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Private Placements-The Sale of Unregistered Securities

[. INTRODUCTION

Start up companies and compa-
nies expanding in growth are on a con-
tinuous search for additional capital,
whether equity or debt. In their endeavor
toraisethiscapital, the companiesinevi-
tably are confronted with theissue of how
to raise the capital without violating the
provisions of both state and federal secu-
ritieslaws. Most states have lawsrequir-
ing the registration of the offer or sale of
securitieseither from or in their jurisdic-
tions. Theselaws are generally known as
“bluesky laws.” Aswith thefederal laws,
most states also have limited exemptions
for the offer or sale of securities which
require technical application. In thisre-
leasewewill be discussing the sale of un-
registered securitiesunder federal law, pri-
marily the Securities Act of 1933 (the
“Ad”).

The Act isbased on the premise
that investors unable to fend for them-
selves can best be protected by requiring
‘full and fair disclosure,” upon which they
can makeintdligent investment decisions.
To better ensure full and fair disclosure,
section 5 of the Act requiresthat all non-
exempt offerings of securities be regis-
tered. It is this registration process that
provides the Securities and Exchange
Commission an opportunity toreview of-
fering materialsprior to a securities offer-
ing, thusinsuring some protection to the
unwary public.

Itiscritical inthecapital raising
function to determinewhether or not there
areapplicableexemptionsavailablefor the
capital raise, thusavoiding the costly reg-
istration process, and what must be done
by the company to comply with the ex-
emptions. Asenacted, the Act did not en-
vision any disclosurerequirementsfor ex-
empt offerings. Thestatutory design, how-

ever, hasbeen substantially altered in recent
years, with embellishment of many exemp-
tions through Commission rules and court
decisions, to require in exempt offerings a
distribution of information comparable to
that called for in the typical prospectus.

The Act has five transaction ex-
emptions available to companies issuing
their own securities: the single issuer ex-
change exemption found in section 3(a)(9)
of the Act; the regul ated exchange exemp-
tion foundin section 3(a)(10) of the Act; the
intrastate offering exemptionsfound in sec-
tion 3(a)(11) of theAct andin SECrule 147
thereunder; the private offering exemptions
found in section 4(2) of the Act and in SEC
rule 506 thereunder, and 4(6) of the Act and
in SEC rules 504 and 505 and regulation A
thereunder.

Il. PRIVATEPLACEMENTS

Section 4(2) of the Act exempts
from registration ‘transactions by an issuer
not involving any public offering.” Theleg-
idative history of section 4(2) indicates an
intent to exempt those transactions ‘where
there is no practical need for the Act’s
application...or wherethe public benefitsare
tooremote.’ The courtshaveinterpreted this
exemption as contemplating situations in
which the financial sophigtication of the
offerees, the limited manner of offering, or
both render unnecessary the protectivefunc-
tion of the Act’sregistration provisions.

Regulation D, which was adopted
on March 8, 1982, and became effective on
April 15, 1982, among other things contains
rules504, 505, and 506, which replaced rules
240, 242, and 146 respectively. Thestatutory
source of the exemptions provided by rules
504 and 505, which limit thesi ze of offerings
t0 $1,000,000 and $5 million respectively, is
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section 3(b) of the Act. The statutory
source of therule 506 exemption issection
4(2) of the Act, which containsnolimit on
thesize of an offering. Rule 501 contains
definitionsrelevant to each of the exemp-
tionsunder regulation D, including adefi-
nition of ‘accredited investor,” a pivotal
term in both rules 505 and 506. Rule 502
sets forth general standards applicable to
all three of the regulation D exemptive
rules, including the following integration
standard: All salesthat arepart of thesame
Regulation D offering must meet all of the
termsand conditionsof Regulation D. Of-
fersand salesthat are made morethan six
months before the start of a Regulation D
offering or aremade morethan six months
after completion of aRegulation D offering
will not be considered part of that Regula-
tion D offering, solong asduring those six
month periods there are no offers or sales
of securitiesby or for theissuer that are of
thesameor asimilar classasthose offered
or sold under Regulation D, other than
those offers or sales of securities under an
employee benefit plan as defined in Rule
405 under the Act.

It isimportant to notethat to pre-
servethe safe harbor, offers may not begin
within six months of the most recent sale,
even though sales in the purported new
offering will not be consummated until a
later date. Rule 502(a) also provides that
the five integration criteria referred to in
SEC Release No. 4552 areto beappliedin
analyzing whether activity outsidethe safe
harbor merits integration. Rule 502 also
containsprovisionsrelating to the manner
of the offering, including a prohibition
against general solicitation or advertising,
restrictionson resales, and information re-
quirements.

A. Rules504 and 505

Therule 504 exemption is avail-
able to all issuer offerings other than an
offering by a reporting company or an in-

vestment company. Accordingly, it can be
used by limited partnerships and foreign
issuers. Rule504 [imitsthe amount of the
offering during a twelve-month period to
$1,000,000. Includedinthat amount areall
sales made within the preceding twelve
months pursuant to regulation A or rule
505 and any salesmadein viol ation of sec-
tion 5 of theAct. Thereisnolimitation on
the number of shareholders of the issuer
upon compl etion of the offering or restric-
tions on the payment of commissions. Rule
504 does not require the use of a specific
disclosure document; however, there may
be a disclosure requirement under the ap-
plicablestatelaws. If thesecuritiesarereg-
istered (under state law) and sold exclu-
sively in statesthat require the delivery of
a disclosure document, the regulation D
restrictions against general solicitation and
advertising areinapplicable and the secu-
rities, which are unrestricted, may be ac-
quired for resale. Theimportant emphasis
onrule504isthat, assuming registration in
aparticular state, the securities are issued
without a restrictive legend, and may be
resold immediately. Thisprovidesliquidity
to an investor, without waiting the typical
1 - 2 yearsunder rule 144 prior to resale.
However; this obvioudly presupposes that
theissuer has commenced trading.

Rule 505 can beused for offerings
by issuers such as oil and gas companies,
limited partnerships, and foreign issuers.
It cannot be used by an issuer that is an
investment company or issuers disquali-
fied because of certain prior conduct on
the part of persons affiliated with the is-
suer or a party receiving commissions in
connection with the offering.

Anissuer cannot raise morethan
$5 million pursuant to rule 505 during a
twelve-month period. The manner of cal-
culating thelimitationissimilar tothat in
applying the$1,000,000limitation under rule
504; that is, there must be added to the ag-
gregate offering price of the securities be-
ing offered pursuant totherule, theaggre-
gate offering price of securities sold dur-
ing the preceding twelvemonthsin reliance
upon a section 3(b) exemption and securi-
ties sold during the same period in viola-
tion of theregistration provisions. Securi-
ties of predecessors and affiliates are, ac-
cordingly, included only to the extent the
general integration concepts contained in
SEC Release No. 4552 areapplicable. Se-
curitiessold in reliance on therule 506 ex-
emption are not included, provided inte-
gration of therule 505 and 506 offeringsis
not called for by SEC Release No. 4552.

A rule 505 offering can be made

to an unlimited number of offerees, pro-
vided there are no more than thirty-five
nonaccredited investors. Nonaccredited
investorsin arule505 offering do not have
to meet any sophistication or suitability re-
quirements. An issuer can makeaseriesof
rule 505 offerings, each of which may in-
volve up to thirty-five nonaccredited pur-
chasers, provided that the offeringsarenot
deemed integrated and collectively do not
exceed the$5 million limitation. In calculat-
ing thenumber of nonaccredited investors,
acorporation, partnership, or other entity
is counted as one purchaser unless it is
organized for the specific purpose of ac-
quiring thesecuritiesbeing offered. Inthis
event, each beneficial owner of an equity
interest in theentity iscounted. A relative,
spouse, or relative of a purchaser who has
the same principal residence as the pur-
chaser, and trusts, estates, and entitiesin
which the purchaser and such related per-
sons own collectively more than fifty per-
cent of the beneficial (equity) interest are
deemed one person in determining the
thirty-five person limitation. Thelatter pro-
vision relating to trusts, estates, and enti-
tiesisardaxation of rule 242, which re-
quired 100% ownership by such persons.

B. Rule506

Rule 506, although substantially
identical torule505, differsin thefollowing
respects:

Whereas a rule 505 offering cannot
exceed $5 million in atwe ve-month period,
rule 506 offerings can be unlimited in
amount.

Any issuer (including an investment
company) can usetherule 506 exemption.

There is no disgualification because
of prior conduct of persons affiliated with
theissuer or aparty receiving commissions
in connection with the offering.

Thenonaccredited purchasersinarule
506 offering (but not a rule 505 offering),
either alone or with the assistance of a
purchaser representative, must have
aufficient financial and businessknowledge
and experienceto be capable of evaluating
the merits and risks of their prospective
invesments. Thisistheprincipal difference
between the two rules and the main
incentivefor using rule505 for offerings of
under $5 million.

The disclosure requirements are the
sameunder rules 505 and 506 if theissuer
isareporting company under the Exchange
Act. If the issuer is not a reporting
company, thefinancial statement disclosure
requirements in a rule 506 offering are

(Continued on page 3)
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somewhat more stringent if the offering
exceeds $5 million, assuming the sale to
nonaccredited purchasers.

Additionally, as the result of the
passage of the National SecuritiesMarkets
Improvement Act (NSMIA) into law on
October 11, 1996, state registration
reguirementsgenerally do not apply in the
case of an offering pursuant to Rule 506 of
Regulation D. NSMIA does not prohibit a
state from imposing in connection with a
Rule506 offering naticefiling requirements
substantially similar to Form D.

Section 4(6)

Section 4(6) of the Act wasenacted in
1980 as a means of easing therestrictions
on private placements of securities. This
was prior to the adoption of rule 242 and
regulation D and after a substantial period
inwhich small companieshad been largely
denied accessto the capital markets.

Specifically, section 4(6) provides
an exemption from registration for
transactions involving offers or sales by
an issuer solely to one or more accredited
investors, if the aggregate offering price of
an issueof securitiesofferedin reliance on
thisparagraph does not exceed theamount
allowed under Section 3(b) of thistitle, if
thereisno advertising or public solicitation
in connection with the transaction by the
issuer or anyone acting on the issuer’'s
behalf, and if the issuer files such notice
with the Commissionsasthe Commissions
shall prescribe.

Thisexemption haslargely become
a dead letter in the Act because shortly
after its adoption the Commission
proposed and adopted regulation D, which
under rule 505 provides for sales of
securitiesunder substantially the same (but
less onerous) conditions asthose provided
in this provision. These two exemptive
provisions differ only in the following
respects:

Sales under section 4(6) may only be
madeto accredited investors, aterm defined
in section 2(15) of the Act and now
extended in rule501(a).

Section 4(6) containsno limitationson
the kinds of issuers who may rely on the
exemption, whereas rule 505 may not be
relied upon investment companies or
issuers disqualified under the ‘bad boy’
provisionsof rule 252(c).

Because section 4(6) does not
contemplate sales to nonaccredited
investors, it hasno disclosurerequirements.

The section 4(6) exemption restsupon
the purchasers that are ‘accredited
investors,” whereastherule 505 exemption
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isavailableif theissuer reasonably believed
that all but thirty-fiveof the purchaserswere
‘accredited investors.’

There are no express aggregation
provisions for section 4(6) offerings,
whereasrule 505 offeringsmust includeall
sales made in reliance upon section 3(b)
exemptionsaswell assalesin violation of
section 5 of the Act.

Section 4(6) does not have the benefit of
the six-month safe harbor set forth in rule
502(a).

1. TRANSACTION
EXEMPTIONSFROM REGISTRATION

SECTION 3(8)9

Section 3(8)(9) of the Act provides
an exemption for any securities exchanged
by the issuer solely with its existing
securityholdersin which nocommission or
other remunerationisgiven directly or in-
directly for soliciting exchange. Offerings
pursuant to section 3(a)(9) must be bona
fidein the sense that the recipients of the
newly issued securities may not be con-
duitsin abroader public offering.

Thesection 3(a)(9) exemption has
received littlejudicial or administrativein-
terpretation. The threshold question of
3(a)(9) analysisiswhether the offered se-
curitiesand the securitiesto be surrendered
are issued by the same entity. If they are
not, then even if the new issuer represents
essentially areconstruction of theoriginal
issuer, the exemption will be unavailable
even though no new investment decision
isrequired. The distribution must be ac-
complished largely by theissuer’s person-
nel without extracompensation, except for
reimbursement of incidental expenses.

Section 3(a)(9) does not require the

use of a disclosure document, although, as
apractical matter, most such offeringsare
accompanied by a document setting forth
the terms of the exchange and describing
the new securities being offered. The
exemption, inlargemeasure, ispremised on
the belief that existing security holders of
theissuer will normally befamiliar already
with the operations, management, and
finances of the issuer, and that therefore
the registration process will provide little
additional investor protection. Further
investor protection is also obtained
through prohibition against the payment
of commissionsor special solicitation fees.

SECTION 3(8)(10)

Section 3(a)(10) of the Act
provides a transaction exemption for the
issuance of securities in exchange for

securities, cdlaims, or propertiesin which the
fairness of the exchange has been approved
after ahearing by acourt, official, or agency
of the United States, or any state or
territorial banking or insurance commission
or other governmental agency expressly
authorized by law to grant such approval.
For exampl e, the exemption appliestothe
issuance of securities under the Public
Utility Holding Company Act. Specifically,
section 3(a)(10) provides any security
whichisissuedin exchangefor oneor more
bonafide outstanding securities, claims, or
property interests, or partly in such
exchange and partly for cash, where the
termsand conditions of such issuanceand
exchange are approved, after a hearing
upon the fairness of such terms and
conditionsat which all personstowhom it
is proposed to issue securities in such
exchange shall havetheright to appear, by
any court, or by any official or agency of
the United States, or by any State or
Territoria banking or insurancecommisson
or other governmental authority expressy
authorized by law to grant such approval.

Although thisprovision originaly
was adopted to cover the reorganizations
of financially troubled companies, today it
isnot available for use in bankruptcy pro-
ceedings as aresult of a statutory amend-
ment adopted in 1978. Nevertheless, itis
commonly used in acquisitions transac-
tionsin which theapplicable statelaw pro-
vides for a hearing on the meritsto deter-
minethefairnessto thetransaction.

Section 3(a)(10) offerings do not
necessarily involve the preparation and
dissemination of a disclosure document.
Instead, they rely upon substantive review
by animpartial tribunal to ensureinvestor
protection. Many regulators would con-
sider thisform of protection superior tothe
Act’s registration process, as there is a-
ways a strong likelihood that many, if not
mogt, offerees would not read a prospec-
tusif it were disseminated to them, assum-
ing they even received it prior totheir pur-
chase.

V. INTRASTATE OFFERING EXEM P-
TION

Section 3(a)(11) of the Act exempts
from registration any security that isapart
of an issueoffered and sold only to persons
residing within a single state or territory.
Theintrastate offering exemption provided
for by section 3(a)(11) is premised on the
notion that wholly intrastate transactions
are adequately policed by state regul ation.
Specifically, section 3(a)(11) exemptsfrom

registration: security which isapart of
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an issue offered and sold only to persons
resident within asingle State or Territory,
where the issuer of such security is a
person resident and doing businesswithin
or, if a corporation, incorporated by and
doing business within, such State or
Territory.

To be eigible for the intrastate
exemption under section 3(a)(11),
noncor porate i ssuers must be residents of,
and corporateissuersmust beincorporated
within, the state in which all prospective
offereesreside. An offer to even one out-
of-state resident is sufficient to deny the
availability of theexemption. In addition,
the issuer must be ‘doing business,” and
under rule 147, at least eighty percent of
the financing proceeds must be used, in
thestate. Although theentireoffering must
be sold exclusively to residents of the
subject state, section 3(a)(11) offeringsare
not limited in size, nor arethereany specific
disclosurerequirements.

The exemption afforded by sec-
tion 3(a)(11) appliesto ‘any security which
ispart of an issue offered and sold exclu-
sively toresidentsof onestate. Therefore,
if an entireissueisnot sold intrastate, the

exemption isunavailable. The courtsand
the Commission haveappliedtraditional in-
tegration criteria to the definition of * part
of an issue,” which may result in combin-
ing two purportedly separate offerings by
an issuer for purposes of determining the
exemption’savailability.

Moreover, rule 147, which repre-
sents the Commission’s attempt to estab-
lish objective standardsfor the application
of section 3(a)(11), providesthat all sales
must beto residents of the subject state by
not permitting resalesto nonresidents un-
til ninemonths after theissuer’slast sale.

Rule 147, paragraph (b)(2), at-
temptsto eliminate some of the uncertainty
in factually determining whether integra-
tionisrequired by providing:

For purposes of thisrule only, an
issue shall be deemed not toinclude offers,
offers to sdll, offers for sales or sales of
securities of the issuer pursuant to the
exemptions provided by Section 3 or
Section 4 (2) of the Act or pursuant to a
registration statement filed under the Act,
that take place prior tothe six month period
immediately preceding or after thesx month
period immediately following any offers, for

saleor salespursuant tothisrule, provided
that, thereareduring either of said Sx month
periodsno offers, offersfor saleor sales of
securities by or for the issuer of the same
or similar classasthose offered, offered for
sale or sold pursuant to therule.
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