide a guide to what the future holds. Without 

the benefit of prior earnings history, one must construct an estimate of future 

earnings based upon assumptions about sales and expenses, answering the 

questions listed in the discussion of evaluating a new business idea excerpted 

in Chapter I. Of course, such projections carry more risk than estimates 

based upon past earnings, and they should hopefully reflect a sophisticated 

market study and a well thought out business plan, rather than just wishful 

thinking. 

Incidentally, those structuring an offering of investments must also 

remember one concept which is not mentioned in the excerpts. This is the 

question of whether one is dealing with valuation “before” or “after the 

money”; in other words, the value of the business with or without the sought 

after financing. For example, suppose one projects the business will achieve 

certain future earnings, but only if it raises a certain amount of funds. The 

discounted value of these earnings is the value of the business after it 

receives the investor’s money. This represents an appropriate basis for 
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pricing the interests sold to the new investors. It does not represent, 

however, the value of what the original owners contribute; rather that figure 

is the value of the business “before the money” (which presumably equals the 

value “after the money,” less the added funds). 

3. THE DEFINITION OF A SECURITY: ENTERING THE REALM 

OF SECURITIES REGULATION 

The question of what type of investment to offer provides an 

opportune time to begin considering federal and state securities laws. As 

the title of these acts suggests, their requirements and prohibitions 

became applicable when dealing with “securities”. What precisely is a 

“security”? 

Robinson v. Glynn 
349 F.3d 166 (4th Cir.2003). 

■ WILKINSON, J. 

Plaintiff James Robinson filed suit against Thomas Glynn, Glynn 

Scientific, Inc., and GeoPhone Company, LLC, alleging that Glynn 

committed federal securities fraud when he sold Robinson a partial 

interest in GeoPhone Company. The district court found that Robinson’s 

membership interest in GeoPhone was not a security within the meaning 

of the federal securities laws, and it dismissed Robinson’s securities fraud 

claim. Because Robinson was an active and knowledgeable executive at 

GeoPhone, rather than a mere passive investor in the company, we 

affirm. To do otherwise would unjustifiably expand the scope of the 

federal securities laws by treating an ordinary commercial venture as an 

investment contract. 

I. 

* * * In 1995, Glynn organized GeoPhone Corporation to develop and 

commercially market the GeoPhone telecommunications system. The 

GeoPhone system was designed around a signal processing technology, 

Convolutional Ambiguity Multiple Access (CAMA), that Glynn 

purportedly designed. Glynn was GeoPhone Corporation’s majority 

shareholder and chairman. In September 1995, GeoPhone Corporation 

became a limited liability company, GeoPhone Company, LLC. * * * 

In March 1995, Glynn and his associates contacted James Robinson, 

a businessman with no prior telecommunications experience, in an effort 

to raise capital for GeoPhone. Over the next several months, Glynn met 

and corresponded with Robinson, attempting to convince Robinson to 

invest in GeoPhone. Glynn described to Robinson the CAMA technology, 

its centrality to the GeoPhone system, and GeoPhone’s business plan. In 

July 1995, Robinson agreed to loan Glynn $1 million so that Glynn could 

perform a field test of the GeoPhone system and the CAMA technology. 

http://www.westlaw.com/find/default.wl?ft=Y&db=0000506&rs=ap2.0&rp=%2ffind%2fdefault.wl&serialnum=2003830633&fn=_top&findtype=Y&vr=2.0&wbtoolsId=2003830633&HistoryType=F
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In addition to Robinson’s loan, in August 1995 Robinson and Glynn 

executed a “Letter of Intent,” in which Robinson pledged to invest up to 

$25 million in GeoPhone, LLC if the field test indicated that CAMA 

worked in the GeoPhone system. Robinson’s $25 million investment was 

to be comprised of his initial $1 million loan, an immediate $14 million 

investment upon successful completion of the field test, and a later $10 

million investment. In October 1995, engineers hired by Glynn performed 

the field test, but, apparently with Glynn’s knowledge, they did not use 

CAMA in the test. Nevertheless, Glynn allegedly told Robinson that the 

field test had been a success. 

Consistent with the Letter of Intent, in December 1995 Robinson and 

Glynn executed an “Agreement to Purchase Membership Interests in 

GeoPhone” (APMIG). Under the APMIG, Robinson agreed to convert his 

$1 million loan and his $14 million investment into equity and 

subsequently to invest the additional $10 million. Robinson and Glynn 

also entered into an “Amended and Restated GeoPhone Operating 

Agreement” (ARGOA), which detailed the capital contribution, share 

ownership, and management structure of GeoPhone. 

Pursuant to the ARGOA, Robinson received 33,333 of GeoPhone’s 

133,333 shares. On the back of the share certificates that Robinson 

received, the restrictive legend referred to the certificates as “shares” and 

“securities.” It also specified that the certificates were exempt from 

registration under the Securities Act of 1933, and stated that the 

certificates could not be transferred without proper registration under 

the federal and state securities laws. 

In addition, the ARGOA established a seven-person board of 

managers that was authorized to manage GeoPhone’s affairs. Two of the 

managers were to be appointed by Robinson with the remaining five 

appointed by Glynn and his brother. Finally, the ARGOA vested 

management of GeoPhone in Robinson and Glynn based on each 

member’s ownership share. Robinson was named GeoPhone’s treasurer, 

and he was appointed to the board of managers and the company’s 

executive committee. Glynn served as GeoPhone’s chairman and was 

intimately involved in the company’s operations and technical 

development. 

* * * 

[I]n 1998 Robinson allegedly learned for the first time that the 

CAMA technology had never been implemented in the GeoPhone 

system—not even in the field test that had provided the basis for 

Robinson’s investment. Robinson then filed suit in federal court, claiming 

violation of the federal securities laws, specifically §§ 10(b) of the 

Securities Exchange Act of 1934 and Rule 10b–5. The district court, 

however, granted summary judgment to Glynn, because it found that 

Robinson’s membership interest in GeoPhone, LLC did not constitute a 
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security under the federal securities laws. Robinson now challenges the 

district court’s dismissal of his federal securities law claim. 

II. 

In order to establish a claim under Rule 10b–5, Robinson must prove 

fraud in connection with the purchase of securities. The Securities Act of 

1933, 15 U.S.C. §§ 77b(a)(1), and the Securities Exchange Act of 1934, 15 

U.S.C. §§ 78c(a)(10), define a “security” broadly as “any note, stock, 

treasury stock, security future, bond, debenture, . . . , investment 

contract, . . . , or, in general, any interest or instrument commonly known 

as a ‘security.’ “In this case, Robinson claims that his membership 

interest in GeoPhone, a limited liability company (LLC), qualifies as 

either an “investment contract” or “stock” under the Securities Acts. 

A. 

* * * The Supreme Court has defined an investment contract as “a 

contract, transaction or scheme whereby a person invests his money in a 

common enterprise and is led to expect profits solely from the efforts of 

the promoter or a third party.” S.E.C. v. W.J. Howey, Co., 328 U.S. 293, 

298–99, 66 S.Ct. 1100, 90 L.Ed. 1244 (1946). The parties agree that 

Robinson invested his money in a common enterprise with an expectation 

of profits. Their disagreement concerns whether Robinson expected 

profits “solely from the efforts” of others, most notably Glynn. 

Since Howey, however, the Supreme Court has endorsed relaxation 

of the requirement that an investor rely only on others’ efforts, by 

omitting the word “solely” from its restatements of the Howey test. And 

neither our court nor our sister circuits have required that an investor 

like Robinson expect profits “solely” from the efforts of others. Requiring 

investors to rely wholly on the efforts of others would exclude from the 

protection of the securities laws any agreement that involved even slight 

efforts from investors themselves. It would also exclude any agreement 

that offered investors control in theory, but denied it to them in fact. 

Agreements do not annul the securities laws by retaining nominal 

powers for investors unable to exercise them. 

What matters more than the form of an investment scheme is the 

“economic reality” that it represents. The question is whether an 

investor, as a result of the investment agreement itself or the factual 

circumstances that surround it, is left unable to exercise meaningful 

control over his investment. * * * see also Williamson v. Tucker, 645 F.2d 

404, 424 (5th Cir.1981). * * * 

B. 

In looking at the powers accorded Robinson under GeoPhone’s 

operating agreement, as well as Robinson’s activity as an executive at 

GeoPhone, it is clear that Robinson was no passive investor heavily 

dependent on the efforts of others like Glynn. Under the ARGOA, 

management authority for GeoPhone resided in a board of managers. 

Robinson not only had the power to appoint two of the board members, 
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but he himself assumed one of the board seats and was named as the 

board’s vice-chairman. The board, in turn, delegated extensive 

responsibility to a four-person executive committee of which Robinson 

was also a member. 

In addition, Robinson served as GeoPhone’s Treasurer. Among his 

powers were the ability to select external financial and legal consultants; 

to consult with GeoPhone’s Chief Financial Officer on all financial 

matters relating to the company; to review status reports from the 

President and other officers; and to assemble the executive committee in 

order to discuss variations from GeoPhone’s operating plan. Beyond even 

these fairly extensive powers, the ARGOA forbade GeoPhone from either 

incurring any indebtedness outside the normal course of business 

without Robinson’s approval or diluting his interest in GeoPhone without 

first consulting him. In short, Robinson carefully negotiated for a level of 

control “antithetical to the notion of member passivity” required to find 

an investment contract under the federal securities laws. 

None of this, of course, establishes that Robinson could entirely 

direct the affairs of GeoPhone. He controlled neither the board nor the 

executive committee, and he lacked the technological expertise of Glynn 

and others at the company. But Robinson was not interested in sole 

managerial control of GeoPhone; he was interested instead in sufficient 

managerial control to ensure that other managers like Glynn could 

neither harm nor dilute his investment. Through his positions as 

Treasurer, Vice-Chairman of the Board, and member of GeoPhone’s 

executive committee, Robinson may have lacked “decisive control over 

major decisions,” but he preserved “the sort of influence which generally 

provide[d][him] with access to important information and protection 

against a dependence on others.” 

Robinson argues, however, that his lack of technological expertise 

relative to Glynn prevented him from meaningfully exercising his rights. 

* * * To the extent that Robinson needed assistance in understanding 

any particular aspect of the CAMA technology, nothing prevented him 

from seeking it from outside parties or others at GeoPhone. In fact, prior 

to purchasing all of Glynn’s shares in GeoPhone, Robinson asked his 

accountant to scrutinize the company’s financial records, and he hired an 

outside engineer to study the company’s technology and market 

potential. 

Indeed, the record amply supports the district court’s conclusion that 

Robinson exercised his management rights despite his lack of technical 

expertise. For instance, Robinson reviewed GeoPhone’s technology and 

financial records, as well as weekly status reports from GeoPhone’s 

President, Chief Operating Officer, and Chief Financial Officer covering 

numerous aspects of GeoPhone’s operation. He disapproved 

disbursements and proposed licenses of the GeoPhone technology. 

Robinson even expressed to the board of managers problems he perceived 

with GeoPhone, including the company’s technological development, its 
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management, and marketability. In the end, Robinson generally asserts 

that he lacked technical sophistication, without explaining in any detail 

what was beyond his ken or why it left him powerless to exercise his 

management rights. 

Moreover, Robinson’s argument would work a fundamental and 

unjustifiable expansion in the securities laws by bringing innumerable 

commercial ventures within their purview. Business ventures often find 

their genesis in the different contributions of diverse individuals—for 

instance, as here, where one contributes his technical expertise and 

another his capital and business acumen. Yet the securities laws do not 

extend to every person who lacks the specialized knowledge of his 

partners or colleagues, without a showing that this lack of knowledge 

prevents him from meaningfully controlling his investment. Here, 

Robinson concedes that “nothing of consequence that would affect [his] 

position adversely could be done without [his] prior expressed approval,” 

thus undermining his claim that his lack of technical expertise left him 

powerless over his investment. In essence, Robinson was a savvy and 

experienced businessman who negotiated for formal management rights 

and actively exercised those rights, only now relying on his lack of 

technical sophistication to claim the cover of the federal securities laws. 

* * * 

Finally, Robinson argues that he and Glynn considered his interest 

in GeoPhone a security, based on language in the APMIG, in the ARGOA, 

and on the back of Robinson’s GeoPhone certificates. For instance, the 

restrictive legend on the back of Robinson’s certificates refers to the 

certificates as “shares” and “securities.” While this may be persuasive 

evidence that Robinson and Glynn believed the securities laws to apply, 

it does not indicate that their understanding was well-founded. * * * It is 

the “economic reality” of a particular instrument, rather than the label 

attached to it, that ultimately determines whether it falls within the 

reach of the securities laws. * * * 

III. 

Robinson further claims that his membership interest in GeoPhone 

was not only an “investment contract” within the meaning of the federal 

securities laws, but “stock” as well. Congress intended catch-all terms 

like “investment contract” to encompass the range of novel and unusual 

instruments whose economic realities invite application of the securities 

laws; but the term “stock” refers to a narrower set of instruments with a 

common name and characteristics. See Landreth Timber Co. v. Landreth, 

471 U.S. 681, 686, 105 S.Ct. 2297, 85 L.Ed.2d 692 (1985). Thus the 

securities laws apply “when an instrument is both called ‘stock’ and bears 

stock’s usual characteristics.” Yet Robinson’s membership interest was 

neither denominated stock by the parties, nor did it possess all the usual 

characteristics of stock. 
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The characteristics typically associated with common stock are (i) 

the right to receive dividends contingent upon an apportionment of 

profits; (ii) negotiability; (iii) the ability to be pledged or hypothecated; 

(iv) the conferring of voting rights in proportion to the number of shares 

owned; and (v) the capacity to appreciate in value. Robinson’s 

membership interest in GeoPhone lacked several of these characteristics. 

First, as is common with interests in LLCs, GeoPhone’s members did 

not share in the profits in proportion to the number of their shares. 

Pursuant to the ARGOA, Robinson was to receive 100 percent of 

GeoPhone’s net profits up to a certain amount, only after which were 

funds to be distributed pro rata to the members in proportion to their 

relative shares. 

Second, like interests in LLCs more generally, Robinson’s 

membership interests were not freely negotiable. According to the 

ARGOA, Robinson could only transfer his interests if he first offered 

other members the opportunity to purchase his interests on similar 

terms. Moreover, unlike with stock (except some stock in close 

corporations), anyone to whom Robinson or other members transferred 

their interests would not have thereby acquired any of the control or 

management rights that normally attend a stock transfer. Rather, the 

ARGOA requires that transferees satisfy several conditions to become 

members, in addition to receiving the approval of a majority of 

GeoPhone’s managers. 

* * * 

Similarly, Robinson could pledge his interest, but the pledgee would 

acquire only distribution rights and not control rights. As for the 

apportionment of voting rights, the parties dispute whether voting rights 

were conferred in proportion to members’ interests in GeoPhone. Even 

resolving this dispute in Robinson’s favor, it remains clear that 

Robinson’s membership interest lacked the ordinary attributes of stock. 

Finally, from the very beginning Robinson and Glynn consistently 

viewed Robinson’s investment as a “membership interest,” and never as 

“stock.” The purchase and operating agreements that Robinson and 

Glynn executed, as well as the agreement in which Robinson bought out 

Glynn’s interest in GeoPhone, all termed Robinson’s investment as a 

“membership interest” rather than “stock.” Even the shares that 

Robinson received as a result of his investments declared Robinson the 

holder of “membership interests in GeoPhone Company, L.L.C., within 

the meaning of the Delaware Limited Liability Company Act.” Robinson 

thus cannot argue that he was misled into believing that his membership 

interests were stock whose purchases were governed by the securities 

laws. And it would do violence to the statutory language of the securities 

laws to include within the term “stock” an instrument that was neither 

labeled stock nor like stock. 
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IV. 

The parties have vigorously urged us to rule broadly in this case, 

asking that we generally classify interests in limited liability companies, 

or LLCs, as investment contracts (Robinson’s view) or non-securities 

(Glynn’s view). LLCs are particularly difficult to categorize under the 

securities laws, however, because they are hybrid business entities that 

combine features of corporations, general partnerships, and limited 

partnerships. * * * Precisely because LLCs lack standardized 

membership rights or organizational structures, they can assume an 

almost unlimited variety of forms. It becomes, then, exceedingly difficult 

to declare that LLCs, whatever their form, either possess or lack the 

economic characteristics associated with investment contracts. Even 

drawing firm lines between member-managed and manager-managed 

LLCs threatens impermissibly to elevate form over substance. Certainly 

the members in a member-managed LLC will often have powers too 

significant to be considered passive investors under the securities laws. 

And yet even members in a member-managed LLC may be unable as a 

practical matter to exercise any meaningful control, perhaps because 

they are too numerous, inexperienced, or geographically disparate. By 

the same token, while interests in manager-managed LLCs may often be 

securities, their members need not necessarily be reliant on the efforts of 

their managers. 

We decline, therefore, the parties’ invitation for a broader holding. 

On the facts of this case, it is clear that Robinson did not lack the ability 

to meaningfully exercise the rights granted him under GeoPhone’s 

operating agreement. To the contrary, Robinson had a significant say in 

GeoPhone’s management. 

* * * 

Reves v. Ernst & Young 
494 U.S. 56 (1990). 

■ JUSTICE MARSHALL delivered the opinion of the Court. 

This case presents the question whether certain demand notes 

issued by the Farmer’s Cooperative of Arkansas and Oklahoma are 

“securities” within the meaning of § 3(a)(10) of the Securities Exchange 

Act of 1934. We conclude that they are. 

I 

The Co-Op is an agricultural cooperative that, at the time relevant 

here, had approximately 23,000 members. In order to raise money to 

support its general business operations, the Co-Op sold promissory notes 

payable on demand by the holder. Although the notes were 

uncollateralized and uninsured, they paid a variable rate of interest that 

was adjusted monthly to keep it higher than the rate paid by local 

financial institutions. The Co-Op offered the notes to both members and 

http://www.westlaw.com/find/default.wl?ft=Y&db=0000780&rs=ap2.0&rp=%2ffind%2fdefault.wl&serialnum=1990038585&fn=_top&findtype=Y&vr=2.0&wbtoolsId=1990038585&HistoryType=F
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nonmembers, marketing the scheme as an “Investment Program.” 

Advertisements for the notes, which appeared in each Co-Op newsletter, 

read in part: “YOUR CO-OP has more than $11,000,000 in assets to stand 

behind your investments. The Investment is not Federal [sic] insured but 

it is . . . Safe . . . Secure . . . and available when you need it.” App. 5 

(ellipses in original). Despite these assurances, the Co-Op filed for 

bankruptcy in 1984. At the time of the filing, over 1,600 people held notes 

worth a total of $10 million. 

After the Co-Op filed for bankruptcy, petitioners, a class of holders 

of the notes, filed suit against Arthur Young & Co., the firm that had 

audited the Co-Op’s financial statements (and the predecessor to 

respondent Ernst & Young). Petitioners alleged, inter alia, that Arthur 

Young had intentionally failed to follow generally accepted accounting 

principles in its audit, specifically with respect to the valuation of one of 

the Co-Op’s major assets, a gasohol plant. Petitioners claimed that 

Arthur Young violated these principles in an effort to inflate the assets 

and net worth of the Co-Op. Petitioners maintained that, had Arthur 

Young properly treated the plant in its audits, they would not have 

purchased demand notes because the Co-Op’s insolvency would have 

been apparent. On the basis of these allegations, petitioners claimed that 

Arthur Young had violated the antifraud provisions of the 1934 Act as 

well as Arkansas’ securities laws. 

Petitioners prevailed at trial on both their federal and state claims, 

receiving a $6.1 million judgment. Arthur Young appealed, claiming that 

the demand notes were not “securities” under either the 1934 Act or 

Arkansas law, and that the statutes’ antifraud provisions therefore did 

not apply. A panel of the Eighth Circuit, agreeing with Arthur Young on 

both the state and federal issues, reversed. * * * 

II 

A 

This case requires us to decide whether the note issued by the Co-

Op is a “security” within the meaning of the 1934 Act. * * * 

* * * In defining the scope of the market that it wished to regulate, 

Congress painted with a broad brush. It recognized the virtually limitless 

scope of human ingenuity, especially in the creation of “countless and 

variable schemes devised by those who seek the use of the money of 

others on the promise of profits,” SEC v. W.J. Howey Co., 328 U.S. 293, 

299, 66 S.Ct. 1100, 1103, 90 L.Ed. 1244 (1946) * * *. Congress therefore 

did not attempt precisely to cabin the scope of the Securities Acts.1 

 
1 We have consistently held that “[t]he definition of a security in § 3(a)(10) of the 1934 

Act, is virtually identical [to the 1933 Act’s definition] and, for present purposes, the coverage 
of the two Acts may be considered the same.” United Housing Foundation, Inc. v. Forman, 421 
U.S. 837, 847, n. 12 95 S.Ct. 2051, 2058 n. 12, 44 L.Ed. 621 (1975) (citations omitted). We 
reaffirm that principle here. 
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Rather, it enacted a definition of “security” sufficiently broad to 

encompass virtually any instrument that might be sold as an investment. 

* * * 

A commitment to an examination of the economic realities of a 

transaction does not necessarily entail a case-by-case analysis of every 

instrument, however. Some instruments are obviously within the class 

Congress intended to regulate because they are by their nature 

investments. In Landreth Timber Co. v. Landreth, 471 U.S. 681 * * * 

(1985), we held that an instrument bearing the name “stock” that, among 

other things, is negotiable, offers the possibility of capital appreciation, 

and carries the right to dividends contingent on the profits of a business 

enterprise is plainly within the class of instruments Congress intended 

the securities laws to cover. Landreth Timber does not signify a lack of 

concern with economic reality; rather, it signals a recognition that stock 

is, as a practical matter, always an investment if it has the economic 

characteristics traditionally associated with stock. Even if sparse 

exceptions to this generalization can be found, the public perception of 

common stock as the paradigm of a security suggests that stock, in 

whatever context it is sold, should be treated as within the ambit of the 

Acts. * * * 

We made clear in Landreth Timber that stock was a special case, 

explicitly limiting our holding to that sort of instrument. * * * Although 

we refused finally to rule out a similar per se rule for notes, we intimated 

that such a rule would be unjustified. Unlike “stock,” we said, “ ‘note’ may 

now be viewed as a relatively broad term that encompasses instruments 

with widely varying characteristics, depending on whether issued in a 

consumer context, as commercial paper, or in some other investment 

context.” * * * While common stock is the quintessence of a security, * * * 

and investors therefore justifiably assume that a sale of stock is covered 

by the Securities Acts, the same simply cannot be said of notes, which are 

used in a variety of settings, not all of which involve investments. Thus, 

the phrase “any note” should not be interpreted to mean literally “any 

note,” but must be understood against the backdrop of what Congress 

was attempting to accomplish in enacting the Securities Acts. 

Because the Landreth Timber formula cannot sensibly be applied to 

notes, some other principle must be developed to define the term “note.” 

A majority of the Courts of Appeals that have considered the issue have 

adopted, in varying forms, “investment versus commercial” approaches 

that distinguish, on the basis of all of the circumstances surrounding the 

transactions, notes issued in an investment context (which are 

“securities”) from notes issued in a commercial or consumer context 

(which are not). * * * 

The Second Circuit’s “family resemblance” approach begins with a 

presumption that any note with a term of more than nine months is a 

“security.” * * * Recognizing that not all notes are securities, however, 
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the Second Circuit has also devised a list of notes that it has decided are 

obviously not securities. Accordingly, the “family resemblance” test 

permits an issuer to rebut the presumption that a note is a security if it 

can show that the note in question “bear[s] a strong family resemblance” 

to an item on the judicially crafted list of exceptions, * * *, or convinces 

the court to add a new instrument to the list. * * * 

In contrast, the Eighth and District of Columbia Circuits apply the 

test we created in SEC v. W.J. Howey Co., * * * to determine whether an 

instrument is an “investment contract” to the determination whether an 

instrument is a “note.” Under this test, a note is a security only if it 

evidences “(1) an investment; (2) in a common enterprise; (3) with a 

reasonable expectation of profits; (4) to be derived from the 

entrepreneurial or managerial efforts of others.” * * * 

We reject the approaches of those courts that have applied the Howey 

test to notes; Howey provides a mechanism for determining whether an 

instrument is an “investment contract.” The demand notes here may well 

not be “investment contracts,” but that does not mean they are not 

“notes.” To hold that a “note” is not a “security” unless it meets a test 

designed for an entirely different variety of instrument “would make the 

Acts’ enumeration of many types of instruments superfluous,” Landreth 

Timber, 471 U.S., at 692, and would be inconsistent with Congress’ intent 

to regulate the entire body of instruments sold as investments * * *. 

The other two contenders—the “family resemblance” and 

“investment versus commercial” tests—are really two ways of 

formulating the same general approach. Because we think the “family 

resemblance” test provides a more promising framework for analysis, 

however, we adopt it. The test begins with the language of the statute; 

because the Securities Acts define “security” to include “any note,” we 

begin with a presumption that every note is a security. We nonetheless 

recognize that this presumption cannot be irrebuttable. As we have said 

* * * Congress was concerned with regulating the investment market, not 

with creating a general federal cause of action for fraud. In an attempt to 

give more content to that dividing line, the Second Circuit has identified 

a list of instruments commonly denominated “notes” that nonetheless fall 

without the “security” category. [Under Second Circuit opinions,] * * * 

types of notes that are not “securities” include “the note delivered in 

consumer financing, the note secured by a mortgage on a home, the short-

term note secured by a lien on a small business or some of its assets, the 

note evidencing a ‘character’ loan to a bank customer, short-term notes 

secured by an assignment of accounts receivable, or a note which simply 

formalizes an open-account debt incurred in the ordinary course of 

business (particularly if, as in the case of the customer of a broker, it is 

collateralized)” * * * [and] “notes evidencing loans by commercial banks 

for current operations” * * *. 

We agree that the items identified by the Second Circuit are not 

properly viewed as “securities.” More guidance, though, is needed. It is 
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impossible to make any meaningful inquiry into whether an instrument 

bears a “resemblance” to one of the instruments identified by the Second 

Circuit without specifying what it is about those instruments that makes 

them non-”securities.” Moreover, as the Second Circuit itself has noted, 

its list is “not graven in stone,” and is therefore capable of expansion. 

Thus, some standards must be developed for determining when an item 

should be added to the list. 

An examination of the list itself makes clear what those standards 

should be. In creating its list, the Second Circuit was applying the same 

factors that this Court has held apply in deciding whether a transaction 

involves a “security.” First, we examine the transaction to assess the 

motivations that would prompt a reasonable seller and buyer to enter 

into it. If the seller’s purpose is to raise money for the general use of a 

business enterprise or to finance substantial investments and the buyer 

is interested primarily in the profit the note is expected to generate, the 

instrument is likely to be a “security.” If the note is exchanged to 

facilitate the purchase and sale of a minor asset or consumer good, to 

correct for the seller’s cash-flow difficulties, or to advance some other 

commercial or consumer purpose, on the other hand, the note is less 

sensibly described as a “security.” * * * Second, we examine the “plan of 

distribution” of the instrument, * * * to determine whether it is an 

instrument in which there is “common trading for speculation or 

investment.” Third, we examine the reasonable expectations of the 

investing public: The Court will consider instruments to be “securities” 

on the basis of such public expectations, even where an economic analysis 

of the circumstances of the particular transaction might suggest that the 

instruments are not “securities” as used in that transaction. * * * Finally, 

we examine whether some factor such as the existence of another 

regulatory scheme significantly reduces the risk of the instrument, 

thereby rendering application of the Securities Act unnecessary. * * * 

We conclude, then, that in determining whether an instrument 

denominated a “note” is a “security,” courts are to apply the version of 

the “family resemblance” test that we have articulated here: a note is 

presumed to be a “security,” and that presumption may be rebutted only 

by a showing that the note bears a strong resemblance (in terms of the 

four factors we have identified) to one of the enumerated categories of 

instrument. If an instrument is not sufficiently similar to an item on the 

list, the decision whether another category should be added is to be made 

by examining the same factors. 

B 

Applying the family resemblance approach to this case, we have 

little difficulty in concluding that the notes at issue here are “securities.” 

Ernst & Young admits that “a demand note does not closely resemble any 

of the Second Circuit’s family resemblance examples.” * * * Nor does an 

examination of the four factors we have identified as being relevant to 

our inquiry suggest that the demand notes here are not “securities” 
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despite their lack of similarity to any of the enumerated categories. The 

Co-Op sold the notes in an effort to raise capital for its general business 

operations, and purchasers bought them in order to earn a profit in the 

form of interest.4 Indeed, one of the primary inducements offered 

purchasers was an interest rate constantly revised to keep it slightly 

above the rate paid by local banks and savings and loans. From both 

sides, then, the transaction is most naturally conceived as an investment 

in a business enterprise rather than as a purely commercial or consumer 

transaction. 

As to the plan of distribution, The Co-Op offered the notes over an 

extended period to its 23,000 members, as well as to nonmembers, and 

more than 1,600 people held notes when the Co-Op filed for bankruptcy. 

To be sure, the notes were not traded on an exchange. They were, 

however, offered and sold to a broad segment of the public, and that is all 

we have held to be necessary to establish the requisite “common trading” 

in an instrument. See, e.g. Landreth Timber, supra (stock of closely held 

corporations not traded on any exchange held to be a “security”); * * *. 

The third factor—the public’s reasonable perceptions—also supports 

a finding that the notes in this case are “securities”. We have consistently 

identified the fundamental essence of a “security” to be its character as 

an “investment.” * * * The advertisements for the notes here 

characterized them as “investments,” * * * and there were no 

countervailing factors that would have led a reasonable person to 

question this characterization. In these circumstances, it would be 

reasonable for a prospective purchaser to take the Co-Op at its word. 

Finally, we find no risk-reducing factor to suggest that these 

instruments are not in fact securities. * * * 

We therefore hold that the notes of issue here are within the term 

“note” in § 3(a)(10). 

* * * 

NOTES 

1. This book has dealt with essentially five types of interests in a business: 

partnership interests (including interests in an LLP), limited partnership 

interests, limited liability company membership interests, stock and debt. 

The Williamson decision cited in Robinson addressed whether a partnership 

interest can constitute an investment contract, and, hence, a security: 

All of this indicates that an investor who claims his general 

partnership or joint venture interest is an investment contract has 

 
4 We emphasize that by “profit” in the context of notes, we mean “a valuable return on an 

investment,” which undoubtedly includes interest. We have, of course, defined “profit” more 
restrictively in applying the Howey test to what are claimed to be “investment contracts.” See, 
e.g., Forman, 421 U.S., at 852 (“[P]rofit” under the Howey test means either “capital 
appreciation” or “a participation in earnings”). * * * Because the Howey test is irrelevant to the 
issue before us today * * * we decline to extend its definition of “profit” beyond the realm in 
which that definition applies. 
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a difficult burden to overcome. On the face of a partnership 

agreement, the investor retains substantial control over his 

investment and an ability to protect himself from the managing 

partner or hired manager. Such an investor must demonstrate 

that, in spite of the partnership form which the investment took, 

he was so dependent on the promoter or on a third party that he 

was in fact unable to exercise meaningful partnership powers.14 A 

general partnership or joint venture interest can be designated a 

security if the investor can establish, for example, that (1) an 

agreement among the parties leaves so little power in the hands of 

the partner or venturer that the arrangement in fact distributes 

power as would a limited partnership; or (2) the partner or venturer 

is so inexperienced and unknowledgeable in business affairs that 

he is incapable of intelligently exercising his partnership or venture 

powers; or (3) the partner or venturer is so dependent on some 

unique entrepreneurial or managerial ability of the promoter or 

manager that he cannot replace the manager of the enterprise or 

otherwise exercise meaningful partnership or venture powers. 

645 F.2d at 424. But see Banghart v. Hollywood General Partnership, 902 

F.2d 805 (10th Cir.1990) (will only look at the partnership agreement to see 

if a general partnership interest is a security). While the court in Robinson 

evaluated whether the LLC interest was either an “investment contract” or 

“stock” in order to determine if the interest was a security, a number of state 

securities laws contain provisions specifically addressing whether interests 

in a limited liability company are “securities” under the states’ securities 

laws. E.g., Cal. Corp. Code § 25019. In the Landreth Timber decision 

discussed in Reves, the Supreme Court held that stock in a corporation (even 

if closely held) is, by express definition, one type of security—at least so long 

as the stock possesses those features normally associated with corporate 

stock, rather than representing a right to a cooperative apartment, for 

example. See United Housing Foundation, Inc. v. Forman, 421 U.S. 837 

(1975). By contrast, Robinson shows that courts will be reluctant to label 

interests in non-corporate forms to be stock for purposes of the securities 

laws. Reves discusses the test for determining when debt instruments (notes) 

constitute a security. How would the test apply to the use of corporate debt 

discussed in Chapter IV? 

Beyond these categories, as both the laundry lists contained in the 

statutory definitions, and the discussions in the courts’ opinions show, 

numerous other items can constitute a security. Indeed, anytime a business 

seeks to raise money, the parties must at least consider the possibility that 

the transaction, no matter what it appears to be on its face, might involve 

the sale of a security. Suppose, however, the business seeks to acquire 

property or services, rather than cash, in exchange for stock, debt or another 

interest; could this involve the sale of a security? Stock, as just stated, is a 

 
14 We emphasize that this dependence does not by itself establish that a partnership 

interest satisfies the third prong of the Howey test. * * * [O]ne would have to show that the 
reliance on the manager which forms the basis of the partner’s expectations was an 
understanding in the original transaction, and not some subsequent decision to delegate 
partnership duties. 
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security by definition regardless of the consideration paid for it; while the 

fact that a firm issues debt in exchange for property should be a factor 

against finding the debt instrument equals a “note” under the family 

resemblance test outlined in Reves. Yet, what about an “investment 

contract,” for which the Howey test speaks of “an investment of money?” See 

International Brotherhood of Teamsters v. Daniel, 439 U.S. 551, 560 n.12 

(1979) (not absolutely necessary that investment be in cash rather than 

goods or services). Also, with respect to the elements of the Howey test, can 

a fixed return constitute “profits”? See SEC v. Edwards, 540 U.S. 389 (2004) 

(yes). 

2. What is the impact of finding that a transaction involves the sale of 

securities? In Reves and Williamson, the plaintiffs sought to turn their 

allegations of misrepresentation by the defendants into a federal cause of 

action, instead of simply a state common law tort, by arguing they purchased 

securities. Yet, this has limited relevance from a planning, rather than a 

litigation strategy, standpoint. Instead, from a planning standpoint, one 

must ask whether the securities laws require any special action by persons 

selling securities. If so, given the fact that limited and some ordinary 

partnership interests, some limited liability company interests, stock, even 

in a closely held corporation, and much corporate debt, are securities, have 

Chapters III and IV overlooked an important consideration? The answer to 

the question of whether the securities laws require some special action by 

persons selling securities, it turns out, depends upon to whom the venture 

sells the security. This is the subject of the next section of this chapter. 

C. TARGETING THE APPROPRIATE INVESTORS 

1. GOING PUBLIC 

At first blush, the most tempting source of financing for a growing 

business may be to sell securities to the public at large. Businessmen who 

follow the stock market often tell stories about companies in their field 

whose shares sell at many times per-share earnings. Doing some 

arithmetic, they might figure their company could sell millions of dollars 

worth of shares and still leave them with a comfortable majority. They 

might even plan to sell off a few of their own shares and start living in a 

more comfortable style. Determining whether this is a viable option 

requires addressing both the business practicalities and the legal 

requirements involved with taking a company public. 
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a. BUSINESS CONSIDERATIONS 

Deloitte & Touche, Strategies for Going Public 
(1983). 

SECTION 2 

SHOULD YOU GO PUBLIC? 

* * * 

The decision to go public is a major one in any company’s life and is 

not one to be reached lightly. You must carefully weigh the advantages, 

disadvantages, and alternatives before proceeding. 

THE ADVANTAGES 

Going public may provide possible benefits to both a company and 

its stockholders. The major benefits include: 

Less dilution. If your company is at the stage where it is ready to 

go public, you may command a higher price for your securities through a 

public offering than through a private placement or other form of equity 

financing. This means you give up less of your company to receive the 

same amount of funding. 

* * * 

Enhanced ability to raise equity. If your company continues to 

grow, you will eventually need additional permanent financing. If your 

stock performs well in the stock market, you will be able to sell additional 

stock on favorable terms. 

Liquidity and valuation. Once your company goes public, a 

market will be established for your stock and you will have an effective 

way of valuing that stock. You and your co-founders may have invested 

everything you own into the company. A public market makes it easier 

for you to dispose of a portion of your interest, should you want to 

diversify your investment portfolio or should you merely want some 

spending money. * * * 

Major stockholders, such as venture capital firms, may require this 

liquidity. Venture capital firms generally organize funds with a fixed life 

of five years or so. At the end of that period they need to liquidate the 

fund. By going public, you provide the venture capitalists with the ability 

to sell their holdings or to have publicly-tradeable stock which can be 

distributed to their fund participants. 

Stock options offered by emerging public companies have much 

appeal and can help you to recruit or retain well-qualified executives and 

to motivate your employee-shareholders. * * * Unlike options offered by 

a nonpublic company, yours will have an easily determinable value and 

your stock can be sold over the counter. 
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Prestige. You and your co-founders gain an enormous amount of 

personal prestige from being associated with a company that goes public. 

It is one measure of success, and many of today’s entrepreneurs start 

companies with the goal of eventually taking those companies public. 

A public market for your stock will also enhance your corporate 

image and generate more interest in the company from your customers, 

suppliers, and business associates. 

* * * 

THE DISADVANTAGES 

There are also some very significant disadvantages to going public 

that should be weighed against the many advantages. 

Expense. The cost of going public is substantial, both initially and 

on an ongoing basis. As for the initial costs, the underwriters’ commission 

can run as high as 10% or more of the total offering. Additionally, you 

can incur out-of-pocket expenses of $200,000 to $300,000 for even a small 

offering. * * * 

On an ongoing basis, regulatory reporting requirements will 

increase paperwork. You will have to hold formal board and stockholder 

meetings and devote a significant amount of time to investor relations. 

Disclosure of information. As a publicly-held corporation, your 

company’s operations and financial situation are open to public scrutiny. 

Information concerning the company, officers, directors, and certain 

shareholders—information not ordinarily disclosed by privately held 

companies—will now be available to competitors, customers, employees, 

and others. Such information as your company’s sales, profits, your 

competitive edge, and the salaries and perquisites of your officers and 

directors must be disclosed not only when you initially go public, but also 

on a continuing basis thereafter. 

Pressure to maintain growth pattern. You will be subject to 

considerable internal and external pressure to maintain the growth rate 

you have established. If your sales or earnings deviate from the 

established trend, stockholders may become apprehensive and sell their 

stock, driving down its price. Additionally, you will have to begin 

reporting operating results quarterly. People will evaluate the company 

on a quarterly, rather than an annual, basis. This will intensify the 

pressure and shorten your planning and operating horizons significantly. 

The pressure may tempt you to make short-term decisions that could 

have harmful long-term impact on the company. 

Loss of control. If a sufficiently large proportion of your shares is 

sold to the public, you may be threatened with the loss of control of the 

company. And once your company is publicly-held, the potential exists 

for further dilution of your control through subsequent public offerings 

and acquisitions. 

* * * 
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SECTION 3 

ARE YOU READY TO GO PUBLIC? 

The majority of companies that have recently gone public have 

reached certain levels of size, profitability, and growth. The public 

market most readily accepts companies that have achieved: 

• Sales of $15–20 million; 

• Net income of $1 million or more in the current fiscal year; 
and 

• An annual growth rate of 30–50%, with the prospect of 
continuing growth at that rate for the next few years. To draw 
financial and institutional investors, the company must have 
the near-term potential to generate revenues of $50–100 
million. 

This is not to say that you must wait until you reach those levels to 

go public. There have been many early-stage companies—companies that 

had yet to show a profit—that have gone public. * * * 

But such companies are unproven and lack sufficient operating 

history. These are not unsubstantial risks, and underwriters look for 

some key compensating factors, factors which create “glamour” or “sizzle” 

in a company: 

• Management team. Underwriters view the quality of the 
management team as the most critical factor. Top management 
personnel must have the capability to deal with the anticipated 
growth and to maintain the company’s leadership position. One 
or two executives who have successfully built other public 
companies and have established credibility in the financial 
community may be all that is necessary to alleviate the anxiety 
that underwriters and investors have about an unproven 
company. 

• Leadership position in the industry. In order to attract 
investors, an unproven company needs a product that indicates 
it is on the leading edge in its field. Whether it be new 
technology or enhancement of an old idea, the investing public 
needs to perceive the company’s potential as unlimited, with 
exciting new product development in a growth industry and the 
probability of being more than just a one-product company. 

• Market opportunity. Your product must have a market that 
will support growth of 30–50% a year. 

There are, however, some hazards to an early offering. You must be 

confident that your business and your product are sufficiently developed 

and that your key people are in place. A company that flounders after 

going public will lose credibility in the public market, and the investors’ 

confidence in it will be difficult, if not impossible, to regain. If you have 

any doubts at all, you should seek other forms of financing. When your 

company strengthens, you can proceed with the public offering. 

Public offerings are not limited to these growth companies. Many 

offerings are underwritten for companies with a long and continuous 



SECTION C TARGETING THE APPROPRIATE INVESTORS 37 

 

  

record of good sales and earnings. These companies may not be 

spectacular, but they offer the public a good long-term investment at a 

reasonable price-earnings ratio. 

There are many companies, too, that have no operating history nor 

all the characteristics discussed above. High-risk investments, such as 

the so-called “penny stocks”, can attract that segment of the market 

comprising speculators rather than long-term investors. These types of 

offerings, however, are generally not done by the major underwriting 

firms. 

The timing of your offering will be a major consideration. If your 

stock is attractive, you can sell it at any time. To obtain the best price for 

your stock, however, market conditions must be favorable and the 

investing public must be in the mood to buy a new issue. Your investment 

bankers are in the best position to advise you whether now is an 

opportune time or, in their words, whether the “window” for new issues 

is open. 

* * * 

SECTION 5 

THE UNDERWRITERS 

Most initial public offerings are arranged through an investment 

banking firm. One of an investment banker’s many functions is to 

underwrite securities. * * * 

* * * While nothing prevents you from conducting your own public 

offering, the use of underwriters can help assure that it will be successful. 

If you conduct your own offering, you may find it very difficult to find 

a sufficient number of buyers for your stock. The key reason for using 

underwriters is that they can develop a marketing structure (the 

underwriting syndicate) to sell the stock. The syndicate has access to 

buyers, as those buyers are their clients. Underwriters are also familiar 

with market conditions; they know the mood of institutional and 

individual investors regarding new stock issues; and they are familiar 

with the prices of stock of similar companies. They are in the best position 

to advise you as to what price to ask for your stock as well as when to sell 

it. Their sponsorship also extends well past the initial offering—their 

continuing sponsorship will affect how your stock performs in that “after-

market”. 

Selecting an Underwriter 

Public offerings are normally conducted by a group, or syndicate, of 

underwriters. Your company only needs to select the lead, or managing, 

underwriters. The managing underwriters will form the syndicate for 

you. 

Ideally, you will have already developed a relationship with an 

investment banker by the time you decide to go public. Most companies 

approach an investment banker (or vice versa) a year or two in advance. 
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Many start-up companies make this connection during early-stage 

private placements. * * * 

If you do not already have an investment banker, there are many 

things to consider. * * * 

Investment bankers, unlike other professionals, do not charge 

hourly rates for their services. You compensate them only through 

commissions on any successful deals they package for you. These 

commissions do not vary significantly from firm to firm, so pick from the 

best firms available. 

The best way to approach an investment banker is through a mutual 

contact (your accountants or attorneys may be able to assist you). 

Investment bankers are not very responsive to unsolicited letters, 

particularly if they suspect they are form letters sent to every investment 

banker in the area. 

This is not to say you shouldn’t shop around. You should, by all 

means, explore at least a few possibilities. * * * 

Selecting the right investment banker will be a major factor in the 

success of your offering. In selecting one, you should know the 

characteristics of a good investment banker: 

• Reputation. In an initial offering the reputation of the 
underwriter is of great importance. Institutional and individual 
investors will have greater confidence in your stock if a highly 
regarded investment banking firm is named in your prospectus 
as the managing underwriter. * * * The professional reputation 
of the investment banking firm will also affect its ability to form 
a strong syndicate of firms to effectively sell and distribute the 
stock. 

• Distribution capability. You will want the underwriters to 
distribute your stock to a client base that is sufficiently strong 
and varied to generate continuing market interest in the stock 
after the initial offering. Each investment banking firm has a 
different client base. You should find out how diversified that 
base is. Some firms have access to many institutional investors 
while others emphasize individual investors. Some have an 
international emphasis while others are domestically-oriented. 
Evaluate the quality of their clients, whether they are long-term 
investors or speculators. Only when the underwriters, through 
their own clients and a strong syndicate, effectively distribute 
your stock, will your stock perform well in the after-market. 

• Experience. The investment banking firm should have 
experience in underwriting issues of companies in the same or 
similar industries. This will influence its ability to price the 
issue accurately and will give it credibility when explaining and 
selling the company to the public. 

Once the stock has been issued to the public, managing underwriters 

assume responsibility for continued sponsorship of your company to the 

financial community. * * * Before you select an investment banking firm, 
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you should evaluate the after-market performance of other initial public 

offerings which the firm has underwritten, and evaluate the following 

characteristics: 

• Market-making capability. When a company first goes 
public, shares are traded on the over-the-counter market. A 
number of investment banking firms will become the market 
makers in this new stock, that is they will deal in your stock, 
offering firm prices to buy shares from or sell shares to the 
general public. The managing underwriters generally serve as 
the principal market-makers. In order to maintain a market, 
they will need to devote a sufficient amount of capital to take 
large positions (i.e., be “short” or “long”) in your stock. Without 
this, large shareholders will not have much liquidity, interest 
will wane, and the market price of your stock will suffer. 

• Research capability. The financial community will look to 
the managing underwriter as a primary source of information 
about the newly public company. Therefore, the selected 
investment banking firm should have experienced analysts—
analysts who are respected by the financial community—closely 
following the industry in which your company does its business. 

• Ability to provide financial advice. During and after your 
offering you will look to your investment bankers for financial 
advice. You may need help to obtain additional financing in the 
future, advice on potential mergers and acquisitions, or insight 
into the investing public’s attitude toward your company. 

* * * You should also take the time to be sure you are comfortable 

not only with the people whom you will be directly involved with initially, 

but also with those who will have ongoing responsibility for market-

making, research, and sales sponsorship. The personal chemistry 

between your investment bankers and you, your management team, and 

your board of directors is of utmost importance. 

You may also consider using more than one managing underwriter. 

A company often uses two or more underwriting firms to co-manage its 

offerings if the company has a good relationship with more than one firm 

or if the company sees advantages to combining the client bases, research 

capabilities, geographic strengths, etc. of the underwriting firms. 

* * * 

Types of Underwritings 

There are generally two types of underwritings. Under a firm 

commitment the underwriters agree to buy, at a fixed price, all the stock 

being offered. They then resell it to the public. If they are unable to resell 

all of the stock, they must keep it until they can sell later. 

Under a best efforts commitment, the underwriters agree to use their 

“best efforts” to sell the new issue on the issuer’s behalf. If they don’t sell 

the entire amount to the public they have no obligation to purchase the 

balance. As such, they are acting merely as your agent. 
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There are many variations of the best efforts commitment. Under 

“all or none” agreements, the underwriters will either sell the entire 

issue, or cancel the whole offering and return the purchase price of 

investors who purchased part of the issue. Other agreements call for a 

minimum number of shares to be sold, i.e., the underwriters and the 

issuer may agree that 66-2/3 percent of the shares must be sold for the 

offering to be effective, and the remaining 33-1/3 percent would then be 

sold on a strictly best efforts basis. 

From your viewpoint, the firm commitment would be the best 

arrangement, as it assures you that you will receive a certain sum of 

money by a certain date. The next most desirable arrangement would be 

the best efforts, all or none. This puts the risk of sale on you, but at least 

assures you that you won’t go public unless all of the stock is sold. With 

a strictly best efforts arrangement, the amount of money you receive may 

fall significantly short of your needs, and you will also be strapped with 

all the requirements of a public company. 

The type of underwriting that is offered to you will depend on the 

underwriting firm that you are using and the nature of your stock 

offering. If one of the major firms agrees to underwrite you, it will almost 

always agree to a firm commitment. The smaller firms that will handle 

the highly speculative offerings will only do so on a best efforts basis. 

* * * 

SECTION 9 

CLOSING THE DEAL 

Signing the Underwriting Agreement 

As a rule, you will not enter into a written underwriting agreement 

until the morning of the date the registration statement is to be declared 

effective by the SEC. 

Prior to that time you have an oral agreement with the underwriters 

or, in some cases, a letter of intent. The purpose of a letter of intent is to 

outline the basic method of financing acceptable to both parties, the price 

range at which the underwriters believe the shares can be sold to the 

public, and the approximate underwriting compensation. The letter of 

intent is not a legal commitment by either side to proceed with any 

predetermined transaction. 

After the close of business on the day before the effective date, the 

managing underwriters and the company agree on the selling price to the 

public. The morning of the effective date, the managing underwriters and 

the other underwriters participating in the syndicate sign an “agreement 

among underwriters”. This agreement authorizes the managing 

underwriters to sign the underwriting agreement, specifies the terms on 

which the participating underwriters will participate in the syndicate, 

and spells out the powers of the managing underwriters to manage the 

offering. 
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Immediately thereafter, the underwriting agreement is signed by 

the company, the managing underwriters, and the selling shareholders 

(if any). The underwriting agreement will include the offering price of the 

stock; commissions, discounts, and expense allowances; the method of 

underwriting; and an indemnification agreement. 

* * * Until [the underwriting agreement is signed], the company has 

no legal right to compel the underwriters to proceed with the offering. 

As a practical matter, once preparation of the registration statement 

begins, reputable underwriters rarely refuse to complete the offering 

unless there are significant adverse changes in market conditions or the 

registration process reveals serious problems of the company of which the 

underwriters were not previously aware. The managing underwriters 

have a vested interest in completing the offering, since they have 

invested considerable time and expense in investigating the company’s 

business and affairs, helping to prepare the registration statement, and 

organizing a selling syndicate. 

However, if the market drops significantly during the waiting period, 

it is not unusual for an offering to be postponed or cancelled after the 

registration process starts. If the market is not willing to accept the 

originally anticipated price range or is unwilling to absorb an offering as 

big as the one contemplated, the company may be faced with accepting 

an offering of unsatisfactory size or price, postponing the offering until 

the market improves, or even abandoning the offering completely. 

* * * 

NOTES 

1. The advice reprinted above reflects the traditional wisdom that 

companies generally are not ready for a public offering until they have 

reached a certain level of profitability; albeit there are some offerings by 

companies that have yet to earn a profit. One famous example of a successful 

public offering despite the company having not reached profitability is the 

initial public offering by Yahoo!, Inc. Yahoo went public nine months after 

the founding of the company (during which nine months Yahoo had a net loss 

of $634,000 from revenues of $1.4 million).  

Incidentally, some years have passed since the reprinted advice was 

written during which time things have generally gotten more expensive. 

Hence, the cost of a public offering and the financial benchmarks for a 

company to be ready for such an offering are much higher than stated in the 

reprinted advice. 

As explained in the reprint, the ability of a company to have a successful 

public offering prior to profitability depends upon the prospects of the 

company. It also depends upon the overall stock market. For example, during 

the bull market of 1999, there were almost 500 initial public offerings of 

stock, of which almost three-quarters were from companies that were 

unprofitable at the time of the offering. After the market bubble burst, in 
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2002, there were under 100 initial public offerings of stock, of which only 

around 15 percent were from unprofitable companies. In 2006, there were 

around 200 initial public offerings of stock, of which around one-third were 

from unprofitable companies. McKay, In the Red Selling Stock, Wall Street 

J. C1, C2 (June 4, 2007). 

2. One alternative to offering stock through an underwriter, which some 

companies have pursued, is to offer stock through the Internet. The Internet, 

however, cannot substitute for two values that an underwriter provides 

beyond simply finding buyers for a company’s securities. As mentioned in the 

excerpt above, underwriters provide knowledge of market conditions to help 

a company price the securities the company proposes to sell. In addition, a 

well-known underwriter adds credibility to the initial public offering by 

placing the underwriter’s reputation at risk if the offering lacks any merit. 

Later, however, exploration of Federal securities law regarding so-called 

crowd-funding will return the discussion to the possibility of offering stock 

over the Internet. 

b. FEDERAL REGISTRATION 

Schneider, Manko & Kant, Going Public—
Practice Procedures & Consequences 

27 Vill. L. Rev. 1 (1981).* 

INTRODUCTION 

When a company wishes to “GO PUBLIC” it faces a complex and 

challenging process. It is the purpose of this article to focus on the 

sections of the Securities Act of 1933 (the ‘33 Act) dealing with 

registration as it applies to companies selling securities to the public for 

the first time—“going public.” * * * In a nutshell, the ‘33 Act is designed 

to prohibit the public distribution of securities without disclosure of 

relevant information to the investor. * * * 

THE REGISTRATION STATEMENT 

The registration statement is the disclosure document required to be 

filed with the SEC in connection with a registered offering. It consists 

physically of two principal parts. Part I of the registration statement is 

the prospectus, which is the only part that normally goes to the public 

offerees of the securities. * * * Part II of the registration statement 

contains supplemental information which is available for public 

inspection at the office of the SEC. 

 
* [This excerpt reflects revisions made by Messrs Schneider, Manko and Kant through 

May 1988. Ed.] 
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The registration forms4, Regulation S-K5, Regulation S-X6 and the 

Industry Guides7 (when applicable) specify the information to be 

contained in the registration statement. Regulation S-K sets forth 

detailed disclosure requirements which are applicable in various contexts 

under the securities laws; Regulation S-X similarly sets forth financial 

statement requirements; and the Industry Guides require specific 

disclosure applicable to certain prescribed businesses such as oil and gas 

and banking. In addition, Regulation C8 sets forth certain general 

requirements as to the registration of securities including filing fees * * * 

and other mechanical aspects of registration. 

The registration forms contain a series of “items” and instructions 

(generally referring to the disclosure requirements contained in 

Regulation S-K), in response to which disclosures must be made. But they 

are not forms in the sense that they have blanks to be completed like a 

tax return. Traditionally, the prospectus describes the company’s 

business and responds to all the disclosures required in narrative rather 

than item-and-answer form. It is prepared as a brochure describing the 

company and the securities to be offered. The usual prospectus is a fairly 

stylized document, and there is a customary sequence for organizing the 

material. 

Form S-1 traditionally has been the most common registration form 

used. * * * [In 1992, however, the SEC introduced a new form, SB-2, 

designed for smaller issuers—generally, companies with less than $25 

million in revenues and in publicly held shares. The SEC also introduced 

a new disclosure regulation, S-B (17 C.F.R. §§ 228.10–228.202). 

Regulation S-B is a small business parallel to Regulation S-K. Ed.] 

* * * 

In the typical first public offering, the items to which it is most 

difficult to respond, and which require the most creative effort in 

preparation, deal with the description of the company’s business, 

properties, material transactions with insiders, and use of proceeds. 

Other matters to be disclosed in the prospectus deal with the details of 

the underwriting, the plan for distributing the securities, capitalization, 

pending legal proceedings, competition, description of securities being 

registered, identification of directors and officers and their 

remuneration, options to purchase securities, and principal holders of 

 
4 On March 3, 1982, the Commission announced the adoption of comprehensive revisions 

to the various disclosure forms and rules governing the registration of securities under the ‘33 
Act. * * * The adoption culminated several years of effort to integrate the disclosure 
requirements of the ‘33 and ‘34 Acts and to improve and simplify the disclosure requirements of 
those Acts. * * * Although the new integrated disclosure system provides for abbreviated 
registration forms for various types of issuers, a full disclosure document such as the text 
describes will be required for an initial public offering. 

5 See SEC Regulation S–K, 17 C.F.R. §§ 229.1–229.800 (1988). 
6 See SEC Regulation S–X, 17 C.F.R. §§ 210.1–01–210.12–29 (1988). 
7 See SEC Securities Act Release No. 6384 (March 3, 1982). 
8 See SEC Regulation C, 17 C.F.R. §§ 230.400–230.499T (1988). 
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securities. There are also detailed requirements concerning financial 

statements and financial information concerning the company’s business 

segments. 

In Part II of the registration statement is supplemental information 

of a more formal type which is not required to be given to each investor. 

Unlike the prospectus, Part II is prepared in item-and-answer form. One 

requirement which is sometimes troublesome calls for disclosure of 

recent sales of unregistered securities and a statement of the exemption 

relied upon. Counsel may discover the past issuances of securities 

violated the ‘33 Act. In some such cases, the result may be that the 

company’s financial statements must reflect a very large contingent 

liability under the ‘33 Act. * * * Part II also contains supplemental 

financial schedules, as well as a list of exhibits which are filed with the 

registration statement. Although the information in Part II normally is 

not seen by individual investors, sophisticated analysts and financial 

services may make extensive use of it, particularly the supplemental 

financial schedules. 

In preparing a prospectus, the applicable form is merely the 

beginning. The forms are quite general and apply to all types of 

businesses, securities, and offerings except for a few industries or limited 

situations for which special forms have been prepared. In the course of 

administration over the years, the Commission has given specific content 

to the general disclosure requirements. It often requires disclosures on a 

number of points within the scope of the form but not explicitly covered 

by the form itself. Furthermore, in addition to the information that the 

form expressly requires, the company must add any information 

necessary to make the statements made not misleading. * * * 

The Commission’s views on many matters change from time to time. 

SEC practitioners, both lawyers and accountants, constantly exchange 

news of what the Commission is currently requiring as reflected in its 

letters of comments. 

The Commission has also evolved certain principles of emphasis in 

highlighting disclosures of adverse facts. It cannot prohibit an offering 

from being made if disclosure is adequate, but its policies on disclosure 

can make the offering look highly unattractive. In particular, if there are 

sufficient adverse factors in an offering, these are required to be set forth 

in detail in the very beginning of the prospectus under a caption such as 

“Introductory Statement,” “Certain Considerations” or “Risk Factors of 

the Offerings.” However, many new issues of going businesses do not 

require this treatment and counsel must make a judgment in each case. 

Some of the adverse factors which may be collected under such a heading 

include lack of business history; adverse business experience; operating 

losses; dependence upon particular customers, suppliers and key 

personnel; lack of a market for the security offered; competitive factors; 

certain types of transactions with insiders; a low book value for the stock 

compared to the offering price; potential dilution which may result from 
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the exercise of convertible securities, options, or warrants; and a small 

investment by the promoters compared with the public investment. 

To the same end, the SEC has required that boldface reference be 

made to certain adverse factors on the prospectus cover page. * * * To add 

to the brew, the Commission sometimes insists that certain factors be 

emphasized beyond what the attorneys working on the matter consider 

to be their true importance. A usual example is that prominent attention 

must be called to transactions between the company and its 

management. * * * 

The SEC, which reviews the registration statement, has no authority 

to pass on the merits of a particular offering. * * * The sole thrust of the 

Federal statute is disclosure of relevant information. No matter how 

speculative the investment, no matter how poor the risk, the offering will 

comply with Federal law if all the required facts are disclosed. 

* * * 

The prospectus is a somewhat schizophrenic document, having two 

purposes which often present conflicting pulls. On the one hand, it is a 

selling document. It is used by the principal underwriters to form the 

underwriting syndicate and a dealer group, and by the underwriters and 

dealers to sell the securities to the public. From this point of view, it is 

desirable to present the best possible image. On the other hand, the 

prospectus is a disclosure document, an insurance policy against liability. 

With the view toward protection against liability, there is a tendency to 

resolve all doubts against the company and to make things look as bleak 

as possible. In balancing the purposes, established underwriters and 

experienced counsel, guided at least in part by their knowledge of SEC 

staff attitudes, traditionally lean to a very conservative presentation, 

avoiding glowing adjectives and predictions. The layman frequently 

complains that all the glamor [sic] and romance have been lost. “Why 

can’t you tell them,” he says, “that we have the most aggressive and 

imaginative management in the industry?” It takes considerable client 

education before an attorney can answer this question to the client’s 

satisfaction. 

Until relatively recently, it was traditional to confine prospectuses 

principally to objectively verifiable statements of historic fact. It is now 

considered proper, and in some instances essential, to include some 

information in a prospectus, either favorable or adverse to the company, 

which is predictive or based upon opinions or subjective evaluations. 

However, no such “soft information” should be included in the prospectus 

unless it has a reasonable basis in fact and represents management’s 

good faith judgment.14 

 
14 See SEC Securities Act Rule 175, 17 C.F.R. § 230.175 (1988); Regulation S–K. Item 

10(b), 17 C.F.R. § 229.1(b) (1988). * * * 
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PREPARING THE REGISTRATION STATEMENT 

The “quarterback” in preparing the registration statement is 

normally the attorney for the company.15 * * * 

 
15 On the lawyer’s role in assisting in the preparation of registration statements, see 

Association of the Bar of the City of New York, Report by Special Committee on Lawyers Role in 
Securities Transactions, 38 Bus. Law. 1879, 1891–96 (1977), which proposes, inter alia, the 
following guidelines for practitioners: 

Guideline Four: 

The lawyer should assist the issuer, on the basis of information furnished to the lawyer, in 
reaching its decisions as to what information should be included in the registration statement, 
how it should be included, and to what extent its omission would raise the questions under the 
1933 Act—i.e., he should assist the issuer in making judgments as to materiality and compliance 
with the requirements of the registration form and instructions. 

Comment 

(a) Within the confines of the agreed assignment of responsibilities and of a realistic 
evaluation of the extent to which a lawyer’s consideration of essentially non-legal matters is 
useful to the client and warranted by the circumstances, the lawyer should study documents or 
otherwise inquire into other matters, not primarily legal in nature and not within counsel’s 
expertise as such, in order to provide himself with a background from which better to assist the 
issuer in making its decisions. 

(b) The determination of “materiality” of a fact or its omission, or of whether there is a 
material inaccuracy in a statement, involves many questions of fact and judgment. Usually any 
legal judgment will be based on a factual analysis peculiarly within the knowledge and 
capability of the management of the issuer. Although a lawyer can be helpful in bringing his 
experience, interrogation techniques and judgment to bear on questions of materiality, he 
cannot—and should not—take over from the issuer or other more qualified parties the 
responsibility for decisions in these gray areas. There will, of course, be matters where the 
subject involved is primarily a legal issue, or where the facts are so clear that a positive 
judgment can be made based on administrative regulations or administrative or judicial 
precedent. 

More frequently, however, the lawyer can only give the client the benefit of an experienced 
judgment which he will often (as a practical matter) have to make without having knowledge of 
all relevant facts and which must be combined with the business judgment of the client, the 
underwriters, the auditors and perhaps other experts to enable the client to arrive at a final 
decision. * * * 

(c) The lawyer should not allow the impression to be created that he will normally 
“investigate” factual matters covered in a registration statement, personally examining into 
primary sources or data, or that he can verify the reliability of other persons providing this 
information. * * * Except in the case of investigations into certain legal matters (such as due 
incorporation or valid issuance of securities) which the lawyer undertakes to perform personally 
rather than to rely on others, the lawyer rarely will go to primary records or other sources but 
will rely on interrogations of, and reports or compilations prepared by, others including other 
professionals such as auditors, engineers and other lawyers. Such reliance on others is entirely 
appropriate. By questioning the issuer’s officers and the other persons providing the 
information, the lawyer can secure an understanding of the material provided, the means by 
which it was prepared, and its relevance and importance, and he can, if appropriate, suggest 
that further investigation or inquiry be undertaken. He can also attempt to cross-check 
information which seems subject to doubt for some reason, or otherwise warrants such inquiry, 
by questioning persons who appear familiar with it. Where, because of suspicious or other 
unusual circumstances, the lawyer believes special investigation of a particular matter is 
required, he should take this up with the issuer, and a procedure for such investigation should 
be decided upon. * * * 

Guideline Five: 

The lawyer should assist in the drafting of the registration statement or portions thereof with 
the goal that, to the extent feasible, the registration statement says what the lawyer 
understands the issuer intends it to say, is unambiguous, and is written in a way that is 
designed to protect the issuer from later claims of overstatement, misleading implications, 
omissions or other deficiencies due to the manner in which the statements in question have been 
written. The lawyer should be careful, however, to dispel any impression that his assistance in 
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* * * Counsel normally assists the company and its management in 

preparing the document and in performing their “due diligence” 

investigation to verify all disclosures for accuracy and completeness. 

Counsel often serves as the principal draftsman of the registration 

statement. Counsel typically solicits information both orally and in 

writing from a great many people, and exercises his best judgment in 

evaluating the information received for accuracy and consistency. 

Experience indicates that executives often overestimate their ability to 

give accurate information from their recollections without verification. It 

shows no disrespect, but merely the professionally required degree of 

healthy skepticism, when the lawyer insists on backup documentation 

and asks for essentially the same information in different ways and from 

different sources. 

A lawyer would be derelict in the discharge of his or her professional 

obligations if the lawyer allowed the client’s registration statement to 

include information which the lawyer knew or believed to be inaccurate, 

or if the lawyer failed to pursue an investigation further in the face of 

factors arousing suspicions about the accuracy of the information 

received. On the other hand, it should be understood that a lawyer 

generally is not an expert in the business or financial aspects of a 

company’s affairs. The normal scope of a professional engagement does 

not contemplate that the lawyer will act as the ultimate source to 

investigate or verify all disclosures in the registration statement or to 

assure that the document is accurate and complete in all respects. 

Indeed, in many cases the lawyer would lack the expertise to assume that 

responsibility. In some instances, the lawyer may lack the technical 

 
drafting the registration statements can ensure it will be free from all misleading, unclear or 
ambiguous statements. 

Comment: 

The lawyer’s assistance in drafting the registration statement may entail preparation of initial 
drafts or portions thereof, and discussion and revision of drafts prepared by himself and by 
others. Such assistance should not be misunderstood as indicating that the lawyer has sufficient 
knowledge concerning the substantive content of the document that he can or does take 
responsibility for its accuracy or completeness. * * * 

Guideline Six: 

The lawyer should avoid statements in the prospectus which could give a mistaken impression 
that he has passed upon matters which he has not, or that he takes responsibility for the 
accuracy and completeness of the prospectus. 

Comment: 

Normally, except for references to specific opinions given by the lawyer on particular matters 
which are referred to with the lawyer’s consent, the only mention of the lawyer in a prospectus 
should be to his specific opinion as to the validity of the securities being issued. The lawyer 
should take care that the use of his name for express purposes is not taken as authorization to 
rely on it for any other purposes, expressly or impliedly. In this connection, the lawyer should 
consider the advisability of including the following legend whenever his name appears: 

[The lawyer/law firm] has passed on the validity of the securities being issued [or other specific 
matters, e.g., status of litigation] but purchasers of the securities offered by this Prospectus 
should not rely on [the lawyer/law firm] with respect to any other matters. 

* * * In no event should the lawyer permit his name to be used in connection with a registration 
statement if he believes the client engaged him in order to make use of his name and reputation 
rather than for legal advice and assistance. 
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background even to frame the proper questions and must depend upon 

the client for education about the nature of the business. Counsel does 

not routinely check information received against books of original entry 

or source documents, as auditors do, nor does counsel generally 

undertake to consult sources external to the client to obtain or verify 

information supplied by the client. 

In the last analysis, the company and its management must assume 

the final responsibility to determine that the information in the 

registration statement is accurate and complete. Management cannot 

properly take a passive role and rely entirely upon counsel to identify the 

information to be assembled, verify the information and prepare the 

registration statement properly. 

Clients may have, quite appropriately, a different expectation of the 

lawyer’s role relating to those parts of the prospectus which deal with 

primarily “legal” matters such as descriptions of litigation, legal 

proceedings, tax consequences of various transactions, interpretation of 

contracts and descriptions of governmental requirements. * * * In 

addition, company counsel normally renders a formal opinion on the 

legality of the securities being registered, which is filed as an exhibit to 

the registration statement. In connection with a common stock offering, 

the opinion would state that the shares being offered are legally issued, 

fully paid and non-assessable. 

* * * 

REVIEW BY THE SEC 

[When dealing with an issuer’s first public offering, a]fter the 

registration statement is filed initially, the Commission’s Division of 

Corporation Finance reviews it to see that it responds appropriately to 

the applicable form. The Division’s staff almost always finds some 

deficiencies, which are communicated either by telephone, usually to 

company counsel or through the “letter of comments” or “deficiency 

letter.” Amendments to the registration statement are then filed in 

response to the comments. When the comments are reflected to the 

satisfaction of the SEC staff, the SEC issues an order allowing the 

registration statement to become effective. Only after the registration 

statement is effective may sales to the public take place. 

* * * 

If counsel, or the accountants with respect to financial comments, 

believe that the staff’s comments are inappropriate or should not be met 

for some other reason, the comments will be discussed with the examiner, 

usually by telephone but in person if the matter is sufficiently serious. If 

a point cannot be resolved to counsel’s satisfaction through discussions 

with the examiner, it is considered appropriate to request that the matter 

be submitted to the Branch Chief who supervises the examiner. When a 

significant issue is involved, higher levels of staff review may be 

requested if counsel remains unsatisfied. * * * As a practical matter, an 
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offering cannot usually come to market unless an accommodation has 

been reached on all comments. Therefore, the staff usually has the last 

word on whether the company has adequately responded to the 

comments, even if the comments are not legally binding in the formal 

sense. 

* * * 

When the comment letter is received, there is a natural tendency to 

focus attention solely on the points raised by the Commission. However, 

it is most important to remember that the registration statement must 

be accurate as of the time it becomes effective. Accordingly, it must be 

reviewed carefully in its entirety just before the effective date to be sure 

that all statements are updated to reflect significant intervening 

developments, whether or not they relate to sections covered by the 

Commission’s comments. The Commission also has a rule relating to the 

updating of financial statements. Generally speaking, the rule requires 

the most recent financial statements to be as of a date within 135 days of 

the date the filing is expected to become effective. 

* * * 

PRE-EFFECTIVE AND POST-EFFECTIVE OFFERS 

Prior to the initial filing of the registration statement, no public 

offering, either orally or in writing, is permitted. For this purpose, the 

concept of offering has been given an expansive interpretation. Publicity 

about the company or its products may be considered an illegal offering, 

in the sense that it is designed to stimulate an interest in the securities, 

even if the securities themselves are not mentioned. A violation of this 

prohibition is often referred to as “gun jumping.” Under a specific rule, 

limited announcements concerning the proposal to make a public offering 

through a registration statement are permitted.21 

In the interval between the first filing with the Commission and the 

effective date, the so-called “waiting period,” the company and the 

underwriters may distribute preliminary or “red herring” prospectuses. 

The term “red herring” derives from the legend required to be printed in 

red ink on the cover of any prospectus which is distributed before the 

effective date of the registration statement. The legend is to the effect 

that a registration statement has been filed but has not become effective, 

and the securities may not be sold nor may offers to buy be accepted prior 

to the effective date. 

During the waiting period between the filing of the registration 

statement and its effective date, the lead underwriter may escort 

company executives on a tour around the country—often called a “road 

show” or “dog and pony show.” The purpose of this tour is to attend 

meetings with prospective underwriters, who will be invited into the 

 
21 SEC Securities Act Rule 135, 17 C.F.R. § 230.135 (1988). 
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underwriting syndicate, and possibly also analysts and potential 

institutional investors. 

During the waiting period, oral selling efforts are permitted but no 

written sales literature—that is, “free writing”—is permitted other than 

the red herring prospectus. Tombstone advertisements, so-called because 

the very limited notice of the offering which is permitted is often 

presented in a form resembling a tombstone, are not considered selling 

literature and may be published during the waiting period, although it is 

much more common for them to be published after the effective date. * * * 

Through the use of a red herring prospectus and by making oral offers by 

telephone or otherwise, the underwriters may offer the security and may 

accept “indications of interest” from purchasers prior to the effective 

date. However, as indicated, no sales can be made during the waiting 

period. 

* * * 

[T]he public offering price, the underwriting compensation and the 

composition of the underwriting syndicate usually are not known at the 

time the registration statement initially is filed. Therefore, the 

information is omitted from the red herring, leaving appropriate blanks. 

Normally, the information is not available until immediately before the 

registration statement’s effective date. Although it was once necessary to 

file a last minute pre-effective amendment for the purpose of completing 

this data, the current rules now permit the registration statement to 

become effective with the underwriting information not yet filed. The 

information can be supplied by filing the final prospectus containing all 

of the previously omitted data within five business days after the 

effective date. 

* * * 

TIMETABLE 

Although laymen find it difficult to believe, the average first public 

offering normally requires two to three months of intensive work before 

the registration statement can be filed. * * * 

The overall time lapse between the beginning of preparation of a 

company’s first registration statement and the final effective date may 

well exceed six months. Rarely will it be less than three months. 

* * * 

EXPENSES 

* * * 

Legal fees for a first offering can vary over a wide range depending 

on the complexity of the offering, the ease with which information can be 

assembled and verified, the extent of risk factors or other difficult 

disclosures and other factors. Fees in the range of $125,000 to $150,000 

would be typical. This amount includes not only the preparation of the 
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registration statement itself, but also all of the corporate work, house 

cleaning and other detail which is occasioned by the public offering 

process. Fees for smaller offerings tend to be somewhat lower. In part, 

this may reflect the fact that offerings for start-up companies, which tend 

to be smaller in size, typically require less legal work in investigating 

business operations, since there are none. However, start-up offerings 

can be more difficult in other respects—for example, risk factors are more 

prevalent and minor matters may require disclosure on points which 

would be immaterial to an established company with a history of 

operations. Therefore, start-up offerings occasionally are even more 

demanding than offerings of larger seasoned companies. 

Accounting fees can vary significantly depending on the complexity 

of the business, whether the financial statements to be included in the 

registration statement have been audited in the normal course, and the 

extent to which the independent accountants may be involved in the 

development of financial and other information to be included in the 

registration statement. Other factors which will cause accounting fees to 

vary from one registration statement to another are the extent to which 

the independent accountants are required to participate in meetings with 

counsel and underwriters’ representatives and the nature and extent of 

procedures performed at the request of the underwriters for purposes of 

the “comfort letter.” If there have been no prior audits and new 

accountants are engaged at the time of the offering, fees ranging up to 

$100,000 and even higher would not be unusual. If the company’s 

financial statements have been audited regularly for several years in the 

past, the added accounting expense for a public offering, in addition to 

the normal audit expense, could be much less * * *. Obviously, accounting 

expenses for start-up companies with limited past transactions can be 

substantially lower. 

* * * 

For each registration statement, there is a filing fee at the rate of 

1/40 of one percent of the maximum aggregate offering price of the 

securities (or $250 per $1 million of offering price), with a minimum fee 

of $100, which fee is non-refundable. 

* * * 

The company normally pays the underwriters’ counsel a special fee 

for compliance with applicable state securities laws (so-called “blue sky” 

work), which can range up to many thousands of dollars, depending on 

the number and identity of the jurisdictions involved. Blue sky work is 

not included in the estimate for legal fees given above.* 

* * * 

For a normal first public stock offering of several million dollars, 

total expenses in the $225,000 to $500,000 range would be typical, 

 
* [Blue sky requirements are addressed later in this chapter. Ed.] 
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exclusive of the underwriting discount or commission but inclusive of any 

expense allowance (whether or not accountable) payable to the 

underwriters. However, it should be emphasized that there are wide 

variations among offerings. The estimates for aggregate as well as 

individual expenses given above can be too low if unusual problems or 

complications develop in a particular offering.36 

* * * 

Another cost of going public arises out of the heavy burden and time 

demand it may impose on the company’s administrative and executive 

personnel. Throughout the period of selecting the underwriters and 

preparing the registration statement, these activities can, and often do, 

absorb a significant amount of executive time. 

* * * 

‘34 ACT CONSEQUENCES OF GOING PUBLIC 

Note: For a more extensive and technical summary of the 

consequences of a company becoming publicly owned, see 

Schneider & Shargel, “Now That You are Publicly Owned . . . ,” 

36 BUS. LAW. 1631 (1981). 

There are certain continuing consequences arising under the 

Securities Exchange Act of 1934 once a company goes public. If any 

company has total assets of more than $5,000,000 [now $10,000,000. Ed.] 

and a class of equity securities held by more than 500 persons [now 2000 

accredited investors or 500 unaccredited investors for non-banks, not 

counting persons who only obtained shares through an employee 

compensation plan. Ed.] at any fiscal year end, such class of equity 

securities must be registered under section 12(g) within 120 days after 

the first fiscal year end on which the company meets these tests. 

Likewise, any company which has a class of securities listed on a stock 

exchange must register those securities under section 12(b). These 

registrations under section 12 of the ‘34 Act are one time registrations 

which apply to that entire class of securities and should be distinguished 

from registration under the ‘33 Act which relate only to specific securities 

involved in a particular offering. 

* * * 

The company must file certain periodic reports with the 

Commission. Companies with exchange listed securities also file copies 

with the exchange. The required reports include a Form 10-K report 

which is filed with the SEC on an annual basis. The Form 10-K report 

requires a description of the company’s business, property and financial 

condition. The working of the disclosure items is substantially similar to 

 
36 * * * Periodically since our 1981 review, the authors have conducted informal surveys 

among experienced professionals to update the information. The ranges of estimates for 
categories were quite wide. We believe the ranges stated herein reasonably reflect typical 
offerings in the mid-range. * * * 
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the corresponding disclosure items in Form S-1. The general philosophy 

of the current Form 10-K is to keep the full range of ‘33 Act registration 

statement disclosures current on an annual basis. However, many 

companies have a more condensed disclosure in their Form 10-K’s than 

in their ‘33 Act prospectuses. 

In addition, the company must file interim quarterly reports on 

Form 10-Q. The principal content of Form 10-Q is unaudited quarterly 

financial information, but there are also other items which call for 

disclosures only if specific reportable events have occurred during the 

period covered by the report. Furthermore, for certain significant events, 

a report must be filed on Form 8-K, which is normally due within 15 days 

after the reportable event. 

[In 1992, the SEC introduced new 1934 Act registration and 

disclosure forms for small business issuers. Ed.] 

Companies which have filed a registration statement under the ‘33 

Act are required under section 15(d) of the ‘34 Act to file periodic reports 

for the balance of the year in which the registration statement becomes 

effective, and for each subsequent year if they have 300 or more holders 

of the registered security at the start of the fiscal year. Additionally, 

companies having their first public offering are required by the ‘33 Act to 

file reports with the Commission on Form SR. These reports, which are 

filed following the offering on a semi-annual basis until the offering has 

terminated and the proceeds have been applied, cover the status of the 

offering (in the case of a best efforts underwriting) and the application of 

the proceeds. The periodic reporting requirements discussed above are 

applicable even if the company does not meet the section 12(g) 

registration requirements. 

* * * 

NOTES 

1. The article above mentions the prohibition on so-called “gun jumping”—

in other words, communications, prior to filing the registration statement, 

when those communications might, under a very broad definition, constitute 

an offer to sell securities. The article also mentions the limitation on so-called 

“free writing”—in other words, written offers (broadly defined) to sell 

securities, when the writing does not contain all of the information required 

under the Securities Act to be included in a prospectus. In 2005, the 

Securities Exchange Commission promulgated complex new rules creating 

safe harbors in both areas. 

Under the new rules dealing with gun jumping, communications more 

than 30 days before filing a registration statement do not constitute a 

prohibited offer, at least so long as they do not refer to the expected public 

offering, and the issuer takes reasonable steps to prevent further 

dissemination of the communication during the 30 days prior to the offer. 

Sec. Act Rule 163A. Also, the regular release of factual business information, 

which is not intended for use by persons in their capacity as investors, is not 
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an offer. Sec. Act Rule 169. Issuers already registered under the 1934 

Securities Exchange Act (particularly if the issuer is a so-called well known 

seasoned issuer) have even more latitude to make pre-filing communications. 

Sec. Act Rules 163, 168. The new rules also replace the former prohibition on 

written communication after filing the registration statement, when the 

writing does not meet the requirements for a statutory prospectus or 

tombstone advertisement, by now allowing issuers to use writings that 

meeting the definition of a so-called free writing prospectus. Sec. Act Rules 

164, 433. 

Further liberalization of the registration process, particularly regarding 

communication prior to the registration statement becoming effective, 

occurred in the JOBS Act. The JOBS Act creates a new category of issuer, 

called an “emerging growth company.” Emerging growth companies, for the 

most part, are firms with less than one billion dollars in gross revenue during 

their most fiscal recent year and have not entered a new fiscal year since the 

fifth anniversary of their initial public offering. Sec. Act § 2(a)(19). This, of 

course, includes the bulk of companies making an initial public offering.  

Emerging growth companies can test the waters to assess investor 

interest in their prospective public offering by discussing the offering with 

so-called “qualified institutional buyers” or with institutions that are 

“accredited investors,” even if such discussions would otherwise constitute 

illegal gun-jumping or free-writing. Sec. Act § 5(d). Qualified institutional 

buyers are institutions that own or invest at least $100 million in securities. 

Accredited investors encompass various persons felt to have less need for 

receiving federally mandatory disclosure before buying securities, including 

institutions with at least $5 million in assets. Moving beyond the JOBS Act, 

the SEC in Rule 163B extended to non-emerging growth companies the 

ability to test the waters through communications with qualified 

institutional buyers and institutional accredited investors. An emerging 

growth company can also submit its registration statement to the SEC on a 

confidential basis until 21 days prior to its “road show.” Id at § 6(e). This 

allows the company to delay exposing information to its competitors, as well 

as to avoid public embarrassment if the company changes its mind about 

going public after filing. Finally, emerging growth companies are subject to 

somewhat reduced disclosure requirements in the registration statement. Id 

at § 7(a)(2). 

2. To get some further prospective on why a registration statement should 

be prepared with painstaking (and expensive) care, contrast the results in 

the following two decisions: 

Escott v. BarChris Construction Corporation 
283 F.Supp. 643 (S.D.N.Y.1968). 

■ MCLEAN, DISTRICT JUDGE. 

This is an action by purchasers of 5 ½ percent convertible 

subordinated fifteen year debentures of BarChris Construction 

Corporation (BarChris). 

http://www.westlaw.com/find/default.wl?ft=Y&db=0000345&rs=ap2.0&rp=%2ffind%2fdefault.wl&serialnum=1968113495&fn=_top&findtype=Y&vr=2.0&wbtoolsId=1968113495&HistoryType=F
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* * * 

The action is brought under Section 11 of the Securities Act of 1933 

(15 U.S.C. 77k). Plaintiffs allege that the registration statement with 

respect to these debentures * * * contained material false statements and 

material omissions. 

Defendants fall into three categories: (1) the persons who signed the 

registration statement; (2) the underwriters, consisting of eight 

investment banking firms, led by Drexel & Co. (Drexel); and (3) 

BarChris’s auditors, Peat, Marwick, Mitchell & Co. (Peat, Marwick). 

The signers, in addition to BarChris itself, were the nine directors of 

BarChris, plus its controller, defendant Trilling, who was not a director. 

Of the nine directors, five were officers of BarChris, i.e., defendants 

Vitolo, president; Russo, executive vice president; Pugliese, vice 

president; Kircher, treasurer; and Birnbaum, secretary. Of the 

remaining four, defendant Grant was a member of the firm of Perkins, 

Daniels, McCormack & Collins, BarChris’s attorneys. He became a 

director in October 1960. Defendant Coleman, a partner in Drexel, 

became a director on April 17, 1961, as did the other two, Auslander and 

Rose, who were not otherwise connected with BarChris. 

Defendants, in addition to denying that the registration statement 

was false, have pleaded the defenses open to them under Section 11 of 

the Act. 

* * * 

Before discussing these questions, some background facts should be 

mentioned. At the time relevant here, BarChris was engaged primarily 

in the construction of bowling alleys, somewhat euphemistically referred 

to as “bowling centers.” * * * 

BarChris was an outgrowth of a business started as a partnership 

by Vitolo and Pugliese in 1946. The business was incorporated in New 

York in 1955. * * * 

The introduction of automatic pin setting machines in 1952 gave a 

marked stimulus to bowling. It rapidly became a popular sport, with the 

result that “bowling centers” began to appear throughout the country in 

rapidly increasing numbers. BarChris benefited from this increased 

interest in bowling. Its construction operations expanded rapidly. 

* * * 

For some years the business had exceeded the managerial capacity 

of its founders. Vitolo and Pugliese are each men of limited education. 

* * * 

Rather early in their career they enlisted the aid of Russo, who was 

trained as an accountant. * * * He eventually became executive vice 

president of BarChris. In that capacity he handled many of the 

transactions which figure in this case. 
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In 1959 BarChris hired Kircher, a certified public accountant who 

had been employed by Peat, Marwick. He started as controller and 

became treasurer in 1960. In October of that year, another ex-Peat, 

Marwick employee, Trilling, succeeded Kircher as controller. At 

approximately the same time Birnbaum, a young attorney, was hired as 

house counsel. He became secretary on April 17, 1961. 

In general, BarChris’s method of operation was to enter into a 

contract with a customer, receive from him at that time a comparatively 

small down payment on the purchase price, and proceed to construct and 

equip the bowling alley. When the work was finished and the building 

delivered, the customer paid the balance of the contract price in notes, 

payable in installments over a period of years. BarChris discounted these 

notes with a factor and received part of their face amount in cash. The 

factor held back part as a reserve. 

In 1960 BarChris began a practice which has been referred to 

throughout this case as the “alternative method of financing.” In 

substance this was a sale and leaseback arrangement. * * * Actually this 

amounted to constructing and installing the equipment in a building. 

When it was completed, it would sell the interior to a factor, James 

Talcott Inc. (Talcott), who would pay BarChris the full contract price 

therefor. The factor then proceeded to lease the interior either directly to 

BarChris’s customer or back to a subsidiary of BarChris. In the latter 

case, the subsidiary in turn would lease it to the customer. 

Under either financing method, BarChris was compelled to expend 

considerable sums in defraying the cost of construction before it received 

reimbursement. As a consequence, BarChris was in constant need of cash 

to finance its operations, a need which grew more pressing as operations 

expanded. 

In December 1959, BarChris sold 560,000 shares of common stock to 

the public at $3.00 per share. This issue was underwritten by Peter 

Morgan & Company, one of the present defendants. 

By early 1961, BarChris needed additional working capital. The 

proceeds of the sale of the debentures involved in this action were to be 

devoted, in part at least, to fill that need. 

The registration statement of the debentures, in preliminary form, 

was filed with the Securities and Exchange Commission on March 30, 

1961. * * * The registration statement became effective on May 16. The 

closing of the financing took place on May 24. On that day BarChris 

received the net proceeds of the financing. 

By that time BarChris was experiencing difficulties in collecting 

amounts due from some of its customers. Some of them were in arrears 

in payments due to factors on their discounted notes. As time went on 

those difficulties increased. Although BarChris continued to build alleys 

in 1961 and 1962, it became increasingly apparent that the industry was 

overbuilt. Operators of alleys, often inadequately financed, began to fail. 
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Precisely when the tide turned is a matter of dispute, but at any rate, it 

was painfully apparent in 1962. 

In May of that year BarChris made an abortive attempt to raise more 

money by the sale of common stock. It filed with the Securities and 

Exchange Commission a registration statement for the stock issue which 

it later withdrew. In October 1962 BarChris came to the end of the road. 

On October 29, 1962, it filed in this court a petition for an arrangement 

under Chapter XI of the Bankruptcy Act. BarChris defaulted in the 

payment of the interest due on November 1, 1962 on the debentures. 

The Debenture Registration Statement 

In preparing the registration statement for the debentures, Grant 

acted for BarChris. He had previously represented BarChris in preparing 

the registration statement for the common stock issue. In connection 

with the sale of common stock, BarChris had issued purchase warrants. 

In January 1961 a second registration statement was filed in order to 

update the information pertaining to these warrants. Grant had 

prepared that statement as well. 

Some of the basic information needed for the debenture registration 

statement was contained in the registration statements previously filed 

with respect to the common stock and warrants. Grant used these old 

registration statements as a model in preparing the new one, making the 

changes which he considered necessary in order to meet the new 

situation. 

The underwriters were represented by the Philadelphia law firm of 

Drinker, Biddle & Reath. John A. Ballard, a member of that firm, was in 

charge of that work, assisted by a young associate named Stanton. 

Peat, Marwick, BarChris’s auditors, who had previously audited 

BarChris’s annual balance sheet and earnings figures for 1958 and 1959, 

did the same for 1960. These figures were set forth in the registration 

statement. * * * 

The registration statement in its final form contained a prospectus 

as well as other information. Plaintiffs’ claims of falsities and omissions 

pertain solely to the prospectus, not to the additional data. 

The prospectus contained, among other things, a description of 

BarChris’s business, a description of its real property, some material 

pertaining to certain of its subsidiaries, and remarks about various other 

aspects of its affairs. It also contained financial information. It included 

a consolidated balance sheet as of December 31, 1960, with elaborate 

explanatory notes. These figures had been audited by Peat, Marwick. It 

also contained unaudited figures as to net sales, gross profit and net 

earnings for the first quarter ended March 31, 1961, as compared with 

the similar quarter for 1960. In addition, it set forth figures as to the 

company’s backlog of unfilled orders as of March 31, 1961, as compared 

with March 31, 1960, and figures as to BarChris’s contingent liability, as 
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of April 30, 1961, on customers’ notes discounted and its contingent 

liability under the so-called alternative method of financing. 

Plaintiffs challenge the accuracy of a number of these figures. They 

also charge that the text of the prospectus, apart from the figures, was 

false in a number of respects, and that material information was omitted. 

* * * 

The “Due Diligence” Defenses 

Section 11(b) of the Act provides that: 

“ * * * no person, other than the issuer, shall be liable * * * who shall 

sustain the burden of proof— 

* * * 

(3) that (A) as regards any part of the registration statement not 

purporting to be made on the authority of an expert * * * he had, after 

reasonable investigation, reasonable ground to believe and did believe, 

at the time such part of the registration statement became effective, that 

the statements therein were true and that there was no omission to state 

a material fact required to be stated therein or necessary to make the 

statements therein not misleading; * * * and (C) as regards any part of 

the registration statement purporting to be made on the authority of an 

expert (other than himself) * * * he had no reasonable ground to believe 

and did not believe, at the time such part of the registration statement 

became effective, that the statements therein were untrue or that there 

was an omission to state a material fact required to be stated therein or 

necessary to make the statements therein not misleading * * *.” 

Section 11(c) defines “reasonable investigation” as follows: 

“In determining, for the purpose of paragraph (3) of subsection (b) of 

this section, what constitutes reasonable investigation and reasonable 

ground for belief, the standard of reasonableness shall be that required 

of a prudent man in the management of his own property.” 

Every defendant, except BarChris itself, to whom, as the issuer, 

these defenses are not available, and except Peat, Marwick, whose 

position rests on a different statutory provision, has pleaded these 

affirmative defenses. 

* * * 

I turn now to the question of whether defendants have proved their 

due diligence defenses. The position of each defendant will be separately 

considered. 

* * * 

Birnbaum 

Birnbaum was a young lawyer, admitted to the bar in 1957, who, 

after brief periods of employment by two different law firms and an 

equally brief period of practicing in his own firm, was employed by 
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BarChris as house counsel and assistant secretary in October 1960. 

Unfortunately for him, he became secretary and a director of BarChris 

on April 17, 1961, after the first version of the registration statement had 

been filed with the Securities and Exchange Commission. He signed the 

later amendments, thereby becoming responsible for the accuracy of the 

prospectus in its final form. 

Although the prospectus, in its description of “management,” lists 

Birnbaum among the “executive officers” and devotes several sentences 

to a recital of his career, the fact seems to be that he was not an executive 

officer in any real sense. He did not participate in the management of the 

company. As house counsel, he attended to legal matters of a routine 

nature. Among other things, he incorporated subsidiaries, with which 

BarChris was plentifully supplied. 

* * * 

It seems probable that Birnbaum did not know of many of the 

inaccuracies in the prospectus. He must, however, have appreciated some 

of them. In any case, he made no investigation and relied on the others 

to get it right. * * * [H]e was entitled to rely upon Peat, Marwick for the 

1960 figures, for books of account or financial transactions. But he was 

not entitled to rely upon Kircher, Grant and Ballard for the other 

portions of the prospectus. As a lawyer, he should have known his 

obligations under the statute. He should have known that he was 

required to make a reasonable investigation of the truth of all the 

statements in the unexpertised portion of the document which he signed. 

Having failed to make such an investigation, he did not have reasonable 

ground to believe that all these statements were true. Birnbaum has not 

established his due diligence defenses except as to the audited 1960 

figures. 

* * * 

Grant 

Grant became a director of BarChris in October 1960. His law firm 

was counsel to BarChris in matters pertaining to the registration of 

securities. Grant drafted the registration statement for the stock issue in 

1959 and for the warrants in January 1961. He also drafted the 

registration statement for the debentures. In the preliminary division of 

work between him and Ballard, the underwriters’ counsel, Grant took 

initial responsibility for preparing the registration statement, while 

Ballard devoted his efforts in the first instance to preparing the 

indenture. 

Grant is sued as a director and as a signer of the registration 

statement. This is not an action against him for malpractice in his 

capacity as a lawyer. Nevertheless, in considering Grant’s due diligence 

defenses, the unique position which he occupied cannot be disregarded. 

As the director most directly concerned with writing the registration 

statement and assuring its accuracy, more was required of him in the 
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way of reasonable investigation than could fairly be expected of a director 

who had no connection with this work. 

There is no valid basis for plaintiffs’ accusation that Grant knew that 

the prospectus was false in some respects and incomplete and misleading 

in others. Having seen him testify at length, I am satisfied as to his 

integrity. I find that Grant honestly believed that the registration 

statement was true and that no material facts had been omitted from it. 

* * * 

Much of this registration statement is a scissors and paste-pot job. 

Grant lifted large portions from the earlier prospectuses, modifying them 

in some instances to the extent that he considered necessary. But 

BarChris’s affairs had changed for the worse by May 1961. Statements 

that were accurate in January were no longer accurate in May. Grant 

never discovered this. He accepted the assurances of Kircher and Russo 

that any change which might have occurred had been for the better, 

rather than the contrary. 

It is claimed that a lawyer is entitled to rely on the statements of his 

client and that to require him to verify their accuracy would set an 

unreasonably high standard. This is too broad a generalization. It is a 

matter of degree. To require an audit would obviously be unreasonable. 

On the other hand, to require a check of matters easily verifiable is not 

unreasonable. Even honest clients can make mistakes. The statute 

imposes liability for untrue statements regardless of whether they are 

intentionally untrue. The way to prevent mistakes is to test oral 

information by examining the original written record. 

There were things which Grant could readily have checked which he 

did not check. For example, he was unaware of the provisions of the 

agreements between BarChris and Talcott. * * * [H]e readily could have 

ascertained that BarChris’s contingent liability on Type B leaseback 

arrangements was 100 percent, not 25 percent as stated in the 

prospectus. He did not appreciate that if BarChris defaulted in 

repurchasing delinquent customers’ notes upon Talcott’s demand, Talcott 

could accelerate all the customer paper in its hands, which amounted to 

over $3,000,000. 

As to the backlog figure, Grant appreciated that scheduled unfilled 

orders on the company’s books meant firm commitments, but he never 

asked to see the contracts which, according to the prospectus, added up 

to $6,905,000. Thus, he did not know that this figure was overstated by 

some $4,490,000. 

* * * On the subject of minutes, Grant knew that minutes of certain 

meetings of the BarChris executive committee held in 1961 had not been 

written up. Kircher, who had acted as secretary at those meetings, had 

complete notes of them. Kircher told Grant that there was no point in 

writing up the minutes because the matters discussed at those meetings 

were purely routine. Grant did not insist that the minutes be written up, 
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nor did he look at Kircher’s notes. If he had, he would have learned that 

on February 27, 1961 there was an extended discussion in the executive 

committee meeting about customers’ delinquencies, * * * that on March 

18, 1961 the committee was informed that BarChris was constructing or 

about to begin constructing twelve alleys for which it had no contracts, 

and that on May 13, 1961 Dreyfuss, one of the worst delinquents, had 

filed a petition in Chapter X. 

* * * 

There is more to the subject of due diligence than this, particularly 

with respect to the application of proceeds and customers’ delinquencies. 

The application of proceeds language in the prospectus was drafted 

by Kircher back in January. It may well have expressed his intent at that 

time, but his intent, and that of the other principal officers of BarChris, 

was very different in May. Grant did not appreciate that the earlier 

language was no longer appropriate. He never learned of the situation 

which the company faced in May. He knew that BarChris was short of 

cash, but he had no idea how short. He did not know that BarChris was 

withholding delivery of checks already drawn and signed because there 

was not enough money in the bank to pay them. He did not know that 

the officers of the company intended to use immediately approximately 

one-third of the financing proceeds in a manner not disclosed in the 

prospectus, including approximately $1,000,000 in paying old debts. 

In this connection, mention should be made of a fact which has 

previously been referred to only in passing. The “negative cash balance” 

in BarChris’s Lafayette National Bank account in May 1961 included a 

check dated April 10, 1961 to the order of Grant’s firm, Perkins, Daniels, 

McCormack & Collins, in the amount of $8,711. This check was not 

deposited by Perkins, Daniels until June 1, after the financing proceeds 

had been received by BarChris. Of course, if Grant had knowingly 

withheld deposit of this check until that time, he would be in a position 

similar to Russo, Vitolo and Pugliese. I do not believe, however, that that 

was the case. I find that the check was not delivered by BarChris to 

Perkins, Daniels until shortly before June 1. 

This incident is worthy of mention, however, for another reason. The 

prospectus stated on page 10 that Perkins, Daniels had “received fees 

aggregating $13,000” from BarChris. This check for $8,711 was one of 

those fees. It had not been received by Perkins, Daniels prior to May 16. 

Grant was unaware of this. In approving this erroneous statement in the 

prospectus, he did not consult his own bookkeeper to ascertain whether 

it was correct. Kircher told him that the bill had been paid and Grant 

took his word for it. If he had inquired and had found that this 

representation was untrue, this discovery might well have led him to a 

realization of the true state of BarChris’s finances in May 1961. 

As far as customers’ delinquencies is concerned, although Grant 

discussed this with Kircher, he again accepted the assurances of Kircher 
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and Russo that no serious problem existed. He did not examine the 

records as to delinquencies, although BarChris maintained such a record. 

Any inquiry on his part of Talcott or an examination of BarChris’s 

correspondence with Talcott in April and May 1961 would have apprised 

him of the true facts. It would have led him to appreciate that the 

statement in this prospectus, carried over from earlier prospectuses, to 

the effect that since 1955 BarChris had been required to repurchase less 

than one-half of one per cent of discounted customers’ notes could no 

longer properly be made without further explanation. 

Grant was entitled to rely on Peat, Marwick for the 1960 figures. He 

had no reasonable ground to believe them to be inaccurate. But the 

matters which I have mentioned were not within the expertised portion 

of the prospectus. As to this, Grant, was obliged to make a reasonable 

investigation. I am forced to find that he did not make one. After making 

all due allowances for the fact that BarChris’s officers misled him, there 

are too many instances in which Grant failed to make an inquiry which 

he could easily have made which, if pursued, would have put him on his 

guard. In my opinion, this finding on the evidence in this case does not 

establish an unreasonably high standard in other cases for company 

counsel who are also directors. Each case must rest on its own facts. I 

conclude that Grant has not established his due diligence defenses except 

as to the audited 1960 figures. 

The Underwriters and Coleman 

The underwriters other than Drexel made no investigation of the 

accuracy of the prospectus. * * * They all relied upon Drexel as the “lead” 

underwriter. 

Drexel did make an investigation. The work was in charge of 

Coleman, a partner of the firm, assisted by Casperson, an associate. 

Drexel’s attorneys acted as attorneys for the entire group of 

underwriters. Ballard did the work, assisted by Stanton. 

* * * 

In April 1961 Ballard instructed Stanton to examine BarChris’s 

minutes for the past five years and also to look at “the major contracts of 

the company.”23 Stanton went to BarChris’s office for that purpose on 

April 24. He asked Birnbaum for the minute books. He read the minutes 

of the board of directors and discovered interleaved in them a few 

minutes of executive committee meetings in 1960. He asked Kircher if 

there were any others. Kircher said that there had been other executive 

committee meetings but that the minutes had not been written up. 

Stanton read the minutes of a few BarChris subsidiaries. His 

testimony was vague as to which ones. * * * 

 
23 Stanton was a very junior associate. He had been admitted to the bar in January 1961, 

some three months before. This was the first registration statement he had ever worked on. 
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As to the “major contracts,” all that Stanton could remember seeing 

was an insurance policy. Birnbaum told him that there was no file of 

major contracts. Stanton did not examine the agreements with Talcott. 

He did not examine the contracts with customers. He did not look to see 

what contracts comprised the backlog figure. Stanton examined no 

accounting records of BarChris. His visit, which lasted one day, was 

devoted primarily to reading the directors’ minutes. 

On April 25 Ballard wrote to Grant about certain matters which 

Stanton had noted on his visit to BarChris the day before, none of which 

Ballard considered “very earth shaking.” As far as relevant here, these 

were (1) Russo’s remark as recorded in the executive committee minutes 

of November 3, 1960 to the effect that because of customers’ defaults, 

BarChris might find itself in the business of operating alleys; (2) the fact 

that the minutes of Sanpark Realty Corporation were incomplete; and (3) 

the fact that minutes of the executive committee were missing. 

On May 9, 1961, Ballard came to New York and conferred with Grant 

and Kircher. They discussed the Securities and Exchange Commission’s 

deficiency letter of May 4, 1961 which required the inclusion in the 

prospectus of certain additional information, notably net sales, gross 

profits and net earnings figures for the first quarter of 1961. They also 

discussed the points raised in Ballard’s letter to Grant of April 25. As to 

the latter, most of the conversation related to what Russo had meant by 

his remark on November 3, 1960. Kircher said that the delinquency 

problem was less severe now than it had been back in November 1960, 

that no alleys had been repossessed, and that although he was “worried 

about one alley in Harlem”, * * * that was a “special situation.” Grant 

reported that Russo had told him that his statement on November 3, 

1960 was “merely hypothetical.” On the strength of this conversation, 

Ballard was satisfied that the one-half of one per cent figure in the 

prospectus did not need qualification or elaboration. 

As to the missing minutes, Kircher said that those of Sanpark were 

not significant and that the executive committee meetings for which 

there were no written minutes were concerned only with “routine 

matters.” 

It must be remembered that this conference took place only one week 

before the registration statement became effective. Ballard did nothing 

else in the way of checking during that intervening week. 

Ballard did not insist that the executive committee minutes be 

written up so that he could inspect them, although he testified that he 

knew from experience that executive committee minutes may be 

extremely important. If he had insisted, he would have found the minutes 

highly informative, as has previously been pointed out. * * * Ballard did 

not ask to see BarChris’s schedule of delinquencies or Talcott’s notices of 

delinquencies, or BarChris’s correspondence with Talcott. 
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Ballard did not examine BarChris’s contracts with Talcott. He did 

not appreciate what Talcott’s rights were under those financing 

agreements or how serious the effect would be upon BarChris of any 

exercise of those rights. 

Ballard did not investigate the composition of the backlog figure to 

be sure that it was not “puffy.” He made no inquiry after March about 

any new officers’ loans, although he knew that Kircher had insisted on a 

provision in the indenture which gave loans from individuals priority 

over the debentures. He was unaware of the seriousness of BarChris’s 

cash position and of how BarChris’s officers intended to use a large part 

of the proceeds. 

* * * 

Like Grant, Ballard, without checking, relied on the information 

which he got from Kircher. He also relied on Grant who, as company 

counsel, presumably was familiar with its affairs. 

The formal opinion which Ballard’s firm rendered to the 

underwriters at the closing on May 24, 1961 made clear that this is what 

he had done. The opinion stated (italics supplied): 

“In the course of the preparation of the Registration Statement 

and Prospectus by the Company, we have had numerous 

conferences with representatives of and counsel for the 

Company and with its auditors and we have raised many 

questions regarding the business of the Company. Satisfactory 

answers to such questions were in each case given us, and all 

other information and documents we requested have been 

supplied. We are of the opinion that the data presented to us are 

accurately reflected in the Registration Statement and 

Prospectus and that there has been omitted from the 

Registration Statement no material facts included in such data. 

Although we have not otherwise verified the completeness or 

accuracy of the information furnished to us, on the basis of the 

foregoing and with the exception of the financial statements and 

schedules (which this opinion does not pass upon), we have no 

reason to believe that the Registration Statement or Prospectus 

contains any untrue statement of any material fact or omits to 

state a material fact required to be stated therein or necessary 

in order to make the statements therein not misleading.” 

Coleman testified that Drexel had an understanding with its 

attorneys that “we expect them to inspect on our behalf the corporate 

records of the company including, but not limited to, the minutes of the 

corporation, the stockholders and the committees of the board authorized 

to act for the board.” Ballard manifested his awareness of this 

understanding by sending Stanton to read the minutes and the major 

contracts. It is difficult to square this understanding with the formal 
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opinion of Ballard’s firm which expressly disclaimed any attempt to 

verify information supplied by the company and its counsel. 

In any event, it is clear that no effectual attempt at verification was 

made. The question is whether due diligence required that it be made. 

Stated another way, is it sufficient to ask questions, to obtain answers 

which, if true, would be thought satisfactory, and to let it go at that, 

without seeking to ascertain from the records whether the answers in 

fact are true and complete? 

I have already held that this procedure is not sufficient in Grant’s 

case. Are underwriters in a different position, as far as due diligence is 

concerned? 

The underwriters say that the prospectus is the company’s 

prospectus, not theirs. Doubtless this is the way they customarily regard 

it. But the Securities Act makes no such distinction. The underwriters 

are just as responsible as the company if the prospectus is false. And 

prospective investors rely upon the reputation of the underwriters in 

deciding whether to purchase the securities. 

* * * 

The purpose of Section 11 is to protect investors. To that end the 

underwriters are made responsible for the truth of the prospectus. If they 

may escape that responsibility by taking at face value representations 

made to them by the company’s management, then the inclusion of 

underwriters among those liable under Section 11 affords the investors 

no additional protection. To effectuate the statute’s purpose, the phrase 

“reasonable investigation” must be construed to require more effort on 

the part of the underwriters than the mere accurate reporting in the 

prospectus of “data presented” to them by the company. It should make 

no difference that this data is elicited by questions addressed to the 

company officers by the underwriters, or that the underwriters at the 

time believe that the company’s officers are truthful and reliable. In order 

to make the underwriters’ participation in this enterprise of any value to 

the investors, the underwriters must make some reasonable attempt to 

verify the data submitted to them. They may not rely solely on the 

company’s officers or on the company’s counsel. A prudent man in the 

management of his own property would not rely on them. 

It is impossible to lay down a rigid rule suitable for every case 

defining the extent to which such verification must go. It is a question of 

degree, a matter of judgment in each case. In the present case, the 

underwriters’ counsel made almost no attempt to verify management’s 

representations. I hold that that was insufficient. 

On the evidence in this case, I find that the underwriters’ counsel 

did not make a reasonable investigation of the truth of those portions of 

the prospectus which were not made on the authority of Peat, Marwick 

as an expert. Drexel is bound by their failure. It is not a matter of relying 

upon counsel for legal advice. Here the attorneys were dealing with 
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matters of fact. Drexel delegated to them, as its agent, the business of 

examining the corporate minutes and contracts. It must bear the 

consequences of their failure to make an adequate examination. 

The other underwriters, who did nothing and relied solely on Drexel 

and on the lawyers, are also bound by it. It follows that although Drexel 

and the other underwriters believed that those portions of the prospectus 

were true, they had no reasonable ground for that belief, within the 

meaning of the statute. Hence, they have not established their due 

diligence defence, except as to the 1960 audited figures. 

* * * 

In re Donald J. Trump Casino Securities 
Litigation—Taj Mahal Litigation 

7 F.3d 357 (3d Cir.1993). 

■ BECKER, CIRCUIT JUDGE. 

This is an appeal from orders of the district court for the District of 

New Jersey dismissing a number of complaints brought under various 

provisions of the Securities Act of 1933 and the Securities Exchange Act 

of 1934 by a class of investors who purchased bonds to provide financing 

for the acquisition and completion of the Taj Mahal, a lavish casino/hotel 

on the boardwalk in Atlantic City, New Jersey. The defendants are 

Donald J. Trump (“Trump”), Robert S. Trump, Harvey S. Freeman, the 

Trump Organization Inc., Trump Taj Mahal Inc., Taj Mahal Funding Inc. 

and Trump Taj Mahal Associates Limited Partnership (the 

“Partnership”) (collectively the “Trump defendants”) and Merrill Lynch, 

Pierce, Fenner and Smith Inc. (“Merrill Lynch”). The complaints allege 

that the prospectus accompanying the issuance of the bonds contained 

affirmatively misleading statements and materially misleading 

omissions in contravention of the federal securities laws. 

The district court dismissed the securities law claims under Fed. R. 

Civ. P. 12(b)(6) for failure to state a claim upon which relief can be 

granted. The linchpin of the district court’s decision was what has been 

described as the “bespeaks caution” doctrine, according to which a court 

may determine that the inclusion of sufficient cautionary statements in 

a prospectus renders misrepresentations and omissions contained 

therein nonactionable. While the viability of the bespeaks caution 

doctrine is an issue of first impression for this court, we believe that it 

primarily represents new nomenclature rather than substantive change 

in the law. As we see it, “bespeaks caution” is essentially shorthand for 

the well-established principle that a statement or omission must be 

considered in context, so that accompanying statements may render it 

immaterial as a matter of law. 

* * * 

http://www.westlaw.com/find/default.wl?ft=Y&db=0000506&rs=ap2.0&rp=%2ffind%2fdefault.wl&serialnum=1993197327&fn=_top&findtype=Y&vr=2.0&wbtoolsId=1993197327&HistoryType=F
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I. Facts and Procedural History 

In November, 1988 the Trump defendants offered to the public $675 

million in first mortgage investment bonds (the “bonds”) with Merrill 

Lynch acting as the sole underwriter. The interest rate on the bonds was 

14%, a high rate in comparison to the 9% yield offered on quality 

corporate bonds at the time. The Trump defendants issued the bonds to 

raise capital to: (1) purchase the Taj Mahal, a partially-completed 

casino/hotel located on the boardwalk, from Resorts International, Inc. 

(which had already invested substantial amounts in its construction); (2) 

complete construction of the Taj Mahal; and (3) open the Taj Mahal for 

business. 

As is well-known, the Taj Mahal was widely touted as Atlantic City’s 

largest and most lavish casino resort. 

* * * 

Plaintiffs ground their lawsuits in the text of the prospectus. Their 

strongest attack focuses on the “Management Discussion and Analysis” 

(“MD & A”) section of the prospectus, which stated: “The Partnership 

believes that funds generated from the operation of the Taj Mahal will be 

sufficient to cover all of its debt service (interest and principal).” * * * The 

plaintiffs’ primary contention is that this statement was materially 

misleading because the defendants possessed neither a genuine nor a 

reasonable belief in its truth. * * * 

After learning that the Trump defendants planned to file Chapter 11 

bankruptcy proceedings and establish a reorganization plan, various 

bondholders filed separate complaints in the United States District 

Courts for the Southern District of New York, the Eastern District of New 

York and the District of New Jersey. 

* * * 

IV. The Alleged Affirmative Material Misrepresentations 

in the Prospectus 

* * * 

A. General Legal Principles 

At a minimum, each of the securities fraud provisions which the 

bondholders allege the Trump defendants violated requires proof that the 

defendants made untrue or misleading statements or omissions of 

material fact. * * * We have squarely held that opinions, predictions and 

other forward-looking statements are not per se inactionable under the 

securities laws. Rather, such statements of “soft information” may be 

actionable misrepresentations if the speaker does not genuinely and 

reasonably believe them. * * * Therefore, the plaintiffs’ complaint does 

not falter just because it alleges that the defendants made a 

misrepresentation with their statement that they believed they would be 

able to repay the principal and interest on the bonds. Rather, the 

complaint cannot survive a motion to dismiss because ultimately it does 
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not sufficiently allege that the defendants made a material 

misrepresentation. 

* * * 

[M]ateriality is a relative concept, so that a court must appraise a 

misrepresentation or omission in the complete context in which the 

author conveys it. * * * In other words, a particular misrepresentation or 

omission significant to a reasonable investor in one document or 

circumstance may not influence a reasonable investor in another. We 

accordingly take into account not only the assertion that the Partnership 

believed the Taj Mahal could meet the obligations of the bonds, but also 

other relevant statements contained in the prospectus. 

B. The Text of the Prospectus 

The prospectus at issue contained an abundance of warnings and 

cautionary language which bore directly on the prospective financial 

success of the Taj Mahal and on the Partnership’s ability to repay the 

bonds. We believe that given this extensive yet specific cautionary 

language, a reasonable factfinder could not conclude that the inclusion of 

the statement “the Partnership believes that funds generated from the 

operation of the Taj Mahal will be sufficient to cover all of its debt service 

(interest and principal)” would influence a reasonable investor’s 

investment decision. More specifically, we believe that due to the 

disclaimers and warnings the prospectus contains, no reasonable 

investor could believe anything but that the Taj Mahal bonds represented 

a rather risky, speculative investment which might yield a high rate of 

return, but which alternatively might result in no return or even a loss. 

We hold that under this set of facts, the bondholders cannot prove that 

the alleged misrepresentation was material. 

The statement the plaintiffs assail as misleading is contained in the 

MD & A section of the prospectus, which follows the sizable “Special 

Considerations” section, a section notable for its extensive and detailed 

disclaimers and cautionary statements. More precisely, the prospectus 

explained that, because of its status as a new venture of unprecedented 

size and scale, a variety of risks inhered in the Taj Mahal which could 

affect the Partnership’s ability to repay the bondholders. For example, it 

stated: 

The casino business in Atlantic City, New Jersey has a seasonal 

nature of which summer is the peak season. . . . Since the third 

interest payment date on the Bonds [(which constitutes the first 

interest payment not paid out of the initial financing)] occurs 

before the summer season, the Partnership will not have the 

benefit of receiving peak season cash flow prior to the third 

interest payment date, which could adversely affect its ability to 

pay interest on the Bonds. 

. . . The Taj Mahal has not been completed and, accordingly, has 

no operating history. The Partnership, therefore, has no history 
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of earnings and its operations will be subject to all of the risks 

inherent in the establishment of a new business enterprise. 

Accordingly, the ability of the Partnership to service its debt to 

[Taj Mahal Funding Inc., which issued the bonds,] is completely 

dependent upon the success of that operation and such success 

will depend upon financial, business, competitive, regulatory 

and other factors affecting the Taj Mahal and the casino 

industry in general as well as prevailing economic 

conditions. . . .  

The Taj Mahal will be the largest casino/hotel complex in 

Atlantic City, with approximately twice the room capacity and 

casino space of many of the existing casino/hotels in Atlantic 

City. [No] other casino/hotel operator has had experience 

operating a complex the size of the Taj Mahal in Atlantic City. 

Consequently, no assurance can be given that, once opened, the 

Taj Mahal will be profitable or that it will generate cash flow 

sufficient to provide for the payment of the debt service. . . .  

* * * 

The prospectus went on to relate, as part of its “Security for the 

Bonds” subsection, the potential effect of the Partnership’s default on its 

mortgage payments. For example, this subsection unreservedly 

explained that if a default occurred prior to completion of the Taj Mahal, 

“there would not be sufficient proceeds [from a foreclosure sale of the Taj 

Mahal] to pay the principal of, and accrued interest on, the Bonds.” * * * 

The “Special Considerations” section also detailed the high level of 

competition for customers the completed Taj Mahal would face once 

opened to the public: 

Competition in the Atlantic City casino/hotel market is intense. 

At present, there are twelve casino/hotels in Atlantic City. . . . 

Some Atlantic City casino/hotels recently have completed 

renovations or are in the process of expanding and improving 

their facilities. . . . The Partnership believes that, based upon 

historical trends, casino win per square foot of casino space will 

decline in 1990 as a result of a projected increase in casino floor 

space, including the opening of the Taj Mahal. 

* * * ([E]mphasis added). In a section following the MD & A section, 

the prospectus reiterated its reference to the intense competition in the 

Atlantic City casino industry: 

Growth in Atlantic City casino win is expected to be restrained 

until further improvements to the City’s transportation system 

and infrastructure are undertaken and completed and the 

number of non-casino hotel rooms and existing convention space 

are increased. No assurance can be given with respect to either 

the future growth of the Atlantic City gaming market or the 
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ability of the Taj Mahal to attract a representative share of that 

market. 

* * * The prospectus additionally reported that there were risks of 

delay in the construction of the Taj Mahal and a risk that the casino 

might not receive the numerous essential licenses and permits from the 

state regulatory authorities. * * * 

In this case the Partnership did not bury the warnings about risks 

amidst the bulk of the prospectus. Indeed, it was the allegedly misleading 

statement which was buried amidst the cautionary language. At all 

events, in addition to reading the allegedly misleading statement setting 

forth the Partnership’s belief that it could repay the principal and 

interest on the bonds, a prospective investor would have also read the 

dire warnings and cautionary statements a sampling of which we have 

just outlined. Moreover, an investor would have read the sentence 

immediately following the challenged statement, which cautioned: “[n]o 

assurance can be given, however, that actual operating results will meet 

the Partnership’s expectations.” 

* * * 

C. The Bespeaks Caution Doctrine 

The district court applied what has come to be known as the 

“bespeaks caution” doctrine. In so doing it followed the lead of a number 

of courts of appeals which have dismissed securities fraud claims under 

Rule 12(b)(6) because cautionary language in the offering document 

negated the materiality of an alleged misrepresentation or omission. * * * 

We are persuaded by the ratio decidendi of these cases and will apply 

bespeaks caution to the facts before us. 

The application of bespeaks caution depends on the specific text of 

the offering document or other communication at issue, i.e., courts must 

assess the communication on a case-by-case basis. * * * Nevertheless, we 

can state as a general matter that, when an offering document’s 

forecasts, opinions or projections are accompanied by meaningful 

cautionary statements, the forward-looking statements will not form the 

basis for a securities fraud claim if those statements did not affect the 

“total mix” of information the document provided investors. In other 

words, cautionary language, if sufficient, renders the alleged omissions 

or misrepresentations immaterial as a matter of law. 

The bespeaks caution doctrine is, as an analytical matter, equally 

applicable to allegations of both affirmative misrepresentations and 

omissions concerning soft information. Whether the plaintiffs allege a 

document contains an affirmative prediction/opinion which is misleading 

or fails to include a forecast or prediction which failure is misleading, the 

cautionary statements included in the document may render the 

challenged predictive statements or opinions immaterial as a matter of 

law. Of course, a vague or blanket (boilerplate) disclaimer which merely 

warns the reader that the investment has risks will ordinarily be 
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inadequate to prevent misinformation. To suffice, the cautionary 

statements must be substantive and tailored to the specific future 

projections, estimates or opinions in the prospectus which the plaintiffs 

challenge. 

Because of the abundant and meaningful cautionary language 

contained in the prospectus, we hold that the plaintiffs have failed to 

state an actionable claim regarding the statement that the Partnership 

believed it could repay the bonds. We can say that the prospectus here 

truly bespeaks caution because, not only does the prospectus generally 

convey the riskiness of the investment, but its warnings and cautionary 

language directly address the substance of the statement the plaintiffs 

challenge. That is to say, the cautionary statements were tailored 

precisely to address the uncertainty concerning the Partnership’s 

prospective ability to repay the bondholders. 

* * * 

D. Conclusion 

* * * Given this context, we believe that no reasonable jury could 

conclude that the subject projection materially influenced a reasonable 

investor.17 

* * * 

NOTES 

1. The BarChris offering, as is typical of a public offering, involved 

corporate counsel (Birnbaum), outside counsel for securities work (Grant), 

and the underwriters’ counsel (Ballard and Stanton). Birnbaum and Grant 

became liable under Section 11 by virtue of their being directors and in that 

capacity signing the registration statement. (Does this say anything about 

the desirability of the company’s attorney also sitting on its board?) What, if 

any, liability could the underwriters’ counsel face? Suppose Grant had 

become aware of the false representations in the BarChris registration 

statement he helped prepare, but had not signed the statement or been a 

director. In Central Bank of Denver, N.A. v. First Interstate Bank of Denver, 

 
17 The plaintiffs have also alleged that the prospectus was materially misleading in its 

estimation that as of its opening date the Taj Mahal would be worth approximately $1.1 billion. 
An independent appraisal conducted by the Appraisal Group International (“AGI”) had arrived 
at that estimate. The plaintiffs submit that this estimate lacked an adequate basis in fact 
because AGI based it on “ ‘the capitalization of income approach,’ even though at the time of the 
Prospectus it was impossible to make any reasonable estimate of the Taj Mahal’s future income.” 
* * * 

We conclude that, given the text of the prospectus, the plaintiffs have failed to state a claim 
under the securities laws through this allegation. As we discussed more fully above, * * * the 
prospectus explicitly disclosed that the Taj Mahal, as a new enterprise, lacked any operating 
history, including any history of earnings. Moreover, the prospectus clearly and precisely set 
forth the speculative nature of this estimate and the consequent uncertainty that the Taj Mahal 
would actually be worth $1.1 billion by its opening date. This cautionary discussion, in 
combination with the more general warnings which alerted investors to the variety of highly 
uncertain circumstances the Taj Mahal confronted, rendered the estimate of the Taj Mahal’s 
worth on its opening date immaterial. 
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N.A., 511 U.S. 164 (1994), the Supreme Court ruled out civil liability under 

Rule 10b–5 for aiding and abetting a securities fraud, but noted that 

attorneys, accountants and other professionals might sufficiently participate 

in the fraud to make their own conduct directly violate the securities law. If 

an attorney prepares a registration statement, which he or she knows to be 

false, is this participating in the fraud so as to make the attorney liable under 

Rule 10b–5 to the defrauded investors, or is it “just” aiding and abetting the 

“company’s fraud”? See Janus Capital Group, Inc. v. First Derivative 

Traders, 564 U.S. 135, 131 S.Ct. 2296 (2011) (the court held that the party 

who makes a misrepresentation is the person or entity with ultimate 

authority over the statement, including its content and whether and how to 

communicate it). On the other hand, what are the attorney’s ethical 

obligations in this situation? See American Bar Association, Model Rules of 

Professional Conduct, Rules 1.2 (a lawyer shall not assist a client in conduct 

the lawyer knows is fraudulent), 1.6 (lawyer’s duty to preserve client 

confidences), 4.1 (a lawyer shall not knowingly make a false statement of 

material fact to a third person in the course of representing a client). 

2. As part of its efforts in the 1980s to ease registration requirements, the 

Securities Exchange Commission promulgated Rule 176. This rule lists 

certain circumstances as bearing upon whether a person undertook a 

reasonable investigation for purposes of Section 11 liability. One factor listed 

is reasonable reliance upon officers, employees, and others. Whether this 

would have changed the result in BarChris is not at all clear since the rule 

simply lists such reliance as a circumstance to consider and qualifies the 

relevance of such reliance by the responsibilities of the relying party with 

respect to the filing. 

3. While BarChris illustrates the need for thorough investigation, Trump 

shows the utility of thoughtful and complete drafting. Trump also raises the 

issue of how to deal with so-called soft information, such as the prediction 

that the casino would earn enough to pay the bonds, or the $1.1 billion 

valuation of the casino discussed in footnote 17 of the court’s opinion. The 

court states that such statements can be false if the speaker does not 

genuinely and reasonably believe them. See also Sec. Act Rule 175 (forward 

looking statements are not fraudulent so long as made in good faith and with 

a reasonable basis). The subjective part of this test—whether the speaker 

really believes the statement—hopefully should not create a problem; but 

what does it take for the belief to be reasonable (or to have a reasonable 

basis)? Perhaps the ultra-cautious might suggest avoiding all statements of 

soft information in the prospectus. Are there any practical or legal problems 

with this idea? Recall the material on valuation earlier in this chapter. Will 

investors put money in a business without information as to its expected 

earnings? Can hard data—such as historic earnings figures for the 

company—always be adequate for this purpose (especially when dealing with 

a fledgling firm)? If investors do not get soft information from the 

prospectus—where it can be surrounded with suitable cautions—is there any 

other way they may receive such information (perhaps without written 

caveats)? Finally, is there any legal requirement to put soft information into 

the prospectus? See Sec. Act Reg. S-K, Item 303(a), Instruction 7 (encouraged 
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but not required). Could such information, however, be necessary to render 

statements of hard data not misleading (as, for example, when the company’s 

internal projections show an earnings decline)? See Craftmatic Sec. Litig. v. 

Kraftsow, 890 F.2d 628 (3d Cir.1989) (finding the omitted information there 

too speculative to be material). Notice, the court in Trump took into account 

claims based upon misleading omissions of soft information in its discussion 

of the “bespeaks caution doctrine.” 

4. In 1995, Congress built upon the “bespeaks caution” doctrine by adding 

Section 27A to the Securities Act. Section 27A creates a safe harbor which 

prevents liability for making a forward-looking statement (a prediction) that 

does not pan out so long as the statement identifies the prediction as a 

forward-looking statement and accompanies the forward-looking statement 

with “meaningful cautionary statements identifying important factors that 

could cause actual results to differ materially from those in the forward-

looking statement.” In a significant change from Section 11, Section 27A also 

cuts off liability unless the speaker made the forward-looking statement 

knowing that it was false or misleading. Interestingly, Section 27A protects 

oral as well as written forward-looking statements, so long as the speaker 

also tells the person who hears the oral prediction where the listener can 

readily obtain written material which contains adequate cautionary 

information. Significantly, Congress excluded a number of situations from 

the reach of Section 27A. Most important to the present discussion, Section 

27A does not apply to forward-looking statements made in connection with 

an initial public offering. In other words, only corporations which have 

already gone public (and, for example, are making additional offerings) 

benefit from Section 27A. 

5. It is also useful to examine first-hand what a prospectus contains in 

order to get some idea of the disclosure (and work) required. Registration 

statements are available through the Securities Exchange Commission’s site 

on the Internet (http://www.sec.gov). 

6. After going public, if a company ends up with over 500 unaccredited 

investors as shareholders (for non-banks, or over 2000 accredited investors 

as shareholders) or with shares listed on a national securities exchange, it 

must comply with the requirements of the 1934 Securities Exchange Act. 

Messrs Schneider, Manko and Kant discussed the periodic reporting 

requirements imposed by the 1934 Act toward the end of their article. In the 

Sarbanes-Oxley Act, Congress increased the requirements imposed on 

companies registered under the 1934 Act to a degree that might impact the 

decision to go public. Some potentially burdensome requirements impact the 

timing of disclosure; for example, requiring real time disclosure of material 

changes in financial condition. Id. at § 409. In a provision sometimes argued 

to impose significant expense, the Act requires an issuer’s chief executive 

and chief financial officers to certify both that the company’s filed financial 

statements fairly present the company’s condition and that these officers 

have designed, and evaluated the effectiveness of, internal controls to make 

sure these officers know material information concerning the company. Id. 

at § 302. There are also provisions impacting the governance of the issuer; 

most notably requiring national securities exchanges to adopt listing 

http://www.sec.gov/
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standards requiring that audit committees of the board of directors be 

composed entirely of independent directors (one of whom must be a financial 

expert), and that the audit committees must be responsible for appointment 

and oversight of the company’s outside auditors. Id. at § 301. As discussed 

earlier, the Act can impact a public company’s relationship with its attorneys 

(Id. at § 307), as well as with its outside accountants. Id. at § 201 (precluding 

auditors from performing other work for the company). In 2012, Congress 

reduced some of these requirements for “emerging growth companies.” For 

example, emerging growth companies are exempt from Section 404 of the 

Sarbanes-Oxley Act’s requirement that outside auditors attest to the 

adequacy of the company’s internal controls. 

c. STATE SECURITIES LAWS 

Benjamin v. Cablevision Programming Investments 
114 Ill.2d 150, 102 Ill.Dec. 296, 499 N.E.2d 1309 (1986). 

■ JUSTICE RYAN delivered the opinion of the court. 

The plaintiff, Samuel Benjamin, M.D., brought this action under the 

Illinois Securities Law of 1953, as amended (the Illinois Securities Act or 

the Act) * * * to void the sale of one limited partnership unit in 

Cablevision Programming Investments (Cablevision) and to recover the 

purchase price, plus interest and attorney fees. * * * 

Cablevision, established as a limited partnership under the laws of 

the State of Illinois, with its principal place of business in Chicago, 

invests in and/or loans monies to companies engaged in the business of 

acquiring, owning, producing and distributing television programming to 

cable-television systems. In August of 1980, the plaintiff, a resident of 

Torrence, California, purchased one limited partnership unit in 

California for $200,000. The relevant facts surrounding this transaction 

are not in dispute. The plaintiff was never physically present in Illinois 

in connection with this sale. The plaintiff was solicited in California for 

the purchase of a limited partnership interest. The plaintiff received, in 

California, an investment letter, a selling circular, and a subscription 

agreement. These documents were sent by the defendants from Chicago. 

The plaintiff signed the subscription agreement in California and 

returned it to Cablevision’s Chicago office with a check for $40,000. Upon 

receipt of the check and the subscription agreement, Charles F. Dolan, 

and Linda Kreer Witt, president of Communications Management 

Corporation, executed the agreement on behalf of Cablevision. 

Confirmation of the sale and evidence of ownership of his interest in 

Cablevision were prepared by the defendants in Chicago and mailed to 

the plaintiff in California. 

In September of 1982, the Securities Division of the Illinois 

Secretary of State’s Office, in response to the plaintiff’s inquiry, advised 

the plaintiff that a registration statement had not been filed in 

connection with the sale of limited-partnership interests in Cablevision 

http://www.westlaw.com/find/default.wl?ft=Y&db=0000578&rs=ap2.0&rp=%2ffind%2fdefault.wl&serialnum=1986146857&fn=_top&findtype=Y&vr=2.0&wbtoolsId=1986146857&HistoryType=F
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and that the defendants had failed to file the prescribed “report of sale” 

necessary to preserve a limited-offering exemption. * * * 

On March 2, 1983, the plaintiff filed a two-count complaint in the 

circuit court of Cook County seeking to void the sale of his interest in 

Cablevision and to recover the purchase price, together with interest and 

attorney fees. Count I alleged that the defendants violated section 5 of 

the Illinois Securities Act by selling limited partnership interests to more 

than 35 persons in Illinois without filing a formal registration statement 

with the Secretary of State. As an alternative grounds for rescission, 

count II alleged that if the defendants sold limited partnership units to 

less than 35 persons in Illinois, then the defendants failed to properly 

qualify the sale to the plaintiff under the limited-offering exemption of 

section 4(G) due to their neglect to file the requisite post-sale report. The 

complaint contained no allegations of fraud, material misrepresentation, 

material omission, or other deceptive practices in connection with the 

plaintiff’s purchase. 

* * * [T]he defendants moved to dismiss the complaint for failure to 

state a cause of action. The defendants alleged that neither count of the 

plaintiff’s complaint contained sufficient allegations of fact establishing 

that the sale of the limited-partnership unit to the plaintiff was a “sale 

in this State” (count I) or a sale made to “a person in this State” (count 

II). The circuit court agreed and granted the motion to dismiss for failure 

to state a cause of action for rescission. 

Section 5 of the Illinois Securities Act * * * requires, in pertinent 

part, that all securities except those exempt under section 3 or those sold 

in transactions exempt under Section 4 shall be registered with the 

Secretary of State prior to sale in this State. * * * 

Section 2.5 [in effect at the time of the transaction] had the following 

definition of “sale” or “sell”: 

“ ‘Sale’ or ‘sell’ shall have the full meaning of that term as 

applied by or accepted in courts of law or equity, and shall 

include every disposition, or attempt to dispose, of a security for 

value. ‘Sale’ or ‘sell’ shall also include a contract to sell, or 

exchange, an attempt or an offer to sell, an option of sale or a 

solicitation of an offer to buy, directly or indirectly; * * *.” * * * 

Thus, it is clear from the statutory definition that the term “sale,” as used 

in the Act, encompasses not only transactions that fall within the 

common legal understanding of that term, but also is much broader and 

includes other activities which in law are recognized only as preliminary 

steps in the consummation of a sale, such as an offer or a solicitation of 

an offer. 

* * * 

Both parties rely on Green v. Weis, Voisin, Cannon, Inc. (7th 

Cir.1973), 479 F.2d 462, to support their positions. In Green, the 
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plaintiffs were residents of Chicago. All except one of the plaintiffs were 

solicited in Illinois for the sale of common stock of London Ben, Inc., by 

Weis, Voisin, Cannon, Inc., the underwriter and agent for the sale of 

London Ben stock. Each of the plaintiffs accepted the offer to sell by 

signing an investment letter and sending it with a payment to the Weis, 

Voisin offices in Chicago. After the plaintiffs’ checks and investment 

letters were received in Chicago, the checks were forwarded by Weis, 

Voisin to its New York offices and deposited in its New York bank 

account, from which State the confirmations and stock certificates had 

also issued. The plaintiffs thereafter attempted to rescind these sales on 

the grounds that the securities were neither registered nor exempt from 

registration * * *. In reversing the district court, the seventh circuit held 

that the defendants’ solicitations of Illinois residents in Illinois resulted 

in a sale of securities in Illinois. Reasoning that the scope of the term 

“sale” as defined in section 2.5 is not limited to general contract principles 

or to the Uniform Commercial Code, the court concluded that the 

defendants’ solicitation of Illinois residents and other contacts with this 

State pursuant to such solicitations were sufficient to bring the various 

transactions within the statutory definition of “sale” and thus the 

purview of the Illinois Securities Act. Because the statutory definition of 

“sale” controlled, the court pointed out that “[w]hether or not a common 

law definition of sale would therefore place the consummation of the sale 

in New York is therefore irrelevant.” 479 F.2d 462, 465. 

* * * Green does not stand for the narrow principle that because the 

Illinois Securities Act is primarily intended to protect Illinois residents 

and those within Illinois’ boundaries, the purchaser’s location and 

actions in connection with the sale, not the seller’s, determines whether 

a sale of a security is a “sale in this State.” In Green, the court was 

concerned that the Illinois Securities Act and its protections for Illinois 

residents would be thwarted if solicitations could be made in Illinois to 

Illinois residents while the consummation of the transaction occurred in 

another State. The court thus reasoned that the term “sale,” as defined 

in section 2.5 of the Act, must be strictly applied to achieve the broad 

paternalistic purpose of the Act. 

* * * 

Just as this State has an interest in protecting those within its 

borders from unscrupulous conduct, it also must be concerned with and 

seek to prevent those within its borders from engaging in such conduct. 

* * * The liberal application of the statutory definition of the term “sale” 

will fulfill this purpose of the Act and will prevent this State from being 

a haven for unscrupulous dealers in securities. 

On the basis of the above record, we find that the factual allegations 

of count I sufficiently allege a sale of security “in the State.” Under 

section 2.5, the term “sale” includes within its scope the full meaning of 

a sale applied by or accepted in courts of law or equity, a solicitation of 

an offer to purchase, a subscription or an offer to sell and any act by 
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which a sale is made. The activities of the defendants in preparing and 

mailing the investment letter, the offering circular, and the subscription 

agreement may be found to be an “offer to sell” or “a solicitation of an 

offer to buy” a limited partnership interest in Cablevision as those terms 

are used in the Act. The conduct of the plaintiff in signing the 

subscription agreement, and placing it in the mail with a check addressed 

to the defendants in Chicago, may be found to be an “offer to buy.” The 

defendants, in executing the subscription agreement and cashing the 

check may be found to have accepted the plaintiff’s offer to purchase, thus 

consummating the transaction in this State. Because the defendants’ 

activities which fell within the statutory definition of “sale” took place 

within this State, the factual allegations of count I sufficiently allege a 

sale of a security “in this State.” The fact that a portion of the transaction 

took place in California is not sufficient to place this transaction outside 

the provisions of the Illinois Securities Act. 

* * * 

The defendants also contend that a literal application of the term 

“sale” to the Act’s registration provisions would result in a single sale 

occurring simultaneously in a number of States, each State having some 

insignificant and fleeting connection with the transaction. The 

defendants assert that a securities transaction with extremely tenuous 

connections with Illinois might therefore constitute a “sale in this State” 

or raise substantial doubts on that issue, leaving sellers uncertain 

whether the Illinois registration requirements apply to such transaction. 

We note that it is quite possible that the securities laws of two or more 

States may apply to a single transaction. In order for the Illinois 

Securities Act to apply, however, the transaction must have some 

physical nexus with Illinois. There must be either a “disposition or an 

attempt to dispose, of a security for value,” a “contract to sell” a security, 

an “offer” to sell a security, or an “application of an offer” to buy a security 

* * *. Furthermore, these activities must take place within Illinois. 

Contrary to the defendants’ assertion, a securities transaction with 

extremely insignificant, fleeting, or tenuous connections with Illinois will 

not constitute a “sale in this State.” Because the term “sale” is broadly 

and unambiguously defined, the literal application of the expansive 

statutory definition will eliminate uncertainty regarding whether Illinois 

registration and reporting requirements apply to interstate securities 

transactions. 

For the reasons stated above, we hold that the circuit court erred in 

granting the defendant’s motion to dismiss count I of the complaint. 

* * * 

NOTES 

1. State securities laws, often called blue sky laws, can impose an 

additional significant burden on a public offering. Every state (albeit not the 
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District of Columbia) requires, to some extent, registration of securities sold 

in the state. Loss & Seligman, Securities Regulation 92 (3d ed. 1989). As 

Benjamin illustrates, which state an issuer is selling securities in, and hence 

which state’s (or states’) registration laws the issuer must comply with, is 

not always obvious. In Benjamin, the court held the issuer sold securities in 

Illinois, despite the fact the buyers were in California. What about 

California’s securities law; would it also apply to this transaction? See Cal. 

Corp. Code § 25008 (which adopts language from the 1956 version of the 

Uniform Securities Act): 

§ 25008. Offer or sale of security; offer to sell or to buy 

(a) An offer or sale of a security is made in this state when an offer 

to sell is made in this state, or an offer to buy is accepted in this state, 

or (if both the seller and the purchaser are domiciled in this state) the 

security is delivered to the purchaser in this state. * * * 

(b) An offer to sell or to buy is made in this state when the offer 

either originates from this state or is directed by the offeror to this state 

and received at the place to which it is directed. An offer to buy or to sell 

is accepted in this state when acceptance is communicated to the offeror 

in this state; and acceptance is communicated to the offeror in this state 

when the offeree directs it to the offeror in this state reasonably 

believing the offeror to be in this state and it is received at the place to 

which it is directed. A security is delivered to the purchaser in this state 

when the certificate or other evidence of the security is directed to the 

purchaser in this state and received at the place to which it is directed. 

(c) An offer to sell or to buy is not made in this state merely 

because (1) the publisher circulates or there is circulated on his behalf 

in this state any bona fide newspaper or other publication of general, 

regular and paid circulation which has had more than two-thirds of its 

circulation outside this state during the past 12 months, or (2) a radio 

or television program originating outside this state is received in this 

state. 

Offerings over the Internet would seem to present a particular challenge 

in terms of figuring out what states’ laws govern. Almost all states, however, 

have exempted Internet offerings from their blue sky laws unless the 

securities are actually sold (as opposed just to offered for sale) in the state. 

E.g., Fisch, Can Internet Offerings Bridge the Small Business Capital 

Barrier?, 2 J. Small & Emerging Bus. L. 57, 74–75 (1998). 

2. What exactly does registration under state blue sky laws entail? It is 

impossible to give a definitive answer to this question—at least short of 

writing a treatise. The problem is that these laws can vary substantially from 

state to state; indeed, the very necessity of researching all the applicable 

requirements for a multistate offering (sometimes referred to as making blue 

sky survey) is one of the costs these laws impose upon going public. To 

alleviate some of this problem, the National Conference of Commissioners on 

Uniform State Laws and the American Bar Association promulgated the 

Uniform Securities Act, originally in 1956, with a revised version in 1985, 

and yet another revised version in 2002. Most states have adopted either one 
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or another version of the Uniform Securities Act—albeit with a degree of 

modifications which makes reliance solely upon the Uniform Act itself 

hazardous. Worse, key commercial jurisdictions provide some of the more 

substantial divergences. New York, for example, has not adopted the 

Uniform Securities Act. Instead, it has a statute which has grown by a 

process of accretion over the years. N.Y. Gen. Bus. Law §§ 352–359–h. 

Fortunately from an issuer’s standpoint, New York’s registration 

requirement (at least with the exception of real estate and theatrical 

financings) is modest both with respect to what offerings it reaches and what 

it entails. See N.Y. Gen. Bus. Law § 359–ff. California, on the other hand, 

has modeled its securities law on the Uniform Act, yet with a degree of 

modifications which make both the coverage and the demands of California’s 

statute generally greater than many Uniform Act states. 

With those caveats in mind, it is useful to briefly explore the registration 

process established by the Uniform Securities Act. The 1956 version of the 

Act established three methods of registering the sale of securities in a state: 

notification, coordination and qualification. Notification refers to the 

procedure established by Section 302 of the 1956 version of the Act, under 

which seasoned companies meeting certain financial tests can file a 

shortened registration statement. (By way of contrast, California’s version of 

notification applies to companies with securities registered under the 1934 

Securities Exchange Act or the Investment Company Act of 1940. Cal. Corp. 

Code § 25112.) Issuers have made little use of the notification procedure, 

however, and the 1985 revision of the Uniform Securities Act dropped it. 

(Section 302 of the 2002 version of the Act provides for filing notice of 

securities offerings, when state registration is preempted by federal law.) 

Far more useful is the coordination procedure. This allows a company 

registering under the 1933 Securities Act to file copies of its federal 

materials, instead of preparing entirely new disclosure documents for the 

state. Uniform Securities Act § 303; Cal. Corp. Code § 25111. Otherwise, the 

issuer must register by qualification. Uniform Securities Act § 304. See also 

Cal. Corp. Code § 25113. This requires preparation and filing of a disclosure 

document. 

Disclosure, however, often is not the critical burden imposed by blue sky 

laws. After all, a company going public will need to prepare federal disclosure 

materials anyway. Moreover, a number of states have enacted provisions 

that allow issuers of securities meeting certain limitations—for example, the 

sale involves less than $1 million—to use a so-called Small Corporation 

Offering Registration document, which is simpler than the disclosure 

document otherwise required. E.g., Cal. Corp. Code § 25113(b). If disclosure 

is not the significant requirement added by state securities laws, then what 

is? The answer in many states is something often referred to as merit review. 

As mentioned in the Schneider, Manko & Kant article, under the Federal 

scheme an issuer may attempt to sell any security, no matter how unsound 

the investment, so long as the issuer fully discloses all the material facts 

concerning the security. But see Sec. Act § 7(b) (the SEC may limit the sale 

of securities, or the use of the proceeds of such sale, by “blank check” 

companies—i.e. development stage companies with no business plan or 
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purpose other than perhaps to merge with an unidentified company—until 

the company states a specific use for the proceeds, and also may give the 

purchasers of such securities a right of rescission). Indeed, occasionally there 

have been filings in which the issuer frankly admitted the securities offered 

were worthless, and any purchasers could expect to lose all their money. 

(Why did the issuers register these presumably hopeless offerings? While at 

least one instance involved a joke, a serious reason could exist when the 

issuer is under a contractual obligation to register a secondary offering, in 

other words, an offering of shares owned by certain of its stockholders.) Many 

state securities laws, on the other hand, either require the seller to receive a 

state official’s approval of the merits of the proposed offering, or else allow 

the state official to stop an offering which the official finds to be 

unsatisfactory on its merits. For example, Section 25140 of the California 

Corporations Code empowers the California Corporations Commissioner to 

refuse to qualify the sale of securities in California (or to stop the sale of an 

offering through coordination or notification) unless the offering is “fair, just 

and equitable.” While the “fair, just and equitable” language is quite common 

among the states, the Uniform Securities Act contains a somewhat narrower 

standard, which states can choose to have either supplement or supplant the 

“fair, just and equitable” standard: 

“The administrator may issue a stop order denying effectiveness to, 

or suspending or revoking the effectiveness of, a registration 

statement if the administrator finds that the order is in the public 

interest and that: 

* * * 

(7) the offering: 

(A) will work or tend to work a fraud upon purchasers or 

would so operate; [or] 

(B) has been or would be made with unreasonable 

amounts of underwriters’ and sellers’ discounts, 

commissions, or other compensation, or promoters’ profits 

or participations, or unreasonable amounts or kinds of 

options[; or 

(C) is being made on terms that are unfair, unjust, or 

inequitable].” 

Uniform Securities Act (2002 rev.) § 306(a). 

Probably more important than the statutory standard for merit review, 

which in any case is quite vague, are the policies of the particular state’s 

administrator. These can vary substantially from state to state (and even 

over time within the same state as personnel in government change). Ad Hoc 

Subcommittee on Merit Regulation of the State Regulation of Securities 

Committee of the American Bar Association, Report on State Regulation of 

Securities Offerings, 41 Bus. Law. 785 (1986). Indeed, the need to keep on 

top of current administrative attitudes, and to reconcile sometimes 

inconsistent requirements, adds to the burden for those undertaking a 
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multistate offering. Nevertheless, despite the variation, certain common 

themes exist. 

Brandi, Securities Practitioners and Blue Sky 
Laws: A Survey of Comments and a Ranking 

of States By Stringency of Regulation 
10 J.Corp.L. 689 (1985). 

* * * 

V. Merit Standards 

Under the registration by qualification provision, the most 

common areas of merit regulation are offering price and 

dilution, cheap stock, promoters’ investment, escrow of 

promoter stock, options and warrants to promoters and insiders, 

voting rights, and offering expenses and commissions to 

underwriters. 

A. Offering Price and Dilution 

* * * 

As a means of providing the new investor with some 

measure of protection, many merit states provide guidelines for 

determination of the initial offering price. 

Setting the price per share equal to that of a comparable 

firm with a public market is one technique utilized by merit 

states when the filing entity can provide adequate verification 

as to why such a firm’s price is applicable to its own securities. 

A second method of price determination is based on the 

limitation of allowable dilution to new investors. Under this 

method some minimum level of acceptable dilution is set and is 

then used in combination with the price paid by promoters and 

insiders to determine the maximum offering price to the public. 

* * * 

For the firm able to show that an adequate public market 

already exists for its securities, the price may be set in 

accordance with that market price. * * * 

Another technique utilized by firms that have a history of 

earnings prior to the offering is a price-earnings ratio technique. 

These firms are usually required to limit the initial public price 

to some standard multiple of earnings per share. 

* * * 

B. Cheap Stock 

The amount of cheap stock sold to insiders at prices below 

the public price is often restricted by substantive regulation. 

http://www.westlaw.com/find/default.wl?ft=Y&db=0001172&rs=ap2.0&rp=%2ffind%2fdefault.wl&serialnum=0102683221&fn=_top&findtype=Y&vr=2.0&wbtoolsId=0102683221&HistoryType=F
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These restrictions pertain either to the amount of allowable 

dilution or the amount of cheap stock allowed. 

* * * 

C. Promoters’ Investment 

The promoters’ investment test is based on the theory that 

requiring the promoters of firms at the development stage to 

invest a minimum proportion of the total equity capital desired 

instills a sense of good faith in such promoters. * * * 

D. Escrow of Promoter Stock 

Promotional or cheap stock may be subject to escrow in 

some states. * * * 

Escrow provisions do not generally require escrow of all 

promoter stock but rather only that portion representing the 

difference between publicly contributed funds and promoter 

funds. * * * 

E. Options and Warrants to Promoters and Insiders 

Often promoters and insiders are granted options or 

warrants as incentives to purchase shares or in lieu of 

compensation for services. Options or warrants may also be 

attached to offerings as “sweeteners” intended to enhance the 

marketability of the issue. 

Merit restrictions on the issuance of such options and 

warrants usually concern the restriction of unreasonable 

amounts of such attachments. The restrictions set a maximum 

percentage of shares to which such “sweeteners” may be 

attached. 

* * * 

F. Voting Rights 

Firms often desire to issue different classes of stock with 

varying rights. One area of variation is that of the right to vote 

on matters concerning firm options, directors, business 

combinations, or termination. Restrictions in this area are 

aimed at preventing promoters from obtaining public financing 

without relinquishing some control to that public. 

G. Offering Expenses and Commissions to Underwriters 

These regulations are intended to prevent excessive or 

unreasonable payment of offering expenses or underwriter 

commissions. * * * 

The assumption underlying this restriction is based on the 

fact that underwriter fees and commissions are in part based on 

an assessment of the risks inherent in an issue. Since merit laws 

are in part designed to reduce risk to investors, such restrictions 
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serve as one method of removing high risk issues from the state 

market. 

In an attempt to coordinate standards among the states and provide 

more specific guidelines, the North American Securities Administrators 

Association (NASAA) has promulgated various policy statements which it 

recommends that the individual state administrators follow. For example, 

the NASAA recommends that states not approve offerings in which 

underwriting and selling expenses exceed 17% of the gross proceeds from the 

offering. NASAA Statement of Policy Regarding Underwriting and Selling 

Expenses, Underwriter’s Warrants and Selling Security Holders (as 

amended May 6, 2018). Incidentally, figuring out whether expenses and 

compensation for underwriters exceeds this amount can require calculating 

the value of any warrants given to the underwriter as part of the 

underwriter’s compensation. The NASAA Policy Statement contains a 

formula for doing this. The NASAA also recommends that the state 

administrators not approve offerings that give warrants to underwriters 

unless the underwriter is a managing underwriter; the offering is either a 

firm commitment or, subject to limits, a “minimum-maximum” best efforts 

underwriting; the exercise price of the warrants is at least equal to the 

offering price; the number of shares covered by the warrants does not exceed 

10% of the shares actually sold in the offering; and the warrants cannot be 

exercised less than one or more than five years after the offering is 

completed. Id. 

3. As these materials indicate, compliance with state securities law merit 

standards can undermine the plans of a company seeking to go public. Is 

there a way to avoid these laws? Perhaps the company can avoid selling its 

securities in a particular state which is especially restrictive. More recently, 

companies have been able to avoid state merit review by listing their shares 

on the stock exchanges—specifically, the New York Stock Exchange or on the 

Nasdaq computerized market. A number of state securities laws have 

exempted from their registration requirements securities listed on such 

national exchanges. E.g., Uniform Securities Act (1985 rev.) § 401(b)(7); Cal. 

Corp. Code § 25100(o). An amendment to Section 18 of the 1933 Securities 

Act essentially makes such an exemption from state blue sky laws a federal 

requirement. Specifically, Section 18(a) of the Securities Act, as amended, 

preempts any state attempt to require registration or qualification, or 

subject to merit review, the sale of so-called covered securities. Section 18(b) 

defines covered securities to include securities listed for trading on the New 

York Stock Exchange or the National Market System of the Nasdaq Stock 

Market. Significantly, when dealing with an initial public offering, this 

preemption extends to securities which will be covered securities at the close 

of the transaction. 

Listing one’s shares on the stock exchange, however, itself imposes some 

merit requirements on the company. Specifically, in order to list the 

company’s securities, the company must agree to abide by the rules of the 

exchange. The company must also meet certain guidelines as to size, which 

might pose a problem for some firms seeking to go public. The requirements 
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for listing on the Nasdaq national market are available at 

https://listingcenter.nasdaqomx.com/assets/initialguide.pdf. 

2. ALTERNATIVES TO GOING PUBLIC 

Many businesses would rather avoid the expense and burden of a 

public offering. How might they obtain additional financing? To answer 

this question, one must explore two more specific inquiries: (1) What 

alternative sources of money are available, and (2) Can those sources be 

tapped without triggering the registration requirements of Federal and 

state securities laws? 

a. AVAILABILITY OF VENTURE CAPITAL 

Bartlett, Venture Capital, Law, Business 
Strategies, and Investment Planning 

(1988). 

§ 6.1 SOURCES OF FINANCE 

* * * The sources of investment capital are numerous, ranging from 

commercial banks making fixed-rate, secured loans to individual 

investors willing to provide risk equity capital in hopes of a spectacular 

return down the road. A number of guidebooks list the types of capital 

sources a founder may use and others specify the name, address, and 

telephone number of particular firms. * * *1 

§ 6.2 “BACKDOOR” FINANCE—TAX DEDUCTIONS 

One of the most attractive sources of financing in recent years is, 

post-1986, no longer promising; that is, federal assistance in the form of 

tax benefits accruing to investors, buying into the enterprise as limited 

partners and using early-stage losses to offset income from other sources. 

So-called “backdoor” financing has been substantially curtailed by the 

1986 amendments to the Internal Revenue Code. Under the Tax Reform 

Act of 1986, losses from “passive” activity (subject to limited transition 

rules) may only be set against income from “passive” activity or utilized 

when the investment is sold. 

* * * 

§ 6.4 “SOFT” AND “HARD” STATE AND LOCAL AID 

The states are trying a number of devices to incubate technologically 

oriented industry. The bottom line is a multitude of programs offering 

“hard” inducements, for example, loans and investments from a state-

affiliated fund, plus “soft” dollars in the form of low-cost facilities and 

services and “backdoor” financing in the form of state tax deductions and 

credits. 

 
1 Pratt’s Guide has become widely accepted as the semi-official source for identifying 

specific venture capital firms. * * * 

https://listingcenter.nasdaqomx.com/assets/initialguide.pdf
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* * * 

[H]owever, the financial impact of the programs is not of the make-

or-break variety. Moreover, once having accepted government assistance, 

a firm is subject to conditions both special (i.e., locate in a given location, 

hire local residents) and general (e.g., affirmative action, union wages). 

* * * 

§ 6.5 SBA LOANS 

The most significant program of federal government assistance to 

small business is the loan, and loan guarantee, program run since 1953 

by the Small Business Administration (SBA), coupled in 1958 with the 

creation of privately owned concerns called Small Business Investment 

Companies (SBICs), which utilize funds borrowed from the federal 

government at soft rates to finance small business. Both programs are 

administered by the SBA but have different impacts on early-stage 

financings. 

An SBA loan (whether in the person of a direct loan from the SBA 

or, more commonly, a bank loan guaranteed by the SBA) is, despite the 

favorable terms, the equivalent of bank financing. Although interest 

rates can be soft, a loan entails a promise of repayment within a finite 

period of time and an interest cost from the date the loan is made. 

Further, it introduces a partner to the enterprise with a lender’s 

mentality. In the typical case—a guaranteed bank loan12—the fact that 

the SBA guarantees 90% [now reduced to 80%; Ed.] (or less) of the loan 

should give no encouragement that the bank is likely to relax its attitude 

toward repayment. * * * Moreover, the SBA ordinarily requires the 

founder(s) to guarantee loans personally and, on occasion, its collection 

efforts are rigorous. * * * The principal advantage of an SBA-guaranteed 

loan is that the bank is likely to go higher in the loan-to-value ratio on 

tangible assets and to extend maturities. * * * 

Size standards for eligible recipients of SBA loans—“small business 

concerns”—vary according to the classification of the firm. For 

manufacturing concerns, for example, the limit is generally from 500 to 

1,000 employees, while retail firms are classified according to annual 

receipts. 

 
12 There are several threshold requirements for SBA financial assistance. For example, 

the applicant must attempt to obtain financing from other nonfederal sources, including the 
owner’s resources and private lenders. 13 C.F.R. § 122.5–1 (1987). The maturity of each loan is 
to be the shortest feasible term commensurate with the ability of the borrower to repay and the 
maximum maturity for a loan is 10 years (with some exceptions). 13 C.F.R. § 122.6–1 (1987). 
The limit on direct loan amounts is $350,000 by statute, $150,000 by SBA administrative ruling. 
13 C.F.R. § 122.7–1 (1987). For immediate participation loans (loans the SBA purchases from 
financial institutions), the statutory limit is the lesser of 90% of the loan or $350,000; 
administratively, it is the lesser of 75% of the loan or $150,000. 13 C.F.R. § 122.7–2 (1987). * * * 
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§ 6.6 SBICs 

SBICs are privately organized corporations (or partnerships) 

licensed and regulated by the SBA. They are entitled to borrow money 

from the SBA. 

* * * 

SBICs are typical late-round investors, advancing loans coupled 

with equity options, often subordinated convertible debt. 

* * * 

An SBIC’s investment program is limited to firms that qualify as 

small business concerns, including those that qualify under the SBA 

standards and firms meeting net worth and income tests applicable only 

to SBICs. This was not an onerous requirement in the world of venture 

finance in the 1950s and 1960s, since the test is applied when the 

investment is made and few unseasoned companies enjoy 2 years of 

average net after-tax profit exceeding $2 million annually. 

* * * 

§ 6.7 BANK-AFFILIATED SBICs 

One of the more significant impelling forces in the current period 

behind the formation of new SBICs has not been cheap debt but the 

election of many banks and bank holding companies to organize SBICs 

so as to participate legally in a nonbank investment activity * * *. 

[A]n SBIC * * * enables the bank to hold up to 50% of the vote in a 

small business concern. 

* * * To those in search of financing, a bank-affiliated SBIC is little 

different from a free-standing venture pool. With certain major 

exceptions, the tendency of the bank-affiliated pools, however, has been 

to focus on later-state financings, LBOs, and investments in other 

venture pools (the “fund of funds” concept), versus early-round investing 

in emerging companies. 

§ 6.8 BANK FINANCING 

The question whether a start-up should rely on commercial bank 

financing (if the same is obtainable) is to be approached quite cautiously. 

A commercial bank can make a very poor partner for a fledgling 

enterprise; the lenders tend to want their money back at just the wrong 

moment. Often the only type of bank financing available to a start-up is 

a demand note secured by a floating lien on all the assets of the operation 

and the personal signature of the founder, a dangerous weapon in the 

hands of a nervous bank. * * * Some banks, particularly those located in 

the classic high tech areas, have become experienced in lending to early-

stage companies and are less likely to panic. Indeed, some banks are 

willing to negotiate compensation for their added risk by accepting equity 

in the borrower—an equity “kicker”—or an interest rate tied to a fixed 

base or index plus increases depending on the fortunes of the borrower. 
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§ 6.9 CAPITAL FROM OPERATIONS 

The most frequent source of capital for unseasoned companies is the 

most obvious, right under the founder’s nose; that is, saving cash by 

cutting the burn rate. 

* * * 

Raising cash internally involves, in turn, two methods: increase cash 

flow and/or cut costs; and, of these, the fastest, surest, most feasible 

method is to cut costs—fire people, give up space, cut R & D, reconfigure 

the product. Of course, it is risky to “cut out the fat.” Without R & D, new 

product opportunities collapse; perhaps a quick death is being traded for 

a slow death. * * * 

§ 6.10 PLACEMENT AGENTS 

Founders desperate for financing debate whether the faucet will 

turn on if they engage a placement agent, a question to be addressed in 

a real world context. In the first place, the great majority of first-round 

financings are not economically interesting to an investment banking 

firm. The fee for a placement is usually in the range of 2 to 5% of the 

amount raised. 

* * * 

If an agent is engaged to place securities privately, he will surely act 

only on a “best efforts” basis. * * * Moreover, the founder should 

understand that the agent is not obligated to sell an untried security; 

that remains the responsibility of the founder. The agent is engaged to 

help prepare a private placement memorandum and to expose the 

opportunity to a list of prospects, to screen buyers, and to schedule 

meetings for the founder to do his stuff. Purchasers in early rounds are 

not interested in discussing the merits of the investment with a 

salesman. The founder, and only the founder, has that reservoir of 

knowledge about the technology and its potential application which 

potential buyers are interested to hear. Moreover, the agent will look to 

the founder for a so-called “friends” list, that is, potential investors 

already known to the founder. 

* * * 

§ 6.11 “HIGH NET WORTH” INDIVIDUALS 

Sometimes, if the forecast returns are not attractive to professionally 

managed venture funds, the founder can search for those rich individuals 

who: (i) are anxious to invest in start-ups; (ii) are not jaded, like the 

“vulture capitalists”; and (iii) will accept situations the professionals are 

unlikely to favor. This individuals [sic] indubitably exist. * * * The trick, 

of course, is to find him. 

* * * 
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§ 6.12 USE YOUR PROFESSIONALS 

Circulation of business plans among venture capital firms picked 

randomly out of a book is not likely to be particularly productive. So-

called “over-the-transom” submissions to venture firms number in the 

hundreds each month and very few are favored. Most venture firms make 

their investment decision on the basis of plans they have helped develop 

on their own or which have been forwarded to them by sources they know 

and respect. The trick, therefore, is to obtain an introduction. If a 

placement agent is not available, one technique is to employ a law or 

accounting firm enjoying cordial relationships with a number of venture 

firms. * * * 

§ 6.13 VENTURE CAPITAL CLUBS 

AND OTHER VENUES 

One often-tried gambit for raising cash is to make a presentation at 

a forum organized by a “venture capital club.” * * * Venture capital clubs 

consist of an organizer and a mailing list of individuals and/or entities in 

a given region that have demonstrated some interest in venture capital. 

* * * The most important part of a typical meeting is the “Five Minute 

Forum,” in which anyone can speak about his venture for a limit of one 

to five minutes. * * * 

At this point, some words of caution are in order. First, there are 

hidden legal difficulties in the venture capital club. * * * Availability of 

an exemption from registration of an offering under the 1933 Act can be 

lost because attendees at a luncheon are publicly solicited to buy 

securities in the companies making presentations. * * * Secondly, it is not 

clear how effective such symposiums have been in raising money, except 

for the commercial sponsor of the event. 

* * * 

NOTES 

1. While Mr. Bartlett lists a number of sources, traditional debt financing 

(bank loans, credit cards) is the predominant source of capital for start-ups. 

Elicia M. Robb & David T. Robinson, The Capital Structure Decisions of New 

Firms, available at http://ssrn.com/abstract=1345895. 

2. Mr. Bartlett suggests using the business’ lawyers and accountants to 

contact venture capital firms. This raises the question of what role an 

attorney should play in helping his or her clients find venture capital. Mr. 

Bartlett implicitly recommends an active role. For example, the attorney 

might build a “war chest” of venture capital sources to which he or she can 

refer clients whose area of business and stage of financing fits the investment 

profile sought by a specific venture capital firm. Attorneys also might develop 

personal contacts with several venture capitalists. In acting as matchmaker, 

however, to what extent is the attorney putting his or her own credibility on 

the line? For instance, suppose the client is forever late in paying legal bills, 

http://ssrn.com/abstract=1345895
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or suppose the attorney feels the client is a hopeless dreamer. What 

obligations does the attorney owe to this one client? 

3. Mr. Bartlett largely dismisses tax shelter investors as a source of 

financing after 1986. This may be too broad a generalization. Recall from the 

discussions in Chapters II and III how some investors—such as those with 

passive income, or C corporations—can still utilize passive losses. 

4. A variety of other funding sources also exist beyond those outlined by 

Mr. Bartlett. For example, companies with which the firm does business (its 

vendors) may provide financing (such as by supplying goods or services in 

exchange for stock, and, of course, by allowing installment payments for 

goods and services). Sometimes, a firm may seek investments from other 

companies in its field. For example, some biotechnology companies have been 

able to enter licensing agreements with established pharmaceutical 

companies where the contract provides that the pharmaceutical company 

will make pre-development royalty payments in exchange for rights to use 

the intellectual property developed by the biotechnology company. For a 

discussion of a couple possible problems with such contracts, see Gevurtz, 

Biotechnology: Business Organization Issues, 32 McGeorge L. Rev. 237 

(2000). Of course, the problem of protecting trade secrets becomes important 

when one approaches a company in the same field. 

The following provides another view of private sources of capital, in this 

instance written from the vantage point of one who is a principal in a venture 

capital firm, and with the perspective of seeing the high-tech stock bubble of 

the late 1990s. Subsequent cycles of speculation and retrenchment since this 

article was written show the continued relevance of it observations about 

both ends of such cycles.  

McIlwraith,1 The Outlook for the 
Private Equity Market 

51 Case Western Reserve L. Rev. 423 (2001). 

* * * 

I. Historical Overview of Private Equity 

* * * 

In a venture capital transaction, the company is usually early-stage, 

meaning pre-revenue or with initial revenues but still twelve months or 

more away from profitability. The venture investors generally back an 

existing management team, which usually includes one or more of the 

company’s founders. Venture investors, whether angels or institutional 

investors, typically own less than 50% of the company and do not control 

it. They do not want to have control of the company, except when the 

company falls well short of its projections and a change in management 

 
1 Managing Director, Blue Chip Venture Company, Cincinnati, Ohio. This Article is an 

edited version of the presentation given by Mr. McIlwraith on November 10, 2000, at the George 
A. Leet Business Law Symposium at Case Western Reserve University School of Law. 

http://www.westlaw.com/find/default.wl?ft=Y&db=0001124&rs=ap2.0&rp=%2ffind%2fdefault.wl&serialnum=0284536861&fn=_top&findtype=Y&vr=2.0&wbtoolsId=0284536861&HistoryType=F
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is necessary to keep the company afloat. Venture investors generally seek 

a * * * five to ten times return on their investment. * * * 

There are five sources of private equity capital: angels, incubators, 

private equity firms, strategic partners, and government programs. 

Angels include wealthy individuals—doctors, successful entrepreneurs, 

retired executives, and relatives. * * * 

In the last five years, angel investment activity has increased 

substantially as we experienced a seemingly never-ending series of 

successes in the public and private equity markets. There has also been 

a significant increase in the number of strategic investments made by 

large corporations, such as Intel, in early-stage private companies. A 

number of high profile incubators, such as CMGI, have been formed to 

take advantage of the attractive market for growing companies. 

The amount of venture capital available for investment in private 

companies has grown dramatically * * *. [T]he amount invested in funds 

has grown from $5 billion in 1990 to more than $60 billion in 1999, and 

the number of venture capital firms receiving funding has grown from 

approximately 100 to over 500. 

* * * 

The increase in the amount of venture capital available increased 

the amount of venture capital invested in companies * * *. [T]he scale of 

the increase resulted in a much larger number of companies being 

funded, an approximately three-fold increase since 1990. It also resulted 

in a significant increase in the average amount invested per company 

from approximately $3.9 million in 1990 to $17.1 million in the first half 

of 2000. * * * 

The amount of investment capital available from venture funds, 

combined with a large increase in competition for investments from angel 

and strategic investors and incubators, has driven the valuations of 

early-stage companies seeking growth capital to extraordinary levels. 

* * * 

At these valuations, a company will need to be worth several 

hundred million dollars at the time the venture fund achieves “liquidity” 

on its investment, through an IPO or sale of the company, in order for 

the venture fund to earn an attractive rate of return. Considering that 

many of these companies have little if any revenues and no earnings at 

the time of investment, achieving such a return is no easy matter. 

* * * 

II. Current Private Equity Trends 

* * * 

From 1997 through 1999, the free flow of private equity capital from 

multiple sources and the apparent ease of going from start-up stage to 

IPO, even before proving the business model, caused entrepreneurs to 
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change their approach to raising equity capital. Instead of seeking out 

investors who would add value to the process of building the 

entrepreneur’s business beyond the capital, entrepreneurs sought one 

thing—a high valuation for their companies regardless of the source of 

the capital. As a result, companies often received funding from: angel 

investors who offered only capital and a high valuation; strategic 

investors who offered capital and a high valuation, but often attached 

strings relating to business relationships and rights; and newly-formed 

venture capital firms whose partners had little experience in helping 

build young, high-risk enterprises. 

In many cases the companies being funded had a questionable, or at 

least unproven, business model. Many “pure play” dot-com companies 

were in this category. Business strategies tied to “monetizing eyeballs” 

and business-to-business exchanges that would “disrupt” the natural 

order of business relationships were the rage. Traditional business rules 

were ignored, and companies pursued their strategies with incredible 

rates of spending or “cash burn,” fueled by a seemingly unending supply 

of private, and sometimes public, capital. An IPO was a foregone 

conclusion in the eyes of many entrepreneurs and their investors. 

* * * 

Recently, companies and investors are learning how fast things 

change. Angel investors are pulling back from “committed” investments 

as the value of their public stock portfolios shrinks. At the same time 

strategic investors, such as Intel and MarchFIRST, have slowed the flow 

of investments into private companies as the period of time required to 

achieve liquidity increases substantially and their core businesses are 

adversely impacted by the market downturn. The pace of IPOs has 

slowed, and early-stage companies with little or no proof of a sustainable 

business strategy are finding no interest from the public markets. 

Private companies are struggling to grow, or even stay in business, as 

planned later round financings take much longer to consummate and 

angel and strategic investors refuse to provide the “bridge” financing 

necessary to allow continued growth until the next round closes. * * * 

At the same time, venture funds appear to be paralyzed and confused 

as they consider new investment opportunities while trying to save 

companies in their current portfolio that are running out of money 

pursuing a questionable business model. * * * Venture funds are 

returning to basics, seeking to invest in businesses with early proof of a 

viable business model and customers and to co-invest with one or more 

firms in a financing round. 

III. The Lawyer’s Role in the Investment Process 

In a typical venture capital investment transaction the lawyers have 

three basic roles: (1) assisting their respective clients (the company and 

the investors) with the outline of the key terms of the investment, usually 

through the negotiation of a term sheet; (2) drafting or reviewing and 
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commenting on the investment agreements containing the agreed-upon 

terms; and (3) conducting legal due diligence on matters such as the 

company’s capitalization, governance documents, and material contracts. 

Although the length of the documents and the “side” they favor ebbs and 

flows with the market, there are almost always four basic agreements: a 

stock purchase agreement, which sets forth the terms of the purchase of 

shares and contains representations, warranties, and covenants of the 

company and the investors; a shareholders agreement, which contains 

provisions providing for board of directors representation and share 

transfer restrictions; an amendment to the company’s articles or 

certificate of incorporation, which contains the terms of the preferred 

stock being purchased; and a registration rights agreement, which 

contains provisions with respect to the future public offering and sale of 

the shares purchased by the investor. 

In most cases these documents, while heavily negotiated by the 

lawyers, will never be looked at again after the closing unless the 

management team and the venture capitalists become adversaries over 

the progress or direction of the business or over how the value created 

should be shared at the time of an IPO or sale of the company. That being 

said, they require special attention by the lawyers up front. Counsel for 

the investors needs to not only make sure the agreements contain the 

agreed upon terms, but must also tailor his or her “form” agreements to 

the company and its business. For example, if it’s a technology company, 

the representations and warranties should include a focus on intellectual 

propriety rights and ownership. Too often the agreements remain in their 

“form” state failing to cover the matters most important to the investor, 

but including provisions that are irrelevant (e.g., an extensive 

environmental representation when the company is a technology 

consulting firm located on the twentieth floor of a downtown office 

building). 

* * * 

A good lawyer can make a big difference in how efficiently and 

smoothly a venture capital investment transaction is consummated. 

Rather than competing with the other side’s lawyer regarding a finer 

point in the standard two to three page employee benefits plan 

representation, the lawyer should spend time with his client to determine 

what matters are really important and negotiate with these matters in 

mind. If the lawyer is representing the investor, he or she might 

determine what aspects of the company’s business creates the value that 

has the investor excited (e.g., proprietary software) and then make sure 

the agreements contain relevant provisions. If the lawyer is representing 

the company, the focus might be on the investor’s ability to control the 

company or dictate the terms of future financings through covenants. 

* * * 
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IV. Possible Impact of Current Trends and 

Recommendations for Companies 

The correction in the public markets and apparent trends in the 

private equity markets will likely lead to a slowdown in the number and 

pace of venture financings. Marginal companies—very early-stage with 

little proof of concept for their business strategies—will have trouble 

finding private equity capital. Companies that have completed first 

round financings may find it difficult to close “planned” second round 

financings on schedule, making bridge financing from current investors 

a necessity. 

As private company valuations decline, sometimes more than fifty 

percent below the last financing round level, companies will face serious 

difficulties in consummating subsequent financing rounds as earlier 

investors seek to protect their positions through anti-dilution provisions 

or threats of legal action. Capital structure difficulties may scare away 

future investors who do not want to get entangled in a dispute between 

the company and earlier round investors. 

* * * 

What should companies do to minimize the adverse impact of these 

private equity market trends? I have a few recommendations that are 

appropriate for today and have been proven over time: 

Accept more money than the budget requires. Markets change 

rapidly, as do sales projections. Companies should always consider 

taking more money that [sic] the budget suggests is required. We have 

rarely seen companies hit sales projections, and the expenses of growing 

a young company always seem to be higher than planned. Although 

taking more money results in greater dilution to founders and 

management, that dilution will matter little if the company is successful, 

and will definitely not matter if the company fails. And you never know 

when we will experience a market like the one we are facing now, where 

even good companies are struggling to raise more capital. 

Choose equity partners wisely. * * * Companies need to choose their 

equity partners wisely, considering the depth of the investors’ resources 

and whether the assistance that a venture fund can provide in the 

process of building a company is important. Companies also need to 

consider the chemistry between management and the investors and 

among the co-investors, if applicable. During tough times, which 

virtually always occur over the five years it takes to build a company, 

these relationships will be critical to keeping the company on track with 

minimal distractions. 

Build a real company. During the past few years many companies 

focused almost exclusively on the exit, such as an IPO or strategic sale, 

or on the next financing round, rather than focusing on near-term 

business-building matters and proving the business strategy is viable. 

Management teams and investors were focused on getting rich quick. 
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They forgot that, absent the assistance of blind luck, the way to create 

value is to build a high-growth, profitable enterprise. 

b. EXEMPTIONS FROM THE REGISTRATION REQUIREMENT 

Having located possible sources of venture capital, the question 

becomes whether the firm can tap these sources without the expense and 

burden of registration under Federal and state securities laws. It is a 

mistake to assume simply because one does not make an offering of stock 

through an underwriter to the public at large, these laws do not apply. 

Rather, the attorney must look at precisely when the securities acts 

require registration. Section 5 of the Securities Act of 1933 creates a 

blanket prohibition on offering or selling a security by using any means 

of transportation or communication in interstate commerce unless a 

registration statement is filed (for making offers) or in effect (for selling). 

This means, unless the business can raise funds without selling a 

“security” (recall the discussion earlier), it must find an exemption from 

registration, or it must register. The same is generally true under state 

blue sky laws. E.g., Uniform Securities Act (1985 rev.) § 301; Cal. Corp. 

Code § 25110. Section 3 of the 1933 Securities Act exempts certain 

securities and Section 4 exempts certain transactions from registration. 

State blue sky laws often employ a similar pattern of exempting types of 

securities and types of transactions. E.g., Uniform Securities Act (1985 

rev.) §§ 401, 402; Cal. Corp. Code §§ 25100, 25102, 25105. The following 

materials explore several of the more widely used exemptions, first under 

the federal, and then under the state, acts. 

(i) Private Offerings 

Doran v. Petroleum Management Corp. 
545 F.2d 893 (5th Cir.1977). 

■ GOLDBERG, CIRCUIT JUDGE: 

In this case a sophisticated investor who purchased a limited 

partnership interest in an oil drilling venture seeks to rescind. The 

question raised is whether the sale was part of a private offering 

exempted by § 4(2) [currently § 4(a)(2) Ed.] of the Securities Act of 1933, 

* * * from the registration requirements of that Act * * *. We hold that in 

the absence of findings of fact that each offeree had been furnished 

information about the issuer that a registration statement would have 

disclosed or that each offeree had effective access to such information, 

the district court erred in concluding that the offering was a private 

placement. Accordingly, we reverse and remand. 

I. Facts 

Prior to July 1970, Petroleum Management Corporation (PMC) 

organized a California limited partnership for the purpose of drilling and 

http://www.westlaw.com/find/default.wl?ft=Y&db=0000350&rs=ap2.0&rp=%2ffind%2fdefault.wl&serialnum=1977103425&fn=_top&findtype=Y&vr=2.0&wbtoolsId=1977103425&HistoryType=F
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operating four wells in Wyoming. The limited partnership agreement 

provided for both “participants,” * * * and “special participants.” 

PMC and Inter-Tech Resources, Inc., were initially the only “special 

participants” in the limited partnership. They were joined by four 

“participants.” As found by the district court, PMC contacted only four 

other persons with respect to possible participation in the partnership. 

All but the plaintiff declined. 

During the late summer of 1970, plaintiff William H. Doran, Jr., 

received a telephone call from a California securities broker previously 

known to him. The broker, Phillip Kendrick, advised Doran of the 

opportunity to become a “special participant” in the partnership. PMC 

then sent Doran the drilling logs and technical maps of the proposed 

drilling area. PMC informed Doran that two of the proposed four wells 

had already been completed. Doran agreed to become “special 

participant” in the Wyoming drilling program. In consideration for his 

partnership share, Doran agreed to contribute $125,000 toward the 

partnership. Doran was to discharge this obligation by paying PMC 

$25,000 down and in addition assuming responsibility for the payment of 

a $113,643 note owed by PMC to Mid-Continent Supply Co. Doran’s share 

in the production payments from the wells was to be used to make the 

installment payments on the Mid-Continent note. 

* * * 

Following the cessation of production payments between November 

1971 and August 1972 and the decreased yields thereafter, the Mid-

Continent note upon which Doran was primarily liable went into default. 

* * * 

On October 16, 1972, Doran filed this suit in federal district court 

seeking * * *, rescission of the contract based on violations of the 

Securities Acts of 1933 and 1934, and a judgment declaring the 

defendants liable for payment of the state judgment obtained by Mid-

Continent. 

The court below found that the offer and sale of the “special 

participant” interest was a private offering because Doran was a 

sophisticated investor who did not need the protection of the Securities 

Acts. The court also found that there was no evidence that PMC, its 

officers, or Kendrick made any misrepresentation or omissions of 

material facts to Doran. * * * Doran filed this appeal. 

II. The Private Offering Exemption 

No registration statement was filed with any federal or state 

regulatory body in connection with the defendants’ offering of securities. 

Along with two other factors that we may take as established—that the 

defendants sold or offered to sell these securities, and that the defendants 

used interstate transportation or communication in connection with the 
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sale or offer of sale—the plaintiff thus states a prima facie case for a 

violation of the federal securities laws. * * * 

The defendants do not contest the existence of the elements of 

plaintiff’s prima facie case but raise an affirmative defense that the 

relevant transactions came within the exemption from registration found 

in § 4(2). * * * Specifically, they contend that the offering of securities 

was not a public offering. The defendants, who of course bear the burden 

of proving this affirmative defense, must therefore show that the offering 

was private. * * * 

This court has in the past identified four factors relevant to whether 

an offering qualifies for the exemption. The consideration of these factors, 

along with the policies embodied in the 1933 Act, structure the inquiry. 

* * * The relevant factors include the number of offerees and their 

relationship to each other and the issuer, the number of units offered, the 

size of the offering, and the manner of the offering. Consideration of these 

factors need not exhaust the inquiry, nor is one factor’s weighing heavily 

in favor of the private status of the offering sufficient to ensure the 

availability of the exemption. Rather, these factors serve as guideposts 

to the court in attempting to determine whether subjecting the offering 

to registration requirements would further the purposes of the 1933 Act. 

The term, “private offering,” is not defined in the Securities Act of 

1933. The scope of the § 4(2) private offering exemption must therefore 

be determined by reference to the legislative purposes of the Act. In SEC 

v. Ralston Purina Co., [346 U.S. 119], the SEC had sought to enjoin a 

corporation’s offer of unregistered stock to its employees, and the Court 

grappled with the corporation’s defense that the offering came within the 

private placement exemption. The Court began by looking to the 

statutory purpose: 

Since exempt transactions are those as to which “there is no 

practical need for * * *[the bill’s] application,” the applicability 

of [§ 4(2)] should turn on whether the particular class of persons 

affected need the protection of the Act. An offering to those who 

are shown to be able to fend for themselves is a transaction “not 

involving any public offering.” 

346 U.S. at 124, 73 S.Ct. 984. According to the Court, the purpose of the 

Act was “to protect investors by promoting full disclosure of information 

thought necessary to informed investment decisions.” Id. at 124, 73 S.Ct. 

984. It therefore followed that “the exemption question turns on the 

knowledge of the offeree.” Id. at 126–27, 73 S.Ct. at 985. That formulation 

remains the touchstone of the inquiry into the scope of the private 

offering exemption. It is most nearly reflected in the first of the four 

factors: the number of offerees and their relationship to each other and 

to the issuer. 

In the case at bar, the defendants may have demonstrated the 

presence of the latter three factors. A small number of units offered, 
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relatively modest financial stakes, and an offering characterized by 

personal contact between the issuer and offeree free of public advertising 

or intermediaries such as investment bankers or securities exchanges—

these aspects of the instant transaction aid the defendants’ search for a 

§ 4(2) exemption. 

Nevertheless, with respect to the first, most critical, and 

conceptually most problematic factor, the record does not permit us to 

agree that the defendants have proved that they are entitled to the 

limited sanctuary afforded by § 4(2). We must examine more closely the 

importance of demonstrating both the number of offerees and their 

relationship to the issuer in order to see why the defendants have not yet 

gained the § 4(2) exemption. 

A. The Number of Offerees 

Establishing the number of persons involved in an offering is 

important both in order to ascertain the magnitude of the offering and in 

order to determine the characteristics and knowledge of the persons thus 

identified. 

The number of offerees, not the number of purchasers, is the relevant 

figure in considering the number of persons involved in an offering. * * * 

A private placement claimant’s failure to adduce any evidence regarding 

the number of offerees will be fatal to the claim. * * * The number of 

offerees is not itself a decisive factor in determining the availability of 

the private offering exemption. Just as an offering to few may be public, 

so an offering to many may be private. * * * Nevertheless, “the more 

offerees, the more likelihood that the offering is public.” Hill York Corp. 

v. American International Franchises, Inc., * * *, 448 F.2d at 688. In the 

case at bar, the record indicates that eight investors were offered limited 

partnership shares in the drilling program—a total that would be 

entirely consistent with a finding that the offering was private. 

The defendants attempt to limit the number of offerees even further, 

however. They argue that Doran was the sole offeree because all others 

contacted by PMC were offered “participant” rather than “special 

participant” interests. * * * 

The argument is, in any event, unsupported by the record. * * * 

In considering the number of offerees solely as indicative of the 

magnitude or scope of an offering, the difference between one and eight 

offerees is relatively unimportant. Rejecting the argument that Doran 

was the sole offeree is significant, however, because it means that in 

considering the need of the offerees for the protection that registration 

would have afforded we must look beyond Doran’s interests to those of 

all his fellow offerees. Even the offeree-plaintiff’s 20–20 vision with 

respect to the facts underlying the security would not save the exemption 

if any one of his fellow offerees was in a blind. 
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B. The Offerees’ Relationship to the Issuer 

Since SEC v. Ralston, supra, courts have sought to determine the 

need of offerees for the protections afforded by registration by focusing 

on the relationship between offerees and issuer and more particularly on 

the information available to the offerees by virtue of that relationship. 

* * * Once the offerees have been identified, it is possible to investigate 

their relationship to the issuer. 

The district court concluded that the offer of a “special participant” 

interest to Doran was a private offering because Doran was a 

sophisticated investor who did not need the protections afforded by 

registration. It is important, in light of our rejection of the argument that 

Doran was the sole offeree, that the district court also found that all four 

“participants” and all three declining offerees were sophisticated 

investors with regard to oil ventures. 

* * * 

1. The role of investment sophistication 

The lower court’s finding that Doran was a sophisticated investor is 

amply supported by the record, as is the sophistication of the other 

offerees. Doran holds a petroleum engineering degree from Texas A & M 

University. His net worth is in excess of $1,000,000. His holdings of 

approximately twenty-six oil and gas properties are valued at $850,000. 

Nevertheless, evidence of a high degree of business or legal 

sophistication on the part of all offerees does not suffice to bring the 

offering within the private placement exemption. We clearly established 

that proposition in Hill York Corp. v. American International Franchises, 

Inc., * * * 448 F.2d at 690. We reasoned that “if the plaintiffs did not 

possess the information requisite for a registration statement, they could 

not bring their sophisticated knowledge of business affairs to bear in 

deciding whether or not to invest * * *.” Sophistication is not a substitute 

for access to the information that registration would disclose. * * * As we 

said in Hill York, although the evidence of the offerees’ expertise “is 

certainly favorable to the defendants, the level of sophistication will not 

carry the point. In this context, the relationship between the promoters 

and the purchasers and the ‘access to the kind of information which 

registration would disclose’ become highly relevant factors.” 448 F.2d at 

690.10 

In short, there must be sufficient basis of accurate information upon 

which the sophisticated investor may exercise his skills. Just as a 

scientist cannot be without his specimens, so the shrewdest investor’s 

acuity will be blunted without specifications about the issuer. For an 

investor to be invested with exemptive status he must have the required 

data for judgment. 

 
10 We do not intimate that evidence of the offerees’ sophistication is required in all cases 

to establish a private offering exemption under § 4(2). * * * 
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2. The requirement of available information 

The interplay between two factors, the relationship between offerees 

and issuer and the offerees’ access to information that registration would 

disclose, has been a matter of some conceptual and terminological 

difficulty. For purposes of this discussion, we shall adopt the following 

conventions: We shall refer to offerees who have not been furnished 

registration information directly, but who are in a position relative to the 

issuer to obtain the information registration would provide, as having 

“access” to such information. By a position of access we mean a 

relationship based on factors such as employment, family, or economic 

bargaining power that enables the offerees effectively to obtain such 

information. * * * When offerees, regardless of whether they occupy a 

position of access, have been furnished with the information a 

registration statement would provide, we shall say merely that such 

information has been disclosed. When the offerees have access to or there 

has been disclosure of the information registration would provide, we 

shall say that such information was available. 

The requirement that all offerees have available the information 

registration would provide has been firmly established by this court as a 

necessary condition of gaining the private offering exemption. Our 

decisions have been predicated upon Ralston Purina, supra, where the 

Supreme Court held that in the absence of a showing that the “key 

employees” to whom a corporation offered its common stock had 

knowledge obviating the need for registration, the offering did not qualify 

for the private offering exemption. The Court said that an employee 

offering would come within the exemption if it were shown that the 

employees were “executive personnel who because of their position have 

access to the same kind of information that the act would make available 

in the form of a registration statement.” * * * 

* * * Because the district court failed to apply this test to the case at 

bar, but rather inferred from evidence of Doran’s sophistication that his 

purchase of a partnership share was incident to a private offering, we 

must remand so that the lower court may determine the extent of the 

information available to each offeree. 

More specifically, we shall require on remand that the defendants 

demonstrate that all offerees, whatever their expertise, had available the 

information a registration statement would have afforded a prospective 

investor in a public offering. Such a showing is not independently 

sufficient to establish that the offering qualified for the private 

placement exemption, but it is necessary to gain the exemption and is to 

be weighed along with the sophistication and number of the offerees, the 

number of units offered, and the size and manner of the offering. * * * 

Because in this case these latter factors weigh heavily in favor of the 

private offering exemption, satisfaction of the necessary condition 

regarding the availability of relevant information to the offerees would 

compel the conclusion that this offering fell within the exemption. 
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* * * 

C. On Remand: The Issuer-Offeree Relationship 

In determining on remand the extent of the information available to 

the offerees, the district court must keep in mind that the “availability” 

of information means either disclosure of or effective access to the 

relevant information. The relationship between issuer and offerees is 

most critical when the issuer relies on the latter route. 

To begin with, if the defendants could prove that all offerees were 

actually furnished the information a registration statement would have 

provided, whether the offerees occupied a position of access pre-existing 

such disclosure would not be dispositive of the status of the offering. If 

disclosure were proved and if, as here, the remaining factors such as the 

manner of the offering and the investment sophistication of the offerees 

weigh heavily in favor of the private status of the offering, the absence of 

a privileged relationship between offerees and issuer would not preclude 

a finding that the offering was private. Any other conclusion would tear 

out of context this court’s earlier discussions of the § 4(2) exemption and 

would conflict with the policies of the exemption. 

Alternatively it might be shown that the offeree had access to the 

files and record of the company that contained the relevant information. 

Such access might be afforded merely by the position of the offeree or by 

the issuer’s promise to open appropriate files and records to the offeree 

as well as to answer inquiries regarding material information. In either 

case, the relationship between offeree and issuer now becomes critical, 

for it must be shown that the offeree could realistically have been 

expected to take advantage of his access to ascertain the relevant 

information.12 Similarly the investment sophistication of the offeree 

assumes added importance, for it is important that he could have been 

expected to ask the right questions and seek out the relevant 

information. 

In sum, both the relationship between issuer and offeree and the 

latter’s investment sophistication are critical when the issuer or another 

relies on the offeree’s “access” rather than the issuer’s “disclosure” to 

come within the exemption. * * * 

1. Disclosure or access: a disjunctive requirement 

That our cases sometimes fail clearly to differentiate between 

“access” and “disclosure” as alternative means of coming within the 

private offering exemption is, perhaps, not surprising. Although the 

Ralston Purina decision focused on whether the offeree had “access” to 

the required information, * * * the holding that “the exemption question 

turns on the knowledge of the offeree,” * * * could be construed to include 

possession as well as access. Such an interpretation would require 

 
12 For example, this offeree’s ability to compel the issuer to make good his promise may 

depend on the offeree’s bargaining power or on his family or employment relationship to the 
issuer. 
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disclosure as a necessary condition of obtaining a private offering 

notwithstanding the offerees’ access to the information that registration 

would have provided. 

Both the Second and the Fourth Circuits, however, have interpreted 

Ralston Purina as embodying a disjunctive requirement. * * * 

The cases in this circuit are not inconsistent with this view. * * * 

2. The role of insider status 

Once the alternative means of coming within the private placement 

exemption are clearly separated, we can appreciate the proper role to be 

accorded the requirement that the offerees occupy a privileged or 

“insider” status relative to the issuer. That is to say, when the issuer 

relies on “access” absent actual disclosure, he must show that the offerees 

occupied a privileged position relative to the issuer that afforded them 

an opportunity for effective access to the information registration would 

otherwise provide.15 When the issuer relies on actual disclosure to come 

within the exemption, he need not demonstrate that the offeree held such 

a privileged position. Although mere disclosure is not a sufficient 

condition for establishing the availability of the private offering 

exemption, and a court will weigh other factors such as the manner of the 

offering and the investment sophistication of the offerees, the “insider” 

status of the offerees is not a necessary condition of obtaining the 

exemption. 

* * * 

IV. Conclusion 

An examination of the record and the district court’s opinion in this 

case leaves unanswered the central question in all cases that turn on the 

availability of the § 4(2) exemption. Did the offerees know or have a 

realistic opportunity to learn facts essential to an investment judgment? 

We remand so that the trial court can answer that question. 

* * * 

NOTES 

1. How is Mr. Doran—a sophisticated investor who did not prove the 

defendants misled him—able to sue in order to rescind and get his money 

back? See Sec. Act § 12(a)(1). Would he have done so had the venture gone 

well? Is there any way for an issuer—which realizes too late it violated 

Section 5 through the sale of an unregistered security—to avoid acting as an 
 

15 That all offerees are in certain respects “insiders” does not ensure that the issuer will 
gain the private placement exemption. An insider may be an insider with respect to fiscal 
matters of the company, but an outsider with respect to a particular issue of securities. He may 
know much about the financial structure of the company but his position may nonetheless not 
allow him access to a few vital facts pertaining to the transaction at issue. If Doran had effective 
access to all information that registration would provide, he would be a transactional insider. 
That is all we require regarding the availability of information. If, on the other hand, his inside 
knowledge was incomplete or his access ineffective, he would be a transactional outsider despite 
the fact that we might consider him an “insider” for other purposes. 
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insurer of its success until the statute of limitations expires? Suppose, upon 

realizing its error, the issuer immediately offers to rescind the sale? See SEC 

No Action Letter, Steiger Tractor, Inc. (July 21, 1975) (SEC view that a 

rescission offer does not preclude potential liability under Section 12). What 

other sanctions may be imposed if there is an unregistered sale of securities 

and no exemption? See Sec. Act § 24 (criminal liability). By the way, is it only 

the issuer who is liable for the sale of unregistered securities? See Pinter v. 

Dahl, 486 U.S. 622 (1988) (parties, who solicit investors, in order to aid 

themselves or the issuer, can also be liable as a seller of securities). 

Doran involved the sale of limited partnership interests. Benjamin v. 

Cablevision Programming Investments, reprinted earlier, also involved an 

attempt to rescind the purchase of unregistered limited partnership 

interests—in that instance for violating the Illinois Securities law. Does this 

suggest a potentially serious omission in the discussion of forming various 

non-corporate entities in Chapter III? Recall, as well, that stock, even in a 

closely held corporation, is a security, and that debt instruments issued by a 

business also can be a security. Does this suggest an equally serious omission 

in Chapter IV? The moral is to provide a warning against the temptation to 

assume that the formation of non-corporate entities and closely held 

corporations does not require dealing with securities laws generally, and 

with the registration requirement of those laws particularly. 

2. What exactly are the criteria for the private offering exemption? The 

court points to two seemingly disparate tests. The first is a list of four factors 

(which stem from a 1935 SEC General Counsel Opinion). How significant is 

this list? After all, the defendants established three and one-half of the 

factors, but the court still remanded for determination of an issue which, on 

its face, did not even seem to make the list. Indeed, two of the four factors 

appear largely spurious. The number of units (such as shares of stock) offered 

is a function of the price per unit. Even a one-person corporation could issue 

its sole owner thousands upon thousands of shares if the price per share is 

low enough. Yet, this would certainly not be a public offering. On the other 

hand, a limited partnership might issue only several hundred units (limited 

partnership interests); yet this would probably entail a public offering. 

Similarly, the size of the offering (in terms of dollars raised) generally does 

not lead to different results in decided cases. In fact, private placements to 

institutional investors can run into the tens or hundreds of millions of 

dollars. Schneider, The Statutory Law of Private Placements, 14 Rev. Sec. 

Reg. 869 (1981). The manner of offering—more specifically the lack of 

general solicitations or advertising—is a very relevant factor; albeit one 

which is probably a necessary, but not a sufficient, condition for a private 

offering. This brings one to the number of offerees and their relationship with 

issuer. Yet, the small number of offerees, in itself, could not save the 

defendants in Doran. Indeed, some courts have held that even an offer to one 

person could be a public offering. E.g., G. Eugene England Foundation v. 

First Federal Corp., 663 F.2d 988 (10th Cir.1973). At the other end, there is 

no maximum number which, in itself, constitutes an offering public versus 

private. SEC v. Ralston Purina Co., 346 U.S. 119 (1953). 
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Perhaps the key lies in the other source looked to by the court: the 

Supreme Court’s test in Ralston Purina. This approach—which the Doran 

court cubbyholed into the factor of the relationship of offerees to the issuer—

examines whether the offerees could fend for themselves, rather than 

needing the protection of registration. Who exactly does this encompass? To 

begin with, the typical issuer (a corporation or non-corporate entity) cannot 

provide information itself; it takes people to do this. Suppose a corporation 

or non-corporate entity proposes to sell securities to the persons establishing 

or running the company: do the promoters or top managers of a company 

need the protection of reading a registration statement for which they 

themselves would have provided the information (either from their own 

knowledge or by tracking the information down from others in the company)? 

Of course, especially as the organization grows, not all insiders may have 

either knowledge of, or access to, the necessary facts—thus raising the 

court’s caveat in footnote 18 that not all insiders are really insiders for this 

purpose. The general point remains, however, if one can say of an individual, 

“if he or she does not know about this company, who does?” then that 

individual hardly needs the protection of registration. Moving beyond 

insiders, suppose the firm’s representatives negotiate a loan with a bank, or 

an investment from a venture capital firm. Do such institutions need the 

protection of reading a registration statement? Why not? This brings one to 

the court’s discussion of sophistication and availability of information. 

Looking first at sophistication, how does one know if an offeree is 

“sophisticated”? Suppose, instead of having a petroleum engineering degree, 

Doran was a medical doctor worth over $1,000,000, and with oil and gas 

holdings valued at $850,000. Would he still be sophisticated? Suppose his net 

worth resulted from a lucrative medical practice, and he lost money on his 

oil and gas investments: Any different result? The court in Doran indicates 

sophistication without available information is not enough. What about the 

converse? Is it sufficient to provide all the information which a registration 

statement would disclose in order to solicit friends, neighbors or relatives? 

See SEC v. Continental Tobacco Co., 463 F.2d 137 (5th Cir.1972) (no). What 

if the offeree is involved in the formation of the business and expected to play 

an active role thereafter? Must that person be sophisticated about 

investments in general? What if the court disagrees with the seller’s 

judgment as to the sophistication of a particular offeree? Alternately, 

suppose an offeree misleads the issuer as to his or her background and 

sophistication. Is good faith adequate to establish the exemption? See SEC 

v. Holschuh, 694 F.2d 130 (7th Cir.1982) (no, although it may be relevant to 

what sanction is imposed). 

Next, consider the requirement of available information. As the court 

explains, one possibility here is for the issuer actually to furnish the offerees 

with the information a registration statement would have provided. To the 

extent the issuer accomplishes this by preparing and distributing a 

memorandum or circular, then what has it saved by avoiding registration? 

Is there any difference in potential liability for misstatements? Compare Sec. 

Act § 11 (which the court applied in BarChris), with Ernst & Ernst v. 

Hochfelder, 425 U.S. 185 (1976) (no liability for misstatements under Section 
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10(b) and Rule 10b–5 unless there was scienter). Beyond this, does such an 

offering circular or memorandum need to contain precisely the same 

information a registration statement would provide? See Livens v. William 

D. Witter, Inc., 374 F.Supp. 1104 (D.Mass.1974) (no). Also, an offering 

document for a private placement does not require SEC review. 

Finally, keep in mind the court looked at the number, sophistication and 

access to information of offerees, not just purchasers. What, if anything, is 

the practical significance of this? 

3. On remand in Doran, who has the burden of proof on the question raised 

by the Court of Appeals? Suppose the issuer is unable to determine what 

information all the offerees received or had access to? Suppose an issuer does 

not know how sophisticated each offeree was, or worse, to whom and to how 

many individuals offers were made? See Western Federal Corp. v. Erickson, 

739 F.2d 1439 (9th Cir.1984) (exemption denied). What steps can the issuer 

take before litigation to prevent a fatal failure of proof on these questions? 

4. What if one of the initial buyers who is informed and sophisticated 

resells to someone who is not? This is precisely what happens in a firm 

commitment underwriting. Does this mean resales could destroy the private 

offering exemption? If so, what can the issuer do? See Sec. Act Rel. No. 5121 

(December 30, 1970): 

An important factor to be considered is whether the securities 

offered have come to rest in the hands of the initially informed 

group or whether the purchasers are merely conduits for a wider 

distribution. It is essential that the issuer of the securities take 

careful precautions to assure that a public offering does not result 

through resales of securities purchased in transactions meeting the 

tests set forth in the Ralston Purina case, for, if in fact the 

purchasers do acquire the securities with a view to distribution, the 

seller assumes the risk of possible violation of the registration 

requirements of the Act and consequent civil and criminal 

liabilities. 

These possibilities have led to the practice whereby issuers 

procure from the initial purchasers representations that they have 

acquired the securities for investment. A statement from an initial 

purchaser that he is purchasing for investment is not conclusive as 

to his actual intent. However, since the terms of an exemption are 

to be strictly construed against a claimant who has the burden of 

proving its availability, in many cases the issuer has placed a 

legend on such securities and stop-transfer instructions have been 

issued to the transfer agent. These precautions—placing the legend 

on the securities and issuing the stop-transfer orders—are not to 

be regarded as a basis for exemption, but they have proved in many 

cases to be an effective means of preventing illegal distributions. 

The use of the legend also alerts the buyer to the restricted 

character of the securities he has acquired and thus calls attention 

to material facts which assist in the protection of public investors. 

* * * 
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The Division will regard the presence or absence of an 

appropriate legend and stop-transfer instructions as a factor in 

considering whether the circumstances surrounding the offering 

are consistent with the exemption under Section 4(2) of the Act. 

Consequently, issuers are urged to stamp or print on the face of 

certificates or other instruments evidencing restricted securities a 

conspicuous legend referring to the fact that the securities have not 

been registered under the Securities Act of 1933 and may be offered 

and sold only if registered pursuant to the provisions of that Act or 

if an exemption from registration is available. Issuers are also 

urged to issue stop-transfer instructions to prevent the transfer of 

the securities in such cases. 

Later, this chapter will explore when and how owners can resell 

unregistered securities. 

5. Suppose, after starting a private offering, the issuer changes its mind 

and decides to go public (or, after an abortive effort at going public, the issuer 

decides to undertake a private offering). If a court were to treat the effort to 

sell shares in a private offering, and the effort to go public, as all part of one 

offering—in other words, to integrate the two offerings—the result could be 

that the later public sales would turn the earlier private offers (even if there 

were no private sales) into a violation of Section 5 (or that the earlier public 

offers would turn the later private sales into a violation of Section 5). 

Fortunately, in Rule 155, the Securities Exchange Commission created a safe 

harbor under which abortive private offerings in which no securities were 

sold will not be integrated with a subsequent public offering (or an abortive 

public offering in which no securities were sold will not be integrated with 

subsequent private sales). 

(ii) Regulation D 

We just saw that the private offering exemption of Section 4(a)(2) as 

interpreted by cases such as Doran has fuzzy boundaries that create risks 

in its use. Fortunately, the SEC as the agency charged with enforcing the 

Securities Act has authority to promulgate regulations interpreting 

Section 4(a)(2). In addition, Section 3(b) of the Securities Act empowers 

the SEC to create exemptions for so-called small offerings. The SEC used 

both its authority to interpret Section 4(a)(2) and its authority to exempt 

small offerings by adopting an integrated set of exemptions grouped 

together under the title Regulation D, the goal for which is to establish 

exemptions with clearer guidelines.  

Regulation D has evolved over the years. As it currently stands, the 

regulation contains two exemptions: Rule 504, which is an exemption for 

small offerings (although now reaching more than the dollar limit of 

Section 3(b)(1)), and Rule 506, which is an interpretation of Section 

4(a)(2). Regulation D started out with a third exemption, Rule 505, which 

is gone. 

Rule 504 provides an exemption for offerings of no more than $10 

million. This $10 million cap limits both the amount which the issuer can 
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raise in the offering at hand, as well as the amount the issuer can raise 

within twelve months if it makes multiple offerings exempt under Rule 

504. Hence, for example, Rule 504 would not exempt either an offering 

raising $11 million or an offering raising $6 million if 9 months earlier 

the firm had raised $5 million in a different offering exempt under Rule 

504. 

Beyond its dollar limit, Rule 504 contains a nuanced limit on resales 

and general solicitations—two concerns mentioned earlier in dealing 

with Section 4(a)(2). Specifically, an issuer can avoid limits on resales, 

and can engage in general solicitations, only if (i) the issuer registers the 

offering pursuant to a state blue sky law which requires delivery of a 

disclosure document to investors, or (ii) the issuer sells the securities 

pursuant to a state blue sky law exemption which allows general 

solicitations of an offering open only to “accredited investors.” 

Rule 506 provides an exemption without any dollar limit. While Rule 

506 is an interpretation of Section 4(a)(2), it is not an interpretation of 

what Section 4(a)(2) requires for every private placement. Rather, it is a 

“safe harbor” within which the SEC deems a private offering to occur but 

outside of which issuers take their chances with the law as laid out in 

cases like Doran. 

As currently constructed, Rule 506 embodies two distinct 

approaches. One, similar to Section 4(a)(2) as applied in Doran, looks at 

the number and nature of the purchasers, the information they received, 

the manner of their solicitation, and the possibility of resale—albeit with 

clearer guidelines. Specifically, there can only be up to 35 unaccredited 

purchasers in any 90-day period, who must all be sophisticated (or, more 

precisely, the purchaser, or his or her “purchaser representative,” must 

have knowledge and experience in financial and business matters 

making him or her capable of evaluating the merits and risks of the 

prospective investment). In addition, unaccredited purchasers must 

receive the information called for in Regulation D (the extent of which 

depends upon the issuer), there can be no general solicitations, and the 

securities are subject to limits on resale. 

An alternate approach, adopted in response to Congressional 

command in the Jobs Act, applies when the issuer takes reasonable steps 

to ensure that all purchasers are accredited investors. The only limit in 

this situation is one on resales. 

While Regulation D seeks to provide clearer guidelines for exempt 

offerings, it introduces new concepts, such as accredited investors, and 

various specific requirements, all of which require explanations and can 

raise questions. The initial source for becoming familiar with these 

concepts and requirements is to read the regulation itself. The SEC has 

also provided additional guidance. 
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Securities Act Release No. 33–6455 
Interpretive Release on Regulation D, March 3, 1983. 

* * * This release is intended to assist those persons who wish to 

make offerings in reliance on the exemptions in Regulation D by 

presenting the staff’s views on frequently raised questions. * * * 

Regulation D is composed of six rules, Rules 501–506. [It now also 

contains Rules 507 and 508, but no longer Rule 505. Ed.] The first three 

rules [501–503] set forth general terms and conditions that apply in 

whole or in part to the exemptions. * * * The exemptions of Regulation D 

are set forth in Rules 504 [and] 506. 

* * * 

I. Definitions—Rule 501 

A. Accredited Investor—Rule 501(a) 

Defined in Rule 501(a), the term “accredited investor” is significant 

to the operation of Regulation D. * * * [F]or instance, accredited investors 

are not included in computing the number of purchasers in offerings 

conducted in reliance on Rule * * * 506. Also, if accredited investors are 

the only purchasers in offerings under Rule * * * 506, Regulation D does 

not require delivery of specific disclosure as a condition of the 

exemptions. * * * [I]n an offering under Rule 506, the issuer’s obligation 

to ensure the sophistication of purchasers applies to investors that are 

not accredited. * * * [Finally, there is now no bar on general solicitations 

if the only purchasers are accredited investors. Ed]  

The definition sets forth * * * categories of investor that may be 

accredited. The following questions and answers cover certain issues 

under various of those categories. * * * 

1. General 

The definition of “accredited investor” includes any person who 

comes within or “who the issuer reasonably believes” comes within one of 

the enumerated categories “at the time of the sale of the securities to that 

person.” What constitutes “reasonable” belief will depend on the facts of 

each particular case. [Rule 506 now deems some actions—such as 

checking tax returns if relying on the purchaser’s income for accredited 

status, or checking brokerage or bank statements, tax assessor reports, 

property appraisals by independent appraisers and credit agency reports 

on liabilities if relying on the purchaser’s net worth—to constitute 

reasonable investigation into an investor’s accredited status. Ed.]  

* * * 

5. Natural Persons—Rules 501(a)[(5)–(6)] 

Rules 501(a)[(5)] and [(6)] apply only to natural persons. Paragraph 

[(5)] accredits any natural person with a net worth at the time of 

purchase in excess of $1,000,000. If the investor is married, the rule 

permits the use of joint net worth of the couple. Paragraph [(6)] accredits 
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any natural person whose income has exceeded $200,000 in each of the 

two most recent years and is reasonably expected to exceed $200,000 in 

the year of the investment. 

(20) Question: A corporation with a net worth of $2,000,000 

purchases securities in a Regulation D offering. Is the corporation an 

accredited investor under Rule 501(a)[(5)]? 

Answer: No. Rule 501(a)[(5)] is limited to “natural” persons. [Rule 

501(a)(3), however, now includes corporations or other for-profit entities 

as accredited investors if they have over $5 million in assets. Ed.] 

(21) Question: In calculating net worth for purposes of Rule 

501(a)[(5)], may the investor include the estimated fair market value of 

his principal residence as an asset? 

Answer: [Rule 501(a)(5) now does not allow the net worth to include 

the value of the investor’s primary residence. Ed]. 

(22) Question: May a purchaser take into account income of a spouse 

in determining possible accreditation under Rule 501(a)[(6)]? 

Answer: [Rule 501(a)(5) now deems spouses having a combined 

income over $300,000 over the relevant period to be accredited investors. 

Ed.] 

[Other categories of individuals who are accredited investors include 

directors or other “knowledgeable employees” of the issuer, as well as 

individuals who have professional certifications or credentials, such as 

licensed investment advisors, that the SEC deems to qualify one as 

knowledgeable in investing. Ed] 

* * * 

B. Aggregate Offering Price—Rule 501(c) 

The “aggregate offering price,” defined in Rule 501(c), is the sum of 

all proceeds received by the issuer for issuance of its securities. The term 

is important to the operation of Rule 504, * * * which impose[s] a 

limitation on the aggregate offering price as a specific condition to the 

availability of the exemption. 

(31) Question: The sole general partner of a real estate limited 

partnership contributes property to the program. Must that property be 

valued and included in the overall proceeds of the offering as part of the 

aggregate offering price? 

Answer: No, assuming the property is contributed in exchange for a 

general partnership interest. [This is because a general partnership 

interest in a limited partnership is not a security and hence the 

contributed property is not proceeds received by the issuer in exchange 

for its securities. Ed.] 

* * * 

(34) Question: An offering of interests in an oil and gas limited 

partnership provides for additional voluntary assessments. These 
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assessments, undetermined at the time of the offering, may be called at 

the general partner’s discretion for developmental drilling activities. 

Must the assessments be included in the aggregate offering price, and if 

so, in what amount? 

Answer: Because it is unclear that the assessments will ever be 

called, and because if they are called, it is unclear at what level, the 

issuer is not required to include the assessments in the aggregate offering 

price. In fact, the assessments will be consideration received for the 

issuance of additional securities in the limited partnership. This issuance 

will need to be considered along with the original issuance for possible 

integration, or, if not integrated, must find its own exemption from 

registration. 

(35) Question: In purchasing interests in an oil and gas partnership, 

investors agree to pay mandatory assessments. The assessments, 

essentially installment payments, are non-contingent and investors will 

be personally liable for their payment. Must the issuer include the 

assessments in the aggregate offering price? 

Answer: Yes. 

* * * 

D. Purchaser Representative—Rule 501([i]) 

A purchaser representative is any person who satisfies, or who the 

issuer reasonably believes satisfies, four conditions enumerated in Rule 

501([i]). Beyond the obligations imposed by that rule, any person acting 

as a purchaser representative must consider whether or not he is 

required to register as a broker-dealer under section 15 of the Securities 

Exchange Act of 1934 (the “Exchange Act”) * * * or as an investment 

adviser under section 203 of the Investment Advisers Act of 1940. 

* * * 

(39) Question: May the issuer in a Regulation D offering pay the fees 

of the purchaser representative? 

Answer: Yes. Nothing in Regulation D prohibits the payment by the 

issuer of the purchaser representative’s fees. Rule 501(h)(4), however, 

requires disclosure of this fact.25 

* * * 

II. Disclosure Requirements—Rule 502(b) 

A. When Required 

Rule 502(b)(1) sets forth the circumstances when disclosure of the 

kind specified in the regulation must be delivered to investors. The 

regulation requires the delivery of certain information [“a reasonable 

 
25 Note 3 to Rule 501([i]) points out that disclosure of a material relationship between the 

purchaser representative and the issuer will not relieve the purchaser representative of the 
obligation to act in the interest of the purchaser. 
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time”] prior to sale if the offering is conducted in reliance on Rule * * * 

506 and if there are unaccredited investors. If the offering is conducted 

in compliance with Rule 504 or if securities are sold only to accredited 

investors, Regulation D does not specify the information that must be 

disclosed to investors.26 

* * * 

B. What Required 

Regulation D divides disclosure into two categories; that to be 

furnished by non-reporting companies and that required for reporting 

companies. 

* * * 

(42) Question: When an issuer is required to deliver specific 

disclosure, must that disclosure be in written form? 

Answer: Yes. 

* * * 

III. Operational Conditions 

A. Integration—Rule 502(a) 

* * * 

Integration operates to identify the scope of a particular offering by 

considering the relationship between multiple transactions. * * * The 

integration doctrine prevents an issuer from circumventing the 

registration requirements of the Securities Act by claiming a separate 

exemption for each part of a series of transactions that comprises a single 

offering.  

* * * 

B. Calculation of the Number of Purchasers—Rule 501(e) 

Rule 501(e) governs the calculation of the number of purchasers in 

offerings that rely * * * on Rule * * * 506. [This Rule] limit[s] the number 

of non-accredited investors to 35. Rule 501(e) has two parts. The first 

excludes certain purchasers from the calculation. The second establishes 

basic principles for counting of corporations, partnerships, or other 

entities. 

* * * 

(57) Question: An investor in a Rule 506 offering is a general 

partnership that was not organized for the specific purpose of acquiring 

the securities offered. The partnership has ten partners, five of whom do 

not qualify as accredited investors. The partnership will make an 

 
26 As noted in Preliminary Note 1, Regulation D transactions are exempt from the 

registration requirements of the Securities Act, not the antifraud provisions. Thus, nothing in 
Regulation D states that an issuer need not give disclosure to an investor. Rather, the regulation 
provides that in certain instances the exemptions from the registration will not be conditioned 
on a particular content, format or method of disclosure. 
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investment of $100,000. How is the partnership counted and must the 

issuer make any findings as to the sophistication of the individual 

partners? 

Answer: Rule 501(e)(2) provides that the partnership shall be 

counted as one purchaser. The issuer is not obligated to consider the 

sophistication of each individual partner. 

* * * 

(59) Question: An investor in a Rule 506 offering is an investment 

partnership that is not accredited * * *. Although the partnership was 

organized two years earlier and has made investments in a number of 

offerings, not all the partners have participated in each investment. With 

each proposed investment by the partnership, individual partners have 

received a copy of the disclosure document and have made a decision 

whether or not to participate. How do the provisions of Regulation D 

apply to the partnership as an investor? 

Answer: The partnership may not be treated as a single purchaser. 

Rule 501(e)(2) provides that if the partnership is organized for the 

specific purpose of acquiring the securities offered, then each beneficial 

owner of equity interests should be counted as a separate purchaser. 

Because the individual partners elect whether or not to participate in 

each investment, the partnership is deemed to be reorganized for the 

specific purpose of acquiring the securities in each investment. Thus, the 

issuer must look through the partnership to the partners participating 

in the investment. The issuer must satisfy the conditions of Rule 506 as 

to each partner. 

C. Manner of Offering—Rule 502(c) 

Rule 502(c) prohibits the issuer or any person acting on the issuer’s 

behalf from offering or selling securities by any form of general 

solicitation or general advertising. The analysis of facts under Rule 

502(c) can be divided into two separate inquiries. First, is the 

communication in question a general solicitation or general 

advertisement? Second, if it is, is it being used by the issuer or by 

someone on the issuer’s behalf to offer or sell the securities? If either 

question can be answered in the negative, then the issuer will not be in 

violation of Rule 502(c). 

* * * 

In analyzing what constitutes a general solicitation, the staff 

considered a solicitation by the general partner of a limited partnership 

to limited partners in other active programs sponsored by the same 

general partner. In determining that this did not constitute a general 

solicitation the Division underscored the existence and substance of the 

pre-existing business relationship between the general partner and those 

being solicited. 

* * * 
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D. Limitations on Resale—Rule 502(d) 

Rule 502(d) makes it clear that Regulation D securities have 

limitations on transferability and [lists] certain precautions [the issuer 

can take] to restrict the transferability of the securities. 

(61) Question: An investor in a Regulation D offering wishes to resell 

his securities within a year after the offering. The issuer has agreed to 

register the securities for resale. Will the proposed resale under the 

registration statement violate Rule 502(d)? 

Answer: No. The function of Rule 502(d) is to restrict the 

unregistered resale of securities. Where the resale will be registered, 

however, such restrictions are unnecessary. 

IV. Exemptions 

A. Rule 504 

* * * 

Note 2 to Rule 504 sets forth a general principle to the operation of 

the rule on limiting the aggregate offering price * * *. It provides that if, 

as a result of one offering, an issuer exceeds the allowed aggregate 

offering price in a subsequent unintegrated offering, the exemption for 

the first offering will not be affected. 

* * * 

E. Questions Relating to Rules 504–506 

(74) Question: If an issuer relies on one exemption, but later realizes 

that exemption may not have been made available, may it rely on another 

exemption after the fact? 

Answer: Yes, assuming the offering met the conditions of the new 

exemption. No one exemption is exclusive of another. 

* * * 

(76) Question: Is Regulation D available to an underwriter for the 

sale of securities acquired in a firm commitment offering? 

Answer: No. As Preliminary Note 4 indicates, Regulation D is 

available only to the issuer of the securities and not to any affiliate of 

that issuer or to any other person for resales of the issuer’s securities. 

* * * 

V. Notice of Sale—Form D 

Rule 503 requires the issuer to file a notice of sale on Form D. The 

notice must be filed not later than 15 days after the first sale, every six 

months thereafter and no later than 30 days after the last sale. 

* * * 



SECTION C TARGETING THE APPROPRIATE INVESTORS 113 

 

  

NOTES 

1. Regulation D alleviates in various ways the uncertainties of the private 

offering exemption as applied in cases like Doran. For example, notice how 

Rule 506 looks to the number, nature and information received by 

purchasers—in contrast to the need to look at the number, nature and 

information received by all offerees (including those who do not buy) under 

Doran. The facts in Doran illustrate the significance of this difference. 

Moreover, Rules 507 and 508 allow some forgiveness of innocent mistakes—

albeit Rule 507 might in some circumstances impose a penalty as far as 

future use of Regulation D upon those who fail to file the required notice. 

2. Over the years, the greatest source of difficulty for those seeking to use 

Regulation D has come from the prohibition on general solicitations. The 

regulation itself lacks a definition as to what is a general solicitation. The 

Interpretive Release provides some guidance when it suggests that a general 

solicitation might exist unless there is a preexisting relationship between the 

business, or persons already involved in the business, and the purchaser. It 

turns out, however, that SEC interpretations have expanded the notion of 

who must have a pre-existing relationship with whom and the nature of this 

relationship from the example given in the release. 

There are no authoritative judicial rulings [interpreting what is a 

general solicitation]; until recently, nearly everything we knew 

about the ban came from a long series of no-action letters issued by 

the SEC staff. While trying to derive precise guidance from these 

letters is futile, there has consistently been a dominant message: 

the “pre-existing relationship” test is the key. Print or broadcast 

advertising that might somehow whet the appetite of investors for 

the stock in question is almost certainly impermissible, even if 

directed solely to accredited investors. Rather, there has to be a 

two-step process. First, someone must go prospecting for 

permissible investors and determine that they are qualified 

without hinting at a specific investment possibility. Then, after 

some decent interval, such pre-qualified investors may be contacted 

with the investment proposal. 

Until recently, this pre-qualification task was a cumbersome and 

fairly expensive one, conducted through mailings, telephone 

solicitations and examining records of previous investments. As a 

practical matter, the only entity with the natural interest and 

expertise to undertake this pre-qualification task was a registered 

broker-dealer, which would then earn a fee or commission by 

assisting the issuer in selling the securities to individuals on its 

prospect list. The no-action letters effectively channeled Regulation 

D financings in this direction. In this sense, the general solicitation 

requirement encouraged, if not insisted on, the intermediation of 

small business capital raising of any form that went much beyond 

friends, family members and employees of the issuer or its 

principals. This created a significant added expense. Langevoort, 

Angels on the Internet: The Elusive Promise of “Technological 
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Disintermediation” for Unregistered Offerings of Securities, 2 J. 

Small & Emerging Bus. L. 1, 7 (1998). 

Rule 148 creates an exception to the focus on a pre-existing relationship 

in determining if there is a general solicitation. This rule excludes so-called 

demo days in which certain organizations facilitate specified 

communications by multiple issuers to prospective investors from being 

considered a general solicitation. 

More broadly, Regulation D now deals with general solicitations by 

creating safe harbors within the safe harbor. Rule 504 allows general 

solicitations if the issuer registers under a state blue sky law requiring 

delivery of disclosure documents—albeit this does not remove the burden of 

registering an offering of securities as much as it channels such registration 

into state rather than federal law. Much more significantly, Rule 506 now 

allows general solicitations in offerings open only to accredited investors. 

3. As explained in the Release, another source of concern with Regulation 

D (as well as other exemptions) involves the concept of integration—in other 

words, refusing to treat seemingly separate offerings as separate offerings. 

So, for example, suppose the issuer sells securities to an individual who is 

clearly sophisticated and has a pre-existing relationship with those involved 

in the business but does not qualify as accredited, followed a short time later 

by sales to accredited investors having no such pre-existing relationship. 

While all the sales would fall within Rule 506 if considered two separate 

offerings, the sales would not be exempt under the rule if considered to be 

only one offering. 

For most of its existence, Regulation D employed a multi-part facts 

and circumstances test that asked whether the offerings were part of a 

single plan, involved the same class of securities, were made about the 

same time, received the same type of consideration, and were made for 

the same general purpose. Regulation D also provided a safe harbor for 

offerings completely separated by six months. The SEC liberalized its 

approach to integration in Rule 152. 

Rule 152 also employs a facts and circumstances test, but the new 

test replaces the focus on the broad relationship between the offerings 

and looks instead at how the offerings might impact compliance with the 

requirements of the individual exemptions. This is easiest to see when 

dealing with general solicitations—as in the example above. The concern 

is that general solicitations might whet the appetite of non-accredited 

investors to purchase securities sold by issuers to whom these investors 

lack a pre-existing relationship. Hence, if solicitations ostensibly aimed 

at accredited investors reach non-accredited investors prior to the non-

accredited investors having a relationship with the issuer, Rule 152 does 

not allow the issuer to argue that there are two separate offerings each 

exempt under a different part of Rule 506. 

By contrast, in the example above, the sale to the non-accredited 

investor with a pre-existing relationship occurred before the sales to the 

accredited investors having no such relationship. Assuming that the 
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solicitation of the accredited investors took place around the time of the 

sales to them and hence after the sale to the unaccredited investor, this 

timing would indicate that the solicitation of the accredited investors did 

not whet the appetite of the non-accredited investor prior to that 

investor’s relationship with the issuer. Indeed, so obvious is this logic 

that it forms the basis for one of Rule 152’s safe harbors: Use of 

exemptions allowing general solicitations after completion of exemptions 

which do not allow general solicitations. 

More broadly, Rule 152 replaces Regulation D’s prior safe harbor for 

offerings made more than six months apart with a safe harbor for 

offerings 30 days apart. One caveat on this 30-day safe harbor: If the 

issuer seeks to use an exemption that does not allow general solicitations 

after an offering that does, the issuer must reasonably believe that each 

purchaser in the later offering was not contacted in the earlier general 

solicitation unless that purchaser already had a relationship with the 

issuer. 

(iii) Crowdfunding, Regulation A, and Intrastate Offerings 

Three more specialized exemptions exist for (i) certain offerings over 

the Internet, (ii) offerings with disclosure requirements just short of 

those for a public offering, and (iii) offerings all within a single state. The 

first of these involves an exemption for “crowdfunding.” 

Securities Act Release Nos. 33–9470, 34–70741 
Crowdfunding, October 23, 2013. 

I. Introduction and Background  

A. Overview of Crowdfunding  

Crowdfunding is a new and evolving method to raise money using 

the Internet. Crowdfunding serves as an alternative source of capital to 

support a wide range of ideas and ventures. An entity or individual 

raising funds through crowdfunding typically seeks small individual 

contributions from a large number of people. A crowdfunding campaign 

generally has a specified target amount for funds to be raised, or goal, 

and an identified use of those funds. Individuals interested in the 

crowdfunding campaign—members of the “crowd”—may share 

information about the project, cause, idea or business with each other 

and use the information to decide whether or not to fund the campaign 

based on the collective “wisdom of the crowd.” Crowdfunding has been 

used to fund, for example, artistic endeavors, such as films and music 

recordings, where contributions or donations are rewarded with a token 

of value related to the project (e.g., a person contributing to a film’s 

production budget is rewarded with tickets to view the film and is 

identified in the film’s credits) or where contributions reflect the pre-

purchase of a finished product (e.g., a music album). A number of entities 

operate websites that facilitate crowdfunding in its current form, with 
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some websites specializing in certain industries, such as computer-based 

gaming, music and the arts, and other websites focusing on particular 

types of entrepreneurs. 

* * * 

In the United States, crowdfunding in its current form generally has 

not involved the offer of a share in any financial returns or profits that 

the fundraiser may expect to generate from business activities financed 

through crowdfunding. Such a profit or revenue-sharing model—

sometimes referred to as the “equity model” of crowdfunding—could 

trigger the application of the federal securities laws because it likely 

would involve the offer and sale of a security. * * * Limitations under 

existing regulations, including restrictions on general solicitation and 

general advertising and purchaser qualification requirements, have 

made private placement exemptions generally unavailable for 

crowdfunding transactions, which are intended to be made to a large 

number of potential investors and not limited to investors that meet 

specific qualifications. 

Moreover, a third party that operates a website to effect the 

purchase and sale of securities for the account of others generally would, 

under existing regulations, be required to register with the Commission 

as a broker-dealer and comply with the laws and regulations applicable 

to broker-dealers. * * * 

B. Title III of the JOBS Act  

Title III of the JOBS Act added new Securities Act Section 4(a)(6), 

which provides an exemption from the registration requirements of 

Securities Act Section 5 for certain crowdfunding transactions. To qualify 

for the exemption under Section 4(a)(6), crowdfunding transactions by an 

issuer (including all entities controlled by or under common control with 

the issuer) must meet specified requirements, including the following:  

• the amount raised must not exceed $1 million in a 12-month 
period (this amount is to be adjusted for inflation at least 
every five years);  

• individual investments in a 12-month period are limited to:  

the greater of $2,000 or 5 percent of annual income or 

net worth, if annual income or net worth of the investor is 

less than $100,000; and  

10 percent of annual income or net worth (not to exceed 

an amount sold of $100,000), if annual income or net worth 

of the investor is $100,000 or more (these amounts are to be 

adjusted for inflation at least every five years); and  

• transactions must be conducted through an intermediary 
that either is registered as a broker or is registered as a new 
type of entity called a “funding portal.” 
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In addition, Title III: 

• adds Securities Act Section 4A, which requires, among other 
things, that issuers and intermediaries that facilitate 
transactions between issuers and investors in reliance on 
Section 4(a)(6) provide certain information to investors and 
potential investors, take certain other actions and provide 
notices and other information to the Commission;  

• adds Exchange Act Section 3(h), which requires the 
Commission to adopt rules to exempt, either conditionally or 
unconditionally, “funding portals” from having to register as 
brokers or dealers pursuant to Exchange Act Section 
15(a)(1);  

• includes disqualification provisions under which an issuer 
would not be able to avail itself of the Section 4(a)(6) 
exemption if the issuer or other related parties, including an 
intermediary, was subject to a disqualifying event; and  

• adds Exchange Act Section 12(g)(6), which requires the 
Commission to adopt rules to exempt from the registration 
requirements of Section 12(g), either conditionally or 
unconditionally, securities acquired pursuant to an offering 
made in reliance on Section 4(a)(6). 

In this release, we are proposing new rules and forms to implement 

Securities Act Sections 4(a)(6) and 4A and Exchange Act Sections 3(h) 

and 12(g)(6). 

II. Discussion of Proposed Regulation Crowdfunding 

* * * 

We believe that the overall intent of providing the exemption under 

Section 4(a)(6) was to provide an additional mechanism for capital 

raising for startup and small businesses and not to affect the amount an 

issuer could raise outside of that exemption. Thus, we believe the capital 

raised in reliance on the exemption provided by Section 4(a)(6) should be 

counted toward the limitation. Capital raised through other means 

should not be counted in determining the aggregate amount sold in 

reliance on Section 4(a)(6). 

* * * 

Although the statute does not expressly require it, we also believe 

that in enacting Section 4(a)(6)(C), Congress contemplated that 

crowdfunding transactions made in reliance on Section 4(a)(6) and 

activities associated with these transactions would occur over the 

Internet or other similar electronic medium that is accessible to the 

public. We believe that an “online-only” requirement enables the public 

to access offering information and share information publicly in a way 

that will allow members of the crowd to decide whether or not to 

participate in the offering and fund the business or idea. We believe that 

other mechanisms would not offer this opportunity. The proposed rules 

would require that an intermediary, in a transaction involving the offer 
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or sale of securities in reliance on Section 4(a)(6), effect such transactions 

exclusively through an intermediary’s platform. 

NOTE 

The SEC regulation implementing Section 4(a)(6) (Sec. Act Rule 227) 

increases the amount that issuers can raise through the exemption in one 

year to $5 million and increases the limits on how much a non-accredited 

investor can invest in crowdfunding offerings during a year. At the same 

time, the regulation, following Congress’ guidelines for the crowdfunding 

exemption, imposes a number of requirements that might impact the utility 

of the exemption: 

The new exemption requires a disclosure document filed with the 

SEC and given to each potential investor and to brokers and 

funding portals. Some of the required information is basic, such as 

identities of the directors and officers, issuer’s business plan, 

pricing of the securities and intended use of proceeds. Beyond these 

basics, the disclosure document requires:  

(A) Financial Information: A description of the issuer’s 

financial condition and:  

(1) for offerings up to $1[24],000, issuer’s (i) income tax return for 

the most recent completed year and (ii) financial statements 

certified by the principal executive officer to be true and complete 

in all material respects;  

(2) for offerings more than $1[24],000 and up to $[618],000, 

financial statements reviewed by a[n independent] public 

accountant * * *; and  

(3) for offerings in excess of $[618],000, audited financial 

statements.  

* * * [T]he requirement to certify financial statements by the CEO 

is not required for any other federal or state registration 

exemption, * * * financial statements are not required for the Rule 

504 * * * exemption * * *, and * * * audited financial statements 

are expensive and rarely available for small businesses[.] 

* * * 

As if the obligations imposed upon intermediaries and issuers 

were not enough to thoroughly discourage the use of the new 

crowdfunding exemption, [there are] some additional limitations:  

(A) no advertising the offering terms except for notices 

directing potential investors to brokers or funding portals;  

* * * 

(C) not less than annual filings with the SEC and investors. 

* * * 

Can this new regulatory-laden exemption be useful to small 

entrepreneurs? It is difficult to imagine that for offerings under 
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$250,000 either issuers or intermediaries would be willing to 

undertake the time, cost and risk of potential liabilities. The 

mandated use of intermediaries, the significant role that 

intermediaries are expected to play, and the mandated disclosures 

all point to an impracticable exemption for relatively small 

offerings. * * * 

The new exemption may have some value for offerings in 

ranges upwards of $250,000, as the issuer and intermediaries may 

be able to justify transaction costs and employ professionals to allay 

liability concerns. But as the potential offering amount increases, 

the use of an alternative federal exemption becomes more 

plausible. Stuart R. Cohn, The New Crowdfunding Registration 

Exemption: Good Idea, Bad Execution 64 FLA. L. REV. 1433, 1443–

44 (2012).  

——— 

Regulation A (Sec. Act Rules 251–269) is an exemption (like Rule 

504 of Regulation D) created by the SEC pursuant to the SEC’s authority 

under Section 3(b) to exempt small offerings. Regulation A, however, does 

not provide so much of an exemption, as it does a simplified form of 

registration. The preference of many underwriters for full registration, 

however, may offset this advantage. Moreover, use of Regulation A might 

preclude registration by coordination under state blue sky laws (since 

this is not technically a registration) thereby undercutting the cost 

savings. At any event, use of Regulation A is subject to limits, 

particularly tiered maximums on how much the issuer may seek to raise 

in any one year under the Regulation—albeit these reach a significantly 

higher sum than Rule 504. 

A conceptually very different exemption exists for offerings solely 

within the issuer’s home state. This exemption exists by virtue of Section 

3(a)(11) of the 1933 Act, which exempts securities that are part of an 

issue offered and sold exclusively to residents of the state where the 

issuer is doing business and incorporated (or, for a non-corporation, is a 

resident). Examination of this provision raises several immediate 

questions: (i) when is a person a resident of a state for purposes of the 

section; (ii) what does the section mean by “doing business” in the state; 

(iii) when can the issuer sell securities out of the state (in other words, 

when are securities part of a different “issue”); and (iv) what happens if 

a resident purchaser resells to one who is a resident of another state? 

Securities Act Release No. 5450 
January 7, 1974. 

NOTICE OF ADOPTION OF RULE 147 UNDER 

THE SECURITIES ACT OF 1933 

* * * 
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The Securities and Exchange Commission today adopted Rule 147 

which defines certain terms in, and clarifies certain conditions of Section 

3(a)(11) of the Securities Act of 1933 (“the Act”). 

* * * 

Section 3(a)(11) was intended to allow issuers with localized 

operations to sell securities as part of a plan of local financing. Congress 

apparently believed that a company whose operations are restricted to 

one area should be able to raise money from investors in the immediate 

vicinity without having to register the securities with a federal agency. 

In theory, the investors would be protected both by their proximity to the 

issuer and by state regulation. Rule 147 reflects this Congressional 

intent and is limited in its application to transactions where state 

regulation will be most effective. The Commission has consistently taken 

the position that the exemption applies only to local financing provided 

by local investors for local companies. To satisfy the exemption, the entire 

issue must be offered and sold exclusively to residents of the state in 

which the issuer is resident and doing business. An offer or sale of part 

of the issue to a single non-resident will destroy the exemption for the 

entire issue. 

Certain basic questions have arisen in connection with interpreting 

Section 3(a)(11). They are: 

* * * 

The Transaction Concept 

Although the intrastate offering exemption is contained in Section 3 

of the Act, which Section is phrased in terms of exempt “securities” rather 

than “transactions,” the legislative history and Commission and judicial 

interpretations indicate that the exemption covers only specific 

transactions and not the securities themselves. Rule 147 reflects this 

interpretation. 

* * * 

The “Person Resident Within” Concept 

The object of the Section 3(a)(11) exemption, i.e., to restrict the 

offering to persons within the same locality as the issuer who are, by 

reason of their proximity, likely to be familiar with the issuer and 

protected by the state law governing the issuer, is best served by 

interpreting the residence requirement narrowly. In addition, the 

determination of whether all parts of the issue have been sold only to 

residents can be made only after the securities have “come to rest” within 

the state or territory. Rule 147 retains these concepts, but provides more 

objective standards for determining when a person is considered a 

resident within a state for purposes of the rule and when securities have 

come to rest within a state. 
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The “Doing Business Within” Requirement 

Because the primary purpose of the intrastate exemption was to 

allow an essentially local business to raise money within the state where 

the investors would be likely to be familiar with the business and with 

the management, the doing business requirement has traditionally been 

viewed strictly. First, not only should the business be located within the 

state, but the principal or predominant business must be carried on 

there. Second, substantially all of the proceeds of the offering must be 

put to use within the local area. 

Rule 147 reinforces these requirements by providing specific 

percentage amounts of business that must be conducted within the state, 

and of proceeds from the offering that must be spent in connection with 

such business. In addition, the rule requires that the principal office of 

the issuer be within the state. 

Synopsis of Rule 147 

1. Preliminary Notes 

The first preliminary note to the rule indicates that the rule does not 

raise any presumption that the Section 3(a)(11) exemption would not be 

available for transactions which do not satisfy all of the provisions of the 

rule. 

* * * 

The fourth preliminary note indicates that the rule is available only 

for transactions by an issuer and that the rule is not available for 

secondary transactions. 

* * * 

2. Transactions Covered—Rule 147(a) 

Paragraph (a) of the rule provides that offers, offers to sell, offers for 

sale and sales of securities that meet all the conditions of the rule will be 

deemed to come within the exemption provided by Section 3(a)(11). Those 

conditions are: (1) the issuer must be resident and doing business within 

the state or territory in which the securities are offered and sold (Rule 

147(c)); (2) the offerees and purchasers must be resident within such state 

or territory (Rule 147(d)); (3) resales for a period of 9 months after the 

last sale which is part of an issue must be limited as provided (Rule 147(e) 

and (f)). In addition, the revised rule provides that certain offers and 

sales of securities by or for the issuers will be deemed not “part of an 

issue” for purposes of the rule only (Rule 147(b)). 

* * *  

4. Nature of the Issuer—Rule 147(c)—“Person Resident Within”—Rule 

147(c)(1) 

Subparagraph (c)(1) of the rule defines the situations in which 

issuers would be deemed to be “resident within” a state or territory. A 

corporation, limited partnership or business trust must be incorporated 
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or organized pursuant to the laws of such state or territory. Section 

3(a)(11) provides specifically that a corporate issuer must be incorporated 

in the state. A general partnership or other form of business entity that 

is not formed under a specific state or territorial law must have its 

principal office within the state or territory. * * * 

5. Nature of the Issuer—Rule 147(c)—Doing Business Within—Rule 

147(c)(2) 

Subparagraph (c)(2) of the rule provides that the issuer will be 

deemed to be “doing business within” a state or territory in which the 

offers and sales are to be made if: (1) at least 80 percent of its gross 

revenues and those of its subsidiaries on a consolidated basis (a) for its 

most recent fiscal year (if the first offer of any part of the issue is made 

during the first six months of the issuer’s current fiscal year) or (b) for 

the subsequent six month period, or for the twelve months ended with 

that period (if the first offer of any part of the issue is made during the 

last six months of the issuer’s current fiscal year) were derived from the 

operation of a business or property located in or rendering of services 

within the state or territory; (2) at least 80 percent of the issuer’s assets 

and those of its subsidiaries on a consolidated basis at the end of the most 

recent fiscal semi-annual period prior to the first offer of any part of the 

issue are located within such state or territory; (3) at least 80 percent of 

the net proceeds to the issuer from the sales made pursuant to the rule 

are intended to be and are used in connection with the operation of a 

business or property or the rendering of services within such state or 

territory; and (4) the issuer’s principal office is located in the state or 

territory. 

* * * 

Finally, subparagraph (c)(2) of the rule provides that an issuer which 

has not had gross revenues from the operation of its business in excess of 

$5,000 during its most recent twelve month period need not satisfy the 

revenue test of subsection (c)(2)(i). 

The provisions of paragraph (c) are intended to assure that the issuer 

is primarily a local business. * * * The following examples demonstrate 

the manner in which these standards would be interpreted: 

Example 1. X corporation is incorporated in State A and has its only 

warehouse, only manufacturing plant and only office in that state. X’s 

only business is selling products throughout the United States and 

Canada through mail order catalogs. X annually mails catalogs and order 

forms from its office to residents of most states and several provinces of 

Canada. All orders are filled at and products shipped from X’s warehouse 

to customers throughout the United States and Canada. All the products 

shipped are manufactured by X at its plant in State A. These activities 

are X’s sole source of revenues. 
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Question. Is X deriving more than 80 percent of its gross revenues 

from the “operation of a business or * * * rendering of services” within 

State A? 

Interpretive Response. Yes, this aspect of the “doing business within” 

standard is satisfied. 

Example 2. Assume the same facts as Example 1, except that X has 

no manufacturing plant and purchases the product it sells from 

corporations located in other states. 

Question. Is X deriving more than 80 percent of its gross revenues 

from the “operation of a business or * * * rendering of services” within 

State A? 

Interpretive Response. Yes, this aspect of the “doing business within” 

standard is satisfied. 

Example 3. Y Corporation is incorporated in State B and has its only 

office in that state. Y’s only business is selling undeveloped land located 

in State C and State D by means of brochures mailed from its office 

throughout the United States. 

Question. Is Y deriving more than 80 percent of its gross revenues 

from the “operation of a business or of property or rendering of services” 

within State B? 

Interpretive Response. There are not sufficient facts to respond. If Y 

owns an interest in the developed land, it might not satisfy the “80 

percent of assets” standard as well as the “80 percent of gross revenues” 

standard. Moreover, Y could not use more than 20 percent of the proceeds 

of any offerings made pursuant to the rule in connection with the 

acquisition of the undeveloped land. 

Example 4. Z company is a firm of engineering consultants organized 

under the laws of State E with its only office in that state. During any 

year, Z will provide consulting services for projects in other states. 75 

percent of Z’s work in terms of man hours will be performed at Z’s offices 

where it employs some 50 professional and clerical personnel. Z has no 

employees located outside of State E. However, professional personnel 

visit project sites and clients’ offices in other states. Approximately 50 

percent of Z’s revenue is derived from clients located in states other than 

State E. 

Question. Is Z deriving more than 80 percent of its gross revenues 

from “rendering services” within State E? 

Interpretive Response. Yes, this aspect of the “doing business within” 

standard is satisfied. 

Example 5. The facts are the same as in Example 4. In addition, at 

the end of Z’s most recent fiscal quarter 25 percent of its assets are 

represented by accounts receivable from clients in other states. 

Question. Does Z satisfy the “assets” standard? 
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Interpretive Response. Yes, Z satisfies the “assets” standard. For 

purposes of the rule, accounts receivable arising from a business 

conducted in the state would generally be considered to be located at the 

principal office of the issuer. 

6. Offerees and Purchasers: Persons Resident—Rule 147(d) 

Paragraph (d) of the rule provides that offers and sales may be made 

only to persons resident within the state or territory. An individual 

offeree or purchaser of any part of an issue would be deemed to be a 

person resident within the state or territory if such person has his 

principal residence in the state or territory. Temporary residence, such 

as that of many persons in the military service, would not satisfy the 

provisions of paragraph (d). In addition, if a person purchases securities 

on behalf of other persons, the residence of those persons must satisfy 

paragraph (d). If the offeree or purchaser is a business organization its 

residence will be deemed the state or territory in which it has its 

principal office, unless it is an entity organized for the specific purpose of 

acquiring securities in the offering, in which case it will be deemed to be 

a resident of a state only if all of the beneficial owners of interests in such 

entity are residents of the state. 

* * * 

7. Limitations on Resales—Rule 147(e) 

Paragraph (e) of the rule provides that during the period in which 

securities that are part of an issue are being offered and sold and for a 

period of nine months from the date of the last sale by the issuer of any 

part of the issue, resales of any part of the issue by any person shall be 

made only to persons resident within the same state or territory. This 

provides objective standards for determining when an issue “comes to 

rest.” * * * 

Persons who acquire securities from issuers or affiliates in 

transactions complying with the rule would acquire unregistered 

securities that could only be reoffered and resold pursuant to an 

exemption from the registration provisions of the Act. 

* * * 

8. Precautions Against Interstate Offers and Sales—Rule 147(f) 

Paragraph (f) of the rule requires issuers to take steps to preserve 

the exemption provided by the rule, since any resale of any part of the 

issue before it comes to rest within the state to persons resident in 

another state or territory will, under the Act, be in violation of Section 5. 

The required steps are: (i) placing a legend on the certificate or other 

document evidencing the security stating that the securities have not 

been registered under the Act and setting forth the limitations on resale 

contained in paragraph (e); (ii) issuing stop transfer instructions to the 

issuer’s transfer agent, if any, with respect to the securities, or, if the 

issuer transfers its own securities, making a notation in the appropriate 
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records of the issuer; and (iii) obtaining a written representation from 

each purchaser as to his residence. 

* * * 

NOTES 

1. Rule 147 is roughly analogous to Rule 506. Both are “safe harbor” 

provisions. If an issuer follows them, the Securities Exchange Commission 

deems the issuer in compliance with a statutory exemption (Sections 3(a)(11) 

and 4(2) respectively) whose general phraseology otherwise can leave the 

issuer subject to considerable uncertainty in planning the sale. Failure to 

follow either rule, however, does not prevent the issuer from arguing it still 

met the statutory exemption as interpreted by the courts. On the other hand, 

there are some seeming differences in philosophy reflected in the two rules, 

which impact upon the desirability of planning transactions around them. 

Rule 506 reflects an apparent desire to liberalize standards, as compared 

with decisions like Doran. Compare, however, the approach under Rule 147. 

One mistaken offer (not even a sale) to a non-resident dooms the exemption 

(just as presumably true without the rule). Moreover, the three-part, 80 

percent doing business test may be more conservative than the cases. See, 

e.g., SEC v. McDonald Investment Co., 343 F.Supp. 343 (D.Minn.1972) 

(exemption denied when the issuer used the proceeds of the offering 

primarily, if not entirely, to make loans to land developers outside of the 

issuer’s state). 

The SEC’s attitude toward intrastate offerings took a more permissive 

turn with the adoption of a second safe harbor provision: Rule 147A. While 

mirroring much of Rule 147, Rule 147A relaxes two restrictive features of 

the older rule. First, recognizing that local businesses sometimes choose to 

incorporate in other states (such as Delaware), the issuer no longer must be 

incorporated in the state in which the offering occurs so long as its principal 

place of business is in this state and it meets the doing business in the state 

requirement. Second, recognizing that it can be extremely difficult to prevent 

communications that might fit within the Securities Act’s broad definition of 

an offer from reaching out-of-state residents, the new rule allows offers to be 

accessible to out-of-state residents so long as sales are made solely to 

residents of the state.  

2. As mentioned earlier, the Securities Act’s broad definition of an “offer” 

combined with its prohibition of offers to sell securities prior to filing a 

registration statement restrict pre-filing communications with prospective 

investors. This not only impacts issuers thinking about a public offering but 

also issuers who might wish to talk with investors before deciding into which 

exemption to fit an offering. Rule 241 addresses this. It allows issuers to use 

limited materials to solicit non-binding expressions of interest by investors 

for the purpose of determining which exemption to use for sales. Because the 

rule deems such communications not to constitute offers for purposes of 

requiring registration, the issuer can even avoid an illegal pre-filing offer if 

the issuer changes its mind and decides to go with a registered offering. 

Regulation A and the crowdfunding regulation also have their own 
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provisions allowing such testing the waters communications. The SEC 

release announcing Rule 241 stated, however, that communications that 

would constitute a general solicitation are not allowed if the exemption the 

issuer ultimately chooses to rely on is not one that allows general 

solicitations. 

(iv) Exemptions from State Blue Sky Laws 

Finding an exemption from registration under the 1933 Securities 

Act still leaves the issuer facing the requirements imposed by the state 

or states in which it plans to sell securities. State securities laws, 

however, also provide various exemptions. These often vary from the 

Federal categories and from state to state. Therefore, it is necessary to 

carefully research the statutes and regulations of each state in which an 

issuer plans to make an offering. 

Looking at the federal exemptions considered above, are there state 

parallels? Needless to say, blue sky laws do not contain an intrastate 

exemption. A few go the other way and only require registration of 

intrastate offerings. E.g., N.Y. Gen. Bus. Law § 359–ff. More broadly, 

state securities laws often exempt securities listed on a national 

exchange from their provisions. E.g., Cal. Corp. Code § 25100(o). Indeed, 

even if the state statute does not contain such an exemption, recall, as 

mentioned earlier in this Chapter, that federal law preempts states from 

requiring registration of securities that will be listed on the New York or 

American stock exchange, or the Nasdaq, at the completion of the 

offering. Sec. Act § 18(a), (b). Of course, this is not much help to a firm 

seeking to avoid going public, albeit, as discussed earlier, it may be 

extremely useful to a firm going public but seeking to avoid the burdens 

of state registration. 

What about private offerings? A few states mimic the general 

language of Section 4(a)(2) of the Federal Securities Act. See, e.g., N.Y. 

Gen. Bus. Law § 359–ff(5) (incorporating all Federal exemptions, except 

Section 3(a)(11), by reference). Several provide an even more narrow 

exemption for isolated transactions, which might only cover one or two 

sales to separate parties. See, e.g., Marshall v. Harris, 276 Or. 447, 555 

P.2d 756 (1976). The more common approach is to codify fairly specific 

criteria, typically involving some maximum number of offerees or 

purchasers, for a private offering type of exemption. For example, the 

Uniform Securities Act (2002 revision) provides the following 

exemptions: 

SECTION 202 EXEMPT TRANSACTIONS The following 

transactions are exempt from Sections 301 through 306 and 504. 

* * * 

(13) a sale or offer to sell to: 

(A) an institutional investor; 

(B) a federal covered investment adviser; or 
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(C) any other person exempted by rule adopted or order issued 

under this [Act]; 

(14) a sale or an offer to sell securities of an issuer, if part of a single 

issue in which: 

(A) not more than 25 purchasers are present in this State 

during any 12 consecutive months, other than those designated 

in paragraph (13); 

(B) a general solicitation or general advertising is not made in 

connection with the offer to sell or sale of the securities; 

(C) a commission or other remuneration is not paid or given, 

directly or indirectly, to a person other than a broker-dealer 

registered under this [Act] or an agent registered under this 

[Act] for soliciting a prospective purchaser in this State; and 

(D) the issuer reasonably believes that all the purchasers in 

this State, other than those designated in paragraph (13), are 

purchasing for investment; 

* * * 

Notice that Section 202(14) limits the number of purchasers in the 

state. Some state exemptions place a limit on the total number of 

purchasers or offerees anywhere. See, e.g., Cal. Corp. Code § 25102(f). In 

a portion of the opinion not reprinted in this book, the Benjamin court 

held that purchasers in the state does not have the same meaning as 

sales in the state. 

While Section 202(14) employs a few concepts seen before in 

Regulation D, it is nowhere near the equivalent to Regulation D. This 

seems strange insofar as one of the purposes of Regulation D is to serve 

as a model for a uniform federal-state limited offering exemption. In fact, 

a state equivalent to Regulation D (at least in part) is found in the 

Uniform Limited Offering Exemption (ULOE) drafted by the North 

American Securities Administrators Association. Rather than include 

the ULOE in the Uniform Securities Act, the drafters of the 2002 version 

of the Act encourage the administrator of the securities law in each 

Uniform Act state to adopt the ULOE under the rulemaking authority 

granted in Section 203 of the Uniform Securities Act. Few states, 

however, adopted the ULOE and subsequent developments have shifted 

the interaction of Regulation D and state blue sky laws. 

The ULOE essentially tried to incorporate the Rules 505 or 506 

exemptions of Regulation D into state law. As mentioned earlier, Rule 

505 is now gone from Regulation D while issuers relying on Rule 506 no 

longer need to worry about state registration. Specifically, Section 18 of 

the Securities Act now preempts the states from requiring registration of 

any security the sale of which is exempt from federal registration by 

virtue of Rule 506. (The states, however, still can require issuers to file 

with the state a notice of the sale of securities fitting within 506, so long 
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as the notice requirement is substantially the same as Regulation D’s 

notice requirement.)  

(v) The Resale Problem 

Resale by the initial buyer to unqualified purchasers can endanger 

each of the exemptions explored above. As a result, the issuer often 

restricts the rights of investors to transfer their securities. Moreover, 

Section 5 of the 1933 Act, by its terms, proscribes all non-exempt sales of 

securities without registration, not just sales by the issuer. Similarly, 

state securities laws also may proscribe non-exempt resales. E.g., 

Uniform Securities Act § 301; Cal. Corp. Code § 25130. Few investors, 

however, would be interested in a security which is permanently 

unsalable. Therefore, it is useful to explore when buyers can resell 

unregistered securities. 

One approach, of course, is to register the shares at the time the 

initial purchaser wishes to resell them. A problem here, beyond the cost 

and burdens of registration generally, is that the registration process 

calls for the issuer to furnish information about itself. Hence, it would be 

necessary for the reselling shareholder to secure the cooperation of the 

issuer to register the secondary offering. For this reason, investors 

planning ultimately to cash out in a public offering sometimes insist upon 

a contractual commitment by the issuer to later register their shares. 

Needless to say, drafting this sort of commitment requires addressing 

questions such as what events trigger the duty to register—for example, 

this could be upon the demand of the shareholder, after a certain period 

of time, or when the issuer goes public—who pays, and whether the right 

to demand registration is transferable in a private resale. Alternately, 

notice both the small offering exemption (Section 3(b) and Rules 504 and 

505) and the intrastate offering exemption (Section 3(a)(11)) come under 

Section 3, which exempts securities rather than just transactions. Taken 

literally, this would appear to make any resales of securities issued 

pursuant to these exemptions equally exempt from registration. 

Nevertheless, as explained in the release introducing Rule 147, the 

Securities Exchange Commission, with the support of the courts, views 

these provisions as providing only an exemption for the original issuance 

of securities, and not for any resales. This means securities holders must 

look elsewhere to exempt their resales. 

Section 4(a)(1) of the 1933 Act exempts transactions by one who is 

not an “issuer, underwriter, or dealer.” Since a resale by definition does 

not involve the issuer, and since the security holder is usually not a 

dealer in securities, whether this section exempts a particular resale 

from registration depends for the most part on whether the seller is an 

underwriter. Section 2(11) of the Act defines an underwriter to include 

“any person who has purchased from an issuer with a view to . . . the 

distribution of any security, or participates . . . in any such 

undertaking. . . .” Thus, whether a reseller of unregistered securities is 
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an underwriter generally depends on whether the resale is part of a 

“distribution”. 

When a party who is in control of the issuer sells some of his or her 

securities, an additional complication arises by virtue of the last sentence 

in Section 2(11). If that person sells through a broker (or to another party 

who distributes the securities through further resales), when can the 

broker or other party be considered an underwriter (as one who “offers or 

sells for an issuer [defined under the last sentence of Section 2(11) to 

include, for this purpose, a person controlling the issuer] in connection 

with the distribution”)? This again generally depends on whether the sale 

constitutes part of a “distribution”. To provide guidelines on when a 

resale is part of a “distribution”, the SEC promulgated Rule 144. 

Securities Act Release No. 5223 
January 11, 1972. 

NOTICE OF ADOPTION OF RULE 144 RELATING TO THE 

DEFINITION OF THE TERMS “UNDERWRITER” IN 

SECTIONS 4(1) AND 2(11) AND “BROKERS’ 

TRANSACTIONS” IN SECTION 4(4) OF THE SECURITIES 

ACT OF 1933, ADOPTION OF FORM 144, AND RESCISSION 

OF RULES 154 AND 155 UNDER THAT ACT 

The Securities and Exchange Commission today announced the 

adoption of Rule 144 under the Securities Act of 1933 (“Act”). The new 

rule relates to the application of the registration provisions of the Act to 

the resale of securities acquired directly or indirectly from issuers or from 

affiliates of such issuers in transactions not involving any public offerings 

(“restricted securities”) and securities held by affiliates. 

* * * 

In brief, the rule provides that any affiliate or other person who sells 

restricted securities of an issuer for his own account, or any person who 

sells restricted or any other securities for the account of an affiliate of the 

issuer, is not deemed to be engaged in a distribution of the securities, and 

therefore is not an underwriter as defined in Section 2(11) of the Act, if 

the securities are sold in accordance with all the terms and conditions of 

the rule. The rule requires, among other things, that the restricted 

securities must have been beneficially owned for a period of at least two 

years by the person for whose account they are sold; that the amount sold 

shall not exceed one percent of the class outstanding, or if traded on an 

exchange, the lesser of that amount or the average weekly volume on all 

such exchanges during the four weeks preceding the sale; and that the 

securities must be sold in brokers’ transactions. In addition, there must 

be adequate information available to the public in regard to the issuer of 

the securities and notice of the sale (Form 144) must be filed with the 

Commission concurrently with the sale. 
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A number of persons have commented that it is not clear whether 

the rule, as proposed, was intended to be the exclusive means for selling 

restricted securities without registration under the Securities Act. * * * 

[T]he rule as adopted is not exclusive. However, persons who offer or sell 

restricted securities without complying with Rule 144 are hereby put on 

notice by the Commission that in view of the broad remedial purposes of 

the Act and of public policy which strongly supports registration, they 

will have a substantial burden of proof in establishing that an exemption 

from registration is available for such offers or sales and that such 

persons and the brokers and other persons who participate in the 

transactions do so at their risk. 

* * * 

Background and Purpose 

* * * 

Resales of securities acquired in private placements are frequently 

made under claims of an exemption pursuant to Section 4(1) [now 

4)(a)(1). Ed] of the Act, that is, a transaction by a person other than an 

issuer, underwriter, or dealer. This Section was intended to exempt only 

trading transactions between individual investors with respect to 

securities already issued and not to exempt distributions by issuers or 

acts of other individuals who engage in steps necessary to such 

distribution. 

Generally, the majority of questions arising under this Section have 

dealt with whether the seller is an “underwriter.” The term underwriter 

is broadly defined in Section 2(11) of the Act to mean any 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 or has a 

direct or indirect participation in any such undertaking or participates 

or has a participation in the direct or indirect underwriting of any such 

undertaking. The interpretation of this definition has traditionally 

focused on the words “with a view to” in the phrase “purchased from an 

issuer with a view to . . . distribution.” Thus, an investment banking firm 

which arranges with an issuer for the public sale of its securities is clearly 

an “underwriter” under that Section. Not so well understood is the fact 

that individual investors who are not professionals in the securities 

business may be “underwriters” within the meaning of that term as used 

in the Act if they act as links in a chain of transactions through which 

securities move from an issuer to the public. It is difficult to ascertain the 

mental state of the purchaser at the time of his acquisition, and the staff 

has looked to subsequent acts and circumstances to determine whether 

such person took with a view to distribution at the time of his acquisition. 

Emphasis has been placed on factors such as the length of time the 

person has held the securities (“holding period”) and whether there has 

been an unforeseeable change in circumstances of the holder. Experience 

has shown, however, that reliance upon such factors as the above has not 
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assured adequate protection of investors through the maintenance of 

informed trading markets and has led to uncertainty in the application 

of the registration provisions of the Act. 

Moreover, the Commission hereby emphasizes and draws attention 

to the fact that the statutory language of Section 2(11) is in the 

disjunctive. Thus, it is insufficient to conclude that a person is not an 

underwriter solely because he did not purchase securities from an issuer 

with a view to their distribution. It must also be established that the 

person is not offering or selling for an issuer in connection with the 

distribution of the securities and that the person does not participate or 

have a participation in any such undertaking, and does not participate 

or have a participation in any such underwriting of such an undertaking. 

* * * 

Explanation and Analysis of the Rule 

* * * [T]he Commission is of the view that “distribution” is the 

significant concept in interpreting the statutory term “underwriter.” In 

determining when a person is deemed not to be engaged in a distribution 

several factors must be considered. 

First, the purpose and underlying policy of the Act to protect 

investors requires, in the Commission’s opinion, that there be adequate 

current information concerning the issuer, whether the resales of 

securities by persons result in a distribution or are effected in trading 

transactions. Accordingly, the availability of the rule is conditioned on 

the existence of adequate current public information. 

Secondly, a holding period prior to resale is essential, among other 

reasons, to assure that those persons who buy under a claim of a Section 

4(2) exemption have assumed the economic risks of investment, and 

therefore, are not acting as conduits for sale to the public of unregistered 

securities, directly or indirectly, on behalf of an issuer. * * * 

A third factor, which must be considered in determining what is 

deemed not to constitute a “distribution,” is the impact of the particular 

transaction or transactions on the trading markets. It is consistent with 

the rationale of the Act that Section 4(1) be interpreted to permit only 

routine trading transactions as distinguished from distributions. 

Therefore, a person reselling securities under Section 4(1) of the Act must 

sell the securities in such limited quantities and in such a manner so as 

not to disrupt the trading markets. The larger the amount of securities 

involved, the more likely it is that such resales may involve methods of 

offering and amounts of compensation usually associated with a 

distribution rather than routine trading transactions. Thus, solicitation 

of buy orders or the payment of extra compensation are not permitted by 

the rule. 

In summary, if the sale in question is made in accordance with all 

the provisions of the rule, as outlined below, any person who sells 
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restricted securities shall be deemed not to be engaged in a distribution 

of such securities and therefore not an underwriter thereof. The rule also 

provides that any person who sells restricted or other securities on behalf 

of a person in a control relationship with the issuer shall be deemed not 

to be engaged in a distribution of such securities and therefore not to be 

an underwriter thereof, if the sale is made in accordance with all the 

conditions of the rule. 

* * * 

NOTES 

1. Over the years, the Securities Exchange Commission has made several 

amendments to Rule 144. One of the more significant is the addition of 

paragraph 144(k). This provision allows persons, who were not, at the time 

of the resale, or for the previous three months, an affiliate of the issuer (in 

other words, not persons who controlled, were controlled by, or under 

common control with, the issuer), and who held their securities for two years, 

to resell without any other restrictions or requirements. A later amendment 

to the rule has lowered the holding period for affiliates, or for non-affiliates 

who comply with the notice, manner of sale, quantity and available 

information requirements, to one year. Other, more narrow, changes involve 

sales volume (now allowing volume equal to the greater, rather than the 

lesser, of the alternatives listed in the Release above) and the manner of sale 

(now allowing direct transactions with a market maker). 

Note under Rule 144, as with registration, the information requirement 

looks to the issuer. This generally is no problem if the issuer is a 1934 

Securities Exchange Act reporting company, since 1934 Act filings meet the 

requirement under Rule 144(c). Otherwise, it may be important for a 

purchaser to obtain the issuer’s promise to undertake actions necessary to 

allow resales. 

Incidentally, what exactly does “control” mean for purposes of Section 

2(11) and Rule 144? Unlike various provisions in the Internal Revenue Code 

(such as Section 368(c)), there is no numerical test. Instead, perhaps a good 

pragmatic rule of thumb is to see what individual or group would have the 

power as a realistic matter—rather than as technical matter, which would 

be a majority of the board of directors for a corporation—to have a particular 

issuer file a registration statement. See Sommer, Who’s “in Control”?—

S.E.C., 21 Bus. Law. 559 (1966). 

2. Rule 144, like Rules 506 and 147, is a safe harbor provision. What sort 

of transactions might Section 4(a)(1) exempt despite their falling outside of 

Rule 144? There are two significant examples. The first is a resale of 

registered shares by a non-affiliate of the issuer. (Rule 144 only covers the 

sale of “restricted securities”—that is securities never sold through a public 

offering—or else sales involving an affiliate of the issuer.) Hence, it is Section 

4(a)(1), unqualified by Rule 144, which allows the ordinary stockholder to 

sell his or her General Motors shares without registering. See also Sec. Act 

§ 4(a)(4) (exempting the broker’s execution of the customer’s order). 
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At the other extreme, suppose the initial buyer of an unregistered 

security resells to an insider or to a sophisticated and fully informed 

purchaser. While this might seem to fit the private offering exemption, 

Section 4(a)(2) applies only to transactions “by the issuer.” (The same is true 

for Regulation D and generally for Section 3(a)(11). See Sec. Act Rule 147 

Preliminary Note 4 (although Section 3(a)(11), but not Rule 147, can also 

apply to sales by persons controlling the issuer).) On the other hand, such a 

private transaction would not seem to be part of a “distribution,” and so 

Section 4(a)(1) should apply even without Rule 144. This is sometimes 

referred to as the “Section 4(a)(1½) exemption,” since it represents something 

of a cross between Sections 4(a)(1) and 4(a)(2), although it falls under the 

former section. 

Once one accepts the notion that resales through private placements can 

be exempt under Section 4(a)(1), the same type of questions faced with 

private offerings under Section 4(a)(2) arise. For example, what sort of 

purchasers can the security holder safely sell to, and what are the 

consequences of further resales by those purchasers? The safe harbor of Rule 

506 does not apply. A pair of other safe harbors, however, might. 

The Securities Exchange Commission promulgated Rule 144A, which 

creates a safe harbor for resales to so-called qualified institutional buyers 

(institutions owning or investing securities worth over $100 million). While 

this is rather narrow, Congress established a potentially broader safe harbor 

by enacting new Section 4(a)(7). This section exempts resales of unregistered 

securities to accredited investors when there is no general solicitation and 

certain other requirements are met. Moreover, unlike Rules 144 and 144A, 

as well as the “4(a)(1½)” exemption, Section 4(a)(7) preempts state 

registration requirements for resales falling within the exemption. The 

section imposes an information requirement and requires the securities to 

have been outstanding for at least 90 days. 

3. What about resales under state securities laws? See Uniform Securities 

Act (2002 revision) §§ 201(1) (exempting from registration “an isolated 

nonissuer transaction, whether effected by or through a broker-dealer or 

not”), (2) (exempting non-issuer sales of securities of a class that has been in 

the hands of the public at least 90 days, subject to a number of requirements); 

Cal. Corp. Code § 25104(a) (exempting any offer or sale of a security by the 

bona fide owner thereof for his or her own account if the sale (1) is not 

accompanied by the publication of any advertisement and (2) is not effected 

by or through a broker-dealer in a public offering); Sec. Act § 18(a), (b)(4)(A) 

(preempting state registration requirements for resales which are exempt 

from federal registration by virtue of Section 4(a)(1) of the Securities Act if 

the issuing company is registered under the 1934 Securities Exchange Act). 
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(vi) The Attorney’s Role 

Opinions of the Committee on Professional 
Ethics of the American Bar Association, 

Formal Opinion 335 
60 A.B.A.J. 488 (February 2, 1974). 

Release #5168 of the Securities and Exchange Commission * * * set 

forth certain basic standards of conduct required of broker-dealers to 

meet their responsibilities in connection with sales of unregistered 

securities. In a footnote to the next-to-last paragraph of the release, 

dealing with the obligation of broker-dealers to review the surrounding 

facts and obtain the opinion of competent disinterested counsel 

concerning the legality of sales, it referred to Securities Act Release 

#4445 * * * in the following manner: 

“In this regard, the commission has stated that ‘if an attorney 

furnishes an opinion based solely on hypothetical facts which he has 

made no effort to verify, and if he knows that his opinion will be relied 

upon as the basis for a substantial distribution of unregistered securities 

a serious question arises as [sic] the propriety of his professional 

conduct.’ ” 

The commission’s repetition of this language led to inquiries of this 

committee as to the circumstances under which and the extent to which 

the Code of Professional Responsibility might require that a lawyer make 

some effort to verify or supplement the facts submitted to him as the 

basis for an opinion that certain sales of securities need not be registered 

under the Securities Act of 1933. 

* * * 

The lawyer should, in the first instance, make inquiry of his client 

as to the relevant facts and receive answers. If any of the alleged facts, 

or the alleged facts taken as a whole, are incomplete in a material 

respect, or are suspect, or are inconsistent, or either on their face or on 

the basis of other known facts are open to question, the lawyer should 

make further inquiry. The extent of this inquiry will depend in each case 

upon the circumstances. For example, it would be less where the lawyer’s 

past relationship with the client is sufficient to give him a basis for 

trusting the client’s probity than where the client has recently engaged 

the lawyer, and less where the lawyer’s inquiries are answered fully than 

when there appears a reluctance to disclose information. 

Where the lawyer concludes that further inquiry of a reasonable 

nature would not give him sufficient confidence as to all the relevant 

facts, or for any other reason he does not make the appropriate further 

inquiries, he should refuse to give an opinion. However, assuming that 

the alleged facts are not incomplete in a material respect, or suspect, or 

in any way inherently inconsistent, or on their face or on the basis of 
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other known facts open to question, the lawyer may properly assume that 

the facts as related to him by his client, and checked by him by reviewing 

such appropriate documents as are available, are accurate. 

Preliminarily, we state two examples as a means of defining the 

extremes of the problem in giving an opinion to a security holder who 

wishes to sell securities to the public without registration. On the one 

extreme, if a lawyer is asked to issue an opinion concerning a modest 

amount of a widely traded security by a responsible client, whose lack of 

relationship to the issuer is well known to the lawyer, he may ordinarily 

proceed to issue the opinion with considerable confidence. On the other 

extreme, if he is asked to prepare an opinion letter covering a substantial 

block of a little-known security, where the client (be it selling shareholder 

or broker) appears reluctant to disclose exactly where the securities came 

from or where the surrounding circumstances raise a question as to 

whether or not the ostensible sellers may be merely intermediaries for 

controlling persons or statutory underwriters, then searching inquiry is 

called for. 

* * * 

It is difficult to state a formula for determining how far a lawyer 

must go to satisfy the requirement that he make a reasonable effort to 

verify particular facts in such a case. However, it would seem that, for 

example, the verification from the issuer or its counsel of the number of 

shares of the class outstanding and the verification (perhaps through 

financial journals) of the relevant trading volume, an attempt (by 

checking through a quotation service and/or the relevant “pink” 

quotation sheets) to determine whether or not the broker is making 

solicitations of offers to buy the securities, and the inspection of a written 

statement from the issuer of the securities that it has complied with the 

reporting requirements mentioned in Rule 144 should normally be 

sufficient where verification is indicated. 

Another example would be where a corporate client requests an 

opinion as to whether a proposed transaction would be within the private 

offering exemption furnished by Section 4(2) of the Securities Act of 1933. 

In this situation, the lawyer should obtain from the client information, 

preferably in writing, from which the lawyer may reach the legal 

conclusion that the exemption is (or is not) available. Here again, the 

lawyer may properly rely upon the information furnished by a client well 

known to him assuming that it is not inconsistent, suspect, otherwise 

open to question, or incomplete in a material respect. 

If the lawyer has some reason to believe that one or more of the 

statements of fact furnished him as a basis for the opinion may not be 

correct, he should make a determination as to whether to refuse to give 

an opinion or whether to attempt to verify one or more of the relevant 

facts. * * * If he does determine that he will proceed, he should decide on 

the extent of verification in the light of the particular situation. If, for 
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example, the lawyer has any reason to doubt the reliability of the 

information relevant to whether the offerees have the requisite 

sophistication to meet the standard applicable to the Section 4(2) 

exemption, he should reasonably satisfy himself that the client correctly 

understands the concept of “sophistication,” and he might appropriately 

obtain from his client further information on each offeree and his 

background in order to determine that each was sufficiently 

“sophisticated” to be able to fend for himself and did not need the 

protection of a registration statement. 

Where information which may be relevant to a determination of 

whether or not the exemption provided by Section 4(2) is available may 

be quite difficult, if not impossible, to verify, it might in fact be necessary 

to rely completely on the client, but this necessity does not decrease the 

lawyer’s ultimate responsibility to exercise his independent judgment in 

determining whether the client had a reasonable basis for its 

determination that each client was sufficiently “sophisticated” and 

whether, in view of all the facts developed, the Section 4(2) exemption is 

available. If the lawyer considers that there is any material deficiency in 

that information, he should simply refuse to give an opinion on the 

subject. 

A properly drafted opinion will recite clearly the sources of the 

attorney’s knowledge of the facts. Where verification is otherwise called 

for, an attorney should make appropriate verification and should not rely 

on the use of such phrases as “based upon the facts as you have given 

them to me” or “apart from what you have told me, I have not inquired 

as to the facts.” 

The essence of this opinion, * * * is that, while a lawyer should make 

adequate preparation, including inquiry into the relevant facts, that is 

consistent with the above guidelines, and while he should not accept as 

true that which he should not reasonably believe to be true, he does not 

have the responsibility to “audit” the affairs of his client or to assume, 

without reasonable cause, that a client’s statement of the facts cannot be 

relied upon. 

The steps reasonably required of the lawyer in making his 

investigation must be commensurate with the circumstances under 

which he is called upon to render the opinion, but he must bear in mind 

that his responsibility is to render to the client his considered, 

independent opinion whether, having made at least inquiries such as 

those suggested by the above guidelines, the claimed exemption is or is 

not available under the law. While the responsibility of the lawyer is to 

his client, he must not be oblivious of the extent to which others may be 

affected if he is derelict in fulfilling that responsibility. * * * 
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NOTE 

Errors and omissions insurance for attorneys typically excludes 

securities practice from the standard coverage. Instead, the attorney must 

purchase a special rider to cover securities work. This coverage not only costs 

extra, the insurer will not issue it unless satisfied as to the competence of 

the lawyer to handle the subject matter. Does advising on the availability of 

exemptions require special coverage? 




