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INTRODUCTION

"For 40 years there has been great uncertainty as to what
constitutes a private offering." - Former S.E.C. Chairman
William J. Casey (1972)

When the Securities Act of 1933 was adopted by Congress, it con-
tained an exemption under Section 4 (2) for transactions "not in-
volving any public offering,"' but it failed to provide any definition
of what a "public offering" entailed. The distinction between "pub-
lic" and "private" offerings was thus born in a sea of uncertainty
from which it has never totally emerged. After four decades of
judicial consideration, attempts have recently been made by the
Securities and Exchange Commission (Commission), and by some
appellate courts, to introduce definitive guidelines. The years 1971
and 1972 saw four significant appellate decisions,- and six major
Securities and Exchange Commission releases,' relating to the
private offering exemption as stated in the Securities Act of 1933.
The Commission releases have included the adoption of new S.E.C.
Rules 144 and 145, and a proposal to adopt Rule 146.

Of course, the federal securities laws regulate every sale of stock
in the United States which is made through the mails or any other
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instrumentality of interstate commerce. It applies to intrastate
transactions' and the sale of stock to an individual purchaser., The
private offering exemption of Section 4 (2), or intrastate offering
exemption found in Section 3 (a)(11) of the Securities Act of 19331
may be pleaded and proved to alleviate compliance with these laws,
but proof that one of these exemptions applies to a particular trans-
action is far more burdensome than the layman or the lawyer un-
acquainted with the field might expect.

Technically speaking, the new appellate decisions are not legisla-
tion but merely a clarification of the statutory codification. Never-
theless, the decisions reflect a definite shift in attitude on the part
of the courts toward a more restrictive view of what can qualify
under the private offering exemption. These cases raise the question
of whether any amount of administrative detail can ensure that the
requisite proof could be developed to establish the private offering
exemption pursuant to the new judicial guidelines. Thus, it has been
said of these four cases that:

The language of the courts has led observers to doubt whether
it is possible to make a valid private placement except perhaps
to very large established institutional buyers, such as insur-
ance companies.7

As an example, both the courts and the Commission have sug-
gested that offerings in the manner traditional to investment bankers
are especially likely to involve a public offering, and not qualify for
the statutory exemptions. In Hill York Corp. v. American Interna-
tional Franchises, Inc.,' the Fifth Circuit noted: "A private offering
is more likely to arise when the offer is made directly to the of-

4. Even in an intrastate offering, any misstatement of a material fact or failure to
disclose a material fact constitutes a violation of the anti-fraud provisions giving rise
to liability under the federal securities laws. 1 L. Loss, SECURITIES REGULATION 710
(2d ed. 1961) ; Securities and Exchange Commission Release No. 33-5349 (Jan. 8, 1973).
A "material fact" is one which a "reasonable investor" would have "considered impor-
tant" in making his decision. Affiliated Ute Citizens v. United States, 92 S. Ct. 1456,
1472, (1972). Practically speaking, federal law requires that offerees in an intrastate
offering be furnished with substantially the same information a registration statement
under the Securities Act of 1933 would make available, unless one wants to be in
the unenviable position of arguing that registration statements require information which
reasonable investors would consider unimportant.

5. Collins v. Rukin, 342 F. Supp. 1282 (D. Mass. 1972) ; Meadow Brook Nat'l
Bank v. Levine, CCH FED. SEC. L. REP. 91,496 (1964-66 Transfer Binder) (N.Y. Sup.
Ct. 1965). See also Hill York, 448 F.2d at 688, quoting language to this effect from
SEC v. Ralston Purina Co., 346 U.S. 119 (1953).

6. 15 U.S.C. § 77c (a) (11) (1970).
7. Panel Discussion, Developments in Private Placements, Distribution of Restricted

Securities; Rule 144, 28 Bus. LAW. 483, 484 (1973), citing BNA, The Disappearing
Private Offering Exemption, SEC. REG. & LAW REP. No. 144, at B-1 (March 22, 1972) ;
Garrett, Private Placements, REV. SECURITIES REGULATION No. 17 (Oct. 4, 1972); Pat-
ton, The Private Offering: A Simplified Analysis of the Initial Placement, 72 Bus.
LAW. 1089 (1972).

8. 448 F.2d 680 (5th Cir. 1971).
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ferees rather than through the facilities of public distribution such
as investment bankers .... ." Similarly, the Commission stated that
"transactions which are effected by direct negotiations by the issuer
are much more likely to be non-public. ... " In addition, the re-
quirement of "special relationship," which is explored below, may
be difficult to establish where an investment banker has acted as
an intermediary.

For some time the Commission has been attempting to narrow the
scope of the private offering exemption. Several years ago, a former
commissioner of the S.E.C., discussing the private offering exemp-
tion, was quoted as saying, "to a certain extent some chickens have
been getting under the fence in recent years."" Similarly, former
Commission Chairman William Casey stated: "(W)e believe that the
private offering channels should be kept open but under strict -
albeit more objective - controls."2 The Commission, of course, has
long argued for a change in the attitudes of the courts, and much of
the language in the recent decisions is quoted directly from Com-
mission briefs. It has now been said that the Commission positions
in published releases are accorded "marked deference.""

While the old private offering exemption is in the process of
being narrowed in scope, a new exemption - Rule 14611 - is in the
process of being formulated. Rule 146 would permit sales to as many
as 35 investors (regardless of the number of offerees), provided (1)
the sale is disclosed to the Commission on Form 146; (2) all of the
offerees are persons able to bear the economic risks of the invest-
ment and are sufficiently experienced to evaluate the information
furnished them; and (3) numerous other conditions are met. It is
not unlikely that Rule 146, combined with strict judicial construction,
will herald a new era in private finance.

In this writer's opinion, the "statutory" private placement is
likely to be viewed as an ultrahazardous method of raising money
when contrasted to its more attractive sister, the "disclosed" private
placement. Reliance upon the statutory private placement exemp-
tion could cease among the largest and most sophisticated invest-
ment banking firms, except in the most unusual of circumstances,
upon the final adoption of Rule 146. Some firms have already be-
gun combining Rule 146 guidelines with those of the existing statu-

9. Id. at 689.
10. Securities and Exchange Commission Release No. 33-5336, Supra Note 3, at

82,400.
11. Comment, Securities Act of 1933: Business Experience and Access to Cor-

porate Records Required for Private Offering Exemption, 4 SECURITTES L. REv. 272,
279 (1972) : reprinted from 1971 DuKE L J. 1017; citing Sargent, Private Offering
Exemption, 21 Bus. LAW. 118, (1965).

12. Statement of William J. Casey accompanying the release of proposed Rule 14.6,
CCH FED. SEC. L. REP., 79,108 at 82,396.

13. Hill York, 418 F.2d at 687.
14. Securities and Exchange Commission Release No. 33-5336, supra note 3.
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tory placement exemption in their day-to-day operations. Exclusive
reliance upon the Rule 146 private placement should eventually
filter through the entire investment banking community as the
district courts apply these new appellate decisions.

On the other side of the coin, former Commission Chairman
William Casey has foreseen the evolution of a new vehicle for the
infusion of capital into speculative business ventures. The new
Rule 146 was specifically designed:

to define private offering in a manner which will give a small
group of knowledgeable individuals or institutions greater as-
surance as to when and how they can band together to provide
seed money and to meet immediate cash demands of young
companies in a manner which does not require the cost and de-
lays imposed by accounting and registration considerations.'"

One who relies on this rule is cautioned to "obtain and retain in
his file written evidence" that all offerees are sophisticated and
able to bear the risk of financial loss, among other things., Winning
the right to see what an investment banker has to offer in the way
of private placement in the future may, however, be equivalent to
applying for a vice-presidency in his firm, because financial sophis-
tication will first have to be established to his satisfaction.

During the past ten years, a significant growth has occurred in
what may be characterized as the venture capital industry. The
future may possibly bring small groups of knowledgeable individ-
uals who have banded together to provide seed money as Mr. Casey
has suggested. Presumably such groups could prepare a presenta-
tion on themselves, outlining the business and financial experience
of each group member, and establishing that each is able to bear
the risk of loss. Relying upon presentations of this kind, investment
bankers would be able to make unlimited numbers of contacts
with such groups under the proposed Rule 146, providing the docu-
mentation was adequate with respect to each member of each group,
all sales were the subject of negotiated transactions, and no more
than thirty-five offers were made. Under existing rules, if offers
are extended to a large number of people - no matter how sophis-
ticated - the private offering exemption is lost.

THE NEW DECISIONS
Lively v. Hirschfeld" and Hill York were handed down in 1971

by the Tenth and Fifth Circuits, respectively. The cases are not en-

15. Statement of William J. Casey, supra note 11, at 82,396.
16. Securities and Exchange Commission Release No. 33-5336, supra note 3, at

82,403.
17. 440 F.2d 631 (10th Cir. 1971).
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tirely consistent. Lively made inroads on the requirement of "spe-
cial relationship" between the issuer and the offeree, and more or
less terrified commentators, who greeted it with a surely-the-
court-can't-really-mean-what-it-says attitude, suggesting that the
case would be remembered "more for its in terrorem effects on
would-be issuers of unregistered securities than for its predictive
value."', Meanwhile, the Fifth Circuit was busy creating broad new
in terrorem burden of proof requirements of its own, and formulat-
ing its own ideas on what a private offering really is.

A year later the SEC v. Continental Tobacco Co.'" and Hender-
son v. Hayden, Stone Inc.-" decisions were rendered by the Fifth
Circuit, reconciling the inconsistency between the two cases:
henceforth, all requirements of both previous cases would have to
be met if the private offering exemption was to be established.

Hayden, Stone and Hill York are the biggest shock to those who
always assumed that an offering to the five richest men in town was
bound to be private This, it seems, is incorrect. Hill York involved
a sale to thirteen sophisticated businessmen and attorneys who
planned to do business with the issuer, and Hayden, Stone involved
a multi-millionaire who devoted full time to managing his private
investment portfolio, reviewed several financial publications, and
maintained accounts with half a dozen New York Stock Exchange
member firms. As to this innocent plaintiff the court said:

While one of the essential purposes of the Act is to protect
innocent purchasers of securities (citation omitted), and
though Henderson is certainly not the average innocent in-
vestor, nevertheless allowing him to recover clearly will not
frustrate the legislative purpose. It merely fails to serve that
purpose.-"
As the requirements presently stand, it is necessary to show that

all the offerees: (1) were persons of exceptional skill in business
and financial matters; (2) possessed all of the information which a
registration statement would make available under the Securities
Act of 1933; and (3) possessed some special relationship, either
among themselves or between themselves and the issuer, which set
them apart from the public at large. Formerly it was frequently
assumed that some of these requirements were in the alternative. -
For example, if a person was considered sophisticated, he could

18. Securities Act of 1933: supra note 11, at 279.
19. 463 F.2d 137 (5th Cir. 1972).
20. 461 F.2d 1069 (5th Cir. 1972).
21. Hayden, Stone, 461 F.2d at 1072.
22. See Securities Act of 1933, supra note 11, at 275-76. Some authorities are still

treating this case with a the-courts-can't-really-mean-what-they say attitude; See De-
velopments in Private Placements, supra note 7, at 486-87.
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dig out all of the information he would require, or if he had all of the
information a registration statement would make available, then
there was no need that he also possess a "special relationship"
with the issuer. But the cases leave no doubt that the requirements
are cumulative, and that if any one of the three elements is lacking
as to any one of the offerees, the private offering exemption is lost
to all of them.

The feeling of the courts appears to be that no matter how
sophisticated an investor may be, he is unable to bring his analytical
talents to bear on an investment unless he has all the information
a registration statement would make available. Similarly, if he is
unsophisticated, he needs the protection of the Act,23 which ap-
parently means that he must have his information presented risk-
factors-first, and that the format of the information should be first
reviewed by the Commission to ensure that it is properly presented.

It also appears that an offering must be confined to a "select
closed group,"2, as opposed to "persons indiscriminately selected
and having no bond of union other than the fact that they had money
and the gambling instinct."2 Although it is clear that an offering to
a "close-knit" group of friends and acquaintances creates a special
relationship among the offerees,"° and that an offering to "high
executive officers" creates a special relationship" between the
purchasers and the issuer, there are few other guidelines to deter-
mine when the requisite relationships have been established. An
offering to strangers selected at random will not qualify for the
exemption, no matter how sophisticated they are, and no matter

23. Thus, whether the offeree needs the protection of the Act is the "ultimate test"
of whether the private offering exemption is available. This concept will be discussed
more thoroughly subsequently.

24. Rivlin v. Levine, 195 Cal. App.2d 13, 15 Cal. Rptr. 587, 592 (1961). This
quotation and the one immediately below are borrowed from the law of bona fide
partnerships. See Long, Partnership, Limited Partnership, and Joint Venture Interests
as Securities, 37 Mo. L. REV. 581 (1972). The comparison between where the
state courts have already been in developing the concept e1 bona tide partnerships
under state blue sky laws and where the federal courts seem to be going in terms of
developing the concept of "special relationship" is striking. The "mutuality of
selection" tests of bona fide partnerships have the same general character and feeling
as the Commission's "negotiated" transaction test under Rule 146, in the sense that
the relationship must be one which mutually develops between the parties, rather than
an offer-and-acceptance kind of relationship. The concept of securities being "indis-
criminately offered at random," Rivlin v. Levine, 195 Cal. App.2d 13, 15 Cal. Rptr.
587, 592 (1961) seems applicable here, as does the concept of the relationship being
voided ab initio in the presence of fraud.

25. State v. Simons, 193 Ore. 274, 238 P.2d 247, 255 (1951). The quotation is
borrowed from the law of bona fide partnerships, as explained above.

26. Hill York, 448 F.2d at 688.
27. Continental Tobacco, 463 F.2d at 159. Even high executive officers may have

to "know each other and of course have similar interests and knowledge of the offer-
ing . . . " Id.
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how much information is given to them. This is difficult for the in-
vestment banking community, because it is hard to establish such a
relationship where the buyer and seller have no relationship pre-
dating the seller's quest for cash.,8 It may be argued that this ap-
proach destroys the availability of the statutory private offering
exemption in cases of routine equity financing for business, but at
the same time the Commission is making available new guidelines
for disclosed private offerings.9

The cases also make it clear that the tests must apply to all of-
ferees. The offeror who fails to keep accurate and detailed records
of each offer (whether or not accompanied by a sale) may simply
not prevail. Failure to produce evidence which is "explicit, exact,
and not built on conclusionary statements"3 as to who the offerees
were, what their level of sophistication was, what information was
given to them, and what their relationship to the offeror was, is
automatic grounds for disallowance of the exemption. For example,
if an offering is made to eight Giant Insurance Companies and Max
the Janitor, the eight Giant Insurance Companies have an absolute
right of rescission, even if Max declined the offer. One rotten apple
spoils the barrel - instantaneously. The exemption is also destroyed
if the offering is made to eight Giant Insurance Companies and "I
can't remember for sure who else."

It has been said of these four cases that, "(u)nfortunately ...
(they) contain too much general language unrelated to the specific
facts involved,"', and that thorough understanding of the private
offering exemption will have to await "better judicial analysis."3

28. Again, the law of bona fide partnerships provides worthwhile analogy. See
Long, supra note 24, and the discussion accompanying notes 71 to 78 of that article.
It has been held that a bona fide partnership did not exist where the seven limited
partners were all friends and acquaintances of the general partner, but had never met
each other, Rivlin v. Levine, 195 CaL App.2d 13, 15 Cal. Rptr. 587, 594 (1961); and
that introduction of the limited partners to each other at the time of executing the
partnership agreement will not suffice, Solomont v. Polk Development Co., 245 Cal.
App.2d 488, 54 Cal. Rptr. 22, 28 (1966). It has been said that:

The courts have also focused on the relationship among the
investors thereby implying that if they do not know each other,
the offering cannot avail itself of the Section 4 (2) exemption.
Why this is a factor is a mystery. Hopefully, the courts can
be persuaded to abandon it because it confuses rather than
clarifies the analysis of whether the exemption is available.
Development in Private Placements, supra note 7, at 486-87.

Especially heavy importance was attached in both Hill York and Continental Tobacco
to the fact that the purchasers had never met the officers of the issuer. It has been
suggested that the requirements of special relationship might be satisfied by "mean-
ingful and enlightening" face-to-face meetings between seller and proposed purchaser,
but I seriously question whether this meets the spirit of the decisions. Id. at 486.

29. See quotation of Mr. Casey, supra note 11.
30. Continental Tobacco, 463 F.2d at 156.
31. Development in Private Placements, supra note 7, at 486.
32. Id.
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CREIGHTON LAW REVIEW

There is no question but that the cases do contain an enormous
amount of discussion, much of it reiterating what has been said in
other cases. In the interest of simplifying the analysis of the new
cases and the new Commission releases, the requirements of the
statutory private offering exemption as it presently appears to exist
are set forth below in outline form, with more extensive discussion
in the footnotes.

PRIVATE PLACEMENT EXEMPTION

A. BURDEN OF PROOF

1. Once plaintiff has established a prima facie case (see Sec-
tion E below), defendant has the burden of proving all elements of
the private offering exemption, and the exemption is to be narrowly
construed."3

2. As to all elements, the defendant's proof must be "explicit,
exact, and not built on conclusionary statements."3 4

3. Whether a private offering exists is a question of fact for
determination by the jury.3"

4. Guidelines established by the Commission for testing the
availability of an exemption are to be accorded "marked deference"
by the courts, and they should be submitted to the jury in order to
foster consistency in the application of the law, provided the court
finds them legally correct. 6

33. The plaintiff "thus made out a prima facie case for the application of the
statute."

"Once that was accomplished, it became Continental's burden to prove that it was
entitled to the claimed exemption, i.e., that there was no public offering of the
securities and that registration was not otherwise required [citations omitted]."
Continental Tobacco, 463 F.2d at 156.

"Keeping in mind the broadly remedial purposes of federal securities legislation,
imposition of the burden of proof on an issuer who would plead the exemption seems
to us fair and reasonable [citation omittedi." SEC v. Ralston Purina Co.. 346 U.S. 119.
126 (1953). "These enumerated 'exempted transactions' must be narrowly viewed since
the Securities Act of 1933 is remedial legislation entitled to a broad construction."
Continental Tobacco, 463 F.2d at 155.

"Further it was, and is. recognized by the parties that a defendant seeking to come
within the nonpublic offering exemption has the burden to so prove his position."
Lively, 440 F.2d at 632.

"It is well-settled law that the defendants have the burden of proving their affirma-
tive defense of private offering." Hill York, 448 F.2d at 690. "The Act is remedial
legislation entitled to a broad construction. Conversely, its exemptions must be
narrowly viewed." Hill York, 448 F.2d at 689.

34. "Continental's proof had to be 'explicit, exact, and not built on conclusionary
statements' of Continental. . . . " Continental Tobacco, 463 F.2d at 156.

35. Hill York, 448 F.2d at 687.
36. Although courts accord a marked deference to the expertise of

such an agency which is charged with broad regulation of a
specific field when reviewing their regulatory action, we do not

(Vol. 6
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B. THE ULTIMATE TEST

1. Defendants have the burden of proving that none of the of-
ferees have any "practical need" for the safeguards afforded by
registration under the Securities Act of 1933. 1

2. This test is the "comprehensive and generalized prerequisite"
of the private offering exemption, the other elements being merely
more specific tests as to whether this general standard has been
satisfied.,,

3. Failure of proof on any element as to any offeree voids the
availability of the exemption as to all of the offerees.11

C. FACTORS TO BE CONSIDERED

1. Full Disclosure. Each of the offerees must possess all of the
information which a registration statement would make available
under the Securities Act of 1933.40

intimate that their procedures are binding precedent. How-
ever, to be consistent - which is the constant aim if not the
invariable result of the law - and, most vitally, because we
find S.E.C. criteria both legally accurate and meaningfully suf-
ficient for testing the issue, we hold that a jury should consider
the factors enumerated below which the S.E.C. considers, together
with the policies embodied in the Act. Id.

37. Thus the ultimate test is whether "the particular class of
persons affected need the protection of the Act." [citation
omitted] . . . Thus, only where the practical need for the
enforcement of the safeguards afforded by the Act or the public
benefit derived from such enforcement can confidently be said
to be remote with respect to the transactions is the private offer-
ing exemption met. Id. at 689.

"Under the Ralston Purina standard, defendants ultimately had to prove that
there was a lack of public need for registration." Lively, 440 F.2d at 632.
"Thus the question has become whether there is a 'need' for registration as to the
individuals or group concerned, and the 'public' or 'private' categories are not par-
ticularly descriptive." Id. at 632-33.
"The Securities Act of 1933 'carefully exempts from its application certain types of
securities and securities transactions where there is no practical need for its applica-
tion or where the benefits are too remote.'" Continental Tobacco, 463 F.2d at 155.
"Under the Ralston Purina standard it was necessary that Continental prove that there
existed no practical need for the application of § 5 of the Securities Act of 1933 to
its 1969-70 offering or that the public benefits to be derived from any application of
the Act were too remote." Id. at 156.

"The ultimate test, of course, is whether the particular class of persons affected
need the protection of the Act." Id. at 158.
"'Since exempt transactions are those as to which "there is no practical need for
[the bill's] application," the applicability of § 4 (1) should turn on whether the
particular class of persons affected need the protection of the Act.'" Id. at 158,
quoting from SEC v. Ralston Purina Co., 346 U.S. 119 (1953).

38. Hill York, 448 F.2d at 689.
39. "In Lively v. Hirschfeld, supra, the Tenth Circuit held that under the standard

of Ralston Purina the issuer must ultimately prove that as to all offerees there was a
lack of public need for registration and the protections of the Act." Continental
Tobacco, 463 F.2d at 160 (emphasis in original).

40. "'In order for an offering to fall within the exemption of § 4 two conditions
must be met. First, the offeree must have such information as registration would
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a) The burden is upon the defendant to prove that each of-
feree possessed such information, and failure of proof
as to any voids the exemption as to all.41

b) It is not sufficient to show that the issuer opened all his
records to the offerees, agreed to answer any questions,
and had the offerees sign a statement that they did not
want any more information. The offerees must possess
the information, even if they are sophisticated investors
able to fend for themselves.42

have disclosed or have access to such information ..... ".Id. at 159, quoting from
United States v. Custer Channel Wing Corp., 247 F. Supp. 481, 489 (D. Md. 1965).

41. "The record does not establish that each offeree had a relationship with
Continental giving access to the kind of information that registration would have
disclosed." Continental Tobacco, 463 F.2d at 158.

In Continental Tobacco, the district court concluded as a matter of law that
"'the offering of securities by the defendant, Continental, from June, 1969 to
October 1970, were transactions not involving any public offering . I...'" Id. at 157.
The court of appeals noted:

Apparently, the District Court arrived at this conclusion by
finding ... that "the testimony of the common stock purchasers
of Continental, who were called as witnesses by the plaintiff,
established that these investors had received both written and
oral information concerning the corporation, and that they had
access to any additional information which they might have
required or requested, and that they had had personal contacts
with the officers of the defendant corporation .. " Id.

Not only was the district court's test found to be inapplicable as a matter of law,
but the court of appeals reversed the trial court's findings of fact as "clearly
erroneous," relying upon United States v. United States Gypsum Co., 333 U.S. 364,
394-95 (1948). The basis for reversal of the findings of fact was that any standard
would have to be met by all ofierees, and that the findings of the trial court were
wrong with respect to three of them. The court said:

Continental did not affirmatively prove that all offerees of
its securities had received both written and oral information
concerning Continental, that all offerees . . .had access to any
additional information which they might have required or re-
quested, and that all offerees of its securities had personal con-
tacts with the officers of Continental. The evidence shows that
neither Theodore King nor T. M. Alexander ever had access to
one of Continental's prospectus, and that neither King nor
Mrs. Pettit prior to their purchase had occasion to meet with
officers of Continental. Continental Tobacco, 463 F.2d at 160.

42. In Hill York defendants asserted that the plaintiffs -had access to the kind of
information a registration statement would disclose, on grounds that "plaintiffs could
have obtained any information they desired concerning American and the background
of the individual defendants if they had just asked." Hill York, 448 F.2d at 690.
The court said:

The defendants' argument concerning the availability of informa-
tion to the plaintiffs is equally unavailing here. The plaintiffs
do not have to prove that they could not have discovered the
falsity upon reasonable investigation [citation omitted]. To
put it simply, the availability of information elsewhere does not
excuse misleading or incomplete statements. [citation omitted].
Id. at 696.
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c) The requirement may be met by showing that the offeree
had regular access to all of such information, as in the
case of high executive officers or other insiders."3

d) Any misstatement or omission of a material fact causes
the private offering exemption to be lost. A material fact
has been defined by the Supreme Court as a fact which
"might" have been considered "important" by a "reason-
able investor" in making his decision.-

eJ In the event the issuer has failed to disclose a material
fact (or has misstated a material fact) liability also at-
taches under the anti-fraud sections, to which the private
offering exemption is no defense.41

f) It is not necessary for the plaintiff to show that he or any-
one else actually relied on an alleged omission or mis-
statement."6

43. Lively does not refer to the requirement that the offeree have all of the
information a registration statement would make available, but limits its test to that
of regular access. The Fifth Circuit more or less translated this to mean "special
relationship" in Continental Tobacco. If the Lively test were strictly applied, it would
virtually limit private placements to high executive officers, controlling shareholders, or
company accountants. Reading the cases together, and especially Continental Tobacco's
construction of Lively, it is reasonable to believe that the "full and complete infor-
mation" rung of the private placement ladder may consist either of the information a
registration statement would provide or regular access thereto. The court in Lively
said:

The Supreme Court in its description of a possible "private"
group in Ralston Purina includes only persons of exceptional busi-
ness experience, and "a position where they have regular access to
all the information and records which would show the potential
for the corporation. When applied to the record in the case before
us, the offerees . . . did not have the degree of access to the type
of data as would meet the standard. . . ." Lively, 440 F.2d at 633.

44. This follows because the misstatement of a material fact is inconsistent with
providing the kind of disclosure a registration statement would make available. In
Hill York the court said: "No reasonable mind could conclude that the plaintiffs had
access to accurate information on the foregoing points since the only persons who
reasonably could have relieved their ignorance were the ones that told them the
untruths in the first instance." Hill York, 448 F.2d at 691. Thus, plaintiff can
establish a conclusive case for violation of the registration provisions by showing a
misstatement of a material fact made to any one of the oflerees.

The meaning of a "material fact" in a registration context was recently defined
by the Supreme Court. "All that is necessary is that the facts withheld be material
in the sense that a reasonable investor might have considered them important . ... "
Affiliated Ute Citizens v. United States, 92 S. Ct. 1456, 1472 (1972). As noted in the
quotation, every untruth involves a failure to disclose a truth, i.e., every misstatement
involves an omission.

45. Of the four cases, only Hill York involved an anti-fraud claim. Hill York, 448
F.2d at 697.

46. "Finally, the plaintiffs need not prove that they relied in any way on the
alleged misrepresentations or omission$." Hill York, 448 F.2d at 695. Similarly, in
Affiliated Ute Citizens v. United States', 92 S. Ct. 1456 (1972) the Supreme Court said:

Under the circumstances of this case, involving primarily
a failure to disclose, positive proof of reliance is not a pre-
requisite to recovery. . . . This obligation to disclose and this

1972)
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g) It is not necessary to prove that knowledge of an undis-
closed fact would have changed the investment decision.41

2. Sophistication. All of the investors must be persons of excep-
tional business skill and experience.4 8 Counsel should be cognizant
of the difficulties in meeting this burden without the cooperation of
each offeree, i.e., the difficulty of trying to convince a jury that a
man is sophisticated, if he is trying to convince them he is not.
Written evidence establishing the necessary facts should be ob-
tained at the time of offer.4 1

3. Special Relationship. The investors must possess a special
relationship to the issuer or to each other which gives them ,a status
"substantially different" from that of "the public at large.""°

withholding of a material fact establish the requisite element
of causation in fact. Id. at 1472.

Although Affiliated Ute Citizens was grounded on claims of failure to disclose, the
standard is obviously lequally applicable to misstatements, since every untruth involves
a failure to disclose the truth. "(T)he only persons who reasonably could have re-
lieved their ignorance were the ones that told them the untruths. . . ." Hill York, 448
F.2d at 691.

47. "A plaintiff does not have to prove that the sale would not have occurred
absent the misrepresentation or omission." Id. at 696.

48. The "need" requirement is strict. The Supreme Court in its
descriptions of a possible "private" group in Ralston Purina in-
cludes only persons of exceptional business experience .... When
applied to the record in the case before us, the offerees are not
such persons of unusual business experience and skill ...
Lively, 440 F.2d at 633.
The standard must apply to all the offerees if the Ralston Purina
case is to be meaningfully applied. . . . Id. (emphasis added)

49. The court in Lively refers to "examination of the individuals solicited" to
determine their "particular capabilities" and the nature of the information possessed
by them. Id. at 632. Although the court did not specifically say that this "examina-
tion" had to be conducted on the witness stand, it could be difficult to develop such
information in any other manner, unless written evidence has been obtained at the
time of offer and preserved.

In Lively, the unfortunate defendants were in the position of trying to establish
the plaintiff-airline pilots "exceptional business experience and skill" by way of cross-
examination. The court never found that he was not sophisticated, only that the proof
was inadequate on this point and also on the question of whether he had the requi-
site information.

50. The relationship between the offerees and the issuer is most
significant. If the offerees know the issuer and have special
knowledge as to its business affairs, such as high executive officers
of the issuer would possess, then the offering is apt to be private.
Hill York, 448 F.2d at 688.
[Tihe term "public offering" must refer to all offerings of
securities where the public interest is not remote and the re-
lationship between the issuer and the offeree does not create
special advantages in the offerees substantially different from the
status of members of the public at large to be able to obtain
all necessary information about the issuer and its securities.
Orrick, Non.Public Offerings of Corporate Securities-Limitations
on the Exemption Under the Federal Securities Act, 21 U. PITT.
L. REV. 1, 8 (1959), quoted in Hill York, 448 F.2d at 688, note 6.
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a) An offering to a diverse and unrelated group is likely
to be a public offering."

b) An offering involving a close-knit arrangement among
friends and acquaintances is more likely to be viewed
as a private offering.,2

c) Lack of contact between the executive officers of the is-
suer and the offerees is likely to cause the offering to be
viewed as public."

4. Cumulation of Factors. The requirements of adequate dis-
closure, special relationship and sophistication are cumulative,
not alternative. All three factors must be present, and must be es-
tablished as to each offeree 1

In Hayden, Stone the court found that the fact that "the relationship between the
offerees and the issuer is not known," and the fact that "we know nothing of the
offerees' relationships among themselves and their knowledge of each other," as being
two of the four factors which made it impossible to make any "valid evaluative
judgment of the existence vel non of a private offering. . . ." Hayden, Stone, 461
F.2d at 1072.

51. Also to be considered is the relationship between the offerees
and their knowledge of each other. For example, if the offering
is being made to a diverse and unrelated group, i.e. lawyers,
grocers, plumbers, etc., then the offering would have the appear-
ance of being a public offering.... Continental Tobacco, 463 F.2d
at 159.

"The fact that there were only thirteen actual purchasers is of course irrelevant. We
do know that the purchasers were a diverse and unrelated group, or at least that this
was so at the time the offering occurred." Hill York, 448 F.2d at 691.

52. "This clearly negates the close knit arrangement among friends and acquaint-
ances that afforded the private offering exemption in Woodward v. Wright, 266 F.2d
108 (10th Cir. 1959) and Campbell v. Degenther, 97 F. Supp. 975 (W.D. Penn. 1951)."
Hill York, 448 F.2d at 691 n. 13.

53. "The record does not establish that each offeree had a relationship with
Continental. . . . Some of the purchasers had never met any officers of the com-
pany prior to acquiring the stock." Continental Tobacco, 463 F.2d at 158.

"While defendants allude to other evidence in this case, the paucity of evidence
pertaining to the relevant considerations remains stark. . . . Furthermore, the de-
fendants admit that the plaintiffs had never met or in any way communicated with
them prior to purchasing their stock." Hill York, 448 F.2d at 691.

54. Full Disclosure Alone Inadequate.
[M]ere disclosure of the same information as is required in a
registration statement is not the alpha and the omega, as Professor
Loss has noted. ". . . this says too much if it implies that
the exemption is assured, no matter what the circumstances,
by giving each offeree the same information that would be
contained in a registration statement though without the statutory
safeguards and sanctions." Continental Tobacco, 463 F.2d at 160.

Sophistication No Substitute for Full Disclosure. In Hill York defendants relied
most heavily on the fact that "[t]he evidence indicates that this offering was limited
to sophisticated businessmen and attorneys who planned to do business with the new
firm." Hill York, 448 F.2d at 690. The court said:

Obviously if the plaintiffs did not possess the information requi-
site for a registration statement, they could not bring their
sophisticated knowledge of business affairs to bear in deciding
whether or not to invest.... Id.
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5. Number of Offerees and Size of Offering. The number of of-
ferees and the size of the offering are important factors to be con-
sidered in determining whether the exemption is available.,,

a] The exemption cannot be established without explicit
evidence on the part of the defendant as to the exact
number and identity of all the offerees, even if the plain-
tiff has not alleged that there were others."

b) The defendant is under an affirmative duty to introduce
evidence that it did not contemplate additional sales in
the future, and failure to do so destroys the exemption."

Full Disclosure No Substitute for Special Relationship.
As pointed out by the Commission, "Even if it were

assumed that Continental's prospectus provided those offerees
to whom it was disseminated with all the information that regis-
tration would disclose, this would not suffice to establish the
requisite relationship of those offerees to the company." Conti-
nental Tobacco, 463 F.2d at 160.

Sophistication Alone Inadequate. "In similar fashion, we again reject the
defense based upon the plaintiffs' sophistication. 'Neither the monumental credulity
of the victim nor the investor's sophistication or independent knowledge offer a
refuge to the defendant.'" Hill York, 448 F.2d at 696.

55. Id. at 689; Hayden, Stone, 461 F.2d at 1071; Continental Tobacco, 463 F.2d
at 161.

56. And there is no evidence as to how many offers were made to
other persons, or the experience of those persons. The defendants
did not testify that they had made no other offers. Without such
evidence in the record the Court cannot determine whether the
class needed protection. It was incumbent on the defendants to
submit this evidence. Since they did not, they must suffer the
consequences. Continental Tobacco, 463 F.2d at 161.

In Hayden, Stone the court cited the fact that "the state of the evidence leaves it
unclear as to the number of offerees involved with this offering," as one of the four
factors which made it impossible to make any "valid evaluative judgment of the
existence vel non of a private offering." Hayden, Stone, 461 F.2d at 1071-72.

In Continental Tobacco, the Commission contended that "Continental's evidence as
to the number of actual offerees 'was woefully short of the requirement' for establish-
ing the private offering exemption," and that "the transcript of proceedings in the
District Court is barren of evidence on the exact number or identity of the offerees."
Continental Tobacco, 463 F.2d at 151. The court said:

To the Commission's present contention, Continental contends
that "it is clear from the evidence, and the trial court so found,
that there were thirty-eight offerees. .. ", but we find no testimony
or evidence introduced by Continental that it had made no offers
other than those described in the evidence entered on behalf of the
Commission. Id.

Without evidence in the record as to who the offerees are, it cannot be estab-
lished whether they met the requisite tests of sophistication, special relationship and
possession of information. Lively, Hill York, Hayden, Stone and Continental Tobacco
were all decided in part on this ground.

57. As previously stated, there were only thirteen units sold the first
year, but there is no evidence to show whether or not more units
were to be offered in subsequent years. The same is true for the
size of the offering. Although only 65,000 dollars worth of stock
was offered, the evidence does not negate the existence of plans
for offering additional securities. Hill York, 448 F.2d at 691.
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c) Offerings made by a corporation two years in the past
may be integrated into current offerings, even though
management of the corporation has been replaced."

d) The defendant may limit his proof to the specific offer-
ing of which the plaintiffs were a part, unless the plain-
tiff alleges that the offering made to him should be inte-
grated with similar offerings made by the defendant."

e) An offering to from one to twenty-five people is as likely
to be public as private. The larger the offering becomes,
however, the more likely it is to be public, and twenty-
five may be a presumptive maximum for establishing
the private placement exemption 5

6. Manner of Offering. Defendant is under an affirmative duty
to introduce evidence that the manner in which the offering was
made constituted it a private rather than public offering. Failure
to do so causes the exemption to be lost61

58. Continental Tobacco, 463 F.2d at 157.
59. In Hill York the plaintiffs argued on appeal that the offering made to them

by the Florida franchisee of the franchisor-defendant should be integrated with offer-
ings made by other franchisees in other states. The court said, "[tihis theory, which, if
proved, would defeat the private offering exemption, is known as an integrated offer-
ing. However, the theory was not presented to the court below, and we decline to enter-
tain it for the first time on appeal." Hill York, 448 F.2d at 690.

Similarly, in Hayden, Stone the plaintiffs sought to show on appeal that the offering
to them should be integrated with other offerings to shareholders of the issuer. The
court said, "[tihis 'integrated offering' theory, however, was not presented below and
may not be raised for the first time on appeal." Hayden, Stone, 461 F.2d at 1071.

60. In the past the S.E.C. has utilized the arbitrary figure of
twenty-five offerees as a litmus test of whether an offering was pub-
lic. A leading commentator in the field has noted, however, that in
recent years the S.E.C. has increasingly disavowed any safe numer-
ical test. Initially, the figure of twenty-five was probably no more
than a rule of administrative convenience. In any case, such an
arbitrary figure is inappropriate as an absolute in a private civil
lawsuit. The Supreme Court has put it thus: "No particular num-
bers are prescribed. Anything from two to infinity may serve:
perhaps even one. . ." [citations omitted]. Obviously, however, the
more offerees, the more likelihood that the offering is public.
Hill York, 448 F.2d at 688.

The court also said: "The fact that there were only thirteen actual purchasers is of
course irrelevant." Id. at 691.

61. In Hill York, the court said: "[t]he following specific factors are relevant:
(4) [t]he manner of offering." Id. at 687-89.
The court continued:

While defendants allude to other evidence in this case,
the paucity of evidence pertaining to the relevant considerations
remains stark. . . . Finally, there is no evidence as to the manner
in which the offering was carried out. The most likely inference
from the evidence is that the plaintiffs were contacted personally
by Shepherd, Quinn or McDaniel, but again there is no hard and
fast evidence. Id. at 691.

In Hayden, Stone the court found the fact that "the record reveals no evidence as to
the manner in which the offering was made," as being one of the four factors which
made it impossible to make any "valid evaluative judgment of the existence vel non of
a private offering." Hayden, Stone, 461 F.2d at 1072.
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a) A private placement, made through the facilities of in-
vestment bankers, is likely to be viewed as a public of-
fering.2

b) Public advertising destroys the private offering exemp-
tion."3

c) With the advent of proposed Rule 146, the concept of the
negotiated transaction is likely to be picked up as illus-
trative of the proper manner of offering.

7. Nature of Issuer. An offering of securities in a start-up ven-
ture is more likely to involve a public offering than an offering of
securities in an established business venture."

8. Investment Intent. The old requirement that an investor had
to take for investment only, and not with a view toward subsequent
resale or distribution, has been replaced in part by Rule 144, which
provides a defined two-year holding period. Rule 144 is available,
however, only for companies registered under the Securities Ex-
change Act of 1934.5

a) The private placement exemption is lost, and an auto-
matic violation of the anti-fraud sections of the securi-
ties laws is created, if the seller fails to inform the pur-
chaser: (1) that the securities are unregistered and must
be held indefinitely, unless they are subsequently regis-
tered under the Securities Act of 1933 or an exemption
from registration is available; (2) that any routine sale
of securities made in reliance upon Rule 144 can be made
only in limited amounts in accordance with the terms

62. "A private offering is more likely to arise when the offer is made directly to the
offerees rather than through the facilities of public distribution such as investment
bankers. . . ." Hill York, 448 F.2d at 689.

63. "In addition, public advertising is incompatible with the claim of private offer-
ing." Id. Proposed Rule 146 specifically precludes the use of advertisements in news-
papers or magazines, broadcasts on radio or television, and seminars or promotional
meetings. Securities and Exchange Commission Release No. 33-5336, supra note 3 at
82,401.

64. Under this test [that there is no "practical need" for the safeguards
afforded by registration], it is apparent that the need for the pro-
tection of the Act is greater when speculative securities in new
ventures such as these are offered than when a new offering of the
securities of an already established firm with an available
operating record is involved. Hill York, 448 F.2d at 689 n. 8.

At the risk of sounding like a broken record, this is like the approach taken in the
bona fide partnership cases, where courts have been more reluctant to accord bona fide
status to new ventures because "[there is more reason for the application of . . .
[the state securities law] to unorganized business concerns than to those having a
recognized legal entity." State v. Simons, 193 Ore. 274, 238 P.2d 247, 254 (1951). See
1 L. Loss, SECURITIEs REGULATION 456 (2d ed. 1961).

65. Securities and Exchange Commission No. 33-5223, supra note 3, further inter-
preted in Release No. 33-5306, supra note 3. Rule 144 has been the subject of ex-
tensive commentary elsewhere, and is beyond the scope of this article. See Developments
in Private Placements, supra note 7.

(Vol. 6
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and conditions of that rule; and (3) that in the case of
securities to which Rule 144 is not applicable compliance
with Regulation A or some other disclosure exemption
will be required. Furthermore, if at the time of sale a
representation to the purchaser that an attempt will be
made to register the securities at some future date is
made, or that compliance with Regulation A or some
other exemption will be effected, the purchaser must
be informed specifically as to the time when, and the
circumstances under which, such attempt to register
will be made or compliance with such exemption will
be effected. If the issuer is under no obligation to register
the securities or to comply with any such exemption,
that fact must be made clear to the purchaser. The pur-
chaser must also be informed as to whether the seller
will supply the purchaser with any information neces-
sary to enable the latter to make routine sales of the se-
curities under Rule 144.66

b) An investment letter should be obtained in order to pro-
tect the issuer against illegal redistributions, but an in-
vestment letter by itself, no matter how extensive in
scope, is not evidence that the transaction was a private
as opposed to a public transaction and should not be re-
lied upon to establish the exemption.,7

c) The use of restrictive legends on stock certificates and
stop-transfer instructions to transfer agents as a means
of preventing the illegal sale of privately placed securi-
ties should be employed, and purchasers should be in-
formed prior to being committed to purchase the securi-
ties whether such a legend will be placed on the certifi-
cate or such instructions will be issued.68

D. MERGERS AND ACQUISITIONS

1. Effective as of January 1, 1973, any merger or sale of corpo-
rate assets which involves a vote of shareholders is treated as a pur-
chase or sale of securities, and the availability of the private offer-
ing exemption, vis-a-vis the shareholders of each corporation voting

66. Securities and Exchange Commission Release No. 33-5226, supra note 3. These
requirements apply only to private placements effected after April 15, 1972. Although
the release does not mention loss of the private placement exemption, the exemption is
lost in any transaction which involves securities fraud.

67. Continental Tobacco, 463 F.2d at 160.
68. Securities and Exchange Commission Releases No. 33-5226 (1972), and 33-5121,

supra note 3.

1972)
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on the transaction, must be determined and in accordance with the
above tests.5

2. In the case of a merger or acquisition for stock, if the private
offering exemption or some other exemption is not available, a
registration statement must be filed disclosing information on both
companies and presenting pro forma combined financial state-
ments.7"

a) As to all shareholders, the requirements of full disclo-
sure, sophistication, and special relationship would have
to be met if the private offering exemption is to be sat-
isfied. ,,

b) It is to be hoped that the courts will find a special rela-
tionship inherent in the fact that the stockholders con-
stitute a select closed group and that they enjoy a status
substantially different from the public at large.,2

69. Securities and Exchange Commission Release No. 33-5316, supra note 3. The old
view was that a transaction between one corporation and another was private, since
management negotiated on behalf of the shareholders, and it was treated as an offer to
one entity - the corporation. This was Rule 133, which has been rescinded and re-
placed by Rule 145.
Under the new rule, the offer is treated as being made directly to the shareholders.
An acquisition by one of my clients, which had been agreed to in principle, recently
fell through because the acquiring company estimated the legal and accounting ex-
penses in connection with the acquisition increased by $30,000 to $50,000 on the first
of the year. My client has 29 shareholders, and the private offering exemption is not
available, so that a registration statement would have to be filed with the Commission
before the 29 people could vote. As a result, the company, which has over 450 em-
ployees, is likely to collapse for lack of working capital. The shareholders are likely
to end up with nothing, rather than with several hundred thousand dollars in stock of a
company listed on the New York Stock Exchange. Frankly, I fail to see the wisdom in
this. The shareholders are being "protected" to their own great economic detriment.

70. Securities and Exchange Commission Release No. 33-5316, supra, note 3.
71. For example, see the cases quoted in note 54.
72. The courts can go either way on the question of whether the "special relation-

ship" requirement is met by being a shareholder in a merger or acquisition context.
There is some language that there must be "a relationship . . .giving access to the
kind of information that registration would have disclosed," Continental Tobacco, 463
F.2d at 158. or a "relationship . . . such as high executive officers of the issuer would
possess," Hill York, 448 F.2d at 688. However, there is other language that a "close-knit
arrangement among friends and :acquaintances" would suffice, Id. at 691 or that the
offering is to be viewed as non-private if made to a "diverse and unrelated group,"
Continental Tobacco, 463 F.2d at 159, which shareholders of a corporation clearly
would not be. Again, the law of bona fide partnerships is analogous. In the case
of shareholders of a corporation we are considering a "group of persons voluntarily
associated together" and preexisting as a defined group prior to the offering, as onposed
to a group of persons "indiscriminately selected." State v. Simons, 193 Ore. 274, 238 P.2d
247, 254-55 (1951).

The Supreme Court has recognized that the application of general rules requires
modification when dealing with shareholder voting. A "material fact," for example,
in a purchase or sale context, is one which a reasonable shareholder would have
considered important in making his investment decision, Affiliated Ute Citizens v.
United States, 92 S. Ct. 1456, 1472 (1972), whereas in a proxy context it is one
which a reasonable shareholder would have considered in deciding how to vote. In
the same spirit, hopefully the courts will carve out a special definition of "special
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c) Under the existing private offering exemption, and as
a result of the repeal of Rule 133, each shareholder must
possess exceptional business skill and experience be-
fore he is permitted to vote upon a proposal relating to
the merger or acquisition of the business, unless a regis-
tration statement has first been filed with the Commis-
sion. Hopefully, the Commission or the courts may be
persuaded that the requirement of "sophistication" may
be met, at least for the purposes of Rule 146, by having
the management act as the "representative" of the share-
holders, although this is not presently the case. 7

1

3. An acquisition for cash involves the "purchase" of securities,
and if the private offering exemption or some other exemption is
not available, a registration statement may have to be filed dis-
closing information to shareholders on their own company.74

4. Whether or not the private offering exemption is available, a
violation of the anti-fraud sections occurs if there has been a mis-
statement or omission of a material fact in connection with an
acquisition. In this context, a material fact is one which "might
have been considered important by a reasonable shareholder who
was in the process of deciding how to vote."7

1

E. PRIMA FACIE CASE

1. Section 5 Violation. A prima facie case for violation of the
registration provisions of the Securities Act of 1933 may be estab-

relationship" existing between a corporation and its shareholders who are required
by law to vote.

73. The big hang-up with the repeal of Rule 133 is the requirement that each
shareholder be sophisticated in order for the private offering exemption to be avail.
able. If a company is interested in acquiring another company, it has to take the
shareholders as it finds them. Many successful companies include, for one reason
or another, shareholders who would certainly not measure up to the test of "excep-
tional business skill and experience." It is really the unsuccessful companies, how.
ever, which cannot afford to be burdened with expensive and time-consuming red
tape when the company needs to merge or permit itself to be acquired in order to
survive. In this situation the shareholder must depend upon the management to make
the best deal it can in a short period of time. S.E.C. registration is so expensive
and so time-consuming, despite Commission protestations to the contrary, that no
company can afford to be bothered in order to consummate a marginal acquisition.
As a result, the shareholders are left no alternative but collapse. The problem could
be greatly alleviated with minor modification of Rule 146. Rule 146 permits an
unsophisticated individual to retain a sophisticated individual to negotiate on his
behalf. Since management of a corporation is already under a fiduciary duty to use
its best efforts to negotiate on behalf of the stockholders as a group, it should be
permitted to step into this role. I have made the suggestion to the Commission that
this modification be adopted in the final rule, and time will tell whether it will be.

74. Release No. 33-5316 does not deal with this situation, but it seems to flow
logically from the other position. Hopefully, this will not become a requirement.

75. Mills v. Electric Auto-Lite Co., 396 U.S. 375 (1970).
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lished by showing: (i) an offer, purchase, sale of securities involv-
ing the use of an instrumentality of interstate commerce; (ii) that
no registration statement was in effect at the time; and, (iii) that
the defendant was a seller, or that the injury to the plaintiff flowed
"directly and proximately" from the actions of the defendant, or a
person controlled or employed by defendant. 1

a) The interstate commerce requirement is satisfied by
showing the use of the mail or of the telephone, even if
wholly within one state, or any travel between states,
even by means of private transportation."

76. The above test is a composite drawn from various segments of Hill York. The
basic test, from Hill York, reiterated in substantially the same language in Continental
Tobacco, is as follows:

In order to establish a prima facie case for a Section 5 viola-
tion, a plaintiff must prove three elements. First, it must be
shown that no registration statement was in effect as to the securi-
ties. Second, it must be established that the defendant sold or
offered to sell these securities, and finally, the use of interstate
transportation or communication or of the mails in connection
with the sale or offer of sale must be proven. Hill York, 448
F.2d at 686.

Traditional analysis has limited plaintiff to recovery from his immediate seller,
Id. at 692, but Hill York adopted a broad interpretation of the word "seller":

Although the term "seller" has sometimes been accorded a
broader construction under Section 12 (2) than under Section
12 (1), we adopt a test which we believe states a rational and
workable standard for imposition of liability under either section.
Its base lies between the antiquated "strict privity" concept and
the overbroad "participation" concept which would hold all those
liable who participated in the events leading up to the trans-
action. [citations omitted]. We held that the proper test is
the one previously forged by the court in Lennerth v. Menden-
hall, supra. " . . . the line of demarcation must be drawn in
terms of cause and effect: To borrow a phrase from the law of
negligence, did the injury to the plaintiff flow directly and
proximately from the actions of this particular defendant?"
[citations omitted] Id. at 692-93.

Speaking in broader and more general language, the court in Continental Tobacco
characterized the nature of the registration requirements and the relationship thereto
of the private offering exemption as follows:

Generally, § 5 of the Securities Act of 1933 "forbids the use
of any means of interstate commerce or of the mails to sell
or offer to sell securities without having first filed a registration
statement with the Securities and Exchange Commission." [cita-
tion omitted].

However, this "broad and all-encompassing prohibition against
the use of the mails or means of interstate commerce to sell
unregistered securities must be read in conjunction with the
claimed exemptions which are in the nature of exceptions to
the overriding purposes of the Act ...... [citation omitted].
Continental Tobacco, 463 F.2d at 155.

77. Intrastate mail service.
The mails were used on a number of occasions, but the proof
only indicates mailings within the state of Florida. However,
purely intrastate utilization of the United States postal service
has been held to be sufficient to generate the proscriptions
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b) The use of interstate commerce may be collateral to the
sale, and it is not necessary that any offer be made
thereby.78

c) In the absence of interstate commerce, a state blue sky
law violation may still be present. 9

d) A person who "controls" a "seller" includes an employer
or promoter; it is not necessary that a controlling person
own a majority of the stock or control a majority of the
directors. The plaintiffs have the burden of establishing
a control relationship.-°

of Section 5, Hill York, 448 F.2d at 693.
Intrastate telephone service. In Hill York the court said:

Extensive use of the telephone within the state of Florida
was additionally shown. Although we do not rely on it, there
is authority that intrastate use of the telephon- provides a
sufficient jurisdictional basis for the courts to Adjudicate under
the Act. Id. at 693-94, n. 18.

Actually, there is a great deal more authority on this point than the court
indicated, the overwhelming majority of it favoring the prosposition that intrastate
use of the telephone is an adequate jurisdictional basis. Lawrence v. S.E.C., 398
F.2d 276, 279 n. 2 (1st Cir. 1968); Myzel v. Fields, 386 F.2d 718 (8th Cir.
1967) cert. denied, 390 U.S. 951 (1968); Reube v. Pharmacodynamics, Inc.,
_ F. Supp. _ CCH FEn. SEC. L. REP. 93,704, at 93,090 (ED.
Pa. 1972) ; Jackson v. Oppenheim, CCH FED. SEC. L. REP. 93,008 (S.D. N.Y. 1971)
at 90,716 (1970-71 Transfer Binder) ; Brendenhoeft v. Cornell, 260 F. Supp. 557
(D. Ore. 1966); Lennerth v. Mendenhall, 234 F. Supp. 59 (N.D. Ohio 1964);
Neimitz v. Cunny, 221 F. Supp. 571 (N.D. Ill. 1963) ; contra, Burke v. Triple A. Mach.
Shop, Inc., 438 F.2d 978 (9th Cir. 1971) (brief per curiam opinion making no men-
tion of other decisions) ; Rosen v. Albern Color Research, Inc., 218 F. Supp. 473
(E.D. Pa. 1963). See 2 A. BROMBERG, SECURITIES LAW, § 11.2, at 245-46 (1971) ; 6 L.
Loss, SECURITIEs REGULATION at 3747-48 (Supp. 1969); 62 MICH. L. REV. 1080 (1964).

Private travel between states.
In addition, he traveled to Atlanta from Miami to discuss the
sale. We do not know what mode of transportation McDaniel
utilized, but that is irrelevant since this Circuit has held that
interstate travel even by private automobile comes within the
purview of the Act. [citation omitted]. The fact of travel from
one State to another is what controls. Hill York, 448 F.2d at 693.

78. Stevens v. Vowell, 343 F.2d 374 (10th Cir. 1965).
79. The Uniform Securities Act provides:

This act shall be so construed as to effectuate its general
purpose to make uniform the law of those states which enact it
and to coordinate the interpretation and administration of this
act with the related federal regulation.

Uniform Securities Act § 415, BLUE SKY L. REP., 4945.
A federal court presented with a single cause of action based upon both federal

and state law has jurisdiction to dispose of the case on the state ground, even though
the federal violation is not established, as long as the federal question averred is
not "plainly wanting in substance." 2 L. Loss, SECURITIES REGULATION at 1006. See
generally, L. Loss at 1006-15.

80. Although we find no prior precedent on the subject, we hold
that the plaintiffs had the burden of establishing control. The
following points amply attest that the plaintiffs have discharged
burden. The whole project originated with the defendants, and
all of the basic ideas for its effectuation came from them.
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e) A controlling person has a valid defense if he was un-
aware of the actions giving rise to the loss.,,

f) If the securities laws have been violated, the purchasers
have an absolue right of rescission; it is not necessary
to show any damage,A

g) Even though a plaintiff properly establishes a Securities
Act violation, he is not entitled to recover punitive dam-
ages from the defendants.,'

2. Anti-Fraud Violations. A prima facie case for liability under
the anti-fraud provisions of the federal securities laws may be
established by showing: (i) an offer, purchase or sale of securities
involving the use of an instrumentality of interstate commerce;
(ii) defendants failed to disclose or misrepresented a fact which a
reasonable investor "might have considered important" in making
his investment decision; (iii) the plaintiff did not know of the mis-
statement or omission; and, (iv) that the injury to the plaintiff
flowed "directly and proximately" from the actions of the defend-
ant, or a person controlled or employed by the defendant.,,

In fact, the record indicates that Shepherd, Quinn and McDaniel
were mere instruments in executing the plans of the defendants.
The defendants told these men how to organize the corporation,
how to solicit additional capital, and supplied them tangible
paraphernalia for executing the scheme. Hill York, 448 F.2d
at 694.

81. [Ihe defendants argue that they are extempted from liability
by the controlling person's special defense embodied in the last
clause - "unless the controlling person had no knowledge of
or reasonable ground to believe in the existence of the facts by
reason of which the liability of the controlled person is alleged
to exist." Id.

In Hayden, Stone, the action was brought against an investment banking firm,
a regional vice-president, the regional sales manager, a registered representative and
an unrelated finder. The court of appeals directed the district court to enter judgment
against the sales manager, registered representative and the finder, all of whom had
actually participated in the sale to the plaintiff, but affirmed the finding in favor of
the vice-president and the firm itself, based upon the trial court's finding that Perry,
who actually effected the sale, "was acting outside the scope of his actual authority
when he effected this sale," and that the plaintiff "knew or had reasonable grounds
to know that Perry's acts were not as Hayden, Stone's agent." The court found on
these facts that the vice-president and the firm could not be deemed sellers, and also
that, "assuming Witt and Hayden, Stone were controlling persons, they come within
the controlling persons' special defense." Hayden, Stone, 461 F.2d at 1073-74.

82. Guarantee Ins. Agency Co. v. Mid-Continent Realty Corp., (N.D. Ill. 1972),
CCH FED. SEC. L. REP. 93,723.

83. Hill York, 448 F.2d at 697. Punitive damages may be recoverable for com-
mon law fraud under some state laws.

84. Interstate commerce. The requirements of interstate commerce are the same
under the registration and anti-fraud sections. "Our discussion as to the use of the
mails and instruments of transportation or communication in interstate commerce in
Section 12 (1) is equally applicable here." Id. at 695.

Misstatement or omission of "material" fact. The test as stated in Hill York is
that the defendants misrepresented or omitted material facts. Subsequent to Hill York,
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a) Defendant may introduce affirmative evidence to estab-
lish lack of scienter as a defense, i.e., that he did not
know, and in the exercise of reasonable care could not
have known, of the alleged omission or misstatement. 85

b) Neither the private offering nor intrastate offering de-
fenses are available with respect to a claim under the
anti-fraud sections."5

PROPOSED RULE 146

The Commission has acknowledged that there has been great
uncertainty in the meaning of a private offering.81 Proposed Rule

the Supreme Court defined "material" in an anti-fraud context involving a purchase
or sale of securities as follows: "All that is necessary is that the facts withheld be
material in the sense that a reasonable investor might have considered them important
in the making of this decision." Affiliated Ute Citizens at 1472. In Hill York, the
court applied the definition of "material" found in Rule 405:

The term material when used to qualify a requirement for
the furnishing of information as to any subject, limits the
information required to those matters as to which an average
prudent investor ought reasonably to be informed before pur-
chasing the security registered [citation omitted]. Hill York,
448 F.2d at 696.

Relationship of plaintiff and defendant.
While, as we previously pointed out, an even broader construction
has sometimes been accorded the term "any person who sells
or offers to sell" under Section 12 (2) than under Section 12
(1), we find no authority which has utilized a narrower standard.
Therefore, applying the test we previously announced, we hold the
defendants were sellers within the meaning of Section 12 (2).
Id. at 695.

It is unnecessary to this decision to determine whether the
standard used would be uniformly sufficient for adjudging Section
12 (2) liability. The authorities indicating Section 12 (2) should
receive a broader construction are those set out in n. 17, supra.
Id. at 695-96, n. 24.

"There is of course another ground upon which the defendants' liability might
have attached under Section 12 (2). That ground is based upon the controlling
persons concept of Section 15." Id. at 696.

85. "The plaintiffs need not prove scienter on the part of the defendants [citation
omitted]". Id. at 695.

in their final argument the defendants contend that they did
not know, and in the exercise of reasonable care could not have
known, of such untruth or omission . .. . We need only comment
that the defendants had the burden of proof of establishing a
lack of scienter [citations omitted]. The defendants did not
discharge this burden. The jury rejected their contentions, and
there is abundant evidence in the record to support this rejection.
Id. at 696.

86. The exemptions found in Sections 3 and 4 (with one exception
not pertinent here) are not applicable to the securities and
transactions involved in a Section 12 (2) cause of action [cita-
tions omitted]. Thus, contrary to a Section 12 (1) violation,
liability under Section 12 (2) would not be affected by a
finding that the offering was private. Id. at 695.

87. Statement of William J. Casey, supra note 11.
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1468 represents an attempt by the Commission to provide more
objective standards in order to curtail uncertainty as much as
possible." Rule 146 is not intended as the exclusive method of
establishing the private offering exemption, and it will still be pos-
sible to show that the statutory requirements have been met.

Rule 146 will provide an exemption for sale of up to thirty-five
individuals during any twelve-month period, provided a Form 146
is filed with the Commission after the sale. Not counted in the thirty-
five are individual sales of $250,000 or more, which may be un-
limited in amount. It has generally been felt that if an investor was
able to put up this much money at one time, he does not require
the protection of the Securities Act."0 Thus, it is possible to have
more than thirty-five investors if some of them invest $250,000 or
more. As proposed, the rule would treat clients of an investment
advisor as separate persons in determining the number of in-
dividuals to whom securities may be sold, regardless of the amount
of discretion given to the investment advisor to act on behalf of
the client in purchasing securities.

In order to establish the Rule 146 exemption, the issuer must
establish that each offeree or his "investment representative":
(1) possessed or had access to all of the information which a regis-
tration statement would make available under the Securities Act
of 1933, and had enough access to verify the accuracy of the in-
formation; (2) was sufficiently experienced to be capable of utiliz-
ing the information and to evaluate the risks, and that he is "able to
bear the economic risks of the investment;" (3) negotiated the
transaction directly with the issuer; and (4) was fully aware of the
restrictions on future transfer of the shares.

The requirement of sophistication means simply that the issuer
must have reasonable grounds to believe that either the offeree or
his investment representative has such knowledge and experience
in financial and business matters that he is capable of utilizing
the information that would be provided by a registration statement
to evaluate the risks of the prospective investment and of making
an informed investment decision. It also means that the issuer must
have reasonable grounds to believe that the offeree is a person who
is able to bear the economic risks of the investment. The release
made it clear that once an issuer "reasonably believes that an of-
feree in all probability satisfies the requirements," he is entitled
to make "inquiry to verify that belief" which will not be deemed
an offer. This seems consistent with the Lively and Continental

88. Securities and Exchange Commission Release No. 33-5336, supra note 3.
89. Id.
90. Developments in Private Placements, supra note 7, at 492.

(Vol. 6
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Tobacco holdings that the proof as to the sophistication of the of-
ferees must be explicit.' The Commission has also cautioned that
issuers should obtain and retain in their files written evidence
which would assist in meeting their evidentiary burden.

The term "negotiated transaction" is defined by the proposed
rule to mean a transaction in which the securities are offered and
the sale is negotiated through direct communication between the
issuer, or any person acting on its behalf, and the purchaser or his
investment representative. It is specifically stated that "direct
communication implies personal contact or communication that
provides an opportunity to ask questions of, and receive answers
from, the issuer or its representative." Issuers may still utilize in-
vestment bankers as their representatives in negotiating private
placements, but prudent investment bankers will probably follow
the practice of causing proposed investors to be afforded the op-
portunity to meet and negotiate directly with management if they
so desire. Certainly a denial of an affirmative request by any of
the offerees to meet or deal directly with management would de-
feat the spirit of the rule.

A person who is unsophisticated is entitled to deal through an
"investment representative" if he is otherwise financially able to
bear the risk of loss. An investment representative must be a per-
son chosen by the investor and duly authorized to act as his agent
in connection with the transaction. The investment representative
must be independent of the seller and must have the same kind
of knowledge and experience in business and financial matters
which the investor would be required to have.

Under the proposed rule,. it would appear that investment
bankers could represent either the issuer or the investor under
proper circumstances, but that they would be precluded from rep-
resenting both sides to the transaction, as in the case of a place-
ment effected between a corporate client and a retail client.

The proposed rule also prohibits any form of "general adver-
tising" in connection with the sale, specifically enumerating ad-
vertisements or "other communications" in magazines and news-
papers, broadcasts on radio and televison, and seminars and pro-
motional meetings, as well as communication by letter or any other
written communication "given otherwise than in connection with
a negotiated transaction." This is obviously intended to preclude
advertisements such as, "Wanted Fas't! One man with $15,000 cash
money or two men with $7,500 cash money each.""2 It would ap-

91. For example, see Continental Tobacco, 463 F.2d at 156.
92. The example is drawn from the now-famous Wall Street Journal ad which

triggered a debate back in 1940 between former S.E.C. Chairman Jerome Frank and

1972)
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pear to prohibit any kind of organized general solicitation system
announcing the availability of a Rule 146 "opportunity."

The required Form 146 Report must be filed within forty-five days
after the end of any quarter of the issuer's fiscal year during which
sales are effected pursuant to the rule. The proposed rule would
waive the reporting requirements if the issuer had not sold more
than $50,000 worth of securities in the preceding twelve months.
The report is also not required by publicly-held companies filing
other periodic reports with the Commission which would disclose
the sales. The proposed form requires disclosure of the number of
persons to whom the securities were sold, and the identity of per-
sons acting as investment representatives in the transaction, as well
as brokers, finders or other persons acting on behalf of the seller.

Compliance with the proposed rule also requires that the issuer
take effective steps to prohibit redistributions by purchasers in-
cluding, among other things, placing a legend on the certificates,
lodging stop-transfer instructions with the transfer agent and ob-
taining a written agreement from the purchaser not to resell his
securities otherwise than in compliance with applicable law.

The Commission was careful to point out that the proposed rule
would not relieve sellers from the requirements of complying with
state laws, and it is substantially more liberal than most of them.
If the rule is to be fully effective and useful, therefore, extensive
revision of state blue sky laws will be required.

CONCLUSION

The new appellate decisions make it clear that all investors in
new businesses, other than the promoters themselves, must be per-
sons of exceptional skill in business and financial matters. If the re-
quirements of the new appellate decisions are to be complied with,
no stock can be offered to a person of average intelligence and fi-
nancial means.

Similarly, at the time of the release of the proposed Rule 146,
then Chairman Casey stated:

It seems desirable from the standpoint of investor protection
that money for new ventures come not only from people who
invest a few thousand dollars on the basis of a prospectus
cleared by the SEC, but also from sophisticated individuals
and institutions who have the knowledge, opportunity and
ability to dig in more deeply and evaluate new ventures more
effectively than can be done by reading a printed prospectus.
It may be better for venture money to come in larger chunks

the editors of the Saturday Evening Post in the "Letters to the Editor" column.
See 1 L. Loss, SECURITIES REGULATION 505-06 (2d ed. 1961).

(Vol. 6
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from investors having this access to information and the
ability to analyze it than from people who really can't afford
to take the high risk involved in new technology and other
new ventures.,3

Mr. Casey's remarks indicate that he feels the best source for
new venture capital may be from organized venture capital groups,
and he may be right. The problem is that a woefully inadequate
number of such groups exist. At the present time, venture capital
groups turn down over 95% of the proposals presented to them,
and often require that control of the company be placed in their
hands. Since existing venture capital groups are frequently con-
trolled by those who have already become wealthy and successful
through the control of business enterprises, reliance upon such
groups could lead to further concentration of business ownership.

Between the lines of Mr. Casey's remarks may be the hope that
Rule 146 will spawn a new breed of venture capitalist groups,
which will absorb some of the demand for new business financing.
If so, it would be a boon to the free enterprise system, although in-
equities would still exist. Trying to ascertain which entrepreneur
will be successful in business is like trying to determine which new-
born babies will grow up to be the most handsome. The number of
business failures financed by venture capital groups is living proof
of the difficulty of picking winners, even for an expert.

The rules on sophistication of investors, both under the statutory
private placement exemption as interpreted by the new appellate
decisions, and also under Rule 146, force prospective entrepreneurs
and small businessmen to confine their contacts to persons of ex-
ceptional business experience and skill. But this is by no means
the only requirement.

To establish the statutory private placement exemption, each
offeree must possess all of the information which a registration
statement would make available under the Securities Act of 1933,
or must have regular access to such information. In addition, there
must be some special relationship, either between the issuer and
the offerees, or among the offerees themselves, which sets them
apart from the public-at-large.

The requirements of sophistication, adequacy of information
and special relationship must be established as to each offeree. If
any offeree fails to meet any one of these requirements, regardless
of whether he accepted or rejected the offer, the exemption will
be destroyed as to each offeree. It should be noted that very little
contact is required in order for an "offer" to be deemed to have
been made.

93. Statement of William J. Casey, supra note 11..
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Written records should be kept of each person with whom con-
tact is made, because the identity of all offerees must be estab-
lished with explicit and exact evidence. By no means should it be
assumed that twenty-five contacts are permissible, especially if all
of the other requirements are not met, but the more offers which
are made, the more likely the exemption is to be lost on numbers
alone.

The requirement which is probably the biggest stumbling block
for investment bankers in the new appellate decisions is that of
"special relationship" between the issuer and the offerees. If the-
only relationship between the issuer and the investor is that the in-
vestor is a client of the investment banker who has money and the
gambling instinct, then the requirement of special relationship
may not be present. Both the Court and the Commission have made
it clear that a private offering is less likely to be present when a fi-
nancial intermediary is involved than when an issuer and investor
deal face-to-face.

Another stumbling block for investment bankers is the require-
ment of identifying each offeree with certainty and establishing that
he meets requisite levels of sophistication. Certainly the sophistica-
tion of the offerees should be documented at the time of offer, so
that if suit ensues, the defense will have something more than the
plaintiff's testimony at trial to establish the plaintiff's level of
sophistication.

Several of the appellate decisions gave substantial lip service
to the "manner of offering" as relevant in making the public/private
determination, but "manner of offering" received little substantive
explanation. Reading the general statements of the courts, however,
the views of the Commission as expressed in proposed Rule 146
and the accompanying statement of William 1. Casey, one may
guess that the "manner of offering" requirement of the statutory
private placement exemption may begin to take on the character
of the "negotiated transaction" requirements of Rule 146. Thus one
might expect a private offering to be more likely affirmed where
the price and terms were mutually determined, as opposed to being
stuck on the face of the placement memorandum on a take-it-or-
leave-it basis. "Terms of investment open to negotiation" should
become an increasingly common phrase.

Rule 146 may make some contribution toward opening up new
pools of capital to new business venture, although it stops far short
of opening the flood gates of venture capital to new business. The
hope that Rule 146 brings is that persons capable of investing in
new ventures will "band together to provide seed money" in the
manner Mr. Casey has suggested. If they do, an unlimited number
of offers can be made to such persons, provided no more than thirty-

(Vol. 6
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five sales of $250,000 or less are made, and provided all other re-
quirements are met.

In order for a valid offering to be made under Rule 146, the of-
ferees must be persons of adequate sophistication in business and
financial affairs (or must be represented by such a person) and
must be financially able to bear the risk of loss. All sales must be
made in negotiated transactions, and any kind of general advertis-
ing is prohibited. In addition, each offeree must have access to all
of the information a registration statement would provide, and must
have sufficient access to verify the accuracy of such information.
The proposed rule also requires the filing of a report of sale on
Form 146 with the Commission.

It should finally be pointed out that Rule 146 is of little or no
value in states having the Uniform Securities Act. The Uniform
Securities Act restricts the number of offerees to ten in a private
transaction, although some states have modified this to larger or
smaller numbers. It is to be hoped that state legislatures will modify
their state securities laws to permit Rule 146 to be a useful tool.
Otherwise, no private placement exemption may exist, for the
statutory exemption as it was formerly known no longer exists.
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