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Despite continuing calls for reform of the private offering process, the Securities and Exchange Commission's (SEC) tepid amendments to Rule 144 and Regulation D do not address the significant needs in this area. 

The cure for the ills affecting the private offering process is straightforward. In particular, the suggestions made by the American Bar Association's Committee on the Federal Regulation of Securities (the ABA Letter) provide a well-reasoned road map for reform and highlight in some detail many of the reasons why the need for this reform is so urgent.1 

The current SEC proposals are inadequate because they merely massage the regulatory scheme without addressing the underlying structural flaws that have been exposed after more than 70 years of market evolution. Moreover, a recent action has illuminated these structural flaws and called into question the constitutionality of the regime. 

In mid-2007, the Securities Division of the Commonwealth of Massachusetts (the division) issued an order finding that Bulldog Investors and its affiliates, a group of private investment funds (Bulldog), had violated the Massachusetts Uniform Securities Act. Essentially, the division found that Bulldog's Web site represented an offer to sell its securities. Bulldog has now sued the division to enjoin the enforcement action, claiming that the action resulted in an inappropriate restriction of its commercial speech rights under the First Amendment.2 Although this case was brought under state law, the same analysis applies to the federal securities laws. 

In any ordinary commercial understanding, the posting of information about a business on a Web site is not considered an offer to sell securities in that business. However, in the context of private placements of securities, the law focuses on the sophistication of persons who may receive information about a private offering and not the actual offerees or purchasers. Thus, the division concluded that the Web site, despite its notices and disclaimers to the contrary, represented a standing offer to sell securities. And, since an unsophisticated investor was able to access the site, the Web site did not qualify for the private offering exemption under the law. 

This anomaly in the ordinary business context results from the overly broad use of the term offeree under the securities laws and the failure to distinguish between potential offerees and actual offerees or purchasers. Contract law has long made the distinction that an offer is not an offer unless it is capable of acceptance. The failure to make a similar distinction in the private offering arena in this age of the Internet has lead to a number of anomalous and potentially unconstitutional consequences. Fortunately, there is a solution: Shifting the focus of the regulations from potential offerees to the actual purchasers in a securities transaction. 

Current Private Offering Regulatory Scheme 
The market for private transactions has become an increasingly important source of financing and liquidity for businesses and investors worldwide. By any estimate this segment of the capital markets in the United States alone is counted in the many billions of dollars. On the federal level it is the responsibility of the SEC to ensure the integrity and efficiency of this important segment of the financial markets, while protecting those investors who need protecting. 

Despite these important interests, regulation in the area has been inconsistent, confusing and overly paternalistic. An example in which one can find all three of these failings is the burgeoning category of defined offerees; that is, offerees whose particular status qualifies them to participate in certain private offerings, such as qualified institutional buyers, accredited investors, institutional accredited investors, qualified purchasers and others, whose status differs depending on the statutory scheme under which they fall.3 

Two-Tiered System.  The regulations all define the sophistication of these potential offerees based on their financial wherewithal. Thus, access to information supplied to potential offerees under these various regulatory schemes is subject to the requisite financial qualifications. Although this may be a convenient way to draw a bright line, the regulatory scheme has created a two-tiered system of haves and have-nots, where access to information for the lower strata is essentially banned. 

This information disparity caused by the broad reading of "offeree" has been assiduously maintained by the regulators as illustrated recently by a number of SEC enforcement actions in connection with trading by participants in PIPEs (Private Investment in Public Equity) transactions. 

In these cases, institutional market participants purchased restricted securities in private offerings at a discount to the public market price, while the issuers agreed to register the securities within a few months thereafter. During the intervening period following the sale and prior to registration, the purchasers sold the issuer's stock short, locking in their gains from the restricted stock discount. The SEC has attacked these sales as, among other things, trading on inside information.4 Here, the rules themselves have created the very information arbitrage that these investors were trading on by requiring that certain material information about an issuer remains in the hands of the few. 

The information disparity is even greater in the case of large institutions. With the adoption of Rule 144A under the Securities Act of 1933 (the Securities Act), the SEC essentially carved out a private trading niche for qualified institutional buyers (institutions with assets of more than $100 million). More recently, both NASDAQ and a consortium of investment banks have developed electronic trading platforms for eligible market participants to buy and sell 144A securities. The large institutions that participate in these trading markets are privy to a wealth of market data to which the general public may not have access because, at least under the traditional analysis, any such access could be deemed an offer to an ineligible person (indeed, how is this any different than the Web site example in the Bulldog case?). In connection with prior attempts to create these sorts of markets, the SEC's concern for the information falling into the wrong (potential offeree) hands was sufficient to quash the initiative.5 Their approval of these activities today appears, at the very least, anomalous in the context of their own regulatory focus on the offeree. 

The current private offering paradigm has limited market access to information in other contexts as well. For example, investment research, advertisements and interviews can all be viewed as an illegal offer in certain contexts when made by persons associated with a private transaction. Here, the SEC's guiding principle of full and fair disclosure has been sacrificed for the expediency of attempting to make all the pieces of the puzzle fit within the current paradigm boundaries. Moreover, this has led to inconsistent and complex rules that have very little to do with protecting investors and everything to do with trying to maintain the original unsound premise that the way to ensure investor protection in connection with private offerings is to restrict information provided to offerees. 

As Thomas Kuhn famously noted in the context of scientific theory, when the anomalies and inconsistencies overwhelm the current paradigm, it is time for a new paradigm theory. 

First Amendment Analysis 

Although the Supreme Court has not weighed in on First Amendment challenges to the federal securities laws, there is a discernible trend away from the general deference to regulatory restrictions in cases concerning commercial speech. In fact, given the current composition of the Court, it could be that strict scrutiny might even be applied to such regulations. At the least, however, we can expect the Court to apply a four-part test to commercial speech that ultimately asks whether there is a reasonable relationship between the means and ends of the regulation restricting the speech in question. 

In the Central Hudson case,6 the Supreme Court formulated a four-part test to determine whether the government may restrict commercial speech as follows: (i) the communication must not be false or misleading, (ii) the restriction must relate to a substantial government interest, (iii) the restriction must directly advance the state interest involved, and (iv) the government interest must not be able to be served as well by a more limited restriction. 

Cases applying the Central Hudson test have frequently found that restrictions banning commercial speech fail to satisfy parts three and four of the test. In particular, with respect to the requirement that the restriction directly advance the state interest involved, the problem often arises that the ban only indirectly advances the state interest by keeping the potential recipients of the restricted information ignorant, an approach that the Court has frowned upon as "highly paternalistic."7 

Similarly, under the fourth prong, several statutes have failed to meet the test because the restrictions were expedient for the government's purposes and it appeared that the government had failed to give due consideration to First Amendment concerns. This prong requires that there be a "reasonable fit" between the means and ends of the regulation.8 Although this does not mean that the restrictions must be "the least-restrictive means" to the desired regulatory ends, they may be upheld so long as they are "narrowly tailored to serve a significant government interest."9 

• Is the Current Private Offering Regime Narrowly Tailored?10 Applying the Central Hudson test to the private offering context, we can begin by stipulating that all communications relating to the purchase or sale of securities must not be false or misleading and that the SEC has a substantial interest in regulating the securities markets. In fact, the SEC's enforcement of the antifraud regulations may well be its most important responsibility, and it has a number of very direct regulatory avenues for such enforcement. 

With respect to the third prong, while as a general matter the SEC's regulation of private offerings is directly related to its mission of protecting investors, the SEC's focus on the status of the offeree is subject to question. Here, given that the SEC has other more-direct avenues of prosecuting fraud and other malfeasance in connection with securities transactions, can it be said that this regulation directly forwards their mission in a material way? It may make the job of enforcement of the regulations easier, as any ban on speech does, but it is certainly a less direct approach than that of the antifraud rules. 

The fourth prong requires that the SEC's regulation of private offerings by limiting the availability of information to certain classes of investors be narrowly tailored to advance the government interest in protecting investors that are unable to fend for themselves. Effectively, the SEC has banned the provision of information to this class of investors for their own protection. The regulation essentially says to those it deems to have insufficient financial resources, that we, the SEC, deem you to be incapable of making a reasonable decision in these circumstances; a position that is more than mildly paternalistic.11 Could this be considered a narrowly tailored approach? 

Clearly the entirely unregulated sale of securities caused a great deal of problems for this country, and the securities laws have provided a stable structure for the rise of a vitally important industry. Nonetheless, it strains credulity to consider that we regulate information about private securities transactions almost as much if not more than just about any other hazardous activity. Are not our citizens of ordinary means confronted daily with equally (or more) dangerous opportunities to squander their hard-earned savings? Yet, somehow this country has survived without the wholesale ban of late-night infomercials or ads for potentially addictive substances and casinos. 

The real point is that there is a better way to do it. As suggested in the ABA Letter and by many others over the years, the approach of focusing on offerees is flawed. If instead, we were to narrow the focus of regulation to the actual purchasers in an offering, we may dispense with the need to distinguish between the status and type of offeree (and whether one is a merely potential or actual offeree) and get right to the heart of the matter. As the ABA Letter pointed out, this shift would cure the fundamental structural problem in this area without compromising investor protection.12 Indeed, the Committee on Securities Regulation of the Association of the Bar of the City of New York (the NYC Bar Committee) has stated that, "[t]he focus should be on protection of actual purchasers."13 As noted by the NYC Bar Committee, the report of the SEC's own Advisory Committee on Smaller Public Companies made the astonishingly obvious observation that "[i]n all the private offerings since the beginning of regulatory time, no offeree has ever lost any money unless he or she became a purchaser." 

Moreover, by narrowing the regulatory focus to the purchaser, a whole host of other problems are immediately solved. One such problem spawned by the current regulatory scheme is the unfair information disparity among investors. If, in the PIPE example cited above, the focus of regulation was narrowed instead to the actual purchasers in that PIPE transaction, the SEC would still have retained the ability to police wrongdoing in this area, while the issuer in question would have had the ability to alert the market as to the existence of the PIPE and thereby eliminate the information disparity. This would have eliminated the information arbitrage of which the short sellers were taking advantage. 

By fixing this paternalistic regulatory scheme to eliminate its inconsistent patchwork nature, the SEC could also avoid the difficulties relating to regulating advertising, research and press interviews as mentioned above. Currently, the confusion and uncertainty in this area lead to unintended operational challenges and higher transaction costs for all participants. 

If it is true that such a narrowing of regulatory focus could be made without materially impacting the substantial government interests in the regulation of the securities markets, how could it be said that this regulation is sufficiently narrowly tailored? Could we not fairly say that "the breadth and scope of the regulations . . . do not demonstrate a careful calculation of the speech interests involved" or that the regulations "unduly impinge on the [issuer's] ability to propose a commercial transaction and the adult listener's opportunity to obtain information"?14 If so, these regulations could well fall. 

Conclusion 

While there are many good reasons for private offering reform, the possibility of a constitutional challenge should not be overlooked. The inconsistent, anomalous and overly broad regulation in this area cannot but undercut the argument that private offering regulation is appropriately tailored. However, by simply narrowing the focus from offeree to purchaser, the SEC could ensure that it is providing a more rational regulatory scheme while protecting the regulation from constitutional challenge. There seems to be little justification for maintaining the current scheme in light of the risk of such a challenge; and that is a risk that the SEC, as steward of the U.S. financial markets, cannot afford to take. 
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