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Securities Issues In Financing An 
Emerging Business-

A Practical Guide When 
Raising Capital 

As a company grows or expands, it 
needs additional capital. Without this 
capital, expansion will be difficult. Vari
ous methods are available to raise capital, 
including borrowing from banks, insur
ance companies or other financial insti
tutions, selling stock to venture capital 
companies and funds, and selling stock 
to investors in private or public offerings. 
Raising captial, however, may trigger 
aspects of the securities laws which must 
be considered by the business executive 
or provider of capital. 

This article focuses on the practical 
aspects of raising capital by way of a 
"private placement" or by means of a 
public offering. It also discusses business 
and legal considerations important to a 
business executive who is interested in 
raising capital. Additionally, this article 
addresses those aspects of securities laws 
that a business executive should consider 
at the initial planning stage of the trans
action. These areas of consideration are 
intertwined; thus, knowledge of the as
sorted substantive provisions and impli
cations of these criteria is crucial to suc
cessful financing. 

What is a Security? 
Financing maybe required for a pro

posed corporate project-whether it is 
to purchase real property and equip
ment, to finance its inventory, to develop 
new products or services, or to acquire 
another company. It is likely that any pro
gram or scheme to obtain needed capital 
for a business will involve securities. 

The Securities Act of 19331 (the "Secu
rities Actj defines the term "security" to 
mean, among other things, any note, 
stock, treasury stock, bond, debenture, 
evidence of indebtedness, transferable 
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share, investment contract, or "in gen
eral, any interest or instrument com
monly known as a ·security'." Courts' 
rulings on federal and state statutes have 
held that many seemingly unlikely enter
prises have constituted the offer and sale 
of a security and, therefore, were within 
the regulatory ambit of the securities 
laws. For example, the courts have deter
mined that the sale of interests in an 
orange grove,2 contracts for the sale of 
chinchillas,3 contracts for the sale of 
undivided interests in specific real estate 
parcels together with collateral agree
ments for management contracts, ~ an in
vestment in condominiums,' and the 
purchase of an aircraft as a tax shelter6 
have each involved the sale of a security. 

Obviously, the operation of every 
business enterprise will not necessarily 
involve securities. Nonetheless, in rais
ing capital, it is necessary to understand 
the fundamentals of federal and state 
securities laws. One basic investment 
concept is that of an "investment con
tract," which is a "security." An invest
ment contract has been defined as "a 
contract, transaction or scheme where 
individuals invest money in a common 
enterprise with the expectation that they 
would earn a profit so/ely through the ef
forts ofthe promoter or a third party."7 
However, the courts in recent years have 
broadened the definition of "investment 
contract" by substituting "substantially" 
for "solely." The courts, in effect, have 
included in the definition of an invest
ment contract those essential managerial 
efforts which affect the failure or success 
of the enterprise. 

Thus, a significant consideration that 
business executives must focus upon 
during tbe planning stage of their pro-

posed enterprise is whether the federal 
and state securities laws will apply to 
their efforts to fund the enterprise. 
Where the offer and sale of a security are 
involved, strict adherence to the securi
ties laws is essential because of the penal
ties imposed for their violation. For ex
ample, federal law imposes a penalty of 
up to a $10,000 fine and/or up to five 
years imprisonment upon conviction of a 
willful violation of the law.8 

Initial Planning 
During the initial planning stage of a 

venture, it is crucial to seriously consider 
the potential securities implications of 
the project. If it is determined at any 
point in the planning stage that raising 
capital involves the offer and sale of a se
curity, various aspects of securities law 
must be considered. These include: 

• whether the proposed financing 
will be a private offering or a public of
fering; 
• whether broker-dealers andlor un
derwriters will offer and sell the secu
rities or whether the promoters of the 
enterprise will sell the securities them
selves; 
• the states in which the securities will 
be offered and sold; 
• how to structure the finanCing in 
order to comply with state law; 
• the costs of the financing, who will 
pay the costs, and when must payment 
be made; and 
• the amount of time required to raise 
the needed capital. 
These issues are interrelated so they 

must be considered collectively as well as 
individually. 

A business executive must focus, pref
erably at the eady stages of the project, 
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upon the legal requirements imposed by 
the federal and state securities laws and 
upon how the venture must be struc
tured to successfully complete the ven
ture. Good initial planning and the devel
opment of a sound financing structure 
will shorten the time required to obtain 
funding and will reduce, although not 
eliminate, headaches and anxiety. 

Private or Public Offering 
The business executive must initially 

decide how much capital will be required 
to accomplish the stated goal. At the same 
time, the executive must decide whether 
the goals will be most efficaciously 
achieved by raising capital through a 
private offering or through a public offer
ing. 

A private offering (often called a "pri
vate placement") is exempt from statu
tory registration proviSiOns.!' Exemption 
must be obtained not only under the 
federal Securities Act, but also under the 
state securities or "Blue Sky" law of each 
state where the securities will be offered 
and sold. Notwithstanding the fact that 
the offering may be exempt from regis
tration, the offering and sale of securities 
are never exempt from the anti-fraud 
provisions of the relevant statutes.10 

Current Securities and Exchange 
Commission ("SEC") regulations afford 
the issuer of securities great latitude in 
structuring a private offering. On the 
basis of the amount of capital to be 
raised, the issuer is able to choose upon 
which exemption to rely and to whom 
and where the securities can be sold. For 
example, Rule 504 of Regulation D,l1 

,promulgated under the Securities Act, 
permits the sale of as much as $500,000 
($1,000,000 in certain circumstances) of 
securities to an unlimited number of 
persons. In structuring a financing 
where Rule 504 is relied upon, the Rule 
must be dovetailed to the state securities 
law exemptions where the securities are 
to be sold. 

Some states, however, have not en
acted a rule similar to federal Rule 504. 
The result in these states is that the issuer 
may have to rely upon other exemptions 
equivalent to those provided for by Rules 
50512 and 50613 of Regulation D, which 
permit the sale of securities to a maxi
mum of thirty-five purchasers plus an un
limited number of accredited investors.14 

By carefully choosing the states where 
the securities are to be sold, the issuer 
can maximize the effect of exemption 
provisions of both federal and state law. 

For example, securities sold in reliance 
upon the Rule 504 exemption (at the 
federal level) can be sold in the District of 
Columbia, where the Blue Sky law makes 
no provision for registration of securi
ties; in Colorado, where the Blue Sky law 
exempts interstate offerings from regis
tration; in New York, where the Blue Sky 
law regulates real estate syndications, 
certain theatre syndications, intrastate 
offerings of securities, and broker-deal
ers, but no other types of securities; or in 
New Jersey, where the Blue Sky law limits 
sales to thirty-five New Jersey residents, 
but does not count sales to persons who 
reside in states other than New Jersey. If, 
however, the Rule 504 offering is sold in 
states such as California, Virginia and 
certain other states, the number of pur
chasers will be limited to thirty-five in 
toto. These states include sales made to 
out-of-state residents. Once again, cau
tion must be exercised in structuring and 
planning the financing. One must never 
lose sight of the fact that, in a private 
offering, exemption from registration 
must be perfected not only under federal 
law, but also under each Blue Sky law 
where the securities are to be sold. 

U{TJhe and most 
states generally do 
not interfere with 

the structure or the 
terms of the 
financing" 

In those cases where the issuer fi
nances its enterprise in a private offering 
that is exempt from registration, the SEC 
and most states generally do not interfere 
with the structure or terms ofthe financ
ing. The securities statutes require full 
and accurate disclosure through the pri
vate placement memorandum ("PPM") 
regarding all material aspects of the fi
nancing and impose civil liabilities for 
inaccurate or false and misleading disclo
sure under the anti-fraud provisions. The 
responsibility for perfecting the exemp
tion lies with the issuer and its legal 
advisors. 

However, some states require the is
suer to apply to the state securities com
mission to obtain an exemption from 

registration. For example, before any 
security may be offered or sold in reli
ance upon an exemption from registra
tion in Pennsylvania or Indiana, a formal 
application must be filed with the respec
tive state requesting that an exemption 
be granted. Similarly, before a real estate 
syndication offering can be offered and 
sold in reliance upon an exemption in 
New York, the iss~er must formally apply 
for the exemption. 

After the offering has commenced, the 
SEC and most of the states require the 
issuer to file reports of the sales that have 
occurred in reliance upon the exemp
tion. If the reports are not filed in a timely 
fashion, the exemption from registration 
may be lost. Federal law requires reports 
to be filed with the SEC no later than 
fifteen days after the first sale of a secu
rity.15 Some states have patterned their 
filing requirements after federal law. 
Several others require the filing of re
ports periodically until the offering has 
been completed, while other states re
quire that a report be filed within a cer
tain number of days after the last sale. 

A public offering of securities, how
ever, poses more problems for an issuer. 
Whereas an issuer can generally manage, 
if not control, the time required to bring 
a private financing to completion, the 
ability to manage the timing of a public 
offering is far less within the control of 
the issuer. In view ofthe SEC's and vari
ous states' close inspection and review of 
the offering documents (generally, the 
prospectus and supporting exhibits), the 
issu~r must understand that a substantial 
period of time might pass between the 
initial filing ofthe registration statement 
with the SEC and the various states and 
the time when the offering has been de
clared "effective" by the respective agen
cies.16 The process can take anywhere 
from a couple of months to as much as a 
year or longer, depending upon the 
complexity of the offering and the quality 
of the disclosure and the preparation of 
the offering documents. 

"Disclosure" and "Merit" Statutes 
There are two basic types of statutes 

regarding securities regulation in the 
United States-disclosure statutes and 
merit statutes. The Securities Act and 
many securities statutes are "disclosure 
statutes."17 These laws do not focus upon 
the substance of the proposed financing, 
but instead require that full and fair dis
closure of all aspects of the proposed 
financing be presented to the prospec-
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tive investors. In theory, as long as full 
and accurate disclosure is provided in the 
prospectus, the SEC and the various "dis
closure states" will declare the registra
tion effective and thereby allow the sale 
of the registered securities. In practice, 
however, the effort to achieve disclosure 
which both the SEC and the states con
sider full and fair can become quite labo
rious and time-consuming. Usually, the 
effort will require extensive and some
times onerous staff discussions. None
theless, in time, most registration state
ments will be cleared by the SEC and the 
disclosure states, and will be declared 
"effective." 

The Blue Sky laws of many states are 
structured to prohibit or restrict sales of 
securities which such states consider for 
various reasons to be highly speculative 
or to involve low quality securities. These 
are the so-called "merit states." While 
various issues raised by the SEC and dis
closure states can generally be cured by 
disclosure, several issues raised by the 
merit states can be cured only by making 
substantive changes to the structure of 
the proposed financing. Therefore, in 
the initial planning stages of the pro
posed financing, the issuer must know 
the state in which the securities may be 
sold. This will allow the deal to be struc
tured for successful registration in those 
merit states where the securities will be 
sold. If a financing is not structured cor
rectly, merit review can be burdensome 
and time-consuming, in addition to hav
ing little chance for success. It should be 
emphasized that the issuer must address 

. merit issues early in the planning process 
in order to prevent problems, delays, 
and, possibly, even failure later on in 
dealing with the merit states. 

Many states, including Massachusetts, 
Tennessee and Iowa, have a great deal of 
interest in the provisions of corporate or 
partnership documents which provide 
for indemnification of directors and offi
cers. Before effectiveness will be de
clared, the issuer will not only have to dis
close the various indemnity provisions, 
but will also have to conform the provi
sions to the standards of the particular 
state. Otherwise, the issuer will not be 
able to sell its securities in those states. 

In the states with merit review, an 
issuer which proposes to syndicate a real 
estate project will have to conform to the 
real estate syndication standards im
posed by those individual states. States 
such as New York and Pennsylvania re
quire strict conformance to their respec
tive guidelines and will deny registration 
unless that state's standards are satisfied. 

New York, Pennsylvania, Ohio and sev
eral other states have adopted as state 
policy, the guidelines regarding real es
tate programs established by the North 
American Securities Administrators Ass0-
ciation, Inc. (the "NASAA guidelines"). 
Other states, such as California, have 
adopted stringent real estate syndication 
standards similar to the NASAA guide
lines. The NASAA guidelines have estab
lished exacting minimum standards with 
regard to the following: 

• requirements of sponsors and the 
suitability of investors in the syndica
tion; 
• suitable fees, compensation and 
expenses to be paid by the program 
and the amount of investor funds 
which must be invested in properties; 
• conflicts of interest and investment 
restrictions; and 
• rights and obligations of investors 
and various other substantive require
ments, including some related to vot
ing rights of investors, the mainte
nance of adequate reserves, the rein
vestment of cash flow and financial 
information. 

"In theory, as long 
as full and accurate 

disclosure is pro
vided . .. , the SEC 
will declare the 

registration 
effective . ... " 

Fair, Just and Equitable Standards 
With regard to offering of common 

stock, partnership securities and other 
securities, merit states may not permit 
registration and sale of those securities in 
the state unless the offering is deter
mined by the state to be "fair, just and 
equitable." The issuer must be able to 
comply with this requirement before 
selling securities in these states. Merit 
states take a particular interest in: 

A. "Cheap stock." Securities are 
considered cheap stock if sold or is
sued within two or three years prior to 
the public offering date to undetwrit
ers, promoters, finders, officers, direc
tors, employees or controlling stock
holders of the issuer for consideration 
less than the public offering price or 
for intangible conSideration, such as 
services. The states may require that 

the cheap stockbe placed into escrow 
under the control of the state securi
ties commissioner18 and that the stock 
may be released only upon achieve
ment by the issuer of certain financial 
goals.19 Blue Sky clearance of the regis
tration statement can be obtained 
where there is cheap stock if the issuer 
can justify the issuance of the cheap 
stock. This requires a showing that: (1) 
the issuer is in the promotional stage; 
(2) the number of shares of cheap 
stock is reasonable in amount;20 and 
(3) the consideration paid has a rea
sonable relationship to the proposed 
public offering price.21 

B. Offering price and dilution. 
Merit states are concerned with 
whether the public investors are pay
ing too much for too small a portion of 
the venture. Specific state-by-state 
guidelines should be consulted. 22 

C. Options and warrants. The total 
number of shares reserved for issu
ance upon exercise must be reason
able. Generally, the number is pre
sumed to be reasonable if the number 
of shares acquired upon the exercise 
of options and warrants does not ex~ 
ceed ten percent of the number of 
shares that will be outstanding upon 
completion of the offering. 

D. Loans to officers, directors, af
filiated persons and employees. 
Loans are permitted only for specified 
purposes, such as advances for travel 
and entertainment, business ex
penses, relocation, and loans for bona 
fide personal emergencies. Generally, 
loans must be repaid in full before 
registration will be granted. 23 

E. Voting rights. Some states pro
hibit qualification of securities which 
have inferior voting rights.2~ 

F. Preferred stock. Many states re
quire special provisions for election of 
directors if there are dividend arrear
ages25 and other protective prOvisions 
for preferred shareholders.26 

G. Underwriters' warrants. Merit 
states usually limit the number of 
warrants to be issued (generally, not to 
exceed ten percent of the shares to be 
outstanding upon completion of the 
offering), the exercise price, the date 
of exercise, transferability and the life 
of the warrant. 

H. Transactions with affiliates 
("self-dealing"). These states require 
such transactions to be on terms no 
less favorable than could be obtained 
from unaffiliated third parties and to 
be approved by a majority of the disin
terested directors. 
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I. General limitation of expenses. 
Many states impose a maximum per
missible limit; some relate to under
writers' compensation plus all other 
expenses.27 

NASD Consideration 
In general, every public offering of se

curities must be reviewed by the National 
Association of Securities Dealers, Inc. 
(the "NASD") to determine whether the 
offering complies with the NASD's Rules 
of Fair Practice. The NASD reviews the ar
rangements, terms and conditions of 
underwriter compensation of all public 
offerings of securities filed with the 
NASD, but does not pass upon or evalu
ate the merits of any issuance of securi
ties or the fairness of the public offering 
price. 

The primary function of the NASD is to 
make a determination as to the fairness 
and reasonableness of the underwriting 
arrangements. The sole test applied by 
the NASD is whether the arrangements, 
terms and conditions of the under
writer's compensation appear fair and 
reasonable in each case.28 This determi
nation by the NASD takes into considera
tion all elements of compensation to the 
underwriters, all of the surrounding 
circumstances and any other relevant fac
tors. 

In its definition of "underwriter and 
related persons" for the determination of 
fair and reasonable compensation, the 
NASD includes a wide variety of parties. 
Its interpretation covers underwriters, 
underwriter's counsel, financial consult
ants and advisors, finders, members of 
the selling or distribution group and any 
and all other persons associated.with or 
related to any of the aforementioned 
persons.29 The NASD will consider, 
evaluate and make its determination on 
the basis of the compensation, in what
ever form, to be received by these per
sons. 

In making its determination of the fair
ness and reasonableness of underwriting 
compensation, the NASD will consider 
and evaluate all of the different forms of 
compensation, including cash payments, 
stock payments, stock options and stock 
purchase warrants, consulting fees and 
other fees. The NASD also considers the 
presence of arms-length bargaining be
tween the issuer and the underwriter, 
and the existence of a potential or actual 
conflict of interest. 

If the NASD determines that the under
writing arrangements are unfair and un
reasonable, the NASD will conclude that 
"it shall be deemed conduct inconsistent 
with high standards of commercial honor 
and just and equitable principles of trade 
and a violation of Article III, Section 1 of 

the Rules of Fair Practice" for an NASD 
member to participate in any way in the 
public distribution of these securities.30 A 
member violating the Rules of Fair Prac
tice can be expelled or otherwise disci
plined by the NASD. 

An issuer need not submit for NASD re
view the underwriting arrangements of a 
private offering that is exempt from reg
istration with the SEC pursuant to Sec
tions 4(2) or 4(6) of the Securities Act 
and the rules and regulations promul
gated thereunder. In addition, even in 
the case of a public offering of securities, 
a submission of the offering to the NASD 
for its review is not required so long as 
there is no use of NASD members in the 
solicitation and sale of the company's se
curities. For practical purposes, this 
means that the offering is "self-under
written," with the securities being of
fered and sold by the issuer, its directors 
andlor its employees. 

"The sole test 
applied by the 

NASD is whether. . . 
terms. . . appear 

fair and 
reasonable in 

each case. " 

Registration of Broker-Dealers and 
Agents 

Another substantial legal (and practi
cal) issue relates to who will sell the 
company's securities. As with the regis
tration of securities, anyone who sells 
securities must be registered at the fed
erallevel and at the state level (in those 
states where the securities will be sold) or 
fall within an exemption from registra
tion requirements. Both federal and state 
laws impose significant civil and criminal 
penalties for violation of the broker
dealer registration proviSions. These 
registration issues, therefore, should be 
considered and resolved in the initial 
planning stages of the offering. 

The Securities Exchange Act of 193431 
(the "Exchange Act") declares it unlawful 
for a broker or dealer to effect transac
tions in securities in interstate commerce 
unless such broker or dealer is registered 
under the Exchange Act. It is significant 
to note that "interstate commerce" is de
fined to mean "trade, commerce, trans
portation, or communication among the 
several States, or between any foreign 

country and any State. "32 The jurisdic
tional basis includes use of themail.as 
well as the telephone, in transactions not 
only between two or more of the states, 
but also between a state and a foreign 
country. Therefore, the sale of American 
securities by a resident of the United 
States to non-American residents or citi
zens in a foreign country would come 
within the scope of the Exchange Act, and 
the brokers would have to be registered. 

The SEC has adopted Rule 3a4-1,H 
which provides a "safe harbor" exemp
tion from registration as a broker-dealer 
under the Exchange Act. The rule pro
vides a convenient exemption for a self
underwritten offering by allowing non
registered officers, directors and employ. 
ees of an issuer to offer and sell the 
issuer's securities if, among other things, 
the following conditions are met: 

1. They are not statutOrily disquali
fied as a result of a previous violation of 
securities laws. 

2. They are not associated with a 
broker or a dealer. 

3. They are not compensated in con· 
nection with their participation by 
payment of commissions based upon 
transactions in securities. 

4. They will perform substantial duo 
ties for the issuer at the end of the 
offering other than those connected 
with transactions in securities. 

5. They do not participate in selling 
or offering securities for an issuer 
more than once every twelve months. 
After considering the federal registra. 

tion requirement, the issuer must deter
mine whether its underwriter, broker
dealer, agent, or salespersons must be 
(and are in fact) registered under the law 
of each state where the securities are to 
be sold. If individuals associated with the 
issuer are to sell any securities, whether 
in addition to the underwriter's selling 
efforts or directly in a self-underwritten 
offering, the issuer must determine 
whether it andlor these individuals need 
to be registered with the state(s). State 
registration may be required, regardless 
of the Rule 3a4-1 exemption at the fed· 
eral level. If an individual needs to be 
registered at the state level, he or she may 
be required to take one or more exami· 
nations in order to qualify. 

There are various exemptions from 
registration which the issuer and individ
ual can seek. In some states, formal appli
cation needs to be made in obtaining 
exemption from registration. Several 
states require minimal compliance in 
order to register the issuer or individual 
for a particular transaction. Other states 
do not require that affirmative action be 
taken by the issuer or individual in ob
taining exemption. 
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Costs and Timing of an Offering 
Executives should focus upon two im

portant considerations at the outset of 
the initial planning process. The first is 
the costs involved in raising capital either 
publicly or privately. The second is the 
time it takes from commencement of the 
planning process until the issuer has 
received the funding from the successful 
completion of the offering. 

Costs. In considering the costs of an 
offering, the promoters must under
stand that some of the costs are "back 
end" (Le., the underwriting commis
sion), payable only upon successful com
pletion of the offering. A substantial 
amount of other fees and expenses can 
be "front end," i.e., payable in advance 
regardless of the success or failure of the 
offering. These include various retainer 
fees and expenses to be paid to the 
underwriter, attorneys, accountants, 
other professionals (such as engineers), 
financial printers, and state and federal 
agencies for filing and registration. Some 
ofthese front-end fees can be negotiated 
to be deferred either to the closing of the 
offering or to be paid in installments. The 
cost of an offering, other than the under
writing commission, can equal $100,000 
or more, depending upon the complex
ity of the offering. 

However, it is important to remember 
that, although the costs of the offering 
may be high, the fees and expenses can 
be reimbursed from the proceeds of the 
offering. Therefore, one must factor in 
the anticipated costs of the offering at the 
beginning, when structuring the offer
ing, in order to be sure that a sufficient 
amount of capital will be raised for the 
issuer's required uses as well as for the 
expenses of the offering. Thus, the costs 
constitute an "add on" - that is, the 
issuer should determine the least 
amount of funding it requires for its pur
poses, including sufficient working capi
tal, and literally add to that amount the 
anticipated costs and expenses of the of
fering. It is vital for the issuer to conduct 
an offering in such a fashion as to ensure 
that it will raise funds sufficient to accom
plish its goals. It is difficult for an enter
prise which is undercapitalized to be suc
cessful. Therefore, it is incumbent upon 
the promoters not to allow their enter
prise to have a shortage of capital upon 
conclusion of the offering. 

Timing. It takes a long time to raise 
capital, whether by public or private of
fering, and therefore, timing is impor
tant. The entire process can realistically 
take, from the initial planning stage until' 
the closing ofthe offering and disburse-

ment of the proceeds, anywhere from six 
months to over a year. The length oftime 
depends upon: 

• The complexity of the transaction; 
• The effectiveness of the planning 
stage to identify and enumerate poten
tial hurdles and propose effective solu
tions to the various problems; 
• In the case of a public offering, the 
time required to obtain clearance from 
the SEC and various state agencies; 
• The number and quality of the un
derwriters and whether registration 
need be obtained for members of the 
selling group; and 
• Various other foreseen and unfore
seen problems. 
The promoters or enterprise must 

have sufficient current capital during the 
securities offering period, not only to pay 
its professionals and others who are in
volved with the offering, but more im
portantly, to carry on the present opera
tions, if any, of the enterprise. In effect, 
the enterprise must have capital suffi
cient to allow it to bridge the gap be
tween the present time, and the date 
when it will receive the proceeds of the 
offering. 

"Congress and the 
state legislatures 
have established 

severe penalties for 
violations of their 

respective statutes. " 

Sanctions 
Congress and the state legislatures 

have established severe penalties for 
violation of their respective securities 
statutes. The penalties may be criminal, 
in the form of fines andlor imprison
ment; administrative, in the form of in
junctive relief; and civil, in the form of 
money damages. A violator may be prose
cuted by federal and state governments 
and may also be sued by individuals who 
claim they were damaged. 

In cases where a person is engaged or 
is about to engage in acts or practices 
constituting a violation of the securities 
statutes, the SEC and the respective states 
have the authority to obtain a court
ordered injunction preventing the offer 
and sale of the securities, thereby halting 
the fund-raiSing efforts. 

Additionally, a person who is con
victed of a willful violation of the Securi
ties Act may be fined up to $10,000 and/ 
or imprisoned up to five years. The pen
alties imposed by the Exchange Act may 
be as much as a $1,000,000 fine and/or 
imprisonment of not more than ten years 
for a natural person, and up to a 
$2,500,000 fine for a corporation or 
other entity.3. State laws also impose 
substantial criminal penalties. These 
penalties are even more severe because 
what may appear to be but one scheme 
may involve many violations, each pun
ishable as a felony. 

Both federal and state laws provide 
that private parties who have been dam
aged by a violation of the securities laws 
may bring civil actions, to obtain money 
damages and equitable relief,35 These 
actions may arise from a prospectus or 
private placement memorandum con
taining false and misleading statements 
or omissions of material facts necessary 
to make the statements not misleading. 
Actions may additionally be brought 
under the anti-fraud proviSions of the 
statutes as a result of any device, scheme, 
or artifice to defraud. 

Furthermore, federal and state laws 
expand the scope of liability for violation 
of the securities laws to include any per
son who controls any person who is 
liable for violation of the law. 
The Insider Trading and Securities 

Fraud Enforcement Act of 1988. 
This Act (the "Insider Trading Act"),36 

signed into law in November, 1988, is de
signed to provide greater deterrence, 
detection and punishment of insider 
trading violations. The Insider Trading 
Act dramatically broadens sanctions 
against such conduct. 

First, it expands the scope of civil pen
alties to include controlling persons who 
fail to take adequate steps to prevent 
insider trading. The penalty for a person 
who has committed a violation may be up 
to three times the profit gained or loss 
avoided. The penalty that may be im
posed upon a controlling person who 
fails to control the person who commit
ted the violation may be as much as the 
greater of $1,000,000 or three times the 
amount of profit gained or loss 
avoided.37 Second, the Insider Trading 
Act initiates a bounty program, giving the 
SEC discretion to reward informants 
who provide assistance to the agency. 
Third, it requires broker-dealers and in
vestment advisors to establish and en
force written policies reasonably de
signed to prevent the misuse of inside 
information. Fourth, the Insider Trading 
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Act provides for an express private right 
of action against inside traders and tip
pers. Buyers and sellers allegedly injured 
by illegal conduct can sue in federal court 
for damages sustained as a result of the 
wrongful conduct of the inside traders. 

Finally, the Insider Trading Act in
creases the criminal penalties for securi
ties law violations occurring under the 
Exchange Act. The maximum jail terms 
have increased from five years to ten 
years.38 The limit on criminal fines for in
dividuals has risen from $100,000 to 
$1,000,000, and the maximum criminal 
fine for corporations and other non
natural persons has multiplied five-fold, 
from $500,000 to $2,500,000.39 

Recent Development - Leveraged 
Buyouts 

Leveraged buyouts ("LBOs") have pro
liferated in recent years. In an LBO, a 
group of investors take a company pri
vate, largely with borrowed money. The 
leveraged transaction, "leveraged" mean
ing use of borrowed funds, is structured 
to allow the investor group to commit a 
small amount of its capital, together with 
a substantial amount of borrowed funds, 
to acquire another company. An LBO, by 
its very nature, increases the financial 
risk of the acquired business by subject
ing it to significant additional debt, the 
proceeds of which are not invested in the 
company. Nevertheless, an LBO, if prop
erly structured, can be a sound method 
of financing the acquisition of an ongo
ing business that can provide each finan
cial tier of a buyout with a return com
mensurate with the risk taken. However, 
an LBO will not create value where none 
exists. 

A substantial portion of the debt in
curred by the investor group is in the 
form of high yield, so-called "junk 
bonds." These are riskier than traditional 
unsecured or secured debt securities 
and, therefore, bear a higher interest 
rate. The cost of the capital borrowings 
used to finance an LBO is generally 
greater than more traditional and con
servative debt financing transactions. 
Thus, they are more expensive to the 
borrowing investor group and more 
lucrative to the lender. 

In general, lenders provide funds for 
an LBO based upon cash flow, whereas 
more traditional loans are secured by the 
borrowing company's assets and ac
counts receivable, which are less fre
quently relied upon in LBO financing. In 
an LBO, the investor group and lenders 
expect to repay the debt incurred with 
funds from one or two sources. The first 
is profits from the company's post-acqui
sition operations, Le., cash flow. The sec
ond is capital derived from a comprehen-

sive restructuring of the acquired com
pany's bUSiness, especially from the sale 
of some of its subsidiaries, operating di
visions, real estate, or other assets. 

A company or investor group (a 
"suitor'') engaged in attempting to ac
quire another company through an LBO 
transaction must consider a significant 
number of business and legal issues. As 
with other securities, tax and business 
matters, the preparation of an LBO 
demands significant preliminary plan
ning and analysis, and the investment of 
substantial amounts of time and money. 
To ensure the success of the group's 
effort, the following must be considered 
before the possibility of an acquisition is 
first broached to the potential target. 

"fAin LBO, if prop
erly structured, can 
be a sound method 
of financing the ac
quisition of an on
going business . ... " 

• Suitor's goals: What does the inves
tor group wish to accomplish? What 
size company does it want to acquire? 
What industry? Location? What can the 
investor group afford to acquire, since 
it will have to make some equity invest
ment? These determinations can be 
made by the suitor in-house. 
• Nature of the target: Can you iden
tify potential targets or analyze them? 
How do you analyze its industry? What 
will it cost to make an acquisition? The 
suitor can do must of the work re
quired here by itself through network
ing, business and professional con
tacts and in other ways. A comprehen
sive analysis of the assets, business, 
industry and potential post-acquisi
tion operations of the target company 
is required for two reasons. One is to 
determine the sufficiency of the cash 
flow of future operations of the poten
tial target. The second is to provide an 
evaluation of a possible restructuring 
(including sales of assets) of the target, 
all of which is undertaken to ensure 
that the debt incurred in the LBO will 
be repaid when and as due. The suitor 
may also wish to retain an investment 
banker or other professional organiza
tion which can help locate potential 
targets, provide analysis, and assist in 
structuring the chosen transaction 
and in locating investors. 

• Structuring the LBO: What struc
ture to utilize? How much equity in
vestment by the suitor? What mix of se
curities to utilize - common stock, 
preferred stock (payout five to twenty 
years), short- or intermediate-term 
senior debt (payout two to six years), 
long-term senior and senior and jun
ior subordinated debt (payout five to 
fifteen years)? How much of each type 
of security to use? What is the term of 
maturity of each security? How to price 
each security? The suitor will be able to 
use the services of an investment 
banker to assist in making these deter
minations. 
• Funding the LBO: Who will invest 
in the various securities issued by the 
suitor? How to locate, identify, and 
attract investors? How much mezza
nine or bridge financing is required 
until the permanent financing is in 
place, and who will provide this financ
ing? Once again, the services of an 
investment banker can be invaluable. 
Potential investors in an LBO transac
tion are commercial banks, life insur
ance companies, LBO funds, pension 
plans, venture capital companies, and 
investment bankers. 
An LBO presents special problems for 

the target company and its board of 
directors, who, as the elected representa
tives of the target's shareholders, owe a 
fiduciary duty to the shareholders. As fi
duciaries, the target's directors must act 
to enhance the best interests of the tar
get's shareholders as opposed to their 
own best interests. In so doing, they must 
make decisions as to whether the target's 
and its shareholders' interests are best 
advanced by the target's rebuffing an 
LBO quest and remaining independent, 
or by concluding that a merger will best 
serve the target and its shareholders. A 
determination by a court that a director 
has breached his fiduciary duty to the 
company can result in personal liability 
to the director for damages sustained by 
the company as a result ofthe director's 
decisions. 

It is advisable for the target to select an 
independent, non-employee committee 
of directors and to hire independent 
consultants to evaluate any offers made 
and to evaluate the worth and prospects 
of the target. In fact, a court could deter
mine the target's board of directors failed 
to fulfill their fiduciary duty to the target 
and its shareholders if the target did not 
select an independent committee and/or 
independent advisor. 

If the directors determine that the tar
get interest will be best served by the 
target remaining independent, the direc
tors may choose to adopt various defen
sive measures, the adoption of which 
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requires the express approval of the 
shareholders. Directors may also decide 
to use some or all of these measures 
against the suitor to defeat an LBO or 
other acquisition attempt. 

In general, the directors will be pro
tected in asserting their defensive strate
gies by the so-called "business judge
ment rule." As applied to actions taken by 
directors in corporate control transac
tions, this rule states that, in responding 
to a takeover proposal, the directors of 
the target must analyze the nature ofthe 
takeover and its potential effect on the 
target in order to ensure that any defen
sive measure taken is reasonable in rela
tion to the threat imposed.40 Presumably, 
there is a point at which the suitor's offer 
is so favorable to the target that the tar
get's directors must accept the offer to 
merge and forego its independent status. 

If the board of directors determines at 
some point that a merger or buyout with 
the suitor or some third party is in the 
best interests of the target, and the sale of 
the target becomes inevitable, the duty of 
the board changes. Instead of being de
fenders of the corporate bastion, they 
become auctioneers charged with get
ting the best price for the shareholders at 
a sale of the target. 41 The board, in order 
to achieve the highest price for the target, 
may take defensive measures. 

Once the target is to be subject to a 
change in control, measures formerly 
taken to defeat a potential suitor must be 
designed to maximize shareholders' re
turns. Thus, in such a changed setting, 
defensive steps such as poison pills, lock
up options, or asset sales are valid when 
designed or intended to promote higher 
bidding in the auction process. However, 
they are invalid if designed to favor one 
bidder and, in fact, stop the bidding.4z 

Regardless of whether a company, in 
any particular situation, is a suitor or a 
target in an LBO transaction (whether a 
friendly or hostile merger or tender of
fer), the board of directors will be faced 
with formidable challenges and respon
sibilities involving business and legal de
cisions. The board must be aware of, 
among other things, a plethora of legal 
issues, including federal and state securi
ties laws, takeover statutes, banking laws, 
and tax laws. 

At present, the United States Con
gress, the Department of the Treasury 
(including the Internal Revenue Serv
ice), the Board of Governors of the Fed
eral Reserve and the Securities and Ex
change Commission are analyzing LBOs. 
Each is considering the methods utilized 
in LBOs, their effects on the United States 
economy, and perceived abuses wrought 
by LBOs. It is likely that one or more of 
these institutions or other government 

agencies, such as the Justice Department 
or the Federal Trade Commission, will 
take action in the not-tOCHlistant future 
to address the perceived excesses of 
LBOs. 

Conclusion 
In order to expand its operations and 

to grow, a company at various stages of its 
existence will need to raise capital from 
outside sources. The raising of capital 
very likely will involve the federal and 
state securities laws. The business execu
tive must be cognizant ofthese laws and 
must focus upon them during the plan
ning stage of the project and must struc
ture the venture to enable the successful 
completion of the financing in the most 
expeditious manner. Good initial plan
ning and development of a sound financ
ing structure will assure the company of 
gready improving its chances of a suc
cessful financing venture. 
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A defense 
against cancer 

can be cooked up 
in your kitchen. 

There is evidence 
that diet and cancer 
are related. Some 
foods may promote 
cancer, while others 
protect you from it. 

Foods related to low
ering the risk of cancer 
of the larynx and esoph
agus all have high 
amounts of carotene, a 
form of Vitamin A 
which is in canta
loupes, peaches, broc
coli, spinach, all dark 
green leafy vegeta
bles, sweet potatoes, 
carrots, pumpkin, 
winter squash, and 
tomatoes, citrus fruits and 
brussels sprouts. 

Foods that may help reduce the 
risk of gastrointestinal and respira
tory tract cancer are cabbage, 
broccoli, brussels sprouts, kohl
rabi, cauliflower. 

Fruits, vegetables and whole
grain cereals such as oat

meal, bran and wheat 
may help lower the 
risk of colorectal 
cancer. 
Foods high in fats, 

saIt- or nitrite-cured 
foods such as ham, 

and t1sh and types of 
sausages smoked by traditional 
methods should be eaten in 
moderation. 

Be moderate in consumption 
of alcohol also. 

A good rule of thumb is cut 
down on fat and don't be 
Weight reduction 
may lower cancer 
risk. Our 12-year 
study of nearly a 
million Americans 
uncovered high 
cancer risks partiC
ularly among people 
40% or more overweight. 

Now, more than ever, we 
know you can cook up your 
own defense against cancer. So 
eat healthy and be healthy. 

No one faces I cancer alone; 

l' AMERICAN CANCER SOCIE1Y® 
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