ABA Committee on Federal Regulation of Securittes

Aungust 22, 2001

David B.H. Martin, Directoer,
Division of Corporation Finance,
Securities and Exchange Comenissian,
450 Fifth Street, N.W., Stop 4-1,
Washington, DLC. 20549,

Re: Securities Act Reform

Decar David:

I response to your invitation, we are taking this opportfunity, as members of the ABA's
Coinmitlec on Federal Regulation of Secunties, to provide the staff with our suggcstions as to
revisions to the regulatory regime under the Securnities Act of 1933 (the “Securitres Act”) needed
to address current market realities and eliminate cutdated requirements that impose substantial
unnceessary costs and disrupl the effictency of the capital-rmising process. We appreciate your
welcoming cur ongeing dialogue about Securities Act reform. Nearly five years ago, this
Committee described to the Commission how changing market realities were fast making the
repulatory regime coniemnplated by the Securities Act an anachronism in the information age and
how, as a result, that regime was imposing compliance burdens and costs that undermined the
cificiency and cosl effectiveness of the capital formation process.” We noted that these burdens
and costs were nol only imnecessary but wers even counterproductive to investor protection
interests. These concerns are all the more urgent today. 'We believe that Securities Act reform is
cssential to sorve investors' interests, assure the efficiency of the capital-raising proccss for both
investors and 1ssuers, and maintain and enhance the preeminent competitive pasition of the U_S.
capital markets.

We would like 1o acknowledge at the outsel our appreciation for the efforts 1aken by the
Division of Corporation Finance over the last 18 months to address specific troublesome issues.
These initiatives have been helpful on the specific issues addressed. However, as we have
discussed with you and the staff, we believe that fundamental reform is still critically necessary.

Letter, dated December 11, 1996, re Relzase No. 13-7314- Securities Act Concepts and Their Effects on
Capital Formation (File No, 57-19-96). Sze also Letter, dated September 28, 1999, re Release Mo, 33-7606-The
Regulatian of Securities Offerings {File Mo, §7-30-98}.



The existing regulatory regime based on a conceptual framework established more than 65 years
ago no longer addresses the market realities of today's capital markets. These markets have been
radically transformed by the information revoiution and globalization, and the new market
realities require a new conceptual framework for the regulation of capital raising. That
framework should encourage the free flow of information to investers and allow investors and
market participants to take full advantage of the benefits of electronic communications.
Moreover, we believe that without the Commission reexamining the fundamental premises that
uttgerlie the regulatory regime, any initiatives will be foo modest, will benefit only sotne 15s0ets
while lcaving others to centend with the existing problems, and will continue and potentiatly
mcrease the uncerlainties of compliance, creating inordinate risks of liability for issuers and
others for viclation of Section 5. Any reform initiative should have as ah objective reducing not
increasing litigation risks to companies and ethers subject to the Securilies Act.

Like the SEC, this Committee believes investor protection and invesior confidence are
fundamental to the preeminence and efficiency of the American capital markets, and that reform
must be consistent with investor interests. We belicve our proposal for reform cutlined in this
letter will substantially enhance the efficiency of the capital formation process, whilc contintog
to assure the investor protection goals underlying the Securities Act. The needed modemization
of the Securities Act can be accomplished by a series of targeied Commmission iniliatives that
address fundamental anachronisms in the regulatory framework, We alse believe the necessary
aclions ¢an, and should, be tailored in scope, thus avoiding any major changes in market practice
and encouraging acceptance by market participanis. In our view, those initiatives need to be
broad-based and available to small business as well as world class companies. Reform limited to
hig business will provide oaly modest benefits and fail to address the problems of those
cormpanies upon whom the Securities Act regulatory regime has imposed the greatest costs and
burdens,

Crrr proposed model would remove regulatory restrictions on communications in
registered and exempt offerings to reflect the cwrent market realities of the information age and
to provide investors the benefits of free and open flows of information and widespread use of
¢leetronic media; encourage use of registered offerings by streamlining the registration and
review process for both seasoncd and new issuers; and improve the efficiency and cohance the
competitrveness of the LIS, prvate offering market. CGur proposal is premised on the following
hasic principles:

. invesiors are best served by free and open flows of information;

. restrictions on communicalions add unnecessary costs and inefficiencies,
particularly for smaller compiinies, in identifying potential investors without
being necessary {for investor protection;

. attempts to limit the availability of information in today's global market with
nonstop reporting of financial news and instantaneous transmission of information
are unworkable, and best efforts to comply with such restrictions arc costly,
largely ineffective and actually disruptive to capital raising by issuers;



. SEC oversight of eorporate disclosures can be equally effective if focused on new
and unseasened issuers and ongoing Exchange Act reporting rather than on the
episodic review of Secunties Act registration statements; :

. 1.8, investors' inferesis are best served by capital markets that are the most
attractive globally, theteby encouraging issuers to make their securities available
onshore subject to ULS. securilies laws and SEC oversight rather than causing
them to raise funds offshore and relegating U.S. mvestors to secondary market
purchasecs subject to foreign law;

. the U5, economy, financial institutions and investor comnnunity are best served
by continuing to assure the preeminence of the UL.S. capital markets; and

- the continued preeminence of the ULS. capital markets will continue to encourage
the development of high quality disclosure, accounting, auditing and governance
standards intemationally.

For case of refcrence we have iucluded in this letter a summary o[ the inefficiencies and
costs resulling from application of a historic securities regulatory regime to today's global
markets, many of which have been discussed in earlier letters. We have, as prormmsed, reviewed
our previous proposals and considered developments in regulation, communicalions and the
financial markets since we made thosc proposals. This letfer reflects our current
reconunendations taking into account those developments. As you will note, the updated
proposal reflects several concepts proposed in the “Aircraft Cammier Release™ and other SEC

initiatives.

L Current Problems under Securities Act §§ Sand 11

The fault lines m the currcnt regulatory system are illummated most sharply by the
explosion over the past |5 years of information technology and its application to the secuntics
markets. The highlights of this information revelution include the SEC’s introduction of
EDGAR as a means of enhancing the value of the inlegrated disclosure systen, the proliferation
of privale data bascs, Websites and “portais™ as vehicles for the delivery of corporate
information and the use of electronic communication technelogy for the delivery of disclosure
documents, research material, press reports and marketing mformation.

In effcet, technology is further undermining the premises underlying the Securities Act,
an erpsion initiated years ago by market volatility, institutionalization and globalization.
Examples of this siress in the regulatory regime mclude:

AL Private Placement Paradoxes

As recopnized by the SEC, the private market is a vilzl compenent of the U.S. capital
markets. In 2000, more than $400 billion were raised 1o the ULS. pnivate markel, close 1o ong-
third of funds raised in the U.S. capilal markets.” The importance of the private market is not

Eased on infurmation provided by Thomson Financial Securitics Data.



new; as reported by the SEC in its 1988 release proposing Rule 144 A, in 1987 approximately
$140 billion, or just over cne-third of funds raised in the United States, were ratsed in the private
market. Efficiency of the private market is an integral component of a cost-effective capital-
raising process. And it is Key to assuring that the American private market maintains its
competitive edge over offshore institutional markets.

T'radilionally, exemptions from registration are strictly constrized. Moreover, a failure lo
cstablish an exemption gives the purchasers a onc-year “put” against the selier. The SEC has,
therefore, assisted 1ssuers and their advisers in this area by adopting safe harbors such as
Regulation ¥ and Rule 144A. Howevcer, these safe harbors include conditions-that tnake
compliance with the exemption difficult. In theory, at leasi in the case of institutional private
placements, “offers” urc made only to QIBs or accredited investors. Under Regulation D,
“general solicitation™ is prohibited, and under Rule 144A “effers” to non-QIBs are prohibited. In
all cascs, the buycers of privately-placed securities may not engage in a public redistmbution of
Lhe securities. The difficulties with private placements, each of which can lead to the loss of the
exemption, create inefficiencies for capital raising in the private markets.

First, prolibitions on general solicitalion impose particularly significant inefficiencies
and costs on small company and start-up capital raising. A key challenge 1s identifying and
finding qualified and interested investors. The inability to use public, low-cost means of
comumunications requently limits the abilily of those companies to reach potential qualified
mvestors as weil as precludes the use of effective, low-cost cornmumeations.

Second, there are several overlapping categories of persons to whom private placements
may be sold pursuant to the SEC’s sale harbors. Rationalization would simplify compliance and
reduce the risk of inadvertenlt loss of the safe harbor.

Third, the concept of a “'general solicitation™ is a subjective facts and circutnsiances
slandard and unworkable under cument conditions, including in particular the emergence of
aggressive financial media, that make transactions unduly vainerable to risks of rescission
liahility. For example, industry publications readily make available information on private
placements, Press sources such as The Wall Streer Journal no longer always baother {o state
whether new issues described in their pages are public or private. lssuers consider themselves
under an obligation to inform their securitvhoiders about their private transactions. Financial
intermediaries wish to inform their clients about new financing techniques.

SEC positions have raised the concern that the manner of identifying permitted investors
may resuit in a general solicilation, even though only permitted mvestors actually participate in
the offering. Issuers and intermediaries have been told to identify offerees by identity or number.
Ang it is suggested that it is relevant in a Rule 144A fransaction whether the “inttizl purchases™
from the 1ssuer was accompanied by a “general solicilation’ even though the sccunities are

purchased only by QIBs.

The difiTculties inherent in a repulatory regime that prohibits general solicitation alse are
illustrated mn recent SEC initiatives. In the release adopting Regulation FID to encourage open
public communications, the SEC felt compelled (o caution that the publie disclosure mandated
for matenal nonpublic information previded in connection with private offerings could constitute



gencral solicitation that would defeat the exemplion. Clearly, investors' interests are best served
by the information being made public; no one's interest is served by precluding the issuer from
pursuing a private placement. Similarly, in the release adopting the Rule 155 integration safe
harbors, in connection with requiring issuers to state in the withdrawal whether they may use the
safe harbor to do a follow-on private offering, the SEC cautions issuers not to include the tertns
of the offering because that could be general solicilation.

Fourth, 1t should be possible for & purchaser in a private placement to sell the securities to
another purchaser in a “secondary private placemeni,” i.e., a transaction that has the same
conditions as the original sale. In fact, such transactions are commonplace notwithstanding the
absence of any formal endorsement trom the SEC (thus giving nise to the concept of a “Section
4{1-1/2¥" transaction).

Fifth, uncenainty about the need to “police” resales limits the use of efficient depository
systems such as DTC with a consequent need for paper settlements. The consequences of
hedmng transachons are sirularly uncerian.

All this legal uncertainty, compliance costs and potential risks of rescission liability, in
QUT View, arc unnecessary 1o assure the basic purpose of the exempticn: that the securities end
up in the hands of investors who are able to “*fend for themselves™ as evidenced by their falling
inte a reasonably objectively-determined investor category such as “accredited investor™ or
“qualified institutional buyer.” To measure compliance by the number of “offerzes” or how they
arc 1identified, or whether or not there has been a “general solicitation,” is unneccssary and
imposes undue costs and liability nsks.

B.  integration

There is great uncertamly with respect to which prvate offerings must be integrated with
each ciber and as to which public efferings must be integrated with privale offerings. While the
SEC recently adopted a rule that addresses some of the uncertainties, additional issues remam
such as {a) the trcatment 1n registercd M&A transactions of lock-up agrecments reached prier to
the filing of a registration statement, () the registered resale of privately-placed securites, (c)
the integration of more than one privaic offering and (d) the integration of concurrent and
scquential public and pnvate offerings.

In addition, the SEC has not rescinded its position that the mere filing of a registration
statement for a class of securilics constitutes a “general solicitation™ that may in some cases
prevent a private offering of securities of the same or similar class.

. Oifishore Transactions

Similar uncerlainties adversely affect offshore transactions, notwithslanding the SEC's
adoplion of Regulation § and its issuapce of a 1998 interpretive releasc on electronic
communications in the international context. The condition in Regulation S that bars the use of
“dirgeted selling efforts,™ like the condition in private placements that bars “general solicitation.’
is subjective and raises difficult compliance issues ander current conditions. Information
released cutside the United Stales in connection with a Regulation S offering is almost
instantanecusly available in the United States through Reulers, Bloomberg and other media.

*
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Information made available by U.S. ar foreign issuers on the Internet or similar vehicles is also
immediately availabie to persons in the United States.

The SEC attempted in its 1998 Internet release to relieve uncertainty about the use of
electronic comimunications in the intemational context. While heipful, the relief was narrow. It
offered ne guidance where registered offerings were involved and provided substantially lcss
relicf to offshore securitics oflcrings by U.S. issuers than it did to offshore securnitics offerings by
non-LL5. issuers.

On a related front, the U.S. financal press protested some years apo to Congress and the
SEC that it was being excluded from press conferences and interviews beld outside the United
States relating to securittes offerings that were themselves made outside the United Seates. The
Congress responded by requiring the SEC Lo adopl a rule that permits foreign issuers to provide
journalists with access to offshore press conferences, press-related materials and interviews
released cutside the United States; the same communication with a journalist physicaliy in the
U.S. at the time of the communication would not be eligible for the exemption and would violate
Section 5. Thus, for example, an issuer could allow CNN to broadcast into the US. a live
interview with a CEO outside the U.S. about a global offering, but could not permit a Wall Street
Journal reporter to pariicipatc m an offshore press conference about the offering by telephone
from New York wilhout violating Section 5. Nor is it clear why the rule should allow
information about forcign issuers to be more available lo U.S. invesiors than similar information
about U.S. issucrs. Indeed, the rule does not address at all U.S. issuers that wish to inform the
offshore press about thetr offshore offerings. This distinction without a meaningful basis
illustrates the need for the Commission to constriel a new conceptual framework for the

Securities Act.

. _ontrol] Persons

One of the central concepts of the Securities Act i3 that sales by “control” persons (Le.,
affiliaies) ol an issuer are treated as if they were sales by an issuer. Given the serious
consequences of a wrong judgment about whether a seller of securities is an affiliate of the
issuer, many, including the Commission’s Advisory Committce on Capital Formation, have
recommended a regulatory safe harbor definition of non-affiliates. We strongly agree. Aswe
stated in our 1996 letter, the definifion of affiliate for Securitics Act resale purposes should be
narrowed and clarified for ali issucrs.

E. Publicity

The Secunties Act’s approach is that a preliminary prospectus forming part of a
registration statement is the only permissible wrtten offering document for a public offering of
securities, at least until a “final” prospectus is available on which supplementary matenial may be
“piggyhacked.” To support this approach, the SEC has developed the concept of publicity as
constituting an 1llepal “prespectus” in violation of § 5 if it “conditions the market” for a
registercd offering.

The logic of the integrated disclosure system requires that issuers inform their investors
about their financing activities. Concerns about U.S. companies filing reports under the



Exchange Act that refer to offshore or private offerings led the SEC to adopt a rule that expressly
permits notice of these offerings. U.S. issucrs are still unable, however, freely to place on their
Websites information about their current and prospective offerings or even to update financial
and business information during the pendency of pnivate and public offerings if to de 5o could be
censtrued as “conditicning the market™ for the offering,.

Further evidence of the problems in the current system is found n the treatment of
roadshows under the Securities Act. The SEC has expressed concem for many years that
institutional investors may obtain an advantage over individual investors by being invited to
roadshows at which details of public offerings are discussed and issuer representatives make
presentations that may not be available in the prospectus. Technology now makes it possible for
cvery investor with an Internet connection, Bloomberg terminal or similar device (0 sce and hear
an audio and video playback at a time of the investor’s own choosing. Notwithstanding staif
guidance, ambiguities ahout whether such playback constitutcs a “writing™ and therefore an
illegal prospectus are preventing invesiors” access to information ihat has historically been
available to institutional investors.

The anomalies between oral and written slztements have increased as a result of new
regulations and new technolegy. The SEC has taken the position that limited electronic
transmission of a roadshow, either rezl-time or on a delayed basis, may be coral, while unlipited
rcplays convert 1t into & writing. In [nancing roadshows slides are part of the oral presentation.
In the merger or prexy solicitation context the SEC has newly taken the position thal the shdes
are writings that must be filed. If a finaneing transaction is taking place at the same time, those
filings might become 1llegal offers. Issuers are thus faced with inconsistenl regulation under the
Securities Act and the Exchange Act.

Even the most routing modemn conuminications are not immunc from being characterized
as illegal prospectuses. E-mail has replaced the telephone, for examnple, as the vehicle for routine
business and social communication. MHowever, under the Commission's position that all
electronic communication is a writing, any e-mail constitutes an illegal prospectus if 1t refers to
the offering and is not Rule 134 compliant or is deermed to condition the market for the offering.
It should not be necessary under a statute that expressly exempis aral communications to ireat all
e-mail as “writings” for § 5 purposes.

F. Research

The position of the SEC is that research may constitute an illegal “offer” or “prospectus”
in violation of § 5. The reality is that sell-side rescarch departments have become exiremely
cfficient in the disseminaticn of information on publicly-held companies and that interruptions in
this rcsearch, or inhibitions on its updating, are not in the interests of investors. Research views
are as much part of the “background noise™ of a securitics offering as the 1ssucr’s Exchange Act
reports or its Websile. Moreover, it 1s often the case that the effering itself {e.z., in conjunction
with a restructuring ov acquisition) may be the material development on which the investing
public most urgently requires the views of an analyst.

We largely supperted the SEC’ s rescarch proposals made in the Aircraft Carrier Release
while expressing substantial concem about the SEC’s proposal to impose Section 12{a)(2)



liability on research i1ssued while a company is in registration. The underlying pretmse for the
safe harbors is that the exempted research is not part of the selling effort and is directed to the
secondary markct. There is still an urgent need to free communication in this area from content-
based resitictions.

. Repistration Delavs

Despite the best efforts of the SEC staff to provide timely reviews of registration
statcments, unprodictable delays still arise even in the case of seasoncd reporting issuers. These
can result from staff review of an issuer’s or an ndustry’s Exchange Act reports, concern about
generic accounting or disclosure problems or concerns about securities with “‘novel and unigue”
features. In the meantime, volatile markels cause issuers (o miss opportunities.

Morc to the poiat, the issuer’s securilies coalinuc to be traded in the secondary market
whale the 1ssuer and the staff try to resolve the concemns triggered by the Secunties Act filing.
We believe that SEC review of seasoned issuer's Exchange Act filings would provide adequate
protectien for mvestors.

H. Prospectus Delivery Requirement

Undcr the Sceurities Act, the delivery of a final prospecius is a condition to the sending
of a confirmation {which is required by a rule under the Exchange Act) or to the delivery of the
security after sale. In the case of [POs, a final prospectus must be delivered for a specified
period in connection with cach secondary market transaction.

In theory, the prospectus delivery requirement is intended to provide investors with
usetul information {as well as, in the case of post-offering deliveries, to encourage the
dissemination into the market of the information in the prospectus). In realily, the final
prospectus arrives in each case after the investor has made his or her investment decisiorn.
Moreover, the prospectus for domestic registrants is now universally available through EDGAR
and other sources shortly afier its filipg with the SEC. We undersiand that scon that will be the

case for foreign reristrants as well.

The prospecius delivery requirement actually results in delayimg the sending of the
confirmation, which is a document that serves important SEC and market clearance and
settlement objectives. It also subjects market participants that usc efficient scttlement
mechanisms such as DTC’s Institulional Delivery system to the risk of potential “puts™.
Muorcover, i prevents the furnishing of a term sheet to the investor immediately prior to or afier
the sale of the security for ihe purpose of updating information, communicating terms of
complex securities and identifying any possible misunderstandings.

These problems have led to proposals by this Committee and others that the prospectus
he incorporated by reference into a confirmation or that investors be “deemed’™ to have received
Lthe prospectus as soon as it is publicly filed with the SEC. Such accommodation to market
practice will have to accompany any further reduction of the settlement period.



I Section I1 Liability

For ncarly 20 years, the SEC has taken steps to enable issuers to obtain “on demand
financing,” i.e., the ability 1o access the securities markets immediately whenever capital needs
arise or market opportunitics present themselves, However, 1he benefils of “on demand
financing™ (subtect, of course, to the potential registration delays described above when a new
sheif is filed) are undermined by continmng lo impose on financial mtermediacies and other
“gatekeepers” Lhe responsibilily to take the time necessary to do a sufficient due diligence
Investirration to assure quality disclosure without recopmzing and making allowances for their
difficulty or even mabilily to do so. [t is not possible for underwriters and others to 'meet this
standard in the current financing envircmment.

In theory, the liabilitics of § 11 are imposed on those “gatckeepers™ best able to ensure
that the investor receives full and fair disclosure. In reality, most frequent issucrs acl as their
own gatekeepers. Linderwriters have iittle ability — because of integrated disclosure and shelf
registration — to influence the issuer’s disclosurc. They nevertheless remain subjectio § 11
liabilitics, having only the defense that they conducted a reasonable invesiigation.

It i5 also anomalous that an underwriter’s liability under § 11 in respect of a shelf
rcgistration statement is measured on the state of the facts at the time the underwriter becomes an
underwriier, while the liability of the issuer, signing officers and directors is measured on the
state of facts at the time the registration statement becomes effective or the filing of the last
annual repont, which may be months carlier.

II. Access Yersus Delivery

bMany of the problems described above would be significantly relieved if the SEC were to
adapt the philosophy that an investor’s access to a decument would be deemed the cquivalent of

delivery of that document.

Congress in 1933 did not mandate the actual delivery of documents to investors, The
point has been made elsewhere that a large part of the country in 1933 did not receive mail al
home; rather, it was necessary to travel to a post office ta pick up the mail (with whatever
securitics-related documents were included in that trip’s pickup).

The time has surely come to recognize that the SEC’s success with its EDGAR system
means that investors can-easily retrievé documents such as prospectuses.

Indeed, the SEC has assumed for more than three decades that investors have practical
access 1o Exchange Act reports. This was surely the theory on which the SE( in 1970 based 1ts
Form S-16, which for the first time permitied the incorporaticn by reference of Exchange Act
reports. The SEC vastly cxpanded incorporation by reference when it subsequent!y adopted
Form 5-3. The SEC permitted the technique of incorporation by reéference notwithstanding that
an investor would during mest of the past 30 years have had to go io an SEC or stock exchange
office in order to view the document in guestion.

To be sure, the technique of incorporation by reference depended less on actual delivery
to investors and more on the clficient-market hypothesis by which information in an issucr’s

@



Exchange Act reports was disseminated to investors through analysts, the financial press and
other agents. Whatever the validity of that hypothesis in the 1870s and 1980s, it is surely more
valid today than the SEC could ever have imagined. Ewven the “digital divide,” whatever its
existence or dimensions, ceuld not compare to the practical difficuities of two or three decades
ago of achieving direct access to the information. Today's real-time access to Exchange Act
reports, whether through EDGAR or third-party information delivery systems, should surely
permit removal of anachronistic roadblocks to the completion of transactions,

II. Investment Decision-Making

Linder the current shelf takedown model, an issuer can cure 2 Securities Act disclosure
deficiency in its Exchange Act documents by filing a current report on Form 8-K that is
mcorporated by reference into ihe registration statement before its underwnters crally confirm
sales of the registered securities. More often, the disclosure is included in a supplement to the
prospectus that is prepared and filed with the SEC after sales have been orally confirmed and thal
15 delivered to investars shortly before payment is due. In erther case, the invesior has little
practical ability to consider the information in the Form 8-K before paying for the securities.

Whether recent developments are communicaled to potential investors in underwritten
offerings before they decide to buy the securities depends largely on the good judgment of
syndicate managers and their counsel, along with the issuer and its counsel. The system works
as well as it does, notwithstanding the shoricomings of the model, because of the action of
inlermediaries (underwriters and dealers), research analysis, msttitlional investors, the financial
press and the media in getting information out to the marketptace.

In other words, investment decision-making is already based on an “access-equals-
delivery” model. An investor’s decision to buy a secunty is not today based on a prospectus
except possibly in the case of IPOs where Rule 15¢2-8(b) requires delivery of a preliminary
prospectus 48 hours in advance of pricing. Even in the case of IPOs, we suspect that relatively
few investors actually read the preliminary prospectus provided pursuant to Rule 15¢2-8{(b). As
for offerings other than IPOs, 1t 15 ¢lear that investors do not make investment decisions based on
the prospectus (which they will receive only with the written confirmation). Rather, they rely on
intormation about the issuer that is disseminated to them from a multiplicity of sources,
meluding seil-side and buy-side malysts, traditional and electromc news services, ratings

agencies, salespersons, etc.

Alzo, the civil antifraud remedies are unaffected by an access-equals-delivery model.
Seciion 11 remedies will still turn on the contenis of the registraticn statement at the time it
becomes eftective, and Rule 10b-5 remedies make use of the “fraud-on-the-market”™ theory to
substitute for delivery of a document or even reliance on the document. The delivery
requirement today, in addition to holding up settiement of transactions and standing in the way of
T=1, serves little purpose other than the creation of potential nghts of rescission under § 12(a}(1)
ol the Secunties Act, :
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Iv. A New Model

We set forth below a propased model for the regulation of public offerings and private
placcments that represents a logical evolytion from today’s regulatory regime that can be
achjeved by regulatory rather than legislative action.”

Our proposed model for SEC reform of the Securities Act builds on Comimission
imtiatives over the last 25 years that have enhanced the efficiency of the capital-raising process,
in both the public and prnivale markeis, by removing unnecessary regulatory burdens and
adapting the Secunties Act to new market rcalities. In sunmnary, cur proposal would

. exiend the benefits of on-demand financmg provided by universal shelf
registration to ali seasoned issuers;

. erthance the utility of universal shelf registration by
- introducing pay-as-you-go filing fees;

- allowing additional securities te be added to existing registration
slatements;

- apening universal shelf registration to secondanes; and
- climinating limitations on “at the market™ offerings.

. crnicovrage more cifective comumunications with investors about offenngs and
eliminate rescission hability nisks by rernoving limitations on communications
outside the prospectus and registration statement;

. remove unnecessary regulatory impediments and disincentives to taking full
advantage of the efficiencies and cost cilectiveness of clectranic communications;

. enhance the efficicncy and competitiveness of the U5, private capital market by

- slminating prohibilions on soliciting communications that both impose
suhstantial costs en issuers' efforts to find ehyible, inlerested mvestors as
well as expaosc such issuers to risks of rescission liability for public
visibility of offermg information; and

The model does not address the special problems of asset-backed securitivs. For proposals as fo how
structured finance shonld be treated under the securities laws, sce Leder, dated June 29, 1999 of the ABA
Comminee on Federal Regulaton of Securities, Lener, dated June 30, 1999, of the Bond Market Association {which
includes leading undeowriners of assei-backed securities) and Letter, dated Junc 30, 1998, of the Mortpage Bankers
Association of America (which includes leading issuers of acset-backed securities) - all re The Repulation of
Secuerilies CHlerings (File No, 57-30-98),
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- streamlining and updating divergent tests for eligible purchasers of exempt
offerings;

. reduce rescission liability risks arising out of prolubitions on directed selling
efforts in offshore transactions;

. reduce legal uncertainty and risks of iiability by providing a safe harbor definition
of affiliate; and

. rationalize offering participants' liabilities to match market realities.

A First-Time Registrants

The following regime would be applicable to public offenings of secunnes by first-tiine
registrants.

More than 30 days prior to the filing of the registration statcment: Oral, clectronic and
written communicaiions would be permnissible, as was proposed in the Aircrafl Carrier Release
{see proposed Securities Act Rule 167(c)}, whether or not such communicaticns amount to
“offers”. The presumption would be that the 30-day cooling off period, coupled with the
subsequent availability of information in the preiiminary prospectus, would cure any problems
with the continuing effect, and accuracy and complcteness, of any prior communications.

During the 30 days prior to the filing of the registration siatement: Communications
ameounting to “effers” would be limited to those of a kind permitted by Rule 134, expandcd 10
include ordinary course “factual business communications™ as would have been contemplated by
the Atreralt Carner Release (sec proposed Securities Act Rule 169).

Adler the regisiration stalement is filed: Registration statements would be filed and
subject to SEC review and being declared effective as at present. This ‘rite of passage”™ from
privatc to public company is important and should be preserved.

QOral, electronic and written communications would be freely permmutted. Thus,
salespersons could communicate with prospective customers not onlty by telephone but alse by
voice mail, E-mail and fax as well. Tetms sheets could be used. Roadshows could be broadeast
lo an unrestricted audience, both on real-fime and delayed replay bases. Nothing other than the
registration statement, and included preliminary prospectus, would be required to be filed with
the SEC. However, hard and elcetronic copies of anything that might be deemed “offering
matenial” would have to be kept for some prescribed period such as two years. From a
regulatary and enfofcement pdint of view, being able to obtain written evidence of what was said
(particularly if seni to multiple recipients) would be better than faulty and perhaps conflicting
recollections of many individual and different conversations.

The registrant or a deater whoe prepares “offering material™ to facilitate the sale of the
registered securities, or uses [or this purpose “offering material™ prepared by anoiher, would be
subject to liability under Securities Act § 12{(a}2) for such “offering material”. While the
preparer and user of the same “offering material”™ would cach be liable with respect lo that
“olfering matcrial™ as at present, there would be no other cross-liability,
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Preliminary prospectuses would be required 1o be delivered as at present vnder Exchange
Act Rule 15¢2-8 and distributed as a condition 1o acceleration under Securities Act Rule 460,

Afler the registration statement is effective: 'When the SEC record is complete (except
for Rule 430A-type information), confirmations of sales could be sent to buyers. Hard copy final
prospecluses would be required te be sent within | ] days to buyers wha do not have
electronic access to the prospectus on file al the SEC.

Given the practical problem of getting copies of the final prospectuses to all dealers that
may wish to deal in the registered securities and the immediate electronic accessibility of the
final prospectus on file with the SEC, we recommend that the SEC modify Rule 174 to exempt
all dealers (other than underwniters sclling unsold allotments) from prospectus delivery
obligations in the after-market.

B. {Inseasoned Regislranis

Unseasoned registrants would be thosc that have already registered securities under the
Sccuritics Act or Exchange Act and do not qualify for treatment as “seasoned registrants™ as
described below,

In the case of public offerings by unseasoned registrants, oral, electronic and written
cemmunications would be freely permitted at any ime before the filing of a registration
stutement as well as aller its filing. Treatment of “offering matcrial” {i.e., keeping copies and
liability) would be the same as in the ease of first-lime registrants. Expanded Rulce 134 would
apply. Ordinary course research on the registrant would continue to be subject to liability under
Rule 10b-5,

Rule 430A should be expanded to include the size of offering, estimated proceeds,
maturity of deht and, possibly, other terms of the securities that are frequently subject to change
at the time of pricing cven though nol “pricing-related™ within the meaning of current
Rule 4304, e g., non-call penod, holder put rights, etc,

The registration filing and selective review system would continueg as at present.

After the registration statement is effective and the SEC record is complete {except for
expanded Rule 430A-type information), confirmations of sales to purchasers could be
communicated orzlly, electronically or in writing without being accompanied or preceded by a
prospectus or anything else. ' '

. Srasoned Registrants

“Seasoned registrants”™ would consist of all registrants that have been reporting on a
timely basis under Exchange Act § 13 or 15{d) {or one year except [or “bad boy” regisirants.

Seasoned issuers would be required to [ile any new registration statcment as a universai
shelf registration statement covering an unlimited amount of secunties, specified and to be
specified, 1o be sold by the issuer, affiliatcs and holders of restricted securities over an indefinite
period. This should eliminale issucr concerns about “market overhang,” becausc there would be
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no signal to the market if every issuer is required to do the same thing, There would be a small
imitial registration fee and pay-as-you-go fees on subsequent sales of scourities. The registration
statement would become effective automatically wiathout staff review after a short penod (e.g.,
10 days} unlcss within that time penod the SEC acts to deny effectivencss for good reason,
Issuers would be permitied 1o convert existing registration statements into universal shelf
rcgistration statements and credit unuscd fees against fees on subscquent takedowns.

Imasmuch as any secunties descnibed in the registration statement may be sold al any trme
in any manner contemplated by the prospectus, the lmitations of Rule 415 would be climinated.
Scasoned issucrs could change or add to the securilies covered, change or add to the plan of
disinbution and add guaranised affiliates as registrant — either by post-effective amendments or
new registration statements that would become cffective automatically without SEC review on
filing or demand. Sellers who are not affiliates and will offer less than a specified threshold
armount would not need 1o be identified.

Scasoned issucrs would be subject to the continuous reporting system (annual, quarterly
and current reports) as at present. Issuers (hat are delinguent or have been late in filing an-anmnual
or quarterly report can be excluded from selling securities off the universal shelf registration
statcment until some speciflied period {such as three months) after cure unless waived or
shortened by the SEC for good cause shown. During ineligibility, the issuer could register on a
non-shelf basis. '

Before commencing an offering an issuer should be able 1o ascertain from the staff
whether a review of Exchange Act filings is in process or impending. [f the staff has reviewed
and commented on Exchange Act reports and any comments have not yvet been reselved, the
1ssuer could proceed with effenings (101t feels comfortable dompg 5o} unless the stafi conimences
the equivalent of a stop-order proceeding,

Oral and wntten communications would be subject lo the same preservation and liability
regnme as described under “Unseasoned Registrants™ above.

In connection with offerings of securities, scasoned issucrs would [ile with the SEC a
notice of sale, pay a registration fee and update the SEC record to the extent necessary to satisfy
§ i1 as of the imitial sale. For this purpose, the registration statement would include the
registrant’s annual, quarterly and current reports under the Exchange Act {accessible through the
SEC’s Website), which must contain all reguired information (except for expanded Rule 430A
informalion) and be accurale and not misleading at the time of making sales. Expanded
Rule 430A information could be subsequently transmitted to the SEC and retroactively included
in the Exchange Act record and registeation statement,

For purposes of § 12(a)}(2}, purchasers will be deemed to have purchased in reliance on
the issuer’s Exchange Act record, but, as between seller and purchaser, information included in
the issuer’s Exchange Act record since the opening of the last full SEC business day before
acceptance of the purchaser’s commitment {0 purchase {other than cxpanded Rule 430A pricing
information}) wiil not be deemed to be part of the issuer’s Exchange Act record unless:
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i. Actval Communication: Information is actually communicated to the
purchaser before acceptance of commiiment to purchase (see §§ 11(a) and 12¢a)(2)) —
whelther orally or in writing to be determincd by the seller, subject to the risk ol proof. 1f
the investor has consented, clectronic delivery {e.g., E-mail or posting on issuer’s
Website) can satisfy this requirement,

or

2. Constructive Communication: The information 1s “effectively
dissermnated™ before acceptance of the purchase commitment. Information is
“effectively disseminated” when it is reasonably likely to be reficcted in the price
potential invesiors aware of the infermation would be willing to pay for the securilies.
The SEC should evaluate {based on empirical data) when, given different modes of
communication, information is “effectively disseminated™ for this purpose, and the extent
and circumsiances under which a purchaser must be made aware of the avaliability {(but
not the content) of the infoermation. We encourage development of rules with enough
flexibility to accommeodate automatically continued advancement in electronic
communication, At the sarme fime there would have to be bright-linc tests due to the risk
of hiability. '

For example, “eflcctive disscmination™ might be presumed if information:

D 1s disclosed in a press release 1ssued poor to 6:00 p.m., Eastern
time, the day before acceptance of the commitment to purchase; or

h. disclosed 1n a press relsase issued maore than three hours before
acceptance of the commitment to purchase if the press release identifics the
Website address where a copy of press release may be found; or

c. appeared in Dow Jones Broadtape, Bloamberg, Wall Street Journal
{(MNational Edition), Financial Times, etc, two hours before acceptance of a
camumitment to purchasc (whether or not the purchascr has access to such
information sources); or

d. in the case of an institutional purchaser, is included in the issuer’s
Wehbsite prier to acceptance of the commitment to purchasc if the presence (but
nol ihe content} of such information on the Websile 15 actually communicaled to
the purchaser prier to acceptance of the commitment te purchase.

After the SEC record is completed as above (except for expanded Rule 430A-type

imformation}, salcs may be confirmed to purchasers orally, electronically or in writing without
ieing accompanied or preceded by a prospectus or anything else.

This proposal is not new or revolutionary. In conecept, it gous back at least as far as

Millont Cohen®s seminal article speculating on how our regulatory system might have worked if
the Exchange Act bad been enacled before the Sceurities Act and Professor Louis Loss’
preposcd Federal Secunties Cede. It capitalizes on the success of the SEC's shelf repistration
initiative and the universal availability of SEC filings made possible by Edgar.
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D Salcs Not Requiring Registration

Tn view of the telecornmunications and media revolution, the SEC should recognize that
it is both unrcalistic and unnecessary to restrict communications and, therefore, should eliminate
all restrictions on “oflers” and “gcneral solicitation™ with respect to sccurities being sold other
than pursuant to registration under the Securities Act. Eligibility for exemption frem registration
should turn on the status of the purchasers and what they may do with their secunties, not the
number or status of offerees or the method of reaching eligible purchasers.

Rule 144 A should be modified to cstablish a single class of “exempt purchasers”™ (which
would be narrower than “aceredited investors™ under Regulation D and broader than QIBs under
Rule 144 A) to whom secunties may he sold by all issuers, affiliates and holders of restricted
securities, and among whom those sccurities may be resold, without registration.  After one year
in the case of reporting issuers and two years ip the case of non-reporting issucrs, those secunties
should be freely salcable in public markets.

Regulation D would continue to be available, subject te the following chanpges: The
limitation on “general solicitation™ should be climinated. The limitation to use by 1ssuers should
be eliminated so that the safe harbor may be used by affiliates and by dealers intecrmediating
between the issuer or affiliates on the one hand and “accredited investors” on the other.
Consideration could be given to updating the requirements of “*accredited investor™.

1n order to clarify the circumstances when neither registralion nor compliance with
Rule 144 or prvate placement reguirements is reguired, a rule should he adopted under
Securities Act § 2(11) providing that absent {a) 20% or more ownership of voting securities,
(b) 10% or more heneficial ownership with representation on the board of directors or {c) status
as a chief executive officer or inside dircctor, thore is a rebuttable presumption of absence of

o+

“rontrol™.

E. Sales Outside the United States

Regulalion §°s limitations on “offers™ and “directed sclling efforts™ should be eliminated.
Existing lcgal requircments that sales into the United States must either be registered or satisfy
ap available exemption should be-allowed to operate. If further definition of these requirements
is necessary, that could be addressed separately.

F. Liability

The subject of underwnters® liability under §§ 11 and 12(a}2) with respect to sales of
securities off universal shelf registration statements needs to be re-examined, perhaps in a longer
timeframe. Congress’s assumptions in 1933 and 1934 about registrants working with individual
underwriters in a relatively leisurely atmosphere are at odds with today’s competition by

See Report of the Advisoty Conunittee on the Capital Formation and Bcopulatory Processes, at p. 24
{July 24, 1994].
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multiple underwriters for high-speed transactions.” Relief could take the form of modification of
Rule 176 into an expanded safegnard”” or could involve seeking Congressional modification of
65 11 and 12(a)(2).

In addition to addressing the problem of underwniters” liability in a streamlined
registration system, consideration could be given to revising the liability regime for other parties,
il teast in the case of “seasoned registrants”, to recognize the significance of the integrated
disclosure systcm under the new model. For example, relief from the stricter Hability standards
of § 11 could be provided if certain procedurcs desipned to enhance contimuous reporting under
the Exchange Act arc followed.

This letter has been written by members of the Committee on Federal Regulation of
Securities of the American Bar Association’s Business L.aw Séction. It does not represent an
official positien of the Association, the Section or any of its commitiees,

We urge the SEC and its staff to pursue a “no holds barred™ re-examination of the
regulatery regime applicable to both public offerings and private placements with a view 1o
bringing 1t inte conformity with the market realitics of the 21st Century and the nceds of market
participants. In that conneclion, we have provided the foregoing recommendations, which we
hope will be helpful and seriously evaluated.

-

See, e.g., Commitlee on Federal Regulalion of Securities, Report of the Task Force on Sellers’ The
[hligence and Similar Defenses Under the Federal Scourities Laws, 48 Bus. Law 1185 (May 1993}

' Seo, o, draft Secarities Act Rule 177, Reasonable lnvestigation, Reasonable Grounds for Belief and
Reasonable Carc Linder §§ 11 and 12{2} of the Securitics Avt — Forms 3-3 and F-3, proposed by five investment
banking fioms in the LL‘L‘[CT dated Dacember 2, 1982, from Edmond N, Moriarty, Jr. {Merr:]l Lunch White Weld
Capital Markets) to John 5.8, Shad,
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S,

We would be pleased 1o meet with meimbers of the staff and Comimissioners to explain
our concermns and recommendations and to engage in a dialogue on the best course to pursue for
meaningful reform. We arc available to assist the SEC and the staff in developing a regulatory
initiative that modernizes the capital-raising process in light of the continuing development of
technology and communications and recognizes [urther global competition for our capital
markets and economy and the need to maintain effective investor protection.

Respectiully submited,

E‘Eﬂley Keller
Chair, Committee on Federal
Regulation of Sccuritics

Drafting Committee:

Toseph McLaughlin
Linda C. Quinn
William J. Williams, Jr.

Advisory Group:

Cerald 5. Backman John J. Huber

Alan L. Beller Richard M. Leisner
Alan I. Berkeley Alan Levenson
Kenneth I. Bialkin John M. Liftin
John T. Bostelman Bruce Alan Mann
Hardy Callcott Clarence B. Manmng
James H. Check Charles M. Nathan
Edward H. Cohen John F. Olson
Stephen H. Cooper Richard E. Rowe
Edward H. Fleischman Alan Sinper

Jean Ellis Hamis Gregory C. Yadley

Keith F. Higgins

cc:  The Honorable Harvey L. Pitt, Chairman
The Honorable 1saac €. Hunt, Jr, Commissioner
The Honorable Laura 5. Unger, Commissioner
[2avid M. Becker, General Counsel _
Bdichael R. MecAlevey, Deputy Dircetor, Division of
Corporation Finance
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