EXWTIONS EROM REGISTRATION
UNDER TEE SECURITIES ACT OE 1933

Submitted, in partial fulfillment of the re
quirements for the Degree of Master of Laws

By

JAMES CURRY BERNHARDT

TABLE OF CONTENTS
I

Preliminary Remarks
Importance of Exemptions ..............................................................
1
Nature of Securities Act ..............................................................
2
Definition of:
"Security"...........................................
4
"Person"
......................................................... . ............................... 11
"Sale"
......................................................................................................12
"Interstate Commerce". ..............................................................
29
"Prospectus" ......................................................................................
30

II Discussion of Exemptions Proper
Distinction between exempt security and exempt
transaction................... *............................................. x . . . .
32
Section 3(a)(l)-Exemption of securities sold or
offered prior to July 27, 1933 ...........................................
35
Section 3(a) (2)-Exemption of securities of govern
ments, public agencies and banks .......................................
48
Section 3(a)(3)-Exemption for short-term paper ... 51
Section 3(a)(4)-Exemption of securities of non-profit
organizations....................................................................... . . 54
Section 3(a)(5)-Exemption of securities of building
and loan associations and similar institutions . . 57
Section 3(a)(6)-Exemption of securities issued by
common carriers .............................................................................
59
Section 3(a)(7)-Exemption of Receivers’ and Trustees'
Certificates ......................................................................................
61
Section 3(a)(8)-Exemption of Insurance Policies and
Annuity Contracts ................................................................... . 62
Section 3(a)(9)-Securities Issued in Exchange for
■ Other Securities of the Same Issuer................................... 64
Judicial Reorganizations ..............................................................
81
Prelimlns.ry Remarks on Non-Judicial Reorganizations 82
Section 3(a) (10)................... ........................................................... 85
Sections 77B and 77(f) . ................................................ . 90
Transactions Exempted by Section 4(1)
Transactions other than by an issuer, underwriter
or dealer............................................................................................ 97
Who is an issuer......................................
99
Who is an underwriter............................................................. 105
Who is a dealer........................................................................... 115
Exemption for person, not an issuer, underwriter
or dealer ........ ........................................... 117
Transactions Not Involving a Public Offering . . . 121
Transactions by Dealers
................................................ 140
Section 4(2)-Transactions byBrokers .................................... 141
Local Transactions outside the jurisdiction of the
Commission-Section 3(a)(ll) ........................ ..... 145
Transactions Exempted by reason of limited amounts—
Rules prescribed- under Section 3(b)................................ 153
III

Conclusion ........................................................................................................ 156

EXEMPTIONS FROM REGISTRATION UNDER THE SECURITIES ACT OF 1933
I

Introductory Remarks on the Importance of Exemptions

Tie purpose of this paper is to review briefly the scope of
1
those provisions of the Securities Act of 1933, as amended, which exempt

specified securities or transactions from the registration and prospectus
requirements of the Act, and to discuss in some detail certain problems

which have arisen in the application of these provisions.

The Securities Act contains numerous sections to prevent indi

rect evasion in the way of public financing without registration.

Per

haps the most technical difficulty which complicates any consideration
of exemptions is the definition of "sale” to cover ’’offer”.

This means

that a security is regarded as being sold to every person who is afforded
an opportunity to buy; i.e., the total number of offerees and not the

number of actual purchasers.

Except as regards fraud or negligent mis

representation on the part of the seller, the provisions of the Act are

primarily directed to the problem of distribution as distinguished from

that of trading.

Since an underwriter is defined in part as ’’one who

purchases with a view to distribution”, and distribution means, in effect,

a process of selling to a large number of offerees, an issuer may at any

time make the equivalent of a public offering if any securities are sold
to any person who intends to offer the same to a substantial number of
persons.

From the foregoing it can be readily understood that many

cases of genuine private financing might be entitled to exemption if
the issuer had been more careful in ascertaining the intent of the per

son to whom the securities were sold; or, conversely, many transactions

■L Title I of Public Lavr No. 22 of the 73d Congress, approved May 27, 1933
48 Stat. 74, 16 U. S. C. p. 77a. Subsequently amended by Title II of the
Securities Exchange Act of 1934, 48 Stat. 881 and also by the Motor Carrier
Act of 1935, 49 Stat. 543, 49 U. S. C. p 301-327.

-2thought to be exempt really require registration.

Although a paper of

this size cannot discuss all the exceptions to the rule, its purpose is

to explain the exemption provisions in sufficient detail to create a

better understanding of them.

Any opinions advanced herein are, unless

the contrary is specifically indicated, to be regarded as merely the
writer's personal understanding of the application of the Act.
Introductory Remarks on the Nature of the Act
It is important to note that the Securities Act of 1933 does

not enpower the Securities and Exchange Commission to pass on the merits
of securities.

The Commission neither approves or disapproves securities

and it is a criminal offense to represent that the Commission has approved

securities.

"As we have said before, our powers do not extend to pre

venting the public offering of a security if the truth concerning it be
told, but the truth under the Congressional Mandate embodied in the Act
means the full truth."

National Educators Mutual Association, Inc.1

Registration of securities under the Act provides full informa
tion concerning the offering.

or disapproval.

The function is disclosure, not approval

Of course, if the statements filed are misleading, or

full disclosure is not made, the Commission has power under Section 8

to prevent, by stop order, a statement from become effective or suspend

its effectiveness.

Registration statements subject to stop orders are,

of course, not legally effective and securities sold thereunder, while

1 1 SEC 207 (1935) Of. 1 SEC 139, June 1, 1935, Plymouth Consolidated
Gold Mines, Inc.
See also Rule 825 of the General Rules and Regulations under the Se
curities Act of 1933.
2 gee "The Securities and Exchange Commission: Its Organization and Functions
Under the Securities Act of 1933 by Adolph C. Johnson and Andrew Jackson
4 Law & Contemporary Problems 3 and "Federal Securities Act Procedure"
Lasser & Geraldi (McGraw Hill Book Co.).
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such statement is thus suspended, are sold in violation of Section 5.^
The Securities Act of 1933 is undoubtedly within the constitutional

powers of Congress to regulate interstate commerce.

jects of interstate commerce.

Securities are ob

Bracey v Darst;8 Lottery Case;5 Securities

and Exchange Commission v Wickham;4 McMann v Securities and Exchange
Commission;5 Securities and Exchange Commission v Crude Oil Corporation

of America;6 Jones v Securities and Exchange Commission. ?

Some of the

more interesting cases concerning congressional power to regulate securi
ties under the interstate commerce clause of the constitution are admirably

summarized and discussed in an article entitled ’’Constitutionality of

’
8
Federal Regulation of Stock Exchanges,”—P. Tennent Norton, Jr.
1
Section 5 of the Act provides:
”(a) Unless a registration statement is in effect as to a security, it
shall be unlawful for any person, directly or indirectly—
(1) to make use of any means or instruments of transportation or
communication in interstate commerce or of the mails to sell
or offer to buy such security through the use or medium of
any prospectus or otherwise; or
(2) to carry or cause to be carried through the mails or in inter
state commerce, by any means or instruments of transportation
any such security for the purpose of sale or for delivery after
sale.
”(b) It shall be unlawful for any person, directly or indirectly—
(1) to make use of any means or instruments of transportation or
communication in interstate commerce or of the mails to carry
or transmit any prospectus relating to any security registered
under this title, unless such prospectus meets the requirements
of section 10; or
• (2) to carry or to cause to be carried through the mails or in in
terstate commerce any such security for the purpose of sale or
for delivery after sale, unless accompanied or preceded by a
prospectus that meets the requirements of section 10."
2
218 Fed. 482
3’
188 U. S. 321
4
12 F. Supp. 255 (D. C. Minn. 1935)
5
U. S. C. 0. A. 2, January 18, 1937
6
U. S. Dist. Ct., W. D. of Wise., Dec. 1, 1936
7
(C. C. A. N. Y. 1935) 79 F (2d) 617. Aff Securities and Exchange Comm.
v Jones (D. C.) 12 F. Supp. 210 Certiorari denied in part; Jones v
Securities and Exchange Comm. (1936) 56 S. Ct. 497, 80 L. Ed. (4th
case) reversed on other grounds (1936) 56 S. Ct. 654, 80 L. Ed. 8
14 Georgetown Law Journal 20.

-4rSection 2(1), nature of a security.

Before considering the

question of exemption, a few remarks as to the nature of a security

might he appropriate.

Of course, the sale of objects which are not se

curities would not come within the scope of the Act.

Section 2(1) of

the Act defines a security as follows:

"Section 2.
requires —

Wen used in this title, unless the context otherwise
(1) The term ’security’ means any note, stock, treasury

stock, bond, debenture, evidence of indebtedness, certificate Of in

terest or participation in any profit-sharing agreement, collateral

trust certificate, preorganization certificate or subscription, trans>
•
ferable share, investment contract, voting-trust certificate, certificate

of deposit for a security, fractional undivided interest in oil, gas,
or other mineral rights, or, in general, any interest or instrument

commonly known as a ’security’, or any certificate of interest or
participation in, temporary or interim certificate for, receipt
for, guarantee of, or warrant or right to subscribe to or purchase

any of the foregoing.”
Note that the definition of security includes "any interest or
instrument commonly known as a ’security’".

In considering the problem

one of the chief principles to be employed in determining border-line
questions is the fact that the essential value of a security depends
upon the anticipation of payment, return of money, or delivery of another

security.

Consequently it would seem that membership in a non-profit

organization, such as a commodity exchange, would not be a security.

-5Trade coupons calling for the delivery of merchandise are not securities

since the object to be received is neither money nor a security nor a
sharing of profits.

If, however, an instrument or certificate represents

commodities or property interest deposited in a trust or employed in a
business in such a way that the profits arising from the increase thereof

or substitution of other property is permitted, the certificate may rep
resent a security in that it may come within the phrase ’’investment con

tract”.
A contract termed an ’’operator’s agreement" whereby the operator
advanced money as part payment of a motor bus and furnished services
for which he was to be paid and whereby he was to have a share of profits

and eventually stock in a corporation in process of organization to op
erate a bus line, was held to be an investment contract within the Minne

sota Blue Sky Law.

State v Bushard."'"

A contract purporting to be a sale of ’’two breeding pairs each
with one male and two female muskrats” being, in effect, a fur farm

contract racket, was held to constitute a security necessitating regis
tration under a state blue sky law.

Manifestly, the outward form of

any promotion plan may be penetrated to ascertain whether in substance

it is a transaction in securities.

if, however, a certificate calls for a commodity as such, not
used in a profit-sharing venture, or if the certificate calls for the
return of a security without being more than a bailment for that security,

no security would be involved in the issuance of such a certificate or
1

164 Minn. 455, 205 N. W. 370 (1923).

-6or receipt, notwithstanding the express words in the Act '’receipt for
a security”.

In the case of the Securities and. Exchange Commission v

Crude Oil Corporation of America, United States District Court for the
7/estem District of Wisconsin, December 1, 1936, ’’bills of sale” and
’•delivery contracts” for crude oil based on royalties were held to be
securities.

It is significant to note that the courts found that the

contracts were not made with persons who contemplated taking actual de

livery of the oil but rather proceeds derived from the sale of the oil.
The words ’’interest or" in Section 2(1) were added as a part of

the amendment effective July 1, 1934, inserted in the Securities Act of
1933 by certain provisions of the Securities Exchange Act of 1934.

This

amendment was made for the purpose of including such interest's as in

scribed shares.

Where the rights of the security holder exist on the

books of the company ’Without tangible evidence therefor in the form of a

certificate, the provisions of the statute cannot be evaded by simply
refraining from issuing to the subscriber any documentary evidence of his
interest.1
Section 201(a) of Public No, 291, 73d Congress, 2d Session, effec

tive July 1, 1934, amended the definition of security by adding the words
"guarantee of" after the words "receipt for”.

The inclusion of "guarantee"

in the above definition and the omission of specific mention of guarantors

in the definition of the term "issuer" is to make it clear that guarantors
are to be treated as issuers of securities only if the guarantees are

1

See H. R. Rep. Do. 1838, 73d Congress, 2d Session.

incorporated in securities distributed to investors.

They also indicate

that securities of which such guarantors are to be treated as issuers

are the guarantees and do not include the securities guaranteed.^
Certificates or instruments pertaining to securities are them

selves considered to be securities within the meaning of the Act (except

in those cases where there is a temporary receipt indicating a mere

deposit of a simple bailment); hence, a certificate representing a frac

tional interest or participation in another security is a security, as
are certificates representing securities.

So too, a warrant or right

to subscribe to any of the foregoing is deemed to be a security.

An overdue interest coupon detached from the bond is an evidence

of indebtedness and therefore a security.

It should be particularly

noted that the language ’’evidence of indebtedness’’ indicates that a
debt not represented by an instrument is not to be treated as a security.

The language ’’certificate of interest or participation in any profitsharing agreement" seems applicable to participation in a pool trading
2
in securities or commodities.

An instrument which in form represents the right to receive de
livery of a commodity is held to come under this phrase when it is clear

that no delivery in kind is intended; as, for example, when the instrument

is issued under an agreement which authorizes an agent to sell the com
modity and transmit the proceeds to the holder.

On the other hand, a

contract to purchase a commodity without such provision for resale for

the account of the purchaser is held not to be a security; whereas

See H. R. Rep. No* 1838, 73d Congress.
3 Fn Securities and Exchange Commission v Wj ckhnm 12 Fed. Supp. 345
(1935 Dist. Ct. Minn.)

-3receipts are not securities where they merely evidence ownership of

specific property, but it would, seem that if issued under an agreement
authorizing an agent to sell and transmit the proceeds they might be

held otherwise.
Some difficulty may be experienced in construing an interim
certificate to be a security.

It would seem that the practical test is

whether the certificate is merely a receipt and nothing more; i.e., a
tangible evidence.

A contract to later issue a security is itself capable of being
traded in as a security; thus a non-transferable receipt for an outstand
ing security delivered merely as a step incidental to effecting an ex

change would not be required to be registered, but a receipt which was

transferable and evidenced the right of a holder thereof to a new security
or under certain conditions to the return of money presumably with in

terest which had been paid, would be treated as an interim certificate
within the scope of Section S(l).

The interpretation of the phrase

’’receipt for a certificate” is analogous.

In effect, a temporary or

interim certificate not traded as a security is merely the evidence of

a bailment of a security without confering any power to sell, transfer,

or vote the subject security.
It is particularly important to note that certificates of deposit
not
in the ordinary sense; (i.e.,/strict bailments), voting trust certificates,

and guarantees of securities, are themselves separate and distinct se
curities from the underlying securities and from the securities guaran

teed.

This distinction is often overlooked in claiming exemption under

-9Section 3(a)(9) which, requires that the exchange be an exchange of se
curities of the same issuer exclusively.

It sometimes appears that the

issuer of the certificate of deposit or voting trust certificate or

guarantee is another person and the exemption fails because more than
one issuer is involved in the exchange.

An exchange of the representa

tive security might, involve an exchange and offering of the underlying

security.

Since a guarantee of a security is a security distinct and
separate from the security guaranteed, it is possible to include even

a third step, that a receipt issued against the deposit of a guaranteed

contract would also be a security.

Thus it is possible for a number of

securities to spring from one original obligation, depending on such
additional obligations as may be supplemental thereto.

This concept

,1s not as strange as it may seem when we remember after all that a se
curity is merely a form of a chose in action, but property may be sold,

transferred or assigned.

It is no contradiction to say that* the right

to sell, transfer or assign may be different from the object so trans

ferred for each such supplemental obligation created by way of deposit,
there is an obligor, thus we have several issuers as well as several
securities.
A construction of the words ’’any receipt" to include all such

instruments without exception would go beyond the intention of Congress.
The remarks previously made concerning interim or temporary certificates

are more fully understood if, construing Section 2(1) as a whole and

taking into consideration the phrases "transferable share" and 'instrument

-10-

commonly known as a security”, we realise that a receipt for a security
which evidences only the obligations of an ordinary bailee is not a se
curity.

It would seem, however, that the bailment must be a bailment

in the strict sense.

It is probable that any alternative right to re

ceive the security, cash, other securities, or any right to receive some

thing in addition either by way of interest or by way of sharing profits

would destroy the element of bailment.

Certain questions as to whether or not a proxy, a power of
attorney, a preorganization certificate or certificate of deposit may
be a security for limited purposes are being omitted as being too tech

nical and beyond the scope of this paper.'*'

1

See footnote page 39 Section 5(a)(1) concerning the problem of when
a new security is created.

Definition of "Person"

Section 2(2).

"Person" is define* in Section 2(2) of the Act

as "an individual, a corporation, a partnership, an association, a jointstock company, a trust, any unincorporated organization, or a government

or political subdivision thereof."
The definition of "person" is broad enough to include individuals

but it does not follow that the individual members of a voting trust are

issuers in their individual capacities.

In defining "person" to include

a "trust", by "trust" is meant a "business trust" or the so-called "Mass

achusetts Trust" types of associations which assume many of the character

istics and functions of corporations and which issue securities as evidence

of the respective interest of their beneficiaries.^
The trusts are considered to be entities distinct from their
individual component members; the trust itself being the issuer.

Thus a

change in membership in the personnel cf the trust does not create a new

security or a new issuer, but the amendment of a trust agreement may create

a new security and the formation of a new trust agreement, even though
the same persons or trustees, may result in a new issuer since each separate

trust is regarded as a separate entity.

Non-commerci al and testimentary

trusts are excluded.

1

Report 85 of the House Committee Report on Interstate Poreign Commerce
73d Congress, Hirst Session.

Sale. - Previous to our discussion, of exemptions we considered what

is a security and who are persons subject to the Act.

It will also be

necessary to consider briefly what may be said to be a "sale" of a security.

The exemptions, in effect, provide that certain sales do not require reg

istration ’even though they may be offered in interstate commerce.
Section 2(5) of the Securities Act of 1933 contains the follow
ing definition of ’’sale”:
"(3) The term ’’sale”, ’’sell”, ’’offer to sell", or "offer
for sale" shall include every contract of sale or disposition of,
attempt or offer to dispose of, or solicitation of an offer to buy,
a security or interest in a security, for value; except that such
terms shall not include preliminary negotiations or agreements
between an issuer and any underwriter. Any security given or de
livered with, or as a bonus on account of, any purchase of securi
ties or any other thing, shall be conclusively presumed to’constitute
a part of the subject of such purchase and to have been sold for
value. The issue or transfer of a i-ight or privilege, when orig
inally issued or transferred with a security, giving the holder
of such security the right to convert such security into another
security of the same issuer or of another person, or giving a
right to subscribe to another security of the same issuer or of
another person, which right cannot be exercised until some future
date, shall not be deemed to be a sale of such other security;
but the issue or transfer of such other security upon the exer
cise of such right of conversion or subscription shall be de.emed
a sale of such other security."

The term "sale" or "sell" is defined broadly to include every
attempt or offer to dispose of a security for value.

It includes within

the definition of "sale" an offer to buy, thereby preventing dealers

from making offers to buy between the period of the filing of the reg

istration statement and the date upon which such a statement becomes

effective.

Otherwise, the underwriter, although only entitled to accept

such offers to buy after the effective date of the registration statement,

could accept them in the order of their priority and thus bring pressure

upon dealers, kko wish, io avail themselves of a particular security of

fering, to rush their orders to buy without adequate consideration of
the nature of the security being offered.
From the definition of ’’sale’', however, is excluded the exchange

of an instrument for another instrument which nerely evidences exactly
the same right embodied in the original instrument; thus exchanges of
a stock certificate for another stock certificate of the same character

or of an interim receipt for the permanent security are excluded from

the operation of the Act.

Special care is taken to except from the defi

nition of ’’sale” preliminary negotiations and agreements between an
issuer and an underwriter.

Underwriting agreements can thus be entered

into prior to the tifie of the filing of the registration statement.

The

exception, however, extends no further than the agreement between the
issuer and underwriters, so as to delay the actual organization of the

selling group and the disposition of the security to the dealers until
the registration statement shall have become effective.^

Conversion
Section 2(3) also exempts from the concept of "sale” the giving

to a holder of a security, at the time of the sale of such security to
the holder, a right either to conversion or a warrant to subscribe, where
neither of these rights are immediately exercisable.

This makes it un

necessary to register such a security prior to the time that it is to

be offered to the public although the conversion right or the right to

subscribe must be registered (unless given as warrants sometimes are
gratis to stockholders or othersJ When the actual securities to which

1

See footnote page 39 Section 3(a)(1) concerning the problem of when a
new security is created.

these rights apertain are offered, to the public, the bill requires
registration as of that time.

This permits the holder of any such right

of conversion or warrant to subscribe to judge whether upon all the facts

it is advisable for him to exercise his rights.

The issuance of bonds carrying a conversion privilege, under
Section 2(3) of the Act, does not constitute an immediate "sale" or "offer
to sell" stock into which the bond is convertible if the conversion "right
cannot be exercised until some future date".

As noted above, securities which are not immediately convertible

do not constitute a sale of the security to be issued upon conversion un

til such time as the conversion privilege becomes exercisable.

However,

at that time if no commission or remuneration is paid directly or indirectly

for soliciting the exchange, the conversion will probably be exempt under
Section 3(a)(9).

Previously it was held that the offering of a security

which is immediately convertible was, in effect, a simultaneous alterna

tive offering of both the secutiry itself and the security into which it

could be converted.

Notwithstanding the previous position taken by the

Federal Trade Commission, in Release 97 the view is now held that the
term "sale", as defined in the first clause of Section 2(3), is of ample
breadth to cover a disposition by way of exchange and properly viewed, the
last sentence of that section appears to do no more than to emphasize the

fact that an exchange upon exercise of a conversion right is to be regarded
as a "sale" and to fix a time ns of which such "sale" shall, for the pur
pose of the registration requirements of the Securities Act, be deemed

to occur.

The argument is advanced that the exemption under Section 3(a)(9)

is equally applicable to securities immediately convertible aS well as

See H. R. Rep. No, 85, 73d Congress, 1st Session.

those convertible at some future date.

The reason is that although it

may be recognized that a sale of an immediately convertible security

constitutes an Immediate "attempt or offer to dispose of", and so a "sale
of the security into which it is immediately convertible, there is no

reason for disregarding the fact that the disposition of the security
issued upon conversion is by way of exchange for the original convertible

security and that the security so disposed of is therefore susceptible

of exemption under Section 3(a)(9).
Treasury Stock

Where an issuer has issued a security and offered it to the

public, and it has completely taken, or sold, and either through direct
purchase by the issuer* or exchanges, or in any other manner, all or a

portion of the issue finds its way back into the hands of the issuer, a

second offer and sale (resale) of the identical, issue, by the issuer, is
a "new offer" requiring registration.

However, once securities are registered under the Securities

Act they are registered for all purposes.

Although an issuer may not

rely on a 3(a)(1) exemption, if it attempts to dispose of treasury stock

after the effective date of the Act, stock which has once been registered
may be resold at any time even from the treasury.

The reason why treasury

stock is not entitled to a 3(a)(1) exemption is that the offer of such

stock amounts to a new offering.

The offering of registered securities

now reacquired is also a new offering but it is an offering of registered
securities.1

"The House provision exempting stock dividends is omitted from
the substitute (bill) since stock dividends are exempt without express
provision, as they do not constitute a sale, not being given for value".

In considering the question of sale, there are two basic ele
ments—disposition and value.

1.

Disposition;

The security in question must be the subject of

a disposition for value or an offer or attempt to make such a disposition

or a solicitation of an offer to accept such a disposition.

Disposition appears in this connection to imply a transfer by

agreement.

For example, a transfer by operation of law based on the

happening of a contingency, such as a transfer by intestacy, would not

be a disposition.

However, the fact that a transfer is made according

to a pre-existing agreement does not prevent its having the character

of a sale.
1
2

See Release 131
See H. R. Rep. No. 152 (Conference Report) 73d Congress, 1st Session
See Releases 493 and 929
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A transfer by which title to the security is extinguished is
not considered a sale.

Thus the transmision of interest coupons to the

obligor for collection is not a sale.

Likewise the transfer of bonds

by the issuer or its agent to the trustee of the issue for cancellation

in accordance with sinking fund provision, is not a sale.
A pledge of securities as collateral for a loan does not involve
the sale of a security, if it is a bona fide transaction, for there is

no transfer of title to any security or to any interest commonly known

as a security.

Apparently it would not be a "bona fide transaction",

if the pledge was accepted with a view to public distribution on maturity

of the loan.
1.

Value:

The word "value", as used in the definition, has been

given the same meaning as "consideration".
is therefore a sale.

An exchange of securities

Even though a protective committee cannot, under

the deposit agreement, take title and though the deposited security may
be withdrawn, the giving up of possession by the bondholder is sufficient

value to create a sale of certificates of deposit.

A waiver of a claim

constitutes value.
An outright gift of a security is, of course, not a sale, but

if such a "gift" was made in consideration of a promise not to sue, or

any other undertaking, a sale would be involved.

Thus the "gift" of

assessable stock really involves a sale if the stockholder by its accep
tance is bound to pay future assessments and such assessments are con

templated.

1

Release 929

-18!-

On the other hand, the ordinary declaration of a stock dividend
does not constitute a sale, for no value is considered to be given

therefor.

(Likewise there is no disposition in the sense of a transfer

by or resulting from agreement.

The recipient of the dividend is not

free to accept or reject as in the case of an ordinary sale but finds

the dividend decided for him.)

So also the issuance of stock purchase

rights or warrants, without consideration, to existing security holders

requires no registration, though, of course, if no exemption is available

registration of the stock subject thereto is necessary prior to the time
when the rights or xvarrants may be exercised.

There is, of course,'' two securities, the warrant and the under
lying security to be issued upon the exercise of the warrant.

If the

warrant is offered, the underlying security is also offered unless the
warrant is exercisable at some future date.

An ordinary ’’stock bonus to employees” may, in reality involve

a sale if given as an inducement to enter into or continue employment,
so that the bonus entered into consideration as part of compensation

for employment.
Unless a deposit agreement contains provisions for automatic
extension or for a vote of the majority binding minority, proposal to

extend may be an offer of the extended certificate of deposit for the
though
old one. kven/the 3(a)(9) exemption might be available for those who

had previously deposited, the change in the terms would prevent Section
3(a)(1) from applying and certificates issued for new deposits would

-18probably have to be registered*

Mergers and Consolidations

The House Committee Report indicates that the draftsmen of the
Act considered that mergers and consolidations were subject to the Act.
In discussing the effect of certain exemptions it was said:

’’Reorgani

zations carried out without judicial supervision possess all the

implicit in the issuance of new securities and are, therefore, not exempt
from the Act.

For the same reason the provision is not broad enough to

include mergers or consolidations of corporations entered in to without
judicial supervision.
However, as in the case Of stock reclassifications and changes

effected solely by charter amendment pursuant to stockholders’ vote,
the Commission authorized opinions that no sales were involved in certain

statutory mergers or consolidations which required vote of a specified
percentage of the stockholders of all the merging or consolidating cor
porations binding upon all stockholders of the corporations, and -that

such mergers or consolidations required no registration of the stock of

the resulting corporations.
It would appear that statutory mergers or consolidations which
are effected by a vote of security holders binding upon non-assenting

end assenting security holders alike, except insofar as dissenting se
curity holders may be entitled to secure the appraised value of their

securities, are to be treated in the same way.

No sale of a security

is now considered to be involved in such transactions.
1

H. R. Rep. No. 85, p. 16.

The official attitude of the Commission is set forth in Note
5 to the Rules to the use of Form E-l, as set forth in Release 493:

"Note: The Commission deems no sales to stockholders of a
corporation to be involved, within the meaning of the defini
tion quoted in Rule 5(2), where, pursuant to statutory provi
sions or provisions contained in the certificate of incorporation
there is submitted to the vote of such stockholders a proposal
for the transfer of assets of such corporation to another person
in consideration of the issuance of securities of such other
person, or a plan or agreement for a statutory merger or con
solidation, provided the vote of a.required favorable majority
(a) will operate, so far as the corporation, the stock
holders of which are voting, is concerned, to authorize
the transfer or to effectuate the merger or consolidation
(except for the taking of action by the directors of the
corporations involved and for compliance with such statu
tory provisions as the filing of such plan or agreement
with the appropriate state authorities), and
(b) will bind all stockholders of such corporation, except
to the extent that dissenting stockholders may, under statu
tory provisions or provisions contained in the certificate
of incorporation, be entitled to receive the appraised or
fair value of their holdings.
"The Commission deems it immaterial in these circumstances
whether the person the securities of which are to be issued is
in existence or not, whether, if such person (is) in existence,
the plan, agreement or proposal is submitted by or with its
authority; or whether, in the case of transfer of assets, such
securities are to be issued to stockholders directly, or are to
be distributed to them as a liquidating dividend or otherwise.
"When, in accordance With this note, submission of a plan,
agreement or proposal to the vote of stockholders involves no
Sale to them, the Commission deems no sales to be involved in
the delivery- of securities to such stockholders.

"Accordingly, neither the submission to the vote of stock
holders of a plan, agreement or proposal of the character speci
fied in this note, nor the delivery of securities thereunder to
such stockholders, requires the registration of such securities
or the delivery of a prospectus meeting the requirements of Sec
tion 10 of the Act."

It way possibly be objected that prior to the taking of the

actual vote there is a sale in that the solicitation of proxies may result

-20in offering the security to result from the vote.

However, it may be

that the fact that the proxy may be revoked at any time prior to the

moment it is votecl is considered to postpone the ’’sale” to that moment.
But when the vote itself is taken, the subsequent distribution of se-’

curities takes place by corporate action, not by individual assent.

The

real test is whether or not the individual stockholder is free to accept

or reject.

The fact that he is bound to take the security notwithstand

ing his individual vote destroys that voluntary element of free consent

which is regarded as an essential element of every sale.
However, insofar as changes in a stockholder’s rights in certain
cases may not be made without his Individual assent, it would seem that

the solicitation of such assent would be an offer.

Thus in the case of

a consolidation where stockholders are permitted to signify whether they

wished A or B stock for their old stock and the Articles of Consolida
tion reclassify the old stock into the number of shares of A and B stock

so elected, there is a sale even though non-assenting stockholders will
get C stock.

The corporate action must bind all equally by operation

of law, not give to various bargaining groups different end specific

rewards for their votes.
If there is no actual legal power to bind an individual stock

holder against his consent, the elements of individual bargain and sale
have entered.

Also, as in the case of the reclassification of X stock

into A and B attack just mentioned, the fact that some stockholder may be

bound will not destroy a sale if some may choose between A and B regard
less of what the minority are to receive.
Distribution of an issuer’s stock by another corporation as a

-21liquidating or property dividend may sometimes involve a public offering.
For example, if the XYZ corporation issues its stock to acquire assets
of B corporation, and B corporation retains the XYZ stock, the transac

tion is one not involving a public offering.

If, however, B corporation

distributes immediately the XYZ corporation’s stock to B’s stockholders,

there is a sale of XYZ stock to B’s stockholders and, unless B is a closed
corporation, a resulting public offering.

This is because the two steps

are not separated but regarded as one transaction; the value given by
B company in a transfer of assets is regarded as the consideration for

the sale of XYZ stock to B’s stockholders.

Of course, if the stock is

not distributed immediately, a liquidating dividend would not be viewed

as a device but as a separate step not involving a sale.
This brings us to the questions (1) How may a corporation ac
quire the assets of another corporation for stock without being obligated

to register under the Securities Act; (2) How may a corporation declare

dividends without registration.
The clue is contained in release 493, previously cited.

The

vendor corporation should not offer directly to the stockholders of the

corporation whose assets it wishes to acquire, but rather to the corpora
tion possessing the assets and on condition that its stockholders, by

vote binding on the minority formally sell as a corporate entity.

In

such cases, even though a sale between corporations may be involved, any
subsequent distribution of stock, whether by way of dividend or by di

rect transfer from the vendor corporation is not regarded as a "sale to

stockholders” since by corporate vote the majority bind the minority to
take and hence destroy the consensual element required in sales.
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On the other hand, in the case where no vote of stockholders

is taken on the question of the sale of assets, a sale of assets by A
to B for the stock of B might involve an offering to the stockholders

of A if the ’’liquidating dividend” of B stock is merely declared by the
directors of A without any vote by the stockholders on the sale of the
assets of A (assuming, of course, the sale and dividend to be so closely
related that they may be treated as one transaction).

Of course, if stock has been held by a corporation for some
time, it may be declared as a property or liquidating dividend by action

of the directors alone and still not involve a sale.
The third situation in which a dividend raises some question

is the one discussed' by the General Counsel of the Commission in Release
929, which follows:
”As I understand the situation, the company proposes to
declare a dividend upon its common stock in the amount of one
dollar in cash or one-tenth of a share of common stock for each
share of common stock held. Each stockholder will be entitled to
elect whether to accept the dividend in cash or in stock. Your
letter is silent as to the mechanics of the declaration and dis
tribution, and as to the nature of the rights of stockholders who
fail to take affirmative action to express their election. In the
absence of information regarding these important details, I can
answer your question only in a general manner.

’’Whether or not registration is required in such a case is
of course primarily dependent upon whether the offering is of such
a character as to constitute it a ’sale*, as that term is defined
in Section 2(3) of the Securities Act. As you are aware, this
definition is extremely broad in its scope, and includes every
’attempt or offer to dispose of * * * a security * * * for value’.
The term ’value’ is not defined in the Act, but should in my opin
ion be regarded as including not only such ordinary forms of con
sideration as the transfer of cash or property, but also the waiver
or surrender of a right or claim.
’•However, even though under ordinary circumstances the waiver
of a right would in my opinion constitute ’value’, I do not believe
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that that term should be regarded as comprehending within its mean
ing the action of a stockholder, to whom alternative rights have
been granted without consideration, in electing to exercise one
such right, even though, under the terms of the grant, such elec
tion will have the effect of causing the lapse of the right not
exercised. Consequently, if a corporation, by simultaneous action
of its board of directors, declares a dividend payable at the
election of the stockholder in cash or in securities, neither the
declaration of the dividend, nor the distribution of securities
to stockholders who elect to take the dividend in that form, would
in my opinion constitute a sale within the meaning of the Securi
ties Act, and no registration of the securities so distributed
would be required under that Act.
’’However, according to my understanding it is well settled
in general law that upon the public declaration of a cash dividend
out of surplus, the holders of the stock in respect of which the
dividend is declared acquire immediately the rights of creditors
of the corporation, and cannot be divested of these rights by sub
sequent action of the board of directors. If, therefore, there
is declared a cash dividend payable to all stockholders, and if
the board thereafter determines to grant to stockholders the op
portunity to waive their pre-existing and vested right to payment
of the dividend in cash, and to receive the dividend inihe form
of securities, the stockholders electing to take securities would
in my opinion be regarded as giving value for the securities so
received. Under these circumstances I believe that the securities
might well be held to be the subject of a sale."

In Release Ho. 1256 the General Counsel stated that in his

opinion, .solicitations of brokerage orders for the purchase of securities
constitute a "sale" of such securities within the meaning of the Act,

and that consequently any use of the mails or interstate commerce in
making such a solicitation prior to the effective date of the registration
of securities in question would involve a violation of Section 5(a)(1)

of the Act, unless some exemption was available.

The exemption provided

by Section 4(2) for brokerage orders is, of course, unavailable for the

solicitation of such orders.

Frequently an offer of one security involves an indirect offer
of another*

Rule 140 contains a definition of the term "distribution"

which., in certain cases, would require a holding that the offer of
Security A required the registration not only of Security A but also of
Security B, to the purchase of which the proceeds of sale of Security A

were to be devoted."^
An offer of a certificate of deposit may involve an offer of
the securities deposited and underlying the certificates of deposit.

Likewise, an offer of voting trust certificates issued against stock de
posited by its issuer is probably an offering of the stock deposited and
underlying the voting trust certificates.

In this case, the offering

of the representative security is an indirect offering of the underlying
security.
"Where a security is immediately convertible, there is a simul

taneous alternative offering of both securities.

On the other hand,

Section 2(3) expressly provides that in the case of a security not im

mediately convertible, the offering of the security to be issued upon
exercise of conversion does not take place until such future time as

conversion becomes possible.
The question whether the submission of information concerning

securities is to be regarded as an offer or attempt to sell is primarily
a question of fact.

The line is a difficult one to draw, depending not

only upon the language used but the peculiar circumstances under which

such language is circulized.
1 Article 4, Rule 140, General Rules and Regulations under the Securities
Act (published originally by the Federal Trade Commission in Release
47):
"A person, the chief part of the business of which consists
in the purchase of the securities of any one issuer, its subsidi
ary and/or affiliate and in the sale of its own securities to
furnish the proceeds with which to acquire the securities of such
issuer, subsidiary and/or affiliate, is to be regarded as engaged
in the distribution of the securities of such issuer, subsidiary
and/or affiliate within the meaning of Section 2(11)."
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One important point, of course, is that the persons to whom.
the information is addressed must not be committed or allowed to commit

themselves in any way if the communication is not to be construed as a

sale, or offer to sell (but this principle does not necessarily apply to
consents obtained in judicial reorganizations, particularly consents ob
tained in proceedings under Section 77B of the Bankruptcy Act).^

”1. A reorganization committee, either before or after the institu
tion of a proceeding under Section 77B of the Bankruptcy Act, may solicit
from creditors and stockholders, by mail or by use of instrumentalities
of interstate commerce, approvals of a plan the obtaining of which is
necessary in order to authorize its proposal to the court in such pro
ceeding without there being in effect any registration statement in con
nection with the plan of the securities to be issued thereunder.
”2. Similarly, no registration under the Securities Act is required
prior to the solicitation of acceptances of such a proposed plan pursuant
to the provisions of Section 77B(e)(l) of the Bankruptcy Act in order
that such plan may be confirmed by the court in conformity with the pro
visions of that subsection.
"I am further of the opinion that, assuming the plan of reorganiza
tion is one which meets the requirements of Section 77B(b) of the Bank
ruptcy Act, the deposit of outstanding securities, or the presentation
thereof for stamping, may be solicited to evidence the approval or ac
ceptance of the plan by security holders, even though such solicitation
takes place prior to confirmation of the plan, provided that—
"(1) Any general power of the reorganization committee under
the plan is or will be limited to a power, subject to the provi
sions of Section 77B, to take such steps and action as may be
incidental to the effectuation of the plan in accordance with
the provisic* « of that section;
"(2) Holuves of stamped or deposited securities will not be
come liable individually nor their securities be subjected to any
lien to pay any expenses or fees in connection with the reorgani
zation except to the extent that the court may order payments to
be made out of the debtor’s assets in accordance with Section 77B;
and
"(3) The effect of the deposit or stamping of securities does
not create any greater substantive rights, powers, or obligations
than those involved in the giving of approvals or acceptances previ
ously referred to.
"In other words, deposit receipts issued prior to the court’s
confirmation of a plan of reorganization proposed in connection with
Section 77B proceedings need not be registered if their legal effect
is equivalent solely to ’approval’ or ’acceptance’ of a plan of re
organization in those proceedings.’*
Release No.

296.

-26The mere statement contained in a communication to the effect

that it is not to be regarded as an offer is insufficient if in fact a

distributing campaign is in process.
In an early release^-the opinion was expressed that circulars

describing a security in the method in which a prospectus conforming to
Section 10 describes a security, but clearly and unmistakably marked to
indicate that they were informative only, could be circulated with impunity

during the period between the filing of the registration statement and
its effective date.

It was pointed out, however, that offers to buy or

sell could not be made and accepted prior to the effective date of a
2
registration statement and its effective date.

In a later opinion, it was held that the distribution to brokers
and dealers of information prepared by a statistical service would also

be permissible prior to the effective date of registration, subject to
similar limitations.

It was pointed out, however, that the inclusion

of the service rating or opinion would create a substantial risk of vio
lation by underwriters or dealers through their participation in a recom

mendation of the security involved.

The material must not, in fact, be

used for sales purposes and a recommendation would overstep the bounds.

3

’’Preliminary negotiations or agreements between an issuer and

any underwriter” are excluded from classification as sales by a special
provision and subsection of Section 2(3).
Preliminary negotiations between the issuer and underwriter alone
do not constitute a sale.

1
2

Such negotiations may consist only of reaching

Release Ro. 70
The theory of the waiting period of twenty days—the time between the
filing and the effective date of a registration statement—is fully
outlined in the House Report on H. R. 5480 (the House draft of the
Securities Act) and in the statement of the managers on the part of
the House in connection with the conference report on the Securities Act.
Releases 464 and 802

an agreement under which the underwriter agrees to underwrite the issue.
This agreement is permitted even before the registration statement be
comes effective.

However, the organization of the selling group, and

the disposition of the securities to the dealers, may not be begun until
the statement actually takes effect.^

Securities are sometimes transferred under the guise of a bonus

when in reality they are a part of a purchase of other securities or
property of any character.

Vihen so accomplished they are assumed to
p
have been sold for value and held to be sales.

Since the disposition of a security for value is a sale, and

since ”services” constitute value, a stock bonus to employees may involve
The question is primarily one of fact dependent on whether the

a sale.

stock was really given as a gift or as additional compensation for ser
vices.

The principle on which the line is drawn in such cases seems to

be whether or not the bonus coiild be said, under the circumstances, to

have been an inducement either for entering into or continuing the em

ployment.

If, on the other hand, the employee had no reason to anticipate

the bonus, it is not regarded as added compensation involving a sale but
rather a gratuity for which registration is not required.

A customary or

past practice continuing over a long period of time may be an implied in

ducement if the employee has no reason to believe the practice will be
discontinued and every reason to believe he will be a member of the class
so rewarded.

H. R. Rep. No. 85, Report 85 of the House Committee on Interstate & Foreign
Commerce, 73d Congress, 1st Session.
s ”... any security given or delivered with, or as a bonus on account
of, any purchase of securities or any other thing shall be conclusively
presumed to constitute a part of the subject of such purchase and to
have been sold for value . . .” Section 2(3).

1
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The Commission has ruled that a gift of stock subject to assess^
ment constitutes a sale of the stock within the purview of the Act.^

For a further discussion of the definition of "sale” see dis
cussion of the theory of "delivery after sale” under "Transactions other

than by an issuer, underwriter or dealer" under Section 4(1).

1 F. T. C. Eelease 90, Dec. 22, 1933 - in the matter of Gold Producers,
Inc. 1 SEC 1.
Similarly held under State Blue Sky Laws in: Opinion of Attorney Gen
eral of Iowa, Dec. 30, 1933; Opinion of Attorney General of California
Nov. 28, 1933.

Definition, of ’Interstate Commerce”
Section 2(7) of the Securities Act defines the term ’interstate

commerce* to mean "trade or commerce in'securities or any transportation

or wmnnim’nation relating thereto among the several States or between the
District of Columbia or any Territory of the United States and any State
or other Territory, or between any foreign country and any State, Terri

tory, or the District of Columbia, or within the District of Columbia."

30.

Definition of Prospectus
Section 2(10) defines a prospectus to mean ’’any prospectus,

notice, circular, advertisement, letter, or communication, written or

by radio, which offers any security for sale; except that (a) a communi

cation shall not be deemed a prospectus if it is proved that prior to or
at the same time with such communication a written prospectus meeting
the requirements of Section 10 was sent or given to the person to whom
the communication was made, by the person making such communication or

his principal, and (b) a notice, circular, advertisement, letter, or com
munication in respect of a security shall not be deemed to be a prospectus
t

if it states from whom a written prospectus meeting the requirements

of Section 10 may be obtained and, in addition, does no more than identify
the security, state the price thereof, and state by whom orders will be
executed.”
The question of what is a prospectus is often a highly technical

one.

Many issuers inserting an advertisement in the newspapers fail to

realize that the slightest terminology may constitute a description of
the security.

Such a description is regarded as doing more than identi

fying the security.

Thus the description of bonds as'linking fund”, or

stock as ’’cumulative voting” may, under certain circumstances, render
the advertisement a prospectus.
It is not <he purpose of this paper to consider the requirements

of a prospectus in detail, suffice to say that Section 5 prohibits the

sale of any security without the delivery of a prospectus.

Inasmuch as

under certain circumstances an advertisement may be deemed a prospectus,

-31the better practice is dtohiwr not to advertise until the registration

statement and prospectus have been filed and become effective,in
case of doubt submit the form of proposed advertisement to the General

Counsel’s office of the Commission in advance of its use

32

II

DISCUSSION OF THE EXEMPTIONS EROPER
Introductory Remarks

Essential to an appreciation of the problems of exemption
under the Securities Act of 1933 is an understanding of the fact that
the exemptive provisions are self-executing.t Exemption depends not upon

any finding or approval by the Commission, but upon factual compliance
with the conditions of the particular provision under which exemption
is sought; and even in cases where these conditions include the filing

of papers with the Commission, as in the case of certain of the exempting

regulations adopted by the Commission under Section 3(b) of the Act,
there is no provision for the taking of any action by the Commission to
establish the exemption.

It is therefore important for individuals to

understand the nature of exemptions, since in the last analysis they

will have to determine for themselves whether they wish to undergo the

risk of selling in a manner which was not in fact exempt.

In this connection it should be pointed out that if a security
is directly an exempt security, it may be sold and resold again and again

and retain its exempt status.
If the exemption, although contained in the exempt security
subdivision of the Act is in reality an exempt transaction, the question

of registration becomes pertinent upon each new offering or redistribution
by an issuer, underwriter, or dealer.

The Commission has taken the posi

tion that new offerings within the meaning of Section 3(a)(1), securities

exchanged pursuant to Section 3(a)(9) and securities issued under Section
3(a)(10) are in the nature of exempt transactions rather than exempt
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securities.

It is possible that this view might also be taken, at some

future date with respect to securities exempt pursuant to Section 3(a)(11)

ar Section 77(f) and 77B(h) of the Bankruptcy Act.

It is also important

to remember that even though securities may be exempt, the provisions

of Section 17 and Section 12 prohibiting the use of fraud in interstate
sales and giving the purchaser so defrauded the right to recover damages
are still in effect.'*'

Section 17 of the Securities Act is not directed solely against
transactions in interstate commerce if there is fraudulent use of the
mails or other fraudulent use of the instrumentalities of interstate
commerce.

Nor does the Securities Act so.completely cover the field

of the use of the mails to defraud as to repeal Section 338 of Title 18

of the Code of Laws of the united States under which the Postmaster Gen

eral has authority to issue fraud orders? The fact that Congress has
declared certain transactions to be exempt and has not exempted others,

and the fact that the Commission has certain limited powers of discretion
in offerings not in excess of $100,000.00 is not necessarily arbitrary

or unconstitutional.

It is a maxim of constitutional law that regulatory

powers of governments may be directed at those abuses where the evils
to be corrected are most predominant.
1
2

2

Texas v Alluan (for District of Columbia, Dec. 1936) 13 F. Supp. 289.
United States Supreme Court Decisions:
Mugler v Kansas 123 U. S. 623
Muller v Oregon 208 U. S. 412
Purity Extract and Tonic Co. v C. C. Lynch 232 U. S. 548
Village of Euclid v Ambler Realty Co. 272 U. S. 365
State Blue Sky Law Decisions: Exemotions not held arbitrary:
"If the various exemptions from the application of the Act are
based upon reasons having some relation to the purpose of the Act,
they cannot be regarded arbitrary however much men might differ
in regard to the wisdom of the classification,” Stewart v Brady
300 Ill. 425; 133 N. E. 310.

-54- ■ • ' •
Unless a security is exempt from the requirements of regis
tration under the Securities Act of 1933, or is effectively registered,

it is unlawful for any person, directly or indirectly, to make use of
the mails or means or instruments of interstate commerce to sell or

offer to buy such security through the use or medium of any prospectus
or otherwise; or to carry or cause to be carried through the mails or
in interstate commerce by any means or instruments of transportation

any such security for the purpose of sale or delivery after sale.'1'

1 See Section 5, Footnote 1, page 3.

55.

Exemption of Securities Sold or Offered, Prior to July 27, 1955

Section 3(a)(1)
’’Section 3.

(a)

Except as hereinafter expressly provided,

the provisions of this title shall not apply to any of the following
classes of securities:
”(1) Any security which, prior to or within sixty
days after the enactment of this title, has been sold
or disposed of by the issuer or bona fide offered to the*-3
public, but this exemption shall not apply to any new
offering of any such security by an issuer or underwriter
subsequent to such sixty days.”

This section prevented the Securities Act of 1933 from being
retroactive in its application.

Registration is not required of securi

ties sold or bona fide offered to the public on or before July 26, 1933.
Securities offered on or after July 27, 1933, and not previously end

continuously offered on the identical terms would not be entitled to the
exemption.

If, before July 27, 1933, an entire block of securities was

actually offered to the public but not completely disposed of, those

remaining could be sold without registration.

However, if only a portion

of an entire authorized issue was previously offered and the remainder

withheld, a subsequent offering of those remaining should be preceded
by registration.

Moreover, an offering of securities which constituted

part of the original block, but made on different terms, would constitute
a ’’new offering’’ requiring registration.

Likewise, securities offered and disposed of prior to July

1 The Act was approved by the President on May 27, 1933. The
sixty-day period expired on July 26, 1933. Hence, July 27,
1933 is frequently referred to as the ’’effective date of the
Act" although the effectiveness of the Act was postponed only
as to the registration and prospectus requirements.

27, 1933 but which, subsequently return to the hands of the issuer,
who desires to reissue them, must be registered.

Therefore, the fact

that stock in the treasury of the corporation was originally issued meny
years ago is immaterial; it must be registered before being reissued.
Section 3(a)(1) exempts securities which, prior to July 27, 1933

have either been sold or disposed of by the issuer or have been bona fidb

offered to the public.

Adequate care is teken to prevent the exemption

of securities whose issuance has been authorized prior to this time but
which have never been offered to the public.

Also the exemption does

not apply to any redistribution of outstanding issues which would other2
wise come within the Act.

"The Act provides exemption from registration for ’any
security which prior to within sixty days after the enactment
of this title, has been sold or disposed of by the issuer or
bona fide offered to the public’. This was inserted to make it
clear that the Act does not apply retroactively regarding regis
tration of securities sold prior to the date of enactment, and,
in addition, that it grants sixty days of grace beyond the date
of enactment in which securities may be sold without being subject
to the registration requirements of the Act.
’’But according to the Act, this exemption shall not apply
to any new offering of securities by an issuer or underwriter sub
sequent to the sixty-day period. This means that for new securi
ties sold subsequently to the sixty-day period the Act will be
in full force and the issuers must file with the Commission the
registration statements and other data required by the Act.”3

It will be readily seen that the purpose of Section 3(a)(1)

was to exempt from the necessity of registration, securities belonging
to a person who had purchased before the effective date of the Act and
1

3

F. T. C. Release 131. Also Section 2(1) specifically includes treasury
stock within the term ’’security” as used in the Act; and any sale by
an issuer of its own securities, whether upon an original offering or
subsequently after a reacquisition thereof is subject to the Act. Such
offerings constitute ’’new offerings" by an issuer, within the meaning
of Section 3(a)(1) so that exemption under that section is unavailable.
See H. R. Rep. No. 85 - 73d Congress, 1st Session.
Release No. 3, E. T. C., June 2, 1933.

who could not, as a general rule, compel the issuer to register the

securities.

The exemption was included not because such securities

were less subject to abuses sought to be prevented by the Act, but be
cause it was impractical to subject to the Act, securities which had

either been sold or already offered to the public and which were in the
midst of an active selling campaign.
It is most important to note that in soliciting deposits of

securities for certificates of deposits to be issued by Protective Com

mittees pursuant to an offer made before July 27, 19153, or in selling
stock to employees under a stock purchase plan in effect for many years,

or in otherwise disposing of the remainder of a block of securities
offered before July 27, 1933 that the slightest change is usually suffi
cient to destroy the exemption on the grounds that there is a new offering.

Just as in contracts a qualified acceptance is treated as a
counter offer and just as in contracts a rejection of an offer cuts off

the right to subsequently accept and bind the offeror, so if the offer

ing of securities is not in all respects continuous, its renewal even
on identical terms will be a new offer, the exemption being destroyed

by the interim during which the offering was suspended and the offers to
buy not accepted.

Likewise, it seems that any material variation in

price, in the geographical area in which the security is offered, and

the minimum units offered for sale, and in the underwriters and terms
of underlying contracts, may be sufficient to destroy the exemption on
the ground that a new offering of such security is being made by an issuer

or underwriter.

Also, material changes in the identity and character

-38of the selling or promotion campaign are important factors in determin
ing the availability of the exemption.
Of course, the broader the terms of the original offer, the
easier it is to preserve the exemption.

Thus, if the XYZ Corporation

offers to sell its stock at $10 a share, a sale at $11 would not be ex

empt.

But if the XYZ Corporation offers to sell "at the market" and the

market goes from §10 to $11, the sale at $11 would be entitled to the

exemption.

In the latter case, there is a "formula", i. e. "the market"

and anything which comes under the "formula" comes within the scope of
the original offer.

Again, an offering to a particular class may not

be extended but a public offering would permit sales even to persons
not previously approached.
In one case a corporation made an offer to exchange its securi

ties for other securities.

without change in its terms.

I'he offer was at all times continuous and
No objection would seem valid to the cor

poration merely soliciting or otherwise notifying the holders of the
other securities that the exchange offer had never been discontinued,
but was still open on the same terms.

Of course, an offer must not be so vague as to be void for in
definiteness.

On the formula theory, however, stock purchase warrants

which were issued before July 27, 1933, and were broad enough in their
terms to cover stock split-ups, reclassifications, etc., could be exer

cised pursuant to the original offer even though the underlying security
had been changed, because the text of the warrant provided for the rights
of the warrant holder upon such a change and thus the terms of the orig

inal offer were broad enough to cover and anticipate the same.

Many cases of technical violation have occurred, in the cases
of securities being sold, pursuant to an effective registration statement

or pursuant to an offer made before July 87, 1953, because the issuer
has failed to realize that by amending its charter for other corporate

purposes (such as making a larger surplus available for dividends, elim
inating troublesome dividend preferences of accruals, etc.) it has created
a new security and thus destroyed the effectiveness of the old registra

tion or destroyed the terms of the old offer.1
Of course changes occur every day which do not create a new

security and yet because they effect the circumstances and terms under
which the security is being offered, may destroy the Section 3(a)(1) ex

emption.

On the other hand, the creation or issuance of the new security

may not destroy the exemption if the terms of the original offer were

sufficiently broad to anticipate such a change and yet not too vague to

fail for indefiniteness.
1

The question of what changes constitute a new security is a very
perplexing and difficult one. It is one of the most potent arguments
for a uniform federal incorporation or licensing law for corporations
engaged in interstate commerce. A change in par value is usually
sufficient to create a new security but a change in the stated value
of no par stock varies with the winds in each of the forty-eight
states; in general, the change must be
(1) A direct legal change
(2) Altering the rights of stockholders concerning voting, pref
erence or dividend rights, rights upon liquidation, liability
to creditors, etc.
Thus the creation of a new preferred stock or a bond issue or modifi
cation of the same does not make the common stock a new security because
although the common stockholders may be seriously effected from an
economic viewpoint there has been no direct legal change and techni
cally their right is only a residual right. A charter amendment re
ducing dividend rates, conferring altering or abrogating the right
to vote, changing par value, abolishing or establishing assessment
provisions, abolishing or establishing preemptive rights, etc. is
usually sufficient to create a new Security. A mere change in name
is not; a change in corporate entity such as by merger, etc.,
is
sufficient.
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If a deposit agreement provides that the Committee may extend
the date during which the agreement is in effect and hence the time
for accepting deposits, or may amend the agreement in certain respects,

or substitute other securities for the underlying securities, etc., the

changes so effected would still fall within the scope of the original
offer, and it would seem that the Committee could go on accepting de

posits and issuing certificates of deposit -without destroying its Section
3(a)(1) exemption.

On the other hand, an amendment or change not provided

for and anticipated under the terms of the original offer would destroy

the exemption and the solicitation or acceptance of such deposits after

such change would amount to a new offering.

Of course a Section 3(a)(9) exemption might he available for
certificates of deposit already deposited in the case of changes effected

pursuant to the right of individual depositors to assent or withdraw,
but the Committee should not overlook the fact that it may have by such

action destroyed a Section 3(a)(1) exemption and thus be unable to solicit

or accept future depssits without registration under the Securities Act.
In an opinion of the General Counsel which the Commission auth

orized to be published it was pointed out that registration of certifi

cates of deposit or new securities were not required under the Securities
Act of 1933, if issued under a particular type of deposit agreement, under
which deposits of mortgage bonSs had been continuously solicited since

before the Act became effective.

The deposit agreement in question was one in which the Committee
had the continuing power, without submission of the matter to depositors,

^•41to acquire the mortgaged property and to transfer it to a corporation,
or trust and to issue corporate stock or trust certificates against it
to the depositors.

The General Counsel’s opinion stated, in effect, that

if the agreement specified a date beyond which deposits would not be
accepted, any amendment of the agreement after July 27, 1933, extending

the date, would involve a new offering requiring registration.

If no

time limit was originally specified in the agreement or if the time limit

had not yet expired and deposits had been continuously accepted, a new
offering would not be involved and registration would be unnecessary.
It appears that a person purchasing from an issuer with a view
to distribution is not an underwriter within the meaning of the Act if

the purchase was made prior to July 27, 1933.

In this view it is im

material whether the first distribution by such person is effected before
or after July 27, 1933.

The exemption depends not on the language of

Section 3(a)(1), but on an implied limitation read into the definition
of underwriter in Section 2(11).

This theory also covers a distribution of securities issued
under an option which itself was granted prior to July 27, 1933.

Provided

such option was exercised immediately upon issuance, there would seem to be

little difficulty in assimilating this case to the case of securities
purchased outright.

While it is clear that the sale of treasury shares by the issuer
involves a new offering within the meaning of Section 3(a)(1), there is
no reason why some other eitemption might not be utilized or a previous

"*■

See Securities Act Release Mo. 538, Oct. 26, 1935.

registration of the securities in question.

Assuming that the prospectus

is kept properly up to date,^ where ah issuer repurchases securities
which were once registered under the Securities Act of 1933, it may, in
the absence of contrary regulation by the Commission, make subsequent
public offerings of such reacquired securities without filing a new reg

istration in respect thereto.

The Act contains no provisions indicating

that the registration statement becomes ineffective upon the reacquisi

tion of registered securities by the issuer thereof.
Assuming that outstanding securities are presently exempt from

registration under Section 3(a)(1) of the Act, it diould be noted that
the exemption is not applicable in the case of a new offering by the

issuer or by an underwriter.
An underwriter is defined in part as a person who purchases

from an "issuer" with a view to further distribution; i. e., immediate
resale to the public.

Note that even though the stock is not in the

treasury of the original issuer, it is not acquired from the same, but
is presently outstanding and has been for many years, a purchaser might

nevertheless find himself violating the Securities Act if under certain

circumstances he purchased with the intent to resell to the public.

This

may be explained as follows:
Under Section 2(11),

any person who buys from or sells for

a controlling .person occupies the position of an underwriter, and any

offering of the holdings of a controlling person by or through some third
person would involve a new offering by an underwriter.

Consequently,

any person acquiring with a view to further distribution, securities from
Section 5(b) requires use of such prospectus with every sale; Sec. 10(b)
prohibits use of prospectus more than 13 months old unless brought rea
sonably up to date.

persons controlling, controlled by, or under common control with the

issuer would be an underwriter.

Any offering of the holdings of con

trolling persons by or through a third person (our hypothetical purchaser)

would involve a new offering by an underwriter to which Section 3(a)(1)
could not apply and for which registration would be required unless other

wise exempt.
Section 3(a)(1) recognizes that registration, to be of signifi
cance, must be effected by the issuer, and that therefore the registration

requirements of the Act, so far as outstanding securities were concerned,
should be imposed only in the event of a redistribution of such securi

ties by the issuer itself or by a person having such relationship, direct
or indirect, to the issuer as to be in a position to obtain registration

by the issuer.

This was accomplished by exempting both outstanding

securities and securities in the process of being offered but providing

for the termination of such exemption upon a re-offering of such securi
ties by an issuer or underwriter, and by broadening the definition of

’’underwriter” beyond that contained in the original bill, so as to com

prehend within its terms, a person sponsoring the distribution of securi
ties owned by a person controlling, controlled by, or under common control
with the issuer of such securities.^

1

”A11 the outstanding stock of a particular corporation may be owned
by one individual or a select group of individuals. At some future
date they may wish to dispose of their holdings and to make an offer
of this stock to the public. Such a public offering may possess all
the dangers attendant upon a new offering of securities. Wherever
such a redistribution reaches significant proportions, the distributor
would be in the position of controlling the issuer and thus able to
furnish the information demanded. This being so, the distributor is
treated as equivalent to the original issuer. The concept of control
herein involved is not a narrow one, depending upon a mathematical
formula of 51$ of voting power, but is broadly defined to permit the pro
visions of the Act to become effective wherever the fact of control
actually exists." H. R. Rep. No. 85, 73d Congress, 1st Session (1933)
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It follows from the foregoing that, under the Act as adopted,
a distribution of a substantial block of securities owned by a person

not affiliated with the issuer may be made without registration, assum

ing, of course, that such distribution is not effected by or for the

issuer.
In spite of the benefits which registration might confer upon

a purchaser in such cases, the limiting of the requirements of regis
tration to those cases of secondary distribution in which registration

by the issuer may be compelled is completely justified upon considera

tion of the practical difficulties inherent in the effecting of regis

tration by a non-affiliated person, the probable inadequacy of any
registration thus effected, and the public interest in not hampering the

free interchange of outstanding securities in honest transactions.
It would, however, seem that in order not to defeat the purpose

of the Act, the offer, to exempt the securities, must be reasonably
limited in size, scope and terms.

Otherwise, the securities of most

existing investment trusts would never have to be registered, for they
are the subject of continuous unlimited offerings.
The question of whether the exemption provided by this section

was ever available in respect of such unlimited offerings must be con
sidered open.
An offering may be made by the issuance of warrants entitling

one to purchase or subscribe to a security.

If the warrants were exer

cisable before July 27, 1933, the securities subject thereto are offered

before that date, and, if the warrants were publicly sold or offered,

the securities in such case would seem to be prima facie exempt.

The

theory sometimes advanced that the warrants be exercisable before July
27, 1933, is in accordance with the thought embodied in the last clause

of Section 2(3), that no offering takes place until the time at which
the conversion privilege becomes exercisable.
The term ’’new offering” appears logically to apply to reofferings

of securities previously sold or offered for sale.

It hardly seems ap

plicable to cases of first offerings of securities not previously offered.

Such securities do not even prima facie qualify for exemption under

Section 3(a)(1).
"Where an issuer permits its corporate charter to lapse, an

offering of securities thereafter would probably be a new offering.

Any

cessation of a prior offering, whatever the reason and however slight

destroys continuity and a renewal even on the same terms is a new offer
ing.

An original offering may be limited in time.
or manner of payment, etc., may involve a new offering.

Extension in time
A change in the

scope'of a sales campaign may be sufficient to involve a new offering;
for example, a change from a local to a nation-wide offering.

The solicitation of deposits after July 27, 1933, need not be
considered a nevi offering, simply because the securities solicited may

have changed hands in the meantime.

The original offering was intended

to be made to all those who might hold the securities at any time up to

the moment when solicitation should cease.

However, if previous offerings

have been largely restricted to employees, the inauguration of a campaign
designed to reach the general public would constitute a new offering.
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On the other hand, a change from a passive offering to an

active solicitation irould not necessarily mean that a new offering was
being made.

A change in the manner of distribution may also result in a new
For example, where the original offering was made by the is

offering.

suer directly, the making of the offering through an underwriter is
sufficient to create a new offering.

However, if the whole scheme of

distribution was a continuous one which commenced before the effective

date of the Act, it would seem that the substitution of an individual

underwriter for another would not necessarily defeat the exemption.

A

change in the number of securities offered at a certain price amounts

substantially to a change in the offering price.

Where the declaration

of a stock dividend or the amount of stock subject to subscription upon
exercise of outstanding warrants is changed, there is no new offering if

the change is provided for in the warrants.

Sales of stock by a subsidiary may involve a new offering by the
parent issuer if the subsidiary is so lacking in independent existence

as to be regarded as a mere department of the parent.

If the relation

ship is not so close, the new offering may not be deemed to be made by
the issuer.

However, if the proceeds are to accrue to the benefit of the

parent, the subsidiary may be considered to be selling ’’for” the issuer

and therefore to be an underwriter.

In the case of a controlling stock

holder distributing through brokers, the applicability of Section 3(a)(1)

may be unimportant provided the distribution is not a wholesale one of
the controlling person’s holdings.

It may well be questioned whether a

broker engaged in such a wholesale disposal of holdings by the controlling
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person would be acting in such good faith as would entitle the broker
to an exemption under Section 4(2).

However, in the case of numerous

isolated sales by the controlling person, since the controlling person

is not an issuer except for the purpose of defining an underwriter, and
since the broker’s transaction would be exempt under Section 4(2), if

there was no solicitation of orders and the controlling person’s trans

actions wrere exempt under Section 4(1), registration would apparently not
be required in connection with such redistribution.
In the case of a sale of securities purchased under a contract
made before July 27, 1933, with a view to distribution* a person thus

acquiring securities before July 27, 1933 and offering them subsequent'
to that date would not be an underwriter..

Similarly, a person who exer

cises after July 27, 1933, with a view to distribution,, an option granted
before that date is not an underwriter even though the intent, i, e. view

to distribution, is determined by the state of mind at the time the op
tion is exercised.

The second element of the definition of "underwriter”; i. e.,
acquired from an issuer, is apparently determined by when the acquisition

The theory is that the contract under which a person purchases
been
from an issuer with a view to distribution must have/entered into after

took place.

July 26, 1933, if the purchaser is to be deemed an underwriter; hence an
offering of securities after July 26, 1933, by a person who purchased them

before that date with a view to distribution is exempt.

48.

Section 2(a)(2) - Exemption of Securities of Governments, Public Agencies
and Banks

The text of the section is as follows:
”(2) Any security issued or guaranteed by the United States
or any Territory thereof, or by the District of Columbia, or by
any State of the United States, or by any political subdivision
of a State or Territory, or by any public instrumentality of one
or more States or Territories, or by any person controlled or
supervised by and acting as an instrumentality of the Government
of the United States pursuant to authority granted by the Congress
of the United States, or any certificate of deposit for any of
the foregoing, or any security issued or guaranteed by any na
tional bank, or by any banking institution organized under the
laws of any State or Territory or the District of Columbia, the
business of which is substantially confined to banking and is
supervised by the State or Territorial banking commission or
similar official; or any security issued by or representing an
interest in or a direct obligation of a Federal Reserve Bank.”
Section 202(a) of Title II of Public No, 291, 73d Congress,

2d Session, effective July 1, 1934, anended the above exemption by sub
stituting the words ”or by any person” for and in lieu of the words
’’exercising an essential governmental function, or by any corporation
created and”.

The purpose of this amendment was to extend the scope

of the public instrumentality exemption to expanding activities in which
governments are indulging.

The extension of this exemption was dictated

by conservative decisions of courts which have refused to regard as

’’essential governmental functions” such activities as the furnishing of

light, transportation, power and water - see 78 Congressional Record

8925, May 12, 1934, and H. R. Rep. No. 1838 - 73d Congress, 2d Session.
The ordinary rule is that a certificate of deposit, voting trust

certificate or other representative security is not exempt even though
the underlying security may be.

However, Section 3(a)(2) constitutes

an exception in that by its express terms certificates of deposit for
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any governmental security exempted thereunder are also exempt.
Section 202(a) of Title II of Public No. 291, 73d Congress,

2d Session, effective July 1, 1934, added the words "or any certificate

of deposit for the foregoing."

The purpose of the amendment was to ex

empt municipal bondholders protective committees,1

In considering the question of what is an issuer "acting as an
instrumentality of the United States, etc., the case of Smith v. Kansas

City Title Co.

p

appears to have laid down the broad principle that any

body who is empowered to act, when required by the Secretary of the

Treasury as fiscal agent of the United States, is a federal instrumentality
whose securities are constitutionally exempt from State taxation.
The exemption granted to governmental securities is restricted

to those of United States Governmental units and does not apply to those

issued by foreign governments which are required to be registered in
conformity with Schedule B.

This paper is limited to the principles ap

plicable to domestic securities.
The second part of Section 3(a)(2) exempts certain securities

issued by banks, as follows:

1.

1

2

Those issued or guaranteed by
a.

Any national bank

b.

A banking institution organized under the laws of any1
2

See 78 Congressional Record 8925, May 12, 1934, and H. R. Rep. No.
1838, 73d Congress, 2d Session. This overcomes previous interpretation
expressed by the Federal Trade Commission in part 8 of Release No. 97.
But see suggestion that registration be required and criticism of ex
empting governmental securities expressed by John Kuhn in an article
entitled "The Securities A.ct and the Institutional Investor" in 4 Law
and Contemporary Problems 86. The constitutional difficulties to his
views, however, seem almost insurmountable.
225 U. S. 180
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State, Territory, or the District of Columbia, pro
vided that its business is substantially confined to
banking and is supervised by a banking commission or

similar official.

The exemption does not apply to

many banks whose functions are varied nor to their
subsidiaries (real estate, safe deposit or holding

companies) whose functions are not distinctly banking
in character.^

2.

Federal Reserve securities which

a.

Are issued by a Federal Reserve Bank.

b.

Represent an interest in a Federal Reserve Bank (as

shares of Capital Stock).

c.

Represent a direct obligation of a Federal Reserve
Bank (as its bonds or notes, etc.).

It should be kept in mind that unlike the first part of Section
3(a)(2) the exemptinn extended to the foregoing bank securities is not

applicable to certificates of deposit representing them, vhen such in

struments are deposited under a protective committee agreement.

1

Compare definition of "banking” contained in Merchantile Bank v New
York 121 U. S. 138, p. 156.

Exemption for Short-Teim Paper

Section 5(a)(5)

51.

<

Section 5(a)(5) exempts the following:

"Any note, draft, bill of exchange, or banker’s acceptance
which arises out of a current transaction or the proceeds of
which have been or are to be used for current transactions, and
which has a maturity at the time of issuance of not exceeding
nine months, exclusive of days of grace, or any renewal thereof
the maturity of which is likewise limited."
Conmercial paper of the character available for discount at

Federal Reserve Banks, such as notes, drafts, bills of exchange, and

bankers’ acceptances, are rarely bought by private investors.

Congress

therefore saw fit to exempt such transactions if they arise for current

purposes and their maturity is limited.

Being largely in the nature of

private financing, such notes even in excess of nine months are also

usually entitled to a Section 4(1) exemption as a private offering.

Note

that to obtain the Section 5(a)(5) exemption, the renewal note must like
wise be limited to a nine months maturity and, presumably, the funds be

applied to current transactions.

A note which runs for exactly nine

months is entitled to the exemption.
There is one type of note which may possibly involve a public
offering and which it has been doubted was sufficiently current.

The

type of security in question consisted of collateral trust notes issued

The Commission authorized an opinion of the General
1
Counsel on this point to be published which reads in part as follows:

by finance companies.

"The question of what is a ’current transaction’ is one which
must be considered in the light of the particular facts and business
practices surrounding individual cases. In general, it would seem
that the proceeds of notes having a maturity of not more than nine
months, of the type normally issued by finance companies, may be re
garded as used for current transactions if the foilwing conditions
are satisfied:
Securities Act Release 401 (lune 18, 1935). This opinion supersedes
an earlier opinion published in Securities Act Release Ro. 388 (6/8/35).
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"1. The issuer of the notes for which exemption is claimed
is in the business of making loans on or purchasing notes, instal
ment contracts, or other evidences of indebtedness.
"2. The proceeds of the notes for which exemption is claimed
are used for current transactions, which may properly include
either (a) the making of loans upon or the purchasing of such notes
instalment contracts, or other evidences of indebtedness in the
usual course of business, or (b) the payment of outstanding notes
exempt under Section 3(a)(3).’'
In general, under present financial practices, the term "current
transactions" is confined to the use of commercial paper in procuring

funds for rhe ordinary operation of business in the financing rf immediate
obligations as contrasted with the use of funding long-term debts, in

vestment in capital assets, etc.
It would be helpful to segregate funds obtained from financing
by means of exempted commercial paper, in order that proof of current

use may be obtainable from accounting records.

The fact that the maturity of a note may be accelerated on demand
is not sufficient to confer exemption if, aside from acceleration, the
normal maturity is in excess of nine months.

It would seem that short-term notes issued to refund outstanding
issues of long-term securities (a practice frequently necessary pending
effective registration of new bond issues) are not exempt under Section

3(a)(3) but that the issuer would have to rely on some other exemption,

presumably Section 4(1).

Likewise, successive issues of short-term

notes sold to provide a permanent fund to maintain a portfolio of long

term securities in a relatively static condition could hardly be said to

be issued in a current transaction.
On the other hand, notes issued by a person in the banking busi

ness to obtain funds for use in making loans may arise out of current
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transactions within the meaning of this provision.

This last theory

is confirmed by the opinion of the General Counsel published in Belease
No. 401.

54.
iSxemption of 'Securities for Non-Profit Creanis-ations

Section. 3(a)(4)
Section 3(a)(4) provides, in general, for the exemption of

certain securities issued by non-profit organizations.

The philosophy of the following decision under a State law

that the payment of ordinary expenses or that incidental capital gain
upon dissolution probably will apply by analogy to the Federal exemption

"The expression ’net earnings' found in Section 2(7) (i.e.
of the State Act), exempting securities issued by social and
religious corporations, is not wholly free from ambiguity. We
are of the opinion that the legislature intended this expression
to mean such net earnings as are usually paid in the form of
dividends to stockholders, or members of a corporation, out of
its net annual receipts, after having paid all of its outstand
ing indebtedness. We construe this expression not to include
the payment, upon dissolution of a corporation, of a dividend
or distribution of property among its stockholders or members.,
"The words 'not for pecuniary gain’ in Section 2(7) are
a limitation imposed upon the ends sought to be achieved by the
formation of the corporation; that some pecuniary gain is had
g
incidental to the dissolution of the corporation is not decisive."

In 1934 the section was amended:

"Section 202(b) of Title II of Public No. 291 - 73d Congress,
2d Session, effective July 1, 1934 substituted the word ’person’
for the word ’corporation ’. The purpose of this amendment was
to correct an obvious error in the original Act which limited
this exemption simply to corporate organizations when its exten
sion to unincorporated associations is equally defensible in
practice and in theory.®

M N

1

"(4) Any security issued by a person organized and operated exclusively
for religious, educational, benevolent, fraternal, charitable, or re
formatory purposes and not for pecuniary profit, and no part of the
net earnings of which inures to the benefit of any person, private
stockholder, or individual."
Opinion of Attorney General of Minnesota, April 10, 1933.
See 78 Congress. Record 8925, May 12, 1934 and H. R. Report No, 1838;
73d Congress, 2d Session.

Issuers therefore that meet four tests:

1.
2.

3.
4.

Be organize!, and
Operate exclusively for religious, benevolent, fraternal,
charitable, or reformatory purposes
Be organized and operate without' expectation of profit
Be of the type in which no part of the earnings inures to
the benefit of any person, private stockholder or individual

are exempt from the necessity of filing registration statements in the

issuance of their securities.

Judicial interpretation of similar statu

tory definitions has definitely established that all four conditions

must be present, in both substance and form, to secure relief from the
statute.

Exclusiveness of the purpose of existence is particularly im

portant .
It should be pointed out in passing that the definition of "non
profit organizatiorf'as contained in Section 3(a)(4) follows closely the

language of similar definitions under the various Federal Income Tax

statutes.

The scope of this paper forbids the lengthy annotation that

detailed consideration of such acts would require, but a great deal of
case material on tax exemption is highly in point.1

An organization which was in fact organized and operated for

religious purposes and which met the tests imposed by this section would
not lose the exemption simply by reason of the receipt of income from
commercial enterprises, provided such enterprises were incidental.

In

the latter connection, the relationship of the assets devoted to and
income received from commercial and non-commercial enterprises should
be considered.

A ruling by the Bureau of Internal Revenue that the or

ganization was not exenrot or that contributions to it were not deductible
1

A good discussion of the question of charitable organizations will be
found in Raul & Mertens "The Law of Federal Income Taxation".

under the tax laws would make it clear that there was no exemption

from registration.
As to the effect of the final clause of this subsection, it

would seem that the fact that the issuer will issue income bonds does

not prevent application of the exemption even though the bonds are se

cured by income producing property.
On the other hand, the issuance of stock entitling holders to

shares in the organization’s surplus does.

Certificates of deposit for

securities which come within this exemption are not themselves within
the exemption unless the issuer of the certificates is an organization

of the type mentioned in the exemption.
Prior to the amendment effective duly 1, 1934, it was held that
the exemption did not apply to a security issued by an unincorporated

religious association, but securities issued by a bishop who was a cor
poration sole or who under the laws of a state possessed the essential

attributes of such a corporation were regarded as exempt.

57.
■Exemption for Securities of Building and Loan Associations and Similar
Institutions
Section 5(a)(5)

Section 3(a)(5) of the Act exempts securities of building and
loan associations and similar cooperative institutions.

The text of

the exemption is as follows:

"Any security issued by a building and loan association,
homestead association, savings and loan association, or similar
institution, substantially all the business of which is confined
to the making of loans to members (but the foregoing exemption
shall not apply with respect to any such security where the is
suer takes from the total amount paid or deposited by the pur
chaser, by way of any fee, cash value or other device whatsoever,
either upon termination of the investment at maturity or before
maturity, an aggregate amount in excess of 3 per centum of the
face value of such security), or any security issued by a farmers*
cooperative association as defined in paragraphs (12), (13), and
(14) of Section 103 of the Revenue Act of 1932."
Shares of stock of certain mortgage-loan companies which obtained
loans from the Reconstruction Finance Corporation in order to relend
the proceeds to local industries were held to be exempt (1) where the

mortgage-loan coup any was incorporated in the state in which it was to
operate and sold its stock only to residents of that state,

and (2)

where the mortgage-loan company was to operate in and sell its stock out
side the state of its incorporation, if the stock of the conroany were is

sued only to borrowers or if the stock issued to borrowers carried voting

rights in the same proportion to their investment as that issued to

others.
1

2

Generally, such organizations are recognized by these characteristics:
1. They are organized under State laws.
2. Their purpose is to accumulate funds to be loaned
to members,
3. The associations are truly mutual.
4. They are not operated for profit—(compare Section
3(a)(4)).
5. They may issue shares of preferred in earnings or with
fixed dividend rates and may borrow money.
See Section 3(a)(11).
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As to the companies which intended to operate and sell their
stock in states other than the state of incorporation, the Federal Trade
Commission took the view that "many mortgage-loan companies may be con-

•sidered institutions similar to those specifically named in Section

3(a)(5) of the Act."

In expressing the opinion it was indicated that

one of the reasons for the exemption contained in Section 3(a)(5) was
a "belief that persons joining in such cooperative projects were less

likely to need the protection from each other afforded by registration

than persons dealing with issuers of the usual type".1
(But the same Commission opinion also pointed out that certifi

cates issued to its borrowers by a voting trust formed to hold their
stock in the company would have to be registered, thus further illustra

ting the principle that the exemption of the basic securities does not

extend to securities representing them, unless specifically provided).

2

Conversely, it would seem that securities of a trust which was
so organized as to offer subscribers no voice in the management, would
not be exempt under the provisions of this section because the lack of

mutuality in such set-up.
Determination of what farmers* cooperative associations are

exempted by this subsection rests upon interpretation of the Revenue Act

of 1932 which is, of course, outside the scope of this paper.

See F. T. C. Release Ro. 86, December 13, 1933.
It is so provided in the case of certificates of deposit representing
exempt government securities. See Section 3(a)(2).
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Section 5(a)(6)

Exemption of Securities Issued by Common Carriers

Section 3(a)(6) of the Act exempts:

’’Any security issued by a common or contract carrier, the
issuance of which is subject to the provisions of Section 20a
of the Interstate Commerce Act, as amended,”

Section 214 of the Motor Carrier Act, 1935, Public No. 255,
74th Congress, 1st Session, approved August 9, 1935, amended Section

3(a)(6) of the Securities Act of 1933 by inserting the words ”or contract”

and ’’issuance of”.

Section 214 became effective October 1, 1935, the

Interstate Commerce Commission not having postponed the effective date
as it was authorized to do.
The effect of the amendment seems to have been to remove from

the exempt status certain securities issued by carriers.

In the first

place, the definition of "security” in Section 20a(2) of the
Interstate
*
Commerce Act, 41 Stat. 494 (1920) 49 U. S. C. is much narrower in scope

than that contained in Section 2(1) of the Securities Act of 1933, and

applies only to a share of capital stock, bonds, or "other evidence of

interest in or indebtedness of" a carrier.

This definition apparently

does not include voting trust certificates or certificates of deposit.
Furthermore, Section 20a(9) of the Interstate Commerce Act pro
vides specifically that the issuance of certain securities by carriers

is not subject to the requirement of approval by the Interstate Commerce
Commission.

•L

These are, generally, notes maturing in less than two years

Section 20a of the Interstate Commerce Act referred to above provided
the Interstate Commerce Commission with authority to regulate and ap
prove security issues of railroads. The same sections now apply to
classes of securities in excess of $500,000 outstanding amount added
by the Motor Carrier Act.
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in an aggregate amount of not more than 5% of the carrier’s outstanding

securities.

Carriers are merely required to file a certificate of

notification with the Interstate Commerce Commission in respect of such
securities within ten days after their issuance.

It is at least doubt

ful whether the issuance of notes of this character would be construed
to be subject to Section 20(a) within the meaning of Section 3(a)(6).

In addition, it seems that securities issued by motor carriers
in a total amount of less than $500,000 (including outstanding securities)

which under Section 214 of the Motor Carrier Act of 1935 are not subject
to Section 20a of the Interstate Commerce Act, are not within the exemption

frcm registration provided by Section 3(a)(6).
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Section 5(a)(7)

Exemption of Receivers’ and Trustees* Certificates

Section 3(a)(7) of the Act exempts:

"Certificates issued by a receiver or by a trustee in
bankruptcy, with the approval of the court."
The exemption provided here is, of course, not available unless

the receiver or trustee is the issuer of the securities involved.

The

final phrase of the subsection indicates that the exemption provided

is not available to certificates issued by a receiver appointed by any
but a court.

New securities of any character issued by receivers in equity

are probably subject to the Act as are securities issued in proceedings
under Section 77B since there is no bankruptcy in the strict sense.

62.

Section. 3(a)(8)

Exemption of Insurance Policies and Annuity Contracts

Section 3(a)(8) of the Act provides an exemption for:
"Any insurance or endowment policy or annuity contract or
optional annuity contract, issued by a corporation subject to
the supervision of the insurance commissioner, bank commissioner,
or any agency or officer performing like functions, of any State
or Territory of the United States or the District of Columbia."

The above exemption makes clear what is already implied in the

Act, namely, that insurance policies are not to be regarded as securi
ties subject to the provisions of the Act.

The insurance policy and

like contracts are not regarded in the commercial world as securities

offered to the public for investment purposes.

The entire tenor of the

Act would lead, even without this specific exemption, to the exclusion

of insurance policies from the provisions of the Act, but the specific
exemption is included to make this interpretation impossible.

1

It would appear that a contract of guarantor issued by a corpora

tion subject to the supervision of State Insurance Commissioner is exempt
under Section 3(a)(8) even if the guaranty is of principle and interest on

a bond.

The following letter

wittten by the Chief of the Securities

Division of the Federal Trade Commission is in point:
l!

Gentlemen:
I have had under consideration your letter of October 5 (1933)
concerning the application of the Securities Act to the contracts
of guaranty which are to be exercised by the ___________ Guarantee
Corporation. It seems to me that the contracts will be entitled
to the exemption provided by Section 3(a)(8) of the Act as insur
ance policies issued by a corporation subject to the supervision
of the Superintendant of Insurance of Nev: York.

1
®

See H. R. Rep. No. 85, 73d Congress, 1st Session.
Reported by Commerce Clearing House Stocks and Bonds Law Service,
Vol. Ill, par. 2158.02.
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will be subject to the Superintendent’s supervision, and the onlyquestion I have considered is whether its contracts are to be re
garded as insurance policies. . On the basis of the two Supreme
Court cases--Bowers v. Lawyers Mortgage Co. 285 U, S. 182, and
United States v. Home Title Insurance Company 285 U. S. 191, it
seems clear that the contracts guaranteeing the payment of prin
cipal and/or interest due on a bond are to be considered insurance
policies. The supplementary covenants guaranteeing the payment
of taxes and the maintenance of fire insurance are designed only
to strengthen the security for the obligation. I do not think
that their presence impairs the character of the principal con
tract as an insurance policy.”

Yours very truly,

(signed) Baldwin B. Bane
Chief of the Securities Division

The following considerations appear to apply in construing
the word ’’supervision”.

The supervision of the issuer necessary to ex

empt its policies or contracts must be that of the state, territory, or
district in which it is incorporated.

Also, when the state, territory,

or district of incorporation has an insurance or bank commissioner,
the supervision of no othei* official will give the issuer’s policy or
contract this exemption.

However, where pursuant to statute the state

Bank Commissioner exercises supervision over mutual benefit associations

the exemption seems applicable even though the state has an insurance
department charged with supervision and regulation of the affairs of
insurance companies.

The entire business and affiars of the insurance

company must be subject to the supervision of the proper agency, but
the extent of actual supervision over a particular class of contracts

is immaterial
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Section 5(a)(9)
Their Issuer

Exemption of Securities Issued in an Exchange by

Section 5(a)(9) exempts:
"Any security exchanged by the issuer with its existing
security holders exclusively where no commission or other remun
eration is paid or given directly or indirectly for soliciting
such exchange."
Section 3(a)(9) was among the amendments adopted as part of

Title II of the Securities Exchange Act of 1934, effective July 1, 1934.

It replaced the first clause of Section 4(5) as originally passed which

exempted from the provisions of Section 5:

"The issuance of a security of a person exchanged by it
with its existing security holders exclusively, where no commis
sion or other remuneration is paid or given directly or indi
rectly in connection with such exchange; ..."
This portion of Section 4(3) was the same for all intents and

purposes as the present Section 3(a)(9).

The original Section 4(3) was

inserted in the Act by the Conference Committee for the following reasons:

"This exemption is considered necessary to permit voluntary
readjustment of obligations. Inasmuch as any exchange that in
volves the payment of a commission of any sort is not exempt,
there is no danger of the provisions being used for purposes of
evasion.1,1
The subsequent transfer to Section 3(a)(9) from the class of

exemptions of transactions to that of exemptions for securities is ex
plained in the Conference Report on the Securities Exchange Act as follows:

"The amendments adding new sections 3(a)(9), 3(a)(10), and
3(a) (11) are based upon sections 4(3) and 5(c) of the original
Act which are proposed to be repealed. By placing these exemp
tions under Section 3, it is made clear that securities entitled
to exemption on original issuance retain their exemption, if the
issuer is not obliged to register in order to make the original
distribution, dealers within a year are subject to no restriction
in dealing in the securities. The result is in line with the
1

H. R. Rep. No. 152, p. 25.
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The Commission has published an opinion of the General Counsel

to the effect that Section 3(a)(9) is more properly to be viewed as a

transaction exemption rather than as exempting a security.2 It is there
fore doubtful whether the exemption applies to securities issued in

transactions which, although framed to fall within the language of the
section, have for their purpose the raising of new capital by the sale

of securities to the public without registration, and it is doubtful

whether the exemption operates to exempt securities which, originally
issued in compliance with the provisions of Section 3(a)(9), are subse

quently made the subject of a secondary distribution to the public by

controlling interests through the medium of an underwriter.

It would

also seem that an issuer in selling treasury securities could not rely on
a previous 3(a)(9) exemption any more than 3(a)(1).

The inclusion of such a provision as Section 3(a)(9) would appear
to rest on a balancing of interests between the corporation and its se
curity holders, and to indicate a recognition that the burden of delay
and expense involved in registration might well be disproportionately

heavy is a purely intracorporate readjustment where the very fact of the
readjustment would tend in a majority of instances to indicate an embar

rassed financial condition.

In such cases, it may be supposed, the interest

of the security holders in being afforded full information as to the cor
porate affairs is made to yield to their interest, in common with the

issuer itself, in expeditious and economical readjustment.
1 H. R. Hep. Ko. 1838, p. 40.
s See lengthy discussion in Securities Act Release No. 646, Feb. 3, 1936.
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IShere, however, a portion, of the issue is to be disposed, of

under circumstances in any event requiring registration, the interest
of the issuer in securing exemption for the portion of the issue exchanged
with its security holders becomes an interest merely in postponing reg

istration until after completion of the exchange.

Such an interest,

although occasionally of undoubted! practical consequence to the issuer

in its negotiations for the underwriting of the portion of the issue not
taken up by security holders under the exchange offer, would not seem
of sufficient weight to justify the issuer in depriving its own security

holders of information which, as part of the same general transaction,

is to be made available to other members of the investing public.
In this connection the term "exclusively” as used in the section

limits the applicability of the exemption to
(1) exchanges of the same issuer only
(3) exchanges consisting of sales of the issuer’s securities

only in consideration for other of its own securities.^
(3) exchanges which consist of securities offered only to the

security holders who are surrendering the securities and

not incidentally as part of other offerings.
Let us assume the following facts:

The WX Corporation contem

plates issuing 192,000 additional shares of Preferred Stock, of which
72,000 will be offered in exchange for the preferred stock now outstand
ing.

Underwriters will purchase any part of the 72,000 not so exchanged

plus the remaining 120,000 shares.

Viewing the transactions as a whole, the new stock would not be

1

Although security holders may not pay partly securities and partly cash
to the issuer, the issuer may pay cash without losing the exemption.
To the extent cash is paid by the issuer, the issuer is buying rather
than selling securities.
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exchanged with the holders of the outstanding preferred stock ’’exclusively”,

since at least 120,000 shares (and possibly more) of the proposed issue
of 192,000 shares are not to be so exchanged but are to be sold for cash.
Therefore, even in the absence of the payment of commission, it would

seem that Section 3(a)(9) could not apply.
Similarly, where a company proposes to exchange common for pre
ferred and sell the unexchanged common for cash to be used to redeem
the preferred stock which was not submitted pursuant to the offer of ex
change, it would seem that the Section 3(a)(9) exemption is unavailable.

The fact that the exchange offer to the preferred stockholders expires

before the offering of common for cash is immaterial.

Not only the common

offered for cash but the common offered in exchange for preferred should
be registered unless otherwise exempt.
The fact that it is contemplated that a part of the issue which

is offered in exchange will be sold for cash operates to make unavailable
the exemption of Section 3(a)(9) to the stock which is offered, in exchange

inasmuch as there is no exchange of the security in question by the issuer

with its existing security holders exclusively.
A section 3(a)(9) exemption is not available if, pursuant to a

plan for the refinancing of a bond issue, certificates of deposit are
issued in exchange for bonds by a protective committee and then subse

quently exchanged for the new bonds issued by the company for the reason

that there is no exchange of the securities of the same issuer but the
security of one issuer, the corporation for the security of another is
suer, the protective committee.

Nor can the provisions of Section 3(a)(9) be evaded by a device

whereby -the issuer of the bonds is acting merely as agent for the com

mittee.

Thus an arrangement whereby under special contract a represen

tative of the bondholders committee would sit on the board of directors
and thus control the issuer who would in return issue the Certificates

and control the depositary would be outside the protection afforded by
Section 3(a)(9).

That it is not the company acting through its board is

indicated by the fact that the method of exercise of the powers in ques
tion is not by a vote in accordance with the ordinary by-laws of the

company.

However, if independently of any special action, the issuance
of the bonds requires approval of the board of directors, the fact that
representatives of the bondholders committee might incidentally be directors

would not prevent the issuance from being legally the action of the issuer

itself pursuant to its form of corporate organization.

In the case of a bond which has been assumed or guaranteed by
another corporation, there is of course another security and another
issuer because there is a double obligation.

It would seem that either

obligor may liquidate its obligation directly with the bondholders through

exchange of securities without involving the other obligor
However, the assumption of the obligation by the succeeding
issuer who now proposes an exchange with its security holders must have

been reasonably antecedent to the proposed exchange so that the trans
action would not amount to a device of a fictitious Section 3(a)(9) set-up.

The fact that a contemplated subsequent public offering of an

unexchanged balance (thus defeating the Section 3(a)(9)) forces registra
tion for the entire amount need not present insuperable difficulties.
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There would seem no objection under the Securities Act if the
company were to defer entering into an underwriting agreement for the

sale of the unexchanged shares until after the registration statement

covering the new issue of preferred stock has become effective and the
exchange offer provided thereunder has expired (thereby giving its present

stockholders adequate opportunity to accept or reject the offer) provided
any information as to prospective underwriting arrangements for the sale
of the unexchanged shares which is in fact available prior to the effec

tive date of the registration statement is included in the registration

statement prior to its effective date.

After the exchange offer has

expired and the underwriting agreement has been entered into, the infor

mation concerning the same could be filed as a post-effective amendment
to the registration statement.

Another problem in construing Section 3(a)(9) is that of what
constitutes "commission or remuneration".

Rule 150 of the General Rules and Regulations states:

"The term ’commission or other remuneration’ in Section
3(a)(9) shall not include payments made by the issuer, directly
or indirectly to its security holders in connection with an ex
change of securities for outstanding securities, when such payments
are part of the terms of the offer of exchange."
This rule replaces the former rule entitled "Definition of

’commission or other remuneration’ in Section 4(3) of the Securities Act".
Section 4(3) was repealed July 1, 1934, and its provisions reenacted as

Section 3(a)(9), 3(a)(10), and 3(a)(11).

The term defined in this new

rule appears in Section 3(a)(9) dealing only with an exchange of securities,
with existing security holders.

The former rule relating to the repealed

Section 4(3), referred both to this type of exchange and to the issuance

of securities to creditors of a corporation in process of reorganization

in exchange for claims of creditors.

The term ’’commission or other remuneration” is not to be applied

to payments for advertising coste5 costs of engraving or for ordinary
services of attorneys, accountants, engineers, transfer agents, trustees,
or for other similar activities which are paid to effect and are merely
part of the mechanics of the exchange and not in any sense a payment for
active solicitation of the security holders to accept the exchange offer.

The type of payment which would cause the loss of an otherwise
available exemption under this section would be that made for securities

of a promotional character.

If the activity of any individual paid by

the company is confined simply to effecting as distinguished from pro

moting a plan proposed by the company, compensation for his services would

not mean the loss of the exemption.

Since a corporation can act only through agents, the compensa
tion of employees for work in connection with effecting the exchange would

be permissible under Section 4(3) without registration.

Temporary em

ployment of persons for this purpose need not be treated any differently
if the work of the employees is merely for the purpose of mechanically

effecting the exchange.
Payments made to obtain a list of the names and addresses of

the persons to whom the dealers sold the original issue would be viewed
as a payment merely to facilitate the mechanics of the exchange unless

such payment was made as a cover for present promotional services by such
dealers.

Payment to the registrar, transfer agent, or other cooperating

-71financial agencies of a contingent fee or bonus based upon the success .
of the exchange, and, therefore, not corresponding to the cost incurred
or labor expended in effecting the exchange would appear to be ’’commission

or other remuneration” within the meaning of the section.
The 1934 amendment was merely declaratory of what had been pre

viously implied and thus made it clear that the type of commission or
other remuneration, the payment of which will remove the exemption, is

that paid for soliciting the exchange.

A letter written by the Chief of the Securities Division of the
Federal Trade Commission on the subject is still in point.

2

"It is obyious that ’commission or other remuneration’
must mean something different from such a term as ’expenses*.
Otherwise, no such exchange could be effected, for engraving
fees, clerical expenses and the like are necessary in order
to effect almost any such exchange. Whether those expenses
are borne directly by the issuer or indirectly by reimbursing
some third person for its expenses in that connection seems
also irrelevant.
"The dividing line to be drawn between ’commission or
other remuneration’ which necessitates registration of such an
exchange, and ’expenses* the payment of which would not with
draw the exemption from an otherwise exempt exchange, must have
regard to the purposes of this particular exemption. That pur
pose is to be found in the fact that the Act recognizes that one
of the causes governing the flotation of securities lay in the
excessive promoters’ or sponsors’ interests thet were too often
concealed from the investor. The dividing line would thus
distinguish between payments which are in essence for promo
tional activity as distinguished from payments which cover the
expenses incident to such an exchange. These expenses would,
of course, include such matters as engraving costs, clerical
costs, but in addition could include payment to third persons
for services in connection with effecting but not promoting
such an exchange. The distinction between such payments does
not seem particularly difficult to draw in practice, inasmuch
as cost accounting can well reflect the object of any such pay
ment.

1
%

See 78 Congress. Record 8925, May 12, 1934 and H. R. Rep. No. 1838
73d Congress, 2d Session.
Letter as reported in Commerce Clearing House Stock and Bonds Law
Service, Vol. Ill, pp. 2161.03.

"No effort can be made by this Division to examine
the character of the expenses in order to determine whether
the payment of these sums is to be regarded as ’commission
or remuneration* or as ’expenses’. This Division cannot
undertake any such duties but must content itself with ex
pressing standards, implicit in the Securities Act, in a more
explicit farm."
It would appear that the payment of compensation for the soli

citation of proxies from bondholders to vote in favor of changes in
the terms of the indenture governing their rights would be such payment

as would defeat Section 3(a)(9).

Where a stockholders’ vote is required

to authorize a new class of stock and then the new stock is to be of

fered to the stockholders in an exchange, the payment of compensation

to an agent to solicit proxies favorable to the authorization prevents
the application of the exemption to the new stock.

A more involved case is the following:

The XYZ Corporation

finds that its common stock is widely scattered, and that a substantial

amount is held in street names.

The company wishes to reduce the capital

stock liability of the common by reducing the par value per share, thereby
creating capital surplus.

This change is to be effected by the vote

of the holders of at least two-thirds of each class of outstanding stock.

The XYZ Corporation also wishes to exchange new preferred stock carry
ing lower dividend rates for its old preferred.

Due to the wide dis

tribution of the common, the company proposes to engage persons for

compensation to solicit proxies from the common stockholders for the
stockholders meeting.

Such persons are to solicit proxies only for

common stock and will be compensated only for soliciting such proxies.

They will not solicit, nor will they be compensated for soliciting,

proxies from preferred stockholders, or deposits or exchanges of preferred
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stock under the plan.

However, there may he cases in which a holder

of common stock also holds preferred stock.

-Any such stockholder, al

though solicited to execute a proxy only in respect of his common stock,
would he likely nevertheless to execute also a proxy covering his pre

ferred stock.

Furthermore, although the execution of a proxy to vote

his preferred stock and common stock would in no way obligate the stock
holder to exchange his preferred stock under the plan, in all probability

he would deposit his preferred stock for exchange.

Thus, some deposits

of preferred stock may result incidentally from the solicitation of

proxies for common stock.
The foregoing plan of recapitalization would be analized as
follows:
In the first place, since the change in par value of the common
will be authorized by a vote of stockholders and effected automatically

upon the filing of the charter amendment, the mechanical issuance of the
new common stock certificates in lieu of those outstanding would be a

transaction not involving any ’’sale” as that term is defined in Section

2(3) and consequently no registration of the new common would be required.
The question of whether the payment of commissions for soliciting

the proxies of common stockholders as such will operate to defeat the

application of Section 3(a)(9) to the new preferred stock is a largely
factual question which can only be determined in the light of the pre

cise manner in which the solicitation is undertaken and conducted.

The

absence of any express contract to pay commission for securing proxies
from preferred stockholders, or deposit of their shares under the plan

is not decisive.

If there were any agreement or tacit understanding

that brokers soliciting proxies for the common stock would also endeavor

74to secure deposits of, or proxies in respect of, preferred stock, com

missions normally paid exclusively for solicitation of common stock

proxies might well be considered as being in fact paid for the additional
activity in respect of the preferred stock, and as therefore defeating
the exemption for the securities to be issued in exchange for the pre

ferred stock.

In this connection it is necessary to appreciate that

any solicitation by such brokers in respect of the preferred stock would
be of substantial evidentiary weight as indicating that at least a por

tion of their remuneration was allocable to their preferred stock ac
tivity.

However, if in fact there were no such arrangement or under
standing, it is not the opinion of the writer that the mere fact that
the solicitation of a common stockholder to send in a proxy might have
the effect of advising him of his rights as to the preferred stock would

necessitate the conclusion that compensation was being paid to solicit
deposits or proxies in respect of preferred stock.

Of course where the vote of stockholders is not on a charter
amendment to authorize additional securities to be offered in exchange
but actually reclassifies previously outstanding securities into new
ones, the subsequent issuance of new certificates for old ones is a

mechanical procedure.

For a change in the rights and preferences of a

security effected by charter amendment does not bring about an "exchange"
within the meaning of Section 5(a)(9) but a reclassification in a trans

action not involving a sale.1
In addition to Section 3(a)(9) exchanges of securities and
1

Compare Section 2(3) and more particularly Note 5, Form E-l, Release
NOu. 493.
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reclassifications by charter amendments^

Corporations recapitalize

without registration under the Securities Act of 1935 by means of judi
cial reorganizations.'*'
If the work of employees of a company is not actually promotional,

their compensation is not ’’commission or remuneration”.

However, if

the person soliciting is a regular employee who receives no more than

the normal compensation, the company was already obligated to pay, it is

hard to see how a payment of commission or remuneration may be proved.
Rather it would seem that a distinction should be drawn between com

pensation to regular employees whose services were used in soliciting
the exchange and compensation to employees temporarily hired for the

special purpose of making the solicitation.

The former would not appear

to destroy the exemption, provided no additional compensation other

than traveling and out-of-pocket expenses are paid.
to make it unavailable.

The latter is held

The fact that the special employees are paid a

fixed salary is immaterial.

The fact that a person specially employed

for the purpose of solicitation is also a director, but not a regular

employee, of the issuer does not avoid the effect of destroying the
exemption since his compensation is far in excess of the normal direc
tor’s fees and is paid for only one purpose.

The fact that commissions

or other remuneration are paid by an officer of the issuer rathei? than

by the issuer itself will not avoid the result of making the exemption

inapplicable.

If, in fact, commission or remuneration is paid, the

conditions of the transaction are not present and it seems immaterial
who pays it.
1

A waiver of a right to demand additional payment out of

See subsequent discussion on Section 3(a)(10) of the Securities Act
and Sections 77B(h) and 77(f) of the Bankruptcy Act.
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to, attached to, or otherwise part of a note or security of such nature
as would, for example, release a surety or otherwise constitute a modi
fication of such security would still as between the creditor and the

debtor be no more than (in most cases) an exchange of securities by an

issuer with its existing security holders exclusively within the meaning

of Section 3(a)(9).
Where, however, the right has become vested quite apart from

any security, this would not be so.

For example, if a corporation has

declared a cash dividend payable out of surplus, the holders of the stock
in respect of which the dividend is declared acquire immediately the'

rights of creditors of the corporation, and cannot be divested of these
rights of subsequent action of the board of directors (we are referring,

of course, to dividends declared and payable shown as a liability on
the balance sheet as distinguished; for example, from merely accruals

of preferred stock in arrears not actually declared as payable).

If a

court should hold that such a vested right were not in itself a security1

or if the security holder otherwise gives up cash or a vested right- to
receive cash, the application of Section 3(a)(9) might be prevented.

However, even though under ordinary circumstances the waiver
of a right would constitute "value” within the meaning of Section 2(3),

that term should not be regarded as comprehending within its meaning the

action of a stockholder, to whom alternative rights have been granted
without consideration, in electing to exercise one such right even though
1

This case might well be distinguished from the case of the detached
bond coupon mentioned in our discussion of Section 2(1) since here
there is no "evidence of indebtedness".

-77such election would, have the effect of causing the lapse of the right
no t exercised.

An opinion of the General Counsel published, by the Com-

mission states in this regard,:
"If a corporation, by simultaneous action of its board of
directors, declares a dividend payable at the election of the
stockholder in cash ar in securities, neither the declaration
of the dividend nor the distribution of securities to stock
holders who elect to take the dividend in that form would con
stitute a sale within the meaning of the Securities Act, and no
registration of the securities so distributed would be required
under the Act.*'1

"Where a security is issued upon conversion and no commission

or remuneration is paid, the present position of the Commission appears
to be that even though the conversion privilege is immediately exercisable

and the security is presently sold, the cause/ of issuance is an exchange

upon conversion and therefore the issuer may avail itself of Section

3(a)(9).
On the other hand, since Section 2(3) provides in effect that

the sale of a security immediately convertible is a sale of the security
into which it is convertible, the fact that commission or remuneration

is paid destroying the Section 3(a)(9) exemption for a conversion may be
immaterial if a Section 3(a)(1) exemption is equally effective.

Thus where certain bonds were issued with the privilege of im
mediate conversion into stock, there was in effect a sale of the stock

at the same time that the bonds were issued.

Therefore, since the bonds

were convertible into common stock at all times after its issuance in
1928, any "sale” of common stock within the meaning of the Securities
Act, which results, from the exercise of the conversion privilege, dates

back to the original issuance of the preferred stock in 1928 before the
1

Securities Act Release No. 929, July 29, 1936.
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Act was in effect, and is exempt under Section 3(a)(1).

Let us assume the XYZ Corporation has warrants to purchase
stock which has been outstanding for some years.

The issuance of stock

upon exercise of the warrants is exempt under Section 3(a)(1) because
offered when the warrants were offered; i. e., prior to July 27, 1933.
Should the company now desire to exchange new warrants for the old calling

for the securities on different terms, the exchange of warrants (assuming

no commission, etc.) would be exempt under Section 3(a)(9).

It seems

clear, however, that the issuance of common stock upon the exercise of
the new options is not an exchange of securities (for one thing, there

is payment of cash or other value to the company upon exercise of the

option) and hence that exemption would not be available with respect
to such stock.

Most important of all, the exemption provided by Section

3(a)(1) would not be available but destroyed, since an extension of time
or reduction in price would involve a new offering by the issuer of

the stock covered by the warrants.

The exemption provided by Section

3(a)(9), although available to the warrants themselves, would not apply
since an offering of the stock covered by the warrants would also be
involved.
The persons with whom the security is to be exchanged must be

security holders of the issuer.

A parent company cannot be regarded

as the same issuer as its subsidiary for the purposes of the exemption.
An exchan e of stock of company A for the shock of company B is not within

the exemption even though the new A stock represents dn interest in a
company with the same assets as previously belonged to B.

Similarly,
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for bonds issued by a corporation will faU, outside the exemption since
two different issuers are involved.

Likewise, voting trust certificates

exchanged for corporate securities are open to this objection.

It would seem that an offer of exchange conditioned upon a

merger of the issuer of the outstanding securities with another company,
the new bonds thereupon bocoming the securities of the new organization
upon the merger, would not be exempt under this section, nor would the
exemption apply to an offer of the securities of the new organization

to the security holders of the old made before the merger.
In applying Section 3(a)(9) to exchanges of trust certificates
it must be remembered that certificates issued under different trust

agreer»nts, where the depositor or manager is not in the business of
causing such certificates to be issued, are considered issued by separate

issuers.

Consequently, the exemption dees not apply to voting trust

certificates issued by a protective committee in exchange for its out

standing certificates of deposit.
Where a trust agreement has no provisions for its extension,

extension is regarded as creating a new agreement and a new issuer.
the offer of extension does not come within the exemption.

Thus

Extension

of such an agreement oi» of a deposit agreement pursuant to the provisions

of the agreement would not involve the creation of a new issue or the

destruction of the exemption.1
Limitations of space prevent discussion of the correlative prob

lems arising in connection with securities of joint issuers and with
1

However, any exemption under Section 3(a)(1) covering the issuance
of representative certificates for securities previously undeposited
cut off; further acceptance of deposits would involve a new offering.

guaranteed, securities.

The difficulty of the latter problem will be

apparent when it is recalled, that a guarantee of a security, under the

definition in Section 2(1) of the Act, is itself to be regarded as a sep
arate security issued, of course, by the guarantor.

It will be recalled that it was previously pointed out that if
securities were partly exchanged and partly sold, the exemption would

not apply.

However, if the part not exchanged is not sold, the exemp

tion remains available.

Thus, in a statutory merger where part of the

issue was exchanged with security holders of the corporation into which
the constituent organizations were merged, while the remainder was issued,

pursuant to the plan of merger, in transactions not involving a sale, the

securitie s exchanged would be entitled to exempt ion.

Similarly, if the unexchanged portion of the issue is the sub
ject of a gift or is pledged as collateral to secure bona fide loans,
the exemption is available, provided, of course, that in the last mentioned

case, the pledgees do not acquire the collateral with a view to its dis
tribution.
This does not mean that the exemption will necessarily be destroyed

if securities of the same class as those exchanged are at any time sold,
or exchanged with other than security holders.

But such a sale or ex

change must be a different transaction and not part of the same general
plan.

It is not necessary to the application of this exemption that the

security exchanged be offered in exchange to all of any class of existing
security holders.
1

It would seem from the foregoing that if certificates

The exemption on such theory may fall to the ground
be involved if the charter amendment or articles of
merger attempt to cut off vested rights in a manner
minority stockholders because in case of failure to
of minority is individual and not corporate.

and a sale may
consolidation or
not binding on
act the consent
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of deposit are issued for additional deposits, any Section 3(a)(9)
exemption attaching to the sale of certificates of deposit arising out

of amendment of deposit agreement or exchange of old certificates of de
posits for new certificates of deposit might possibly be destroyed if

everything be viewed as one plan of financing.

However, the answer to this question is by no means certain.
Securities to be issued upon the exercise of warrants or sub
scription rights, which require cash payments, are not exempt.

However,

where the warrants are exercisable by turning in another security of the
same issuer, the section would apply.

The issuance of securities in consideration of the waiver of

accumulated dividends on outstanding stock or stock purchase rights at

tached thereto is an exchange within the exemption.

However, if the

accrued dividends are payable in either case or securities at the option
of the security holder the exemption is inapplicable but is probably a

transaction not involving a sale.1
On the other hand, the exemption probably does not apply to se
curities issued in discharge of debts not pepresentod by instruments,

since such debts are not securities.

1 See Release No. 929.

si.

Exemptions Through Judicial Reorganizations
Section 5(a)(10) of the Securities Act

Sections 77B(h) and 77(f) of the Bankruptcy Act

Reorganizations in General - The problem of capital readjustment'*'
The Securities Act of 1935 presents no concealed problem of
registration where a company avowedly seeks additional working capital

from the public,

But without realization on the part of the management, the Act’
often infringes upon strictly internal corporate affairs.

A corporation

finds itself with a top-heavy capital structure and wishes to reorganize.
Perhaps fixed charges or burdensome dividend accruals are to be eliminated.

Perhaps subsidiaries are to be absorbed for management reasons or there
is to be a realignment for tax purposes.

necessary to satisfy creditors.

Or perhaps some adjustment is
the
But whatever/problem, the corporation

is not seeking additional capital from the outside public but is merely

reorganizing or recapitalizing its existing set up.

The q,uesl>ion is how

to do this without unintentionally incurring a liability for an unwitting
failure to register under the Securities Act.
Reorganizations may be effected by charter amendments reclassify

ing old securities, by offers to exchange securities, by transfer of assets
through sale to new corporate entities, through mergers and consolidations

all to be found in non-judicial reorganizations, and frequently the means

used in carrying out a judicial reorganization.

Proposals for separate legislations regulating reorganizations, pro
tective committees, etc., are now being formulated and will eventually
pass in some form. See also "Report on the Study and Investigation of
the Work, Activities, Personnel and Functions of Protective and Reor
ganization Committees" pursuant to Section 211 of the Securities
Exchange Act of 1934.

We have already seen that receivers’ certificates are exempt
under Section 3(a)(7).

Railroad corporations may secure exemption by

reorganizing pursuant to Section 77 of the Bankruptcy Act, and other
corporations pursuant to Section 77B.

Reorganizations not in bankruptcy

proceedings under Sections 77 and 77B but consisting of other judicial

proceedings must conform to Section 3(a)(10).
Bur first, assuming there is no judicial supervision, let us

consider by way of preliminary discussion the effect generally under the
Securities Act of some of the usual methods of reorganization.
Methods of Reorganization or Recapitalization Where There is no

Judicial Supervision

One of the most common forms of capital readjustment consists

of a charter amendment.

By this means troublesome dividend accruals on

preferred stock may be avoided by reducing future dividend rates and

other preferences.

Although a new security is thereby substituted for

the old, the reclassification is effected by operation of law through
charter amendment binding on minority stockholders and does not involve
a sale.

However, in using this method there are two dangers to guard
against.

The first is that under the corporation laws and judicial de

cisions of some states, although future dividends may be reduced, the
.minority may not be deprived of the right to prior accrued but unpaid

dividends.

To the extent that the minority may not be deprived of rights

without their consent, any adjustment of their rights may involve a sale.

(Of course the transaction may amount to an exchange exempt under Section

The second danger is that in reclassifying securities previously

existing, any continuous offer to sell outstanding since before the ef

fective date of the Securities Act is thereby terminated (since the subject
matter of the offer is altered) and thus any Section 3(a)(1) exemption

previously available.
The second general method of recapitalizing consists of the

exchange of securities by an issuer with its existing security holders.
This problem has already been discussed in detail under Section 3(a)(9).

Payment of cash to the stockholders is permisiible but not vice versa.
The company should therefore guard against any offer to buy fractional

shares for cash.

Again, if dividends are not only accrued but have been

formally declared by the board of directors so that they have been carried
as an actual liability of the company, there may not be an exchange of

securities within the meaning of Section 3(a)(9) since the stockholder's
would be asked to waive a claim.

Another danger lies in the setting up

of double issuers and representative securities such as certificates of
deposit or voting trust certificates, thus preventing the exchange from

being that of securities of a single issuer.
The question of "no sale" and related problems is discussed
under Section 2(3); the questions of preorganization certificates, "delivery

after sale" and "transactions other than by an issuer" are discussed in the

consideration of the first clause of Section 4(1).

However, it should

be remembered in setting up plans of reorganization and committees in

addition to the issuer that as a general rule it is safer to solicit
assents for or against a specific plan than powers or deposits so broad

that they may in themselves constitute securities although not evidenced

by depositary receipts.

Another method, of reorganization consists of merger and consoli

dation which, like a charter amendment, is generally not a transaction

involving a sale (though caution on accrued dividends and vested rights
should again be noted).

It should also be noted that doubt has been ex

pressed whether under such circumstances Section 3(a)(9) may freely

apply to additional securities authorized for issuance, since there are
really several issuers involved even though existence of all but one is

technically destroyed.
The fourth method is technically not a merger or consolidation
but is achieved by a transfer of assets of one corporation for the se

curities of another.

The securities of the new corporation are in effect

replaced for the securities of the old but the business continues as a

business.

Again this fourth method may be accomplished in four varying

ways:

(a) Sale of securities for property to the vendor corporation
who retains them.

(b) Sale of securities to the vendor corporation who distributes

to its stockholders although there has been no previous vote auth
orizing the sale.

(c) Sale of securities to the vendor corporation who distributes

to its stockholders where there has actually been a previous vote
authorizing the sale.

(d) Sale of securities directly to the stockholders of the cor
poration whose property is to be acquired.
Method (a) involves a sale but is a private offering.

Conversely,
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pr’ima facie a public offering.

Method (q) does not involve a sale (see

Release No. 493 concerning stockholders’ votes authorizing transfer of
assets).

Method (b) may involve an indirect public offering unless the

dividend liquidation is reasonably removed in point of time so that it

may not be said that the same was contemplated, as all part of one trans
action.

Judicial Reorganizations
As previously stated, the exemptions expressly conferred in the

case of reorganizations which are subject to judicial supervision are
expressly set forth in Section 3(a)(10) of the Securities Act of 1933

and Sections 77B(h) and 77(f) of the Bankruptcy Act.

We will first con

sider Section 3(a)(10).
Section 3(a)(10)
Section 3(a)(10) exempts from the provisions of Section 5:

’’Any security which is issued in exchange for one or
more bona fide outstanding securities, claims or property in
terests, or partly in such exchange and partly for cash, where
the terms and conditions of such issuance and exchange are ap
proved, after a hearing upon the fairness of such terms and
conditions at which all persons to whom it is proposed to issue
securities in such exchange shall have the right to appear, by
any court, or by any official or agency of the United States,
or by any State or Territorial banking or insurance commission
or other governmental authority expressly authorized by law to
grant such approval.”
Section 3(a)(10), which was included in the 1934 amendments
to the Act, had its origin in Section 4(3) cf the Act, which provided

generally for the exemption of the issuance of securities exchanged in
the process of a bona fide reorganization provided that such reorgani

zation was effected under judicial supervision.

Section 3(a)(10)
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requires more careful scrutiny of the- reorganization plan, by substitu
ting fox- the former loose requirement of '’supervision'' a requirement
that the fairness of the terms and. conditions of the exchange be approved

after an appropriate hearing; on the other hand, it extended the class

of tribunals whose approval would suffice to include federal officials
and agencies and "any State or Territorial banking or insurance commis
sion or other governmental authority expressly authorized by law to grant
such approval".1
The present substituted provision not merely requires judicial

or administrative supervision, but also requires that the terms and

conditions of issuance and exchange be approved "after a hearing upon
the fairness of such terms and conditions to whom it is proposed to is

sue securities in such exchange shall have the right to appear."

The

purpose of this change, as indicated by the report of the Conference
Conmittee, was to deprive security holders* committees of the "opportunity

of obtaining information under this section if they secure and exercise

an exclusive right to appear for their depositors at hearings on plans
of reorganization".

2

Although the implications of this statement are not entirely
clear, it seems reasonable to assume that Congress intended to preserve

to security holders represented by committees hot merely an opportunity
to talk in a hearing before the tribunal consider^ g the fairness of a

proposed plan, leaving those solicited in a position where they will
1

s

See H. R. Rep. No. 85, 73d Congress, 1st Session. Offers in exchange
for outstanding securities or claims under circumstances permitting
a Section 4(3) exemption made before the 1934. amendment may be still
carried out. See definition of "issuance?'in former 4(3) - Rule 151
and Release No. 184.
H. R. (Conf.) Rep. No. 1838, 73d Congress, 2nd Sess. (1934) 40.
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become bound to the plan only upon affirmative acceptance subsequent

to the granting of such judicial or administrative approval.^-

The Commission released an opinion of the General Counsel

2

which expresses generally the Contission’s attitude towards Section

3(a)(10).

The opinion states,, among other things, that adequate notice

must be given to all persons to whom it is proposed to issue the securi
ties*

The question of what mode of notice is adequate varies with the

facts and circumstances in each case.

The second point stressed was that in considering a grant of
express authorization of law to a state governmental agency, the test was

not so much that the grant be

in haec verba (or confer authority to

approve terms) but that in fact the State agency must in fact pass upon
the fairness of the sems of the proposed issuance, such supervision be
ing a substitution for the protection afforded by registration.

The third point was that even though a hearing was not mandatory
it
under state law/was immaterial if such a hearing was legally authorized
and in fact held.

Section 4 of the California Securities Act may be taken as an
example of a State law conferring the requisite authority.

Section 4

provides:
JX

’•Pursuant to this Act the Commissioner has been and
is authorized, in the instance of an application for a per
mit to issue securities in exchange for one or more bona fide
outstanding securities, claims or property interests, or
partly in such exchange and partly for cash, to approve the
terms and conditions of such issuance and exchange and the
fairness of such terms and conditions after a hearing upon
the fairness of such terms and conditions, at which all per
sons to whom it es proposed to issue securities in such ex
change shall have the right to appear."
1

2
3

See Comment (1936) 45 Yale L. J. 1050 on ’’Effect of Section 3(a)(10)
of the Securities Act as a Source of Exemption for Securities issued
in Reorganizations."
See Securities Act Release Ko. 312, March 15, 1935.
Commissioner of Corporations of California.
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An important feature of Section 3(a)(10) is that, as contrasted

with Section 3(a)(9) and Section 3(a)(11), it gives an exemption to such

part of an issue or offering of securities as meets its conditions with
out regard to the remainder of the issue or offering.

This distinction

is based upon the fact that Section 3(a)(10) contains neither the word

*• exclusively” contained in Section 5(a)(9) nor the phrase "which is part

of an issue" contained in Section 3(a)(ll).

Thus, though part of an

issue is to be sold for cash, without reference to any exchange, and so

is not entitled to the exemption, that part which is to be exchanged for

securities in accordance with the prescribed conditions will be exempt.
Of course, securities issued to persons other than those to

whom issuance had been proposed in an approved plan are not entitled to
the exemption.

The exemption is not affected by the fact that commission or
other remuneration is paid to solicit assents to the exchange.

It is also

highly probable that securities issued for cash, upon court approval to
an underwriter for distribution to the public are not exempt under Section

3(a)(10).

The approval of a "State or Terri.torial banking or insurance
commission or other governmental authority" secures the exemption only if
the commission or authority is "expressly authorized by law to grant the ex

emotion".

It has been thought that the phrase "expressly authorized by

law to grant such approval" does not modify the word "court" or the words
"official or agency of the United States".

Nevertheless, it is understood

that the court, official or agency must be acting within the scope of its

jurisdiction.

Jurisdiction is, of course, determined by local law on which

-89the Commission is not inclined to pass.
The notice of hearing should contain, or summarize an offer

to supply, the provisions of the plan of exchange.

Notice by publica

tion should be given where individual notice is impossible and it should

be at least as adequate as the notice required in a foreclosure suit.
The following considerations appear to govern the time of ap
proval.

Ordinarily, approval should be secured prior to the solicitation

of any binding assents to the exchange (this would apply even though it
is made a condition of ultimate sale that the requisite approval be se

cured).

However, where the procedure of the governmental authority re

quires indications of approval of a plan by security holders before the

authority will give its approval, a prohibition against preliminary so
licitation of any kind would prevent the application of this section to

any such case.
In. the foregoing situation tentative expressions of approval

would seem acceptable provided no binding consents should be secured
except through affirmative action taken by the security holders and
creditors after approval of the plan,

"fliere the court issues an inter

locutory decree approving the plan, but delays the final order pending
determination of whether the security holders and creditors will assent

to such plan, it would appear that there is sufficient approval to per
mit the solicitation of binding assents.

Whether anything less than such

approval would suffice to permit such solicitation is not clear.
To sum up, in ascertaining whether Section 3(a)(10) is applicable,

it should be determined whether the securities for which exemption is
sought were issued in exchange for one or more bona fide outstanding se

curities, claims or property interests, or partly in such exchange and
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partly for cash, and whether the terms and. conditions of such issuance
and exchange were approved, after a hearing upon the fairness of such
terms and conditions, at which all persons to whom it was proposed to

issue securities in such exchange had the right to appear, by any court,

or by any official or agency of the United States, or by any State or
Territorial, banking or insurance commission or other governmental auth

ority expressly authorized by law to grant such approval.
Section 77B(h)

Section 77B of the Bankruptcy Act (an amendment to that Act added

by Public No. 296, 73d Congress, 2nd Session, approved and effective June

7, 1934) operates as follows:

Any corporation, except a municipal insurance, banking corpora
tion, or a building and loan association, and any intrastate railroad
company (interstate railroads being subject to reorganization under Sec

tion 77 of the Bankruptcy Act) may file a petition alleging that it is
insolvent or unable to meet its debts as they mature and that it desires

to effect a plan of reorganization.

Bankruptcy proceedings may at the

option of the debtor be converted into reorganization proceedings.

Three

creditors of the corporation may also petition for its reorganization.
The judge may then appoint a trustee or have the debtor in possession

of its property pending confirmation of the reorganization plan.
The plan of reorganization may be presented either by the debtor
or by the creditors and stockholders.

The plan may alter or modify the

rights of creditors and stockholders either through the issuance of new

securities or otherwise.

The plan must be accepted by creditors holding

two-thirds in amount of the claims of each class whose claims have been

-91allowed and would be affected by the plan and by stockholders holding a

majority of the stock of each class.

The plan thus can be confirmed with

out the unanimous consent of all affected thereby.

Furthermore, although

the reorganization plan must make provisions for the protection of the
rights of dissenting creditors and stockholders, cash payment may not be

necessary.

The plan of a utility corporation must be submitted to the

regulatory commission or commissions of the State or States in which the

properties of the debtor are operated before it will be confirmed.

The

judge will confirm the plan if satisfied that it is fair and equitable
and does not discriminate unfairly in favor of any class of creditors or

stockholders and is feasible.

The confirmed plan is binding upon the debtor

coi*poration, accepting and non-accepting stockholders, and secured and un

secured creditors, whether or not affected by the plan, whether or not

their claims have been filed, and whether or not they have accepted the plan.
Subsection (h) of Section 77B exempting securities issued in such

reorganizations from certain sections of the Securities Act of 1933 provides:
”(h) . . All securities issued pursuant to any plan of reorgani
zation confirmed by the court in accordance with the provisions of
this section, including, without limiting the generality of the
foregoing, any securities issued pursuant to such plan for the pur
pose of raising money for working capital and other purposes of such
plan and securities issued by the debtor or by the trustee or trustees
pursuant to subdivision (c) clause (3) of this section,* end all cer
tificates of deposit representing securities of or claims against
the debtor which it is proposed to deal with under any such plan,
shall be exempt from all provisions of the Securities Act of 1933,
approved May 27, 1933, except the provisions of subdivision (2) of
Section 12 and Section 17 thereof, and except the provisions of Sec
tion 24 thereof as applied to any willful violation of said Section 17.”

"(c) Upon approving the petition or answer or at any time thereafter, the
judge, in addition to the jurisdiction and powers elsewhere in this section
conferred upon him . . (3) may, for cause shown, authorize the debtor or
the trustee or trustees, if appointed, to issue certificates for cash,
property or other consideration approved by the judge for such lawful
purposes, and upon such terms and conditions and with such security and
such priority in nayme t over existing obligations, secured or -unsecured,
as may be lawful, in the particular case."

In a release'1'dated. February 15, 1935, the General Counsel ex
pressed the following opinion:

"The exemption afforded by Section 77B(h) of the Bankruptcy
Act is believed, with certain immaterial exceptions, to apply
Only to securities issued subsequent to a court’s confirmation of
a plan of reorganization, and since a certificate of deposit is
normally a security within the meaning of the Securities Act, the
exemption is therefore not applicable, generally speaking, to cer
tificates of deposit which are offered prior to such confirmation
of a plan.

"However, assuming that the plan of reorganization meets the
requirements of Section 77B(b) of the Bankruptcy Act, it is my op'
inion that—

”1. A reorganization committee, either before or after the
institution of a proceeding under Section 77B of the Bankruptcy
Act, may solicit from creditors and stockholders, by mail or by
use of instrumentalities of interstate commerce, approvals of a
plan the obtaining of which is necessary in order to authorize
its proposal to the court in such a proceeding, without there be
ing in effect any registration statement in connection with the
plan of the securities to be issued thereunder.
"2. Similarly, no registration under the Securities Act is
required prior to the solicitation of acceptances of such a pro
posed plan pursuant to the provisions of Section 77B(e)(i) of the
Bankruptcy Act in order that such plan may be confirmed by the
court in conformity with the provisions of that subsection.
”1 am further of the opinion that, assuming the plan of re
organization is one which meets the requirements of Section 77B
(b) of the Bankruptcy Act, the deposit of outstanding securities
or the presentation thereof for stamping, may be solicited to evi
dence the approval or acceptance of the plan by security holders,
even though such solicitation takes place prior to confirmation
of the plan, provided that—
Any general power of the reorganization committee under
the plan is or will be limited to a power, subject to the provi
sions of Section 77B, to take such steps and action as may be
incidental to the effectuation of the plan in accordance with the
provisions of that section:
"(2) Holders of stamped or deposited securities will not be
come liable individually nor their securities be subjected to any
lien to pay any expenses or fees in connection with the reorgani
zation, except to the extent that the court may order payments to
be made out of the debtor’s assets in accordance with Section 77P
and
1 Release No. 296.

”(3) The effect of the deposit or stamping of securities
does not create any greater substantive rights, powers, or obliga
tions than those involved in the giving of approvals or acceptances
previously referred to.

”In other words, deposit receipts issued prior to the court’s
confirmation of a plan of reorganization proposed in connection
with Section 77B proceedings need not be registered if their legal
effect is equivalent solely to ’approval' or ’acceptance’ of a plan
of reorganization in those Proceedings.”
Section 77(f)

Bailroad Reorganizations

(Section 77 of the Bankruptcy Act added by Public Ko. 381. 74th Congress
(August 37, 1935))
Section 77 of the Bankruptcy Act provides a procedure for the
reorganization of railroads engaged in

interstate commerce.

It is to

be distinguished from Section 77B which provides a similar procedure for

business corporations generally, including interstate but excluding inter
state railroads. (Compare Section 20(a) of the Interstate Commerce Act,

as amended, and Section 3(a)(6) of the Securities Act of 1933).
The portion of subsection (f) of Section 77 which exempts se
curities issued in railroad reorganizations from certain sections of
the Securities Act of 1933 is reproduced below:

”(f) . . . The provisions of Title I and Section 5 of the
Securities Act of 1933, as amended, shall not apply to the issu
ance, sale or exchange of any of the following securities, which
securities and transactions therein shall, for the purposes of
said Securities Act, be treated as if they were specifically men
tioned in Sections 3 and 4 of the said Securities Act respectively:
(1) all securities issued pursuant to any plan of reorganization
confirmed by the judge in accordance with the provisions of this
section; (2) all securities issued pursuant to such plan for the
purpose of raising money for working capital and other purposes
of such plan; (3) all securities issued by the debtor or by the
trustee or trustees pursuant to subdivision (c) clause (3) of this
section; (4) all certificates of deposit representing securities
of, or claims against the debtor, with the exception of such cer
tificates of deposit as are issued by committees not subject to
subsection (p1) hereof . , .
1 Subsection (p) provides for issuance of certain certificates of deposit
subject to the approval of the Interstate Commerce Commission, and
prohibits solicitation thereof without such approval.

General Comments on Sections 7713(h), 77(f), and Section 3(a)(10)

The. present study by the Securities and Exchange Commission
of the activities and functions of protective and reorganization com

mittees inaugurated pursuant to Section 211 of the Securities Exchange
Act of 1934 may result in a re-examination of the vzhole urocedure nowafforded for the protection of the investor in reorganizations.

Conse

quently, our discussion hps been limited to general principles.
To a large extent the securities exempted by Section 77(f) were

already exempt by virtue of Section 3(a)(6).

However, Section 77(f) Was

so comprehensive ns to include certain securities such as voting trust

certificates, certificates of deposit and short-term obligations, appar
ently not within Section 3(a)(6).
Section 77(f) exempts (1) all securities issued pursuant to any

plan of reorganization confirmed by the court, (3) all securities issued

by the debtor or by the trustee or trustees in the nature of receivers’

certificates, and (3) all certificates of deposit representing, securi
ties of, or claims against, the debtor, except for those issued by com
mittees not subject to the jurisdiction conferred upon the Interstate

Commerce Commission by subdivision (p) of Section 77.

Since the juris

diction conferred by subdivision (p) extends (with certain minor exceptions)
to the solicitation, during the pendency of the proceedings, of the de

posit of securities, and to any use of proxies, authorizations or deposited

securities in such proceedings, it is evident that except to the extent

that there may be a solicitation, prior to the institution of such pro

ceedings, of the exchange or deposit of outstanding securities, Section
77(f) relieves the issuer and all committees from the necessity of

registration.
As regards the status of securities ultimately issuable under

the plan and interim securities in the nature of receivers’ certificates,

Section 77B(h) affords an exemption in respect of non-carrier securities
substantially coextensive with that afforded by Section 77(f).

However,

there is no exemption until confirmation and therefore, as distinguished

from Section 77(f), the exemption afforded to certificates of deposit
is limited to those issued in respect of securities with which it is
proposed to deal under a previously confirmed plan.

However, since Sec

tion 77B obviously requires submission of the plan to stockholders and
the court requires the obtaining of consents, a practical difficulty is

solved by regarding no sale as taking place until the stockholder is bound.

It is therefore recognized that, even without registration or

prior confirmation of a plan, deposit receipts might be issued or securi
ties might be stamped, provided that the issuance of receipts or the use

of the stamping device does no more than evidence the security holder's

approval or acceptance of a plan to be consummated only in Section 77B
proceedings.

The effect of this is that, unless some other exemption is
available for its certificates of deposit, a committee may not, without
the prior registration of its certificates, solicit the deposit of se
curities under a deposit argument giving it power to pledge or deal

freely with the deposited securities or to bind the depositors to a modi
fied plan, either in the exercise of the Committee’s absolute discretion

or because of the security holder’s failure to dissent.
It thus appears that, subject to certain restractions, the
1

See Securities Act Release Ko. 296 (Feb. 15, 1935) previously cited
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securities which it is proposed, to issue only pursuant to a plan con
firmed, prior to such issuance, in a Section 77 or Section 77B proceeding,

may in effect he offered to the old security holders and creditors in

advance of the date of confirmation.
It is doubtful, however, whether a comparable conclusion is

justified in reorganizations for which exemption is sought under Section

3(a)(10) (which states "after a hearing", etc.)1

Where its jurisdiction

permits, a tribunal may, of course, in a proceeding meeting the require

ments of Section 3(a)(10), approve the fairness of the terms and condi

tions of a deposit agreement giving broad authority to a committee, and
after such approval the committee may solicit deposits without registra

tion, at least until such time as it seeks, by promulgation of a plan,

to bind existing or future depositors to a proposed ultimate exchange

of securities«
In considering the necessity of registration in reorganizations
there should be kept in mind the fact that transactions by persons other

than an issuer, underwriter or dealer are exempt (but there may be, of
course, a question of "delivery after sale by the issuer"); and that,

under Rule 3 of the Commission’s Rules as to the use of Form E-l, no sale

is involved in the submission of a plan of reorganization if the security
holder retains or is given a right subsequently to withdraw which is con
ditioned, if at all, only upon payment of not more than his proportionate

share of expenses.

1

See H. R, (Conf.) Rep. Ko. 1838, 73d Congress, 2nd Sees. (1934) 40
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Definition of Section 4(1)

"Section 4.

The provisions of Section 5 shall not apply to

any of the following transactions:

"(1) Transactions by any person other than an issuer,
underwriter, or dealer; transactions by an issuer not in
volving any public offering; or transactions by a dealer
(including an underwriter no longer acting as an under
writer in respect of the security involved in such trans
action) , except transactions within one year after the
first date upon which the security was bona fide offered
to the public by the issuer or by or through an under
writer (excluding tn the computation o.f such year any
time during which a stop order issued under section 8 is
in effect as to the security), and except transactions as
to securities constituting the who e or a part of an un
sold allotment to or subscriptbn by such dealer as a
participant in the distribution of such securities by the
issuer or by or through an underwriter."
The first clause of Section 4, subsection (1) of the Act
provides, in effect, that the provisions of Section 5 shall not apply
to any of the following transactions:

(1) transactions by any person

otherthan an issuer, underwriter, or dealer.

In'order to understand the nature of this exemption, it will

be necessary to consider in detail the question of what is an issuer;
what is an underwriter; and what is a dealer.

"Issuer" is defined by

Section 2(4), and explained by the interpretation thereunder; "underwriter"
by Section 2(11), and the interpretation thereunder; and "dealer by

Section 2(12) and the interpretations under Sections 4(1) and 4(2).

Definition of '’Issuer”
Section 2(4) of the Act defines an issuer as follows:

"(4) The term ’issuer’ means every person who issues or pro
poses to issue any security; except that with respect to certifi
cates,of deposit, voting-trust certificates, or collateral-trust
certificates, or with respect to certificates of interest or shares
in an unincorporated investment trust not having a board of direc
tors (or persons performing similar functions) or of the fixed,
restricted management, or unit type, the term ’issuer* means the
person or persons performing the acts and assuming the duties of
depositor or manager pursuant to the provisions of the trust or
other agreement or instrument under which such securities are is
sued; except that in the case of an unincorporated association
which provides by its articles for limited liability of any or all
of its members, or in the case of a trust, committee, or other
legal entity, the trustees or members therecf shall not be individu
ally liable as issuers of any security issued by the association,
trust, committee, or other legal entity; except that with respect
to equipment-trust certificates or like securities, t)ie term
lissuer’ means the person by whom the equipment or property is or
is to be used; and except that with respect to fractional undivided
interests inoil, gas, or other mineral rights, the term ’issuer’
means the owner of any such rights or of any interest in such rights
(whether whole or fractional) who creates fractional i: terests
therein for the purpose of public offering."

Prior to the amendment of 1934, every guarantor of a security as
to principal or interest was also considered an issuer of the securities

guaranteed for which a registration statement was required.

The defini

tion was changed to constitute a guarantor an issuer only of the guaran
teeing securities and not the securities guaranteed and his only obligation

with respect to registration is to the form, content, and basis of the

guarantee.
Individual liability does not attach to the members of an unin

corporated body which provides in its Agreement of Association for limited

liability of all of its members.

In such cases the liability attaches to

the entity and not to the trustees or committee members composing it.

1

Statement of House Managers after joint conference on 1934 amendments
to the Act - Congressional Record, May 31, 1934, page 10442.

-1M-102In the case of voting trusts, the ’’issuer” is the person or
persons performing the acts and assumin.* the duties of manager pursuant
to the provisions of the trust agreement.^"

in the case of equipment-trust certificates.

A further exception is made
In such cases title is

left with the trustees pending the payment of obligations hy the use of
the equipment.

The credit of the latter has "been relied upon in the

sale of the securities.
issuer.

For this reason the user is deemed to be the

The istuer of fractional gas, oil, or mining rights is the own

er of such a right (whether it be an out-right ownership or merely a

part or fractional interest in the right) who intends to make a public

offering of shares or fractions of a right.
In the case of reorganizations, the registrant is the person

required to sign the registration statement as the issuer of the securi

ties, and the terffi. ’•issuer” includes any guarantor or co-obligor, whether
the liability of such person was incurred by exemption or otherwise.
As applied to the securities of a trust, the issuer is the trust

created by the agreement under which the securities are issued and not the
persons acting as trustees thereunder.

.•r
The change in the definition of the term "issuer" by the elim

ination of guarantors and the corresponding change in the definition of
the term "security" by the inclusion of guarantees of securities have the
effect of making the guarantee a separate security with a separate issu
er to be registered separately.

Before the amendment guaranteed securities would probably have

been registered on statements signed by both the pi-imary obligor and the
1

Release No. 97.
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guarantor, since the amendment is responsible only for registering his
own securities.Frequently there is pressnted the situation of the

same person or persons acting as a committee or as trustees under several
differe nt deposit or trust agreements.

It frequently developes that

each committee or group of trustees under such circumstances is a dif

ferent issuer with respect to each agreement.

For that reason the ex

change of certificates of deposit of one protective committee for the

certificates of deposit of another 'would not be exempt under Section
3(a)(9) even though the personnel of the committees consisted of the same

persons, since there is not the exchange of securities of the "same is
suer".

The principle stated above has sometimes been applied to deny

an exemption to the extension of a voting trust agreement on the theory
that the trust under the extended agreement is a new issuer and cannot

be considered to be exchanging securities with its own security holders.
Where, however, a deposit agreement provides for its extension,

the extension does not create a nexv issuer but may, of course, create

a new security and hence a new offering not entitled to a Section 3(a)(1)
exemption insofar as a solicitation of deposits from those persons not
yet depositing is concerned.

105.
Theory of Underwriting

Section 2(11) of the Act defines the terra, ’’underwriter” to mean
"Any person who has purchased from an issuer with a
view to, or sells for an issuer in connection with, the
distribution of any security, or participates or has a
direct or indirect participation in any such undertaking,
or participates or has a participation in the direct or
indirect underwriting of any such undertaking; but such
term shall not include a person whose interest is limited
to a commission from an underwriter or dealer not in ex
cess of the usual and customary distributors’ ctr sellers’
commission. As used in this paragraph the term ’issuer’
shall include, in addition to an issuer, any person di
rectly or indirectly controlling or controlled by the
issuer, or any person under direct or indirect common
control with the issuer."
It was held in Securities and Exchange Commission v. Saphier,

United States District Court for the Southern District of New York, Dec.
19, 1936, that purchasers of stock with a view to distribution are
"underwriters" where the stock is purchased from a corporation which is

under common control through stock ownership with the corporation issu
ing the stock.

The fact that an issuer acted as a reorganization com

mittee was held not to constitute it an underwriter of bonds issued
pursuant to the reorganization within the meaning of Section 2(11) of
the Act.^

Bearing in mind that a person taking from an "issuer" is an
underwriter within t-he meaning of Section 2(11), it should also be noted

that Section 2(11) provides:
"As used in this paragraph, the term ’issuer’ shall in
clude, in addition to an issuer, any person directly or
indirectly controlling or controlled by the issuer, or any
person under direct or indirect common control with the issuer."
This means that even though the securities in question have been

outstanding for years, the exemption under Section 3(a)(l)^ does not apply
1
2

In the matter of Commonwealth Bond Corp. 18 E.T.C. 635; 1 SEC 13 (1934).
Cf. Section 3(a)(1) post.

to new offerings by underwriters; and under Section 2(11), any person

who buys from or sells for a controlling person occupies the position

of an underwriter, and any offering of the holdings of a controlling

person by or through some third person would involve a new offering by

an underwriter.

Sales of non-exempt unregistered securities by under

writers would, of course, constitute violations of the Securities Act of
1933.
Therefore, if either A or B is in fact tn control of the XYZ

Corporation, or if jointly A and B are in control, and the controlling

person sells or controlling'persons sell jointly, any person acquiring
the securities from them with a view to distribution would be an under

writer,

Any offering of their holdings by or through a third person would

involve a new offering by an underwriter.

The securities which are the

subject of such an offeringshould be registered under the Securities Act
unless some other exemption is available.

Theoretically, the Securities Act contemplates that the regis
tration and prospectus requirements of the Act compelling disclosure,
together with the fraud provisions of Section 17, will serve as a pro
tection to investors against misrepresentation in any selling campaign by
issuers or their agents in promoting new securities.

Actually, if the Act applied to issuers alone, it would be very

easy to sell securities to a dummy who would then unload, with no respon

sibility to anyone else.

To prevent sales and distribution through straw

men, in no way connected with a company (but actually selling for its
-y'l

benefit) it was necessary to broaden the definition of sale to include

"offer" (thus making .in effect any general, offer public financing even

-107though few purchasers -turn up) and to broaden the concept of "underwriter"

to include anyone purchasing from the issuer, its parents, its control
ling stockholders, its affiliates, or other persons controlled or under

common control if the one purchasing is likely to resell.

It may there

fore be a very dangerous thing to buy or sell securities with the intent

of reselling for a profit.

Unless one buys for investment, caro must be

taken to see that one is not buying from an issuer or persons who would
be considered "issuers’* for the purpose of deciding whether the purchaser

was an underwriter.

It would be possible, of course, to buy from a con

trolling stockholder, not knowing your vendor was in control.

Likewise,

it is possible for issuers or controlling stockholders to make a few
isolated sales here and there with no idea of raising capital, or of

violating the Securities Act but more as a matter of accommodation than
anything else.

Yet such a sale might be a sale to an underwriter if the

purchaser intended to resell as soon as he could to make a profit.
Thus it becomes highly important to ascertain the identity of

sellers and the intention of purchasers.

In the absence of the exercise

of due diligence, it might be difficult for a defendant to convince a jury
that his innocence was genuine, particularly if the securities should
shortly afterward find their way into the hands of a large number of per

sons. 1

The phrase "sells for an issuer" in the definition of "underwriter"
has not been given judicial deteimination but indicates that Congress in
tended to require registration for every kind of disposition of the issuer’s

securities where the relationship of principal and agent could be estabfor example,
lished. Thus/if the securities are offered to not more than ten persons
1

Cf discussion under Section 3(a)(1) and Section 4(1) post.
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in a transaction not involving any public offering, persons selling for
an issuer would, not be deemed "underwriters”.

A public offering is a

requisite element of distribution as that term is used in Section 2(11)
of the Securities Act of 1933.

In interpreting Section 2(11) the concept of ’’person" has been
considered as complimentary to the concept of "sale” under Section 2(3).

It is not, therefore, confined to acquisitions for cash, but includes
also acquisition for property, services, and exchanges of securities.

In disposing of securities placed with it as collateral for a
loan, a bank is not acting as an underwriter if the original loan was

in fact a bona fide transaction and if the bank did not originally receive

such collateral with a view to its distribution.

The term "persor" has

been broadly construed to apply only in cases in which the issuer did not

own legal title to the securities purchased.

The acquisition must, of

course, be from an issuer or from someone subject to control by the issuer
and for the purposes of Section 2(11) the term "issuer" is broadened to

include persons controlling, controlled by or under common control with
the actual issuer.

For example, if controlling interests in a corporation ("issuers”

for the purpose of this section) holding options on some of its stock
owned by a bank agree to release the option on condition that the stock

is to be sold to the dealers for distribution, the purchasing dealer would

seem to be an underwriter.

A dealer who is employed by a controlling

stockholder to stimulate activity in an issuer’s securities by buying and
selling the the open market is "selling for" an issuer; i. e. the control

ling stockholder, and is himself an underwriter.

In order to be an underwriter, the person purchasing from the
issuer must have had distribution in view at the time of the purchase.

The person who purchases for investment does not become an underwriter

of such securities by reason of the fact that he may contemplate a dis

position if conditions should arise which’wound render that course de

sirable.

The mare absence of a definite intent to hold for investment

may not render a person an underwriter; it is thought rather that the
view to distribution means a specific intent at the time of acquisition

to dispose of the securities.

A person who has no intent, therefore,

would probably not be an underwriter.

Again, a person who purchases with

a view to distribution may not be an underwriter unless he also partici

pates in such distribution.

It has been thought that where an issuer

makes a public offering to say 100,000 stockholders, the individual stock
holder purchasing for a speculative purpose and with a clear intent to
not
redistribute as soon as possible may, nevertheless/be an underwriter in

the sense that he did not participate in the original distribution and
when the securities reached his hands the distribution as such was sub

stantially complete.

whether the holder of an option to purchase securities from the
issuer is an underwriter depends upon his intent at the time he exercises

the option rather than at the time he secured the option.

However, in

determining whether a person who accepts the pledge of securities as col

lateral for a loan is an underwriter one considers the intent at the time

of such acceptance rather than upon the actual conversion of the collateral.
If the loan transaction is bona fide, the subsequent acquisition of title

to the collateral by the pledgee is not considered the type of acquisition

contemplated by Section 2(11) since it is ’’incidental” to the collection

of indebtedness.

It is thought that more specific language would have

been used if Congress had intended to fetter loan transactions in this
way.

By the inclusion of the phrase ’’sells for an issuer” Congress has

made it unnecessary that the ’’underwriter” have title or be empowered to

convey title, since the concept includes one whose function is simply to
secure a purchaser for the securities offered.
A recommendation of a security may be sufficient action to render
one an underwriter ’’selling for” an issuer if the recommendation is made
pursuant to some arrangement with the issuer or another underwriter.

Ab

sence of payment for such service would not preclude application of the

classification of "underwriter” although, of course, payment of compen
sation would be proof of such an arrangement.

frequently a banker receives

compensation for depositary work in connection with a reorganization.

The performance of mechanical duties would not make him an underwriter
but if he was recommending a plan of reorganization put forward by the

person from whom the compensation is to be received, he is placed in an

ambiguous position where it may be suspected that the recommendation is
the result of an arrangement.

This principle is applicable also to a

newspaper publisher who uses his prestige or influence to encourage the

purchase of his advertised security.
In another case, A and B, controlling stockholders in the XYZ
Corporation propose to work out a plan of capital readjustment whereby
buth offered to exchange their securities with the stockholders of XYZ

Corporation.

B proposed to offer Common for the outstanding Preferred.

In such a case it is possible that a court might hold that A was selling

for B or that both were offering the Common jointly.

In cases where a

company receives the proceeds of sale, it is not necessary that title to
the securities pass from it in order that the person selling might not
be considered to be ’’selling for" the issuer.

Even if the issuer may

benefit only indirectly, nevertheless a real underlying benefit may be
present.

Eor example, an issuer wishes to execute a readjustment under

the Bankruptcy Act.

However, one of the bondholders is in a position to

block the readjustment.

A dealer interested in or in control of the com

pany undertakes to redistribute to the public the bonds in order that the
readjustment may be effected.

In such a case the redistribution is for

the benefit not only of the bondholders but also of the company.

In

view of the purpose thereof, even though such a company would receive

none of the proceeds of the sales, the bondholders or the dealer, or both,
may nevertheless be considered to be ’’selling for” the issuer and hence to
be underwriters of the securities involved.

It follows from the foregoing that where the holder of securi

ties of an issuer proposes to sell part of his holdings to the public

under an agreement with the issuer to turn over the proceeds to it, re
ceiving in turn securities of the issuer in replacement of those sold

by him or being indemnified for any loss sustained in reinstating himself

as a stockholder, it would appear that the security holder is an under

writer.
The "distribution” mentioned in Section 2(11) implies a re-transfer

by sale.

"Where securities are purchased with a view to distribution as

gifts or as a stock dividend, the distributor is not an underwriter.

Con

versely, if the person acquiring the securities from an issuer acquires

them byway of gift, or stock dividend, the fact that he intends to
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immediately sell the securities is immaterial since he has not acquired
from the issuer in a transaction involving a sale.

In other words, there

must be a sale by the issuer to the alleged underwriter and a resale by
the alleged underwriter to the public.

A possible exception to this

point of view is the case where the X Corporation sells its securities
to the Y Corporation, it being contemplated that the Y Corporation shall

immediately redistribute the- X Corporation’s securities to its stockholders

and there has been no vote of stockholders binding the minority to receive
such stock.

Devices to secure indirect distribution without registration
have been met to a certain extent by the rule defining ’’distribution"

printed as Pule 140, the text of which follows:
"A person, the chief part of the business of which con
sists in the purchase of the securities of any one issuer, its
subsidiary and/or affiliate and in the sale of its own securities
to furnish the proceeds with which to acguire the securities
of such issuer, subsidiary and/or affiliate, is to be regarded
as engaged in the distribution of the securities of such issuer,
subsidiary and/or affiliate within the meaning of Section 2(11)."

Section 2(11) reads in part aS follows:

"... such term shall not include a person whose inter
est is limited to a commission from an underwriter or dealer
not in excess of the usual and customary distributors’ or
sellers’ commission."

In Release 530 a rule was adopted which reads as follows:
"(a) As used in Section 2(11) the term ’commission from
an underwriter or dealer’ shall include commissions paid by
an 'underwriter directly or indirectly controlling or controlled
by, or under direct or indirect common control with the issuer.

"(b) As used in Section 2(11) the term '’usual and custom
ary distributors’ or sellers’ commission’ shall mean a commission
or remuneration, commonly known as a spread, paid to or received
by any person selling securities either for his own account or
for the account of others, which is not in excess of the amount

1

Article 4, GenercA Rule®: and Regulations (adopted originally in Release
47), inapplicable unless the securities are purchased from the issuer.
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allowed to other persons, if any, for comparable service
in the distribution of the particular issue; but such term
shall not include amounts paid to any person whose function
is the management of the distribution of all or a substantial
part of the particular issue, or who performs the functions
normally performed by an underwriter or underwit ing syndicate."^-

This rule excludes commission paid to an underwriter or member
of a distribution synicate from the term "usual and customary distribu
tors’ or sellers’ commission".

Consequently a person who receives such

a commission could not be excluded from the definition of "underwriter"
by reason of the commission received.
Since 3(11) reads in part as follows:

" . .As used in this paragraph the term ’issuer’ shall in
clude, in addition to an issuer, any person directly or
indirectly controlling or controlled by the issuer, or any
person under direct or indirect common control with the is
suer."

The important feature of this briefly is that it is limited
to the purpose of defining the term "underwriter".

Thus although a per

son who purchases securities from one in control of the issuing corpora
tion with a view to distribution will be an underwriter, the person in

control of the corporation is not an issuer for the purposes of Section
3(a)(1), Section 4(1), or Section 6(a).

Consequently, if an offering

is made directly by the purchaser in control without the use of selling

agents or dealers, it may be an offering by a person other than an issuer,

underwriter, or dealer and thus be exempt.

However, that is on the as

sumption that none of the purchasers from such controlling person took

with a view to further distribution.

The meaning of "control" ig partially

indicated in the House Committee Report where it is stated that the concept

of control is not a narrow one, depending upon a mathematical formula
1

Rule 141
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of 51$ of voting power, 'but is broadly defined to permit the provisions

of the Act to become effective wherever the fact of control actually

exists.’'"
’’Control” as used in this section means the power to obtain
registration, either alone or acting in consent with other related per
sons.

However, the fact that certain stockhouders could, if they were

to act together, control the corporation and obtain registration, does
not mean that such persons individually possess the required degree of

influence, where distribution is undertaken independently.

In determin

ing whether control exists, stock held in a representative capacity as
well as stock held beneficially must be considered.

It would seem that a person selling securities, or trustees for
an estate, in a controlling position would be an underwriter even though

such trustees were subject to the jurisdiction of the court.

Shares held

by one as trustee may be added to one in an individual capacity to make
up a total giving ’’control" within the meaning of this section.

If a person becomes an underwriter only with respect to securi
ties acquired for distribution, he would not be an underwriter in respect

of part of a block acquired for investment at the time that the remainder
of the block was acquired for distribution.
Title is important when it comes to distinguishing a broker from
a dealer.

The fact that a dealer sometimes acts as a broker does not

prevent his being considered a dealer under the facts of the particular
case.

In general, a dealer has title whereas the broker has not.

How

ever, even though the broker does not take from or sell for the issuer

he is likened to an underwriter so far as the solicitation of orders is
concerned.

1 See H. R. Rep. No. 85, p. 12.
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Definition of ’’Dealer”

Section 2(12) of the Securities Act defines the term ’’dealer"
to mean "any person who engages either for all or part of his time, di
rectly or indirectly, as agent, broker, or principal, in the business

of offering, buying, selling, or otherwise dealing or trading in securi
ties issued by another person."

The definition includes brokers as well as those persons who,

because acting on their own account, come within the more usual concept
of dealers.
Banks may be dealers within this definition.

But an investment

counsel who confines himself to the giving of investment advice is not.
An auctioneer who is regularly in the business of auctioning securities

might well be treated as a dealer, but entitled also to a broker’s ex

emption under Section 4(2).

The question whether he would be a dealer

if he merely acted in a particular case is questionable.

The manager

of a discretionary account might possibly be treated as a dealer although

his transactions do not constitute sales to his principals.
It should be noted that the status of dealer, unlike that of
undorvzriter or broker, does not depend upon a particular relationship
to a particular transaction or series of transactions, but depends upon

the general employment of the person in question.

Thus the fact that in a

particular situation the function of the person is not that of a dealer,
but for example that of a trustee, apparently will not remove the person
from the general class even for the purpose of that transaction.

The

question of dealers and registration by dealers, assuming that a person

-116is a dealer, is discussed further in the consideration of the third
clause of Section 4(1).

Transactions Other Than By Issuers, Underwriters and

Section 4(1)
Dealers

One of the problems arising in the application of this section

is the case of solicitation of sales prior to the organization of the
proposed issuer.

The argument has been advanced that since the issuer

is not in existence the transaction is one not involving an issuer,
underwriter or dealer.^

It would seem, however, that there is actually a sale and that
the first clause of Section 4(1) merely makes registration at that time

unnecessary.

Section 5 is sufficiently broad to cover a delivery after

sale and on the theory of "delivery after sale" it would seem that when

the issuer comes into existence and enters into the transaction, the

exemption is no longer available, and registration is required before
the securities are delivered.

VJhile by no means saying this last theory

was always followed, in the writer’s opinion it is the safest

New corporations are often formed pursuant to a plan of reor
ganization.

Of course the securities of the new corporation may be issued

in a transaction not involving a sale, but as indicated in the discussion

of Section 2(3) freedom to accept or reject may be the test of a sale.
Thus, in instances where a plan of reorganization is proposed
by persons other than the issuer (a corporation to be formed) the follow
ing definition of sale may be important in determining whether there is

2

See Rule 3 to Registration "Form E-l.
In cases of doubt, it is always possible to confer with officials of
the Securities and Exchange Commission. However, it should be remem
bered that the vievs of the Commission are only indicative of the
prospects of ciiminal proceedings. A court might rule differently
in a civil suit, therefore, in close questions, it is preferable to
register even where an exemption might be available. Eor example,
many companies still prefer to register both a convertible security
and the security into which the same is convertible.
See Note 5 to Norm E-l, previously discussed.

-118a sale (to which, the "delivery after sale" theory may apply)or just
a simple deposit or assent.

Form E-l defines a "sale" as taking place:

"(a) When an opportunity to assent to or to dissent or withdraw
from a plan or agreement for reorganization is given on such
terms that a person so assenting or failing to dissent or with
draw within a limited time will be bound, as far as he person
ally is concerned, to accept such securities, unless at the same
time he retains or is given a right subsequently to withdraw
which is conditioned, if at all, only upon his payment of not
more than his proportionate part of the expenses of reorganiza
tion, and

"(b) If the plan or agreement referred to is submitted by, or
with the authority of, the issue of such securities.
"A registration statement for such securities shall,
therefore, be effective before such sale is made*

"If the condition stated under (b) in the preceding
paragraph is absent, either because the proposed issua?is not
in existence or for any other reason, no registration of such
securities is then necessary, in view of the provisions of the
first clause of Section 4(1) of the Act. A registration state
ment for such securities shall be in effect in any event, how
ever, before their sale (including their issue or modification)
by their issuer or dealer.nl

Another problem within the purview of Section .4(1) is raised
by distribution in liquidation.

Where the XYZ Corporation sells its

securities to the ABC Corporation who holds the securities for some length

of time and then declares a liquidating dividend, it is true that the

securities of the XYZ Corporation may ultimately be widely scattered in
the hands of the stockholders of the ABC Corporation.

However, the

transaction whereby the stockholders of the ABC Corporation received
the same consisted of a corporate act by the ABC Corporation and not a

sale by XYZ.

The previous sale between the two corporations was exempted by
the second clause of Section 4(1) as a private offering since it was not
1 Compare Release No. 296, see discussion under Section 3(a)(10).
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contemplated that the ABO corporation would redistribute by way of a
resale to the public.

If, however, instead of liquidating some time in

the future either in whole or in part, it should turn out that the ABC

Corporation would declare a property dividend immediately after its
purchase of the very same XYZ Corporation’s securities acquired from

the issuer, there is danger that the ABC Corporation might be regarded

as being merely the conduit of title and the whole transaction treated
as one.

In that case there would be a sale by an issuer.

Even in such

cases, all possibility of sale by XYZ to the stockholders would be in
sulated or cut off by having the stockholders of ABC take corporate
action to approve the sale of corporate assets to kEZ and thus bind the

minority.
Since the previous theory is still an open question, this would

be perhaps the safest course to follow if distribution to the stockholders
of a corporation of any securities acquired from an issuer is contem

plated within a very short time after such acquisition.
In some cases even transactions by issuers and underwriters not

exempted by the first clause of Section 4(1) are nevertheless not in

themselves subject to immediate registration.

Thus Section 2(3) (i. e.

definition of’’sale”) confers, in effect a transaction exemption by the

device of excluding from the definition of the term "sale" (which other

wise includes an "attempt or offer to dispose of") any "preliminary ne

gotiations or agreements between an issuer and any underwriter."

(But

no such exemption is granted to dealers and even preliminary negotiations

between underwriters were granted no privileged status ).
1
2

See Note 5, Eorm E-l, Release 493.
See Bule 141, General Rules and Regulations interpreting exception to
definition of "underwriter" contained in Section 2(11).
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The sale of parent’s stock by a subsidiary would not constitute

a sale by an issuer, unless the circumstances were such as to lead a
court to disregard the corporate fiction, as for instance vzhere the sub

sidiary was a mere department of the parent, with no independent existence
as a matter of fact.

(Of course the subsidiary might be "selling for"

the issuer and thus bean underwriter or acquire from the issuer with a
view to distribution or sell through underwriters if as controlled per
son it sold to a third person who acquired with a view to further dis

tribution.1 )

Sales by a broker on a stock exchange on behalf of a person in
control of the issuer of the securities sold do not apparently require

registration if they are unsolicited brokerage transactions, even though
the broker is xvithin the definition of "underwriter" because the broker

is entitled to a separate exemption under Section 4(2).

(A direct sale

by the issuer itself on an exchange would of course be a public offering).

The question has been raised, however, whether this is true
where a controlling stockholder is effecting a substantial distribution

of his holdings rather than the sale of isolated amounts.
The argument is that if a true distribution were being effected

by the controlling stockholder, it would be almost inevitable that the
broker executing transactions on his behalf would go beyond the exercise

of those functions normally exercised by a broker in brokerage transac
tions.

1

See Section 2(11).

121.
Section 4(1)

Transactions Hot Involving A Public Offering

The second clause of Section 4(1) exempts from the provisions
of Section 5:
’’Transactions by an issuer not involving any public offering.”

The purpose of the exemption was explained as follows:
"Paragraph (1) broadly draws the lines between distribution
of securities and trading in securities, indicating that the Act is,
in the main, concerned with the problem of distribution as distinguished

from trading ... it exempts transactions by an issuer unless made by

or through an underwriter so as to permit an issuer to make a specific
or an isolated sale of its securities to a particular person, but in

sisting that if a sale of the issuer’s securities should be made generally
to the public that transaction shall come within the purview of the Act."^

Section 203(a) of Public No. 291, 73d Congress, 2d Session, ef
fective July 1, 1934, removed the phrase "not with or through an under

writer and "after the words "transaction by an issuer".

The Commission

has recognized by its interpretations that a "public offering" is neces

sary for "distribution".

Therefore, there can be no underwriter within

the meaning of the Act in the absence of a public offering and the

phrase eliminated was really superfluous.

See 78 Congressional Record

8925, May 12, 1934.

The word "offering" as used in this provision of the Act, im
plies a sale of securities.

A disposition of securities by way of gift

would not be held a public offering. 2
1
2

H. R. Rep. No. 85, pp. 15, 16.
But Section 2(3) is careful to provide in fact: "Any security given or
delivered with, or as a bonus on account of, any purchase of securities
or any other thing, shall be conclusively presumed to constitute a part
of the subject of such purchase and to have been sold for value."

No attempt will be made to ascertain the precise limits of the

exemption afforded to a non-public offering by an issuer.

There is a

border region of considerable extent where the prudent issuer will reg
ister until such time as judicial decision has furnished a reliable guide.

The test frequently suggested is whether the offering is one "which is open
to any person who may desire to purchase.

The leading case on the subject is Nash v Lynde (1929) A. C. 158,

reversing (1928) 2 K. B. 93, where the question was presented as to whether

a particular prospectus had been used under such circumstances as to ne
cessitate that it be in the form required by the English Companies Act

for a prospectus ’’issued to the public’.' Viscount Sumner’s opinion includes
the following statement:

"Anything from two to infinity may serve (as the public);
perhaps even one, if he is intended to be the first of a
series of subscribers, but makes further proceedings need
less by himself subscribing to the whole. The point is
that the offer is such as to be open to anyone who brings
his money and applies in due form, whether the prospectus
was addressed to him on behalf or the company or not. A
private communication is not thus open.”^
An offering to a special class may nevertheless be a public of
fering.

Thus:
"Sales of stock to stockholders become subject to the Act unless

the stockholders are so small in number that the sale to them does not

constitute a public offering."3

1

2

3

See Ex Parte Leach, 215 Cal. 536, 12 P. (2d) 3 (1932); Raynard v State,
19 Ala. App. 281, 96 So. 723 (1923); People v Ruthven, 288 N. Y. Supp.
631 (City Court of Rochester, Crim. Branch, 1936). Cf. State v. VJhiteaker, 118 Ore. 656, 247 Pac. 1077 (1926) in which the Court recognized
that an offering somewhat restricted in character might nevertheless
be public.
Cf. South of England Natural Gas & Petroleum Co., Ltd. (1911) 1 Ch.
573, in which the Court held that there was an offering of shares to
the public "none the less because copies were sent only to shareholders
in gas companies who were the most likely subscribers”.
House Report No. 152, 73d Congress, 1st Session.
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A bona fide private offering is not defeated by the fact that
subsequently
because of other circumstances the securities are. registered under the
Securities Act of 1933.^
On one occasion the Commission pointed out that the word ’’public”

as used in this provision is not limited to offers which are made indis
criminately and open to anyone.

Tor example, an offering confined to the

security holders of a corporation, otherwise the provision exempting ex
changes of securities of the same issuer exclusively would be meaningless.

Hence, the Commission concluded, a contemplated offering to 2,450 employ2
ees would not be exempt.
Although an offering to a rough maximum of twenty-five offerees
has been suggested as sufficiently insignificant to fall outside the con-

cept of public offering,

such a figure does not afford an absolute test

and equal importance may attach to other factors, such as the relation
ship of the offerees to each other and to the issuer, the number and
character of units offered, and the size and manner of the offering.

How

ever, it at least seems clear that, insofar as a numerical test Is employed,

it is the number of offerees, rather than the number of purchasers, which
is material, and that an offering is not rendered non-public merely by
A
restricting it to an issuer's stockholders or employees.
Inasmuch as private offerings are by far the most frequent ex

emption claimed and such transactions are constantly occuring, it seems
that the Commission's point of view on this exemption should be studied

closely.

Ko understanding of the exemption is complete without considera

tion of tSe classic opinion of the General Counsel of the Commissi on as

2
3

See Rule 152, General Rules and Regulations.
See Hart 6, H. T. C. Release No. 9?.
Letter from B. B. Bane, Chief of Securities Division federal Trade Comm.,
cited in Commerce Clearing House, Stocks and Bonds Law Service, Vol. Ill,
par. 2203.03.
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expressed in Eelease 285.

The Release states:

’’The opinion has "been previously expressed by this off ice
that an offering of securities to an insubstantial number of
persons is a transaction by the issuer not involving any public
offering, and hence an exempted transaction under the provisions
of Section 4(1) of the Securities Act. Furthermore, the opinion
has been expressed that under ordinary circumstances an offering
to not more than approximately twenty-five persons is not an of
fering to a substantial number and presumably does not involve a
public offering.
"As a result of such opinions there appears to be developing
a general practice on the part of issuers desiring to avoid reg
istration of their securities to seek to dispose of the same to
insurance companies or other institutions, which, at the time of
purchase, state that they are acquiring such securities for in
vestment and not with a view to distribution.

”1 would call your attention to the fact that in previous
opinions it has been expressly recognized that the determination
of what constitutes a public offering is essentially a question
of fact, in which all surrounding circumstances are of moment.
In no sense is the question to be determined exclusively by the
number of prospective offerees. I conceive that the following
factors in particular should be considered in determining whether
a public offering is involved in a given transactions

”1. The number of offerees and their relationship to each other
and to the issuer.
"You will note that this does not mean the number of actual
purchasers, but the number of persons to whom the security in
question is offered for sale. The word 'offering’ in this sense
should not be Vomited to those cases wherein a formal proposal for
a firm commitmev is submitted. Any attempt to dispose of a se
curity should be regarded an offer. I have very serious doubt
as to whether in many of those cases where it is stated that an
offering is to be made only to an insubstantial number of persons,
there may not be preliminary conversations for the purpose of as
certaining which of various possible purchasers would be willing
to accept an offer of the security in question if it were made to
them. Any such preliminary negotiations or conversations with a
substantial number of prospective purchasers would, in my opinion,
cause the offering in question to be a public offering, thereby
necessitating prior registration of the security in question.

’’Again, in determining what constitutes a substantial number
of offerees the basis on which the offerees are selected is of
the greatest importance. That, an offering to a given number of
persons chosen from the general public on the ground that they are
possible purchasers may be a public offering even though an offering

-125to a larger number of persons who are all the members of a particu
lar class, membership in which may be determined by the application
of some pre-existing standard, would be a non-public offering. How
ever, I have no doubt but that an offering restricted to a particu
lar group or class may nevertheless be a public offering if it is
open to a sufficient number of persons.
"I also regard as significant the relationship between the is
suer and the offerees. Thus, an offering to the members of a class
who should have special knowledge of the issuer is less likely
to be a public offering than is an offering to the members of a
class of the same 3ize who do not have this advantage. This factor
would be particularly important in offerings to employees, where
a class of high executive officers would have a special relation
ship to the issuer which subordinate employees would not enjoy.

”2.

The number of units offered.

"If the denominations of the units are such that only an in
substantial number of units is offered, presumably no public of
fering would be involved. But where many units are offered in
small denominations, or are convertible into small denominations,
there is some indication that the issuer recognizes the possibility
if not the probability, of a distribution of the security to the
public generally. The purpose of the exemption of non-public of
ferings would appear to have been to make registration unnecessary
in these relatively few cases where an issuer desires to consummate
a transaction or a few transactions and where the transaction or
transactions are of such a nature that the securities in question
are not likely to come into the hands of the general public.

"In connection with a consideration of the number of units
offered, I would also consider whether the same or other securities
of the same issuer are being offered at the same time. I feel that
this circumstance has a. bearing on the character of the offering.
"3.

The size of the offering.

"It should be noted that the exemption of Section 4(1) is of
transactions by an issuer not involving any public offering. In
view of this language, it would appear to be proper to consider
not merely the specific transaction or transactions between the
issuer and the initial purchasers, but also the extent to which
a later public offering of all or part of the securities sold by
the issuer is likely. Hen.Ce I feel that this exemption was in
tended to be applied chiefly to small offerings, which in their
nature are less likely to be publicly offered even if redistributed

"For the same reason I feel that a material consideration is
whether the security in -question is part of an issue already dealt
in by the public, either on a national securities exchange or on
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the over-the-counter market or, within the reasonable contempla
tion of the parties, is likely thus to be dealt in shortly after
its issuance. This factor again may indicate whether public dis
tribution of the security in question is likely within a reasonable
time.

”4,

The manner of offering.

"I have already indicated my opinion that the purpose of the
exemption of non-public offerings is largely limited to those cases
wherein the issuer desires to consummate a few transactions with
particular persons. Consequently, I feel that transactions -which
are effected by direct negotiation by the issuer are much more likely
to be non-public than those effected through the use of the machin
ery of public distribution,

"I have gone into this matter at length in order that you may
be apprised of the many elements which in my opinion go into the
determination of what constitutes a transaction not involving any
public offering. There may be some situations where all the fac
tors are so clear that it would be possible to express a definite
opinion. In a situation such as you present, however, I feel that
the offering would be carefully scrutinized by any court before
which it may come and that any letter which purported to describe
the situation, and on which my opinion would necessarily be based,
could not, adequately advise as to the various factors which are
involved.
"I call your attention to the fact that any dealer who might
subsequently purchase from an initial purchaser the securities
which you propose to offer would be required to satisfy himself
that the initial purchaser had not purchased with a view to dis
tribution. If the initial purchaser had purchased with this intent
he vrould be an underwriter, and sales by a dealer of securities
bought by him from such an initial purchaser would, as a general
rule, not be exempt until at least a year after the purchase of
the securities by the dealer. The sale of unregistered securities
to a limited number of initial purchasers, therefore, leads to a
practical situation in which such initial purchasers may have diffi
culty in disposing of the securities purchased by them. Any opinion
which I might render in connection with the proposed offering might,
I fear, be availed of by the issuer or by an initial purchaser as
a means of satisfying a dealer, at a later date, that he might pur
chase the securities in question and market them without risk of
violating the Act. You will appreciate that my opinion would not
actually have this effect, since in the case of each transaction
there would be involved various matters of fact on which I am not
in a position tooexpress an opinion,

"Accordingly, it seems a much wiser policy for me not to ex
press an opinion in the situation which you present as to whether
a public offering is involved."

1
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
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The blue sky laws of a number of states employ the phrase
’‘offered to the public” but in view of the varying statutes construed,

they apply of course merely by way of analogy.

Some of the more inter

esting cases are cited below;
Annotation

"The dividing line between securities which are issued for
the purpose of being offered for sale to the public and those
which are not may not be readily discernible in every instance.
Each case must be decided upon its own particular set of facts
........ The sale of the eleven mortgage notes to the complain
ing witness mentioned in the indictment in this action was not
an isolated transaction between the loan company and said pur
chaser, but was only one of a large number of like sales of like
character made by the petitioner to various other individuals.
Petitioner seeks to limit our inquiry to the one transaction be
tween his companies and said complaining witness but the undisputed
facts as brought out at the trial of the petitioner show that this
sale was simply a part of a general scheme of the petitioner to
float a large issue of mortgage notes and that they were offered
and sold to any person whom petitioners or his force of salesmen
might induce to invest therein."

Ex parte Leash, 12 P. (2d) 3 (Cal. 1932).
"The finding that the interest was sold at a private sale is
beside the point. It is the offering and not the sale which must
be to the public......... The evidence is slim but substantial enough
to warrant a finding (of the existence of a public offering). We
note in it proof of sales of like interests, to other parties,
which, under all the circumstances, would have warranted the
court in drawing an inference that the lessees were offering to
any of the public interested a chance to share in what oil might
be developed in exchange for the money with which to make the de
velopment" .

Black v. Solano Co., et al., 299 Pac. 843 (Calif. 1931).

The defendant wrote a letter to a woman purchaser of securi
ties 'which he was selling, and stated: "If you know of some of
your friends whom you can write to and simply state that if they
still want some of it (interest in electrical device represented
to extract gold from water) you can get them some for a few days
as we are putting on another kind of a machine which will require
a little more money, but be careful and not elaborate on the thing
too much or your efforts might be taken as bordering on salesman
ship ."

-128The court held: "This evidence was competent to show that
defendant was dealing with these ’units of interest* and offering
them, for sale to the general public."
State-v. Shiteaker, et al. 118 Ore. 656, 247 Pae. 1077 (1926).

Newspaper advertisements as public offering
Advertisements in a newspaper are held to constitute a public
offering of stock.
Robertson v. Business Boosters’ Country Club 212 ALa. 621, 103 So.
576 (1925).

In the case of Securities and Exchange Commission v. Federal

Compress and Warehouse Company, et al., the United States District Court

for the Western District of Tennessee, on November 13, 1936, denied a
motion of the Commission for a preliminary injunction restraining the de
fendants from the further distribution of unregistered stock in violation
of Section 5 of the Securities Act of 1933.

This action was taken not only on the grounds of hardship and
irreparable damage but also on the grounds that there was probably a

private offering.
The court emphasized the fact that a great portion of the com

pany’s stockholders resided in Memphis and in that immediate territory,

and most of them knew either personally or by reputation, the officers
and directors of said corporation and all of them, the court thought, had

full opportunity to become familiar with the affairs and conditions of
the company through their contacts with said officers and directors,

statements sent to them from time to time, and otherwise.

The court pointed

out that the Commission’s own Release 285 admitted that an offering to a

special class might be private.

It was argued that the offering to the

stockholders was such an offering.
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The court said:

"A. public offering is essentially a question of fact, in
which all surrounding circumstances are of moment; in no sense
is the question to be determined exclusively by the number of
prospective offerees. The debate in the Senate shows that but
for the assurance given by the Chairman of the Conference Com
mittee in charge of this Bill, the conferees, were unanimous that
sales of stock to employees, without restriction as to number,
would not fall within the registration provisions of the Act, the
amendment of Senator Hastings would have been enacted. The rea
son for excluding from the operation of the Act such a class or
group is the opportunity-which it is claimed they have for becom
ing familiar with the affairs of the corporation so that there is
no danger of imposition on them. Such reason applies with far
greater force to stockholders."
However, there were other portions of the discussion in Congress

that the court did not mention.
Among the amendments to the Securities Act proposed at the time
of the adoption of the Securities Exchange Act of 1934 was one exempting

offerings to an issuer’s own employees.

The conferees eliminated this

amendment on the express ground "that the participants in employees’

stock-investment plans may be in as great need of the protection afforded
by availability of information concerning the issuer for which they work

as most other members of the public."^
This expression of intention would appear to be entitled to greater

weight than the statement of Senator Fletcher, in debate on the amendments,
that he understood the proposed amendment had been rejected in conference
g
because such an offering would not constitute a public offering.

The court also overlooked a very important point, the intent of
the purchasers.

A special class may be an indication of a private offer

ing, but such a theory applies only if there is no distribution beyond

2

H. R. (Conf.) Rep. No. 1838, 73d Congress, 2d Session (1934) 41.
See 78 Cong. Rec. 10490 (June 1, 1934).
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A sale to even, one person may be a public offering.

The issuer

may even offer to none but one, sell to that one, and still have a pub
lic offering.

This is because there are really two points of inquiry

(whereas court only considered one);

(1) the number of persons solicited

by the issuer (of course the more special the class, the more intimately

acquainted with the company, the less likely there is a public offering;

or, conversely, the larger the number of offerees required to make a pub

lic offering) and (2) the number of persons solicited by the purchasers
(or the number of persons to whom such purchasers intend to offer).

This last point is almost universally overlooked.

Yet the fact

remains that if any one purchaser intends to offer to any substantial
number, there is a public offering because such a purchaser is an under

writer and resales by him would amount to a process of redistribution.

Duty of vendor to ascertain intent of purchaser
As previously pointed out in our remarks on underwriting, since
any purchaser may by offering to resell the securities purchased to a

large number of people, be an underwriter, a sale by the issuer to a small

number of persons may nevertheless be a public offering.

The issuer should

be careful not to be particeps criminis to any distribution by taking

every precaution to ascertain the real intent of the purchaser before

selling.

Thus, many corporations in selling to their officers and employ

ees obtain written statements or conti’acts to the effect that any shares

purchased are being purchased for investment.
Companies selling securities in transactions alleged to be private

offerings, perhaps not realizing the duty to inquire, o.ften report the

•131sale to the Commission and. then are surprised, and. sometimes resentful

at the detailed questions asked.

The better practice would be never to

report a sale without also reporting (1) the number of offerees as well
as the number of actual purchasers, (2) their relationship to the issuer,

(3) whether or not the purchasers acquired the securities for investment
or with a view to their further distribution.

Such an explanation would

do much to eliminate voluminous correspondence on Securities Act questions
and any claim of a private offering exemption which states any less is an

expression of opinion, a conclusion rather than the basic facts from
which the conclusion may be reached.

These remarks are made because many

transactions, undoubtedly exempt are carelessly admitted or reported
with facts so meager that an exempt transaction seems to be a prima facie

violation.

could be better

The time spent in

utilized in the investigation of real violations.
Again, I would like to point out that possibly the failure to

properly report, the claim of a private offering exemption may be due to

the fact that many companies fail to realize the importance of not only
ascertaining the purchaser’s intent but reporting the results of that in

vestigation.
While conceding that an offering to a special class, such as

stockholders or employees, may permit a far larger number of purchasers
than the private offering exemption as applied generally, regardless of

who the purchaser may be, the registrant cannot fairly claim to have re
stricted the offering to the class unless every precaution is taken to
ascertain the intent of the purchasers.

The following hypothetical dis

cussion with a registrant vdio denies, the duty of an issuer to inquire
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will illustrate the point.

General Counsel:

“There is some question in my mind, whether exemption

under Section 4(1) of the Securities Act is available if at the time

of exercise of the options granted by you the optionees purchase the
stock with a view to the public distribution thereof.

The fact that

the corporation seeks to register the stock on the New York Stock Ex
change makes all the more possible the exercise of the options with a
view to distribution of stock not registered under the Securities Act.
Under the present option agreement there is no restriction upon the

disposition of the stock by the optionees.

“In view of the above, these alternatives suggest themselves:
first, to register the optioned shares under the Securities Act;

second, to amend the option agreement to provide for either (a)

that each optionee will agree that in exercising the option he will

purchase the stock for investment only and not with a view to the
public offering or distribution thereof, and at the time of exercise
will furnish the company with satisfactory evidence of the fact, or

(b) that the option will be exercised only after registration under
the Securities Act of the shares subject thereto, which registration
the company agrees to effect bn demand of any optionee."

Registrant:

“The corporation is merely making it possible for a small

selected number of employees to acquire stock interests.

sue surely does not involve any public offering.

Such an is

The offering referred

to in Section 4 must mean the offering by the issuer, and if so, there
is no public offering in this case."

General Counsel:

If at the time an option is exercised the optionee takes

-133the stock from the company with the intention of offering it to the

public he will be in the position of underwriter under Section 2(11)
of the Securities Act, and sales by such optionee would not be exempt

transactions under Section 4.

Consequently if such sales were to in

volve the use of the mails or any means of interstate commercre they

would come within the prohibitions of Section 5.

Sales made over the

New York Stock Exchange would almost certainly involve such use of
the mails or interstate commerce.

Therefore, I must reiterate the al

ternative courses suggested and I would appreciate being advised what
course the company proposes to take.”
Registrant: 'The option agreement contemplates that the stock may be is

sued by the issuer to a very limited, number of persons, comprising a
definite class, that is, certain named officers and executives.

We sub

mit that, on its face, the transaction is not and does not involve a

public offering by the issuer.

Tfe do not see that the intention or

state of mind of the prospective purchasers of the stock is at all

material, inasmuch as it appears from the very nature of the transac
tion that the issuer does not contemplate an offering to any person or

persons not included within the limited class of optionees.”
General Counsel;

"It appears that you have neglected to give due consid

eration to the provisions of Section 2(11) of the Securities Act, which

defines the term "underwriter".

An underwriter is one who purchases any

security from an issuer with a view to the distribution thereof.

Thus,

if the optionees exercise the options with the intention of disposing
of the stock to the public, they will become, in my opinion, underwriters,

-134-

and offerings by them, will come within the registration requirements
of the Act.

In this connection, I call your attention to the fact

that Section 4(1) affords no exemption to transactions by underwriters.”

Registrant;

"It is impossible for the issuer to predict what will be

the intention of the optionees in exercising the options.

If your

theory were followed to its logical conclusions, then it would be im

possible to have any issue which did not involve a public offering.”
General Counsel;

differ.

"There appear- to be two principal points on which we

The first concerns the time at which the underwriters become

underwriters, if at all.

The second involves the responsibility of the

issuer to determine whether or not the optionees take the stock with

a view to distribution and not for investment.

With reference to the

first, the time at which the options are exercised would seem to be the
controlling consideration in determining whether the optionee is an

underwriter, for if at this time he exercises his option with a view
to distribution, he will come within the definition of an underwriter
under Section 2(11) of the Act.

With reference to the second point,

it is my opinion that the issuer must take reasonable care to ascertain
whether or not the optionee will come within the definition of an under
writer.

If the person who purchases from the issuer does so with a view

to distribution, and if the issuer has reason to believe that the se

curities are taken for such purpose or has failed to make reasonable
inquiry as to this matter, the transaction by the issuer is not, in my
opinion, entitled to the exemption provided for by the second clause

of Section 4(1)."

-135In. Release 603 the burden, to use due diligence generally was

set forth in an opinion of the General Counsel which was published by the
Commission.

The release warns that a mere statement by the initial pur

chaser at the time of his acquisition that such acquisition was for in

vestment is not conclusive as to his actual intent.

The opinion suggests

that among the relevant factors which should be considered by a dealer

in determining whether he may lawfully participate in the sale of such

securities are the relations between the issuer and the initial purchaser,
the business of the latter, and the length of time elapsing between such

acquisition and resale to the dealer.1
•L "I call your attention to my opinion set out in the next to the last
paragraph of Release No. 825, which states in substance that the answer
to your question depends upon whether the initial purchaser acquit ad the
securities with a view to distribution and further points out that if
his acquisition was with such intent, he would be an underwriter, so that
in general sales by dealers of securities bought from him would not be
exempt from registration.
"You will appreciate that the intent <± the purchaser at the time of
acquisition is a question of fact upon which you must satisfy yourself,
and upon which I can express no opinion.
"I wish to make clear, however, that I do not believe the fact that
the initial purchaser has stated that his original purchase was for in
vestment and not for resale is necessarily conclusive on this question.
In my opinion, there should be considered such other factors as: (1)
the relation between the issuer and the initial purchaser; (2) the
business of the latter, as for example, whether such purchaser is an
underwriter or dealer in securities, and, if not, whether the purchase
of such a block of securities for investment is consistent with its gen
eral operations; and (3) the length of time elapsing between the acquisi
tion of the securities by the initial purchaser and the date of their
proposed resale.
"Of course, if the securities in question were in fact purchased by
the initial purchaser for investment rather than for resale,dealers’
sales thereof to the public would not necessitate registration under
the Securities Act.
"In conclusion, I feel that I should point out that even though a
dealer is satisfied that a particular block of unregistered securities
was bought by an initial purchaser for investment, he nevertheless takes
the risk that, if his determination is incorrect, sales by him of such
securities will be in violation of the registration requirements of the
Act."
Release 603.

It can readily be- seen from, the foregoing that it is very
difficult to determine whether as a matter of fact a private offering

The General Counsel's office has

exemption exists in a particular case.

in some cases indicated that the exemption was not available, but a uni

form policy is followed of not definitely stating that it is.

The Com

mission cannot undertake to indicate the specific steps which should be
taken in every individual case to insure that no violation of the Securi
ties Act of 1933 is involved.

of this kinfl-

There is no recognized procedure in cases

It is incumbent upon the issuer to take such steps as seems

to it, under all the circumstances, reasonably necessary to assure itself

of the fact that the purchaser does not propose to redistribute in a pub

lic offering shares acquired by him.

If, upon the exercise of due diligence

the issuer (or vendor) feels that it is in a position to make a statement

that of its own knowledge the purchaser does not intend to redistribute
that would be in most cases sufficient.

Of course the matter is largely

a question of fact dependent upon the circumstances known peculiarly to

the issuer alone.

The issuer who sells subject to the foregoing precautions (and

who can so establish the same) will have probably relieved itself of lia
bility should the purchaser actually redistribute even thougu. the purchaser

may himself be held as an underwrite?'.

.Again, it can not be reiterated too strongly that in determining
whether or not a public offering is involved, it is necessary to consider

all the offerings intended to be made either by the issuer or by the per
sons directly or indirectly purchasing from the issuer,

apparently if

a purchaser of a single bond from an issuer acquires it with the purpose

known to the issuer, of issuing certificates of participation therein
in a public offering, a public offering of the bond would be involved;

and where stock is subject to outstanding options, issuance of the stock
against the exercise of ’such options will require its registration, if the
exercise is made with a view to distribution.

If the direct offering by the issuer is such that in itself it

involves no public offering, the availability of the exemption to the is
suer, in case resales are made, has been held to depend in part upon its

intent or knowledge.

Thus the exemption apparently will apply in favor

of the issuer if the persons purchasing are buying, so far as the issuer

knows and can reasonably ascertain, for investment purposes.

This involves

an obligation on the part of the issuer to make reasonable efforts to ascertain the purchaser’s purpose.
The length of time for which the purchaser agrees to hold (or
actually does hold) the securities without disposition thereof is of evi

dentiary value on the question of the intent of the purchaser to take for
investment or with a view to subsequent distribution but of course is not

of itself conclusive.

If the purchaser may not resell without the issuer’s

consent, there is still the question of under what circumstances such
consent was or may be given.

If the purchaser states or agrees that the purchase is being made

without a view to further distribution, this obligation is apparently re
garded as satisfied, assuming, of course, that the issuer has no reasonable
1

“

A public offering is a requisite element of ’’distribution’’; therefore,
if the purchaser from the issuer acquires with an intent to distribute
only to several known investors, there is not "a view to distribution”
in the technical sense.
The fact that because of preemptive rights the issuer may be precluded
by law from offering its securities to outside investors without first
making an offering to its existing stockholders does not make the offer
ing to stockholders any less a "sal^'or any more exempt under Sec. 4(1),
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grounds for doubting the bona fides of the purchaser’s statement.
In the case of stock purchase warrants, although the original

distribution of the warrants may be so limited as to involve no public

offering, if the warrants can be transferred, the issuance of securities
against their exercise may not enp'oy the exemption.

With respect to sales effected on an exchange, it seems that a
public offering is present, inasmuch as such offerings, since open to any

member of the exchange for the account of any customer, clearly cannot

be considered non-public.
It is frequently necessary to decide whether two more dispositions

of securities are to be regarded as part of the same transaction or may be
regarded as separate, so that perhaps one may be entitled to the exemp

tion even though the others may not.

Under ordinary circumstances the

fact that part of an issue is sold in a public offering would be sufficient

to prevent a connected sale of securities of the same issue to a single

person from being considered a private transaction.

Thus all securities

the sale of which is contingent upon the sale of securities to the public
are considered as part of a public offering.

On the other hand, when cer

tain securities are issued to promoters and organizers for property, such
disposition has been treated as private (the promoters not intending to
distribute) although other securities of the same class were to be offered

for cash to the public.

The general principle is, ofcourse, that if the

transaction is in fact continuous the issuer may not attempt to regard

each sale as an isolated unit in alleging a private offering.
In computing the number of offerees, offerees outside the United
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States and in foreign countries are nevertheless included, since the defi

nition in Section 2(7) of ’’interstate commerce" is so interpreted.

The person purchasing from an issuer in a private offering need
not have a definite intent to hold the securities for an interminable

period, or any intent at all.

VJhat is required is that there be no definite

intent to resell by way of distribution.

If so far as -the issuer knows

(or should have known) the purchaser has no intention of generally dis

tributing the stock to the public, the fact that sometime in the future
the parties realize that a change of circumstances may compel the purchaser

to dispose of his stock by other means is immaterial.

"Distribution" car

ries the concept of resale but resale of an extended character, which
places the purchaser in a position different from that of an investor
who may later sell "over a long pull" to realize gains or cut losses rather
than the position of a person purchasing and selling with the purpose of
making a speculative or promotional turnover through the sale of the se

curities in small lots to a number of persons.

In the absence of any defi

nite proof of a bona fide change of intent (such as change of circumstances,
threat of bankruptcy, necessity for funds to pay taxes, etc.) the length
of time securities are held before resale is highly evidentiary.

Because of the extreme factual, difficulty presented in the deter
mination of private offering exemptions it has been suggested that the
Commission by rule (pursuant to the authority conferred on it by Section

19 to define technical terms) draw up a definition defining a public offer

ing to include any offering of a security in or exchangeable into denomina
tions which would permit at any time the security or securities constituting
such offering to be held severally by more than, say, ten persons.

Such
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a definition, would make a million-dollar- bond issue a public offering

even though the entire issue were sold initially to less than ten persons
if the trust indenture permitted the issuance of bonds in denominations

of less than >^100,000.00.

In other words, the rule would require the

private offering to be a genuine private offering—an offering that could
not normally be held by more than ten persons at any time.

The proposal was never acted upon.

There is some doubt whether

the Commission could by rule make something a public- offering which in

fact was not.
tion.

It would be more orthodox to amend the statutory defini

However, such a rule would work much hardship on corporations de

siring to stimulate executive ability by granting stock purchase priviledges
to a very few selected employees in bona fide transactions.

It would also

■stop private financing through banks and insurance companies.
In view of the factual difficulties of each individual case, the

Commission as a matter of policy does not give a definite opinion that
such exemption is available.

Perhaps a better understanding of the present

exemption will come through legal evolution by judicial inclusion and ex
clusion.

*14'0=The third clause of Section 4(1) exempts:

"Transactions by a dealer (including an underwriter no longer
acting as underwriter in respect to the security involved in such
transaction), except transactions within one year after the first
date upon which the security was bona fide offered to the public
by the issuer or by or through an underwriter (excluding in the
computation of such year any time during which a stop order issued
under Section 8 is in effect as to the security), and except trans
actions as to the securities constituting the whole or part of an
unsold allotment to or subscription by such dealer as a participant
in the distribution of such securities by the issuer or by or
through an underwriter."
Section 203(a) of Public No. 291, 73d Congress, 2d Session, effec

tive July 1, 1934, substituted the word "first” for the word "last" pre

ceding the word "date".

This amendment was made to correct an error,

making it clear that the original date of the public offering is the date
from which the year is to be calculated during which a dealer is bound

to supply no customers with a prospectus.*
Dealer*s transactions

Recognizing that a dealer is often concerned not only with the
distribution of securities but also with trading in securities, the dealer
is exempted as to trading when such trading occurs a year after the public
offering of the securities.

Since before that year the dealer mig.rt easily

evade the provisions of the Act by a claim that the securities he was of
fering for sale were not acquired by him in the process of distribution

but vrere acquired after such process had ended, transactions during that

year are not exempted.

The period of a year is arbitrarily taken because,

generally speaking, the average public offering has been distributed within
a year, and the imposition of requirements upon the dealer so far as that

year is concerned is not burdensome. —H. R. Rep. No. 85, 73d Cong., 1st Sess.
See 78 Congressional Record 8925, may 12, 1934, and H. R. Rep. No. 1838
73d Cong. 2d,Session.

r140aThe statutory standard was necessary because, as a practical

matter, it would be impossible to determine when distribution by all

dealers was complete.

However, in aid of the test, provision was made to toll the
one year period for any time during which a stop order was in effect,
and to exclude from the exemption transactions, even after the expira

tion of the one year period, in securities in fact constituting part
of an unsold allotment acquired by the dealer as a participant in the

distribution by an issuer or underwriter.

On the other hand, it was

provided that the exemption for transactions more than one year after

the public offering should extend even to transactions by dealers who
had acted as underwriters in the distribution of the security in ques

tion, provided such dealers were no longer acting as participants in
such distribution.

Underwrit er’s tran sactions
Transactions by an underwriter are not exempted.

It is true,

however, that there is a point of time when a person who has become an
underwriter ceases to exercise any unfl erwr'i ting function and, therefore

ceases to be an underwriter.

"When that point is reached, such a person

would be subject only to whatever restrictions would be imposed upon

him as a dealer.^
Dealers who sell securities owned by a person who purchased

from an issuer may be distributing for an underwriter unless they use

due diligence in investigating so-called ’’private offerings”.

General Discussion of Dealer's Exemption
The following comments are made by Chester Lane and Allen E,
-L

See H. R. Rep. Ho. 85, 73d Congress, 1st Session.
See Release Mo. 603.

—140t>Throop in. their article entitled ’’Some Problems of Exemption. Under
the Securities Act of 1933"
"It is to be noted that the one-year period during which,
the dealer’s transactions are non-exempt is predicated upon a
public offering by an issuer or underwriter, and that it is the
first date of such offering which starts the running of the
period. The following results are therefore implicit in the
provisions of Section 3(a)(1) and Section 4(1), as they relate
to transactions in outstanding securities by dealers not acting
as participants in the distribution:

First: As to securities sold or disposed of by the issuer or
made the subject of public offering before July 27, 1933:
Dealers''transactions are exempt, regardless of any new public
offering of such securities by the issuer or by an underwriter.
Second: As to securities privately offered, but not sold or
disposed of, before July 27, 1933: Dealer’s transactions are
exempt until there is a public offering of such securities by
the issuer or an underwriter, whereupon such transactions become
non-exempt until one year after the first date of such public
offering.

Third: As to securities firpt publicly offered on or after July
27, 1933: Dealers' transactions are non-exempt until one year
after the first date of such public offering, and are thereafter
exempt.
Fourth: As to securities offered privately on or after July 27,
1933 and not previously the subject of public offering: Dealers’
transactions are exempt until there is a public offering of such
securities by the issuer or an underwriter, whereupon such trans
actions become non-exempt until one year after the first date of
such public offering.

"Whatever may be the theoretical possibility of the earmarking of issues, it is a practice which issuers have in fact
not followed. , . . As a practical matter, therefore, the dealer
in a security of a class, pome portion of which has first been
publicly offered by the issuer or an underwriter xvithin a year,
utilizes the mails or interststate commerce at his peril in con
nection with the offering or delivery of such security unless he
furnishes a prospectus meeting the requirements of the Act at the
time required by the Act. (If the dealer fails to deliver a pros
pectus, he takes the risk that the purchaser may at some future
date trace the purchased shares to their origin and show them to
be shares which ■were the subject of the public offering. In such
4 Law and Contemporary Problems 89 (quarterly published by School of Law
Duke University).

a case Section 12(1) would afford, a purchaser a right to rescind,
his purchase or recover damages from, the dealer.) Insofar as
transactions on registered national securities exchanges are
concerned, a practical solution of the problem has been afforded
by the adoption by the Commission of a rule providing for the
furnishing to the exchange of an adequate supply of prospectuses
which are kept available to the public by the exchange (i. e.
Rule 153). It should be carefully noted that this rule is in
applicable to transactions otherwise then on an exchange, even
though the security in question is registered under the Securi
ties Exchange Act.”

In cases of possible violation of the Securities Act, national
securities exchanges have often either refused to certify, or have, be

fore the effective date, withdrawn their certification to applications

for the listing and registration of securities filed with the Commission under the Securities Exchange Act of 1934.

Since under Section

4(1) of the Securities Act of 1933, as amended, the exemption of trans

actions by dealers is restricted so as not to extend to transactions
occuring within one year after the first date upon which the security

in question is bona fide offered to the public by the issuer or by an
underwriter, the Exchange would obviously be justified in withholding

any certification to the Commission of securities for listing and reg

istration, in order to prevent its members and other dealers from be
coming subject to the liabilities imposed by the Securities Act in

respect of non-exempt transactions in unregistered securities.

1
®

48 Stat. 881.
Similarly, the Commission has adopted the policy of refusing to accel
erate the effective date of applications for registration under the
Securities Exchange Act of 1934 where there is any question of a possible
violation of the Securities Act of 1933.

i
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Section 4(2)

Exemption For Broker's Transactions

Section 4(2) provides that the provisions of Section 5 shall

not apply to any of the following transactions:
"Brokers’ transactions, executed upon customers' orders
on any exchange or in the open or counter market, but not the
solicitation of such orders."

Ordinary brokerage transactions are exempted.

Individuals

may thus dispose of their securities according to the method which is
now customary without any restrictions imposed either upon the individual,

or the broker.

This exemption also assures an open market for securi

ties at all times, even though a stop order against further distribution

of such securities may have been entered.
Purchasers, provided they are not dealers, may thus in the event
that a stop order has been entered, cut their losses immediately if

there are losses, by disposing of the securities.
On the other hand, the entry of a stop order prevents any fur

ther distribution of the security.

See H. R. Rep. No. 85, 73d Congress,

1st Session.

"The phrase 'but not the solicitation of such orders' in Section
4(2) of the Securities Act of 1933 is properly to be construed to remove the

exemption for 'brokers’ transactions executed upon customers' orders
where the broker has solicited the order."

In the matter of Brooklyn-

Manhattan Transit Corporation 1 S. E. C. 147, June 4, 1935, Release No.
260 (Securities Exchange Act Series) June 6, 1935.

It was at first held that, in the type of transaction specified

in Section 4(2), not only the broker but also his customer was included

in the exemption, even in the case where an issuer proposed to sell its

own securities through a broker.
On March 13, 1934 (in the same opinion explaining the necessity

for registering treasury stock) the Commission reversed its position.
The Commission’s present position is that the exemption does not apply

to the customer’s part of the transaction, and that an issuer would have
to register its securities before selling them through a broker on a stock

exchange.

The position has also been taken that the exemption, if avail
able, extends only to the broker’s end of the transaction, and that

therefore an issuer or underwriter selling through a broker would still
be subject to Section 5.

2

Even if the broker is an over-the-counter broker, such sales

are dangerous.

In the Brooklyn-Manhattan Transit Corporation case

3

the

Commission said:
'•Where sales are made to brokerage houses, sellers
must reasonably anticipate that they are dealing with agents,
and that the latter may use the mails for purposes of delivery
to their customers.

"It is also immaterial whether the agent uses the
mails to deliver to an interstate or intrastate address, since
the Act prohibits the use of the mails regardless of geographi
cal boundaries. The underwriters and dealers in these cases,
therefore, must be held to have, at least indirectly ’caused’
the use of the mails by their sales to agents who delivered by
mail to the purchasers.
In other words, so far as the customer is concerned, he must
rely on an exemption available to himself personally.
1 F. T. C. Release No. 131.
2 F, T. C. Release No. 131 (March 13, 1934).
3 1 S. E. C. 147.
4 Brooklyn-Manhattan Corporation case supra.

If the customer
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is an issuer (and it is conceded that the offering on the stock exchange
would be a public offering) no exemption is available to the customer.
On the other hand, if the customer is a controlling stockholder selling

directly and not through a third person, it would seem that the customer’s

part would be exempt as a transaction not involving an issuer, underwriter
or dealer

1

and the broker could claim exemption under Section 4(2).

p

The occurrence of any solicitation is effective to defeat the
exemption not only for the act of soliciting but also for the transaction

effected pursuant to the order solicited.

The fact that the solicitation

is effected without any use of the mails or interstate commerce is im-

material if the sale itself is subject to the Act.
In an opinion of the General Counsel published by the Commission

February 9, 1937^ it was indicated that the solicitation of broker orders
by means of circular letters impliedly suggesting action by calling at

tention to certain aspects of a security and offering service as a
’’buying agent” would constitute a ’’sale” of such securities within the
meaning of the Act, and that consequently any use of the mails or inter

state commerce in making such a solicitation prior to the effective date
of the registration of the securities in question would involve a viola
tion of Section 5(a)(1) of the Act, unless some exemption were available.
The opinion further pointed out that the exemption for brokerage trans

actions is clearly unavailable for solicitations of brokerage orders.

First Clause Section 4(1).
It has been argued that a distinction should be made between individual
brokerage transactions and wholesale selling. Consequently, if a con
trolling stockholder were selling a substantial portion of his holdings
the broker executing the transaction in his behalf might be regarded
as performing functions beyond those normally exercised by brokers so
that the exemption would be unavailable.
3 Brooklyn-Manhattan Transit Corp., 1 S. E. C. 147, 171-172 (1935) Securi
ties Exchange Act Release No. 260, June 6, 1935.
4 Securities Act Release No. 1256.
2
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The grounds for holding that the broker’s exemption does not

apply to the customer’s part of the transaction was found in the House
Committee Report'1' which stated:

’’Paragraph (2) exempts the ordinary brokerage trans
action. Individuals may thus dispose of their securities ac
cording to the method which is now customary without any
restrictions imposed either upon the individual or the broker.
This exemption also assures an open market for securities at
all times even though a stop order against further distribution
of such securities may have been entered. Purchasers, provided
they are not dealers, may thus in the event that a stop order
has been entered, but this loss immediately, if there are losses,
by disposing of the securities. On the other hand, the entry
of a stop order prevents any further distribution of the security.”
The statement in the House Committee Report indicated that deal
ers (in the period of one year after the date of public offering) would
be unable to sell, through brokers, securities for which no registration

statement was in effect, and it naturally followed that the same restric
tion must apply to issuers and underwriters.

No inconsistency therefore appears in taking the position in

Release No. 131 that in the application of Section 4(2) no distinction

is to be made between offerings of unissued stock and offerings of trea

sury stock.
The term ’’brokers’ transactions” is limited to those transactions

in which a person acts as broker, or agent for another.

The status of

’’broker", for the purpose of this exemption is based upon a relationship
existing with respect to the particular transaction.

The test for the application of the exemption seems to be whether
the transaction is in fact an ordinary brokerage transaction, in which
ordinary brokerage duties are performed on the ordinary commission basis.

1

H. R. Report Nov 85, p. 16.
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If so, tlie fact that the broker is also an underwriter will not destroy
the exemption.-1- Equally it follows that the exemption does not apply to

a ’’broker” when selling a principal.
As the question of what constitutes a solicitation

it would

seem that any advertising by a stock-broker concerning any particular

security, and the giving of data or advice in that capacity, as to any
particular security (unless the data or advice were requested by the

client) might be construed to be a ’’solicitation of orders” within the
meaning of Section 4(8).

It would seem that any attempt by a broker to induce the purchase
of an identified security is a ’’solicitation” of an order within the
meaning of this section.

On the other hand, solicitation of an order

to buy unidentified securities (as solicitation of genuine discretionary

3
amounts) would not defeat the exemption.1*4

1 However, if the broker knows that he is acting for an issuer, his par
ticipating in a violation of the Act by his principal may subject him
to criminal liability for aiding the commission of a felony.
. See Release No, 1256.
® For a detailed discussion of the problem of primary and secondary dis
tribution and of sales generally by brokers and dealers see ’’Some
Problems of Exemption under the Securities Act of 1933” Throop & Lane
4 Law and Contemporary Problems 115-127 and Article on ’’Public Offering
by Doublas and Bates 1 University of Chicago Law Review 283 (1933).
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Section 3(a)(11)

Exemption of Securities Locally Distributed

As first drafted the Securities Act extended only to sales

in interstate commerce’1’ but as finally drafted, prohibited the use gen
erally of the mails or instrumentelities of interstate commerce in the
sale of securities, unless such use was in the restricted fashion now

permitted by Section 3(a)(11) and as originally set forth in the old
Section 5(c).^

The present corresponding exemption (substituted for Section
5(c) by the 1934 amendments) is Section 3(a)(ll) which exempts from

the provisions of Section 5:
’’Any security which is part of an issue sold only
to persons resident within a single State or Territory, where
the issuer of such security is a person resident and doing
business within, or, if a corporation, incorporated by and
doing business within, such State or Territory."

The above exemption was added to Section 3(a) by Section 203(c)

of Public No. 291, 73d Congress, 2d Session, effective duly 1, 1934.
The primary purpose of the amendment is to make clear that the exemption
accorded by Section 5(c) of the Act before its repeal extends beyond

the particular transactions therein covered; to the security itself.
Considerable confusion has existed on this point, and the

amendment is merely a confirmation of interpretations of the Section by
the Comnission.

The new section incorporates the existing Section 5(c)

of the Act and further makes clear that the exemption is not limited

to the use of the mails.
1

Thus, a person who comes within the purpose

See H. R. 4314, 73d Congress, 1st Session (1933), pp. 3a.
Sec. 5(c) provided: "The provisions of this section relating to the
use of the mails shall not apply to the sale of any security where
the issue of which it is a part is sold only to persons resident
within a single State or Territory, where the issuer of such securi
ties is a person resident and doing business within, or, if a corporation
incorporated by and doing business within such State or Territory."

of the exemption but happens to use a newspaper for the circulation
of his advertising literature, which newspaper is transmitted in inter

state commerce, does not thereby lose the benefits of the exemption.

See 78 Congressional Record 8925, May 12, 1934 and H. R. Rep. Mb. 1838,
73d Congress, 2d Session.

Shares of stock of certain mortgage-loan companies which were

obtaining loans from the Reconstruction Finance Corporation in order to
relend the proceeds to local industries and merchantile businesses,

where the mortgage-loan company was incorporated in the state in which

it was to operate and sold its stock only to residents of that State
were held to come within the exemption.’*’
This exemption differs from Section 5(c) in the following re
spects.

Section 5(c) gave an exemption only from those provisions of

Sections 5(a) and (b) which related to the use of the mails.

It gave

no exemption from provisions relating to the use of any means or instru
ments of transportation or communication in interstate commerce.

In the

second place the exemption applied only to the sale of a security.

It

did not apply to "offers to buy", which are also within the provisions

of Section 5(a)(1); nor literally did it apply to the provisions of

Section 5(a)(2) and (b)(2) relating to the transportation of a security
for the purpose of sale or delivery after sale.

It would seem that the issuer may advertise in newspapers hav

ing an interstate circulation provided that the advertisement states
that no sales will be made to non-residents.
Perhaps the most serious question of construction under Section
1

Release No. 86 F. T. C., December 13, 1933.

3(a)(ll) relates to the meaning of the words ’’sold only to persons
resident".

Construing the section in the light of its own evident intent,

the Federal Trade Commission adopted the view that, in order that securi

ties may come within the exemption, "it is clearly required that the
securities at the time of completion of ultimate distribution shall be

found only in the hands of investors resident within the State."’’’

This

view was followed by the Securities and Exchange Commission in the famous

Brooklyn-I’ianhattan Transit case, a decision which treats Section 3(a)(11)
2
at greater length than here permitted.
There can be no doubt that this construction, however necessary,
imposes substantial responsibilities upon the issuer of securities who

seeks to take advantage of the exemption.

In fact the exemption is per

haps the most dangerous to claim and the most difficult to establish.

Not merely must the issuer ascertain the residence of the immediate pur
chasers from him; he must also satisfy himself either that such purchasers

are purchasing for their own investment and without any view to resale,

or that such purchasers, if purchasing with a view to further distribution
will themselves confine such distribution to resident investors.

If any

portion of the issue, however small, is disposed of by way of sale to

a non-resident, or to a resident who purchases with a view to distribu
tion and then resells directly or indirectly to a non-resident, the ex
emption will be lost, not merely for the portion so sold, but for the

entire issue.

Even a showing of reasonable care in the investigation

of the residence and intent of the purchasers, whatever its effect as

protection against criminal liability for violation of the Act, would
1
2

F. T. C. Release No. 201 (July 30, 1934)
1 S. E. 0. 147 (1935).

seem irrelevant to the question of civil liability under Section 12(1)

for the sale of unregistered non-exempt securities.
Issuers should therefore make sure their securities are not
offered to any persons other than residents within the State or to any
persons resident within the State who purchased it with a view to dis

tribution who might subsequently resell it to non-residents.

The submission of a plan of reorganization or other offering

of securities to an attorney resident ■within the State does not fail to
destroy the exemption if the attorney is in fact agent for non-resident
principals.

The fact that the non-residents were investors would and

the fact that their attorney was resident within the State would seem
to be immaterial.

The substance of the exemption as well as the form

must be met.^

Even though the sale of part of an issue is strictly confined
within the State, other sales to non-residents will defeat the exemption
2
for the entire amount.
If the initial purchasers are residents within the state, who

acquire for investment, a subsequent resale to non-residents would not
defeat the exemption since it was not part of the original distribution.3
The forwarding of an offer of a security addressed to a person

within the state to a point outside the state would not involve the loss
of an exemption otherwise available.

A subscription received from a

non-resident as a result, however, should not be accepted.
One of the most important points to remember in the considera
tion of Section 3(a)(11) is that the entire issue must be sold as specified.
1 See Part 9, F. T. C. Release No. 97.
2 See Part 10, F. T. C. Release No. 97.
3 See Part 11, F. T. C. Release No. 97.
± See Part 12, F. T. 0. Release No. 97.
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The exemption. cLoes not apply unless the entire ’’issue” of which the
security is sold, only to residents of the State where the issuer resides

or is incorporated and where it is doing business.

Sale of any part of

the issue to non-residents makes the entire issue ineligible for the ex
emption.

Where a portion of an issue has been sold to residents without

registration, the sale of any part of the remain! ei> to non-residents may
make all the previous uses of mails or interstate commerce in sales to

residents violations of the Act, unless some other exemption is available.

This is true even though the sale of the remainder to non-residents does

not violate the Act; as, for example, if the issue has in the meantime
been registered, or is exempt under some other section.

Of course if the remainder of the issue not sold to residents
is disposed of otherwise than by sale, the exemption would be held to

apply; as, for example, if the remainder were issued in a recapitaliza
tion authorized by a vote binding on all stockholders.

The meaning of the phrase ’’part of an issue” becomes important
in the case of an issue who, desiring to raise a certain specific amount

of nevi capital, seeks to dispose of its securities in the first instance
through sales exclusively to residents and then finds it subsequently
necessary to sell to non-residents.
The term "issue" is not so broad as to by synonymous with the

term "class" nor yet so narrow as to permit simultaneous sale of preferred

under Section 3(a)(11) and of common outside the state.
When there are two series of sales, one within and the other

without the state, the test seems to be whether the separate offerings
in fact constituted integral or related parts of a single plan or

transaction of financing, in which both offerings are contemplated..

This test is, naturally, a difficult one to apply, and furthermore is to
some extent a subjective one ’depending upon questions of intent and other
intangible factors.
Difficult questions arise when different blocks of the same

security are offered for differing types of considerations, or to clearly

distinguishable classes of purchasers.

Thus, an issuer desiring to raise

§1,000,000 in cash by the sale of 10,000 shares of stock may seek to
dispose of 5,000 shares to resident members of the public and 5,000 shares
to a non-resident institutional buyer, an insurance company.

Similarly,

a new corporation formed for the purpose of acquiring and operating a

moribund manufacturing plant may propose to issue one-half of its capital
stock to non-resident vendors in payment for the properties purchased
and the other half to the resident public for the purpose of raising ad

ditional working capital.
Even in such cases the sales to residents and those to non
residents, although clearly distinguishable from each other in character

and purpose form interrelated parts of a unitary plen of financing on
the part of the issuer, and therefore appear to involve but a single

’’issue" of securities.

On the other hand, if the instance last suggested

is varied by an assumption that at the time of the issuance of shares for
property it is not within immediate contemplation to offer additional

shares to the public for cash, but such an additional offering is subse
quently necessitated by unforeseen business conditions and authorized

pursuant to separate action by directors or stockholders, there would seem
little difficulty in regarding; the shares comprised within such additional
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offering as a separate "issue”.

The question is one of degree, in the

determination of which, from an evidentiary point of view, weight may
be given to a variety of elements of fact and intention, which vary, of

course, in each individual case.
Thus it seems that it may be said that for the purpose of Sec

tion 3(a)(ll) an "issue” of securities consists of such securities of

the same class as are offered for sale, or otherwise disposed of, in the
course of a single plan of financing.

For many practical purposes, the

term "issue” approximates the term "offering".

The formula adopted in answer to questions on the meaning of
the word "issue" seems to be that an offering of securities of the same
class as securities outstanding will be considered a new and distinct

"issue” if the offering of the outstanding securities was not made as
a related part of a plan or transaction or definite program which included

or contemplated the present offering.

We will next pass to the consideration of the requirement of

sales to residents.

In the case of an individual, residence seems equiva

lent to domicile whereas a corporation is governed by its state of in
corporation.

Where sales are made through an agent for the purchaser,__

it is, of course, the transaction with the principal of such agent that
is important.

Thus where securities are issued to a protective committee,

it is the residence of its depositors, rather than that of its members,
which is important.

Sales to a resident agent for a non-resident prin-

cipal may make the exemption inapplicable.~
1

Sales to a resident agent for a non-resident principal might not de
stroy the exemption if foreign residence of the principal is not known,
as in the case of an undisclosed principal but where the purchaser is
a professional agent such as a broker detailed inquiry should be made.
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vestment, later resales by them to non-residents do not affect the ex

emption.

But for the purposes of this exemption, the issue is not

considered ’’sold" when merely sold to an underwriter or to dealers who

purchase with a view to distribution.

To secure the exemption, the dis

tribution of the issue must be completed without sales to non-resident
investors.

It seems that the question when distribution is complete is

a purely objective one.

If a resident purchaser who purchases with a view to distribu

tion resells to a non-resident, directly or through agents or dealers,
the exemption is defeated.

Change of residence by a purchaser after entering into a binding
contract for the purchase of securities, but before the completion of

payments will not defeat the exemption if otherwise available.^"
The mere selling of securities is not "doing business" within
the state, but any other business, however slight, will support the ex

emption.

1

Lack of space prevents detailed consideration of the qualifications
of an issuer within the state.
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Section g(b) Power of Commission to Exempt Securities in. Issues of
Limited. Amounts
Section 3(b) of the Securities Act does not in itself provide
an exemption from registration but authorizes the Commission by rules

and regulations to add to the classes of securities exempted by Section

3(a) other classes, the offering price of which is not in excess of

$100,000 to the public.

Pursuant to such authority, the Commission has

adopted certain rules and regulations.

Unless an offering falls within

one of the exempted classes provided for by these regulations and all
of the conditions prescribed thereunder are met, an exemption would not

be available solely because of the limited amount of the offering.
Any exemption obtained pursuant to the provisions of the regu

lations prescribed by the Commission under authority of Section 3(b)

must be established through compliance with the regulations in their
general form.

The Commission is not by Section 3(b) or otherwise vested

with any authority to adopt special regulations exempting particular

offerings.
It would seem that the practical exigencies of administration
and the express limit of $100,000 are sufficient to make the grant by

Congress a constitutional delegation of legislative power.1

The Commission’s regulations adopted under Section 3(b) fall
into two categories:

regulations relating to securities broadly desig

nated as ’’oil and gas interests” (Regulation B) and regulations relating
to securities generally, other than such interests (Regulation A),

i

See Field v Clark 143 U. S. 649; Buttfield v Stranahan 192 U. S. 470;
Union Bridge Co. v United States 204 U. S. 364; Hampton v United States
276 U. S. 394, 405 , 410 , 411; A. L. A. Schecter Poultry Coip. v U. S.
296 U. S. 496; Panama Refining Co. v Ryan 293 U. S. 388.
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quirement of the use of a brief prospectus containing specified infor

mation with respect to the security offered and the financial affairs
and business of the issuer.
Thus, under Regulation A this requirement is imposed by rules

relating specifically to shares of stock in a corporation or similar
interests in a trust or unincorporated association (Rule 202), first

mortgage real estate notes or bonds of less than !&500 denomination (Rule
203), certificates of deposit (Rule 204), securities exchanged for out

standing securities or claims (Rule 205), and voting trust certificates
(Rule 206); and in the three rules last mentioned the requirement con
stitutes in substance the only condition of exemption.

The limited

prospectus requirement is absent only in the broad general exemptions

conferred upon offerings of less than $30,000 (Rule 200) and upon offer

ings of less than $100,000 in the case of securities of substantial de
nominations sold for cash (Rule 201), and in the specialized exemptions
provided for fractional undivided interests in mineral rights other than

oil and gas rights, (Rule 207), securities issued in certain types of bank

reorganizations (Rule 208), and mortgages insured by the Federal Housing
Administrator (Rule 209).

^Except in the case of Rules 202 and 203 there is no requirement

that the prospectus shall be filed with the Commission; and even where
such filing is provided for, although the issuer is ordinarily notified
by the Commission of any apparent failure to comply with the rule, no

approval or other action by the Commission is required to validate the
use of the prospectus.

0
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The regulations relating to oil and. gas interests similarly
require the filing with the Commission of a modified, form of prospectus,
known as an offering sheet, and the delivery of a copy thereof to the
purchaser prior to the conclusion of any contract of sale.

However, the

regulations requii*e further that any such offering sheet shall be effective
only for 110 days from the date of the earliest information contained
therein, and that it shall be subject to a modified stop order analogous

to that provided for with respect to registered securities.

Because of ‘the highly technical nature of oil and gas interests
A

as well as the number of changes by amendments to rules that take place
in exemptions of this character, no detailed discussion of the rules

under Section 3(b) has been attempted.

Conclusion.
From the foregoing study of exemptions, it will be appreciated
that the exemptions are sufficiently technical to permit their loss

much more easily than their use to evade.
policy is to register.

In cases of doubt.the safest

Where the exemption is probable but not certain,

it may be the prudent course to consult with the Securities and Exchange

Commission on the question of exemption before actually selling.

Of course where the situation is not bona fide private financing
the spirit of the Act requires registration and exemptions would be
strictly construed.

The disclosure required by the Securities Act is

not designed merely to protect investors against fraudulent misrepre

sentation, it is built upon the basic premise that prospective investors

ought to be supplied with reliable information to assist them in forming
an independent opinion as to the merit of the securities.

No matter* how

well a law is written, there are those who will stretch its frame and

torture its spirit.

But the evolution of law is answer to such.

I can best conclude by quoting the following excerpts from an
address delivered April 17, 1937, by Commissioner William 0. Douglas:
’’High finance would welcome assurance that the Commission’s
task ends with the strict legal powers which the Commission has.
But in my personal judgment responsive and responsible adminis
tration can and will give no such assurance. If present legal
powers are lacking, it is my individual opinion that additional
ones must be obtained. This to me is necessary not only because
the economic and social conditions change, but also because with
the aid of astute lawyers high finance has almost unlimited
ability to circumvent any legal system of control which may be
designed. There must be an inventive genius on the part of
government to match the inventive genius of high finance and
to forge new techniques where the present ones are inadequate.
No academic or theoretical conception of powers but the pressure
of facts alone can produce the essential motif. Adherence to an
abstract conception would make of the administrative process a
blunt and clumsy procedure for this work-a-day world. It would
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sacrifice the experiences of life for a logician’s symmetry.
What is necessary for a tax commission would fail utterly in
control of diseased cattle. What is appropriate for insurance
would be inadequate for securities. . . . The unhealthy condition
of corporation statutes still constitutes the most productive in
cubator for high finance. Here it is not enough that disclosure
be made of the vast powers of management, it is essential that
these powers be curbed in the public interest and for the protec
tion of investors ... In reorganization situations mere disclo
sure does not secure protection. When a default occurs, investors
have little freedom of choice but to go along with those who, self
constituted and self-appointed, announce themselves as their
protectors . . . Furthermore, they take unto themselves broad
powers under deposit agreements and proxies which at times are
oppressive and unconscionable. ... It will be small comfort to
investors to know that those who control their destinies are in
competent or faithless fiduciaries...................... An inventive liber
alism is the only safeguard against regression or smug complacency."

