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UNITED STATES OF AMERICA
Before the
SECURITIES AND EXCHANGE COMMISSION
December 10, 2007

ADMINISTRATIVE PROCEEDING
File No. 3-12902

In the Matter of

AR Associates, Inc., : ORDER INSTITUTING

Azel Enterprises, Inc., : PROCEEDINGS AND NOTICE

Getgomail.Com, Inc. : OF HEARING PURSUANT TO
(n/k/a Getgo, Inc.), : SECTION 12(j) OF THE

Success Development Group, Inc., : SECURITIES EXCHANGE ACT

Vis Opps Marketing, Inc., and : OF 1934

Worldwide Medical Corp.,

Respondents.

I

The Securities and Exchange Commission (“Commission”) deems it necessary
and appropriate for the protection of investors that public administrative proceedings be,
and hereby are, instituted pursuant to Section 12(j) of the Securities Exchange Act of
1934 (“Exchange Act”) against Respondents AR Associates, Inc., Azel Enterprises, Inc.,
Getgomail.Com, Inc. (n/k/a Getgo, Inc:), Success Development Group, Inc., Vis Opps
Marketing, Inc., and Worldwide Medical Corp.

IL
After an investigation, the Division of Enforcement alleges that:
A. RESPONDENTS

1. AR Associates, Inc. (“AR”) (CIK No. 1045040) is a revoked Nevada
corporation located in Sumas, Washington with a class of equity securities registered
with the Commission pursuant to Exchange Act Section 12(g). AR is delinquent in its
periodic filings with the Commission, having not filed any periodic reports since it filed a
Form 10-SB registration statement on September 8, 1999, which reported no assets, no
revenue, and net losses of $7,518.

2. Azel Enterprises, Inc. (“Azel”) (CIK No. 1080009) is a Nevada corporation
located in Vancouver, British Columbia, Canada with a class of equity securities
registered with the Commission pursuant to Exchange Act Section 12(g). Azel is
delinquent in its periodic filings with the Commission, having not filed any periodic
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reports since it filed a Form 10-SB registration statement on April 8, 1999, which
reported a net loss of $94,228 for the six months ended in January 1999.

3. Getgomail.Com, Inc. (n/k/a Getgo, Inc.) (“Getgo”) (CIK No. 835538) is a
British Virgin Islands corporation located in Hong Kong with a class of equity securities
registered with the Commission pursuant to Exchange Act Section 12(g). Getgo is
delinquent in its periodic filings with the Commission, having not filed any periodic
reports since it filed a Form 20-F for the period ended December 31, 2000, which
reported a net loss of $3.1 million for that year. On November 1, 2005, Getgo was
stricken from the register of British Virgin Islands companies for non-payment of its
license fee. As of December 5, 2007, the company’s common stock (symbol “GTGOF”)
was traded on the over-the-counter markets.

4. Success Development Group, Inc. (“Success Development”) (CIK No.

~ 1088359) is a permanently revoked Nevada corporation located in Reno, Nevada with a
class of equity securities registered with the Commission pursuant to Exchange Act
Section 12(g). Success Development is delinquent in its periodic filings with the
Commission, having not filed any periodic reports since it filed a Form 10-SB
registration statement on June 16, 1999, which reported a loss since inception of $6,745.

5. Vis Opps Marketing, Inc. (“Vis Opps”) (CIK No. 1077997) is a revoked
Nevada corporation located in Vancouver, British Columbia, Canada with a class of
equity securities registered with the Commission pursuant to Exchange Act Section
12(g). Vis Opps is delinquent in its periodic filings with the Commission, having not
filed any periodic reports since it filed a Form 10-QSB for the period ended April 30,
1999. A Form 10-SB amendment filed August 5, 1999 reported the company had no
revenue and a net loss of $6,894 since inception.

6. Worldwide Medical Corp. (“Worldwide Medical”) (CIK No. 1159544) is a
Delaware corporation located in Lake Forest, California with a class of equity securities
registered with the Commission pursuant to Exchange Act Section 12(g). Worldwide
Medical is delinquent in its periodic filings with the Commission, having not filed any
periodic reports since it filed a Form 10-QSB for the period ended September 30, 2002,
which reported a net loss of $473,854 for the prior three quarters. As of December 3,
2007, the company’s common stock (symbol “WWMCQ”) was traded on the over-the-
counter markets.

B. DELINQUENT PERIODIC FILINGS

7. As discussed 1n more detail above, all of the respondents are delinquent in
their periodic filings with the Commission (see Chart of Delinquent Filings, attached
hereto as Appendix 1), have repeatedly failed to meet their obligations to file timely
periodic reports, and failed to heed delinquency letters sent to them by the Division of
Corporation Finance requesting compliance with their periodic filing obligations or,
through their failure to maintain a valid address on file with the Commission as required
by Commission rules, did not receive such letters.




8. Exchange Act Section 13(a) and the rules promulgated thereunder require
issuers of securities registered pursuant to Exchange Act Section 12 to file with the
Commission current and accurate information in periodic reports, even if the registration
1s voluntary under Section 12(g). Specifically, Rule 13a-1 requires issuers to file annual
reports (Forms 10-K, 10-KSB, or 20-F), and Rule 13a-13 requires domestic issuers to file
quarterly reports (Forms 10-Q or 10-QSB). Rule 13a-16 requires foreign private issuers
to furnish quarterly and other reports to the Commission under cover of Form 6-K if they
make or are required to make the information public under the laws of the jurisdiction of
their domicile or in which they are incorporated or organized; if they file or are required
to file information with a stock exchange on which their securities are traded and the
information was made public by the exchange; or if they distribute or are required to
distribute information to their security holders.

9. As aresult of the foregoing, Respondents failed to comply with Exchange
Act Section 13(a) and Rules 13a-1 and 13a-13 or 13a-16 thereunder.

1.

In view of the allegations made by the Division of Enforcement, the Commission
deems it necessary and appropriate for the protection of investors that public
administrative proceedings be instituted to determine:

A. Whether the alleg'ations contained 1n Section II are true and, in connection
therewith, to afford the Respondents an opportunity to establish any defenses to such
allegations; and,

B. Whether it is necessary and appropriate for the protection of investors to
suspend for a period not exceeding twelve months, or revoke the registration of each
class of securities of the Respondents identified in Section II registered pursuant to
Section 12 of the Exchange Act.

Iv. .

IT IS HEREBY ORDERED that a public hearing for the purpose of taking
evidence on the questions set forth in Section IIT hereof shall be convened at a time and
place to be fixed, and before an Administrative Law Judge to be designated by further
order as provided by Rule 110 of the Commission’s Rules of Practice [17 C.F.R. §
201.110]. :

'IT IS HEREBY FURTHER ORDERED that Respondents shall file an Answer to
the allegations contained in this Order within ten (10) days after service of this Order, as
provided by Rule 220(b) of the Commission’s Rules of Practice [17 C.F.R. § 201.220(b)].

If Respondents fail to file the directed Answers, or fail to appear at a hearing after
being duly notified, the Respondents may be deemed in default and the proceedings may
be determined against it upon consideration of this Order, the allegations of which may
be deemed to be true as provided by Rules 155(a), 220(f), 221(f), and 310 of the




Commission’s Rules of Practice [17 C.F.R. §§ 201.155(a), 201.220(f), 201.221(f), and
201.310}.

This Order shall be served forthwith upon Respondents personally or by certified,
registered, or Express Mail, or by other means of verifiable delivery.

IT IS FURTHER ORDERED that the Administrative Law Judge shall issue an
initial decision no later than 120 days from the date of service of this Order, pursuant to
Rule 360(a)(2) of the Commission’s Rules of Practice [17 C.F.R. § 201.360(a)(2)].

In the absence of an appropriate waiver, no officer or employee of the
Commission engaged in the performance of investigative or prosecuting functions in this
or any factually related proceeding will be permitted to participate or advise in the
decision of this matter, except as witness or counsel in proceedings held pursuant to
notice. Since this proceeding is not “rule making” within the meaning of Section 551 of
the Administrative Procedure Act, it is not deemed subject to the provisions of Section
553 delaying the effective date of any final Commission action.

By the Commission.

Nancy M. Morris
Secretary

Attachment

By: J. Lynn Taylor
Y Ass%lstam Secretary




Company Name

AR Associates, Inc.

Appendix 1

Chart of Delinquent Filings
In the Matter of AR Associates, Inc., et al.

Form Type

10-OSB
10-KSB
10-OSB
10-OSB
10-OSB
10-KSB
10-OSB
10-OSB
10-OSB
10-XSB
10-0SB
10-OSB
10-OSB
10-KSB
10-OSB
10-OSB
10-OSB
10-KSB
10-OSB
10-OSB
10-OSB
10-KSB
10-OSB
10-OSB
10-OSB
10-KSB
10-OSB
10-OSB
10-OSB
10-KSB
10-QSB
10-QSB
10-0SB

Period
Ended

09/30/99
12/31/99
03/31/00
06/30/00
09/30/00
12/31/00
03/31/01
06/30/01
09/30/01
12/31/01
03/31/02
06/30/02
09/30/02
12/31/02
03/31/03
06/30/03
09/30/03
12/31/03
03/31/04
06/30/04
09/30/04
12/31/04
03/31/05
06/30/05
09/30/05
12/31/05
03/31/06

" 06/30/06

09/30/06
12/31/06
03/31/07
06/30/07
09/30/07

Due Date

11/15/99
03/30/00
05/15/00
08/14/00
11/14/00
04/02/01
05/15/01
08/14/01
11/14/01
04/01/02
05/15/02
08/14/02
11/14/02
03/31/03.
05/15/03
08/14/03
11/14/03
03/30/04
05/17/04
08/16/04
11/15/04
03/31/05
05/16/05
08/15/05
11/14/05
03/31/06
05/15/06
08/14/06
11/14/06
04/02/07
05/15/07
08/14/07
11/14/07

Date Months
Received Delinquent
(rounded
up)
Not filed 97
Not filed 93
Not filed N
Not filed 88
Not filed 85
Not filed 80
Not filed 79
Not filed 76
Not filed 73
Not filed 68
Not filed 67
Not filed 64
Not filed 61
Not filed 57
Not filed 55
Not filed 52
Not filed 49
Not filed 45
Not filed 43
Not filed 40
Not filed 37
Not filed 33
Not filed 31
Not filed 28
Not filed 25
Not filed 21
Not filed 19
Not filed 16
Not filed 13
Not filed 8
Not filed 7
Not filed 4
Not filed 1
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Company Name

AR Associates, Inc.

Total Filings Delinquent

Azel Enterprises, Inc.

Form Type

33

10-QOSB
10-KSB
10-OSB
10-OSB
10-OSB
10-KSB
10-OSB
10-OSB
10-OSB
10-KSB
10-OSB
10-OSB
10-QOSB
10-KSB
10-OSB
10-QSB
10-OSB
10-KSB
10-OSB
10-OSB
10-OSB
10-KSB
10-QOSB
10-OSB
10-OSB
10-KSB
10-OSB
10-OSB
10-OSB
10-KSB
10-OSB
10-OSB

Period
Ended

03/31/99
06/30/99
09/30/99
12/31/99
03/31/00
06/30/00
09/30/00
12/31/00
03/31/01
06/30/01
09/30/01
12/31/01
03/31/02

-06/30/02

09/30/02
12/31/02
03/31/03
06/30/03
09/30/03
12/31/03
03/31/04
06/30/04
09/30/04
12/31/04
03/31/05
06/30/05
09/30/05
12/31/05
03/31/06
06/30/06
09/30/06
12/31/06

Due Date

05/17/99
09/28/99
11/15/99
02/14/00
05/15/00
09/28/00
11/14/00
02/14/01
05/15/01
09/28/01
11/14/01
02/14/02
05/15/02
09/30/02
11/14/02
02/14/03
05/15/03
09/29/03
11/14/03
02/17/04
05/17/04
09/28/04
11/15/04
02/14/05
05/16/05
09/28/05
11/14/05
02/14/06
05/15/06
09/28/06
11/14/06
02/14/07

Date

Received Delinquent

Not filed
Not filed
Not filed
Not filed
Not filed
Not filed
Not filed
Not filed
Not filed
Not filed
Not filed
Not filed
Not filed
Not filed
Not filed
Not filed
Not filed
Not filed
Not filed
Not filed
Not filed
Not filed
Not filed
Not filed
Not filed
Not filed
Not filed
Not filed
Not filed
Not filed
Not filed
Not filed

Months

(rounded
up)

103
99
97
94
N
87
85
82
79
75
73
70
67
63
61
58
55
51
49
46
43
39
37
34
31
27
25
22
19
15
13
10
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. Company Name

Azel Enterprises, Inc.

Total Filings Delinquent

Getgomail.Com, Inc.
(n/k/a Getgo, Inc.)

Total Filings Delinquent

‘ Success Development

Group, Inc. -

Form Type

10-OSB
10-KSB
10-QOSB

35

20-F
20-F
20-F
20-F
20-F

10-OSB
10-QSB
10-KSB
10-QSB
10-QSB
10-QSB
10-KSB
10-QSB
10-OSB
10-OSB
10-KSB
10-OSB
10-OSB
10-OSB
10-KSB
10-0SB
10-QSB
10-OSB
10-KSB
10-OSB

Period
Ended

03/31/07
06/30/07
09/30/07

12/31/01
12/31/02
12/31/03
12/31/04
12/31/05

06/30/99
09/30/99
12/31/99
03/31/00
06/30/00
09/30/00
12/31/00
03/31/01
06/30/01
09/30/01
12/31/01
03/31/02
06/30/02
09/30/02
12/31/02
03/31/03
06/30/03
09/30/03
12/31/03

- 03/31/04

Due Date

05/15/07
09/28/07
11/14/07

06/30/02
06/30/03
06/30/04
06/30/05
06/30/06

08/16/99
11/15/99
03/30/00
05/15/00
08/14/00
11/14/00
04/02/01
05/15/01
08/14/01
11/14/01
04/01/02
05/15/02
08/14/02
11/14/02
03/31/03
05/15/03
08/14/03
11/14/03
03/30/04
05/17/04

Date Months
Received Delinquent
(rounded
up)
Not filed 7
Not filed 3
Not filed 1
Not filed 66
Not filed 54
Not filed 42
Not filed 30
Not filed 18
Not filed 100
Not filed 97
Not filed 93
Not filed 91
Not filed 88
Not filed 85
Not filed 80
Not filed 79
Not filed 76
Not filed 73
Not filed 68
Not filed 67
Not filed 64
Not filed 61
Not filed 57
Not filed 55
Not filed 52
Not filed 49
Not filed 45
Not filed 43
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. Company Name Form Type

Success Development
Group, Inc.

10-OSB
10-OSB
10-KSB
10-0SB
10-OSB
10-OSB
10-KSB
10-QSB
10-OSB
10-OSB
10-KSB
10-OSB
10-QOSB
10-QSB

. Total Filings Delinquent 34

Vis Opps Marketing, Inc.
10-OSB
10-KSB
10-OSB
10-QSB
10-OSB
10-KSB
10-QSB
10-OSB
10-OSB
10-KSB
10-QSB
10-QSB
10-OSB
10-KSB
10-OSB
10-OSB
10-OSB

‘ 10-KSB

Period
Ended

06/30/04
09/30/04
12/31/04
03/31/05
06/30/05
09/30/05
12/31/05
03/31/06
06/30/06
09/30/06
12/31/06
03/31/07
06/30/07
09/30/07

07/31/99
10/31/99
01/31/00
04/30/00
07/31/00
10/31/00
01/31/01
04/30/01
07/31/01
10/31/01
01/31/02
04/30/02
07/31/02
10/31/02

01/31/03 |

04/30/03
07/31/03
10/31/03

Due Date

- 08/16/04

11/15/04
03/31/05
05/16/05
08/15/05
11/14/05
03/31/06
05/15/06
08/14/06
11/14/06
04/02/07

-05/16/07

08/15/07
11/14/07

09/14/99
01/31/00
03/16/00
06/14/00
09/14/00
01/29/01
03/19/01
06/14/01
09/14/01
01/29/02
03/18/02
06/14/02
09/16/02
01/29/03
03/17/03
06/16/03
09/15/03
01/29/04

Date -

Months

Received Delinquent

Not filed
Not filed

Not filed .

Not filed
Not filed
Not filed
Not filed
Not filed
Not filed
Not filed
Not filed
Not filed
Not filed
Not filed

Not filed
Not filed
Not filed
Not filed
Not filed
Not filed
Not filed
Not filed
Not filed
Not filed
Not filed
Not filed
Not filed
Not filed
Not filed
Not filed
Not filed
Not filed

(rounded
up)

99
95
93
90
87
83
81
78
75
71
69
66
63
59
57
54
51
47




. Company Name Form Type

Vis Opps Marketing, Inc.
10-OSB
10-OSB
10-QSB
10-KSB
10-OSB
10-OSB
10-OSB
10-KSB
10-OSB
10-0SB
10-OSB
10-KSB
10-OSB
10-OSB

‘ 10-QSB

Total Filings Delinquent 33

Worldwide Medical

Corp. ,
10-KSB
10-QSB
10-QSB
10-QSB
10-KSB
10-QSB
10-QSB
10-QSB
10-KSB
10-OSB
10-OSB
10-OSB
10-KSB
10-QSB
10-OSB

‘ 10-0SB

Period
Ended

01/31/04
04/30/04
07/31/04
10/31/04
01/31/05
04/30/05
07/31/05
10/31/05
01/31/06
04/30/06
07/31/06
10/31/06
01/31/07
04/30/07
07/31/07

12/31/02
03/31/03
06/30/03
09/30/03
12/31/03
03/31/04
06/30/04
09/30/04
12/31/04
03/31/05
06/30/05
09/30/05
12/31/05
03/31/06
06/30/06
09/30/06

Due Date

03/16/04
06/14/04
09/14/04
01/31/05
03/17/05
06/14/05
09/14/05
01/30/06
03/17/06
06/14/06
09/14/06
01/29/07
03/19/07
06/14/07
09/14/07

03/31/03
05/15/03
08/14/03
11/14/03
03/30/04
05/17/04
08/16/04
11/15/04
03/31/05
05/16/05
08/15/05
11/14/05
03/31/06
05/15/06
08/14/06
11/14/06

Date

Months

Received Delinquent

Not filed
Not filed
Not filed
Not filed
Not filed
Not filed
Not filed
Not filed
Not filed
Not filed
Not filed
Not filed
Not filed
Not filed
Not filed

Not filed
Not filed
Not filed
Not filed
Not filed
Not filed
Not filed
Not filed
Not filed
Not filed
Not filed
Not filed
Not filed
Not filed
Not filed
Not filed

(rounded
up)

45
42
39
35
33
30
27
23
21

18
15
1"

D

57
55
52
49
45
43
40
37
33
31
28
25
21
19
16
13
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. Company Name Form Type

Worldwide Medical
Corp.
10-KSB
10-QSB
10-OSB
10-QSB
Total Filings Delinquent 20

Period
Ended

12/31/06
03/31/07
06/30/07
09/30/07

Due Date

04/02/07
05/15/07
08/14/07
11/14/07

Date

Months

Received Delinquent

Not filed
Not filed
Not filed
Not filed

(rounded
up)
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SECURITIES AND EXCHANGE COMMISSION

This file is maintained pursuant to the Freedom of Information Act (5 U.S.C.
552). It contains a copy of each decision, order, rule or similar action of the
Commission, for December 2007, with respect to which the final votes of
individual Members of the Commission are required to be made available
for public inspection pursuant to the provisions of that Act.
Unless otherwise noted, each of thé following individual Members of the
Commission voted affirmatively upon each action of the Commission shown
in the file:

CHRISTOPHER COX, CHAIRMAN

PAUL S. ATKINS, COMMISSIONER

ANNETTE L. NAZARETH, COMMISSIONER

KATHLEEN L; CASEY, COMMISSIONER
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SECURITIES AND EXCHANGE COMMISSION

17 CFR Part 240

Release No._34-56887; International Series Release No. 1305;

File No. S7-14-07

RIN 3235-AJ91 .
EXEMPTION OF COMPENSATORY EMPLOYEE STOCK OPTIONS FROM
REGISTRATION UNDER SECTION 12(g) OF THE SECURITIES EXCHANGE
ACT OF 1934

AGENCY: Securities and Exchange Commission.

ACTION:  Final rule.

SUMMARY: We are adopting two exemptions from the registration requirements of the
Securities Exchange Act of 1934 for compensatory employee stock options. The first
exemption will be available to issuers that are not required to ﬁle periodic reportsl under
the Exchange Act. The second exemption will be available to issuers that are required to
file those reports because they have regietered under Exchange Act Section 12 a class of
security or are required to file reports pursuant to Exchange Act Section 15(d). The -
exemptions will apply only to the issuer’s compensatory employee stoévk options and will
not extend to the class of securities underlying those options..

EFFECTIVE DATE: [INSERT DATE OF PUBLICATION IN THE FEDERAL
REGISTER]. |

FOR FURTHER INFORMATION CONTACT: Amy M. Starr, Senior Special

~ Counsel to the Director, at (202) 551-3115, Division of Corporation Finance, U.S.

Securities and Exehange Commission, 100 F Street, NE, Washington, DC 20549.

Docorvart= ot=37)

1




SUPPLEMENTARY INFORMATION: We are amending rule 12h-1" under the

. - Securities Exchange Act of 1934.%

! 17 CFR 240.12h-1.

‘ 2 15 U.S.C. 78a et. seq.
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I. INTRODUCTION AND BACKGROUND
A. Proposing Reléase and Public Comment Letters

On July 5, 2007, we proposed amendments. to Exchange Act Rule 12h-1 to
provide two exemptions from Exchange Act Section 12(g)’ registration for compensatory
employee stock options. The first proposed exemption applied to compensatory
employee stock options of an issuer that did not have a class of security registered under
Exchahge Act Section 12°and was not subjecf to the reporting requirements of Exchange
Act Section 15(d),’ provided certain conditions were met. The proposed exemption built
on a line of no-action letters issued by the staff of the Division of Corporation Finance
that granted relief from Exchange Act Section 12(g) registration to private, non-reporting
1ssuers fof their compensatory employee stock options.‘7 The seconci proposed exemption

applied to compensatory employee stock options of issuers that were required to file

| periodic reports under the Exchange Act because they had registered under Section 12 the

class of equity security underlying those options.
In response to our request for comment on the Proposing Release, we received

twelve comment letters from various persons, all of whom expressed support for the need

3 15 U.S.C. 78K(g).

4 Exemption of Compensatory Employee Stock Options from Registration Under Section 12(g) of
the Securities Exchange Act of 1934, Release No. 34-56010 (Jul. 10, 2007) [72 FR 37608]
(“Proposing Release™).

: 15U.S.C. 78L
6 15US.C.780(d).
7 See, e.g., no-action letters to Starbucks Corporation (available Apr. 2, 1992); Kinko’s, Inc.

(available Nov. 30, 1999); Mitchell International Holding, Inc. (available Dec. 27, 2000)
(“Mitchell International”); AMIS Holdings, Inc. (available Jul. 30, 2001) (“AMIS Holdings™);
Headstrong Corporation (available-Feb. 28, 2003); and VG Holding Corporation (available Oct.
31, 2006) (“VG Holding”). :




for the proposed exemptions.® Commenters expressed differing concerns about the scope

of the exemptions, and the transferability restrictions and information conditions of the

proposed exemption for private, non-reporting issuers. After considering commenters’

views, we are adopting amendments to Exchange Act Rule 12h-1, substantially as

proposed, with some modifications including:

Exempﬁon for private, non-reporting issuers:

- Elimination of transferability and ownership restrictions on holders of shares
issued on exercise of compensatory employee stock options; and

- Elimination of an issuer’s obligation to provide certain requifed information to
holders of shares received on exercise of compensatory employee stock

- options.

Exemption for public reporting _issﬁers:

- Expansion of the category of issuers eligible to rely on the exemption to
include any issuer required to file periodic reports under Exchange Act Section
13° or Section 15(d).

Employee Stock Options and Exchange Act Section 12(g)

In the 1980s, private, non-reporting issuers began using compensatory employee

stock options'® to compensate a broader range of employees, including executive, middle,

10

See letters from American Bar Association, Committee on Federal Regulation of Securities
(“ABA”); America’s Community Bankers (“ACB”); Center for Audit Quality (“CAQ”); Deloitte
& Touche LLP (“D&T”); Drinker Biddle & Reath LLP (“Drinker”); Emst & Young LLP
(“E&Y”); Freescale Semiconductor (“Freescale”); KPMG LLP (“KPMG”); Andrew Ross, Partner,
Loeb & Loeb (“Ross™); New York State Society of Certified Public Accountants (“NYSSCPA”);
Pink Sheets LLC (“Pink Sheets”); and Simpson Thacher & Bartlett LLP (“Simpson™).

15U0.8.C. 78m.

Throughout this release, for purposes of the exemption for private, non-reporting issuers, we use
the term “compensatory employee stock options” to refer to stock options issued to employees,
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and lower-level employees, directors, and consultants.!! Compensatory employee stock
options pfovide a method to use non-cash compensation to attract, retain, and motivate
company employees, directors, and consultants.'* Since the 1990s, a number of private,
non-reporting issuers have granted compensatory employee stock options to 500 or more
employees, directors, and consultants."

Under Exchange Act Section 12(g), an issuer with 500 or more holders of record
of a class of equity security and assets in excess of $10 million at the end of its most
recently ended fiscal year must register that class of equity security, unless there is an

available exemption from registration.'* Stock options, including stock options issued to

directors, consultants, and advisors (to the extent permitted under Securities Act Rulev 701 (17
CFR 230.701]). For reporting issuers, the phrase also refers to those persons described in General
Instruction A.1(a) to Form S-8 [17 CFR 239.16b].

u The National Center for Employee Ownership surveyed 275 venture capital-backed private

businesses in the technology and telecommunications businesses. Of these firms, 77% provided

options to all employees while 23% provided them only to select employees. “New Data Show
Venture-Backed Companies Still Issue Options Broadly,”
http://www.nceo.org/library/option_venturebacked.html; see also J. Hand, 2005 “Give Everyone a
Prize? Employee Stock Options in Private Venture-Backed Firms,” Working Paper, Kenan-
Flagler Business School, UNC Chapel Hill, available at http://ssm.com/abstracts=599904 (“Hand
Paper”) (study investigating the impacts on the equity values of private venture-backed firms of
the organizational depth to which they grant employee stock options).

Securities Act Rule 701, which provides an exemption from Securities Act registration for non-
reporting issuers for offerings of securities to employees, directors, consultants and advisors, and
specified others, pursuant to written compensatory benefit plans or agreements, has given private
issuers great flexibility in granting compensatory employee stock options to employees (and other
eligible persons) at all levels. See Rule 701(c) [17 CFR 230.701(c)]; and Rule 701 Exempt
Offerings Pursuant to Compensatory Arrangements, Release No. 33-7645 (Mar. 8, 1999) [64 FR
11095] (“Rule 701 Release”). See also Compensatory Benefit Plans and Contracts, Release No.
33-6768 (Apr. 14, 1988) [53 FR 12918].

12 See Hand Paper, note 11 supra.

See no-action letters cited at note 7 supra.

14 The asset threshold was set originally at $1 million in Section 12(g). Pursuant to its authority
under Section 12(h) of the Exchange Act, the Commission has increased the amount three times;
from $1 million to $3 million in 1982 (System of Classification for Purposes of Exempting
Smaller Issuers From Certain Reporting and Other Requirements, Release No. 34-18647 (Apr. 13,
1982){47 FR 17046]), from $3 million to $5 million in 1986 (Reporting by Small Issuers, Release




employees under stock option plaﬁs, are a s.eparate class of equity security for purposes
‘of the Exchange Act." Accordingiy, an issuer with 500 or more optionholders and more
than $10 million in assets is required to register that class of options under the Exchange
Act, absent an available exemption. While there is an exemption from Exchange Act
Séction 12(g) registration for interests and participations in certain other types of
employee conipensation plans involviﬁg securities,'® currently there is no exemption for
compensatory employee stock optibns. |

The addition of Section 12(g) to the Exohange Act in 1964 was intended “to
extend to investors in certain over-the-counter securities the same protection now
afforded to those in listed securities by providing that the issuers of certain securities now
traded over the counter shall be subject to the same requirements-that now apply to

issuers of securities listed on an exchange.”'” Further, Exchange Act Section 12(g)

No. 34-23406 (Jul. 8, 1986) [51 FR 253601]), and from $5 million to $10 million in 1996 (Relief
from Reporting by Small Issuers, Release No. 34-37157 (May 1, 1996) [61 FR 21353]).

1 Exchange Act Section 3(a)(11) [15 U.S.C. 78c(a)(11)] defines equity security to include any right
to purchase a security (such as options) and Exchange Act Rule 3a11-1 [17 CFR 240.3a11-1]
explicitly includes options in the definition of equity security for purposes of Exchange Act
Sections 12(g) and 16 [15 U.S.C. 78](g) and 78p]. Exchange Act Section 12(g)(5) [15 U.S.C.
781(g)(5)] defines class to include “all securities of an issuer which are of substantially similar
character and the holders of which enjoy substantially similar rights and privileges.”

e The exemption from registration under Exchange Act Section 12(g) which is contained in
Exchange Act Rule 12h-1(a), was adopted in 1965, for “[a]ny interest or participation in an
employee stock bonus, stock purchase, profit sharing, pension, retirement, incentive, thrift,
savings or similar plan which is not transferable by the holder except in the event of death or
mental incompetency, or any security issued solely to fund such plans.” Rule 12h-1 is intended to
exempt from Section 12(g) registration the same types of employee benefit plan interests as
Section 3(a)(2) [15 U.S.C. 77c¢(a)(2)] of the Securities Act of 1933 [15 U.S.C. 77a et. seq.]
exempts from Securities Act registration and, thus, does not cover stock options. See, e.g., L.
Loss and J. Seligman, Securities Regulations, 3d., at §6-A-4. )

1 House of Representatives Report No. 1418 (1964), ggh Cong., 2d Sess., HR 679, p.1. Seec also
Section 3(c) of the Securities Act Amendments of 1964, Pub.L. 88-467; 78 Stat. 565.




extended the disclosure and other Exchange Act safeguafds to unlisted securities as a
means to prevent fraud.'®

A number of private, non-reporting issuers faced with registfation under
Exchange Act Section 12(g) due solely to their compensatory employee stock options
being held by 500 or more holders of record (as well as having more than $10 million in
assets) at the end of their fiscal year have requested registration relief from our Division
of Corporation Finance.'® Since 1992, the Division has provided relief through no-action
letters? to these private issuers when specified conditions were present. More recently,
the Advisory Committee on Smaller Public Companies, in its Final Report, recommended
that we provide Exchange Act Section 12(g) registration relief for compensatory
employe_e stock options.21

As we discussed further in the Proposing Release, we believe that it is appropriate
at this time to adopt two new ex‘emptions from the registration provisions of Exchange
Act Section 12( g) for compensatory employee stock options issued under employee stock
‘option plans that are limited to employees, directors, consultants, and advisors of the

issuer, its parents, and majority-owned subsidiaries of the issuer or its parents.*

18 Senate Committee Report, No. 379 (1963), 88" Cong., 1* Sess., p. 63.

9 The Division has delegated authority to grant .(but not deny) applications for exemption under
Exchange Act Section 12(h). See Rule 200.30-1(e)(7) [17 CFR 200.30-1(e}7)].

2. For the conditions necessary to receive relief under these letters and orders see, e.g., the no-action
letter to Mitchell International, note 7 supra (for the pre-2001 relief) and the no-action letters to
AMIS Holdings, note 7 supra; ISE Labs, Inc. (available Jun. 2, 2003); Jazz Semiconductor, Inc.
(available Nov. 21, 2005) (“Jazz Semiconductor”); and VG Holding, note 7 supra (for the
expanded relief beginning in 2001).

u Final Report of the Advisory Committee on Smaller Public Companies to the Securities and
Exchange Commission, Apr. 23, 2006 at 87 (“Final Report of the Advisory Committee”).

2 The exemption for private, non-reporting issuers allows compensatory employee stock options to
be held only by those persons described in Securities Act Rule 701(c) [17 CFR 230.701(c)]
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IL. DISCUSSION (‘)FAEXEMPTIONS
We are adopting two amendments to Exchange Act Rule 12h-1 as proposed, with
some modifications. These amendments will:

* provide an exemption for private, non;reporting issuers from Exchange Act
Section 12(g) registration for compensatory employee stock options issued under
einployee stock option plans; and

e provide an exemption from Exchange Act Section 12(g) registration for
compensatory employee stock options of issuers that have registered under
Exchange Act Section 12 a class of security or are required to file reports pursuant

to Exchange Act Section 15(d).

Given the differences between issuers that are required to file periodic reports

 under the Exchange Act and those issuers that do not have such an obligation, including

the nature of the trading markets and the amount of publicly available information, we
believe that it is appropriate to adopt separate exemptions for these different types of

issuers.

(including permitted transferees), while the exemption for reporting issuers also allows options to
be held by those persons described in General Instruction A.1{a) to Form S-8. Securities Act Rule
701(c) lists the categories of persons to whom offers and sales of securities under written
compensatory benefit plans or contracts may be made in reliance on Securities Act Rule 701 by an
issuer, its parents, and majority-owned subsidiaries of the issuer or its parents. The categories of
persons are: employees (including specified insurance agents); directors; general partners; trustees
(where the issuer is a business trust); officers; consultants and advisors (under certain conditions);
family members who acquire their securities from such persons through gifts or domestic relations
orders; and former employees, directors, general partners, trustees, officers, consultants and
advisors only if such persons were employed by or providing services to the issuer at the time the
securities were offered. The exemption also allows options to be transferred to (and held by)
family members (as described in Securities Act Rule 701) through gifts or domestic relations
orders, or to an executor or guardian of the optionholder upon the death or disability of the
optionholder. For ease of discussion, in this release we use the phrase “employees, directors,
consultants and-advisors of the issuer” to refer to those persons described in Securities Act Rule
701(c) and transferees permitted by the exemption. For reporting issuers, the exemption will
cover grants of options made prior to and after the issuer becomes subject to the Exchange Act
reporting requirements. '




A.

Exemption For Compensatory Employee Stock Options of Issuers That Are
Not Exchange Act Reporting Issuers

We believe it is appropriate to provide an exemption from Exchange Act

registration, based on the factors identified in Exchange Act Section 12(h),? for

compensatory employee stock options of issuers that are not required to file reports under

the Exchange Act.?* We believe that an exemption from Exchange Act registration of

compensatory employee stock options for private, non-reporting issuers will provide

useful certainty to those issuers in their compensation decisions and will help them avoid

becoming subject to the registration and reporting requirements of the Exchange Act

prior to the time they have public shareholders. The availability of this exemption is

subject to specified limitations, including limitations concerning permitted optionholders,

transferability, and provision of information. We believe that the conditions to the

exemption and the existing statutory provisions and rules provide holders of

compensatory employee stock options in private, non-reporting issuers appropriate

disclosure and investor protections under the federal securities laws, given the

23

24

Exchange Act Section 12(h) provides for exemptive authority with regard to certain provisions of
the Exchange Act. Included in Exchange Act Section 12(h) is the authority to create appropriate
exemptions from the Exchange Act registration requirements. Under Exchange Act Section 12(h),
the Commission may exempt a class of securities by rules and regulations or by order if it “finds,
by reason of the number of public investors, amount of trading interest in the securities, the
number and extent of the activiti¢s of the issuer, income or assets of the issuer, or otherwise, that
such action is not inconsistent with the public interest or the protection of investors.” Exchange
Act Section 12(h) [15 U.S.C. 78](h)].

We believe that the exemption is consistent with the exemption provided for other employee
benefit plans in Exchange Act Rule 12h-1, which is not available for stock option plans, the
compensatory employee stock options issued pursuant to such plans, or the securities issued on
exercise of such compensatory employee stock options. We believe that the characteristics of
many employee benefit plans, which are by their own terms limited to employees, not available to
the general public, and subject to transfer restrictions, obviate the need for applicability of all the
rules and regulations aimed at public trading markets. In addition, because many of the conditions
in the exemption refer to certain Securities Act Rule 701 definitions and requirements, we believe
that the exemption from Exchange Act Section 12(g) registration will allow non-reporting issuers
to continue to rely on Securities Act Rule 701 in offering and selling compensatory employee
stock options and the shares issued on exercise of those options.

10




.26

compensatory circumstances of the securities issuance and the restrictions on
transferability of the compensatory employee stock options. As such, we believe that the
exemption is in the public interest, in that it would clarify and routinize the basis for an
exemption from Exchange Act Section 12(g) registration for compensatory employee
stock options so private, non—reportirig issuers would be able to continue to use
compensatory employee stock options émd would providé appropriate investor
protections for optionholders.
1. Eligible Issuers
The amendment we ar¢ adopting today will provide an exemption from Exchange
Act Section 12(g) registration for compensatory employee stock options of the following
types of issuers:
e Issuers that do not have a class of securities registered under Exchange Act
Section 12; and
e Issuers that are not subject to the reporting requirements of Exchange Act Section
15(d).”®
The exemption will be available only to those issuers that are not required to

report under the Exchange Act. As such, the exemption will terminate once the issuer

becomes subject to the reporting requirer_nents of the Exchange Act. The exemption also

will terminate if the issuer no longer satisfies the conditions to the exemption.*®

% Under Exchange Act Section 15(d), an issuer’s “duty to file [reports under Section 15(d) is]

automatically suspended if and so long as any issue of securities of such issuer is registered
pursuant to section 12 of this title.”[15 U.S:C. 780(d)].

The exemption under Exchange Act Section 12 will allow issuers 120 calendar days to register the
class of options once an issuer no longer is able to rely on the exemption. Currently, the no-action
letter relief terminates once an issuer'becomes subject to the Exchange Act reporting requirements.
See, e.g., no-action letter to VG Holding, note 7 supra. Moreover, the exemption will not be

11




Eligible Compensatory Employee Stock Options

The exemption for compensatory employee stock options will:

Apply only to compensatory employee stock options that are issued under a
written compensatdry stock option plan27 that is limited to employees, directors,
consultants, and advisors of the issuer, its parents, or maj ofity—owned subsidiaries
of the issuer or its parents.;28

Apply to all compensatory employee stoék options issued under all written
compensatory stock option plans on a combined basis where the securities
underlying the compensatory employee stock options are of the same class of
securities of the issuer, with the exemptive conditions applying to the
compensatory employee stock options issued under each voption plan; and

Not extend to any class of securities received or to be received on exercise of the

compensatory employee stock options.

27

28

available if the issuer was required, but failed, to register another class of equity security under the
Exchange Act. ’ .

Securities Act Rule 701 is available only for offers and sales of compensatory employee stock
options and the shares issuable upon exercise of those options that are issued under written
compensatory employee benefit plans of an issuer, its parents, or majority-owned subsidiaries of
the issuer or its parents. See Securities Act-Rule 701(c) [17 CFR 230.701(c)]. Thus, the
requirement that the options be issued under written compensatory stock option plans will not
impose a new obligation on issuers relying on Securities Act Rule 701 in offering and selling

-compensatory employee stock options or the shares issued on exercise of those options.

The exemption for the compensatory employee stock options will not extend to other rights issued
in connection with the compensatory employee stock options, such as stock appreciation rights.
Any such other rights will be evaluated separately for purposes of Exchange Act Section 12(g)
registration. Some commenters had requested that the exemption apply to all compensation
arrangements involving securities, including restricted stock units, stock appreciation rights, and
other rights or securities. See letters from ABA and Freescale. Consistent with the scope of the
staff no-action letters granting Section 12(g) registration relief for compensatory employee stock
options, at this time we believe the exemption should address only compensatory employee stock
options. We, therefore, are not expanding the scope of the exemption beyond compensatory
employee stock options.

12




The exemption covers all compensatory employee.stock 'options meeting the
conditions of the exemption, even if the compensatory employee stock options are issued
under separate written option plans of the issuer, its parents, or majority-owned
subsidiaries of the issuer or its parents.” For the purpose of the exemption, the
compensatory employee stock options will be considered to belong to the same class of
equity security of the issuer if the same class of securities of the issuer will be issuable on
exercise of the compensatory employee stock options.’® While one commenter requested
that we allow companies to determine whether a particular group of compensatory
employee stock options was fhe same class as other compensatory employee stock
options for purposes of determining whether it had met the 500 holder threshold,’! we are
adopting the exemption as proposed in this regard.”> We believe that, solely for purposes
of determining whether the Rule 12h-1 exemptioﬁ is available, it is important to establish
uniformity in evaluating whether there are 500 or more holders of compensatory
employee stock options and so thét issuers appropriately analyze when Exchange Act

Section 12(g) applies to their compenéatory employee stock options.*

» In response to comment (see letter from ABA), we have clarified that the options may be granted
under plans of the issuer, its parents, and majority-owned subsidiaries of the issuer or its parents.

0 See Exchange Act Section 12(g)(5) [15 U.S.C. 781(g)(5)].
A See letter from ABA.
2 One commenter suggested that the class of options should only include those options issued after

the effective date of the exemption that satisfied the conditions of the éxemption. Seg letter from
Drinker. We are not adopting such a provision. Under the Exchange Act, the class of equity
security is not determined based on when the securities are issued. The exemption provides that
the class of compensatory employee stock options for purposes of the exemption includes all
compensatory employee stock options on the same class of the issuer’s securities regardless of
whether the plan is a plan of the issuer, its parents, or majority-owned subsidiaries of the issuer or
its parents. No distinction is made in the exemption as to when those options are issued.

= This provision will not affect the separate class analysis under Exchange Act Section 12(g)(5) for
other purposes. ‘
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The exemption, as adopted, applies to the cofnpensatory employee stock options
only and not to the securities issued (or to be issued) on exercise of the compénsatory
emplovyee stock optiéns. Thus, the issuer will have to apply the registration fequifements
of Exchange Act Section 12 to the class of equity secuﬁty underlying lthe compensatory
employee stock options without regard to the exemption.34
3.  Eligible Option Plan Participants

The exemptfon is available only where the class of persons eligible to receive
compeﬁsatory émployee stock options under the stock option plans is limited to those
persons described in the exemption. These eligible optionholders are the same as those
participants permitted under Securities Act Rule 701 and include:*

| e Employees of the issuer, its parents, or majority-owned, direct or indirect,

subsidiaries of the issuer or its parents;

. Directofs of the issuer, its parents, or majority-owned, direct or indirect,
subsidiaries of the issuer or fts parents; and |

e Consultants and advisors of the issuer, .its parents, or majority-owned, direct or
indirect, subsidiaries of the issuer or its parents.

" As adopted, the exempﬁon is limited to those situations where compensatory
employee stock options may be held only by those persons who are permitted to hold or

be granted compensatory employee stock optfons under Securities Act Rule 701 and their

4 For example, if an issuer had more than $10 million in assets and 500 or more holders of a class of
equity security underlying the compensatory employee stock options as of the end of its fiscal
year, it would have to register under Exchange Act Section 12 that class of equity security.

3 See the discussion at note 22 supra.
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permitted transferees.’® We believe that the experience of issuers and their counsels with
Securities Act Rule 701 will ease compliance with and limit uncertainty regarding the
exemption.”’

Just as Securities Act Rule 701 was designed specifically not to be available for
capital-raising transactions, the exemption will apply only to employee stock options

issued for compensatory purposes. The restrictions on the eligible participants in the

stock option plans are intended to assure that the exémption is limited to employee stock

options issued solely for compensatory pulposes.38
4. Option Terms
a. Compensatory Employee Stock Option Transferability Restrictions

~ The exemption is available only where there are certain restrictions on the
transferability by an optionholder of those options and, prior to the exercise of the
options, the shares issuable on exercise of those options.” Specifically, the exemption is

availabie only if:

3 In this regard, we note that this category of eligible optionholders is broader than the category of
persons to whom employee benefit securities, including compensatory employee stock options,
may be offered and sold by reporting issuers using a Form S-8 registration statement. See General
Instruction A.1(a) to FormS-8. As we note below, the exemption for reporting issuers will allow
eligible optionholders to satisfy the definitions contained in either Securities Act Rule 701 or
Form S-8 because an issuer may grant options both prior to and after it becomes subject to the
periodic reporting requirements of the Exchange Act.

3 Some commenters were concerned that the terms of outstanding options may not contain all the
restrictive provisions of the exemption. (See letters from Drinker and Ross). We believe that our
elimination of the restrictions on holders of shares received on exercise of an option and the
modification of the transferability conditions affecting optionholders should address these
concerns.

3® All option grants and exercises must, of course, comply with the requirements of the Securities
Act.

» The exemption does not impose any limitations on the ability of current or former employees,

directors, consultants, or advisors of an issuer to retain or exercise their compensatory employee
stock options. :
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The compensatory employee stock> options and, prior to exercise, the shares to be

received on exercise of thosé options cannot be transferred except, as permitted

by the e_xemption:‘w

- to family members (as dgﬁned in Securities Act Rule 701) 'by gift or pursuant
to domestic relations orders; and

- on death or disability of the optionholder;41

There can be no other permitted pledges, gifts, hypothecations, or other transfers

of the compensatory employee stock options, or shares issuable on exercise of

those options, prior to exercise, until the issuer becomes subject to the reporting

requirements of the Exchange Act or is no longer relying on the exemption;

pfovided that there may be:‘

- transfers back to the issuer; or

. transfers in connection with a change of control or other acquisition
transactions involving the issuer if, following such transaction, the options no
longer will be outstandihg and the issuer no longer will be relying on the

exemption;42 and

40

41

42

The transferability restrictions are not intended to supersede other transferability restrictions
imposed for other reasons, including under the Internal Revenue Code of 1986, as amended [26

U.S.C. 422(b)(5)].

These permitted transferees are intended to be the same as those permitted under Securities Act
Rule 701(c) as well as executors or guardians of an optionholder on the death or disability of the

optionholder. See note 22 supra.

After an issuer becomes subject to the reporting requirements of the Exchange Act, the issuer will
be able to rely on the exemption for Exchange Act reporting issuets only if it becomes subject to
Exchange Act reporting as a result of its Exchange Act Section 12 registration of a class of
security or pursuant to Exchange Act Section 15(d). '
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e The compensatory employee stock options or the securities issuable upon exercise

of those options cannot be the subject of a short position, a “put equivalent
position™* or a-“call equivalent position™* by the optionholder, prior to exercise,
until the issuer becomes subject to the reporting requirements of the Exchange
Act or is no longer relying on the exemption; provided that the options may be

subject to repurchase rights of the issuer or the optionholder may participate in a

- change of control or other acquisition transaction involving the issuer. '

As adopted, the conditions provide that, except with regard to the limited

permitted transfers specified in the conditions, an optionholder cannot be permitted, prior

to exercise, to pledge, hypothecate, or otherwise transfer the compensatory employee

stock options or the shares underlying those options, including through a short position, a

“put equivalent position,” or a “call equivalent position,” until the issuer becomes subject

to the reporting requirements of the Exchange Act or is no longer relying on the

exemption.” For the exemption to be available, these transfer restrictions will have to

apply to options outstanding at the time that the issuer is relying on the exemption.

43

44

45

17 CFR 240.16a-1(h). Rule 16a-1(h) defines a “put equivalent position” as a derivative security
position that increases in value as the value of the underlying equity decreases, including, but not
limited to, a long put option and a short call option position.

17 CFR 240.16a-1(b). Rule 16a-1(b) defines a “call equivalent position” as a derivative security
position that increases in value as the value of the underlying equity increases, including, but not
limited to, a long convertible security, a long call option, and a short put option position.

The current no-action letters contain similar conditions on transferability of the options, although
the rule as adopted clarifies the limitations on the ability of optionholders to engage in certain
derivative transactions prior to exercise, such as restrictions on an optionholder from entering into
a “put equivalent position” or “call equivalent position” until the issuer becomes subject to the
reporting requirements of the Exchange Act, or is no longer relying on the exemption. See, e.g.,
no-action letter to VG Holding, note 7 supra. In addition, the amendment as adopted does not
restrict holders of shares following exercise of compensatory employee stock options.

17




The restrictions on transfer of the compensatory employee stopk options and the
shares underlying those options, prior to exercise, are intended to limit the possibility for
a trading market to develop for the compensatory employee stock options while the issuer
is relying on the exemption. These restrictions also are intended to assure that an
optionholder is not able to profit from the compensatory employee stock options or the
securities to be recéived on exercise of those options (except from permitted payments or
transfers as described in the exemption), until the issuer becomes subject to the repdrting
requirementé of the ExchangevAct or is no longer relying on the exemption.

In response to comments, we have modified the transferability condition tb permit
optionholders to receive cor;lpensafion for their opﬁoﬁs from the issuer or arising from a
change of control or other acquisition transaction after which the options no longer will
be outstanding and the issuer no longer will be relying on the exemption.*®

Commenters also were concerned that a requirement for an issuer to repurchase
the shares or options due to state law limitations on transfer restr_ictions could have
adverse accounting consequences to companies.*’ Aé a result, we have modified the
transferability cohditions to eliminate a requirement fof an issuer to répurchase options if
an express prohibition on transfer of options is not permitted under applicable state law.
Instead, the condition permits the issuer to provide that it may repurchase the options in
the event of an impermissible transfer. Issuers also may prqvide that the options

terminate in such an event. We note that compensatory employee stock option plans or

written stock option agreements generally restrict the persons who may exercise the

4 See letters from ABA, Ross, and Simpson.

41 See letters from CAQ, D&T, E&Y, and KPMG.
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options, so providing for a termination of an option in the évent of an impermissible
transfer would, in many cases, already be contemplated by the terms of the written stock
option agreement or plan.

We proposed that the transferability restrictions apply to holders of shares issued
on exercise of the options. In response to comments,® we have not adopted this
cdndition of the exemption. We understand from commenters that private, non-reporting -
issuers normallyl already have shareholder agreements and other mechanisms to restrict
the transfer of shares received on exercise of options prior to the time the issuer becomes
subject to the reporting requirements of the Exchange Act or is involved in a change of
control or other acquisition transaction involving the issuer.”” We also understand that
private, non-reporting issuers do not anticipate that optionholders will exercise their

| options prior to a liquidity event, such as an initial public offering or sale of the corﬁpany,
or prior to termination of the options.*

We are not adopting as a condition fo the exemption separate transferability
restrictions on holders of the shares received on exercise of the compensatory employee

stock options. While we acknoWledged in the Proposing Release the existence of

48 See letters from ABA, Drinker, Ross, and Simpson.

® See letters from ABA, Freescale, Ross, and Simpson.

50 In expressing their views that the proposed transferability restrictions should not be expected to
affect a private company’s ability to value the compensatory employee stock options under
Financial Accounting Standards Board Statement of Financial Accounting Standards No. 123R
(revised 2004) Share-Based Payment (FAS 123R), some commenters noted that in valuing
employee stock options for purposes of FAS 123R, private, non-reporting issuers use an expected
term assumption that does not anticipate early exercise of the options. See letters from CAQ,
E&Y, and KPMG. These commenters noted that employees of non-public companies normally do
not have an incentive to exercise a vested option early due to the lack of a market for the
underlying shares. These commenters observed that non-public company employees typically
hold their options until they have incentive to exercise such as at the end of their terms,
termination of employment, or until a liquidity event, such as an initial public offering or sale of
the company occurs. '
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company-imposed and securities law transferability restrictions, we are persuadedvto
modify the exemption in light of the additional concerns that commenters believed tﬁe
proposed transferability restrictions would raise. In niodifying the exemption, we have
considered the treatment of compensatory employee stock options under Securities Act
Rulé 701 as restricted securities as defined in Securities Act Rule 144, the fact that
optionholders typically do not exercise their options pﬁor to their termination or a
liquidity event and the fact that, if exercised, mbst private companies take steps to restrict
transferability of shares received on exercise of compensatory employee stock options, so
that there is a limited possibility of a market developing in the securities issued on
exercise of immediately exercisable compensatory employee stock options. In addition,
we have considered a commenter’s view that imposing separéte transferability
festrictions on the holders of shares received on exercise of compensatory émployee
stock options may affect a company’s decision to use stock options for compensatory
purposes.”> We also note that the exemptions we are adopting today do not impact the
continued potential applicability of Exchange Act Section 12(g) to the securities issued
on exercise of the options.

We also are not adopting the proposed restriction on other shares of the same
class of equity security as those underlying the options. We believe that this restriction is
no longer necessary because we have not adopted transferability restrictions on holders of
securities received on exercise of compensatory employee stock options. In addition, we

have taken into account one commenter’s concern that the transferability restrictions on

3 17 CFR 230.144. See, e.g., Securities Act Rule 701(g).
52 See letter from ABA. See also, letter from Ross.
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the optionholder with respect to shares of the same class as those issuable on exercise of
the options would affect an optionholder’s ability to dispose of other securities of the
issuer that fhe optionholder owned.>

As proposed, the exemption would have provided that there could be no market,
process, or methodology that would permit optionholders, prior to exercise, to receive
compeqsatioﬁ or consideratioﬁ for their options, the shares issuable on exercise -of the
options, or shares of the same class of equity security as those underlying those opﬁons.
Commenters noted that generally there is no market for the seéuﬁties underlying the
options while the issuer is a private, non-re’portihg entity.>* Commenters were concerned
that optionholders should not be disadvantaged from receiving payments from an issuer..
or in connection with a change of control or other corporate transaction involving an
issuer, either with_respect to their options or shares of the issuer they already own.” In
light of these comments, we do not believe the exemption should impair an
optionholder’s ability to participate- in transactions involving the issuer’s securities they
already own and we do not believe the exemption should restrict an issuer or other
shareholders from engaging in particular tranéactions due to the issuer’s relidn'ce on the
exemption.
b. Permitted Exercisability of Compensatory Employee Stock Options

The exemption will not require that there be any restriction on the timing of the

exercise of the compensatory employee stock options:

53 See letter from Ross.

54 See letters from ABA, Freescale, Ross, and Simpson.

5 See letters from ABA, Freescale, Ross, and Simpson.
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by the optionholder (regardless of whether the optionholder continues to be an
employee, director, consultant or advisor of the issuer);

in the event of the death or disability of the optionholder, by the estate or guardian
of the optiqnholder; or

by a family member (as defined in Securities Act Rule 701) who acquired the
options through a giﬁ or domestic relations order.

Required Information

We are adopting the proposed requirement that the issuer provide information to

optionholders with certain modifications. In résponse to comment, we are not adopting a

requirement for issuers to provide information to holders of shares received on exercise

of compensatory employee stock options after exercise or for issuers to provide

optionholders access to their books and records.*®

As adopted, the information condition will require the issuer, for purposes of the

exemption, to periodically provide the following information to optionholders:*’

The same risk and financial information that would be required to be provided
under Securities Act Rﬁle 701 if securities sold in reliance on Securities Act Rule
701 in a 12-month period exceeded $5 million (as such provision may be
modified®®), with the optionholders being provided every six months required

infonnation, including financial statements that are not more than 180 days old.”

56

57

58

See letter from ABA.

In response to.comment (see letters from ABA and Ross), we are clarifying that the information
conditions may commence once a company has 500 or more optionholders and may terminate
once the company becomes subject to the reporting requirements of the Exchange Act or is no
longer relying on the exemption. .

One commenter suggested that the exemption take into account changes in the dollar threshold in
Securities Act Rule 701. See letter from ABA. The rule text, as proposed and adopted, refers
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The issuer will be perrhitted to provide the required information to the
‘ optionholders either by:

e Physical or electroni§60 delivery of the information; or

¢ Notice to the optionholders of:
- the availability of the information on an Internet site that may be password-

pro’cécted;61 and
- any password needed to access the information.
In Securities Act Rule 701, we established the type of information that employees
holding compensatory employee stock options must be provided before the exercise of

those options.®> The Securities Act Rule 701 information provisions provide

only to the relevant paragraph of Securities Act Rule 701 and does not include a separate dollar
threshold. Therefore, any change in the dollar threshold in Securities Act Rule 701 would apply to
. the exemption.

% See Securities Act Rule 701(e) [17 CFR 230.701(e)] for a description of the risk factor and
financial statement requirements. The required information will have to be provided under the
terms of the exemption, once an issuer is relying on the exemption regardless of whether the issuer
would be required to provide the information under Securities Act Rule 701 (for example, because
the issuer did not sell $5 million in securities in a 12-month period in reliance on Securities Act
Rule 701). The financial statement requirements under Securities Act Rule 701 refers to financial
statements of Part F/S of Form 1-A [17 CFR 239.90]. Part F/S of Form 1-A does not require
audited financial statements unless an issuer has prepared them for other purposes. Otherwise,
Part F/S of Form 1-A permits an issuer to provide two years of unaudited financial statements.

60 Electronic delivery of such information will have to be made in compliance with the

Commission’s interpretations regarding the electronic delivery of information. See, e _g_ “Use of

Electronic Media,” Release No. 34-42728 (Apr. 28, 2000) [65 FR 25843].

ol A password-protected closed-system intranet site accessible to employees also would be a

permitted method to provide the required information to those persons having access to such site.

6. See Rule 701 Release, note 11 supra. “The type and amount of disclosure needed in a

compensatory securities transaction differs from that needed in a capital-raising transaction. Ina
bona fide compensatory arrangement, the issuer is concemed primarily with compensating the
employee-investor rather than maximizing its proceeds from the sale. Because the compensated
individual has some business relationship, perhaps extending over a long period of time, with the
securities issuer, that person will have acquired some, and in many cases, a substantial amount of
* knowledge about the enterprise. The amount and type of disclosure required for this person is not
' ‘ the same as for the typical investor with no particular connection with the issuer.” Id.
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optionholders and other persons who purchase securities without registration under
Securities Act Rule 701 with impéftant informatioh. While one commenter objected to
the provision of iriformatioq cbondition,63 we believe that the ongoing provision of the
same information is necessary and appropriate for purposes of the eXemption from
Exchange Act registration.** While requiring private, non-repqrting issuers to provide
inforrﬁatién, as adopted, the exeﬁlption will allow flexibility in the means of providing
the information By permitting physical, electronic, or Internet-based delivery.

Securities Act Rule 701 provides that the required information must be provided
to an optionholder a reasonable period of time before the date of exercise of the
compensatory employee stock oﬁtions. Securities Act Rule 701 also requires that the
required financial statements be as of a date né more than 180 days before the sale of the

securities (which in the case of compensatory employee stock options is the date of

“exercise of the options). We believe that the exemption from Exchange Act registration

presents the need for ongoing information to be provided to optionholders. As such, the
exemption requires that, once an issuer has 500 or more optionholders, the optionholders
must be provided every six months the required information, including financial

statements that are not more than 180 days old.

6 See letter from ABA.

64 As the Commission reminded issuers when it adopted the amendments to Securities Act Rule 701
in 1999, issuers should be aware that compliance with the minimum disclosure standards for '
Securities Act Rule 701 may not necessarily satisfy the antifraud standards of the securities laws.
See Rule 701 Release, note 11 supra. (Preliminary Note 1 to Rule 701 states that issuers and other
persons acting on their behalf have an obligation to provide investors with disclosure adequate to
satisfy the antifraud provisions of the federal securities laws.) We recognize that the Advisory
Committee has recommended modifications to Securities Act Rule 701 that would affect the
thresholds that would trigger the disclosure provisions of that rule. OQur amendments do not
address the Advisory Committee’s recommendations regarding Securities Act Rule 701. See Final
Report of the Advisory Committee, note 21 supra, at p. 92-93.

24




We believe that our experience with Securities Act Rule 701 and the combined
conditions of the exemption, including the eligibility and transferability provisions, make
it appropriate to require the same risk and financial information as required under
Securities Act Rule 701, as noteq above, rather than essentially the same Exchange Act
information and reports as if it was subject to the Exchange Act reporting requirements in
the context of an ohgoing reporting exemption relating to compensatory employee stock
options.”® As such, we believe that the scope of information that the optionholders will
be provided under the exemption is not inconsistent with investor protection and the
public interest.®

One commenter objected to the proposed condition that the issuer make its books
and records available for inspection by the optionholder and holders of shares received on

exercise of compensatory employee stock options to the same extent that they are

6 As the Commission also recognized when it adopted the Securities Act Rule 701 amendments in
1999, and because many issuers that have 500 or more optionholders and more than $10 million in
assets are likely to have received venture capital financing (see for example the data in the Hand
Paper, note 11 supra), we believe that many of these issuers already have prepared the type of
disclosure required in their normal course of business, either for using other exemptions, such as
Regulation D, or for other purposes. As a result, the disclosure requirement generally will be less
burdensome for them. In adopting the amendments to Securities Act Rule 701, we stated that a
minimum level of disclosure was essential to meet even the reduced level of information needed to

. inform compensatory-type investors such as employees and consultants. See Rule 701 Release,

note 11 supra.

s For a private, non-reporting issuer with a significant number of optionholders (and with more than
$10 million in assets at the end of its fiscal year), we believe it is likely that such issuer either
already is obligated to provide the same information to optionholders due to sales of securities in
reliance on Securities Act Rule 701 or already prepares and, as such, provides such information to
its shareholders. One commenter also stated that many private, non-reporting issuers prepare
financial statements, including audited financial statements, for other purposes. See letter from
E&Y. Moreover, because of the transferability restrictions on the compensatory employee stock
options and, prior to exercise, the shares to be received on exercise of those options, optionholders
will have limited investment decisions to make, until the issuer becomes subject to the reporting
requirements of the Exchange Act or is engaged in an acquisition transaction affecting the options.
Consequently, we believe that the disclosure required under the exemption is the appropriate level
of disclosure to be provided optionholders until the issuer becomes subject to the reporting
requirements of the Exchange Act or is no longer relying on the exemption.
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available to other shareholders of the issuer.”” This commenter stated that such a
requirement may g0 bejond or be inconsistent with state law requirements.” We are not
adopting the books and records element of the information conditi_on. We believe that
holders of such shares can exercise their state law rights to inspect corporate books and
records. Moreoxrer, because optionholders, as such, are not shareholders, we agree with
the commenter that it is Iiot necessary to extend the books and records inspection right to
them if it is not already provided for under applicable state law.

| Te perinit issuers to éafeguard proprietary or confidential information that may be
contained in the information to be provided, the exemptien will permit provision of the
disclosure to be conditioned on the optionhelder agreeing to maintain the conﬁdentiality
of the information._68 In response to a commenter,®” we are not adopting the proposed
provision that would have required an issuer to allow inspection of the documents at one
of the described issuer offices if an optionholder chooses not to enter into such a
confidentiality agreement. Under the exemption, as adopted, the issuer is not required to
provide the information to a particular optionholder if the holder does not agree to keep
the information to be provided purSuarit to the exemption confidential. 7_0 Therefore, the

exemption, as adopted, permits an issuer to take steps to protect the confidentiality of its

information.

67 See letter from ABA.

6 This provision is consistent with the related information provision under Securities Act Rule 701.

® See letter from ABA.

o This provision does not affect an issuer’s information delivery obligation under Securities Act
Rule 701.
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The proposal also would have required that the issuer provide the required
information to holders of shares received on exercise of options. We have revised the
information condition to épply only to optionholders in light of concern regarding the
potential misuse of information by non-employees or former employees of a company.’"
The amendments, as adopted, do not condition the exemption on transferabiiity
restrictions on the underlying shares similar to those applicable to the compensatory
employee stock options. One commenter expressed concern that the information delivery
conditions would treat these company shareholders differently than other company
shareholders.” Since the exemption applies only to the compensatory employee stock
options and not to the shares received on exercise of the compensatory employee stock
options, we believe our revision;c, should address concerﬁs in this regard and provide
companies flexibility in addressing confidentiality and share transferability issues.

6. Issuer Obligation to Imbose the Conditions to the Exemption

We are adopting essentially as proposed the requirement that,v for the exemption
to be available, a private, non-reporting issuer must include the necessary limitations and
conditions in the written stock option plans, within the terms of the individual written
option agreements, or in another enforceable written agreemeﬁt. Some commenters were
concemned about the need to include the conditions and obligations in optioﬁ plans or
option agreements and one commenter suggested that the conditions and restrictions

should only have to be satiéﬁed in practice.” We believe that the nature of the

7 See letter from ABA.

7 See letter from ABA.
» See, e.g., letters from ABA, Drinker, and Ross. While one commenter suggested eliminating any

requirement for the conditions to be embodied in an agreement (see letter from ABA), we believe
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exemption necessitates the inclusion of the condifions to the ekemption in an enforceable
written agreement or agreements between the issuer and the optionholders, or in the
issuer’s by-laws or certificate of incorporation. By allowing the conditions and
obligations to be included in any;enfqrceable written agreement or the in the issuer’s
certificate of incorporation or by-laws, we also believe that the modified condition will
provide issuers necessary flexibility in where to include the conditions in their
agreements with optionholders. |

B.  Exemption for Compensatory Employee Stock Options of Exchange Act
Reporting Issuers

To provide certainty regarding the obligations of issuers that already have
registered securities under the Exchange Act or are required to file feports_under the
Exchange Act pursuant to Exchange Act Section 15(d), we are adopting an exemption

| from Exchange Act registration for compensatory employee stock options of these
reporting issuers.”” While the proposed exemption would have been available only for an
issuer that had fegistéred under Exchange Act Section 12 the class of 'equity security
underlying the compensatory employee sfock options, in response to comment,”> we are
expanding the eligibility for this exemption to all issuers required to file periodic reports
pursuant to Exchange Act Section 13 or Exéhange Act Section 15(d). The filing of
Exchange Act reports pursuant to Exchange Act Sections 13 or 15(d) will provide the

appropriate information to optionholders.

that the condition must be enforceable by the optionholder. Further, we believe the issuer must
have written evidence that it satisfies this condition.

™ We believe the exemption will provide important guidance regarding, and an appropriate

exemption to, eligible issuers from the Exchange Act registration requirement for compensatory
employee stock options.

» See letter from ABA.
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As with the exemption for private, non-repofting-issuers, the exemption for
issuers subject to the reporting req.uirements of the.Exchange Act will be available only
where the options are issued pursuant to a written compensatory stock option plan. We
| have revised the exemption, in response to comment,’® to provide that the class of
persons eligible to receive or hold compensatory employee stock options under the stock
option plané includes those participants permitted to be granted options under an issuer’s
Form S-8, as well as to those participants permitted under Securities Act Rule 701.”7 We
have made this change to take into account the fact that, for a reporting issuer,
compensatory employee stbck options may have been granted before, and may be granted
after, the issuer becomes subject to the Exchange Act reporting réquirements.

We also have modified the optionholder eligibility condition to address the
concerns of some commenters that the exemption still should be available to reporting
issuers even where a small number of optionholders may not necessarily fall within the
permitted categories of optionholders.”® We are adopting a provision that will permit the
exemption to continue to be available even if there is an insignificant deviation from

satisfying the eligibility conditions of the exemption.” This provision will allow

7 See letter from ABA.

n This expansion will make the categories of eligible optionholders consistent under both
exemptions. See the discussion under “Eligible Option Plan Participants,” above, for a description
" of the eligible optionholders.

» See letters from ABA, Drinker, and Ross. Commenters noted that options could be held by
persons that previously had been granted options by the issuer, or by another entity acquired by
the issuer. One commenter also was concerned about options held by former employees of an
acquired entity who would not be considered eligible optionholders under Form S-8.

» While we are allowing the exemption to be available to reporting issuers that have insignificant
deviations from the eligibility conditions, we are not adopting a similar provision for private, non-
reporting issuers. We believe this distinction is appropriate because reporting issuers are subject
to all of the disclosure requirements under the periodic reporting rules of the Exchange Act and
also are subject to staff review. The concept of allowing an insignificant deviation from required
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reporting issuers to reiy on the exemption if the number of optionholders that do not meet
the eligibility condition are insignificant both as to the aggregate number of optionholders
and number of outstanding options. Further, following the effective date of the
exemption, to be able to rely on the exemption, including the insignificant deviation
provision, the issuer must have made a good faith and reasonable attempt to comply with
the conditions of the exemption.

The exemption from Section 12(g) registration for compensatory employee stock
options of Excliange ‘Act reporting issuers does not include any information »conditions,
other thé.n those arising from the registration of a class of security under the Exchange
Act or arising under Exchange Act Section 15(d).

We are not conditioning the availability of the exemption on the issuer being
current in its Exchange Act reporting. As we noted in the proposing release, we believe it
would seem inappropriate for the issuer to lose the exemption, and be'required to register
a class of compensatory employée stock options under Exchange Act Section 12(g),
because it was late in filing a required Exchange Act report and, for the days before that
report was filed, was not “current” in its Exchange Act reporting. One commenter agreed
with this approach.®

While we had proposed that the exemption apply oniy where the issuers had
registered the class of equity security underlying the compensatory employee stock

options, which would provide optionholders the protections of Exchange Act Sections

conditions also is included in Regulation D and Regulation A under the Securities Act [17 CFR
230.260 and 17 CFR 230.508]. We believe that issuers are familiar with the concept under the
Securities Act and applying a similar concept to the exemption under the Exchange Act will assist
issuers in avoiding unintentional failures to satisfy the exemption conditions.

80 ee letter from ABA.
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13(e)*" and 14(e),** we agree with one commehter that the exemption should be available
'to all issuers required to file periodic reports under the Exchange Act.®® For those issuers
- required to file periodic reports pursuant to Exchange Act Section 15(d), the exemption
will no longer be available once their obligation to file reports under Exchange Act
Section 15(d) is suspended. In that case, to maintain the exemptibn, the issuer would
he‘we to register a class of security under Exchange Act Section 12.

We believe that once'an issﬁer has 500 or more optionholders it is more likely that
it will havé 500 or more holders of the shares underlying the options and therefore will be
required to register that class under Exchange Act Section 12 if it also has more than $10
million in assets. In addition, if the issuer becomes a private, non-repbrting issuer due to
the suspension or termination of its repdrting obli gation, it may rely on the ex'emption for
the compeﬁsatory employee stock options of private, non-reporting issuers if the
cbnditions to that exemption are satisfied.

C. Registering When No Longer Eligible for Exemption

If a private, non-reporting issuer becomes ineli giblé to rely on the exemption, the
1ssuer will be permitted up to 120 calendar days from the date it became ineligible to rely
on the exemption to file a registration statement to register under Exchange Act Section
12(g) the class of compensatory employee stock options. For a reporting issuer that
becomes ineligible to rely on the exemptibn, the issuer will be permitted up to 60 |

calendar days from the date it became ineligible to rely on the exemption to file a

u 15 U.S.C. 78m(e).

82 15 U.S.C. 78n(e).

8 See letter from ABA. Exchange Act Section 14(e) would, of course, continue to apply regardless
of whether the issuer had registered the class of equity security underlying the compensatory
employee stock options.

31




registration statement to register under Exchange Act Séction 12(g) the class of
compensatory employee stock options or a class of security. We have revised the
transition provision for private, non—reportiﬁg issuers ip response to a commenter’s
concern that 60 days wquld not be sufficient for private, non-reporting issuers to prepare
a Form 10 registration s‘tatemént including audited financial statements.® We have
retained the 60 day time period for réporting issuers because they already would have
been required to prepare and file periodic reports under the Exchange Act, including
audited financial statements.
III.. PAPERWORK REDUCTION ACT
A. Background

‘Certain provisions of the amendments to Exchange Act Rule 12h-1% contain
“collection of information” requirements within the meaning of the Paperwork Réduction
Act of 1995 (“PRA™).¥ We published a notice requesting comment on the collection of
information requirements in the Proposing Release and submitted these to the Office of
Management and Budget (“OMB?”) for review and approval in accordance with the
PRA.}” OMB approved the collection and the control number is 3235-0632. An agency
may not conduct or sponsor, and a person is not required to respond to, a collection of
information unless it displays a currently valid OMB control number. The title for this
information is:

e Exchange Act Rule 12h-1.

84 See letter from ABA.
8 17 CFR 240.12h-1.
86 44 U.S.C. 3501 et. seq.
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The hours and costs associated with preparation of notices, maintaining Internet
sites, and preparation of information to be disclosed to optionholders for private, non-
reporting issuers relying on the exemption from Exchange Act Section 12(g)88registration
constitute cost burdens imposed by the collection of information. The exemption
available to reporting issuers will not constitute new collections of information. The
amendments will not affect existing collections of information.

The exemptions from Exchange Act Section 12(g) registration are being adopted
pursuant to the Exchange Act. The information collection requirements related to the
exemption for private, non-reponing issuers are a condition to reliance on the exemption.

_There is no mandatory retention period for the information disclosed and the information
disclosed is not required to be filed with the Commission.
B. Summary of Collection of Information

Our amendments to Exchange Act Rule 12h-1 will provide an exemption for
private, non-reporting issuers from Exchange Act Section 12(g) registration for
compensatory employee stock options issued under employee stock option plans. The
amendments also will provide an exemption'from Exchange Act Section 12(g)
registration for compensatory employee stock options of issuers that are subject to the
periodic reporting requirements of the Exchange Act pursuant to Exchange Act Section
13 or Section 15(d).

The requirements regarding notice of information availability, Internet availability

of information, and, for certain issuers, the preparation of information related to the

8 44 U.S.C. 3507(d) and 5 CFR 1320.11.

58 15 U.S.C. 78](g).
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exemption from Exchange Act Section 12(g) for compénsatory employee stock options
of private, non-reporting issuers constitute a new collection of information under the
Exchange Act. The information provision in the exemption for private, non-reporting
issuers is not a new collection of information for those private, non-reporting issuers that
also are required to provide such 'infoﬁnation to optionholders pursuant to Securities Act
Rule 701% or that already prepare and provide such information to their shareholders.
The colléction of information is required for those private, non-reporting issuers

that rely on the exémptio’n because they had 500 or more optionholders and more than
$10 million in assets at the entl of their fiscal year. The issuers likely to use the
exemption are those private, non-reporting issuers that had more than $10 million in
assets and had used stock options to compensate employees, directors, consultants, and
advisors on a broad basis. The exemp'tion from Section 12(g) registration for
compensatory employee stock options of reporting issuers that are subject to the periodic
reporting requirements of the Exchange Act pursuant to Exchange Act Section 13 or
Section 15(d) does not impose any new collection of information on these reporting
issuers.
C. Summary of Comments

‘ None of the commenters addressed our request for comment on the PRA analysis
and, accordingly, we have not revised our PRA estimates.
D. Paperwork Reduction Act Burden Estimates

"For purposes of the PRA, we estirtiate that the annual burden for responding to the

collection of information in the exemption will not increase significantly for most private,

8 17 CFR 230.701.
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non-reporting issuers, due to the current disclosure provisions of Securities Act Rule 701
and the probaBility that such issﬁers already prepare such information for other purposes.
The costs may increase for those private, non-reporting issuers who are not relying 6n
Securities Act Rule 701 when they grant coxﬁpensatory employee stock options or who
do not prepare the information for other purposes. The cost of providing such
information may increase because of the requirement in the exemptién for private, non-
reporting issuefs to provide the required information.

Our estimates represent the burden for private, non-reporting issuers eligible to
rely on the exemption. Because the registration provisions of Exchange Act Secﬁon .
12(g) apply only to an issuer with 500 or more holders of record of a class of equity
security and assets in excess of $10 million at the end of its most recently ended fiscal
year, only those private, non-reporting issuers satisfying those thresholds will be subject
to the collection of information.v The Division of Corporation Finance has granted no-
action relief from registration of compensatory employee stock options to 30 private,
non-reporting issuers during the period 1992 through 2006. If we assume that
approximately 3 new private, non-reporting issuers will be relying on the exemption each
yeaf and that a certain number of private, non-reporting issuers will no longer be relying
on the exemption because they have become reporting issuers, have been acquired, or
have terminated business, we estimate that approximately 40 private, non-reporting
issuers each year may be relying on the exemption. The exemption for private, non-
reporting issuers would terminate once such issuer became subject to the reporting

requirements of the Exchange Act or was no longer relying on the exemption. Thus, the
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number of private, non-reporting issuers that may rely on the exemption may vary frém
year to year. ‘

For purposes of the PRA, we estimate the annual paperwork burden for private,
non-reporting issuers desiring to rely on the exemption and to comply with our collection
of information requirements to be approximately 20 hours of in-house issuer personnel
time and to be approximately $24,000 for the services of outsi‘de professionals.90 These
estimates include the time and the cost of preparing and reviewing the information and
making thevinformation available to optionholders. We assume that the same number of
private, non-reporting issuers will rely on the exemption each year.

We estimate that 25% of the burden of preparation and provision of the
information required by the ex-eniption is carried by the issuer internally and that 75% of
the burden is carried by outside professionals fetained by the issuer at an average const of
$400 per hour.”' The portion of the burden carried by outside professionafs is reflected as
a cost, while the portion of the burden carried by the issuer internally is reflected in
hours. |
IV. COST-BENEFIT ANALYSIS
A. Background

Compensatory stock options provide a method t(; use non-cash compensation to
attract, retain, and motivate issuer employees, directors and consultants. Since fhé 1990s,

a number of private, non-reporting issuers have granted compensatory employee stock

%0 For administrative convenience, the presentation of the totals related to the paperwork burden
hours have been rounded to the nearest whole number and the cost totals have been rounded to the
nearest hundred.

o In connection with other recent rulemakings, we have had discussions with several private law

firms to estimate an hourly.rate of $400 as the average cost of outside professionals that assist
issuers in preparing disclosures for offerings. ’
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options to 500 or more employees, directors, and consultants. Compensatory employee

stock options also are used routinely by issuers required to report under the Exchange
Act.

Stock options, including stock options issued to employees under stock option
plans, are a separate class of equity security for purposes of the Exchange Act. Under
Exchange Act Section‘ 12(g), an issuer with 500 or more holders of record of a class of
equity security and assets in excess of $10 million at the end_of its most recently ended
fiscal year must register that class of equity security, unless there is an available
exemption from registration. While thére is an'exemption from Exchange Act Section
12(g) registration for interests and participations in certain other types of employeve
compensation plans involving securities, currently there is no exemption for
compensatory employee stéck options.

B. Summary of Amendments

We are adopting two exemptions from the -registrat'ion provisions of Exchange
Act Section 12(g) for compensatory employee stock options issued under employee stock
option plans that are limited to employees, directors, consultants, and advisqrs of the
issuer. |

One amendment to Exchange Act Rule 12h-1 will provide an exemption from
Exchange Act Section 12(g) registration for compensatory employee stock options of an
issuer that does not haye a class of securities registered under Exchange Act Section 12
and is not subject to the reporting requirements of Exchange Act Section 15(d), where the

following conditions are present:
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e Eligible optionholders are limited to employees,idirectors, consultants, and
advisors of the issuer, its parents, or majority-owned subsidiaries of the issuer or
its parents and permitted transferees;

e Transferability by optionholders of compensatory employee stock options aﬁd,
prior to exercise, the shares to be received on exercise of those options is
restricted; and

¢ Risk and financial information is provided to optionholders that is of the type that
would be required under Securities Act Rule 701 if securities sold in reliance on
Securities Act Rgle 701 exceeded $5 million in a 12-month period.

The second amendment to Exchange Act Rule 12h-1 will provide an exemption

for compensatory employee stock options of issuers that are required to file reports under

the Exchange Act pursuant to Exchange Act Section 13 or Exchange Act Section 15(d).

L Expected Benefits

Benefits of the exemption for private, non-reporting issuers are likely to include
the following: (1) lower costs to, and reduced uncertainty for, private, non-reporting‘
issuers desiring rélief from registration under Section 12(g) for compensatory employee
stock options issued to employees, directors, consultants, and advisors for compénsatory
purposes; (2) benefits to private, non-reporting issuers in designing and implementing
employee stock option plans without regard to concerns drising from Exchange Sectiqn '
12(g) registration of the compensatory employee stock options; (3) benefits to private,
non-reporting issuers arising from the use of electronic or Internet-based methods of

providing the information necessary to satisfy the information requirement of the
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exemption; and (4) benefits to optionholders of private, non-reporting issuers arising
from the required provision of information under the exemption.

Private, non-reporting issuers would benefit from cost savings as a result of the>
exemption from Section 12(g) registration of their compensatory employee stock options.
A number of private, non-reporting issuers that have 500 or more optionholders and
assets in excess of $10 million have hired attorneys and requested no-action relief from
thé Division of Corporation Finance with regard to the registration of the options. The
conditions to no-action relief from the Division include information provision conditions
that are more extensive than in the exemption.‘ The exemption, which is available if the
provisions of the exemption are satisfied, will feduce the 1égal and ofher cbsts toa
private, non-reporting issuer arising from the no-action request and relief Such cost
savings includé reduced legal and accounting fees arising from both the request for no- .
action relief and for preparation of reports equivalent to Exchange Act reports of a
reporting issuer on an ongoing basis. Because we expect that a number of the issuers that
may fake advantage of the exemption may be smaller issuers, these cost savings could be
significant relative to revenues.

The amendments require the same information that the issuer otherwise would be
required to provide if securities sold in reliance on Securities Act Rule 701 exceeded $5
mibllion during any consecutive 12-month period. Thus, for private, non-reporting issuers
with a significant number of optionholders (and with more than $10 million in assets at
the end of its fiscal year), it is likely that such issuer either already is obligated to provide
the same information to optionholders due to sales of securities in reliance on Securities

Act Rule 701, or already prepares and, as such, provides such information to its
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shareholders.” Further, any private, non-reporting issuer that has received no-action
relief regarding registration of its compensatory employee stock options will face reduced
disclosure costs under the exemption.

The amendment also will benefit private, non-reporting issuers by providirlg the
less expensive alternative of electronic or Internet-based methods of providing the
‘information necessary to satisfy the information requirerrient of the exemption.

Private, non-reporting issuers also will benefit from the certainty that the
exemption will provide in designing and implementing compensation programs and
employee stock option plans. The amendments identify the eligibility provisiens and
transfer restrictions that need to be contained in compensatory stock option plans or other
written agreements, thereby lessening the need for issuers, at the time that Section 12(g)
registration relief is needed. for the compensatory employee stock options, to amend their
stock option plans and outstanding options to include provisions that would be necessary
to obtain no-action relief. The exemptien will help private, non-reporting issuers avoid
becoming subject to the registration and reporting requirements of the Exchange Act
prior to the time they have public shareholders.

Optionholders also wili benefit from the exemption. The exemption assures the
provision of the information every six months, including financial information that is not
more than 180 days old, to optionholders. Employees, directors, consultants, and |

advisors would benefit from the exemption because private, non-reporting issuers will be

” One commenter noted that “they expect that most non-public companies with the number of
compensatory optionholders necessary to benefit from the proposed exemption are likely to
already be obtaining audited financial statements for other business and financial purposes.”
Letter from E&Y. '
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- able to use options for compensatory purposes without concern that the option grants will
subject the issuer to Exchange Act registration.
The exemption for reporting issuers also will benefit optionholders and holders of
| shares received on exercise of options. Optionholders and holders of shares received on
exercise of options will have access to the issuer’s publicly filed Exchange Act reports.
Further, if the issuer has registered under Exchange Act Section 12 the class of equity
security underlying the compensatory employee stock options, certain provisions of
Exchange Act Sections 13 and 14 would apply to the options and the securities issuable
~ on exercise of the options. Holders of éhares issued on exercise of those options would
have the same rights as other shareholders of the issuer. Thus, the exemption eliminates
~ apossible disincentive for issuers to use certain compensatory employee stock options.
This may be a benefit if this type of compensatioh is useful in attracting and retaining
qualiﬁed employees that increase the issuer’s competitiveness.
2. Expected Costs
Issuers will be required to satiéfy the provisions of the amendments to avoid
regigtéﬁng under Exchange Act Section 12(g) their compensatory employee.stoék options
if the registration thresholds are met at the end of the issuer’s fiscal year. Private, non-
reporting issuers may incur certain costs to rely on the exemption including (1) costs to
amend their existing employee stock option plans if the plans and option grants do not
contain the restrictive and information provisions of the exemption; (2) costs arising from
preparing and providing the information required by the exemption to ;he extent that the

issuer does not already prepare or provide such information for other purposes; and (3)
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costs of maintaining an Internet site on which the_informaﬁon may be available if the
issuer chooses to use that method to provide the required information to optionholders.

We believe that the provisioﬁs of the exemption are consistent in many respects
with the restrictive provisions of other laws and rules governing option grants and, thus,
the costs to> private, non-reporting issuers sﬁould not be increased. The exemption
provisiohs also are consistent with or are more flexible than the existing conditions for |
obtaining no-actioﬁ relief from the Division of Corporation Finance. Therefore, the costs
to private, non-reporting issuers to prepare the information required by the exemption
may be the same or less than the current costs to the issuer relying on regjstratidn relief
provided in a no-action letter issued by the Division 6f Corporation Finance.

Those private, non-reporting issuers who do not already prepare the required
information will face costs if they desire to avail themselves of the exemption. In
addition to the costs discussed in the Paperwork Reduction Act a.nalysis,93 as described
below, issuers may face costs in maintaining the confidentiality of the information
required to be provided, incl_uding preparation and enforcement of conﬁdentialityv
agreements entered into with optionholders.' It should be noted, however, that these -
increased costs will be borne voluntarily, as it is.wi'thin the issuer’s control as to the
number of optionholders it may have. Issuers are able to perform their own cost-benefit

analysis to determine whether to comply with the conditions to the exemption or avoid

issuing options to 500 or more optionholders.

% See discussion under “PAPERWORK REDUCTION ACT,” above.
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Private, non-reporting issuers may incur costs in providing the infonnation
required under the exemption. These costs may include printing and sending the
information or making the information available on an Internet site. |
The Division of Corporation F inance has granted no-action relief from
registration of compensatory employee stock options to 30 private, non-reporting issuers
during the period 1992 through 2006. If we assume that approximately 3 newAprivate,
non-reporting issuers will be relying on the exemption each year and fhat a certain
" number of private, non-reporting issuers will no longer be relying on the exemptioh
because they have become reporting issuers, have been acquired, or have terminated
business, we estimate that approximately 40 private, non-reporting issuers each year may
be relying on the exemption. The exemption for pri-va.te, non-reporting issuers will

| terminate once such issuer becomes subject to the reporting requirements of the
Exchange Act or is nd longer relying on the exemption. Thus, the number of private,
non-reporting issuers that may rely on the exemption may vary from year to year.

For purposes of the Paperwork Reduction Act, we Have estimated that the annual
paperwork burden for private, non-reporting issuers desiring to rely on the exemption and
to qomply with ou'r. céllection of information requirements to. be approximately 20 hours
of in-house issuer personnel time, which is equivalent to $3,500, and to be approximately
$24,000 for the services of outside professionals, for a tétal paperwork burden cost of
$27,500.>* These estimates include the time and the cost 6f preparing and reviewing the
information and making the information available to optionholders. We have assumed

that the same number of private, non-reporting issuers would rely on the exemption each
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year. We have estimated that 25% of the burden of preparation and provision of the
information required by the exemption would be carried by the private, non-reporting
issuer intemally and that 75% of the burden would be cén’ied by outside professionals
retained by the private, non-reporting issuer at an average cost of $400 per hour'.95

Although a private, non-reporting issuer relying on the exemption will benefit
from cost savings associated with not having to register the compensatory emp‘ioyee
stock options as a separate class of equity security under the Exchange Act, or obtaining
no-action relief, by ﬂot doing so, an optionholder will not have the benefit of the
disclosures contained in Exchange Act reports that the issuer otherwise would be
obligated to file with us, including audited financial statements, or the disclosures
reqﬁired to be provided under the terms of the no-action relief.

Optionholderé also will not be able to freely sell their options while the private,
non-reporting issuer is relying on the exemption. Optionholders will not be able realize
value from the options or, prior to exercise of the options, the shares to be issued on
exercise of the options until after the private, non-reporting issuer becomes subject to the
reporting requirements of the Exchange Act or is not relying on the exemption, other than
as a result of certain permitted transfers. Many private, non-reporting issuers that grant
options, however, currently restrict the transfer of securities held by holders of shares

received on exercise of options, in most cases until after the issuer becomes subject to the

54 For administrative convenience, the presentation of the totals related to the paperwork burden
hours have been rounded to the nearest whole number and the cost totals have been rounded to the
nearest hundred.

% . In connection with other recent rulemakings, we have had discussions with several private law
firms to estimate an hourly rate of $400 as the average cost of outside professionals that assist
issuers in preparing disclosures and conducting registered offerings. Consistent with recent
rulemaking releases, we estimate the value of work performed by the company internally at a cost
of $175 per hour.
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reporting requirements of the Exchange Act or unless the issuer is acquired by another
entity. In some cases, private, non-reporting issuers retain the right to repurchase options
or shares received on exercise of an option. Any exercise of such repurchase right by the

issuer would be a cost to such issuer.

V. CONSIDERATION OF BURDEN ON COMPETITION AND
PROMOTION OF EFFICIENCY, COMPETITION AND CAPITAL
FORMATION ANALYSIS
Section 23(a)(2)°° of the Exchange .Act réquires us, when adopting rules under the

Exchange Act, to consider the impact that any new rule would have on compétition. In

addition, Sectipn 23(a)(2) prohibité_ us from adopting any rule that would impose a

burden oﬁ competition not necessary or appropriate in furtherance of the purposes of the

-Exchange Act. We are adopting an exemptiop for private, non-reporting issuers from

Exchange Act Section 12(g) registration for compensatory employee stock options issued

under employee stock option plans. We also are adopting an exemption from Exchange

Act Section 12(g) registfation for compensatory employee stock options of issuers that

are subject to the reporting requirements of the Exchange Act pursuant to Exchange Act

Section 13 or Exchange Act Section 15(d). |
We expect that the exemption for pﬁ;late, non—reporfing issuers from Exchange

Act registration of compensatofy employee stock options will provide necessary certainty

to those issuers in their compensation decisions and will help them avoid becoming

subj ect to the registration and reporting‘requirements of the Exchange Act prior to the

time they have public shareholders. We anticipate that the exemption would save such

private, non-reporting issuers costs and will-not require that companies make their

15 U.S.C. 78w(a)(2).
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confidential issuer information public prior to the issuer vbluntarily determining to
become a public reporting issuer or Being required to register a class of equity security
under the Exchange Act. Further, we anticipate that the exemption will continue to
provide pﬁvate, non-reporting issuers freedom to determine appropriate methods of
compensating their employees, directors, consultants, and advisors without concern that
they will be required to register their compensatory éinployee stock options as a class of |
equity security under Exchange Act Section 12. Thus, the exemption eliminates a
possible disincentive for issuers to use certain compensatory employee stock.options.
This may be a benefit if this type of compensation is useful in attracting and retaining
quaﬂiﬁed empléyees that increase the private, non-reporting issuer’s competitiveness.

The exemption for reporting issuers will provide certéinty regarding the
obligations of issuers that already are subject to the reporting requirements of the
- Exchange Act pursuant to Exchange Act Section 13 or Exchange Act S‘ec.tion 15(d) to
register their compensatory employee stock options underv the Exchange Act. In addition,
in the‘case; of these reporting issuers, the optionholders would Have access to the issuer’s
_bﬁblicly filed Exchange Act reports and, if the issuer has registered under Exchange Act
- Section 12 the class of equity secﬁrity underlying the options, the appropriaie provisions
of Sections 13 and 14 would apply to the compensatory employee stock options and the
equity Secuﬁties issuable on exercise of those options.

Section 3(t)97 of the Exchange Act requires us, when engaging in rulemaking thét

requires us to consider or determine whether an action is necessary or appropriate in the

o7 15 U.S.C. 78¢(f).
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public interest, to consider, in addition to the protection of investors, whether the action
will promote efficiency, competition, and capital formation.

We believe that the exemption from Exchange Act registration for the
compensatory stock options may beneficially affect the issuer’s ability to compete for
employees because it will allow such issuers to continue to use employee stock options in
their compensation programs, thus enabling therﬁ to compete for such employees with
both private, hon-reporting issuers and»public reporting issuers. The exemption also will
provide an eligible issuer a more efficient, available exemption from Exchange Act
Section 12(g) registration of compensatory employee stock options, instead of such issuer
having to seek no-action relief or an exemptive order under Exchange Act Section 12(h).

The exemptions do not relate to or affect capital formation, as the compensatory
employee stock options covered by the exemptions are issued for compensatory and not
capital raising purposes.

The exemptions will allow eligible issuers to continue to have freedom to
determine appropriate methods of compensatingv their employees, directors, consultants,
and advisors. For private, non-reporting issuers, these compensation decisions could be
made without concern that the issuer will become subject to the Exchange Act reporting

~ requirements before they have public shareholders.
Vi. REGULATORY FLEXIBILITY ACT CER’fIFICATION

The Commission hereby certifies pursuant to 5 U.S.C. 605(b) that the two
éxemptions from the registration provisions of Exchange Act Section 12(g) for
compensatory employee stock options issued under employee stock option plans that are

limited to employees, directors, consultants, and advisors of the issuer, its pareﬁts, and
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the majority-owned subsidiaries of the issuer or its parents will not have a signiﬁcant
economic impact on a substantial mimber of small entities. We prepared an Initial
Regulatory Flexibility Act Analysis in which we stated that the proposed exemption
would no.t- affect issuers that are small entities because small entities do not satisfy the
asset threshold of Section 1(2(g) and therefore the exemptions would not be needed by
such entities until their asset size increased to more than $10 million at the end of a fiscal
year. We stated, therefore, that there may not be a large numbei of small entities that
may be implacted. Because we received no comment disagreeing with that conclusion we
are certifying that the two exemptions will not have a significant economic impact ona
substantial number of small entities. |
VII. ADMINISTRATIVE PROCEDURE ACT

© Section 553(d) of the Administrative Procedure Act generally provides that,
unless an exception applies, a substantive rule may not be made effective less than 30
days after notice of the rule has been pulilished in the Federal Register. One exception to
the 30-day requirement is if such rule grants or recognizes an exemption or relieves a
restriction. We are adopting two exempitions designed to relieve issuers from the
registration requirements of Section 12(g) for compensatory employee stock options.

The rules only affect issuers that issue stock options as compensation to their employees,

* directors, consultants, and advisors. Even after the rules are effective, issuers may still

register the compensatory employee stock options under Exchange Act Section 12(g) as
before; however, the new amendments to Exchange Act Rule 12h-1 grant exemptioné to
the requirement, relieving eligible issuers of the Exchange Act registration obligations,

subject to certain conditions. Immediate effectiveness will provide certainty to issuers




that provide compensatory employee stock options to their current or future employees,
directors, consultants, and advisors as a form of compensation. Eligible issuers that

satisfy the conditions to the exemptions can make compensation decisions without having

~ to register under Exchange Act Section 12(g) the compensatory employee stock options

or seek a no-action letter from the staff of the Commissiqn or an exemption under Section
12(h) from the Commission for such registration relief.
VIII. STATUTORY BASIS AND TEXT OF RULE AMENDMENTS

We are amending Exchange Act Rule 12h-1 under the authority in Sections 12,
23, and 36 of the Exchange Act, as amended.
List of Subjects
17 CFR Part 240

Reporting and recordkeeping requirements, Securities.
T.EXT OF RULE

For the reasons set out in the preamble, we are amending Title 17, Cﬁapter II of
the Code of Federal Regulations as follows:
PART 240 - GENERAL RULES AND REGULATIONS, SECURITIES
EXCHANGE ACT OF 1934

1L The authority citation for Part 240 continues to read in part as follows:

Authority: 15 U.S.C. 77¢, 77d, 77g, 77, 77s, 77z-2, 77z-3, TTeee, 77ggg, 77nnn, 77sss,
77ttt, 78¢, 78d, 78e, 78f, 78g, 78i, 78], 78j-1, 78k, 78k-1, 781, 78m, 78n, 780, 78p, 78q,
78s, 78u-5, 78w, 78x, 7811, 78mm, 80a—20, 80a-23, 80a-29, 80a-37, 80b-3, 80b-4, 80b-11,
and 7201 et seq.; and 18 U.S.C. 1350, unless otherwise noted.

2. Amend §240.12h-1 to remove “and” at the end of paragraph (d).
3. Amend §240.12h-1 to add paragraphs (f) and (g) to read as follows:
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| §240.1-2h-1 Exemptions from registration under section 12(g) of the Act.
. * * * * * |
(1) Stock optiorfs issued under written compenszitory stock option pians under
the following conditions:
(1) The issuer of the equity security undeflying the stoék options does not
have a class of security registered uhder section 12 of the Act and is not required to file
| reports pursuant to section 15(d) of the Act;
(i) The stqck options have been issuéd pursuant to one or more written
compensatory stock option plans established by the issuer, its parents, its majority-owned.
subsidiaries or majority-owned subsidiaries of the issuer’s parents;

Note to paragraph (f)(1)( m All stock options issued under all written

compensatory stock option plans on the same class of equity security of the issuer will be
‘ considered part of the same class of equity security for purposes of the provisions of
paragraph (f) of this section.

(iii)  The stock options are held only by those persons described in Rule 701(c)
under the Secﬁrities Act (17 CFR 230.701(c)) or their permitted transferees as provided
in paragraph (£)(1)(iv) of this section;

(iv)  The stock options and, prior to exercise, the shares to be issued on
exercise of the stock op'ti.ons are restricted as to transfer by the optionholder other than to
persons who are family members (as defined in Rule 701(c)(3) under the Securities Act
(17 CFR 230.701(c)(3)) through gifts or domestic relations orders, or to an executor or
guardian éf the optionholder upon the death or diéability of the optionholder until the

issuer becomes subject to the reporting requirements of section 13 or 15(d) of the Act or




is no longer relying on the ef(emption pufsuant to this section; provided that the.
optionholder may transfer the stock options to the issuer, or ih connection with a change
of control or other acqﬁisition transaction involving the issuer, if after such transaction
the stock options no longer vs./ill be outstanding and the issuer no longer will be relying on
the exemption pursuant to this section;

Note to paragraph ( £)(1)(iv): For purposes of this section, optionholders may

include any permitted transferee under paragraph (f)(1)(iv) of this' section; provided that
such permitted transferees may not further transfer the stock options;

W) The .stock options and the shares issuable upon exercise of such stock
options are restricted as to any pledge, hypothecation, or other transfer, including any
short position, any “put equivalent position” (as defined in §240.16a-1(h) of this chapter),
or any “call equivalent position” (as defined in §240.16a-1(b) of this chapter) by the
optionholder prior to exercise of an option, except in the circumstances permitted in
paragraph (£)(1)(iv) of this section, until the issuer becomes subject to the reporting
requirements of section 13 or 15(d) of the Act or 1s no longef relying on the exemption

pursuant paragraph (f)(1) of this section;

Note to paragraphs ((1)(iv) and ()(1)(v):  The transferability restrictions in
paragraphs (f)(1)(iv) and (£)(1)(v) of this se.ction must be contained in a written
compensatory stock option plan, individual written compensatory stock opt_ioﬁ
agreement', other stock purchase or stockholder agreement to which the issuer and the
optionholder are a signatory or party, other enforceable agreement by or against the issuer

and the optionholder, or in the issuer’s by-laws or certificate or articles of incorporation;

and




(vi)  The issuer has agreed in the written compensatory stock optionlplan, the
individual written compensatory stock option agréement, or another agreement
enforceable against the issuer to provide the following information to optionholders once
the issuer is relying on the exemption pursuant to paragraph (f)(1) of this section until the
issuer becomes subject to the reporting requirements of section 13 or 15(d) of the Act or
is no longer relying on the exemption f)msuant paragraph (£)(1) of this section:

The information described in Rules 701(e)(3), (4), and (5) under the Securities
Act (17 CFR 230.701(e)(3), (4), and (5)), every six months with the financial statements
being not more than 180 days old and with such information provided either by physical
or electronic delivery to the optionholders or by written notice to the optionholders of tI{e
availability of the information on an Internet site that may be password-protected and of

. any password needed to access the information.

Note to paragraph (£)(1)(vi): The issuer may request that the optio_hholder agree
to keep the information to be provided pﬁrsuant to this section confidential. If an
optionholder does not agree to keep the information to be provided pursuant to this
section confidential, then the issuer is not required to provide the information.

) If the exemption provided by ﬁaragraph (f)(1) of this section ceases to be
available, the issuer of the stock options that is relying on the exemption provided by this
' section must file a registration statement to register the class of stock options under
section 12 of the Act within 120 calendar days after the exemption provided by paragraph
(H)(1) of this section ceases to be available; and |

(g) (1) Stock options issued under written compensatory stock option plans under

the following conditions:
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(1) Tile issuer of the equity security underlying the stock options has
registered a class of security under section 12 of the Act or is required to file periodic
reports pursuant to 'section 15(d) of the Act;

(ii)  The stock options have been issued pursuant to one or more written

| compensatory stock option plans established by the issuer, its parents, its majority-owned

subsidiaries or majority-owned subsidiaries of the issuer’s parents;

Note to paragraph (g)( 1)( ii): All stock optiohs issued under all of the written
compensatory stock option plans on the same class of equity security of the issuer will be
considered part of the same class of equity security of the issuer for purposes of the
provisions of paragraph (g) of this section; and

(ii))  The stock options are held only by those persons described in Rule 701(c)

under the Securities Act (17 CFR 230.701(c)) or those persons specified in General
Instruction A.1(a) of Form S-8 (17 CFR 239.16b); provided that an issuer can still rely on
this exemption if there is an insignificant deviation from satisfaction of the condition in
this paragraph (g)(1)(iii) and after [INSERT DATE OF PUBLICATION IN THE
FEDERAL REGISTER] the issuer has made a good faith and reasonable attempt to
comply with the conditions of this paragraph (g)(1)(iii). For purposes of this paragraph
(g)(1)(1ii), an insignificant deviation exists if the number of optionholders that do not
meet the condition in this paragraph (g)(1)(ii1) are insignificant both as to the aggregate
number of optionholders and number of outstanding stock options.

2) If the exemption provided by paragraph (g)(1) of this section ceases to be
available, the issuer of the stock options that is relying on the exemption provided by this

section must file a registration statement to register the class of stock options or a class of
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security under section 12 of the Act within 60 calendar days after the exemption provided

in paragraph (g)(1) of this section ceases to be available.
e

ko . N i‘ )
Moy s
A

Nancy M. Morris
Secretary

By'the Commission.

December 3, 2007
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SECURITIES INVESTOR PROTECTION ACT OF 1970
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Admin. Proc. File No. 3-12156

In the Matter of

STEPHEN J. HORNING

OPINION OF THE COMMISSION
BROKER-DEALER PROCEEDING
‘ CEASE-AND-DESIST PROCEEDING

Grounds for Remedial Action

Failure to Supervise

Causing Violations of Net Capital, vCustomer Reserve, and Books and
Records Requirements

Appointment of SIPC Trustee

President, director, registered financial and operations principal, and compliance officer
of registered broker-dealer failed to exercise reasonable supervision over firm's head
trader and its operations manager with a view to preventing their violations of the
antifraud provisions and caused broker-dealer's violations of the net capital, customer
reserve, and books and records requirements. A SIPC trustee was appointed to liquidate
firm. Held, it is in the public interest to bar president, director, registered financial and

~operations principal, and compliance officer from association with any broker or dealer in
a supervisory capacity and to suspend him for twelve months from association with any
broker or dealer.
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I

Stephen J. Horning appeals from the decision of an administrative law judge. Horning
was a director and senior officer of Rocky Mountain Securities & Investments, Inc. ("Rocky
Mountain"), a registered broker-dealer formerly located in Denver, Colorado. The law judge
found that Horning failed reasonably to supervise two former employees of Rocky Mountain
with a view to preventing their violations of Section 10(b) of the Securities Exchange Act of
1934 and Exchange Act Rule 10b-5. 1/ The law judge also found that Horning was a cause of
Rocky Mountain's inaccurate books and records and its filing of materially false reports with
regulatory agencies in violation of Exchange Act Sections 15(c)(3), 17(a), and 17(¢e) and rules
thereunder. 2/ The law judge barred Horning from association with any broker or dealer in a
supervisory capacity and suspended him from association with any broker or dealer in any
capacity for twelve months. We base our findings on an independent review of the record,
except with respect to those findings not challenged on appeal. 3/

II.

A. Background

From 1981 until February 2003, when Rocky Mountain ceased operations, Horning was a
director, president, registered financial and operations principal ("FINOP"), compliance director,
and a registered representative at the firm. Horning directed the management, policies, and daily
operations of Rocky Mountain. He had authority to hire and fire employees. He established

1/ 15U.S.C. § 78j(b) and 17 C.F.R. § 240.10b-5.

1\
~

15 U.S.C. §§ 780(c)(3) and 78q(a), ().

Rule of Practice 451(d), 17 C.F.R. § 201.451(d), permits a member of the Commission
who was not present at oral argument to participate in the decision of a proceeding if that
member has reviewed the oral argument transcript prior to such participation.
Commissioners Atkins and Casey conducted the required review.

18]
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Rocky Mountain's supervisory procedures and was responsible for assuring that they were
implemented. '

Horning was solely responsible for supervision of the Operations Department at the firm.
Horning supervised Leslie Andrade, who became head of Rocky Mountain's three-person
Operations Department in 1991. Andrade is a high school graduate. She does not hold any
securities licenses and failed the examination for a Series 7, General Securities Representative,
license. Rocky Mountdin's Operations Department did not have a manual that described the
policies and procedures to be followed. :

- Andrade was responsible for keeping and maintaining Rocky Mountain's books and
records. Andrade also was responsible for preparing the monthly "Financial and Operational
Combined Uniform Single Report," Form X-17A-5 ("FOCUS Report"), that contained the firm's
financial statements and its net capital calculation. 4/

Horning reviewed all of Rocky Mountain's net capital calculations for accuracy and
reviewed and signed Rocky Mountain's FOCUS Reports. Horning testified that it took him
approximately "two minutes" to review each FOCUS Report. Horning assumed that Andrade
made the calculations in the FOCUS Reports correctly because "[s]he had been doing it since
1991 without ever anyone complaining about how she did it."

Rocky Mountain also filed annual FOCUS Reports signed by Horning as president. The
financial statements in these annual reports were audited by Mortland & Co., P.C., a one person
firm run by Herbert Mortland. Mortland had repeatedly found weaknesses in the firm's internal
controls. In August 2000, Mortland reported that the firm's "plan of organization did not include
adequate separation of duties related to daily cash receipt and cash disbursement activities." The
audit further found that "[a]ppropriate supervisory review procedures were not instituted to
provide reasonable assurance that adopted policies and prescribed procedures were adhered to."
Similar warnings had appeared in all of Rocky Mountain's audited reports since 1981. Horning
testified that he had discussed the weaknesses in Rocky Mountain's internal controls when
Mortland had first identified the weaknesses in the early 1980s.. However, Horning did not
change Rocky Mountain's organization or internal structure because the firm did not have funds
to hire additional personnel and "the system worked fine as it was."

Horning also was responsible for supervising Rocky Mountain's Trading Department.
Judy Clarke, who had joined Rocky Mountain at its inception, was the firm's head trader. In that
position, Clarke bought and sold equities in Rocky Mountain proprietary accounts and she also
executed trades on behalf of the firm's customers. Clarke was supposed to record these
transactions on trade tickets for Horning's approval.

4/ Broker-dealers are required to file FOCUS Reports with regulators who use them to
monitor firms to ensure that they are financially sound. See Exchange Act Rule 17a-5, 17
C.F.R. § 240.17a-5.




B. 2001 Unrecorded Trading

In early 2001, Commission staff conducted a routine examination in which they
discovered more than $800,000 in purchases by Clarke for Rocky Mountain accounts that were
not reflected on the firm's books and records. As a result, the firm had suffered more than
$600,000 in unreported trading losses. Clarke had not received Horning's approval of the trade
tickets as she was required to do. Moreover, because she had not submitted her trade tickets to
the accounting department, the trades never appeared on the firm's books. Andrade and Tammy
Steffen, Rocky Mountain's assistant director of compliance from 2000 until May or June 2001,
knew about Clark's unrecorded trades from comparing data received from the two national
clearing houses, National Securities Clearing Corporation ("NSCC") and Depository Trust and
Clearing Corporation ("DTC"), with Rocky Mountain's books and records. Neither Andrade nor
Steffen had notified Horning of these unrecorded trades. "

On March 28, 2001, as a result of the examination, Commission staff sent Rocky
Mountain a letter in which they detailed numerous deficiencies including: (1) net capital
computation errors and customer reserve requirement computation errors; (2) failure to maintain
accurate books and records; (3) failure to file an accurate net capital computation in its FOCUS
Reports and annual audited reports; and (4) inadequate written supervisory procedures.

In a letter dated April 27, 2001, Horning informed Commission staff that the deficiencies
and concerns detailed in the March 28, 2001 deficiency letter had "all been remedied." In his
letter, Horning disagreed that Rocky Mountain failed to detect the problem in reconciling the
clearing house reports with Rocky Mountain's books and records. Rather, according to Horning,
"[a]fter the differences were detected they were then ignored" in the "hope that the market would
recover and help alleviate some of these problems." Horning also told NASD that he was putting
in place certain unspecified procedures to ensure that Clarke's activities would not reoccur.

C. Horning's Response

Horning did not fire or fine Clarke, Andrade, or Steffen, nor did he make them repay the
losses suffered by the firm. 5/ Instead, he warned them that they would be fired if they repeated
their actions. Horning testified that he considered Clarke and Andrade "trusted" employees who
had made a mistake and deserved a second chance, although he admitted on cross examination
that their activities in 2000 and 2001 were "basically” dishonest.

Horning did implement certain additional supervisory procedures in April 2001.

‘Although Horning continued to allow Clarke to make unlimited trades in Rocky Mountain's

proprietary account, she no longer received eighty percent of the profits on those trades. Rather,
sixty percent of the profits from proprietary trades went to Rocky Mountain and forty percent of
the profits were divided among Clarke and the firm's two other traders, Randy Van Brocklin,

5/ Steffen left the firm around this time.
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Clarke's brother, and Jeremy Sanchez. In addition, Horning required that all proprietary trades be
made under a single account number. Horning also instituted a system whereby Clarke, Andrade,
Van Brocklin, and Sanchez each would be fined one hundred dollars for every trade that Horning
found had not been reconciled.

Horning also required Andrade to prepare a daily handwritten reconciliation of the NSCC
and DTC clearing reports with Rocky Mountain's trading records ("Reconciliation Report"). The
purpose of the Reconciliation Report was to show that all trades that occurred were recorded on
Rocky Mountain's books, which did not happen in 2000 and 2001. Toni Carter-Hall, who
worked in the Operations Department under Andrade, was responsible for preparing the
Reconciliation Report three days a week, and Andrade was responsible for preparing it the other
two days of the week. However, when Carter-Hall could not balance the reconciliation numbers,
Andrade sent her home and when Carter-Hall returned to the office the numbers would be
balanced. '

The Reconciliation Reports consisted of a one-page, handwritten summary, the clearing

- house daily report, and Rocky Mountain's trading records. The one-page summary contained
debit and credit columns that purportedly were derived from the clearing house reports and debit
and credit columns that purportedly were derived from Rocky Mountain's trading records.

Horning reviewed the Reconciliation Reports one day a week, the day chosen on a
random basis. Horning testified that he spent "ten seconds" reviewing the Reconciliation
Reports. He looked only to see if the bottom line numbers balanced. He did not add up the
columns on the summary sheet to check that the totals were accurate or review the documents
attached to the summary sheet to determine if the figures on those documents matched the figures
on the summary sheet. : ‘

The record includes Reconciliation Reports initialed by Horning for twelve dates between
February 20, 2002 and December 27, 2002. Each of the one-page summaries initialed by
Horning contained errors. A number of the one-page summaries contain errors in adding the
amounts in columns that resulted in erroneous bottom-line totals. For example, the one-page
summary for November 5, 2002 that Horning initialed contains a column for NSCC/DTC debits
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and credits that when added should have totaled over $1 million; however, the ending balance is
listed as only $563,193.94: :

Rocky Mountain Reconciliation Report for November 5, 2002

NSCC/DTC
Debit Credit
Balance forward 421,864.86
Settling Trades 502.217.00
Subtotal 924,063.86
NSCC/DTC Collect/Pay 144,874.08
Miscellaneous Adjustment 5,745.33
Dividends/Interest 1.33
Ending Balance 563,193.94

The one-page summary for November 25, 2005 that Horning initialed purports, in the
first column labeled NSCC/DTC Debit, to add amounts of $567,783. 32 and $953,821.54to a
subtotal of only $521,614.86, a discrepancy of $1 million:

Rocky Mountain Reconciliation Report for November 25, 2005

NSCC/DTC
Debit . Credit
Balance forward 567,783.32
Settling Trades 953.831.54
Subtotal 521,614.86
NSCC/DTC Collect/Pay 37,075.40
Dividends/Interest 169.19
Ending Balance 484,708.65

Horning admitted that he did not notice these errors when he reviewed the one-page summaries
and had he noticed the errors, he would not have initialed the summaries. Moreover, the
numbers on the one-page summaries did not correspond to the information provided by the
clearing house, which was attached as part of the Reconciliation Report. For example, the one-
page summary for March 25, 2002 that Horning initialed shows almost a one million dollar
discrepancy between the figure on the summary sheet and the attached information from NSCC.

Around this time, Horning also began to require Andrade to prepare a daily handwritten
report on any trading errors or unreconciled trades. Andrade or Carter-Hall prepared the trade
error reports. Andrade initialed the trade error reports, regardless of who prepared them, because
she was responsible for correcting the errors. Horning reviewed the reports but did not review
any underlying records or ask anyone to verify the information in the trade error reports or
whether the reported errors in fact were corrected. Horning relied completely on Andrade to give
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him an accurate report of trading errors. He claimed that he had no reason to believe she would
give him inaccurate information.

During this period, Rocky Mountain maintained a money market account, an omnibus
account, at Reich & Tang Services, Inc. ("Reich & Tang"), a brokerage firm in New York City.
The Reich & Tang omnibus account contained funds that had been swept from the credit
balances in the accounts of Rocky Mountain customers. Each day, Reich & Tang sent a
facsimile to Rocky Mountain entitled "Daily Reconciliation & Summary Sheet" that summarized
the transactions in the omnibus account. Joanne Wing, an employee in the Operations . '
~ Department, initially was responsible for handling all deposits to and disbursements from the
omnibus-account. Rocky Mountain recorded the amounts in the omnibus account on a document
entitled "Rocky Mountain Securities Cash Out of Balance Report” under an entry for "Type 6"
accounts. Horning did not establish procedures for Rocky Mountain to verify that information in
the "Daily Reconciliation & Summary Sheet" matched Rocky Mountain's records with respect to
the amounts in the omnibus account.

D. The Present Violations

From April 2002 through January 2003, Clarke incurred trading losses of approximately
$6.5 million through her equities trading in Rocky Mountain's proprietary accounts. Instead of
reporting the trading losses, Clarke concealed them by entering fictitious profitable trades in
Rocky Mountain's computer system and omitting executed losing trades. Clarke also entered
fictitious trades in the personal inventory accounts of Rocky Mountain's registered
representatives. '

Andrade used approximately $4.5 million of customer funds from the Reich & Tang
account, as well as funds belonging to the firm, to pay for Clarke's trading losses. Although
Wing had been assigned the responsibility for handling all deposits to and disbursements from
the omnibus account, Andrade took this responsibility away from Wing during the summer of
2002 and did not inform Horning.

Rocky Mountain's annual audit also did not reconcile the amount in the Reich & Tang
omnibus account with Rocky Mountain's records. 6/ Horning admitted that it would have been
easy to compare the figures provided by Reich & Tang with those maintained by the firm. From
April 2002 through January 2003, the Reich & Tang report never matched the information in
Rocky Mountain's internal records. By the second half of November 2002 and continuing

6/ The Commission instituted and settled an administrative proceeding against Mortland
concerning Rocky Mountain's 2002 audit in which Mortland consented to be barred from
appearing or practicing before the Commission with a right to reapply after three years.
Herbert J. Mortland, CPA, Securities Exchange Act Rel. No. 53162 (Jan. 20, 2006), 87
SEC Docket 552. "
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through January 2003, Reich & Tang reported that the ommbus account had less than $100, OOO
while Rocky Mountain's internal records showed a value of over $4 million. ,

On January 21, 2003, Rocky Mountain's bank informed Horning that the firm's account
was overdrawn by $350,000. Rocky Mountain hired a forensic accounting expert who
determined that the firm likely was out of net capital and that inaccuracies in the firm's books and
records raised significant uncertainty as to Rocky Mountain's financial condition. Rocky
Mountain ceased operations on February 3, 2003. An NASD examination in February 2003
confirmed that Rocky Mountain had executed buy transactions cleared through NSCC that were
not shown on its books and records, that there were sales transactions on Rocky Mountain's
books and records that had not been cleared through NSCC, and that Rocky Mountain had
millions of dollars in trading losses that were not reported on its books and records.

Horning also learned, at or around the time that Rocky Mountain ceased doing business,
that Andrade had taken responsibility for the Reich & Tang omnibus account away from Wing
and had taken responsibility for balancing the Reconciliation Reports away from Carter-Hall.
Horning subsequently discovered, in the course of testifying before Commission staff in this
matter, that Clarke had entered fictitious trades in Horning's personal inventory account.

The Commission and the Securities Investor Protection Corporation ("SIPC") sued Rocky
Mountain on February 5, 2003, in the United States District Court for the District of Colorado
alleging that Rocky Mountain had violated the Exchange Act and that its customers needed
protection. 7/ The district court appointed a trustee who initiated an action in the United States

1/ The Commission filed an injunctive action against Clarke and Rocky Mountain in the
United States District Court for the District of Colorado and obtained a default judgment
against Clarke. The court found that Clarke violated Exchange Act Sections 10(b),
15(c)(3), and 17(a) and Exchange Act Rules 10b-5, 15¢3-1, 15¢3-3, and 17a-3. The court
enjoined Clarke from violating Exchange Act Section 10(b) and Exchange Act Rule 10b-
5 and from aiding or abetting violations of Exchange Act Sections 15(c)(3) and 17(a) and
Exchange Act Rules 15¢3-1, 15¢3-3, and 17a-3. The court also ordered Clarke to
disgorge $5743.38 and to pay a civil penalty of $120,000. SEC v. Clarke, 03-MK-0228
(D. Colo. 2005).

On May 18, 2006, Andrade was indicted and charged with one count of wire fraud in
connection with the scheme to defraud Rocky Mountain and its customers. Andrade
pleaded guilty to the wire fraud charge and, on February 20, 2007, the district court
sentenced her to twenty-four months imprisonment and three years supervised release,
and ordered her to make restitution in the amount of $6,922,774.00. United States v.
Andrade, No. 06-CR-00196 (D. Colo. 2006).

(continued...)
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Bankruptcy Court for the District of Colorado to liquidate Rocky Mountain. Horning paid the
estate of Rocky Mountain $150,000 to settle a civil lawsuit by the SIPC trustee. As of
February 28, 2006, SIPC had advanced $5,402,891.18 to the estate to compensate customers for
their losses. The estate paid 651 customer claims resulting in a total expenditure of
$5,388,273.15. The trustee expected that SIPC might have to contribute an additional $100,000
- to $130,000 before the liquidation was complete. ‘

A few days before Rocky Mountain ceased doing business, Horning made arrangements
for himself and twenty-one associated persons of Rocky Mountain to become associated with
Moloney Securities Co., Inc., a broker-dealer located in St. Louis, Missouri. Edward J. Moloney,
the president and CEO of Moloney Securities, was Horning's college roommate. At the hearing
in this matter, Horning testified that he still is employed with Moloney Securities. He is a
director and a regional vice president responsible for supervising twenty-seven registered
representatives, including Mark Depew and Buzz Massee, who also were registered
representatives at Rocky Mountain.

About this time, Horning discovered that Depew and Massee had loaned Clarke money
and that she had repaid these loans in part with funds generated by fictitious profitable trades in
those representatives' inventory trading accounts. One of the fictitious trades in Massee's account
was for $500,000, even though his trading limit was at most $40,000 to $50,000. Neither Depew
nor Massee told Horning about the loans before February 2003. When Horning discovered the
loans and fictitious trades used to repay the loans, he refused to give the representatives involved
their purported trading profits that they allegedly had earned in January 2003. However, Horning
initially accepted Depew and Massee's explanation that they did not realize that Clarke had
repaid the loans with profits from fictitious trades.

Horning testified at the hearing that he came to believe that Clarke was paying a personal
obligation with firm money because some of the fictitious trades made by Clarke to repay Depew
and Massee were made at "outlandish" prices that were not related to the market price of the
securities involved. For example, Depew's account listed a sale of Imclone stock in August 2002
which was purportedly made at $22.50 per share when, in fact, Imclone stock traded in the range
of $6 to $8 per share during August 2002. Horning testified that he now considered the conduct
of Depew and Massee in loaning money to Clarke, accepting money from fictitious trades in
repayment, and not telling Horning as "probably" dishonest. Nonetheless, Horning testified that,

7/ (...continued)

On August 21, 2006, Clarke was indicted and charged with six counts of wire fraud in
connection with the scheme to defraud Rocky Mountain and its customers. Clarke
pleaded guilty to one count of wire fraud and, on September 4, 2007, the district court
sentenced her to fifty-four months imprisonment and three years supervised release, and
ordered her to make restitution in the amount of $6, 922 774.00. United States v. Clarke,
No. 06-CR-00333 (D. Colo. 2006).
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as of the time of the hearing, he had taken no steps to place Depew or Massee under heightened

supervision at Moloney Securities in response to their conduct at Rocky Mountain.

I

Exchange Act Sections 15(b)(4)(E) and 15(b)(6) provide that we may sanction a person
associated with a broker-dealer if we find that such person failed reasonably to supervise, with a
view to preventing violations of the federal securities laws and rules and regulations thereunder,
another person who commits such violations if such person is subject to the individual's
supervision. 8/ No person shall be deemed to have failed reasonably to supervise any other
person if (i) there have been established procedures, and a system for applying such procedures,
which would reasonably be expected to prevent and detect, insofar as practicable, any such
violation by such other person, and (ii) such person has reasonably discharged the duties and
obligations incumbent upon him by reason of such procedures and system without reasonable
cause to believe that such procedures and system were not being complied with. 9/

Exchange Act Section 10(b) makes it unlawful for any person "[t]o use or employ in
connection with the purchase or sale of any security . . . any manipulative or deceptive device or
contrivance in contravention of such rules and regulations as the Commission may prescribe as
necessary or appropriate in the public interest or for the protection of investors." 10/ Rule 10b-5,
which implements this section, prohibits any scheme, device, or artifice to defraud, misleading
statements or omissions, and any act, practice, or course of business that operates as a fraud "in
connection with the purchase or sale of any security." 11/

8  15U.S.C. §§ 780(b)(6), (b)(4)(E).
9/ Id. ‘

10/ 15U.S.C. § 78j(b).

11/ 17 C.F.R. § 240.10b-5; see SEC v. Zandford, 535 U.S. 813, 825 (2002) (stating that a
scheme to defraud is "in connection with" with a securities transaction if it "coincides”
with that transaction). Scienter is a necessary element of a violation of Exchange Act
Section 10(b) and Exchange Act Rule 10b-5. See Aaron v. SEC, 446 U.S. 680, 695, 697
(1980); Ernst & Ernst v. Hochfelder, 425 U.S. 185, 193 (1976); Steadman v. SEC, 603
F.2d 1126, 1134 (5th Cir. 1979), aff'd on other grounds, 450 U.S. 91 (1981). Reckless
behavior satisfies the scienter requirement. See. e.g., Hackbart v. Holmes, 675 F.2d
1114, 1117-18 (10th Cir. 1982) (defining recklessness as "an extreme departure from the
standards of ordinary care, . . . which presents a danger of misleading buyers or sellers
that is either known or is so obvious that the actor must have been aware of it") (quoting
Sundstrand Corp. v. Sun Chemical Corp., 553 F.2d 1033, 1045 (7th Cir. 1977)).
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Clarke engaged in unauthorized trading. She concealed this activity by entering fictitious
profitable trades and not recording losing trades. She directed others to enter false data into
Rocky Mountain's books and records. Based on these facts, the United States District Court for
the District of Colorado found that Clarke violated Exchange Act Section 10(b) and Rule 10b-5,
among other provisions. 12/ Horning stipulated that Andrade engaged in a scheme to make
unauthorized trades on Rocky Mountain's books and to conceal this activity. 13/ Andrade
knowingly falsified Rocky Mountain's books and records to hide Clarke's unauthorized trades,
diverted approximately $4.5 million of customer funds from Rocky Mountain's omnibus account
at Reich & Tang to cover Clarke's trading losses, and withheld information from the forensic
accountant hired by Rocky Mountain to investigate the missing Reich & Tang funds. We find,
based on these facts and for purposes of this proceeding only, that Clarke's and Andrade's actions
violated Exchange Act Section 10(b) and Rule 10b-5.

Rocky Mountain's procedures to detect these violations generally were deficient. Horning
failed to institute any procedure to reconcile the account balance of the omnibus account
reflected in the Reich & Tang Daily Reconciliation and Summary Sheet with Rocky Mountain's
records. Horning's own expert witness agreed that the lack of a procedure to reconcile these
amounts was improper. Horning also failed to implement any procedures in response to the
auditor's warning that Rocky Mountain's plan of organization did not include adequate separation
of duties with respect to cash receipts and cash disbursements and that Rocky Mountain's
supervisory procedures were inadequate. Horning did not put in place an operations manual for
the Operations Department and lacked accurate information about the duties performed by Rocky
Mountain's three-person Operations Department staff. -

Moreover, Horning failed reasonably to supervise Andrade and Clarke in particular.
Supervision of an associated person must be "reasonable . . . under the attendant ‘
circumstances.” 14/ As a result of the examination by the Commission staff and the resulting
deficiency letter, Horning knew that in 2000 and 2001 Clarke had incurred more than $600,000
in trading losses in the firm's proprietary accounts and instead of reporting those losses
accurately, she concealed them, with Andrade's assistance, by omitting to record executed losing
trades. Horning knew that Clarke's and Andrade's conduct had resulted in inaccuracies in Rocky
Mountain's net capital calculations and in its books and records.

12/ SEC v. Clarke, No. 03-MK-0228 (D. Colo. 2005).

13/ Of course, Horning's stipulation cannot bind Andrade. Our findings here with respect to
Clarke and Andrade are made solely for the purpose of this proceeding.

14/ Clarence Z. Wurtz, 54 S.E.C. 1121, 1130 (2001) (quoting Arthur James Huff, 50 S.E.C.
524, 528-29 (1991)); see also Louis R. Trujillo, 49 S.E.C. 1106, 1110 (1989) (stating that
supervision must be reasonable "under all the circumstances").
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These facts highlighted the need for Horning's heightened supervision over Clarke and
Andrade, especially regarding trading in the firm's proprietary account and maintenance of the
firm's books and records. 15/ However, Horning made no personnel changes and took no
meaningful disciplinary action. Horning continued to allow Clarke to execute trades in the
firm's proprietary account at her discretion and he continued to allow Andrade to be responsible
for Rocky Mountain's books and records, both subject to his sole supervision. Thus, Horning had
a particular responsibility to ensure not only that rules and procedures were in place to supervise
Andrade and Clarke properly, but also that those rules and procedures were enforced. 16/

The procedures Horning instituted in response to Andrade and Clarke's earlier
misconduct and his implementation of those procedures were inadequate. The Commission
staff's 2001 deficiency letter had highlighted the errors that resulted from Rocky Mountain's
previous failure to accurately reconcile its clearing account records. 17/ Rather than reduce the
likelihood of future misconduct, many of the procedures that Horning instituted appear counter
productive. He reduced the commissions that Clarke received from her trades in Rocky
Mountain's proprietary account, thereby creating an incentive for Clarke to trade more frequently,
yet he took no steps to monitor her trading. He instituted a system where each of the three
traders would be fined for every trade that Horning found had not been reconciled, which
provided the other traders with an incentive not to report Clarke's unrecorded trades. He
assigned to Andrade the responsibility to prepare handwritten Reconciliation Reports and trade
error reports even though she had been responsible for concealing Clarke's previous trades.
These procedures were not reasonably designed to prevent or to detect additional fraudulent
conduct by Clarke or Andrade.

'Horning's review of the Reconciliation Reports and trade error reports also was deficient.
He spent only "ten seconds” once a week reviewing the Reconciliation Reports. He did not
review the NSCC daily report or the Rocky Mountain trading records attached to the summary

15/ See John A. Chepak, 54 S.E.C. 502, 514 (2000) (stating that "prior misconduct indicated
the need for heightened supervision, particularly in areas that had resulted in previous
violations"); see also Consol. Invs. Servs.. Inc., 52 S.E.C. 582, 588 (1996) (stating that
an employee who has previously evidenced misconduct can only be retained if he
subsequently is subjected to a commensurately higher level of supervision).

16/  See Wurtz, 54 S.E.C. at 1130 (stating that supervisors who know of an employee's past
disciplinary history must ensure not only that rules and procedures are in place to
supervise the employee properly, but also that those rules and procedures are enforced).

17/ See Blinder. Robinson & Co., 47 S.E.C. 812, 814 (1982) (finding respondents' "cursory
examination" "clearly inadequate" because a failure of supervision "connotes 'a failure to
learn of improprieties when diligent application of supervisory procedures would have
uncovered them'™) (quoting Jerome F. Tegeler, 45 S.E.C. 512, 515 n.8 (1974) and
Anthony J. Amato, 45 S.E.C. 282, 286 (1973)).
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sheet to determine if the figures on the supporting documents matched those on the summary
sheet. He did not add up the columns on the summary sheet to check that the totals were
accurate and instead reviewed only the bottom-line numbers to see if they balanced. He failed to
notice obvious discrepancies on the face of the summary sheets of the Reconciliation Reports,
including a $1 million error on one of the summary sheets, or to detect obvious discrepancies
between the summary sheets and the supporting documents. Although Horning assigned to
Andrade the responsibility to prepare daily reports on any trading errors or unreconciled trades,
he never reviewed the records on which those reports were based and he never asked anyone to
verify that the information in those reports was correct. '

Horning's argument that he could not have detected Clarke and Andrade's scheme
because it was complicated and well concealed is unfounded. Contrary to Horning's assertion,
Clarke and Andrade's scheme was not particularly well concealed. For example, the
Reconciliation Reports contained numerous blatant errors that could have been uncovered had
Horning engaged in more than a cursory ten-second review. Further evidence of the scheme was
available had Horning taken the time to review the supporting documents attached to the
Reconciliation Report and the trading error reports or to review the Reich & Tang facsimiles. 18/

As Rocky Mountain's FINOP, Horning was responsible for the firm's compliance with net
capital requirements and for ensuring that the net capital calculations were made correctly. Yet,
Horning signed at least nine FOCUS Reports prepared by Andrade after a review that took
approximately two minutes each. Horning was the only person at Rocky Mountain to review the
materials that Andrade prepared and he failed to take any steps to check for irregularities or to
verify independently the information he was given. We agree with the law judge's conclusion
that "his review was so superficial as to be worthless." Horning's total reliance on Andrade was
unreasonable given her concealment of Clarke's misconduct in 2000 and 2001.

Horning claims that he relied on Clarke and Andrade's assurances and that no further
investigation was needed. "We have repeatedly stressed that supervisors cannot rely on the
unverified representations of their subordinates." 19/ This is especially true where the
subordinates have committed misconduct in the past. Horning's claim that he had no reason to
believe that "two of his most trusted employees" were engaged in misconduct ignores the
numerous red flags that served to warn Horning that he could not rely on these employees. He

18/ See Christopher J. Benz, 52 S.E.C. 1280, 1282 (1997) (rejecting conténtion that
supervisor "could not have discovered" employee’s violations when there were
"numerous red flags" that supervisor "should not have ignored" such as employee's
history of compliance problems and suspicious activities in employee's accounts).

19/ Quest Capital Strategies, 55 S.E.C. 362, 372 (2001) (citing Michael H. Hume, 52 S.E.C.

243, 248 (1995); John H. Gutfreund, 51 S.E.C. 93, 108 (1992)).
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admitted that Clarke and Andrade's actions in 2000 and 2001 were "basically" dishonest, and he
should have taken steps to verify the information that these employees provided to him. 20/

Horning also faults Wing and Carter-Hall for failing to inform him that their duties had
changed, but this does not excuse his failure to supervise Andrade. The Operations Department
consisted of three people: Andrade, Wing, and Carter-Hall. Rather than monitor the three-person
Operations Department to make sure that each of the employees were performing their assigned
duties, Horning relied on the representations of Andrade and, given her previous misconduct,
such reliance was unreasonable. )

Horning claims that the scheme implemented in 2002 and 2003 was "dramatically
different” from the trading irregularities detected during the examination conduct by Commission

20/ At oral argument, Horning’s counsel admitted that Horning was responsible for
supervision at the firm: ‘

Commissioner Nazareth: Isn’t it true, though, that the — what is in the record is
that the books and records of this firm were completely unreliable? The books
and records of the firm did not match the reality, either as to the trading or as to
the financial position of the firm.

Mr. Birge: That is true. The evidence suggests that both [ Andrade and Clarke]
actually pled guilty and were convicted for their involvement in this scheme. And
part of their guilty plea was they admitted that they dummied up the records,
created false reports, plugged numbers, created fictitious transactions and created
a whole series of documents to hide exactly what they were doing.

Commissioner Nazareth: And doesn’t the record also show that substantial
amounts of customer funds which were held by the firm on behalf of customers
were misappropriated by employees of this firm?

Mr. Birge: At least $5 million of customer funds were stolen by Ms. Andrade and
Ms. Clarke.

- Commissioner Nazareth: And wasn’t your client the supervisor in charge of these
employees?

Mr. Birge: He was their supervisor. He was the president of the firm. It was his
responsibility to supervise them, yes. He takes full responsibility for his
supervision. He hasn’t laid that off onto anyone else. He was their supervisor.
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staff in 2001. 21/ However, in both instances Clarke suffered trading losses in Rocky Mountain's
proprietary account and, along with Andrade, concealed those losses. The only material
differences between Clarke and Andrade's previous conduct and that at issue here is that Andrade
diverted $4.5 million in customer funds from the Reich & Tang omnibus account to pay for the
trading losses and entered fictitious trades in Rocky Mountain's books and records. Clarke and
Andrade's prior misconduct required heightened supervision not just with respect to the precise
actions they took in committing that misconduct, but also in areas that had resulted in the
previous violation. 22/ In both cases here, the misconduct could have been uncovered had
Horning taken basic steps to ensure that the firm's records were consistent with those of its
clearing agent rather than simply relying on Andrade's assurances. 23/ In addition, unlike the
previous conduct, Horning could have discovered Clarke and Andrade's misconduct had he
instituted a procedure to check Reich & Tang Daily Reconciliation and Summary Sheets against
Rocky Mountain's records.

Horning contends that Rocky Mountain's failure to include the Reich & Tang omnibus
account on its balance sheet or its FOCUS Reports was never challenged by the firm's auditors,
NASD, or Commission staff. He further claims that after the Commission staff conducted its
2001 examination, it failed to conclude that a fraud had been committed or to recommend
enforcement action against Clarke or Andrade. These claims are beside the point. We have held
that persons in the securities industry cannot shift their responsibility for compliance with
applicable requirements to NASD or to the Commission. 24/ "A regulatory authority's failure to
take early action neither operates as an estoppel against later action nor cures a violation." 25/

21/ Horning contends that, unlike the scheme at issue here, the earlier scheme did not involve

false documentation, fictitious trades, unauthorized modification of internal control
provisions, trades at fictitious prices, unauthorized entries in the firm's books and records,
or "plugged numbers" into the computer system.

22/ See Chepak, 54 S.E.C. at 514 (stating that "prior misconduct indicated the need for
heightened supervision, particularly in areas that had resulted in previous violations").

23/ Cf. Quest Capital Strategies, 55 S.E.C. at 374 (finding that, although respondents had a
comprehensive set of rules, respondents' system for applying the rules to the misconduct
at issue was "woefully inadequate" because "[r]elying on a subordinate's assurances is
hardly an effective method of preventing or detecting violations").

24/  See. e.g., William H. Gerhauser, 53 S.E.C. 933, 940 (1998) (finding applicants liable
"even had there been an NASD audit that found no violations"); Richard R. Perkins, 51
S.E.C. 380, 384 n.20 (1993). .

25/ Gerhauser, 53 S.E.C. at 940; Rita H. Malm, 52 S.E.C. 64, 75 n.40 (1994) (rejecting
applicant's "contention that, because the NASD noted no markup, pricing or other
(continued...)
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Horning maintains that he reasonably believed that the supervisory procedures he adopted
after Commission staff discovered Clarke's unreconciled trades in 2001 would prevent further
violations. Horning asserts that he adopted the supervisory procedures with "the approval of the
SEC and the NASD," that the procedures were "fully vetted with the . . . regulators," and that "all
parties agreed that they were reasonable under the circumstances." Horning has offered no
evidence to support his assertion that NASD or the Commission approved the additional
procedures or concluded that they were reasonable under the circumstances and nothing in the
record supports such an assertion.

IV.

Exchange Act Section 15(c)(3) requires that broker-dealers observe Commission rules
prescribed to provide safeguards for the broker-dealer's financial responsibility and related
practices when effecting the purchase or sale of securities. 26/ The requirements of the
Commission's net capital rule, Exchange Act Rule 15¢3-1, are intended "to ensure that broker-
dealers have sufficient liquid capital to protect the assets of customers and to meet their
responsibilities to other broker-dealers.” 27/ These requirements "involve fundamental
safeguards imposed for the protection of the investing public on those who wish to engage in the
securities business." 28/ Rocky Mountain's FOCUS Reports for the months ending June 30,
2002, through December 31, 2002, represented that it met its net capital requirement of $250,000
when, because of Clarke and Andrade's actions, in each of the seven months it had a net capital
deficiency ranging from a deficit of $793,503 to a deficit of $3,629,434.

Exchange Act Rule 15¢3-3 requires, among other things, that a broker-dealer establish
and maintain a customer reserve account and sets forth a formula for calculating the required
balance to be maintained in the reserve account. 29/ Rocky Mountain's Rule 15¢3-3 calculations
were erroneous for each month from April 2002 through December 2002, because its books and
records contained inaccurate information about the value of the Reich & Tang omnibus accounts.

25/  (...continued)
'exceptions' during its audit . . . NASD was subsequently precluded from bringing markup

or supervisory charges").
26/ 15 U.S.C § 780(c)(3)..

27/ Lowell H. Listrom, 50 S.E.C. 883, 886 (1992), affd, 975 F.2d 866 (8th Cir. 1992)
(Table).

28/ Id. at 888.

29/ 17 C.F.R. § 240.15¢3-3 and Exhibit A to Rule 15¢3-3; see also Kevin Upton, 52 S.E.C.
145, 146 (1995).
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During this time, Rocky Mountain's Rule 15¢3-3 calculation showed no reserve deficiency when
it had reserve deficiencies that ranged from a deficit of $1,725,330 to a deficit of $4,429,635.

Exchange Act Section 17(a) provides that brokers and dealers shall make, keep, furnish,
and disseminate records and reports prescribed by Commission rule "as necessary or appropriate
in the public interest, for the protection of investors, or otherwise in furtherance of the purposes
of the Exchange Act." 30/ The requirement that a firm maintain records and file reports
encompasses the requirement that these records and reports be true and correct. 31/ Exchange
Act Section 17(e) requires that a broker-dealer file with the Commission annually a balance sheet
and income statement certified by an independent public accountant and provide its customers
with its certified balance sheet. 32/

Rocky Mountain was required to make and keep current books and records that accurately
represented its net capital. 33/ The firm also was required, as a self-clearing broker-dealer that
carried customer accounts, to file monthly, quarterly, and annual FOCUS Reports containing a
net capital computation. 34/ Rocky Mountain was obligated to supply audited financial
statements to its customers and to file audited financial statements annually with the
Commission. 35/ Rocky Mountain further was required to provide same-day notice of a net
capital deficiency to the Commission. 36/

Rocky Mountain maintained insufficient net capital for the months of June 2002 through
December 2002, and an insufficient balance in its reserve account. The firm's FOCUS Reports
and its books and records reported that Rocky Mountain had met its net capital requirement and
had no deficiency in its reserve account. Horning acknowledges and the record establishes that
Rocky Mountain's books and records were inaccurate and that it filed materially false reports.

30/ 15 U.S.C § 78q(a).

- 31/ FundCLEAR, Inc., 51 S.E.C. 1316, 1318 n.7 (1994).
32/ 15U.S.C § 78q(e).
33/  Exchange Act Rule 17a-3; 17 C.F.R. § 240.17a-3.
34/  Exchange Act Rule 17a-5a(2); 17 C.F.R. § 240.17a-5(a)(2).
35/ Exchange Act Rule 17a-5(c) & 17a-5(d); 17 C.F.R. § 240.17a-5(c) & 17a-5(d).
36/  Exchange Act Rule 17a-11; 17 C.F.R. § 240.17a-11(b). The rule also provides that a

broker or dealer that fails to make or keep current the books and records required by Rule
17a-3 must give notice to the Commission of this fact on the same day. 17 C.F.R,

§ 240.17a-11(d). The broker or dealer must transmit a report to the Commission within
forty-eight hours of the notice stating what it has done or is doing to correct the situation.
Id.
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We find, therefore, that Rocky Mountain violated Exchange Act Sections 15(c)(3), 17(a) and
17(e), and the net capital, customer reserve, and recordkeeping and reporting requirements.

A respondent can be found to have caused a broker-dealer's violations of Exchange Act
Sections 15(c)(3), 17(a), and 17(e) if he was responsible for an act or omission that he knew or
should have known would contribute to the violation. 37/ As FINOP, Horning was responsible
for Rocky Mountain's compliance with applicable financial reporting, net capital, and customer
reserve requirements. 38/ From April 2002 through January 2003, Rocky Mountain's books and
records, its FOCUS Reports, and its 2002 Annual Report which Horning signed were materially
false because Horning failed to discharge his duties as Rocky Mountain's president and FINOP.
Among other things, Horning undertook only a cursory review of Rocky Mountain's FOCUS
Reports that had been prepared by Andrade, spending less than two minutes on each report and
making no attempt to verify that the information in the reports was accurate. His review of the
Reconciliation Reports and the trade error reports also was unreasonable. He did not put in place
an operations manual for the Operations Department. Horning failed to determine the correct
amount of Rocky Mountain's holdings in the Reich & Tang omnibus account in making the
calculations required by the net capital rule and the customer reserve rule. These unreasonable
deficiencies contributed to Rocky Mountain's violations. Accordingly, we find that Horning was
a cause of Rocky Mountain's violations of Exchange Act Sections 15(c)(3), 17(a), and 17(¢) and
Exchange Act Rules 15¢3-1, 15¢3-3, 17a-3, 17a-5(a), 17a-5(c), 17a-5(d), 17a-11, and 17a-13.

V.

Exchange Act Sections 15(b)(4)(E) and 15(b)(6)(i) authorize the Commission to censure,
place limitations on, suspend, or bar a person associated with a broker, dealer, or municipal
securities dealer if we find that such person failed reasonably to supervise, with a view to
preventing violations of the federal securities laws and rules and regulations thereunder, another

37/ Exchange Act Section 21C; 15 U.S.C. § 78u-3; see Rita J. McConville, Exchange Act
Rel. No. 51950 (June 30, 2005), 85 SEC Docket 3127, 3145 (citing Robert M. Fuller,
Exchange Act Rel. No. 48406 (Aug. 25, 2003), 80 SEC Docket 3539, 3545, petition
denied, No. 03-1334 (D.C. Cir. 2004)).

38/  George L. Freeland, 51 S.E.C. 389, 392 (1993); see also Gerhauser, 53 S.E.C. at 940 n.18
(noting that the "duties of a FINOP include the 'supervision and/or performance of the
member's responsibilities under all financial responsibility rules promulgated pursuant to
the provisions of the [Exchange] Act' as well as the 'responsibility for the accuracy of
financial reports submitted' to the NASD and [the] Commission") (citing NASD
Membership and Registration Rule 1022(b), NASD Manual (CCH), at 3173); Gilad J.
Gevaryahu, 51 S.E.C. 710, 712 (1993).
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person who commits such violations if such person is subject to the individual's supervision. 39/
Section 14(b) of the Securities Investor Protection Act of 1970 ("SIPA") authorizes the
Commission to bar or suspend for any period "any officer, director, [or] general partner . . . of
any broker or dealer for whom a trustee has been appointed pursuant to [the] Act from being or
becoming associated with a broker or dealer," if the Commission finds such sanctions to be in the
public interest. 40/ When Congress grants an agency the responsibility to impose sanctions to
achieve the purposes of a statute, "the relation of remedy to policy is peculiarly a matter for
administrative competence." 41/ We have stated that, in determining an appropriate sanction in
the public interest, we consider the egregiousness of the defendant's actions, the isolated or
recurrent nature of the infraction, the degree of scienter involved, the sincerity of the defendant's
assurances against future violations, the defendant's recognition of the wrongful nature of his
conduct, and the likelihood that the defendant's occupation will present opportunities for future
violations. 42/

We agree with the law judge that Horning should be barred from association with any
broker-dealer in a supervisory capacity. Horning is an experienced securities professional and
supervisor and should have recognized the many red flags indicating that Clarke and Andrade
required heightened supervision and were engaging in fraudulent misconduct. Instead, Horning
abdicated his responsibility by repeatedly failing to discharge his supervisory duties. Horning's
supervisory failures allowed Andrade and Clarke to commit repeated securities law violations
from April 2002 through January 2003 and were causes of Rocky Mountain's violation of the net
capital, customer reserve, and books and records requirements. Horning's failure to supervise
continued over a ten-month period and occurred fourteen months after Horning learned that
Clarke and Andrade had engaged in similar misconduct which resulted in an $800,000
discrepancy in Rocky Mountain's books and records and a $600,000 loss to Rocky Mountain.
Horning's conduct resulted in the illegal taking of $4.5 million in customer funds, the
appointment of a trustee under SIPA, and SIPC's advancing more than $5 million to the estate of
Rocky Mountain in order to settle customer claims.

Although scienter is not required to establish that Horning failed to exercise reasonable
‘supervision, the record establishes that he acted recklessly by failing to implement basic

39/ 15 U.S.C. § 780(b)(4)(E), (b)(6)(1); see also Leslie A. Arouh, Exéhange Act Rel. No.
50889 (Dec. 20, 2004), 84 SEC Docket 1880, 1894.

40/ 15U.S.C. § 78jji(b).

41/  Butz v. Glover Livestock Comm'n Co., 411 U.S. 182, 185 (1973) (quoting American
Power Co. v. SEC, 329 U.S. 90, 112 (1946)).

42/ Arouh, 84 SEC Docket at 1894-95; see also Sharon M. Graham, 53 S.E.C. 1072, 1090
n.48 (1998) (quoting Steadman v. SEC, 603 F.2d 1126, 1140 (5th Cir. 1979), affd on
other grounds, 450 U.S. 91 (1981)), affd, 222 F.3d 994 (D.C. Cir. 2000).
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supervisory procedures when confronted with previous misconduct. Moreover, Horning's
conduct and his arguments reveal a fundamental misunderstanding of his supervisory duties that
presents a significant likelihood that he will commit similar violations in the future. As
discussed above, Horning, when confronted with misconduct by Clarke and Andrade, instituted
procedures that were inadequate because they relied substantially upon Andrade. Horning
undertook only a cursory review of Andrade's work and took no step to verify that what she was
reporting was accurate. He ignored warnings from Rocky Mountain's auditor and Commission
staff about inadequate supervision and deficient internal controls, failed to check simple math on
the Reconciliation Reports prepared by Andrade, failed to examine documents used to compile
the Reconciliation Reports and the trading error reports, and failed to compare Reich & Tang
omnibus account balances with those of the firm. Horning blames those he supervised for not
adequately performing their duties and for not informing him about their actions and the actions
of other Rocky Mountain employees.

Horning contends that the record does not support a finding that he be barred from
supervising sales activities, as opposed to financial and operations activities, because he has not
committed any supervisory violations in the sales area. However, there is no basis for carving
out sales activities from the supervisory bar. Horning's continued association in a supervisory
capacity with Moloney Securities presents opportunities for future violations. For example,
Horning currently supervises Depew and Massee, who each loaned money to Clarke and were
repaid with fictitious trading profits. Horning failed to detect these activities. Although
Moloney, Horning's current supervisor, testified that he trusted Horning to fulfill his supervisory
duties, Horning has taken no steps to investigate Depew and Massee's actions or to place them
under heightened supervision in response to their conduct at Rocky Mountain, even though
Horning testified that the conduct was "probably" dishonest. Horning's own expert testified that
Depew and Massee's actions should have been investigated. Horning’s supervisory failures and
his fundamental misunderstanding of the duties of a supervisor present too great a risk to
investors to allow him to remain in the industry as a supervisor. A supervisory bar will protect
investors from dealing with securities professionals who are not adequately supervised and will
deter Horning and others entrusted with supervisory positions from ignoring the important duties
that accompany such positions. 43/ Accordingly, we find that the public interest warrants barring
Horning from associating with any broker or dealer in a supervisory capacity.

Horning claims that the law judge erred by allowing the Division to change its position
with respect to the sanctions sought. A respondent is entitled to be informed of the charges

43/  In making this determination, we are mindful that although “general deterrence is not, by
itself, sufficient justification for expulsion or suspension . . . it may be considered as part
of the overall remedial inquiry.” PAZ Sec.. Inc.v. SEC, 494 F.3d 1059, 1066 (D.C. Cir.
2007) (quoting McCarthy v. SEC, 406 F.3d 179, 189 (2d Cir. 2005)).
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against him in enough detail to allow him adequately to prepare his defense. 44/ The Order
Instituting Proceedings charged Horning with a failure to supervise pursuant to Exchange Act
Sections 15(b)(4)(E) and 15(b)(6)(A)(i) and SIPA Section 14(b) which authorize the
Commission to impose a supervisory bar, among other things, against any broker-dealer, any
person associated with a broker-dealer, or the general partner of any broker-dealer for whom a
trustee has been appointed pursuant to SIPA. Although the Division's Pretrial Brief states that it
sought to bar Horning "from association with a broker-dealer in a supervisory, non-supervised
capacity," at the hearing, prior to Horning's presentation of his direct case, the Division clarified
that it was seeking a supervisory bar. Thus, Horning was aware that the issue in the case was the
reasonableness of his supervision of Clarke and Andrade and that one of the sanctlons being
sought by the Division was a supervisory bar.

Horning argues that Section 14(b) of SIPA is unconstitutionally vague. However, in
Dirks v. SEC, 45/ the Court of Appeals for the District of Columbia Circuit rejected this
argument. The Court held that the Commission placed a narrowing gloss on Section 14(b) in
Carol P. Teig. 46/ The Court stated that the Commission determined that Section 14(b) does not
"impose a regime of strict liability on individuals whose firms enter SIPA liquidation," but
“instead "held that simple neglect or nonfeasance provides an adequate basis for imposition of
sanctions under Section 14(b)." 47/

Horning claims that the conduct in two cases applying Section 14(b) is dissimilar from
the conduct that occurred here. Specifically, Horning claims that respondents in these two cases
had much greater knowledge of the problems that led to the demise of the firms in question. 48/
Regardless of the state of mind of the respondents in the cases cited by Horning, as discussed
above, simple neglect or nonfeasance provides an adequate basis for imposition of sanctions

44/  McConville, 85 SEC Docket at 3149 n.55.

45/ 802 F.2d 1468 (D.C. Cir. 1986).

46/ 46 S.E.C. 615 (1976).

47/ 802 F.2d at 1470-71.

48/ See Raymond L. Dirks, 48 S.E.C. 200 (1985) (finding that respondents aided and abetted

the firm's net capital violations), aff'd, Dirks v. SEC, 802 F.2d 1468 (D.C. Cir. 1986);
Thomas R. Brimberry, Exchange Act Rel. No. 23682 (Oct. 3, 1986), 36 SEC Docket
1289 (barring respondent in a default administrative proceeding and finding that
respondent (1) had been found guilty of corruptly endeavoring to influence, obstruct, and
impede the administration of justice in connection with federal grand jury proceedings,
(2) had been found guilty of making false, material declarations to the grand jury, and

(3) had converted the firm's assets to his personal benefit after the appointment of a
trustee)
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under Section 14(b). As we have stated previously, Section 14(b) was designed to protect public
investors by authorizing us to sanction those persons in a position to guide a brokerage firm's
financial affairs who fail to exercise reasonable diligence in preventing their firm's financial
collapse. 49/ We have determined that Horning failed to exercise reasonable diligence in his
supervision of Clarke and Andrade and in performing his duties with respect to the firm's net
capital, customer reserve, and books and records requirements which resulted in the collapse of
the firm. As such, his conduct falls within Section 14(b).

We also agree with the law judge's conclusion that Horning should be suspended from
association with any broker-dealer for twelve months. Our net capital rule, which was "designed
to assure financial responsibility of brokers and dealers," is "one of the most important weapons
in the Commission's arsenal to protect investors." 50/ The net capital requirements are designed
to "operate as an early warning system" of potential financial difficulties at a firm. 51/ The books
and records that broker-dealers are required to maintain are "a keystone of the surveillance of
brokers and dealers by [Commission] staff and by the securities industry's self-regulatory
bodies." 52/ Although we have determined to bar Horning from association with a broker or
dealer in a supervisory capacity, he still may be employed in a financial or operations position at
a broker or dealer in a non-supervisory capacity. At a minimum, Horning was negligent in

failing to take the steps necessary to ensure that Rocky Mountain complied with applicable net

capital, customer reserve, and books and records requirements in order to prevent the firm's
financial collapse, and, therefore, a suspension under Exchange Act Section 15(b)(6) and SIPA

49/ Dirks, 48 S.E.C. at 206.

50/  Livada Secs. Co., 45 S.E.C. 598, 600 (1974) (citing Blaise D'Antoni & Assocs.. Inc. v.
SEC, 289 F.2d 276, 277 (5th Cir. 1961)).

51/ William J. Blalock, Exchange Act Rel. No. 35002 (Nov. 23, 1994), 58 SEC Docket 155,
166 n.30, aff'd, 96 F.3d 1457 (11th Cir. 1996) (Table).

52/ Edward J. Mawod & Co., 46 S.E.C. 865, 873 n.39 (1977), affd, 591 F.2d 588 (10th Cir.
1979).
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o Section 14(b) is appropriate. A twelve-month suspension will impress upon Horning the
seriousness of his misconduct with respect to the net capital, customer reserve, and books and

records requirements and will protect the public interest by reducing the likelihood of any
recurrence.

An appropriate order will issue. 53/

By the Commission (Chairman COX and Commissioners ATKINS, NAZARETH and
CASEY). :

Nancy M. Morris
Secretary

53/  We have considered all of the parties' contentions. We have rejected or sustained these
‘ contentions to the extent that they are inconsistent or in accord with the views expressed
herein.
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SECURITIES ACT OF 1933
Release No. 8866 / December 3, 2007

INVESTMENT ADVISERS ACT OF 1940
Release No. 2860 / December 3, 2007

ADMINISTRATIVE PROCEEDING
File No. 3-12896

In the Matter of _ ORDER INSTITUTING ADMINISTRATIVE
AND CEASE-AND-DESIST PROCEEDINGS, -
FOUNDING PARTNERS MAKING FINDINGS, AND IMPOSING
CAPITAL MANAGEMENT REMEDIAL SANCTIONS PURSUANT TO
COMPANY and SECTION 8A OF THE SECURITIES ACT
WILLIAM GUNLICKS OF 1933 AND SECTION 203(e) OF THE
INVESTMENT ADVISERS ACT OF 1940
Respondents. : '

I.

The Securities and Exchange Commission (“Commission”) deems it appropriate and in
the public interest that public administrative and cease-and-desist proceedings be, and hereby
are, instituted pursuant to Section 8A of the Securities Act of 1933 (“Securities Act”) and
Section 203(e) of the Investment Advisers Act of 1940 (“Advisers Act”) against Founding
Partners Capital Management Company (“Founding Partners”) and William Gunlicks
(“Gunlicks”) (collectively, the “Respondents™).

I

In anticipation of the institution of these proceedings, Respondents have each submitted
an Offer of Settlement (the “Offers”) which the Commission has determined to accept. Solely
for the purpose of these proceedings and any other proceedings brought by or on behalf of the
Commission, or to which the Commission is a party, and without admitting or denying the
findings herein, except as to the Commission’s jurisdiction over them and the subject matter of
these proceedings, which are admitted, Respondents consent to the entry of this Order Instituting
Administrative and Cease-and-Desist Proceedings, Making Findings, and Imposing Remedial
Sanctions and a Cease-and-Desist Order pursuant to Section 8A of the Securities Act of 1933
and Section 203(e) of the Investment Advisers Act of 1940 (“Order”) as set forth below.

Do(,w_’g o &3




III.

On the basis of this Order and Respondents’ Offers, the Comrhission finds that:

Respondents

1. Gunlicks is the president, chief executive officer and sole shareholder of
Founding Partners which is an investment adviser registered with the Commission. Gunlicks, 64
years old, resides in Naples, Florida.

2. Founding Partners, a Florida corporation, operates its principal office in Naples,
Florida. Founding Partners is an investment adviser that has been registered with the

Commission since August 20, 1999.

Other Relevant Entities

3. Founding Partners manages three hedge funds: Founding Partners Stable-Value,
L.P. (“Stable-Value”), Founding Partners Equity Fund, L.P. (“Equity Fund”) and Founding
Partners Global Fund, Ltd. (““Global Fund”) (collectively, the “hedge funds™). Stable-Value and
Equity Fund are both limited partnerships based in Naples, Florida. Global Fund is registered as
a mutual fund under Cayman Islands law. Founding Partners is the general partner for Equity
Fund and Stable-Value and the investment manager of Global Fund.

4, Stewards & Partners Limited (“Stewards”), is a Bermuda-based company
established by Gunlicks in December 1999 that further developed and implemented Stable-

~ Value’s investment strategy of financing with securitized loans the purchase of discounted

healthcare receivables by third-party entities, which pay Stable-Value, monthly interest of 1.5%
(18% on an annualized basis). Stewards receives a fee from Stable-Value every month at an
annualized 1% of capital invested in Stable-Value. Stewards’ chairman is Gunlicks, and one of
its shareholders is Founding Partners. Gunlicks indirectly controls Stewards in which he has a
pecuniary interest because of Founding Partners’ 42.2 % ownership interest in Stewards.

Transactions that Were Not Consistent with the Hedge
Funds’ Confidential Offering Memoranda

Loans to Stewards

5. From about June 2001 through May 2002 related-party transactions were
inconsistent with the terms of the Equity Fund and Stable-Value confidential offering
memoranda. In pertinent part, the Equity Fund and Stable-Value offering memoranda provided:

The Partnership will not make loans to and, absent the approval
required pursuant to applicable securities laws and regulations, will
" not engage in principal transactions or other investment
transactions with the General Partner or any entity under common
control with the General Partner. The Partnership does not
currently intend to engage in any transactions with the General
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Partner or any entity under common control with the General
Partner.

Contrary to the offering memoranda, Founding Partners caused Equity Fund and Stable-Value to
make loans with entities under common control with Founding Partners. These loans are
discussed more fully below.

6. In July 1999, Equity Fund agreed to invest $440,000 in an unincorporated entity
that was in the process of developing an investment program (the “Developing Entity”) for the
purchase and finance of healthcare receivables. The investment was made through an equity-
linked loan. The Developing Entity subsequently failed to complete the development of the
investment program and defaulted under the equity-linked loan agreement. When it became
clear that the Developing Entity could not repay the loan, Stewards, an entity under common
control with Founding Partners, agreed to assume the Developing Entity’s obligations for the full
equity-linked loan and Stewards completed the development of the investment program.

7. On August 11, 2000, Founding Partners caused Equity Fund to loan Stewards
$60,000, which Stewards mostly used to make the first interest payment to Equity Fund on the
promissory note that Stewards had assumed from the Developing Entity.

8. In April 2001, Founding Partners caused Equity Fund to make another loan to
Stewards in the amount of $80,000. Between April 2001 and December 2001, Founding
Partners also caused Stable-Value to loan Stewards approximately $93,000. In return, Equity
Fund and Stable-Value received five-year promissory notes that paid interest at an annualized
rate of 18%. Stewards used all of these loan proceeds for start-up capital and to pay expenses
that included, among other things, a $5,000 monthly management fee to Founding Partners for -
services unrelated to the advisory services Founding Partners provided to the hedge funds. From
these loan proceeds of $173,000 Founding Partners received a total of $125,000 in management
fees.

9. After the Commission’s Office of Compliance Inspections and Examination
(“OCIE”) staff conducted an examination of Founding Partners, OCIE informed Founding
Partners that these loans, which totaled $233,000, appeared to be inconsistent with the offering
memoranda for Equity Fund and Stable-Value. In response, Founding Partners caused Equity
Fund to purchase Stable-Value’s loans even though they were inconsistent with the terms of both
of their offering memoranda. After OCIE issued its deficiency letter, Founding Partners
supplemented Equity Fund’s offering memorandum and wrote Stable-Value’s second offering
memorandum supplement in part to disclose loans, respectively to “affiliates of the General
Partner” and “affiliated and unaffiliated parties.” These supplements, however, failed to disclose
the loans that had already occurred. All of the loans have since been repaid with interest.

Payments from Stable-Value to Stewards

10. From March 2001 through May 2002, Stable-Value paid $169,180 in undisclosed
fees to Stewards, which it characterized as a royalty fee in exchange for using the investment
program it had developed for Stable-Value. The fees were paid to Stewards out of Stable-




Value’s assets in addition to the management fees Stable-Value paid to Founding Partners.
Stable-Value’s supplemented offering memorandum omitted the fee and F ounding Partners’
pecuniary interest in the fee, through its ownership interest in Stewards.

11.  After OCIE questioned the fee in its deficiency letter, Founding Partners disclosed
the fee and its ownership interest in Stable-Value’s and Equity Fund’s financial statements for
year-end December 31, 2001, released on May 23, 2002. In addition, Founding Partners added
the following disclosure to Stable-Value’s second offering memorandum supplement dated May
2002:

Expenses

The Partnership will pay a fee (the “Royalty F ee”) to Stewards & Partners
Limited, an affiliate of the General Partner. The fee will be charged
against the capital accounts of the Partnership each month at an annualized
rate of 1%. The Royalty Fee is being paid to Stewards & Partners for its
having borne the expenses and risks of ‘developing the Partnership’s
investment strategy with respect to healthcare receivables. The costs and
expenses of Stewards & Partners to acquire and develop the healthcare
receivables investment concept totaled approximately $812,000 all of
which was funded by Stewards & Partners.- The payment of any fee by the
Partnership was deferred until the systems, operations and procedures
could be tested over a full collections cycle.

12. This disclosure was incomplete in that it did not disclose that Stewards borrowed
$233,000 of the $812,000 from Equity Fund and Stable-Value to fund its capital outlays in
connection with developing Stable-Value’s healthcare receivables investment strategy. In
addition, the supplement did not disclose that Stewards had also assumed the $440,000 loan from
the Equity Fund. The supplement also did not explain that a majority of the costs and expenses
to acquire and develop the investment strategy were funded with loans form Stable-Value and
the Equity Fund. Furthermore, the disclosure did not state that Stable-Value and the Equity Fund
loans would be paid off with the cash flow from the royalty fee.

Equity Fund’s Investment in Stable-Value

13. By March 31, 2002, Equity Fund had invested at least $1.6 million in Stable-
Value. This investment was not consistent with the disclosed investment strategy set forth in
Equity Fund’s offering memorandum at that time. Equity Fund’s offering memorandum stated
that its investment objective is “to achieve above-average rates of return in the long term, while
preserving capital and its purchasing power in the short term” and, further stated:

The Partnership intends to accomplish this objective by allocating the
Partnership’s assets among a select group of unaffiliated, experienced
portfolio managers (“Portfolio Managers”) that invest primarily in the
U.S. equity markets. Each selected Portfolio Manager has been successful
in a specific, highly focused equity style that has resulted in above-average




to superior investment histories. The Partnership may also invest its assets

~ directly pursuant to investment advisory agreements granting the Portfolio
Managers discretionary trading authority on a managed account basis.
The utilization of this multi-manager, multi-equity strategy investment
style is intended to result in a diversified portfolio of securities with
overall volatility lower than the markets to which Partnership is exposed.

14. Equity Fund’s investment in Stable-Value was not an investment with an
unaffiliated portfolio manager that had been successful in a specific, highly focused equity style
because Stable-Value was not invested in equities and it was operated by Founding Partners.
Founding Partners profited from this arrangement because it earned two layers of management
fees - from both Equity Fund and Stable-Value — on the same underlying assets. As a
shareholder of Stewards, Founding Partners benefited from the fee Stable-Value paid to
Stewards when Stable-Value’s assets expanded by virtue of the investment from Equity Fund.

15. During the course of OCIE’s exam, Founding Partners stopped collecting the two
layered management fees and returned the fees it had collected from Equity Fund. In response to
OCIE’s deficiency letter, Founding Partners supplemented Equity Fund’s offering memorandum,
in May 2002 to disclose Equity Fund’s investment in Stable-Value and disclosed the Investments
intended to achieve its stated investment objective, as follows:

In addition to investing in the U.S. equity markets, the Partnership and its
Portfolio Managers may invest in a wide range of instruments and
markets, including, but not limited to, domestic and foreign equities and
equity-related instruments, fixed income and other debt-related
instruments and asset backed instruments. The Partnership may invest in
loans secured by healthcare, commercial and trade receivables and may
also make loans, including loans to affiliates of the General Partner.

The amended disclosure, however, neglected to disclose that Equity Fund had already invested in
Stable-Value.. On September 20, 2002, Founding Partners disclosed in Equity Fund’s 2001
financial statement that Equity Fund had invested in Stable-Value prior to May 2002.

Other Transactions That Were Not Consistent
With Stable-Value’s Offering Memorandum

16. Stable-Value’s offering memorandum supplement stated that the fund’s
investment objective was “to achieve above-average rates of return, while preserving capital and
its purchasing power in the short-term” and that it’s investment program was “designed to
accomplish this objective through the implementation of a stable value investment strategy that
has no correlation to the equity and bond markets.” Stable-Value’s supplement further stated
that its investment program was limited to making loans to a third party which agreed to use the
loan proceeds to only purchase healthcare receivables. Inconsistent with that disclosure,
Founding Partners caused Stable-Value, from January 2002 through May 2002, to extend loans
of approximately $11.7 million to a third-party entity to finance its purchases of commercial
receivables.

7. Although the commercial receivables program operated in the same manner as the
healthcare receivables investment program, use of Stable-Value funds to make loans to a third-




party to purchase commercial receivables was a material deviation from Stable-Value’s offering
memorandum because there are differences between healthcare and commercial receivables. For
example, health care receivables are primarily payment obligations of well-known federal and
state government agencies and insurance companies (third-party payers) that have high credit
ratings from nationally recognized credit rating agencies. In contrast, the commercial
receivables securing Stable-Value’s loans came from a variety of small businesses (e.g. auto
body shops, an employment agency, a direct mail advertising firm and a wine importer) that do
not generate receivables of the same nature because many of these businesses have a hi gher risk
of bankruptcy and fraud than third-party payers of healthcare receivables, like Medicare.

18.  In further response to OCIE’s concerns with respect to Stable-Value’s
investments in commercial receivables, F ounding Partners revised Stable-Value’s supplement to
disclose investments in commercial receivables.

Violations

19. As aresult of the conduct described above, Founding Partners willfully' violated
Section 17(a)(2) of the Securities Act, which proscribes obtaining money or property by means
of any untrue statement of material fact or any omission to state a material fact necessary in-
order to make the statements made, in light of the circumstances under which they were made,
not misleading in the offer or sale of securities. Specifically, among other things, Founding
Partners caused Stable-Value to pay an undisclosed fee to Stewards and caused Equity Fund and
Stable-Value to engage in transactions that were not consistent with their offering memoranda
including transactions with entities under common control with F ounding Partners.

20. As a result of the conduct described above, Gunlicks caused F ounding Partners’
violations of Section 17(a)(2) of the Securities Act, which proscribes obtaining money or
property by means of any untrue statement of material fact or any omission to state a material
fact necessary in order to make the statements made, in light of the circumstances under which
they were made, not misleading in the offer or sale of securities. Specifically, among other
things, Gunlicks caused Founding Partners to have Stable-Value pay an undisclosed fee to
Stewards and had Equity Fund and Stable-Value engage in transactions that were not consistent
with their offering memoranda including transactions with entities under common control with
Founding Partners.

Founding Partners and Gunlicks’ Cooperation

In determining to accept the Offers, the Commission considered cooperation afforded the
Commission staff. '

Undertakings

21. Founding Partners shall send a copy of this Order and a cover letter in a form
acceptable to the staff of the Commission by certified mail, return receipt requested to all current
and prospective clients as well as any investors and any potential investors in any Founding

! “Willfully” as used in this Order means intentionally committing the act, which constitutes the violation.

Cf. Wonsover v. SEC, 205 F.3d 408, 414 (D.C. Cir. 2000); Tager v. SEC, 344 F.2d 5, 8 (2d Cir. 1965).




Partners-advised hedge funds for a period of one year after the date of the Order. In addition,
Gunlicks will execute an affidavit on behalf of Founding Partners that it has complied with this
undertaking in accordance with the terms of this Order and deliver the executed affidavit to the
. Commission’s staff within five (5) days after the completion of this undertaking. 4

22. Respondent Founding Partners undertakes to cooperate and assist the Commission
staff with their development of a plan pursuant to Rule 1101 of the Commission’s Rules on Fair
Fund and Disgorgement Plans {17 C.F.R. § 201.1101] to distribute the disgorgement and
prejudgment interest and any interest thereon (the “disgorgement funds”) (“Distribution Plan”).
Within 30 days of the entry of this Order, the proposed Distribution Plan will be published for
comment and thereafter submitted to the Commission for final approval in accordance with Rule
1103 {17 C.F.R. § 201.1103]. Following a Commission order approving the Distribution Plan, as
provided in Rule 1104 [17 C.F.R. § 201.1104], Respondent Founding Partners shall take all
necessary and appropriate steps to continue to assist the Commission’s staff administer the final
Distribution Plan. Respondent Founding Partners agrees to bear all of its own costs and
expenses that it may incur to assist the staff with the development and implementation of the
final Distribution Plan.

Iv.

In view of the foregoing, the Commission deems it appropriate and in the public interest
to impose the sanctions agreed to in Respondents’ Offers. Accordingly, pursuant to Section 8A
of the Securities Act and Section 203(e) of the Advisers Act, it is hereby ORDERED that:

A. Respondent Founding Partners is censured.

B. Respondent'Founding Partners cease and desist from committing or causing any
violations and any future violations of Section 17(a)(2) of the Securities Act.

C. Respondent Gunlicks cease and desist from committing or causing any violations
and any future violations of Section 17(a)(2) of the Securities Act.

D. IT IS FURTHER ORDERED that Founding Partners shall, within 30 days of the
entry of this Order, pay disgorgement of $169,180 and prejudgment interest of $13,064 for a
total amount of $182,244 to the Securities and Exchange Commission. Such payment shall be:
(A) made by United States postal money order, certified check, bank cashier's check or bank
money order; (B) made payable to the Securities and Exchange Commission; (C) hand-delivered
or mailed to the Office of Financial Management, Securities and Exchange Commission,
Operations Center, 6432 General Green Way, Stop 0-3, Alexandria, VA 22312; and (D)
submitted under a separate cover letter that respectively identifies Founding Partners as a
Respondent in these proceedings, the file number of these proceedings, a copy of which cover
letter and money order or check shall be sent to Glenn S. Gordon, Associate Regional Director,
Division of Enforcement, Securities and Exchange Commission, Southeast Regional Office, 801
Brickell Avenue, 18th Floor, Miami, Florida 33131.




E. IT IS FURTHER ORDERED that Founding Partners shall, within 30 days of the
entry of this Order, pay a civil money penalty in the amount of $100,000 to the United States
Treasury. Such payments shall be: (A) made by United States postal money orders, certified
checks, bank cashier's checks or bank money orders; (B) made payable to the Securities and
Exchange Commission; (C) hand-delivered or mailed to the Office of Financial Management,
Securities and Exchange Commission, Operations Center, 6432 General Green Way, Stop 0-3,
Alexandria, VA 22312; and (D) submitted under cover letter that identifies F ounding Partners as
a Respondent in these proceedings, the file number of these proceedings, a copy of which cover
letter and money order or check shall be sent to Glenn S, Gordon, Associate Regional Director,
Division of Enforcement, Securities and Exchange Commission, Southeast Regional Office, 801
Brickell Avenue, 18th Floor, Miami, Florida 33131.

F. Founding Partners shall comply with the undertakings enumerated in Section I1I
above. :

By the Commission.

Nancy M. Morris
Secretary

By: J. Lynn Tavior
Assistant Secretary




UNITED STATES OF AMERICA
‘ BEFORE THE
SECURITIES AND EXCHANGE COMMISSION

INVESTMENT COMPANY ACT OF 1940
Release No. 28073 / December 4, 2007

In the Matter of

NATIONAL PRESTO INDUSTRIES, INC.
3925 North Hastings Way

Eau Claire, W1 54703-3703

(811-21874)

ORDER UNDER SECTION 38(a) OF THE INVESTMENT COMPANY ACT OF 1940

National Presto filed a Form N-8A on March 22, 2006, indicating that it made the filing solely to
comply with an Order of Permanent Injunction issued by the United States District Court for the
Northern District of Illinois (“District Court Order”).! On May 15, 2007, the United States Court
of Appeals for the Seventh Circuit issued a decision reversing the District Court Order and stating
that National Presto did not need to maintain its registration under the Act (“Decision of the Court
of Appeals™).2

Section 8(a) of the Act states that “[a]ny investment company organized or otherwise created
under the laws of the United States or of a State may register for the purposes of [the Act] by
filing with the Commission a notification of registration, in such form as the Commission shall by
rules and regulations prescribe .... An investment company shall be deemed to be registered upon
receipt by the Commission of such notification of registration.” Form N-8A under the Act is the
form the Commission adopted as the notification of registration under the Act. The Commission
received National Presto’s Form N-8A filing.

To effectuate the Decision of the Court of Appeal, the Commission believes that it is appropriate
to the exercise of the powers conferred upon the Commission by the Act to issue an order under
section 38(a) of the Act. Accordingly, the Commission is issuing an order, on its own motion
pursuant to section 38(a) of the Act, declaring that National Presto shall not be deemed to have
been registered under the Act by virtue of the Form N-8A it filed with the Commission on March
22, 2006 because National Presto filed its Form N-8A solely to comply with the District Court
Order which was reversed by the Decision of the Court of Appeals.

* SEC v. Nat'l Presto Industries, Inc., 397 F. Supp.2d 943 (N.D. I11., 2005).

> SECv. Nat'l Presto Industries, Inc., 486 F.3d 305 (7% Cir. 2007).
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The Commission has considered the matter, and the Commission finds that the issuance of the
order is appropriate to the exercise of the powers conferred upon the Commission in the Act.
Further, given that the order implements the Decision of the Court of Appeals, which is final,
the Commission finds it appropriate to issue the order without notice and an opportunity for
hearing.

Accordingly,

IT IS ORDERED, under section 38(a) of the Act, that National Presto Industries, Inc. shall not
be deemed to have been registered under the Act by virtue of the Form N-8A it filed with the

Commission on March 22, 2006.
. ' ‘Nancy M. Morris

Secretary

By the Commission.




UNITED STATES OF AMERICA
‘ Before the
SECURITIES AND EXCHANGE COMMISSION

SECURITIES ACT OF 1933
Release No. 8867 / December 4, 2007

SECURITIES EXCHANGE ACT OF 1934
Release No. 56891 / December 4, 2007

ADMINISTRATIVE PROCEEDING
File No. 3-12897

ORDER INSTITUTING CEASE-AND-DESIST

In the Matter of PROCEEDINGS, MAKING FINDINGS, AND
) IMPOSING A CEASE-AND-DESIST ORDER

Marshall W. Pagon and Howard E. PURSUANT TO SECTION 8A OF THE
Verlin, , SECURITIES ACT OF 1933 AND SECTION

21C OF THE SECURITIES EXCHANGE ACT
Respondents. | OF 1934 : ‘

1.

The Securities and Exchange Commission (“Commission”) deems it appropriate that
cease-and-desist proceedings be, and hereby are, instituted pursuant to Section 8A of the
Securities Act of 1933 (“Securities Act”) and Section 21C of the Securities Exchange Act of
1934 (“Exchange Act™), against Marshall W. Pagon (“Pagon”) and Howard E. Verlin (“Verlin™)
(collectively, “Respondents™). '

II.

In anticipation of the institution of these proceedings Respondents have submitted Offers
of Settlement (the “Offers”) which the Commission has determined to accept. Solely for the
purpose of these proceedings and any other proceedings brought by or on behalf of the
Commission, or to which the Commission is a party, and without admitting or denying the
findings herein, except as to the Commission’s jurisdiction over them and the subject matter of
these proceedings, which are admitted, Respondents consent to the entry of this Order Instituting
Cease-and-Desist Proceedings, Making Findings, and Imposing a Cease-and-Desist Order
Pursuant to Section 8A of the Securities Act of 1933 and Section 21C of the Securities Exchange

Act of 1934 (“Order”), as set forth below. ‘
. . /




III.

On the basis of this Order and Respondents’ Offers, the Commission finds' that:

RESPONDENTS

Al Pagon, age 51, is a resident of Haverford, Pennsylvania. He was the founder,
Chairman of the Board, and Chief Executive Officer of Pegasus Communications Corporation
and controlled the vote of the Class B common stock of Pegasus Communications Corporation,
resulting generally in majority control of the voting power of that entity.

B. Verlin, age 46, is a resident of Philadelphia, Pennsylvania. He helped found
Pegasus Communications Corporation in 1991, and he has remained with the company ever
since. During the relevant period (1999-2002), Verlin served as a Vice President and then as an
Executive Vice President of Pegasus Communications Corporation.

RELEVANT ENTITIES

Pegasus Communications Corporation (“Pegasus”), was a Delaware corporation based
in Bala Cynwyd, Pennsylvania, which, pursuant to a corporate re-organization in February of
2001, became the parent company of various operating subsidiaries including Pegasus Satellite
Communications and Pegasus Media & Communications.” Pegasus’ common stock was
registered with the Commission pursuant to Section 12(g) of the Exchange Act. On January 4,
2007, Pegasus filed a Form 15 to terminate its registration and reporting status following a
going-private transaction, which took it below the 300 record holder threshold set forth under
Exchange Act Rules 12g-4(a)(1) and 12h-3(b)(1)(i). Pegasus and its subsidiaries followed a
calendar year reporting cycle.

Pegasus Satellite Communications, Inc. (“PSC”), during all relevant times, was a
Delaware corporation based in Bala Cynwyd, Pennsylvania. PSC filed annual and quarterly
reports with the Commission on Forms 10-K and 10-Q commencing in November of 1996.
During the period 1998 to 2001, PSC issued stock, options, warrants, and debt securities in
public and private offerings. On February 22, 2001, PSC became a wholly-owned subsidiary of
Pegasus. On June 2, 2004, PSC filed for bankruptcy. On August 2, 2004, PSC filed a Form 15
to terminate its duty to file reports with the Commission. On May 5, 2005, PSC ceased being a
subsidiary of Pegasus when a plan of reorganization became effective that provided for a
Liquidating Trustee overseeing the disposition of PSC’s assets.

Pegasus Media & Communications, Inc. (“PM&C”), a Delaware corporation based in
Bala Cynwyd, Pennsylvania during all relevant times, was a diversified media and
communications company, which together with its subsidiaries, owned and operated broadcast

! The findings herein are made pursuant to Respondents’ Offers of Settlement and are not binding on any

other person or entity in this or any other proceeding.

2 Prior to the re-organization, Pagon and Verlin served as Chief Executive Officer and Executive Vice

President, respectively, of the operating subsidiaries.




television systems and provided direct broadcast satellite television services to customers in
certain rural areas of the United States. PM&C was a direct subsidiary of PSC. PM&C also filed
annual and quarterly reports with the Commission commencing in May 1996. On September 3,
2003, it filed a Form 15 to terminate its reporting duties. On June 2, 2004, PM&C filed for
bankruptcy. On May 5, 2005, PM&C ceased being an indirect subsidiary of Pegasus when a
‘plan of reorganization became éffective that provided for a Liquidating Trustee overseeing the
disposition of PM&C’s assets.>

SUMMARY

During the period from 1999 though 2001, Pegasus, a satellite television provider,
engaged in a number of actions designed to increase the number of its active satellite subscribers.
First, Pegasus extended the period of time that customers who had failed to pay their bills could
be considered active and, therefore, part of the subscriber count. At Pegasus, these delinquent
accounts whose status was extended were called “re-aged” accounts. Second, in 2001, Pegasus
re-activated the accounts of certain customers who had voluntarily disconnected their service by
reclassifying the accounts from disconnect to suspend status and by assigning one-cent credits to
the customers’ accounts, thus causing the billing system to restore those subscriber accounts to
- active status. At Pegasus, these accounts that were reactivated by one-cent credits were called
“penny-suspends” or “penny-credits.” As a result of these actions, the number of subscribers
who were not generating revenue or receiving services from Pegasus grew substantially.
Without these actions, Pegasus would have had nominal growth in its subscriber base for the
year 2001. Up until April of 2002, when Pegasus disclosed an adjusted subscriber count,
investors had no way of knowing that a significant number of Pegasus’ subscribers had been
retained by using the tactics described above. The Commission has previously addressed PSC
and PM&C’s violations of the federal securities laws arising out of these programs. See In the
Matter of Pegasus Satellite Communications, Inc., et al., File No. 3-12146 (January 11, 2006).
This Order addresses the role of two individuals.

Iv.
FACTS

A. Background

Pegasus’ business plan focused on marketing satellite television products and services to
rural areas within the United States. At all relevant times, Pegasus included subscriber data in its
quarterly and annual reports filed with the Commission, and in quarterly earnings releases and
conference calls with securities analysts. Subscriber data was also incorporated into a
registration statement on Form S-4, as amended June 15, 2001, filed with the Commission by

} Until the completion of a corporate reorganization in 2001, PSC was required to file periodic reports with

the Commission under Section 13(a) of the Exchange Act as a result of registering securities pursuant to Section
12(g) of the Exchange Act. During the relevant time, PM&C'’s obligation to file periodic reports with the
Commission under Section 15(d) of the Exchange Act was suspended, but it did file reports on a voluntary basis.




PSC, covering an exchange offering of securities under the Securities Act.* Stock analysts
frequently cited subscriber statistics as a metric for measuring the value of satellite and cable
television businesses such as Pegasus, and Pegasus monitored the movement of the subscriber
base from period to period.

For example, on J énuary 19, 2000, a research report prepared by an independent
- investment firm had said of Pegasus:

Despite the run-up in the stock, we argue that Pegasus is
attractively valued. Pegasus trades at $3;600 per user, which
compares favorably to Echostar’s $6,900 per user. Our view is
that a discount is warranted given that Echostar is an integrated
provider rather than simply a reseller. A 50% discount, however,
fails to reflect the fact that[, among other things,] Pegasus is
growing, faster than Echostar—its net subscriber additions jumped
by 50% in December versus only 23% for Echostar .... Based on a
valuation of $4,000 per estimated end-2000 user.... we increase
our price target to $150 from $70.

Pegasus billed customers through a billing system designed and maintained by an
independent telecommunications cooperative. The system generated subscriber statistics that
Pegasus used to prepare reports. The system used certain criteria to determine which accounts
would be considered active and included in the subscriber statistics and which accounts would be
considered dropped, or “churned,” and excluded from subscriber statistics. Prior to February
2000, the system automatically cut off and marked as churned accounts that were overdue by 52
days. Such churned accounts were not counted as part of the subscriber base reported by the
system. Accounts of customers who voluntarily terminated their relationship with Pegasus were
considered inactive and churned immediately unless an account had a credit balance, in which
case, it would continue to be counted as active by the billing system maintained by the
telecommunications cooperative.

B. Re-aging Delinquent Subscribers

From at least the third quarter of 1999 through 2001, Pegasus engaged in activities that
had the effect of increasing the number of subscribers reported in its public filings. Specifically,
in December of 1999, Pegasus extended the churn parameters for a number of delinquent
subscribers from 51 to 60 days, thus allowing those subscribers to be reported as active for a
longer period. In June and September 2000, Pegasus made similar extensions for even longer
periods, in each instance extending the cut-off parameters from 60 days to 120 days. Many of
the delinquent subscribers whose accounts were extended did not ultimately produce revenue for
Pegasus, though they continued to receive satellite television services. The stated reason for

¢ Registration statements were also filed by Pegasus entities, including PSC, at different times. Such filings

included, among others, a Form S-4 filed on January 7, 2000 covering an exchange offer for PSC senior notes and a -
Form S-4 filed on April 6, 2000 covering the issuance of Pegasus Class A common stock. These registration
statements either restate subscriber data containing no-core numbers and/or incorporate by reference other filings

that do so.




these parameter extensions was to allow customers the time and incentive to come current in
their bills and to maintain or “remarket” them as active subscribers.

C. The Audit Committee Internal Review

At or around November 2000, a Pegasus board member learned of an allegation that
Pegasus had inflated its subscriber count for the third quarter of 2000. On November 16, 2000,
the board member e-mailed the senior managers including Pagon, asking them to investigate the
activity in question. When Pagon was informed, he contacted the Company’s general counsel,
~ and the matter was elevated to the Audit Committee. The Audit Committee assigned the director
of internal audit to review the allegations, interview the appropriate employees, and draft a
report. In January 2001, the Audit Committee, after considering the report, determined that the
Company had not intentionally extended parameters at the ends of quarters to manipulate
subscriber counts. The Audit Committee expressed a concern that the Company’s actions could
be misinterpreted that way, however, and instructed management to set clear definitions and
classifications of subscribers and to adhere to them in the future.

D. Renewed Efforts to Extend Subscriber Churn Dates

In 2001, Pegasus continued to re-age delinquent subscribers by extending cut-off
parameters and, in addition, Pegasus initiated a new penny-suspend policy which targeted
customers who had voluntarily disconnected their accounts. In May 2001, Pegasus further
extended the churn date for delinquent accounts to 114 days — two months after the service
cutoff date for delinquent accounts.

E. Using Penny-Suspends to Activate Closed Accounts

In 2000, Pegasus had used penny-suspends as a “work around” to address an anomaly in
the billing system concerning the classification of a relatively small number of subscribers. In
the spring of 2001, Pegasus began to use a new and different penny-suspend policy on a wide-
spread basis. This penny-suspend policy involved taking accounts of voluntarily disconnected
customers (customers who specifically stated they no longer wanted Pegasus’ services and
whose accounts were churned), reclassifying the accounts to suspend status, and placing a one-
cent credit on those accounts to make them active again (in suspend status) in the billing system
that Pegasus utilized. In order to attach the penny-credits to disconnected customer accounts,
Pegasus employees had to move the accounts from a de-activated category with a zero balance to
an active category by assigning the one-cent credits to such accounts. By these means, Pegasus
added accounts to its no-core subscriber population that neither received services nor made
payments, but remained active for purposes of the publicly reported subscriber count.

The combination of the re-aging and penny-suspend policies caused Pegasus’ no-core
population to rise significantly from period to period during 2001. By the fourth quarter of 2001,
the penny-credit accounts became the largest subset of the so-called “no-core” group of active
subscribers, meaning a category of subscribers who were not receiving core programming
services.




Total Count | No Core’ % of Total
, Count
Q12001 1,440,000 105,966 7%
Q2 2001 1,461,000 131,476 9%
Q3 2001 1,496,000 155,003 10%
Q4 2001 1,519,000 188,554 12%

Pegasus discontinued these subscriber “retention” policies when Pegasus announced a
change in its subscriber counting methodology in its 2001 Form 10-K and reduced its subscriber
base by approximately 138,000. The bulk of this reduction consisted of subscribers who had
been subject to re-aging and the penny-credit policies employed as part of the remarketing
program. : '

~F. Public Reporting of Subscriber Numbers

Until April 2000, Pegasus released information concerning its subscriber base on a
monthly basis and thereafter it reported such information on a quarterly basis. Pegasus published
its subscriber data in the form of press releases and conference calls with stock analysts who
were covering the company. The same subscriber data was contained in periodic filings made
with the Commission on Forms 10-K and 10-Q during the relevant time. Subscriber data was
also referenced or incorporated by reference in registration statements filed with the Commission
covering the offer and sale of securities.

Pegasus reported subscriber numbers in the periodic reports filed with the Commission
between 1999 and December 2001. In each annual and quarterly filing on Forms 10-K and 10-Q
during those reporting periods, Pegasus disclosed the number of subscribers and attributed
increases in subscriber numbers to, among other things, “internal growth.” Pegasus did not
explain that a substantial portion of the subscriber base growth included a large number of
subscribers whose status as subscribers was prolonged or re-activated by the re-aging of accounts
and the issuance of one-cent credits as described above.

G. Pegasus Announces a Change in its Subscriber Counting Methodology

In its 2001 Form 10-K Pegasus announced that it was changing its method for publicly
reporting its number of subscribers in order to improve its public reporting and internal analyses.

> The amounts shown here reflect the total no-core category, which for purposes of this analysis includes the

54-114 day re-aged accounts, penny-suspends, suspends turned active, and unknown origin subscriber groups.




The disclosures made in the 2001 Form 10-K by Pegasus regarding the subscriber counting
policy change read as follows:

We have recently undertaken a review of the method by which we
publicly report the number of our subscribers. Our publicly
reported subscriber counts in the past have included a number of
accounts whose service has been suspended for prolonged periods
of time. Because we believe it would improve our public reporting
and internal analyses, we are changing our method of reporting
subscribers, beginning with the first quarter of 2002 so as to
exclude these accounts. We estimate that if we had instituted this
change at December 31, 2001, we would have reported
approximately 1.4 million subscribers. This change would have
had no effect on our 2001 consolidated financial statements if we
had implemented it during 2001, and will have no effect on our
future consolidated financial statements.

This announcement did not mention that in addition to suspended accounts, the written-
off subscriber accounts also included 70,415 disconnected subscriber accounts which had penny-
credits added. Although Pegasus did make a correction in April 2002 to its previously reported
subscriber numbers for 2001, Pegasus did not revise its subscriber numbers reported for the
periods between 1999 and the end of 2000.

. H. The Decision to Report the Re-Activated Subscribers as Active Is
Independent of the Business Decision to Re-Activate them

Certain officers at Pegasus approved of the re-aging and penny-suspend tactics as part of
a remarketing effort designed to stem the rising trend in subscriber disconnections. Pegasus’
stated reason for the reporting of re-aged subscribers and penny-credit subscribers was to allow
for the possibility of winning back these customers. However, even if the re-aging and penny-
credits were done for the business purpose of remarketing, certain Pegasus officers made a
separate decision to include re-aged and penny-credit subscribers in their publicly reported
subscriber counts. In other words, Pegasus could have backed these accounts out of its count of
active subscribers before publicly reporting that metric.

1. Respondents’ Conduct

As Pegasus’ chairman and CEO, Pagon signed the periodic reports Pegasus filed with the
Securities and Exchange Commission and participated in their preparation. Similarly, he signed
registration statements and participated in their preparation. Pagon also hosted periodic
conference calls for shareholders and stock analysts. As a result of his involvement with these
reporting functions, Pagon had a duty to ensure that the Pegasus remarketing program did not
negatively affect the accuracy of these reports.” Pagon had accepted the use of re-aging as a
method for remarketing customers. Pagon was also aware that — at least in 2000 — Pegasus had
used the concept of penny-credits, in the context of using penny credits to address an anomaly in

‘ the billing system as described above. By accepting the use of these methods as part of a

remarketing program, Pagon had an obligation to oversee the remarketing program to ensure that




it was operated in a way that did not result in misstatements of subscriber numbers in public
reports through April 2002. Pagon also failed to ensure that Pegasus considered whether the no-
core subscriber data should have been backed out of Pegasus’ subscriber metrics before they
were publicly reported. Pagon was negligent in failing to carry out these duties, and as a result,
the Pegasus SEC filings and analyst conference calls reported subscriber metrics that included
the no-core re-aged and penny-credit subscribers as active subscribers.

Up until the issuance of the audit committee report in early January 2001, Verlin was
involved in subscriber operations, including the decision to extend parameters for certain
customers in the second and third quarters of 2000. Following the issuance of the audit report,
Pegasus made some management changes, such that starting in January 2001, Mr. Verlin no
longer was responsible for subscriber operations. However, after January 2001, he was copied
from time to time on email updates regarding the status of churn or subscriber counts and he
knew that Pegasus was reporting its subscriber counts. In that vein, Verlin became aware of the
penny suspend program in June 2001 and even approved the text of a remarketing program to be
directed at customers whose accounts had been reactivated with a penny credit. Despite his
position in Pegasus senior management, Verlin failed to take affirmative steps to ensure that the
re-aging and penny suspend programs came to an end such that subscriber numbers would be
reported accurately.

V.

LEGAL DISCUSSION

Sections 17(a)(2) and 17(a)(3) of the Securities Act prohibit material misstatements and
omissions in the offer or sale of a security. From 1999 to 2001, Pegasus issued stock in
registered transactions on the U.S. securities markets. Because of the conduct described above,
Pegasus violated these provisions. Negligent conduct can violate Sections 17(a)(2) and (3). See,
e.g., SECv. Hughes Capital Corp., 124 F.3d 449, 453 (3d Cir. 1997).

Section 13(a) of the Exchange Act and Rules 13a-1 and 13a-13 thereunder require issuers
with securities registered under Section 12 of the Exchange Act to file annual and quarterly
reports with the Commission. The obligation to file such reports embodies the requirement that
they be true and correct. Rule 12b-20 further requires the inclusion of any additional material
information that is necessary to make required statements, in light of the circumstances under
which they were made, not misleading. Negligence is enough for a reporting violation. S.E.C. v.
Savoy Indus., 587 F.2d 1149, 1167 (D.C. Cir. 1978).

Section 13(b)(2)(A) of the Exchange Act requires issuers to “make and keep books,
records, and accounts, which in reasonable detail, accurately and fairly reflect the transactions
and dispositions of the assets of the issuer.” Section 13(b)(2)(B) requires issuers to devise and
maintain a system of internal accounting controls sufficient to provide reasonable assurances that
transactions are recorded as necessary to permit preparation of financial statements in conformity
with generally accepted accounting principles and to maintain the accountability of assets.
Because of the conduct described above, Pegasus and PSC violated these provisions.




By their conduct, described above, Pagon and Verlin were causes of Pegasus’ and PSC’s
violations of these provisions. Where the primary violations underlying a finding that a person is
“a cause of” violations do not themselves require a finding of scienter, the standard of liability
for being “a cause of” such violations is negligence. See, KPMG LLP v. SEC, 289 F.3d 109, 120
(DC Cir. 2002). :

VL

As a result of the conduct described above, Respondents caused Pegasus and PSC to
violate Sections 17(a)(2) and 17(a)(3) of the Securities Act and Sections 13(a), 13(b)(2)(A) and
13(b)(2)(B) of the Exchange Act and Rules 13a-1, 13a-13 and 12b-20 thereunder.

VII.

In view of the foregoing, the Commission deems it appropriate to impose the sanctions
agreed to in the Respondents’ Offers.

Accordingly, it is hereby ORDERED that:

A, Respondents shall cease and desist from committing or causing any violations and
any future violations of Sections 17(a)(2) and 17(a)(3) of the Securities Act.

B. Respondents shall cease and desist from causing any violations and any future
violations of Sections 13(a), 13(b)(2)(A) and 13(b)(2)(B) of the Exchange Act and Rules 12b-20,
13a-1, and 13a-13 thereunder.

C. Respondent Verlin shall pay disgorgement in the principal amount of $16,285.28
and prejudgment interest in the amount of $7,674.60 for a total of $23,959.88, to the United
States Treasury. Such payment (a) shall be: (A) made by United States postal money order,
certified check, bank cashier’s check, or bank money order; (B) made payable to the Securities
and Exchange Commission; (C) hand-delivered, mailed, or sent by overnight delivery service to
the Office of Financial Management, Securities and Exchange Commission, Operations Center,
6432 General Green Way, Stop 0-3, Alexandria, VA 22312; and (D) submitted under cover letter
that identifies Verlin as a Respondent in these proceedings and includes the file number of these
proceedings, a copy of which cover letter and money order or check shall be sent to Cheryl J.
Scarboro, Division of Enforcement, Securities and Exchange Commission, 100 F St., N.E.,
Washington, D.C. 20549-5631. Respondent Verlin shall make his payments in two installments,
the first installment of $11,979.50 shall be paid within 30 days of the entry of this Order, and the
second installment of $11,979.50 shall be paid within 120 days of the entry of this Order, with
prejudgment interest to accrue on the second installment amount until paid. Respondent agrees
that if the full amount of any payment described above is not made by the date the payment is




required by this Order, the entire amount of dis gorgement and prejudgment interest $23,959.88,
plus any interest accrued pursuant to SEC Rule of Practice 600 minus payments made, if any, is
due and payable immediately without further application.

By the Commission. MM%X/\ M

Nancy M. Mottis
Secretary
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UNITED STATES OF AMERICA
Before the
SECURITIES AND EXCHANGE COMMISSION

SECURITIES ACT OF 1933 _
Release No. 8868 / December 4, 2007

SECURITIES EXCHANGE ACT OF 1934
Release No. 56892 / December 4, 2007

ADMINISTRATIVE PROCEEDING
File No. 3-12898

_ ORDER INSTITUTING CEASE-AND-DESIST
In the Matter of PROCEEDINGS, MAKING FINDINGS AND A
CEASE-AND-DESIST ORDER PURSUANT TO
Michael K. Smith, SECTION 8A OF THE SECURITIES ACT OF
1933 AND SECTION 21C OF THE

Respondent. _SECURITIES EXCHANGE ACT OF 1934

L

The Securities and Exchange Commission (“Commission”) deems it appropriate that
cease-and-desist proceedings be, and hereby are, instituted pursuant to Section 8A of the
Securities Act of 1933 (“Securities Act”) and Section 21C of the Securities Exchange Act of
1934 (“Exchange Act”), against Michael K. Smith (“Smith” or “Respondent”).

II.

In anticipation of the institution of these proceedings Respondent has submitted an Offer
of Settlement (the “Offer”) which the Commission has determined to accept. Solely for the
purpose of these proceedings and any other proceedings brought by or on behalf of the
Commission, or to which the Commission is a party, and without admitting or denying the
findings herein, except as to the Commission’s jurisdiction over him and the subject matter of
these proceedings, which are admitted, Respondent consents to the entry of this Order Instituting
Cease-and-Desist Proceedings, Making Findings, and Imposing a Cease-and-Desist Order
Pursuant to Section 8A of the Securities Act of 1933 and Section 21C of the Securities Exchange
Act of 1934 (“Order”), as set forth below.

Docorard © 0#37




III.

On the basis of this Order and Respondent’s Offer, the Commission finds' that:

RESPONDENT

Smith age 47 is a resident of St. Michaels, Maryland and was Chief Financial Officer of
Pegasus from September 1999 until March of 2002. By March 2002, in addition to being CFO,
Mr. Smith was Treasurer and Executive Vice President of Finance and Information Technology.
Smith is an inactive Certified Public Account licensed in California. ~

RELEVANT ENTITIES

Pegasus Communications Corporation (“Pegasus”) was a Delaware corporation based
in Bala Cynwyd, Pennsylvania, which, pursuant to a corporate re-organization in February of
2001, became the parent company of various operating subsidiaries including Pegasus Satellite
Communications and Pegasus Media & Communications.? Pegasus’ common stock was
registered with the Commission pursuant to Section 12(g) of the Exchange Act. On January 4,
2007, Pegasus filed a Form 15 to terminate its registration and reporting status following a
going-private transaction, which took it below the 300 record holder threshold set forth under
Exchange Act Rules 12g-4(a)(1) and 12h-3(b)(1)(i). Pegasus and its subsidiaries followed a
calendar year reporting cycle.

Pegasus Satellite Communications, Inc. (“PSC”), during all relevant times, was a
Delaware corporation based in Bala Cynwyd, Pennsylvania. PSC filed annual and quarterly
reports with the Commission on Forms 10-K and 10-Q commencing in November of 1996.
During the period 1998 to 2001, PSC issued stock, options, warrants, and debt securities in
public and private offerings. On February 22, 2001, PSC became a wholly-owned subsidiary of
Pegasus. On June 2, 2004, PSC filed for bankruptcy. On August 2, 2004, PSC filed a Form 15
to terminate its duty to file reports with the Commission. On May 5, 2005, PSC ceased being a
subsidiary of Pegasus when a plan of reorganization became effective that provided for a
Liquidating Trustee overseeing the disposition of PSC’s assets.

Pegasus Media & Communications, Inc. (“PM&C”), a Delaware corporation based in
Bala Cynwyd, Pennsylvania during all relevant times, was a diversified media and
communications company, which together with its subsidiaries, owned and operated broadcast
television systems and provided direct broadcast satellite television services to customers in
certain rural areas of the United States. PM&C was a direct subsidiary of PSC. PM&C also filed
annual and quarterly reports with the Commission commencing in May 1996. On September 3,
2003, it filed a Form 15 to terminate its reporting duties. On June 2, 2004, PM&C filed for
bankruptcy. On May 5, 2005, PM&C ceased being an indirect subsidiary of Pegasus when a

! The findings herein are made pursuant to Respondent’s Offer of Settlement and are not binding on any

other person or entity in this or any other proceeding.

‘ 2 Prior to the re-organization, Smith served as Chief Financial Officer of the operating subsidiaries.




plan of reorganization became effective that provided for a Liquidating Trustee overseeing the
disposition of PM&C’s assets.?

SUMMARY

During the period from 1999 though 2001, Pegasus, a satellite television provider,
engaged in a number of actions designed to increase the number of its active satellite subscribers.
First, Pegasus extended the period of time that customers who had failed to pay their bills could
be considered active and, therefore, part of the subscriber count. At Pegasus, these delinquent
accounts whose status was extended were called “re-aged” accounts. Second, in 2001, Pegasus
re-activated the accounts of certain customers who had voluntarily disconnected their service by
reclassifying the accounts from disconnect to suspend status and by assigning one-cent credits to
the customers’ accounts, thus causing the billing system to restore those subscriber accounts to
active status. At Pegasus, these accounts that were reactivated by one-cent credits were called
“penny-suspends” or “Penny-credits.” As a result of these actions, the number of subscribers
who were not generating revenue or receiving services from Pegasus grew substantially.
Without these actions, Pegasus would have had nominal growth in its subscriber base for the
year 2001. Up until April of 2002, when Pegasus disclosed an adjusted subscriber count,
investors had no way of knowing that a significant number of Pegasus’ subscribers had been
retained by using the tactics described above. The Commission has previously addressed PSC
and PM&C’s violations of the federal securities laws arising out of these programs. See In the
Matter of Pegasus Satellite Communications, Inc., et al., File No. 3-12146 (January 11, 2006).
This Order addresses the role of Smith.

IV.
FACTS

A, Background

Pegasus’ business plan focused on marketing satellite television products and services to
rural areas within the United States. At all relevant times, Pegasus included subscriber data in its
quarterly and annual reports filed with the Commission, and in quarterly earnings releases and
conference calls with securities analysts. Subscriber data was also incorporated into a
registration statement on Form S-4, as amended June 15, 2001, filed with the Commission by
PSC, covering an exchange offering of securities under the Securities Act.* Stock analysts

} Until the completion of a corporate reorganization in 2001; PSC was required to file periodic reports with

the Commission under Section 13(a) of the Exchange Act as a result of registering securities pursuant to Section
12(g) of the Exchange Act. During the relevant time, PM&C'’s obligation to file periodic reports with the
Commission under Section 15(d) of the Exchange Act was suspended, but it did file reports on a voluntary basis.
! Registration statements were also filed by Pegasus entities, including PSC, at different times. Such filings
included, among others, a Form S-4 filed on January 7, 2000 covering an exchange offer for PSC senior notes and a
Form S-4 filed on April 6, 2000 covering the issuance of Pegasus Class A common stock. These registration
statements either restate subscriber data containing no-core numbers and/or incorporate by reference other filings
that do so. ’




frequently cited subscriber statistics as a metric for measuring the value of satellite and cable
television businesses such as Pegasus, and Pegasus monitored the movement of the subscriber
base from period to period.

For example, on January 19, 2000, a research report prepared by an independent
investment firm had said of Pegasus:

Despite the run-up in the stock, we argue that Pegasus is
attractively valued. Pegasus trades at $3,600 per user, which
compares favorably to Echostar’s $6,900 per user. Qur view is
that a discount is warranted given that Echostar is an integrated
provider rather than simply a reseller. A 50% discount, however,
fails to reflect the fact that [, among other things, | Pegasus is
growing, faster than Echostar—its net subscriber additions jumped
by 50% in December versus only 23% for Echostar .... Based on a
valuation of $§4,000 per estimated end-2000 user.... we increase
our price target to $150 from $70.

Pegasus billed customers through a billing system designed and maintained by an
independent telecommunications cooperative. The system generated subscriber statistics that
Pegasus used to prepare reports. The system used certain criteria to determine which accounts
would be considered active and included in the subscriber statistics and which accounts would be
considered dropped, or “churned,” and excluded from subscriber statistics. Prior to February
2000, the system automatically cut off and marked as churned accounts that were overdue by 52
days. Such churned accounts were not counted as part of the subscriber base reported by the
system. Accounts of customers who voluntarily terminated their relationship with Pegasus were
considered inactive and churned immediately unless an account had a credit balance, in which
case, it would continue to be counted as active by the billing system maintained by the
telecommunications cooperative.

B. Re-aging Delinquent Subscribers

From at least the third quarter of 1999 through 2001, Pegasus engaged in activities that
had the effect of increasing the number of subscribers reported in its public filings. Specifically,
in December of 1999, Pegasus extended the churn parameters for a number of delinquent
subscribers from 51 to 60 days, thus allowing those subscribers to be reported as active for a
longer period. In June and September 2000, Pegasus made similar extensions for even longer
periods, in each instance extending the cut-off parameters from 60 days to 120 days. Many of
the delinquent subscribers whose accounts were extended did not ultimately produce revenue for
Pegasus, though they continued to receive satellite television services. The stated reason for
these parameter extensions was to allow customers the time and incentive to come current in
their bills and to maintain or “remarket” them as active subscribers.




C. The Audit Committee Internal Review

At or around November 2000, a Pegasus board member learned of an allegation that
Pegasus had inflated its subscriber count for the third quarter of 2000. On November 16, 2000,
the board member e-mailed the senior managers, asking them to investigate the activity in
question. The Audit Committee assigned the director of internal audit to review the allegations,
interview the appropriate employees, and draft a report. In January 2001, the Audit Committee,
after considering the report, determined that the Company had not intentionally extended
parameters at the ends of quarters to manipulate subscriber counts. The Audit Committee
expressed a concern that the Company’s actions could be misinterpreted that way, however, and
instructed management to set clear definitions and classifications of subscribers and to adhere to
them in the future.

D. Renewed Efforts to Extend Subscriber Churn Dates

In 2001, Pegasus continued to re-age delinquent subscribers by extending cut-off
parameters and, in addition, Pegasus initiated a new penny-suspend policy which targeted
customers who had voluntarily disconnected their accounts. In May 2001, Pegasus further
extended the churn date for delinquent accounts to 114 days — two months after the service
cutoff date for delinquent accounts.

E. Using Penny-Suspends to Activate Closed Accounts

In 2000, Pegasus had used penny-suspends as a “work around” to address an anomaly in
the billing system concerning the classification of a relatively small number of subscribers. In
the spring of 2001, Pegasus began to use a new and different penny-suspend policy on a wide-
spread basis. This penny-suspend policy involved taking accounts of voluntarily disconnected
customers (customers who specifically stated they no longer wanted Pegasus’ services and
whose accounts were churned), reclassifying the accounts to suspend status, and placing a one-
cent credit on those accounts to make them active again (in suspend status) in the billing system
that Pegasus utilized. In order to attach the penny-credits to disconnected customer accounts,
Pegasus employees had to move the accounts from a de-activated category with a zero balance to
an active category by assigning the one-cent credits to such accounts. By these means, Pegasus
added accounts to its no-core subscriber population that neither received services nor made
payments, but remained active for purposes of the publicly reported subscriber count.

The combination of the re-aging and penny-suspend policies caused Pegasus’ no-core
population to rise significantly from period to period during 2001. By the fourth quarter of 2001,
the penny-credit accounts became the largest subset of the so-called “no-core” group of active
subscribers, meaning a category of subscribers who were not receiving core programming
services.




Total Count | No Core’ % of Total
Count
Q1 2001 1,440,000 105,966 7%
022001 1,461,000 131,476 9%
Q32001 1,496,000 155,003 10%
042001 1,519,000 | 188,554 12%

Pegasus discontinued these subscriber “retention” policies when Pegasus announced a
change in its subscriber counting methodology in its 2001 Form 10-K and reduced its subscriber
base by approximately 138,000. The bulk of this reduction consisted of subscribers who had
been subject to re-aging and the penny -credit policies employed as part of the remarketing
program. :

F. Public Reporting of Subscriber Numbers

Until April 2000, Pegasus released information concerning its subscriber base on a
monthly basis and thereafter it reported such information on a quarterly basis. Pegasus published
its subscriber data in the form of press releases and conference calls with stock analysts who
were covering the company. The same subscriber data was contained in periodic filings made
with the Commission on forms 10-K and 10-Q during the relevant time. Subscriber data was
also referenced or incorporated by reference in reglstratlon statements filed with the Commission
covering the offer and sale of securities.

Pegasus reported subscriber numbers in the periodic reports filed with the Commission
between 1999 and December 2001. In each annual and quarterly filing on Forms 10-K and 10-Q
during those reporting periods, Pegasus disclosed the number of subscribers and attributed
increases in subscriber numbers to, among other things, “internal growth.” Pegasus did not
explain that a substantial portion of the subscriber base growth included a large number of
subscribers whose status as subscribers was prolonged or re-activated by the re-aging of accounts
and the issuance of one-cent credits as described above.

G. Pegasus Announces a Change in its Subscriber Counting Methodology

In its 2001 Form 10-K Pegasus announced that it was changing its method for publicly
reporting its number of subscribers in order to improve its public reporting and internal analyses.
The disclosures made in the 2001 Form 10-K by Pegasus regarding the subscriber counting
policy change read as follows:

> The amounts shown here reflect the total no-core category, which for purposes of this analysis includes the

54-114 day re-aged accounts, penny-suspends, suspends turned active, and unknown origin subscriber groups.




We have recently undertaken a review of the method by which we
publicly report the number of our subscribers. Our publicly
reported subscriber counts in the past have included a number of
accounts whose service has been suspended for prolonged periods
of time. Because we believe it would improve our public reporting
and internal analyses, we are changing our method of reporting
subscribers, beginning with the first quarter of 2002 so as to
exclude these accounts. We estimate that if we had instituted this
change at December 31, 2001, we would have reported
approximately 1.4 million subscribers. This change would have
had no effect on our 2001 consolidated financial statements if we
had implemented it during 2001, and will have no effect on our
future consolidated financial statements.

This announcement did not mention that in addition to suspended accounts, the written-
off subscriber accounts also included 70,415 disconnected subscriber accounts which had penny-
credits added. Although Pegasus did make a correction in April 2002 to its previously reported
subscriber numbers for 2001, Pegasus did not revise its subscriber numbers reported for the
periods between 1999 and the end of 2000.

H. The Decision to Report the Re-Activated Subscribers as Active Is
Independent of the Business Decision to Re-Activate them

Certain officers at Pegasus approved of the re-aging and penny-suspend tactics as part of
a remarketing effort designed to stem the rising trend in subscriber disconnections. Pegasus’
stated reason for the reporting of re-aged subscribers and penny-credit subscribers was to allow
for the possibility of winning back these customers. However, even if the re-aging and penny-
credits were done for the business purpose of remarketing, certain Pegasus officers made a
separate decision to include re-aged and penny-credit subscribers in their publicly reported
subscriber counts. In other words, Pegasus could have backed these accounts out of its count of
active subscribers before publicly reporting that metric.

1. Respondent’s Conduct

As the Chief Financial Officer of Pegasus, Smith was directly responsible for reporting
financial results in public filings made with the Commission. Beginning in August 2001, he took -
over responsibility for marketing, customer care and other operational functions at Pegasus
Because re-aging and penny-credit policies were considered remarketing initiatives, Smith was
involved in the cut-off extensions as well as the penny-suspend activations. Smith directed
others at Pegasus to start or, in certain cases, to stop penny-suspend jobs.

Smith also participated in earnings calls and signed Pegasus’s Forms 10-K and 10-Q and
registration statements on Forms S-4 during 1999 through 2000. In doing so, he was negligent in
discussing subscriber data with stock analysts and submitting subscriber information that was
incorporated into filings made with the Commission. Specifically, he did not inform public
investors about the existence of Pegasus’ no-core subscribers and did not explain the impact of
re-aging and penny-suspends subscribers on Pegasus’ performance metrics such as churn and




subscriber growth. As a result, Pegasus’ stock analysts and shareholders were misled about the
nature and number of the company’s subscribers and its prospects for future growth.

In November 2001, Smith signed his last Pegasus public filing, in the form of the third
quarter 2001 Form 10-Q. In February 2002, prior to Pegasus’ release of 2001 earnings, Smith
sent a letter to Pegasus’ president and former general counsel detailing the discrepancy between
reported subscriber numbers and active subscribers. He recommended that Pegasus’ Board of
Directors and Audit Committee be informed of the problem and suggested corrective action.
Smith resigned from Pegasus in March 2002, prior to Pegasus’ filing of the 2001 Form 10-K
containing the subscriber disclosure.

V.

LEGAL DISCUSSION

Sections 17(a)(2) and 17(a)(3) of the Securities Act prohibit material misstatements and
omissions in the offer or sale of a security. From 1999 to 2001, Pegasus issued stock in
registered transactions on the U.S. securities markets. Because of the conduct described above,

Pegasus violated these provisions. Negligent conduct can violate Sections 17(a)(2) and (3). See,
e.g., SEC v. Hughes Capital Corp., 124 F.3d 449, 453 (3d Cir. 1997).

Section 13(a) of the Exchange Act and Rules 13a-1 and 13a-13 thereunder require issuers
with securities registered under Section 12 of the Exchange Act to file annual and quarterly
reports with the Commission. The obligation to file such reports embodies the requirement that
they be true and correct. Rule 12b-20 further requires the inclusion of any additional material

* information that is necessary to make required statements, in light of the circumstances under

which they were made, not misleading. Negligence is enough for a reporting violation. S.E.C. v.
Savoy Indus., 587 F.2d 1149, 1167 (D.C. Cir. 1978).

- Section 13(b)(2)(A) of the Exchange Act requires issuers to “make and keep books,
records, and accounts, which in reasonable detail, accurately and fairly reflect the transactions
and dispositions of the assets of the issuer.” Section 13(b)(2)(B) requires issuers to devise and
maintain a system of internal accounting controls sufficient to provide reasonable assurances that
transactions are recorded as necessary to permit preparation of financial statements in conformity .
with generally accepted accounting principles and to maintain the accountability of assets.
Because of the conduct described above, Pegasus and PSC violated these provisions.

By his conduct, described above, Smith was a cause of Pegasus’ and PSC’s violations of

‘these provisions. Where the primary violations underlying a finding that a person is “a cause of”

violations do not themselves require a finding of scienter, the standard of liability for being “a
cause of” such violations is negligence. See, KPMG LLP v. SEC, 289 F.3d 109, 120 (DC Cir.
2002).
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As a result of the conduct described above, Respondent caused Pegasus and PSC to
violate Section 17(a)(2) and 17(a)(3) of the Securities Act, Sections 13(a), 13(b)(2)(A) and
13(b)(2)(B) of the Exchange Act and Rules 13a-1, 13a-13 and 12b-20 thereunder.

Respondent’s Cooperation During the Investigation

In accepting the offer of settlement, the Commission recognizes the cooperation of the
Respondent during the course of the investigation.

VII.

In view of the foregoing, the Commission deems it appropriate to impose the sanctions
agreed to in the Respondent’s Offer.

Accordingly, it is hereby ORDERED that:

A. Respondent shall cease and desist from committing or causing any violations and
any future violations of Sections 17(a)(2) and 17(a)(3) of the Securities Act.

B. Respondent shall cease and desist from causing any violations and any future
violations of Sections 13(a), 13(b)(2)(A) and 13(b)(2)(B) of the Exchange Act and Rules 12b-20,
13a-1, and 13a-13 thereunder.

By the Commission. \/u'(
Nancy MC@C:%I{:[
Secretary




SECURITIES AND EXCHANGE COMMISSION
‘ Washington, D.C.

INVESTMENT ADVISERS ACT OF 1940
Rel. No. 2681 / December 4, 2007

Admin. Proc. File No. 3-8424

In the Matter of

CHARLES E. GAECKE

ORDER DENYING IN PART PETITION TO VACATE ADMINISTRATIVE BAR ORDER

Charles E. Gaecke, the former president of Crescent Capital, Inc., a former registered
investment adviser, seeks to vacate a July 20, 1994 Commission bar order ("Bar Order") entered
with his consent. The Division of Enforcement has opposed the grant of relief. For the reasons
set forth below, we have determined to deny Gaecke's petition.

On July 20, 1994, we issued an order instituting and settling administrative proceedings
against Gaecke. 1/ Without admitting or denying the matters set forth in the order, Gaecke
consented to findings that he willfully aided and abetted Crescent Capital's diversion of $123,000
from a client's brokerage account; aided and abetted the firm's failure to provide clients with
quarterly statements as to funds held in custody, to have client funds verified by an annual
surprise audit, and to file annual audited balance sheets with the Commission; and filed Forms
ADV that falsely stated that Crescent Capital did not have custody of client funds and omitted
requisite audited balance sheets. Based on this conduct, we barred Gaecke from association with
any broker, dealer, municipal securities dealer, investment company, or investment adviser. 2/

Since the entry of the Bar Order, Gaecke has published an investment newsletter, -
apparently in reliance on the publisher's exclusion from the definition of investment adviser in
the Investment Advisers Act of 1940, as interpreted by the United States Supreme Court in

1/ Charles E. Gaecke, Investment Advisers Act Rel. No. 1426 (July 20, 1994), 57 SEC
Docket 567. '

2/ In addition to the bar, we ordered Gaecke to cease and desist from violations of Sections
206(1), 206(2), 206(4), and 207 of the Investment Advisers Act of 1940 and Rule 206(4)-
2 thereunder, and to disgorge $123,000, plus interest, with the disgorgement and interest
waived based upon Gaecke's demonstrated inability to pay.
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Lowe v. SEC. 3/ In Lowe, the Supreme Court held that the activities of Lowe and three
corporations in publishing an investment newsletter fell within the Advisers Act's exclusion from
the definition of "investment adviser" for "the publisher of any bona fide newspaper, news
magazine, or business or financial publication of general and regular circulation.”" 4/ The
Supreme Court concluded that Lowe's publication of the newsletter did not cause him to be either
an "investment adviser" or a person associated with an investment adviser.

From Gaecke's submission, it appears that Gaecke has become involved in a dispute with
a competitor and two former employees who have started a firm that provides a newsletter
similar to Gaecke's newsletter. According to Gaecke, the competitor has approached his clients
and represented that Gaecke's newsletter is "illegal" because of the bar imposed on Gaecke.
Gaecke asks that we "lift, rescind or modify" the Bar Order so that he can reassure clients of the
legality of the newsletter under Lowe.

We have stated that administrative bars should "remain in place in the usual case and be
removed only in compelling circumstances.” 5/ This exercise of caution before modifying or
lifting administrative bars "ensures that the Commission, in furtherance of the public interest and
investor protection, retains its continuing control over such barred individuals' activities." 6/ In
evaluating requests to lift or modify administrative bars, we consider whether such an action
would be "consistent with the public interest and investor protection under all the facts and
circumstances.” 7/ Consideration of a range of factors guides the public interest and investor
protection inquiry. Such factors include: the nature of the misconduct at issue in the underlying
matter; the time that has passed since issuance of the administrative bar; the compliance record
of the petitioner since issuance of the administrative bar; the age and securities industry

3/ 472 U.S. 181 (1985).
4/ Id. at 204.

5/ Jesse M. Townsley, Securities Exchange Act Rel. No. 52161 (July 29, 2005), 85 SEC
Docket 4341, 4343; Salim B. Lewis, Exchange Act Rel. No. 51817 (June 10, 2005), 85
SEC Docket 2472, 2481 (reiterating the Commission's position that bars will only be
vacated "in compelling circumstances” and that they "will remain in place in the usual
case").

6/ Townsley, 85 SEC Docket at 4343. As we noted in Edward I. Frankel, Exchange Act
Rel. No. 49002 (Dec. 29, 2003), 81 SEC Docket 3778, 3785 n.20, "significant
Commission interests would be impaired if a modification standard is adopted that too
readily lifts consent orders against violators -- by settling with the Commission, violators
receive significant benefits and the Commission, in turn, advances investors' interests
through an order that permits continuing control over respondents.".

7/ Lewis, 85 SEC Docket at 2482.
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experience of the petitioner, and the extent to which we have granted prior relief from the
administrative bar; whether the petitioner has identified verifiable, unanticipated consequences of
the bar; the position and persuasiveness of the Division of Enforcement's response to the petition
for relief; and whether there exists any other circumstance that would cause the requested relief
from the administrative bar to be inconsistent with the public interest or the protection of
investors. 8/ :

We have determined that there are no compelling circumstances here that warrant
vacating the Bar Order. The nature of the misconduct at issue, particularly the misappropriation
of advisory client funds, involved serious violations of the federal securities laws. Only thirteen
years have passed since imposition of the bar. 9/ We generally first grant incremental relief in
our cases vacating bars. 10/ However, Gaecke has not been employed or sought permission to
associate with an entity regulated by the Commission since issuance of the bar. Gaecke is sixty
years old and has been in the investment advisory business for thirty-five years. He has been
publishing his investment newsletter for at least the past ten years. Gaecke has not identified any
verifiable, unanticipated consequences of the bar. To the extent that he complains that current or
future clients might refuse to do business with him because of the bar, we have stated that
reputational harm is a foreseeable consequence of the imposition of sanctions 11/ and is not
grounds in itself for vacating the bar. 12/

The principal reason for Gaecke’s petition appears to be his desire to obtain a ruling from
the Commission confirming the legality of his newsletter under Lowe. However, we do not

8/ Townsley, 85 SEC Docket at 4343; Lewis, 85 SEC Docket at 2481.

9/ See, e.g., Lewis, 85 SEC Docket at 2482 (noting that "[t]he fourteen-year period since the
bar order is not unduly lengthy"); Frankel, 81 SEC Docket at 3786 (denying petition to
vacate bar after thirty-one years).

10/ Townsley, 85 SEC Docket at 4343; Lewis, 85 SEC Docket at 2483.

11/ See, €.g., Donald H. Parsons, Exchange Act Rel. No. 32948 (Sept. 23, 1993), 55 SEC
Docket 112, 113 (stating that the use of a bar order to attack or impugn respondent's
reputation was a "foreseeable consequence” at the time the order was entered).

12/ See Gerard A. Miller, Administrative Proceeding File No. 3-6569 (Sept. 21, 1992), at 9
(stating that "reputational harm is not sufficient in itself to justify vacating an order
because such 'harm'’ 1s a natural and intended consequence of the imposition of
sanctions"), petition denied, Miller v. SEC, 998 F.2d 62, 64 (2d Cir.) (observing that "it is
not enough to merely allege 'continuing embarrassment . . . in business relationships' as
the basis for dissolving or modifying a decree") (citation omitted), cert. denied, 510 U.S.
1024 (1993) .
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believe that this entitles Gaecke to any relief. In Anthony J. Benincasa, 13/ the respondent there
filed a motion seeking clarification of a bar order that prohibited him from, inter alia, associating
with an investment company. The respondent argued that it was unclear whether the bar order
applied to his association with companies excluded from the definition of “investment company”
in the Investment Company Act of 1940. In denying the motion to clarify, we stated:

The Commission issued the Order pursuant to its authority under the Company
Act, and therefore the definition of "investment company" in the Company Act
applies when that term is used in the Order. Accordingly, the bar from association
with an investment company does not extend to entities that are excluded from the
definition of "investment company" in the Company Act. We agree with the
Division [of Enforcement] that there is no reason to clarify the Commission's
Order with respect to the bar prohibiting [the respondent] from associating with an
investment company. 14/

In this case, we issued the Bar Order pursuant to our authority under the Advisers Act,
and the definition of "investment adviser” in the Advisers Act applies when that term is used in
the Bar Order. Accordingly, as in Benincasa, the bar from association with an investment adviser
does not extend to activities excluded from the definition of "investment adviser" in the Advisers
Act. 15/ We do not express any opinion with regard to whether Gaecke's activities are subject to
the exclusion.

Gaecke states that he may seek to associate with unidentified "investment advisors and
broker-dealers" at some point in the future. This statement does not constitute a sufficient basis
to modify his bar. If Gaecke subsequently wishes to request modification of his bar in order to
associate with an investment adviser, we would expect his application to the Commission to
identify the adviser and to provide information about the proposed association, including, among
other things, the terms and conditions of his employment, the supervision to which he would be
subject, and the qualifications, experience, and disciplinary record of the proposed supervisor. If
he wishes to associate with a registered entity that is not a member of a self-regulatory
organization, he must apply to us for consent to associate in accordance with the procedures set
out in our Rule of Practice 193. 16/ This application "must show that the proposed association

13/ 54 S.E.C.1222(2001).
14/ 1d.at 1223.

15/ Id

16/ 17CF.R. §201.193
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would be consistent with the public interest.” 17/ If Gaecke wishes to seek to associate with a
broker-dealer notwithstanding his bar, he must apply to the appropriate self-regulatory -
organization for that broker-dealer. In any event, while the bar remains in place, we have the
flexibility to consider any proposed associations and to evaluate the nature and extent of the
supervision to be exercised over Gaecke. Given the serious nature of Gaecke's past misconduct,
we believe that the public interest and the protection of investors require continuation of this
control.

For the reasons stated above, we find that the public interest and investor protection will
not be served if Gaecke is permitted to function in the securities industry without the safeguards
provided by the Bar Order. Accordingly, we decline to vacate the bar against Gaecke from
association with any investment adviser. We have determined, however, that it is appropriate to
modify the bar by vacating the portion of the order prohibiting Gaecke from association with a
broker, dealer, investment company, or municipal securities dealer. 18/

Accordingly, IT IS ORDERED that the petition of Charles E. Gaecke to vacate the bar
order entered against him on July 20, 1994, as it applies to the bar from association with any
investment adviser be, and it hereby is, DENIED; and it is further

ORDERED that the 1994 order be, and it hereby‘is, VACATED insofar as it bars Gaecke
from association with any broker, dealer, investment company, or municipal securities dealer.

By the Commission.

Nancy M. Morris
Secretary

\ oy
'/%)LQ///(/(L %m ik

| By: Florence E Harmon
Deputy Secretary

17/ Id. (Preliminary Note).

18/ See Townsley, 85 SEC Docket at 4344; Lewis, 85 SEC Docket at 2484; Peter F. Comas,
Exchange Act Rel. No. 49894 (June 18, 2004), 83 SEC Docket 251, 253.
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SECURITIES AND EXCHANGE COMMISSION
Washington, D.C.-

SECURITIES EXCHANGE ACT OF 1934
Rel. No. 56912 / December 5, 2007

Admin. Proc. File No. 3-12658

In the Matter of ,

Laminaire Corp. (n/k/a Cavico Corp.), ORDER GRANTING

TAM Restaurants, Inc. (n/k/a Aerofoam Metals, Inc.), EXTENSION
and

Upside Development, Inc. (n/k/a Amorocorp)

The Chief Administrative Law Judge, who is presiding over this proceeding, has moved,
pursuant to Commission Rule of Practice 360(a)(3), 1/ for an extension of time to issue her initial
decision. For the reasons set forth below, we have determined to grant the law judge’s motion.

On June 13, 2007, we instituted administrative proceedings against three Delaware
corporations, including “TAM Restaurants, Inc. (n/k/a Aerofoam Metals, Inc.)” (“AMI”),
pursuant to Section 12(j) of the Securities Exchange Act of 1934 2/ to determine whether to
revoke or suspend the registration of these corporations. The order instituting proceedings
(“OIP”) alleged that the three issuers were delinquent in their required Exchange Act periodic
filings with the Commission. 3/ The OIP directed the presiding law judge to hold a public
hearing to take evidence regarding the allegations and the appropriate sanctions. The OIP further

1/ 17CFR. §201.360(a)(3).
2/ 15US.C. § 78/g).

3/ . Laminaire Corp. (n/k/a Cavico Corp.) and Upside Development, Inc. (n/k/a Amorocorp)
each consented to the entry of our orders revoking the registration of each class of their
securities registered pursuant to Exchange Act Section 12. See Order Making Findings
and Revoking Registration of Securities Pursuant to Section 12(j) of the Securities
Exchange Act of 1934 as to Laminaire Corp. (n/k/a Cavico Corp.), Securities Exchange
Act Rel. No. 55968 (June 27, 2007), 90 SEC Docket 2881; Order Making Findings and
Revoking Registration of Securities Pursuant to Section 12(j) of the Securities Exchange
Act of 1934 as to Upside Development, Inc. (n/k/a Amorocorp), Exchange Act Rel. No.
56019 (July 6, 2007), 91 SEC Docket 31.
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specified that, pursuant to Commission Rule of Practice 360(a)(2), 4/ the presiding law judge
should issue an initial decision in this proceeding no later than 120 days from the date of service
of the OIP.

On August 3, 2007, the Division of Enforcement (“Division”) moved pursuant to Rule of
Practice 200(d) 5/ to amend the OIP to strike AMI as a party and leave “TAM Restaurants, Inc.”
(“TAMRY”) as the remaining party on the basis that AMI is not the successor to TAMRI. It was
unclear to us after reviewing the pleadings and exhibits furnished by the parties what AMI’s
relationship is to TAMRI. Accordingly, on October 22, 2007, we denied the Division’s motion
to amend the OIP and directed that the record with respect to AMI’s relationship to TAMRI be
further developed. 6/ On October 25, 2007, the law judge set a hearing date of November 19,
2007 to address our directive to further develop the facts surrounding AMI’s relationship to
TAMRI. 7/ '

Also on October 25, 2007, the law judge filed a motion pursuant to Commission Rule of
Practice 360(a)(3) 8/ requesting an extension of time of 120 days from our October 22, 2007
order to issue her initial decision.

II.

We adopted Rules of Practice 360(a)(2) and 360(a)(3) as part of an effort to enhance the
timely and efficient adjudication and disposition of Commission administrative proceedings. 9/
At that time, we determined that the adoption of mandatory deadlines for completion of

4/ 17C.FR. §201.360(a)?2).

5/ 17 C.F.R.§201.200(d).

6/ ' See Order Denying Motion to Amend Order Instltutmg Proceedmg Exchange Act Rel.
No. 56685 (Oct. 22, 2007), _ SEC Docket __

7/ We subsequently denied the Division's motion for reconsideration on November 15,
2007. See Order Denying Motion for Reconsideration, Exchange Act Rel. No. 56789
(Nov. 15, 2007), _ SEC Docket __

8/ 17 C.F.R. §201.360(2)(3).

9/ See Adopting Release, Securities Act Rel. No. 8240 (June 11, 2003), 80 SEC Docket
1463.
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administrative hearings would enhance timely completion of the adjudication process. In
adopting those guidelines, however, we recognized that a ““one size fits all” approach to timely
disposition is not feasible.” 10/ We therefore established three different deadlines — 120, 210, or

300 days — depending on “the nature, complexity, and urgency of the subject matter, and with
due regard for the public interest and the protection of investors.” 11/

We further provided for the granting of extensions to those deadlines under certain
circumstances. If, during the proceeding, the presiding law judge decides that the proceeding
cannot be concluded in the time specified in the OIP, Rule 360(a)(3) provides that the law judge
may request an extension of the stated deadline. To obtain an extension, the law judge should
consult with the Chief Administrative Law Judge. 12/ “Following such consultation, the Chief
Administrative Law Judge may determine, in his or her discretion, to submit a motion to the
Commission requesting an extension.” 13/ The motion should “explain [] why circumstances
require an extension and specify [] the length of the extension.” 14/ While we intend to grant
extensions sparingly, we may authorize an extension on the basis of the Chief Administrative
Law Judge’s motion, if we determine that “additional time is necessary or appropriate in the
public interest.” 15/ We note, however, that a heavy docket alone will not ordinarily be cause for
an extension.

The Chief Administrative Law Judge supports her extension request by stating that the
initial decision cannot be issued within the specified time because our October 22, 2007 order
denying the Division's motion to amend the OIP requires findings about the relationship between
AMI and TAMRI. The amount of time necessary for resolution of this issue is difficult to
estimate and is in addition to the time required to resolve the determination of whether to revoke
or suspend the registration of the respondent’s securities. In light of the unanticipated
complexity of the proceeding and the reasonableness of the requested extension, we have

10/ 1.
11/ 17 C.F.R. § 201.360(a)(2).

12/ The law judge presiding in this proceeding also serves as the Chief Administrative Law
Judge. "

13/° 17 C.E.R. § 201.360(2)(3).

14/  See Adopting Release at 1463.

15/ 17 C.F.R. § 201.360(a)(3).
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determined to grant the motion. Under the circumstances, we believe that it is appropriate to
extend the deadline for issuance of the initial decision until 120 days from the date on which we
issue the order herein.

Accordingly, IT IS ORDERED that the deadline for issuance of the initial decision in this
matter be, and it hereby is, extended until April 3, 2008.

By the Commission.
A)&u%q Aol

Nancy M. Mo
Secretary




UNITED STATES OF AMERICA
y . Before the
- SECURITIES AND EXCHANGE COMMISSION

December 5,2007

In the Matter of Kimber-X Resources
Corp. :
ORDER OF SUSPENSION
OF TRADING '

" File No. 500-1

It appears to the Securities and Exchange Commission that there is a lack of current and
accurate information concerning the securities of Kimber-X Resources Corp., a Delaware
company with purported operations in Saskatchewan, Canada. Questions have arisen regarding
the adequacy and accuracy of company press releases and other publicly-disseminated
information concerning the company’s current operations, issuance of securities, and transactions
in company stock by company insiders. '

The Commission is of the opinion that the public interest and the protection of investors
‘equire a suspension of trading in the securities of Kimber-X Resources Corp. ‘

Therefore, it is ordered, pursuant to Section 12(k) of the Securities Exchange Act of
1934, that trading in the securities of Kimber-X Resources Corp. is suspended for the period
from 9:30 a.m. EST, December 5, 2007, through 11:59 p.m. EST, on December 18, 2007.

Nauedu e

Nancy M. Morris-
Secretary

By the Commission.
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UNITED STATES OF AMERICA
Before the
SECURITIES AND EXCHANGE» COMMISSION

SECURITIES EXCHANGE ACT OF 1934
Release No. 56902 / December 5, 2007

ADMINISTRATIVE PROCEEDING
File No. 3-12614

) .

) ORDER MAKING FINDINGS
In the Matter of ) AND IMPOSING A CEASE-

) AND-DESIST ORDER AND
PARK FINANCIAL GROUP, INC., ) REMEDIAL SANCTIONS
and GORDON C. CANTLEY, ) PURSUANT TO SECTIONS
' : ) 15(b) AND 21C OF THE
Respondents. ) SECURITIES EXCHANGE

) ACT OF 1934 |

)

L.

On April 11, 2007, the Securities and Exchange Commission (“Commission”) instituted
public administrative and cease-and-desist proceedings pursuant to Sections 15(b) and 21C of the
Securities Exchange Act of 1934 (“Exchange Act”) against Park Financial Group, Inc. (“Park’)

- and Gordon C. Cantley (“Cantley”) (collectively “Respondents’).

II.

Respondents have submitted an Offer of Settlement (the “Offer”’) which the Commission
has determined to accept. Solely for the purpose of these proceedings and any other proceedings
brought by or on behalf of the Commission, or to which the Commission is a party, and without
admitting or denying the findings herein, except as to the Commission’s jurisdiction over them
and the subject matter of these proceedings, Respondents consent to the entry of this Order
Making Findings and Imposing a Cease-and-Desist Order and Remedial Sanctions Pursuant to
Sections 15(b) and 21C of the Securities Exchange Act of 1934 (“Order”), as set forth below.

IIL.

On the basis of this Order and Respondents’ Offer, the Commission finds that:

Ot crrrand—f0 ot39

-



A. Respondents

1. Park, a Winter Park, Florida broker-dealer, has been registered with the
Commission since 1992 and is a member of the Financial Industry Regulatory Authority, Inc.
(“FINRA”), formerly the NASD.

2. Cantley, 44, resides in Winter Park, Florida. Cantley was president and owner of
Park during the relevant time period as described below. He was also Park’s financial operations
principal and oversaw the firm’s trading department and the compliance officer responsible for
filing Suspicious Activity Reports.

B. Other Relevant Entities and Individual

3. Spear & Jackson, Inc. is a Nevada corporation incorporated in 1998. It is the
surviving entity of a September 2002 reverse merger between Spear & Jackson and Megapro
Tools, Inc. (“Megapro”), a Canadian-based tool company. Spear & Jackson is in the business of
manufacturing and distributing a variety of garden and household tools. Spear & Jackson’s
common stock is registered with the Commission pursuant to Section 12(g) of the Exchange Act.
From February 2002 to July 2003 (“relevant time period”), Spear & Jackson was quoted on the
OTC Bulletin Board, and its principal offices were located in Boca Raton, Florida.

4. Dennis P. Crowley, 42, resides in Highland Beach, Florida. During the relevant
time period, Crowley was Spear & Jackson’s CEQ, chairman of its board of directors, and owner
of more than 50% of its outstanding common stock. Crowley, a former registered representative,
was permanently barred from association with any NASD member in 1991.

5. International Media Solutions, LLC (“IMS”), now defunct, was formerly a

privately held Florida limited liability company with its headquarters in Longwood, Florida.

IMS was an investor relations firm and promoted Spear & Jackson securities during the relevant
time period.

6. Spear & Jackson, Crowley, and IMS were all previously enjoined by consent from
future violations of the federal securities laws by the United States District Court for the
Southern District of Florida stemming from their roles in Crowley’s fraud.

C. Backgrouhd

7. Beginning about January of 2002, Crowley engaged in a pump-and-dump scheme
involving the securities of Spear & Jackson. Initially, Crowley secretly acquired approximately
800,000 shares of Megapro securities through the filing of a false Form S-8 and other fraudulent
transfers. In September 2002, Crowley orchestrated and self-funded Megapro’s acquisition of
Spear & Jackson through a reverse merger in which Spear & Jackson emerged as the surviving
entity. After the merger, Crowley became Spear & Jackson’s president and chief executive
officer and his secretly acquired Megapro shares became Spear & Jackson shares.




8. In February 2002, Crowley retained IMS to promote the stock of first Megapro
and later Spear & Jackson to brokers and traders through the dissemination of false and
misleading information intended to inflate artificially share prices. Crowley compensated IMS
with large blocks of Spear & Jackson stock which he transferred from accounts at Park he
controlled to an IMS brokerage account at Park. This promotion continued through July 2003.
As discussed in more detail below, Crowley sold large amounts of his fraudulently obtained
stock, reaping approximately $3 million in personal profits.

D. The Conduct of Park and Cantley

9. Around the same time Crowley began acquiring Megapro shares, three companies
located in the British Virgin Islands (“BVI Companies’) opened brokerage accounts at Park.
Although individuals other than Crowley opened the accounts and had trading authonty, the BVI
Companies were, in fact, nominees clandestinely controlled by Crowley.

10.  The BVI Companies’ accounts were unusual for Park and Cantley in that Park
rarely serviced foreign-based accounts. In addition, the accounts were opened over the telephone
and by mail, and neither Cantley nor anyone else at Park met the directors who allegedly
controlled the accounts.

11.  Also around this time, Crowley opened several corporate brokerage accounts at
Park with Cantley. Previously, IMS had opened an account at Park, and IMS referred the BVI
Companies to Park. At all relevant times, Cantley was the registered representative on the
accounts of the BVI Companies, Crowley, and IMS.

12.  Inearly 2002, Park began making a market in Megapro securities. Cantley
oversaw Park’s market making in Megapro, and subsequently Spear & Jackson, during the
relevant time period. Cantley conducted and updated due diligence on Megapro and Spear &
Jackson, including collecting their filings with the Commission and staying up to date with
earnings releases and management issues. During the time Park acted as a market maker for
Megapro and Spear & Jackson, the share price increased from $2 to $16 on volume often
exceeding 100,000 shares per day.

13. During the relevant time period, the BVI Companies engaged in more than 200 -
transactions in Spear & Jackson stock in their accounts at Park, for an aggregate total sale of
almost one million shares. Spear & Jackson was the only stock in which the BVI Companies
traded during the relevant time period.

14.  During this same time, the BVI Companies transferred shares of Spear & Jackson
to IMS’ account. IMS was promoting Spear & Jackson stock and was typically compensated for
its services with stock. .

15. During the relevant time period, Crowley called Cantley on a few occasions and
gave him sell orders for Spear & Jackson stock in at least one of the BVI Companies’ accounts,
which Cantley filled. ’




16.  Cantley and Park executed Crowley’s trade orders despite knowing; Crowley was
not an authorized signatory on the BVI Companies’ accounts; Park’s written supervisory
procedures required written authorization from any customer who grants third-party trading
authority over the account; Crowley was CEO of Spear & Jackson; and Crowley ordered Spear
& Jackson trades only in the BVI Companies’ accounts, and not for any of the corporate
accounts for which he was the listed owner.

17.  While neither Park nor Cantley are alleged to have knowingly participated in
Crowley’s fraudulent scheme, Park and Cantley continued to effect transactions in the securities
of Spear & Jackson for the BVI Companies’ accounts during the relevant time period despite the
obvious risks set forth above and the suspicious nature of the transactions by Crowley in the BVI
Companies’ accounts. As a result of these transactions, Park received $29,775.24 in the form of
mark-ups and Cantley received $8,263.70 in commissions.

E. Failure to File Suspicious Activity Reports (SARs)

18.  In April 2002, Congress passed the Uniting and Strengthening America by
Providing Appropriate Tools Required to Intercept and Obstruct Terrorism (USA PATRIOT
ACT) Act of 2001. The Patriot Act amended provisions of the Currency and Foreign
Transactions Reporting Act of 1970 (commonly known as the “Bank Secrecy Act”) and
substantially expanded a broker-dealer’s obligations to detect and prevent money laundering.
The regulations implementing the Bank Secrecy Act mandate that, effective December 31, 2002,
broker-dealers report suspicious transactions by filing a Suspicious Activity Report (“SAR”)
with the Financial Crimes Enforcement Network (“FinCEN™) to report a transaction (or a pattern
of transactions of which the transaction is a part) involving or aggregating to at least $5,000 that
it “knows, suspects, or has reason to suspect:” (1) involves funds derived from illegal activity or
is conducted to disguise funds derived from illegal activities; (2) is designed to evade any
requirements of the Bank Secrecy Act; (3) has no business or apparent lawful purpose and the
broker-dealer knows of no reasonable explanation for the transaction after examining the
available facts; or (4) involves use of the broker-dealer to facilitate criminal activity. 31 C.F.R. §
103.19(2)(2). -

19.  The failure to file a SAR as required by 31 C.F.R. § 103.19 is a violation of
Section 17(a) of the Exchange Act and Rule 17a-8 thereunder.

20.  From December 31, 2002 through July 2003, the three BVI Companies’

brokerage accounts made approximately 98 transactions in Spear & Jackson securities that each

totaled more than $5,000.

21.  The information available to Park and Cantley, in particular the red flags
described in Paragraphs 9-17 above, should have suggested that the transactions in Spear &
Jackson stock occurring through the BVI Companies’ brokerage accounts involved the type of
conduct that required the firm to generate and file SARs. However, from December 31, 2002
through July 2003, Park and Cantley failed to file SARs with FinCEN for the relevant
transactions. '




F. Violations

22.  Based on the conduct described above, Cantley and Park willfully aided and
abetted and caused Crowley’s violations of Section 10(b) of the Exchange Act and Rule 10b-5
thereunder. Additionally, Park violated, and Cantley aided and abetted and caused Park’s
violations of, Section 17(a) of the Exchange Act and Rule 17a-8 thereunder.

Iv.

In view of the foregoing, the Commission deems it appropriate and in the public interest
to impose the sanctions agreed to in Respondents’ Offer. -

Accordingly, pursuant to Sections 15(b) and 21C of the Exchange Act, it is hereby
ORDERED that:

A. Cantley and Park cease and desist from committing or causing any violations and
any future violations of Section 10(b) of the Exchange Act and Rule 10b-5 thereunder;

B. Park cease and desist from committing or causing and Cantley cease and desist
from causing any violations and any future violations of Section 17(a) of the Exchange Act and
Rule 17a-8 thereunder;

C. Cantley is hereby barred from association with any broker or dealer with the right
to reapply for association after two (2) years to the appropriate self-regulatory organization, or if
there is none, to the Commission. Any reapplication for association by Cantley will be subject to
the applicable law and regulations governing the reentry process, and reentry may be conditioned
upon a number of factors, including, but not limited to, the satisfaction of any or all of the
following: (a) any disgorgement ordered against Cantley, whether or not the Commission has fully
or partially waived payment of such disgorgement; (b) any arbitration award related to the conduct
that served as the basis for the Commission order; () any self-regulatory organization arbitration
award to a customer, whether or not related to the conduct that served as the basis for the
Commission order; and (d) any restitution order by a self-regulatory organization, whether or not
related to the conduct that served as the basis for the Commission order;

D. Park is hereby censured;

E. Cantley shall pay, within 10 days of the entry of this Order, disgorgement of
$8,263.70 and prejudgment interest of $166.01, for a total amount of $8,429.71, to the United
States Treasury. Such payment shall be: (A) made by United States postal money order, certified -
check, bank cashier’s check or bank money order; (B) made payable to the Securities and
Exchange Commission; (C) hand-delivered or mailed to the Office of Financial Management,
Securities and Exchange Commission, Operations Center, 6432 General Green Way, Stop 0-3,
Alexandria, VA 22312; and (D) submitted under cover letter that identifies Cantley as a
Respondent in these proceedings, the file number of these proceedings, a copy of which cover
letter and money order or check shall be sent to Robert K. Levenson, Regional Trial Counsel,
Division of Enforcement, Securities and Exchange Commission, Miami Regional Office, 801
Brickell Avenue, Suite 1800, Miami, Florida, 33131;




F. Park shall pay, within 10 days of the entry of this Order, disgorgement of
$29,775.24 and prejudgment interest of $598.15, for a total amount of $30,373.39, to the United
States Treasury. Such payment shall be: (A) made by United States postal money order, certified
check, bank cashier’s check or bank money order; (B) made payable to the Securities and
Exchange Commission; (C) hand-delivered or mailed to the Office of Financial Management,
Securities and Exchange Commission, Operations Center, 6432 General Green Way, Stop 0-3,
Alexandria, VA 22312; and (D) submitted under cover letter that identifies Park as a Respondent
in these proceedings, the file number of these proceedings, a copy of which cover letter and
money order or check shall be sent to Robert K. Levenson, Regional Trial Counsel, Division of
Enforcement, Securities and Exchange Commission, Miami Regional Office, 801 Brickell

Avenue, Suite 1800, Miami, Florida, 33131;

G. Cantley shall pay, within 10 days of the entry of this Order, a civil money penalty
of $25,000 to the United States Treasury. Such payment shall be: (A) made by United States
postal money order, certified check, bank cashier’s check or bank money order; (B) made
payable to the Securities and Exchange Commission; (C) hand-delivered or mailed to the Office
of Financial Management, Securities and Exchange Commission, Operations Center, 6432
General Green Way, Stop 0-3, Alexandria, VA 22312; and (D) submitted under cover letter that
identifies Cantley as a Respondent in these proceedings, the file number of these proceedings, a
copy of which cover letter and money order or check shall be sent to Robert K. Levenson,
Regional Trial Counsel, Division of Enforcement, Securities and Exchange Commission, Miami
Regional Office, 801 Brickell Avenue, Suite 1800, Miami, Florida, 33131; and

H. Park shall pay, within 10 days of the entry of this Order, a civil money penalty of
$50,000 to the United States Treasury. Such payment shall be: (A) made by United States postal
money order, certified check, bank cashier’s check or bank money order; (B) made payable to
the Securities and Exchange Commission; (C) hand-delivered or mailed to the Office of
Financial Management, Securities and Exchange Commission, Operations Center, 6432 General
Green Way, Stop 0-3, Alexandria, VA 22312; and (D) submitted under cover letter that identifies
Park as a Respondent in these proceedings, the file number of these proceedings, a copy of which
cover letter and money order or check shall be sent to Robert K. Levenson, Regional Trial
Counsel, Division of Enforcement, Securities and Exchange Commission, Miami Regional
Office, 801 Brickell Avenue Suite 1800, Miami, Florida, 33 131.

By the Commission. % A [LL,(\AA,(

Nancy M
Secretary -




UNITED STATES OF AMERICA
Before the
SECURITIES AND EXCHANGE COMMISSION

December 6, 2007
In the Matter of , ORDER OF SUSPENSION OF TRADING
ROANOKE TECHNOLOGY,
CORP.

File No. 500-1

It appears to the Securities and Exchange Commission (“Commission”) that there is a lack
of current and accurate information concerning the securities of Roanoke Technology, Corp.
(“Roanoke”), because it is delinquent in its periodic filing obligations under Section 13(a) of the
Securities Exchange Act of 1934 (“Exchange Act”) and Rules 13a-1 and 13a-13 thereunder,

. having not filed a periodic report after its Form 10-Q for the quarter ended July 31, 2005.

The Commission is of the opinion that the public interest and the protection of investors
require a suspension of trading in the securities of the above listed company.

Therefore, IT IS ORDERED pursuant to Section 12(k) of the Exchange Act, that trading in
the above listed company is suspended for the period from 9:30 a.m. EST on Thursday, December
6, 2007, through 11:59 p-m. EST on Wednesday, December 19, 2007.

I\)(M/t%rf{ ztuvwé

Nancy M. iS
Secretary

By the Commission.
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SECURITIES AND EXCHANGE COMMISSION

17 CFR Parts 230 and 239

[Release No. 33-8869; File No. S7-11-07]

RIN 3235-AH13

REVISIONS TO RULES 144 AND 145

AGENCY: Securities and Exchange Commission.

ACTION: Final rule; request for comment on Paperwork Reduction Act burden

estimates.

SUMMARY: Rule 144 under the Securities Act of 1933 creates a safe harbor for the
sale of securities under the exemption set forth in Sectioﬂ 4(1) of the Securities Act. We
are shortening the holding period requirement under Rule 144 for “restricted securities”
of issuers that are subject to the reporting requirements of the Securities Exchange Act of
1934 to six months. Restricted securities of issuers that are not subject to the Exchange
Act reporting requirements will continue to be subject to a one-year holding peridd prior
to any public resale. The amendments also substantially reduce the restrictions
applicable to the resale of securities by non-affiliates. In addition, the amendments
simplify the Preliminary Note to Rule 144, amend the manner of sale requirements and
eliminate them with respect to debt securities, amend the volume limitations for debt
securities, increase the Form 144 filing thresholds, and codify several staff interpretive
positions that relate to Rule 144. Finally, we are eliminating the presumptive underwriter
provision in Securities Act Rule 145, except for transactions involving a shell company,

and revising the resale requirements in Rule 145(d). We believe that the amendments

bocw [ 2~ 5%37




will increase the liquidity of privately sold securities and decrease the cost of capital for

all issuers without compromising investor protection.

DATES: Effective Date: [Insert date 60 days after publication in the Federal Register.]
The revised holding periods and other amendments that we are adopting are applicable to
securities acquired before or after the effective date of the changes announced today.

Comment Date: Comments regarding the collection of information requirements within

the meaning of the Paperwork Reduction Act of 1995 should be received on or before
[insert date 30 days after the date of publication in the Federal Register].
ADDRESSES: Comments may be submitted by any of the following methods:

Electronic Comments:

e Use the Commission’s Internet comment form

(http://www.sec.gov/rules/final.shtml);

¢ Send an e-mail to rule-comments@sec.gov. Please include File No. S7-11-07 on

the subject line; or

e Use the Federal Rulemaking Portal (http://www.regulations.gov). Follow the
instructions for submitting comments.

Paper Comments:

e Send paper comments in triplicate to Nancy M. Morris, Secretary, Securities and
Exchange Commission, 100 F Street, NE, Washington, DC 20549-1090.
All submissions should refer to File Number S7-11-07. This file number should be
included on the subject line if e-mail is used. To help us process and review your
comments more efficiently, please use only one method. The Commission will post all

comments on the Commission’s Internet Web site (http://www.sec.gov/rules/final.shtml).




Comments are also available for public inspection and copying in the Commission’s
Public Reference Room, 100 F Street, NE, Washington, DC 20549. All comments
received will be posted without change; we do not edit personal identifying information
from submissions. You should submit only informati;)n that you wish to make available

publicly.

FOR FURTHER INFORMATION CONTACT_: Katherine Hsu or Raymond A. Be,
Special Counsels in the Office of Rulemaking, Division of Corporation Finance, at

(202) 551-3430, 100 F Street, NE, Washington, DC 20549.

SUPPLEMENTARY INFORMATION: The Commission is adopting amendments to
Rule 144,' Rule 145,2 Rule 190,3 Rule 701,4 Rule 903,5 and Form 144° under the

Securities Act of 1933.7

! 17 CFR 230.144.

z 17 CFR 230.145.
? 17 CFR 230.190.
4 17 CFR 230.701.
3 17 CFR 230.903.
é 17 CFR 239.144.

! 15 U.S.C. 7T7a et seq.
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L. Background

The Securities Act of 1933 (“Securities Act”) requires registration of all offers
and sales of securities in interstate commerce or l;y use of the U.S. mails, unless an
exemption from the registration requirement is available.® Section 4(1) of the Securities
Act provides such an exemption for transactions by any person other than an issuer,
underwriter or dealer.’

The definition of the term “underwriter” is key to the operation of the vSection 4(1)
exemption. Section 2(a)(11) of the Securities Act defines an underwriter as “any person
who has purchased from an issuer with a view to, or offers 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.”lo The Securities Act does not, however, provide
specific criteria for determining when a person purchases securities “with a view to . . .
the distribution” of those securities. In 1972, the Commission adopted Rule 144 to
provide a safe harbor from this definition of “underwriter” to assist security holders in
determining. whether the Section 4(1) exemption is available for their resale of
securities."’

Rule 144 regulates the resale of two categories of securities — restricted securities

and control securities. Restricted securities are securities acquired pursuant to one of the

s See 15 U.S.C. 77e.
° 15 U.S.C. 77d(1).
10 15 US.C. 77b(a)(11). Section 2(a)(11) states that the term “‘issuer’’ shall include, 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. Therefore, any person who purchased
securities from an affiliate of an issuer is an underwriter under Section 2(a)(11) if that person
purchased with a view to the distribution of the securities.

" Release No. 33-5223 (Jan. 11, 1972) [37 FR 591].




transactions listed in Rule 144(a)(3).12 Although it is not a term defined in Rule 144,
“control securities” is used commonly to refer to securities held by an affiliate of the
issuer,13 regardless of how the affiliate acquired the securities.'"* Therefore, if an affiliate
acquires securities in a transaction that is listed in Rule 144(a)(3), those securities are
both restricted securities and control securities. A person selling restricted securities, or a
person selling restricted or other securities on behalf of the account of an affiliate, who
satisfies all of Rule 144°s applicable conditions in connection with the transaction, is
deemed not to be an “underwriter,” as defined in Section 2(a)(11) of the Securities Act,
and therefore may rely on the Section 4(1) exemption for the resale of the securities.

Since its adoption, v;e have reviewed and revised Rule 144 several times. We last
made major changes in 1997 (“1997 amendments”)."> At that time, we shortened the
required holding periods for restricted securities.'® Before the 1997 amendments,
security holders could resell restricted securities under Rule 144, subject to limitation,
after two years, and persons who were not affiliates and had not been affiliates during the
prior three months, could resell restricted securities without limitation after three years.
The 1997 amendments changed these two-year and three-year periods to one-year and
two-year periods, respectively.

On the same day that we adopted those changes, we also proposed and solicited

comment on several possible additional changes to Rule 144, Rule 145 and Form 144,

2 17 CFR 230.144(a)(3).

An affiliate of the issuer is a person that directly, or indirectly through one or more intermediaries,
controls, or is controlled by, or is under common control with, such issuer. See 17 CFR
230.144(a)(1).

14 See, e.g., Release No. 33-7391 (Feb. 20, 1997) [62 FR 9246].
13 See Release No. 33-7390 (Feb. 20, 1997) [62 FR 9242] (“the 1997 Adopting Release™).
We shortened the holding period requirements in paragraphs (d) and (k) of Rule 144.




- including reducing the holding period further (“1997 Proposing Release™ and “1997

proposals”).!” We received 38 comment letters on those proposed changes. While some
commenters supported further shortening the holding periods, others suggested that we
monitor the results of the 1997 amendments before making further changes. We did not
take further action to adopt the 1997 proposals.

Rule 144 states that a selling security holder shall be deemed not to be engaged in
a distribution of securities, and therefore not an underwriter, with respect to such
securities, thus making available the Section 4(1) exemption from registration, if the

resale satisfies specified conditions. The conditions include the following:

) There must be adequate current public information available about the
issuer;'®
. If the securities being sold are restricted securities, the security holder

must have held the security for a specified holding period;'?

. The resale must be within specified sales volume limitations;zo

1

) The resale must comply with the manner of sale requirements;2 and

See the 1997 Proposing Release. In the 1997 Proposing Release, we proposed to (1) revise the
Preliminary Note to Rule 144 to restate the intent and effect of the rule, (2) add a bright-line test to
the Rule 144 definition of “affiliate,” (3) eliminate the Rule 144 manner of sale requirements,

(4) increase the Form 144 filing thresholds, (5) include in the definition of “restricted securities”
securities issued pursuant to the Securities Act Section 4(6) exemption, (6) clarify the holding
period determination for securities acquired in certain exchanges with the issuer and in holding
company formations, (7) streamline and simplify several Rule 144 provisions, and (8) eliminate
the presumptive underwriter provisions of Rule 145. We also solicited comment on (1) further
revisions to the Rule 144 holding periods, (2) elimination of the trading volume tests to determine
the amount of securities that can be resold under Rule 144, and (3) several possible regulatory
approaches with respect to certain hedging activities.

* 17 CFR 230.144(c).
19 17 CFR 230.144(d).
it 17 CFR 230.144(e).
2 17 CFR 230.144(f) and (g).




. . The selling security holder must file Form 144 if the amount of securities
being sold exceeds specified thresholds.”
Rule 144, as it existed before today’s amendments, permitted a non-affiliate to publicly
resell restricted securities without being subject to the above limitations if the securities
had been held for two years or more, provided that the security holder was not, and, for
the three months prior to the sale, had not been, an affiliate of the issuer.??
On July 5, 2007, we again proposed to amend several aspects of Rule 144 and
Rule 145, including by further shortening the holding periods (the “2007 Proposing
- Release™).”* We proposed to shorten the holding period requirement in Rule 144(d) for
restricted securities of issuers that are subject to the reporting requireménts of Section 13
or 15(d) of the Securities Exchange Act of 1934 (the “Exchange Act”)* to six months. -
. Restricted securities of issuers that are not subject to Exchange Act reporting
requirements would continue to be subject to a one-year holding period under
Rule 144(d). We also proposed to relieve non-affiliates of reporting issuers from having
to comply with all conditions in Rule 144, except the current public information
requirement, after a six-month holding period. Non-affiliates of non-reporting issuers
would be allowed to resell their securities freely after a one-year holding period. In

addition, we proposed to:

. Simplify the Preliminary Note to Rule .144 and text of Rule 144;

217 CFR 230.144(h).
» This provision was previously located in Rule 144(k).

. # Release No. 33-8813 (June 22, 2007) [72 FR 36822} (Jul. 5, 2007). ‘
2 15 U.S.C. 78a et seq.




o Toll the holding period during the time that security holders engage in
certain hedging transactions;

o Eliminate the “manner of sale” requirements with respect to the resale o.f
debt securities;

o Increase the thresholds triggering the requirement to file Form 144; and

Codify several staff positions relating to Rule 144.

We also solicited comment on amending the Form 144 filing deadline to coincide with

the deadline for filing a Form 4°° under Section 16> of the Exchange Act and permitting

persons who are subject to Section 16 to meet their Form 144 filing requirement by filing

aForm 4.2 Finally, we proposed to eliminate the presumptive underwriter provision in

Securities Act Rule 145, except for transactions involving a shell company, and to

harmonize the resale provisions in Rule 145 with the Rule 144 provisions applicable to

resales of securities of shell companies.

We received 32 comment letters from 30 commenters on the proposals in the

2007 Proposing Release.”’ A majority of the commenters expressed support for the

proposals in general *® Several of these commenters expressed support for the proposed

26

27

28

29

30

17 CFR 249.104.
15 U.S.C. 78p.

Section 16 applies to every person who is the beneficial owner of more than 10% of any class of
equity securities registered under Section 12 of the Exchange Act, and each officer and director
(collectively, “reporting persons” or “insiders”) of the issuer of such security. Section 16(a) of the
Exchange Act generally requires reporting persons to report changes in their beneficial ownership
of all equity securities of the issuer on Form 4 before the end of the second business day following
the day on which the transaction that caused the change in beneficial ownership was executed.

The comment letters on the 2007 Proposing Release are available on the Commission’s public
Web site at http://www sec.gov/comments/s7-11-07/s71107 shtml.

See, e.g., comment letters on the 2007 Proposing Release from Jesse Brill (dated Aug. I,
2007)(“Brill 17); Cleary Gottlieb Steen & Hamilton LLP (“Cleary Gottlieb”); Feldman Weinstein
and Smith LLP (“Feldman”); Fried, Frank, Harris, Shriver, and Jacobsen LLP (“Fried Frank”); -
Barry Gleicher (“Gleicher”); Krieger & Prager, LLP (“Krieger”); U.S. Securities Lawyers in

10




amendments to shorten the holding period requirement in Rule 144 for both affiliates and
non-affiliates of Exchange Act reporting issuers.”’ Two commenters opposed shortening
the holding period, as proposed.32

Some commenters expressed opposition to the proposed reintroduction of a
provision that would toll, or suspend, for up to six months, the holding period during any
period that a security holder engages in hedging activities with respect to any equity
securities of the same class as the restricted securities or any securities convertible into
that class (or, in the case of nonconvertible debt, with respect to any nonconvertible debt
securities).”? Thg commenters thought that the tolling provision could have a negative
effect on capital raising transactions. These commenters provided several
recommendations on how we should modify the tolling provision, if we decide to adopt
it. We received general support for the other aspects of the proposed amendments,
including the proposals relating to Form 144, the elimination of the manner of sale

requirements for debt securities and the codification of several staff interpretations.

London (“London Forum”); Parsons/Burnett LLP (“Parsons”); Pink Sheets, LLC (“Pink Sheets™);
Richardson Patel LLP (“Richardson Patel”); Roth Capital Partners (“Roth”); Society of Corporate
Secretaries & Governance Professionals (“SCSGP”); Sichenzia Ross Friedman Ference LLP
(“Sichenzia”); Sullivan & Cromwell LLP (“Sullivan™); Peter J. Weisman (“Weisman”); and
Williams Securities Law (“Williams”); and a joint letter from the Securities Industry and Financial
Markets Association, International Swaps and Derivatives Association, Inc. and Management
Funds Association (“Financial Associations™).

3 See comment letters on the 2007 Proposing Release from the Committee on Federal Regulation of

Securities of the American Bar Association (“ABA™); Feldman; Financial Associations; Fried
Frank; London Forum; Richardson Patel; Roth; Sichenzia; SCSGP; Weisman; and Williams.

2 See comment letters on the 2007 Proposing Release from the North American Securities

Administrators Association, Inc. (“NASAA”) and Marc L. Steinberg (“Steinberg”).

33 See comment letters on the 2007 Proposing Release from ABA; Cleary Gottlieb; Feldman;

Financial Associations; Richardson Patel; Sichenzia; and Weisman.
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1L Discussion of Final Amendments

A. Simplification of the Preliminary Note and Text of Rule 144

In the 2007 Proposing Release, we noted that the current Preliminary Note is
complex and may be confusing to some security holders. We proposed amendments to
simplify and clarify the Preliminary Note to Rule 144 and to incorporate plain English
principles. The proposed amendments to the Preliminary Note were not intended to alter
the substantive operation of the rule. In addition, we proposed changes throughout the
rule to ﬁlake the rule less complex and easier to read.

We received a few comments on the proposed changes to simplify Rule 144 and
the Preliminary Note. One commenter believed that the Preliminary Note to Rule 144 1s
no longer necessary, bécause the purpose and meaning of .the rule are well-understood.”
Some commenters recommended that we further explain how Rule 144 can be used for
the resale of control securities.”

We are adopting the amendments to the Preliminary Note with some modification
from the proposed version. The revised Preliminary Note retains an explanation of the
relationship among the exemption in Section 4(1) of the Securities Act, the
Section 2(a)(11) definition of “underwriter” and the Rule 144 safe harbor. Consistent
with the proposal, the revised Preliminary Note also clarifies that any person who sells
restricted securities, and any person who sells restricted securities or other securities on
behalf of an affiliate, shall be deemed not to be engaged in a distributioﬁ of such

securities and therefore shall be deemed not to be an underwriter with respect to such

3 See comment letter on the 2007 Proposing Release from ABA.

3 See comment letters on the 2007 Proposing Release from ABA; Bulldog Investors; and Sutherland
Asbill & Brennan LLP (“Sutherland”).




securities if the sale in question is made in accordance with all the applicable provisions
of the rule. The revised Preliminary Note further states that, although Rule 144 provides
a safe harbor for establishing the availability of the Section 4(1) éxemption, it is not the
exclusive means for reselling restricted and control securities. Therefore, Rule 144 does
not eliminate or otherwise affect the availability of any other exemption for resales.*
Consistent with a statement that was included in the original Rule 144 adopting release,’’
we are adding a statement to the Preliminary Note that the Rule 144 safe harbor is not
available with respect to any trahsaction or series of transactions that, although in
technical compliance with the rule, is part of a plan or scheme to evade the registration
requirements of the Securities Act.*® We also are adopting plain English changes
.throughout the rule text substantially as proposed.

B. Amendments to Holding Periods for Restricted Securities

1. Six-Month Rule 144(d) Holding Period Requirement for Exchange
Act Reporting Companies

As stated above, in 1997, we reduced the Rule 144 holding periods for restricted
securities for both affiliates and non-affiliates.>® Before the 1997 amendments, security

holders could sell limited amounts of restricted securities after holding those securities

3 We are moving the statements indicating that Rule 144 is a non-exclusive safe harbor from

paragraph (j) of the rule, as it existed prior to the amendments, to the Preliminary Note.

37 Release No. 33-5223. In the original release adopting Rule 144, we stated:

In view of the objectives and policies underlying the Act, the rule shall not
be available to any individual or entity with respect to any transaction which,
although in technical compliance with the provisions of the rule, is part of a
plan by such individual or entity to distribute or redistribute securities to

the public. In such case, registration is required.

3 Similar language can also be found in other rules such as in the Preliminary Note to Securities Act

Rule 144A [17 CFR 230.144A).
b See the 1997 Adopting Release.

13




for two years if they satisfied all other conditions imposed by Rule 144.%° Under Rule

144(k), non-affiliates could sell restricted securities without being subject to any of the
conditions in Rule 144 after holding their securities for three years. The 1997
amendments to Rule 144 reduced the two-year Rule 144(d) holding period to one year
and amended the three-year Rule 144(k) holding period to two years.

In the 1997 Proposing Release, we solicited comment on whether the Rule 144(d)
holding period should be further reduced for both affiliates and non-affiliates, and
whether restrictions applicable to sales by non-affiliates also should be reduced. We
received numerous comments on this issue. Twelve commenters recommended that we
further reduce the holding period to six months.*' Two other commenters thought that
we should maintain the holding periods that we had just recently adopted.*? Eight
commenters recommended that we gain more experience with the new holding periods

before proposing further amendments to those holding periods.43

40 These other conditions included the availability of current public information, the volume of sale

limitations, the manner of sale requirements, and the filing of Form 144. See 17 CFR 230.144(c),

(e), (f) and (h).

See comment letters on the 1997 Proposing Release from American Society of Corporate

Secretaries (“ASCS”); Association for Investment Management & Research (“AIMR”);

Association of the City Bar of New York (“NY City Bar”); Baltimore Gas & Electric (“BG&E”);

Investment Company Institute (“ICI”); Charles Lilienthal (“Lilienthal”); Loeb & Loé¢b LLP; New

York State Bar Association (“NY Bar”); Schwartz Investments, LLC (“Schwartz Investments™); G
Sullivan; Testa, Hurwitz & Thibeault, LLP (“Testa Hurwitz”); and Willkie, Farr & Gallagher LLP

(“Willkie Farr”). The comment letters on the 1997 Proposing Release are available on the

Commission’s Web site at http://www .sec.gov/rules/proposed/s7797.shtml or in the Commission’s

Public Reference Room, 100 F Street, NE, Washington, DC 20549. Interested persons should

refer to File No. $7-07-97.

41

2 See comment letters on the 1997 Proposing Release from Argent Securities, Inc. (“Argent”) and

The Corporate Counsel (“Corporate Counsel”).

4 See comment letters on the 1997 Proposing Release from ABA; joint letter from Goldman Sachs

& Co., JP Morgan Securities, Inc., Morgan Stanley & Co., Inc., and Salomon Brothers Inc. (“Four
Brokers”); Lehman Brothers Inc. (“Lehman Brothers™); Merrill Lynch & Co., Inc. (“Merrill
Lynch”); Morgan Stanley & Co., Inc. (“Morgan Stanley”); Regional Investment Bankers
Association (“Regional Bankers); Securities Industry Association (“SIA”); and Smith Barney
Inc. (“Smith Barney”). .

14




In the 2007 Proposing Release, we again proposed to shorten the Rule 144(d)
holding period for restricted securities held by affiliates and non-affiliates.** The
proposal would have permitted both afﬁliétes and non-affiliates to publicly sell restricted
securities of Exchange Act reporting issuers*® after holding the securities for six months,
subject to any other applicable condition of Rule 144, if they had not engaged in hedging
transactions with respect to the securities. Because of our concern that the market does
not have sufficient information and safeguards with respect to non-reporting issuers, we
proposed to retain the one-year holding period for restricted securities of issuers that are
not subject to Exchange Act Section 13(a) or Section 15(d) reporting obligations for both
affiliates and non-affiliates.

Several commenters supported the proposal to shorten the holding period to six
months for securities of reporting issuers.*® These commenters noted that the .shortened
holding period woul;i increase liquidity for issuers, make capital investment more
attractive, and decrease costs of capital for smaller corﬁpanies without sacrificing investor
protection.*” In this regard, one commenter noted that today’s markets now function at
an accelerated pace, and technology, particularly the Internet, has caused the markets to

. 4 . .
become more efficient.”® Two commenters advocated an even shorter holding period

“ See the 2007 Proposing Release at Section 11.B.2.a.

s Under the 2007 proposals, the six-month holding period would apply to securities of an issuer that
is, and has been for at least 90 days before the sale, subject to the reporting requirements of
Section 13 or 15(d) of the Exchange Act.

46

See comment letters on the 2007 Proposing Release from ABA; Feldman; Financial Associations;
Fried Frank; London Forum; Richardson Patel; Roth; Sichenzia; SCSGP; Weisman; and Williams.

4 See comment letters on the 2007 Proposing Release from Financial Associations; Pink Sheets;

Richardson Patel; and Roth.

“ See comment letter on the 2007 Proposing Release from ABA. See also letter to John W. White,

Director, SEC Division of Corporation Finance, from Keith F. Higgins, Chair, Committee on
Federal Regulation of Securities, ABA Section of Business Law (Mar. 22, 2007) (“the March
2007 ABA Letter™), available at http://www.sec.gov/comments/s7-11-07/s71107.shtml.
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requirement than the proposed six-month period, with one commenter advocating a four-
month holding period and the other a three-month holding period.** Two commenters
opposed shortening the holding period requirement under Rule 144, as proposed.” |

The purpose of Rule 144 is to provide objective criteria for determining that the
person selling securities to the public has not acquired the securities from the issuer for
distribution.. A holding period is one criterion established to demonstrate that the selling
security holder did not acquire the securities to be sold under Rule 144 with distributive
intént. We do not want the holding period to be longer than necessary or impose any
unnecessary costs or restrictions on capital formation. After observing the operation of
que 144 since the 1997 amendments, we believe that a six-month holding period for
securities of reporting issuers provides a reasonable indication that an investor has
assumed the economic risk of investment in the securities to be resold under Rule 144.
Therefore, .we are adopting a six-month holding périod for reporting companies, as
proposed.”’ Most commenters agreed that shortening the holding period to six months
for restricted securities of reporting issuers will increase the liquidity of privately sold
securities ;lmd decrease the cost of capital for reporting issuers, while still being consistent
with investor protection.*”> By reducing the holding period for restricted securities, these
amendments are intended to help companies to raise capital more easily and less
expensively. For example, by making private offerings more attractive, the amendments

may allow some companies to avoid certain types of costly financing structures involving

9 See comment letters on the 2007 Proposing Release from Feldman and Weisman.

30 See comment letters on the 2007 Proposing Release from NASAA and Steinberg.

3 See amendments to Rule 144(d). The amendments do not change the Rule 144(d) requirement

that, if the acquiror takes the securities by purchase, the holding period will not commence until
the full purchase price is paid.
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the issuance of extremely dilutive convertible securities. Many commenters supported
the proposal to maintain the existing one-year holding period for restricted securities of
'

non-reporting issuers.>

Under the amendments that we are adopting, the six-month holding period
requirement will apply to the securities of an issuer that has been subject to the reporting
requirements of Section 13 or 15(d) of the Exchange Act for a period of at least 90 days
before the Rule 144 sale.”® Restricted securities of a “non-reporting issuer” will continue

to be subject to a one-year holding period requirement.”®> A non-reporting issuer is one

that is not, or has not been for a period of at least 90 days before the Rule 144 sale,

subject to the reporting requirements of Section 13 or 15(d) of the Exchange Act.®

We believe that different holding periods for reporting and non-reporting issuers
are appropriate given that reporting issuers have an obligation to file periodic reports with
updated financial information (including audited financial information in annual filings)
that are publicly available on EDGAR, the Commission’s electronic filing system.
Although non-reporting issuers must make some information publicly available before
resales can be made under Rule 144, this information typically is much more limited in
scope than information included in Exchange Act reports, is not required to include

audited financial information, and is not publicly available via EDGAR.5 7 For these

32 See Section VI. of this release.

>3 See comment letters on the 2007 Proposing Release from ABA; Brill 1; Financial Associations;

Gleicher; Weisman; and Williams.

>4 See new Rule 144(d)(1)(i). We also are making conforming amendments to paragraphs (e)(3)(it),

(e)(3)(iii) and (e)(3)(iv) of Rule 144. .
% However, non-affiliates of non-reporting companies will no longer be subject to any other resale

restrictions after meeting the one-year holding period. See Section I11.B.3 below.
% See new Rule 144(d)(1)(ii). '
¥ See 17 CFR 240.15¢2-11.
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reasons, we believe that continuing to require security holders of non-reporting issuers to
hold their securities for one year is not unduly burdensome and is consistent with investor
protection.

2. Significant Reduction of Conditions Applicable to Non-Affiliates

Before adoption of thése amendments, both non-affiliates and affiliates were
subject to all other applicable conditions of Rule 144, in addition to the Rule 144(d)
holding period requirement, including the condition that current information at;out the
issuer of the securities be publicly available, the limitations on the amount of securities
that may be sold in any three-month period, the manner of sale requirements and the
Form 144 notice requirement. However, pursuant to paragraph (k) of Rule 144 as it
existed prior to the amendments that we are adopting, a non-affiliate of the issuer at the
time of the Rule 144 sale who had not been an affiliate during the three months prior to
the sale, could sell the securities after holding them for two years without complying with
these other conditions.

In the 2007 Proposing Release, we proposed to permit non-affiliates to resell their
restricted secarities freely after meeting the applicable holding period requirement (i.e.,
six months with respect to a reporting issuer and one year with respect to a non-reporting
issuer), except that non-affiliates of reporting issuers still would be subject to the current
public information requirement in Rule 144(c) for an additional six months after the end
of the initial six-month holding period.

In general, commenters supported ihe proposal to reduce substantially the

requirements for the resale of restricted securities by non-affiliates under Rule 14438

See, e.g., comment letters on the 2007 Proposing Release from Brill 1; Cleary Gottlieb; Pink
Sheets; and Weisman.
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Noting the importance of the current pﬁblic information condition, two commenters
~ expressed support for the proposed retention of that requirement for the resales of
restricted securities by non-affiliates occurring between six months and. one year after
acquisition of the securities.”> Some commenters expressed support for removal of the
manner of sale requirements and the Form 144 notice requircment,éo while a few objected
to removal of those requirements.61 The commenters objecting to the removal of those
requirements expressed concern about the transparency of Rule 144 transactions and the
potential increase in violations of the holding period requirement if the manner of sale
requirements and the Form 144 notice requirement were eliminated.®* The two
commenters that opposed shortening the Rule 144(d) holdi’ng period also opposed the
proposals to permit non-affiliates to resell without being subject to any other copdition
(except the public information réquirement, with respect to resales of securities of
reporting companies) after they meet the holding period.63

We are adopting the amendments for the sale of restricted securities by non-
affiliates after the holding period, as proposed.64 Under the amendments, after the
applicable holding period requirement is met, the resale of restricted securities by a non-
affiliate under Rule 144 will no longer be subject to any other conditions of Rule 144

except that, with regard to the resale of securities of a reporting issuer, the current public

%9 See comment letters on the 2007 Proposing Release from ABA and Weisman.

& See, e.g., comment letters on the 2007 Proposing Release from ABA; BAIS; Cleary Gottlieb;
Fried Frank; and SCSGP.

ol See comment letters on the 2007 Proposing Release from Argus Vickers Stock Research Corp.

(“Argus”); Brill 1; and The Washington Service on the Form 144 requirement (“WS 27).
62 See comment letters on the 2007 Proposing Release from Brill 1 and WS 2.
See comment letters on the 2007 Proposing Release from NASAA and Steinberg.




information requirement in Rule 144(c) will apply for an additional six months after the

six-month holding period requirement is met.%> Therefore, a non-affiliate will no longer
be subject to the Rule 144 conditions relating to volume limitations, manner of sale
requirements, and filing Form 144.%

“ We believe that the complexity of resale restrictions may inhibit sales by, and
imposes costs on, non-affiliates. Because Rule 144 is relied upon by many individuals to
resell their restricted securities, we believe that it is particularly helpful to streamline and
reduce the complexity of the rule as much as possible while retaining its integrity. We
continue to believe that retaining the current public information requirement with regard
to resales of restricted securities of reportihg issuers for up to one year after the
acquisition of the securities is important to help provide the market'with adequate

information regarding the issuer of the securities. In addition, we generally believe that

most abuses in sales of unregistered securities involve affiliates of issuers®’ and securities

Under the amendments, paragraph (k) of Rule 144 has been removed. The conditions that non-
affiliates are required to meet for the sale of their securities under Rule 144 are now contained in
paragraph (b)(1) of the rule.

6 Some commenters requested us to state that the Commission would not object if the restricted

. securities legend were removed from securities held by a non-affiliate, after all the applicable Rule
144 conditions to resale have been met. See comment letters on the 2007 Proposing Release from
Cleary Gottlieb; Financial Associations; and Weisman. In the past, the staff in the Division of
Corporation Finance has expressed the view that “it is not inappropriate for issuers to remove
restrictive legends from securities that may be resold in reliance on Rule 144(k).” See, e.g., Toth
Aluminum Corporation (Oct. 31, 1988). Under the amendments that we are adopting, we do not
object if issuers remove restrictive legends from securities held by non-affiliates after all of the
applicable conditions in Rule 144 are satisfied. However, the removal of a legend is a matter
solely in the discretion of the issuer of the securities. Disputes about the removal of legends are
governed by state law or contractual agreements, rather than federal law.

6 Although the Rule 144(e) volume limitations will no longer apply to resales of restricted securities

by non-affiliates as a result of the amendments, an affiliate pledgor, donor, or trust settlor will be
required to aggregate the amount of securities sold for the account of a pledgee, donee or trust, as
applicable, even when there is no concerted action, in accordance with Rule 144(e)(3)(ii), (iii), and
(iv) in order to determine the amount of securities that is permitted to be sold under Rule 144.

& Pink Sheets also noted in its letter that most of the abuses in transactions involving unregistered

securities involve sales and purchases by affiliates of the issuers.
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of shell companies. As discussed below, we are codifying the staff’s current interpretive

position that Rule 144 cannot be relied upon for the resale of the securities of reporting

and non-reporting shell companies.

68

The final conditions applicable to the resale under Rule 144 of restricted securities

held by affiliates and non-affiliates of the issuer can be summarized as follows:

Affiliate or
Person Selling on Behalf
of an Affiliate

Non-Affiliate (and Has Not Been
an Affiliate During the Prior
Three Months)

During six-month holding period -

During six-month holding period -

no resales under Rule 144
permitted.

After six-month holding period -

no resales under Rule 144
permitted.

After six-month holding period but

Restricted | may resell in accordance with all before one year — unlimited public
Securities | Rule 144 requirements including: | resales under Rule 144 except that
of Reporting o Current public information, | the current public information
Issuers e Volume limitations, requirement still applies.
e Manner of sale
requirements for equity After one-year holding period -
securities, and unlimited public resales under
o Filing of Form 144. Rule 144; need not comply with
any other Rule 144 requirements.
During one-year holding period - | During one-year holding period -
no resales under Rule 144 no resales under Rule 144
permitted. permitted.
Restricted After one-year holding period - After one-year holding period -
Securities of | may resell in accordance with all unlimited public resales under
Non- Rule 144 requirements, including: | Rule 144; need not comply with
Reporting e Current public information, | any other Rule 144 requirements.
Issuers ¢ Volume limitations,

¢ Manner of sale
requirements for equity
securities, and

e Filing of Form 144.

See Section [L.LE.6 of this release.
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3. Tolling Provision

In 1990, we eliminated a Rule 144 provision that tolled, or suspended, the holding
period of a security holder maintaining a short position in, or any put or other option to
dispose of, securitieé equivalent to the restricted securities owned by the security
holder.® We eliminated this provision in conjunction with an amendment to broaden a
security holder’s ability to tack the holding periods of prior owners to the security |
holder’s own holding period.”

We previously have expressed concern regarding the effect of hedging activities
designed to shift the economic risk of investment away from the security holder with
respect to restricted securities.”' In the 1997 Proposing Release, we solicited comment
on several alternatives designed to address these concerns.”? Seven commenters
recommended that we adopt measures to eliminate or restrict hedging activities during

the holding period.” Six commenters recommended maintaining the status quo.”* Six

& See Release No. 33-6862 (Apr. 23, 1990) [55 FR 17933].

7 “Tacking” the holding period is the ability of the security holder to include, under certain

circumstances, the period that securities were held by a previous owner as part of his or her own
holding period for the purposes of meeting the holding period requirement in Rule 144(d). Further
discussion about tacking appears in Section IL.LE.2 of this release.

n For a discussion on hedging arrangements in prior releases, see Section [V.B of the 1997

Proposing Release and Section II.A of Release No. 33-7187 (June 27, 1995) [60 FR 35645].

” See the 1997 Proposing Release. In that release, we proposed five different alternatives: (1) make

the Rule 144 safe harbor unavailable to persons who hedge during the restricted period; (2)
independently of Rule 144, promulgate a rule that would define a sale for purposes of Section § to
include specified hedging transactions; (3) adopt a shorter holding period during which hedging
could not occur without losing the safe harbor; (4) reintroduce a tolling provision in Rule 144
similar to the provision that was included prior to 1990; or (5) maintain the status quo with no
specific prohibition against hedging.

” See comment letters on the 1997 Proposing Release from ABA; AIMR; Argent; ASCS;

Constantine Katsoris; Corporate Counsel; and Schwartz Investments.

™ See comment letters on the 1997 Proposing Release from Bear, Stearns & Co., Inc.; BG&E; Intel

Corporation (“Intel”); PaineWebber Incorporated; Wilkie Farr; and XXI Securities.
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other commenters suggested that we adopt a safe harbor for certain hedging activities that
would be deemed permissible under Rule 144.7

- In the 2007 Proposing Release, we acknowledged a concern about the effect of
hedging activities in connection with the adoption of a six-month holding period for
securities of reporting issuers. We noted that, when we eliminated the tolling provision
in 1990, the Rule 144 holding periods were longer.”® We also expressed the view that the
proposal to shorten the holding period to six months could make the entry into such
hedging arrangements significantly easier and less costly because these arrangements
would cover a much shorter period.”” We therefore proposed to reintroduce a Rule 144
tolling provision that would have suspended the holding period for restricted securities of
Exchange Act reporting issuers while a security holder engaged in certain hedging
transactions.”” However, we proposed that any suspension due to hedging would not
have caused, under any circumstances, the holding period to extend beyond one year.

Because the proposed tolling provision also would have worked in conjunction

with the Rule 144 provisions that permit tacking of holding periods, a selling security
holder would have been required to determine whether a previous owner of the securities
had engaged in hedging activities with respect to the securities, if the selling security

holder wished to tack the previous owner’s holding period to the holding period of the

» See comment letters on the 1997 Proposing Release from Four Brokers; NY Bar; SIA; Merrill

Lynch; Citibank; and Lehman Brothers.

7 At that time, Rule 144 provided for a two-year holding period before a security holder could sell

limited amounts of restricted securities, and a three-year period before a non-affiliate security
holder could sell an unlimited amount of the securities.

7 See the 2007 Proposing Release at Section I1.B.2.b.

™ We proposed to exclude from the holding period any period in which the security holder had a

short position or had entered into a “put equivalent position,” as defined by Exchange Act Rule
16a-1(h) [17 CFR 240.16a-1(h)], with respect to the same class of securities (or, in the case of*
nonconvertible debt, with respect to any nonconvertible debt securities of the same issuer).
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selling security holder. The proposed provision would have tolled the holding period
during any peri‘od in which the previous owner held a short position or put equivalent
position with respect to the securities, however, there would have been no tolling of the
previous owner’s holding period if the security holder for whose account the securities
were to be sold reasonably believed that no such short or put equivalent position was held
by the previous owner.

In connection with the proposed tolling provision, we also proposed othef related
changes to Rule 144. First, we proposed to require that information be provided in Form
144 regarding any short or put equivalent position held with respect to the securities prior
to the resale of the securities. The secqnd proposal related to the manner of sale
requirements in paragraphs (f) and (g) of Rule 144.7°

Several commentefs objected to the proposed reintroduction of the tolling
provision and suggested modifications to the proposed provision, if the Commission
chose to adopt it.** Commenters objecting to the proposed tolling provision provided the
following reasons, among others, why the Commission should not adopt the proposed

tolling provision:

” We proposed to amend Note (ii) to Rule 144(g)(3) [17 CFR 230.144(g)(3)] to supplement the
reasonable inquiry requirement by requiring a broker to inquire into the existence and character of
any short position or put equivalent position with regard to the securities held by the person for
whose account the securities are to be sold, if the securities have been held for less than one year,
whether such person has made inquiries into the existence and character of any short position or
put equivalent position held by the previous owner of the securities, and the results of such
person’s inquiries.

80 See, e.g., comment letters on the 2007 Proposing Release from ABA; Cleary Gottlieb; Feldman;

Financial Associations; Richardson Patel; Sichenzia; and Weisman.
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Hedging transactions involve costs and risks for the security holder and do
not entirely transfer risk of the economic investment of the securities;®'

o Any concern that the Commission has about hedging activities
immediately after the acquisition is outweighed by the belief that hedging
activiﬁes can énhance private placements as a means of capital formation

and should be allowed to continue because they do not raise substantial

concerns about unregistered distributions;®*

e Inthe current environment, a security 4holder may hold long and short
positions across multiple trading desks and complex financial institutions
and positions may change daily or even intra-day. The task of tracing and
processing such positions would necessitate the development of costly

‘ - custom software and hardware systems. Consequently, security holders
might ultimately choose to hold the securities for the default one-year
period rather than implement these costly systems, thereby frustrating the
intent of the Commission in adopting the six-month holding period;®

. There is a natural ceiling on the amount of hedging activity in restricted
securities because the supply of unrestricted securities is limited;**

L The Commission has adequate enforcement tools to address abuses in

hedging with respect to restricted securities;> and

8 See, e.g., comment letters on the 2007 Proposing Release from Feldman; Financial Associations;
and Richardson Patel.

8 See comment letter on the 2007 Proposing Release from ABA.
8 See, e.g., comment letter on the 2007 Proposing Release from Financial Associations.
‘ 8 See comment letter on the 2007 Proposing Release from ABA.
8 See, e.g., comment letters on the 2007 Proposing Release from ABA and Financial Associations.
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o The Commission’s reasoniﬂg for eliminating the tolling provision in 1990
was that a single holding period running from the date of purchase from
the issuer, or an affiliate of the issuer, is sufficient to prevent unregistered
distributions to the public.86 This reasoning still applies, even if the -
holding period is reduced té six months for securities of reporting
issuers.”’

Some commenters reasoned that if the Commission detects an increase in abuse after

implementation of the revised holding period, as proposed, the Commission could modify

its treatment of hedging activities.®® This would be consistent with the approaches taken

by the Commission when it first adopted Rule 144, and in 1997 when commenters
recommended that the Commissibn gain more experience with the shortened holding
periods before making additional revisions.*’

After considering the comments, we are not adopting the proposed tolling
provision and related améndments. We note, in particular, the comments asserting that,
invthe current environment, the tolling provision would unduly complicate Rule 144 and
could require security holders or brokers to incur significant costs to monitor hedging

positioﬁs for purposes of determining whether they have met the holding period

requirement. This would frustrate our primary objectives to streamline Rule 144 and

86 See Release No. 33-6862.

8 See comment letter on the 2007 Proposing Release from Financial Associations.

88 See, e.g., comment letters on the 2007 Proposing Release from Cleary Gottlieb; Financial
Associations; and Sichenzia.

8 See Release No. 33-5223 and Section I of this release.
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reduce the costs of capital for issuers. We will revisit the issue if we observe abuse
relating to the hedging activities of holders of restricted securities.”

C. Amendments to the Manner of Sale Requirements Applicable to
Resales by Affiliates

Before today’s amendments, the manner of sale requirements in Rule 144(f)

required securities to be sold in “brokers’ transactions™"

or in transactions directly with a
“market maker,” as that term is defined in Section 3(a)(38) of the Exchange Act.”?
Additionally, the rule prohibits a selling security holder from: (1) soliciting or arranging
for the solicitation of orders to buy the securities in anticipation of, or in connection with,
the Rule 144 transaction; or (2) making any payment in connection with the offer or sale
of the securities to any person other than the broker who executes the order to sell the
securities.

In the 1997 Proposing Release, we proposed to eliminate the manner of sale
requirements for the sale of both equity and debt securities alike, reasoning that the
manner of sale requirements are not necessary to satisfy the purposes of Rule 144 and

limit the liquidity of the security.93 Some commenters opposed this proposal, asserting

that brokers help ensure that selling security holders are complying with the applicable

i The Commission’s staff has previously stated that, with respect to short sales in reliance on the

safe harbor of Rule 144 where the borrower closes out using the restricted securities, all the
conditions of Rule 144 must be met at the time of the short sale. See Questions 80 through 82 of
Release No. 33-6099 (Aug. 2, 1979) [44 FR 46752, 46765]. Inthe Commission’s view, the term
«sale” under the Securities Act includes contract of sale. See Release No. 33-8591 (July 19, 2005)
[70 FR 44722, 44765] and Release No. 34-56206 (August 6, 2007) {72 FR 45094]. The
Commission has previously indicated that, in a short sale, the sale of securities occurs at the time
the short position is established, rather than when shares are delivered to close out that short
position, for purposes of Section 5 of the Securities Act. See, e.g., Questions 3 and 5 of Release
No. 33-8107 (June 21, 2002) [67 FR 43234] and Release No. 34-56206 n. 46 (Aug. 6, 2007)

[72 FR 45094, 45096].
9’ Rule 144(g) defines the term for purposes of Rule 144.

2 15 U.S.C. 78¢(a)(38).
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Rule 144 conditions to resale.’® As discussed below, although we proposed to eliminate
the manner of sale requirements only for debt securities and not equity securities in the
2007 Proposing Release, we requested comment on whether 1t would be appropriate to
eliminate the manner of sale requirements for the sale of equity securities as well.

The comments were mixed on this point. One commenter strongly discouraged
the elimination of the manner of sale requirements for equity securities,” while another
supported such a change.”® One commenter did not object to retaining the manner of sale
requirements for resales of equity securities of affiliates, on the grounds that affiliates
generally find the assistance of a broker useful in navigating compliance with Rule 144
and thus brokers serve a useful function that is not unduly burdensome.”’ Instead of
completely eliminating the manner of sale requirements, some commenters requested that
we consider expanding the methods to sell the securities permitted by the manner of sale
requirements.”® For example, two commenters discussed amending the requirement to
permit sales through alternative trading systems such as electronic venues where the

broker’s identity is anonymous prior to trade execution.”

» See Section II1.C of the 1997 Proposing Release.

o See comment letters on the 1997 Proposing Release from Corporate Counsel; Matthew Crain;

Katsoris; Merrill Lynch; Regional Bankers; SIA; and Smith Barney.

9 See comment letter on the 2007 Proposing Release from Barron.

See comment letter on the 2007 Proposing Release from Sullivan.

7 See comment letter on the 2007 Proposing Release from ABA.

% See, e.g., comment letters on the 2007 Proposing Release from ABA; Cleary Gottlieb; and

Sullivan.

% See comment letters on.the 2007 Proposing Release from ABA and Sullivan.
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In response to comments, we are adopting amendments to the manner of sale

190 We last made

requirements that apply to reéales of equity securities of affiliates.
substantive amendments to the manner of sale requirements in 1978.'"°" Since then, the

growth of technological and other developments directed at meeting the investment needs
of the public and reducing the cost of capital for companies have led us to refine the rules

192 We believe that it is appropriate now to adopt two

governing the trading of securities.
amendments to the manner of sale requirements so that the restrictions better reflect
current trading practices and venues.

First, we are adopting a change to Rule 144(f) to permit the resale of securities
through riskless principal transactions in which trades are executed at the same price,
exclusive of any explicitly disclosed markup or markdown, commission equivalent, or
other fee, and the rules of a self-regulatory organization permit the transaction to be

103

reported as riskless. "~ We believe that these riskless principal transactions are equivalent

104

to agency trades. As with agency trades, in order to qualify as a permissible manner of

sale under the revised rule, the broker or dealer conducting the riskless principal

100 Only affiliates are required to comply with the manner of sale requirements under the amendments

that we are adopting.

toi See Release No. 33-5979 (Sept. 19, 1978) [43 FR 43709] (Sept. 27, 1978) (the Commission
amended Rule 144(f) to permit sales under the rule to be made directly to a market maker in lieu
of selling through a broker). :

102 For example, in the second quarter of 2007, alternative trading systems handled approximately

$1.3 trillion in volume of matched orders. (These amounts do not include orders that flow through
a system, but are ultimately executed elsewhere). We obtained this data from information
provided in Form ATS-R Quarterly Reports.

103 See new Rule 144(f)(1)(iii). A “riskless principal transaction” is defined as a principal transaction

where, after having received from a customer an order to buy, a broker or dealer purchases the
security as principal in the market to satisfy the order to buy or, after having received from a
customer an order to sell, sells the security as principal to the market to satisfy the order to sell.
See new Note to Rule 144(f)(1).

See also, e.g., SEC Interpretation: Commission Guidance on the Scope of Section 28(e) of the
Exchange Act, Interpretive Release No. 34-45194 (Dec. 27, 2001) [67 FR 6]. This treatment is
also consistent with NASD Rules 4632(d)(3)(B), 4642(d)(3)(B), and 6420(d)(3)(B).
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transaction must meet all the requirements of a brokers’ transaction, as defined by Rule
144(g), except the requirement that the broker does no more than execute the order or
orders to sell the securities as agent for the person for whose account the securities are
Som.Thebmkﬂor&ﬂkrmuﬂnﬂﬂmrxﬁdtmnanm@eﬁnﬂwsdmhmmnof
cuﬂomem’mdemtobuyﬂwsémnhkshlmnmhmﬁonofonincmuwcﬁm1whmthe
transaction, must reéeive no more than the usual and customary markup or markdown,
commission equivalent, or other fee, and must conduct a réasonable inquiry regarding the
underwriter status of the person for whose account the securities are to be sold.

Second, we are amending Rule 144(g) which defines “bquers’ transactions” for
purposes of the manner of sale requirements. Under the definition of brokers’
transactions, a broker muét neither solicit nor arrange for the solicitation of customers’
orders to buy the securities in anticipation of, or in connection with, the transaction.
However, certain activities specified in three subparégraphs of Rule 144(g)(2) are
deemed not to be a solicitation.'” We are adding another subparagraph covering the
posting of bid and ask quotations in éltemative trading systems that will also be deemed
not to be a solicitation. This new provision permits a broker to insert bid and ask
quotations for the security in an alternative trading syétem, as defined in Rule 300 of
Regulation ATS,'® provided that the broker has published bona fide bid and ask
quotations for the security in the alternative trading system on each of the last 12 business

days. 107

105 See Release No. 34-5452 (Feb. 1, 1974; amended Feb. 21, 1974). These subparagraphs, as
amended, are contained in paragraphs (g)(3)(i), (g)(3)(ii), and (g)(3)(iii) of Rule 144. Under the
amendments, the previous paragraph (g)(2) has been redesignated as paragraph (g)(3), and the
previous paragraph (g)(3) has been redesignated as paragraph (g)(4). '

106 17 CFR 242.300.
107 See new Rule 144(g)(3)(iv).
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D. Changes to Rule 144 Conditions Related to Resales of Debt Securities
by Affiliates

1. Comments Received on Proposed Amendments Relating to Debt
Securities

In the 2007 Proposing Release, we proposed to eliminate the maﬁner of sale

108 Wwe also

requirements in Rule 144 with regard to sales of debt securities by affiliates.
requested comment on whether there were any other conditions in Rule 144, such as the
volume limitations, to which debt securities should not be subject. In the 2007 Proposing
Release, we included preferred stock and asset-backed securities in the “debt securities”
category for purposes of the proposed elimination of the manner of sale requirements.
Four commenters expressly supported the proposal to eliminate the manner of
sale requirements for reséles of debt securities,'” and we did not receive any comments
objecting to the proposal. We also did not receive any comments objecting to the
proposed inclusion of preferred stock and asset-backed securities in the definition of debt

securities. We received a few comments that we should expand the definition of debt

securities for the purposes of proposed changes to the manner of sale requirements.'

108 As noted in Section I1.B.3 above, under the amendments that we are adopting in this release, the

manner of sale requirements do not apply to the resale of securities of a non-affiliate under Rule
144. The manner of sale requirements also do not apply to securities sold for the account of the
estate of a deceased person or for the account of a beneficiary of such estate, provided that the
estate or beneficiary is not an affiliate of the issuer.

109 See comment letters on the 2007 Proposing Release from ABA; Cleary Gottlieb; Financial

Associations; and Sullivan.

1o See comment letter on the 2007 Proposing Release from ABA stating that the definition of debt

should exclude any requirement that the preferred stock have a liquidation preference in excess of
par.
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2. No Manner of Sale Requirements Regarding Resales of Debt
Securities

We are adopting the amendments to eliminate the manner of sale requirements for
resales of debt securities held by affiliates, as proposed.'!! We agree that, as financial
intermediaries, brokers serve an important function as gatekeepers for promoting

1t Sl
2 and we are concerned that eliminating the manner of sale

compliance with Rule 144,
requirements for equity securities would lead to abuse. However, we do not believe that
the fixed income securities market raises the same concerns about abuse,“3 and are
persuaded that the manner of sale requirements may place an unnecessary burden on the
resale of fixed income securities.'"* Combined with the changes that we are making to
the Rule 144(e) volume limitations, these amendments will permit holders of debt
securities to rely on the Rule 144 to resell their debt securities in a way and amount that
was not possible previously.

As proposed, our definition of debt securities in Rule 144 includes non-

participatory preferred stock (which has debt-like characteristics)''® and asset-backed

”' See 17 CFR 230.144(f). As discussed above, we also are eliminating the manner of sale

requirements for resales of equity and debt securities by non-affiliates.

1 Brokers also must comply with the criteria set forth in Rule 144(g) in order to claim the “brokers’

transactions” exemption under Section 4(4) of the Securities Act.

13 We distinguish between debt and equity in the same way we distinguished debt and equity markets

when we last amended Regulation S. There, we did not believe that the procedures and
restrictions applicable to offerings of equity securities under Regulation S shouid be applicable to
offerings of nonconvertible debt securities, reasoning that the nature of the trading markets for
debt securities appears not to have facilitated similar abusive practices as the markets for equity
securities. See QOffshore Offers and Sales, Release No. 33-7505 (Feb. 17, 1998) [63 FR 9631].

e The March 2007 ABA Letter noted that debt securities generally are traded in dealer transactions

in which the dealer seeks buyers for securities to fill sell orders instead of through the means
prescribed in Rule 144(f).

s The definition of debt securities appears in amended Rule 144(a). “Non-participatory preferred

stock” is defined as non-convertible capital stock, the holders of which are entitled to a preference
in payment of dividends and in distribution of assets on liquidation, dissolution, or winding up of
the issuer, but are not entitled to participate in residual earnings or assets of the issuer.
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securities (where the predominant purchasers aré institutional investors including
financial institutions, pension funds, insurance companiés, mutual funds and money
managers)' ' in addition to other types of nonconvertible debt securities. This definition
of debt securities is consistent with the treatment of éuch securities under Regulation S.'"’

3. Raising Volume Limitations for Debt Securities

We also are adopting amendments to raise the Rule 144(e) volume limitatipns for
debt securities. Before the amendments that we are adopting, under Rule 144(e), the
amount of securities sold in a three-month period could not exceed the greater of: (1) one
percent of the shares or other units of the class outstanding as shown by the most recent
report or statement published by the issuer, or (2) the average weekly volume of trading
in such securities, as calculated pursuant to provisions in the rule.' ! In response to our
request for comment regarding whether we should eliminate or revise any other
conditions in Rule 144 with regard to debt securities, three commenters noted that the
Rule 144(e) volume limitations effectively precluded resales of debt securities by
affiliates.'*®

Debt securities generally are issued in tranches.'?

We agree that, prior to our
amendments, the volume limitations in Rule 144 constrained the ability of debt holders to

rely on Rule 144 for the resales of their securities. For the same reasons that we are

eliminating the manner of sale requirements for debt securities, we believe that 1t is

1e See Release No. 33-8518 (Dec. 22, 2004) [70 FR 1506).
1 See 17 CFR 230.901 through 230.905 and Release No. 33-7505.
he See 17 CFR 230.144(e)(1)(i), (ii), and (iii). '

1o See comment letters on the 2007 Proposing Release from ABA; Cleary Gottlieb; and Sullivan.

120 The term “tranche” is also used in the definition of “distribution compliance period” in Rule

902(f) of Regulation S. 17 CFR 230.902(f).
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appropriaie to adopt an alternative volume limitation that is specifically applicable to the
resale of debt securities. We are amending Rule 144(e) to permit the resale of debt
securities in an amount that does not exceed ten percent of a tranche (or class when the
securities are non-participatory preferred stock), together with all sales of securities of the
same tranche sold for the account of the selling security holder within a three-month
period.121 We believe that this new ten percent limitation provision will permit a more
reasonable amount of trading in debt securities than the one percent limitati(;n has

d.'" These revised volume limitations also apply to resales of non-participatory

permitte
preferred stock or asset-backed securities, which are defined as debt securities for

purposes of Rule 144.

E. Increase of the Thresholds that Trigger the Form 144 Filing
Requirement for Affiliates

Before today’s amendments, Rule 144(h) required a selling security holder to file
a notice on Form 144 if the security holder’s intended sale exceeded either 500 shares or
$10,000 within a three-month period.'? These filing thresholds had not been modified
since 1972."** In the 1997 Proposing Release, we proposed to increase the filing
thresholds to 1,000 shares or $40,000. Thirteen commenters supported raising the filing

threshold and no commenters opposed the idea.'”® Some commenters suggested that we

2 See newly revised Rule 144(e)(2).

12 Generally, because of the absence of an active trading market in debt securities, debt holders do

not rely on the average daily trading volume test to sell their securities under Rule 144.

123 17 CFR 230.144(h).

124 We note, however, that in 1978, the Commission shortened the relevant time period in Rule 144(e)

for calculating the amount of securities to be sold under Rule 144 from six months to three months
and made conforming changes to the Form 144 filing requirement. Release No. 33-5995 (Nov. 8,
1978) [43 FR 54229]. :

125 See comment letters on the 1997 Proposing Release from ABA; ASCS; AT&T Corp. (“AT&T”);
BG&E; Corporate Counsel; Merrill Lynch; Morgan Stanley; NY Bar; NY City Bar; Regional
Bankers; SIA; Smith Barney; and Sullivan.
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eliminate Form 144 altogether.l26 One commenter suggested raising the threshold to
$100,000."” Another commenter suggested raising it to $250,000.'%*

In the 2007 Proposing Release, we proposed to increase the Form 144 filing
thresholds to cover sales of 1,000 shares or $50,000 within a three-month period.129
Some commenters specifically expressed support for raising the Form 144 filing
thresholds.13 % One of these commenters recommended filing thresholds of 10,000 shares
or $100,000, if the Commission chose to retain a Form 144 filing requirement for
affiliates."" |

We are adopting the increased Form 144 filing thresholds with some
modification. As proposed, we are raising the dollar threshold to $50,000 to adjust for
inflation since 1972.'* After considering the comments, we are raising the share
threshold to 5,000 shares, rather than the proposed 1,000 shares. We believe that the
5,000 share threshold is an appropriate alternate threshold for trades in amounts that may
not reach the $50,000 dollar threshold, but that merit notice to the market.

In the 2007 Proposing Release, we also solicited comment on whether we should

coordinate the Form 144 filing requirements with Form 4 filing requirements. Many

126 See comment letters on the 1997 Proposing Release from ABA; Benesch, Friedlander, Coplan &

Aronoff, LLP; NY Bar; NY City Bar; and Sullivan.

12 See comment letter on the 1997 Proposing Release from ABA.

128 See comment letter on the 1997 Proposing Release from NY Bar.

129 Only affiliates of the issuer are required to file a notice of proposed sale on Form 144 when

relying on Rule 144 under the amendments that we are adopting.

130 See, e.g., comment letters on the 2007 Proposing Release from ABA; Financial Associations; and

SCSGP.

B See comment letter on the 2007 Proposing Release from ABA. ABA supported elimination of

Form 144 but recommended these filing thresholds, if the Commission chose to retain it.

132 The adjustment would be approximately $42,000 if based on the Personal Consumption

Expenditures Chain-Type Price Index, as published by the Department of Commerce. In addition,
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commenters supported a combination of the two forms.'*?

Although we are not adopting
those changes today, we expect to issue a separate release in the future to provide
affiliates that are subjéct to both the Form 4 and Form 144 filing requirements with
greater flexibility in satisfying their requirements.

F. Codification of Several Staff Positions

In the 2007 Proposing Release, we proposed to codify several interpretive
positions issued by the staff of the Division of Corporation Finance. We proposed to
codify the first three staff positions listed below in both the 1997 Proposing Release and
the 2007 Proposing Release, but we proposed to codify the last four staff positions listed
below only in the 2007 Proposing Release.

Some commenters expressed general support for the proposed codifications of
staff interpretations relating to Rule 144.** One commenter specifically expressed the
view that the action should help to resolve any lingering confusion regardiﬁg the
calculation of holding periods in the circumstances addressed by the interpretations.135

We are adopting all of the codifications substantially as proposed. The codifications

should make these interpretations more transparent and readily available to the public.

if based on the Consumer Price Index, the adjustment would be approximately $50,000. To
achieve a round number, we proposed to raise the filing threshold to $50,000.

133 See, €.g., comment letters on the 2007 Proposing Release from ABA; BAIS; Brill 1; Fried Frank;

Pink Sheets; Sichenzia; SCSGP; and Sullivan. The comment letters from ABA, BAIS, SCSGP
and Sullivan advocated that the Commission should eliminate the Form 144 filing requirement;
however, to the extent that we determine to retain any items required by Form 144, they provided
suggestions regarding the proposal to combine Form 144 with Form 4.

134 See comment letters on the 2007 Proposing Release from ABA; Cleary Gottlieb; Financial

Associations; Fried Frank; and Richardson Patel.

133 See comment fetter on the 2007 Proposing Release from Financial Associations.
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1. Securities Acquired under Section 4(6) of the Securities Act are
Considered “Restricted Securities”

In 1997, we first proposed to codify the Division of Corporation Finance’s
interpretive position that securities acquired from the issuer pursuant to an exemption
from registration under Section 4(6) of the Securities Act'? 6 are considered “restricted
securities” under Rule 144(a)(3). 137 We did not receive any comments on this proposal at
the time. In the 2007 Propo-sing Release, we again proposed to codify this position. We
did not receive any comments.

Section 4(6) provides for an exemption from registration for an offering that does
not exceed $5,000,000 that is made only to accredited investors, that does not involve any
advertising or public solicitation by the issuer or anyone acting on the issuer’s behalf and
for which a Form D has been filed."*® Because the resale status of securities acquired in
Section 4(6) exempt transactions should be the same as securities received in other non-
public offerings tHat are included in the definition of restricted securities, we are of the
view that securities acquired under Section 4(6) should be defined as restricted securities
for purposes of Rule 144. Therefore, we are adopting an amendment to add securities
acquired under Section 4(6) of the Securities Act to the definition of restricted securities,

as proposed. 139

136 15 U.S.C. 77d(6). Section 4(6) was included in the Securities Act pursuant to the Small Business
Investment Incentive Act of 1980 [Pub. L. No. 96-477 (Oct. 21, 1980)].

137 17 CFR 230.144(a)(3). See the Division of Corporation Finance’s Compliance and Disclosure

Interpretations on Rule 144 (Updated April 2, 2007), at Section 104 (Rule 144(a)(3)), Question

No. 104.03.
18 See 15 U.S.C. 77d(6).
139 See amendments to Rule 144(a)(3).
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2. Tacking of Holding Periods When a Company Reorgamzes intoa
Holding Company Structure

In 1997, we also proposed to codify the Division of Corpération Finance’s
interpretive position that holders may tack the Rule 144 holding period in connection
with transactions made solely to form a holding company."*® When “tackihg,” holders
may count the period during which they held the restricted securities of the predecessor
company before the predecessor company reorganizgd into a holding company stmcture
when calculating the holding period of the restricted securities of the holding company
received in the reorganization. We did not receive any comments on this proposal.

We again proposed to codify this interpretive position in the 2007 Proposing
Release. Two commenters recommended codification of the staff interpretive position
covering tacking, in certain circumstances, in connection with the reincorporation of the

issuer in a different state.'*!

We did not receive any comments opposing this proposal.
We are adopting this amendment. to Rule.144(d), as proposed.'** This provision
will permit tacking of the holding period if the following three conditions are satisfied:
o The newly formed holding company’s securities were issued solely in
exchange for the securities of the predecessor company as part of a
reorganization of the predecessor company into a holding company
structure;

. Security holders received securities of the same class evidencing the same

proportional interest in the holding company as they held in the

140 See the Division of Corporation Finance’s letter to Morgan, Olmstead, Kennedy & Gardner

Capital Corporation (Jan. 8, 1988).
al See comment letters on the 2007 Proposing Release from Sichenzia and Sullivan.

142 See new Rule 144(d)(3)(ix).
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predecessor company, and the rights and interests of the holders of such
securities are substantially the same as those they possessed as holders of
the predecessor company’s securities; and
. Immediately following the traﬁsaction, the holding company had no
significant assets other than securities of the predecessor and its existing
subsidiaries and had substantially the same assets and liabilities on a
consolidated basis as the predeeessor had before the transaction.
In such transactions, tacking is appropriate because the securities being exchanged are
substantially equivalent, and there is no significant change in the economic risk of the
investment in the restricted securities. The amendment that we are adopting does not
change the staff interpretive position that permits tacking in connection with the
reincorporation of the issuer in a different state in certain situations.

3. Tacking of Holding Periods for Conversions and Exchanges of
Securities

The 1997 Proposing Release proposed codifying the Division of Corporation
Finance’s position that, if the securities to be sold were acquired from the issuer solely in
exchange for other securities of the same issuer, the newly acquired securities shall be
deemed to have been acquired at thelsame time as the securities surrendered for
conversion or exchange, even if the securities surrendered wefe not convertible or
exchangeable by their terms.'”® As noted in the 1997 release, Rule 144 does not state
whether the surrendered securities must have been convertible by their terms in order for
tacking to be permitted, which led to some confusion on how to calculate the Rule 144

holding period. We did not receive any comments on this proposal.

143 See the Division of Corporation Finance’s letter to Planning Research Corp. (Dec. 8, 1980).
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We again proposed this amendment to Rule 144(d)(3)(ii) in the 2007 Proposing
Release. In addition, we proposed a note to this provision that clarifies the Division’s

position that if:

o The original securities do not permit cashless conversion or exchange by
their terms;
o The parties amend the original securities to allow for cashless conversion

or exchange; and
o The security holder provides consideration, other than solely securities of
the issuer, for that amendment,
then the newly acquired securities will be deemed to have been acquired on the date that
the original securities were so amended.'**

One commenter expressed support for this proposed amendment.'*>  Another
commenter provided a suggéstion for a technical change to the proposed note, that the
phrase “so long as the conversion or exchange itself meets the conditions of this section,”
be deleted.'*® We are adopting the changes to Rule 144(d), substantially as proposed.’’
In response to comment, we are further clarifying the note to Rule 144(d)(3)(ii) to clarify
that the newly acquired securities shall be deemed to have been acquired at the same time
as the amendment to the surrendered securities, so long as, in the conversion or exchange,
the securities to be sold were acquired from the issuer solely in exchange for other

securities of the same issuer.

144 See the Division of Corporation Finance’s letter to Morgan Stanley & Co., Inc. (June 30, 1993).
143 See comment letter on the 2007 Proposing Release from Feldman.

146 See comment letter on the 2007 Proposing Release from Sullivan.

147 See amendments to Rule 144(d)(3)(ii).
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4. Cashless Exercise of Options and Warrants

Several commenters responding to the 1997 Proposing Release suggested that we .
codify the Division of Corporation Finance’s position that, upon a cashless exercise of
options or warrants, the newly acquired underlying securities are deemed to have been
acquired when the corresponding options or warrants were acquired, even if the options
or warrants originally did not provide for cashless exercise by their terms."*
In the 2007 Proposing Release, we proposed to revise Rule 144 to codify that

position. We also proposed to add two notes to this new paragraph. As proposed, the

first note would codify the Division’s position that if:

o The original options or warrants do not permit cashless exercise by their
terms; and
o The holder provides consideration, other than solely securities of the

issuer, to amend the options or warrants to allow for cashless exercise,
then the amended options or warrants would be deemed to have been acquired on the date
that the original options or warrants were so amended.'* This treatment is analogous to
our treatment of conversions and exchanges.
The second note would codify the Division’s position that the grant of certain
options or warrants that are not purchased for cash or property does not create an
investment risk in a manner that would justify tacking the holding period for the options

or warrants to the holding period for the securities received upon exercise of the options

148 See the Division of Corporation Finance’s Compliance and Disclosure Interpretations on Rule 144

(Updated April 2, 2007), at Section 212 (Rule 144(d)(3)), Interpretation No. 212.01.

149 See the Division of Corporation Finance’s letter to Morgan Stanley & Co., Inc. (June 30, 1993).
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or warrants. " 9 This is the case for options granted under an employee benefit plan. The
note would clarify that, in such instances, the holder would not be allowed to tack the
holding period of the option or warrant and would be deemed to have acquired the
underlying securities on the date the option or warrant was exercised, if the conditions of
Rule 144(d)(1) and Rule 144(d)(2) are met at the time of exercise.

Three commenters supported the codiﬁpation of the staff interpretation relating to

131 Some commenters believed that the

~ the cashless exercise of options and warrants.
proposed rule should be expanded,' such as to include warrants and options that have
only a de minimis exercise price.153 One commenter suggested that we delete the phrase
“so long as the conditions of Rule 144(d)(1) and Rule 144(d)(2) are met at the time of
exercise,” in the second proposed note.'>*

We are adopting the amendments, substantially as proposed.IS > In response to
comment, we have further clarified the second note to Rule 144 to make it clear that the

newly acquired securities shall be deemed to have been acquired at the same time as the

. - 1
amendment to the options or warrants so long as the exercise itself was cashless.'®

150 See the Division of Corporation Finance’s letters to Morgan Stanley & Co., Inc. (June 30, 1993)

and Malden Trust Corporation (Feb. 21, 1989).

3 See comment letters on the 2007 Proposing Release from Cleary Gottlieb; Feldman; and

Richardson Patel. :

152 See comment letters on the 2007 Proposing Release from Cleary Gottlieb; Financial Associations;

Richardson Patel; and Weisman.

153 See comment letters on the 2007 Proposing Release from Cleary Gottlieb and Financial

Associations.

154 See comment letter on the 2007 Proposing Release from Sullivan.
133 See new Rule 144(d)(3)(x) and related notes.

See Note 2 to Rule 144(d)(3)(x).




. 5. Aggregation of Pledged Securities

In response to suggestions from commenters on the 1997 proposals, we proposed
in the 2007 Proposing Release to add a note that would how a pledgee of securities
should calculate the Rule 144(e) volume limitation condition.”” The note would codify
the Division of Corporation Finance’s position that, so long as the pledgees are not the
same “person” under Rule 144(a)(2), a pledgee of securities may sell the pledged
securities without having to aggregate the sale with sales by other pledgees of the same
securities from the same pledgor, as long as there is no concerted action by those
pledgees.158 As an example, assume that a security holder (the pledgor) pledges the
securities he owns in Company A to two banks, Bank X and Bank Y (the pledgees). If
the pledgor defaults:

‘ . Upon default, Bank X does not have to aggregate its sales of Company A
securities with Bank Y’s sales of Company A securities unless Bank X

and Bank Y are acting in concert, but

. Bank X individually still must aggregate its sales with the pledgor’s sales,
and
. Bank Y individually still must aggregate its sales with the pledgor’s sales.

Provided that the loans and pledges are bona fide transactions and there is no

concerted action among pledgees and no other aggregation provisions under Rule 144(¢)

157 Under the amendments that we are adopting, the volume limitations in Rule 144(e) would apply

only to affiliates.

158 See the Division of Corporation Finance’s Compliance and Disclosure Interpretations on Rule 144
(Updated April 2, 2007), at Section 216 (Rule 144(¢)(3)), Interpretation No. 216.01. See also the
Division of Corporation Finance’s letter to Standard Chartered Bank (June 22, 1987).
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. apply, w;: do not believe that extra burdens on pledgees to tra;:k and coordinate resales byl
| other pledgees are warranted.
We received no comments on this proposal, and we are adopting the amendment
to Rule 144(e), as proposed.'”’

6. Treatment of Securities Issued by “Reporting and Non-Reporting
Shell Companies”

A blank check company is a company that:

. Is in the development stage;

o Has no specific business plan or purpose, or has indicated that its business

plan is to merge with or acquire an unidentified third party; and
L Issues penny stock.'®
‘ Such companies historically have provided opportunity for abuse of the federal securities

laws, particularly by serving as vehicles to avoid tﬁe registration requirements of the
securities laws.'®" Rule 419 under the Securities Act'® was adopted in 1992 to control
the extent to which such companies are able to access funds from a public offering.

In 2005, we amended Securities Act Rule 405'% to define a “shell company” to
mean a registrant, other than an asset-backed issuer, that has:

(1) no or nominal operations; and

2) either:
) no or nominal assets;
19 See amendments to Rule 144(e)(3)(ii).
160 17 CFR 230.419. The term “penny stock” is defined in Exchange Act Rule 3a51-1 [17 CFR
' 240.3a51-1]. :
el See Release No. 33-6932 (Apr. 28, 1992) [57 FR 18037].
162 17 CFR 230.419.
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. . assets consisting solely of cash and cash equivalents; or
. assets consisting of any amount of cash and cash equivalents and nominal
other assets.'®*
On January 21, 2000, the Division of Corporation Finance concluded in a letter to
"NASD Regulation, Inc. that Rule 144 is not available for the resale of securities initially
issued by companies that are, or previously were, blank check companies.165 In an effort
to curtail misuse of Rule 144 by security holders through transactions in the securities of
blank check companies, we proposed to codify this posiﬁon with some modifications.
First, we proposed to modify the staff interpretation to address securities of all
companies, other than asset-backed issuers, that meet the definition of a shell company,
including blank check companies. The category of companies to whom the staff
‘ interpretation was proposed to apply is broader than the Rule 405 definition of a “shell
company,” however, as it would épply to any “issuer” meeting that standard, whereas the
Rule 405 definition refers only to “registrants.” For purposes of the discussion in this
release only, we call these companies, “reporting and non-reporting shell companiés.”

Under the proposed rule, a person who wishes to resell securities of a company that is, or

163 17 CFR 230.405.

164 See Release No. 33-8587 (Jul. 15, 2005) [70 FR 42234].

165 See the Division of Corporation Finance’s letter to Ken Worm, NASD Regulation, Inc. (Jan. 21,

2000). In that letter, the Division stated that “transactions in blank check company securities by
their promoters or affiliates . . . are not the kind of ordinary trading transactions between
individual investors of securities already issued that Section 4(1) [of the Securities Act] was
designed to exempt.” The Division stated its view that “both before and after the business
combination or transaction with an operating entity or other person, the promoters or affiliates of
blank check companies, as well as their transferees, are ‘underwriters’ of the securities issued. . . .
Rule 144 would not be available for resale transactions in this situation, regardless of technical

‘ compliance with that rule, because these resale transactions appear to be designed to distribute or
redistribute securities to the public without compliance with the registration requirements of the
Securities Act.”
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was, a reporting or a non-reporting shell company, other than a business combination
related shell company,166 would not be able to rely on Rul¢ 144 to sell the securities.

Several commenters provided comments on the proposal to codify this staff

_interpretation with some modification. Some commenters expressed support for the
proposed codification,'®” with one commenter noting that most micro-cap frauds result
from the purchase and sale of securities issued by shell companies.'*® Two commenters
expressed concern that expanding the staff interpretation to shell companies would
prohibit reliance on Rule 144 by security holders of businesses attempting to implement
real business plans that technically meet the definition of a shell company, but are not
blank check companies.169 One commenter recommended that the Commission only
preclude reliance on Rule 144 for the resale of securities if they were issued at the time
the issuer was a shell company.'”

We are adopting, as proposed, the amendment to prohibit reliance on Rule 144 for
the resale of securities of a company that is a reporting or a non-reporting shell
company.'”" Under the amended rules, Rule 144 will not be available for the resale of
securities initially issued by either a reporting or non-reporting shell company (other than

a business combination related shell company) or an issuer that has been at any time

tes A “business combination related shell company” is defined in Securities Act Rule 405 as a shell

company that is (1) formed by an entity that is not a shell company solely for the purpose of
changing the corporate domicile of that entity solely within the United States; or (2) formed by an
entity that is not a shell company solely for the purpose of completing a business combination
transaction (as defined in §230.165(f)) among one or more entities other than the shell company,
none of which is a shell company.

167 See, e.g., comment letters on the 2007 Proposing Release from Feldman; Financial Associations;

Parsons; Pink Sheets; and Williams.

168 See comment letter on the 2007 Proposing Release from Pink Sheets.

169 See comment letters on the 2007 Proposing Release from Sichenzia and Williams.

170 See comment letter on the 2007 Proposing Release from Sichenzia.
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previously a reporting or non-reporting shell company, unless the issuer is a former shell
company that meets all of the conditions discussed below.!”?

In another part of our proposal regarding the resale of securities of reporting and
non-reporting shell companies, we proposed to modify the staff interpretation to make
Rule 144 available for resales of securities of companies that were formerly shell
companies under provisions that are similar to other provisions that permit the use of a
Securities Act Form S-8!7 registration statement by reporting companies that were
former shell companies.174 Under the proposal, despite the general prohibition against
reliance on Rule 144 with respect to securities acquired by shell companies or former

shell companies, a security holder would have been able to resell securities subject to

Rule 144 conditions if the issuer:

o had ceased to be a shell company;
o is subject to Exchange Act reporting obligations;
o has filed all required Exchange Act reports during the preceding twelve

months; and

17 See new Rule 144(3).

172 Rule 144(i) does not prohibit the resale of securities under Rule 144 that were not initially issued

by a reporting or non-reporting shell company or an issuer that has been at any time previously
such an company, even when the issuer is a reporting or non-reporting shell company at the time
of sale. Contrary to commenters’ concerns, Rule 144(i)(1)(i) is not intended to capture a “startup
company,” or, in other words, a company with a limited operating history, in the definition of a
reporting or non-reporting shell company, as we believe that such a company does not meet the
condition of having “no or nominal operations.”

173 17 CFR 239.16b.

17 See Release No. 33-8587. These provisions are consistent with the Form S-8 provisions for shell

companies, except that Form S-8 requires a former shell company to wait 60 days, rather than 90
days, before it is able to use the form to register securities.
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o at least 90 days have elapsed from the time the issuer files “Form 10
iknformation” reflecting the fact that it had ceased to be a shell company
before any securities were sold under Rule 144.
“Form 10 information” is equivalent to information that a company would be required to
file if it were registering a class of securities on Form 10 or Form 20-F under the
Exchange Act.'” This information is ordinarily included in a Form 8-K if the former
shell company has been filing Exchange Act reports.176 As proposed, the Rule 144(d)
holding period for restricted securities sold under this provision would have commenced
at the time that the Form 10 information was filed.
We are adopting this part of the amendments, with some modification.'”” We
have modified the proposal to require at least one year to elapse after Form 10

information is filed with Commission before a security holder can resell any securities of

_ an issuer that was formerly a shell company subject to Rule 144 conditions. We believe

that the one-year period is necessary for investor protéction given the comments relating
to the abuse and micro-cap fraud occurring in connection with the securities of shell
companies. Both restricted securitiesv and unrestricted securities will be subject to the
same one-year waiting period. Thus, under the amendments that we are adopting, Rule
144 is available for the resale of restricted or unrestricted securities that were initially

issued by a reporting or non-reporting shell company or an issuer that has been at any

173 17 CFR 249.210 and 17 CFR 249.220f. In another Commission release, we are rescinding Form
10-SB [17 CFR 249.210b]. See SEC Press Release No. 2007-233 (Nov. 15, 2007), available at
http://www.sec.gov/news/press/2007/2007-233 .htm.

176 17 CFR 249.308. Items 2.01(f) and 5.01(a)(8) of Form 8-K require a company in a transaction
where the company ceases being a shell company to file a current report on Form 8-K containing
the information (or identifying the previous filing in which the information is included) that would
be required in a registration statement on Form 10 or Form 10-SB to register a class of securities
under Section 12 of the Exchange Act. '
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time previously a reporting or non-reporting shell company, only if the following

conditions are met:

The issuer of the securities that was formerly a reporting or non-reporting
shell company has ceased to be a shell company;

The issuer of the securities is subject to the reporting requirements of
Section 13 or 15(d) of the Exchange Act;

The issuer of the securities has filed all reports and material required to be
filed under Section 13 or 15(d) of the Exchange Act, as applicable, during
the preceding 12 months (or for such shorter period that the issuer was
required to file such reports and materiéls), other than Form 8-K reports
(§249.308 of this chapter); and

At least one year has elapsed from the time that the issuer filed current
Form 10 type information with the Commission reflecting its status as an

entity that is not a shell company.

One commenter requested clarification on when a Form 10 is deemed filed, if the staff is

undertaking a review of the filing, and recommended that the Form 10 should be deemed

filed when the information is filed initially with the Commission.'” To promote

consistency and to provide a date that security holders can rely upon, the Form 10

information will be deemed filed when the initial filing is made with the Commission,

rather than when the staff of the Division of Corporation Finance has completed its

177

178

See new Rule 144(i)(2).

See comment letter on the 2007 Proposing Release from Sichenzia.
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review of the filing or an amendment is made in response to staff comments, for purposes
of the amendments.'”

Some commenters recommended that we permit security holders of non-reporting
companies that have merged with a private operating company and therefore have ceased

to be shell companies to be able to rely on Rule 144."%

We are not adopting a provision
to permit this, because we believe that Form 10 type information and Exchange Act

reporting requirements are important in protecting against potential abuse.

7. Representations Required from Security Holders Relying on
Exchange Act Rule 10bS-1(c) : '

Rule 10b5-1"" under the Exchange Act defines when a purchase or sale
constitutes trading “on the basis of” material nonpublic information in insider trading
cases brought under Exchange Act Section 10(b)'* and Rule 10b-5.'%* Specifically, a
purchase or sale of a security of an issuer is “on the basis of” material nonpublic
informatiqn about that security or issuer if the person making the purchase or sale was
aware of the material nonpublic information when the person made the purchase or sale.
However, Rule 10b5-1(c) provides an affirmative defense that a person’s purchase or sale
was not “on the basis of” material nonpublic information. For this defense to be

available, the person must demonstrate that:

i” See new Rule 144(3i)(3).

180 See, e.g., comment letters on the 2007 Proposing Release from Charles Nelson; Tom Russell; and

Williams.
o 17 CFR 240.10b5-1.
182 15 U.S.C. 78j(b).
183 17 CFR 240.10b-5. As stated in Rule 10b5-1(a), the “manipulative and deceptive devices”

prohibited by Section 10(b) and Rule 10b-5 include, among other things, the purchase or sale of a
security of any issuer, on the basis of material nonpublic information about that security or issuer,
in breach of a duty of trust or confidence that is owed directly, indirectly, or derivatively, to the
issuer of that security or the shareholders of that issuer, or to any other person who is the source of
the material nonpublic information. o
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o before becoming aware of the rﬁaterial nonpublic information, he or she
had entered into a binding contract to purchase or sell the securities,
provided instructions to another pérsoh to execute the trade for the
instructing person’s account, or adopted a written plan for trading the
securities;

. the contract, instructions or written trading plan satisfy the conditions of
Rule 10b5-1(c); and

. the purchase or sale that occurred was pursuant to the contract, instruction,
or plan.

Form 144 requires a selling security holder to represent, as of the date that the
form is signed, that he or she “does not know any material.adverse infoﬁnation in regard
to the current and prospective operations of the issuer of the securities to b¢ sold which
has not been publicly disclosed.” The Division of Corporation F inance has indicated that
a selling security holder who satisfies Rule 10b5-1(c) may modify the Form 144
representation to indicate that he or she had no knowledge of material adverse
information about the issuer as of the date on which the holder adopted the written
trading plan or gave the trading instructions. In this case, the security holder must
specify that date and indicate that the representation speaks as of that date. 184

In order to reconcile the Form 144 representation with Rule 10b5-1, we proposed
to codify this interpretive position. Under the proposed amendments, Form 144 filers

would be able to make the required representation as of the date that they adopted written

84 See the Division of Corporation Finance’s Manual of Publicly Available Telephone

Interpretations, Fourth Supplement (May 30, 2001), at Rule 10b5-1; Form 144, Interpretation No.
2.
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trading plans or gave trading instructions that satisfied Rule 10b5-1(c). We did not
receive any comments spéciﬁcally on this proposal. We are adop;ing this amendment, as
proposed.»185

G. Amendments to Rule 145

Securities Act Rule 145'% provides that exchanges of securities in connection
with reclassifications of securities, mergers or consolidations or transfers of assets that
are subject to shareholder vote constitute sales of those securities. Unless an exemption
from the r¢gistration requirement is available, Rule 145(a) requires the registration of
these sales. Rule 145(c) deems persons who were parties to such a transaction, other than
the issuer, or affiliates of such parties to be underwriters. Rule 145(d) permits the resale,
subject to specified conditions, of securities received in such transactions by persons
deemed underwriters. In the 1997 Proposing Release, we proposed to eliminate the
presumed underwriter and resale provisions in Rule 145(c) and (d). Many commenters
supported the 1997 proposal.187

In the 2007 Proposing Release, we proposed amendments to Rule 145(c) and (d)
that would:

o Eliminate the presumed underwriter provision in Rule 145(c), except with

regard to Rule 145(a) transactions that involve a shell company (other than

a business combination related shell company);188 and

185 See amendments to Form 144.

186 17 CFR 230.145.

187 See comment letters on the 1997 Proposing Release from ABA; ASCS; AT&T; BG&E; Brobeck,
Phleger & Harrison, LLP (“Brobeck™); Corporate Counsel; Intel; NY Bar; NY City Bar; SIA;
Smith Bamney; Sullivan; and Testa Hurwitz.

188 The terms “shell company” and “business combination related shell company” are defined in

Securities Act Rule 405. See also Release No. 33-8587 (Jul. 15, 2005) {70 FR 42233].
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. Harmonize the requirements in Rule 145(d) with the proposed provisions
in Rule 144 that would apply to securities of shell companies.

Under the proposed rule, where a party to a Rule 145(a) transaction, other than the issuer,
is a shell company (other than a business combination related shell company), the party
and its affiliates could resell securities acquired in connection with the transaction only in
accordance with Rule 145(d).

Five commenters expressly supported the proposed changes to Rule 145."* Two
commenters requested that we reassess the impact of the proposed Rule 145 amendments
on the staff’s position that stock received in a reorganization that is exempt from

1% could be publicly resold

registration pursuant to Section 3(a)(10) of the Securities Act
pursuant to Rule 145(d)(2)."*!

After considering the comments, we believe that it is appropriate to adopt the
amendments to Rule 145, as proposed. The presumptive underwriter provision in Rule
145 is no longer necessary in most circumstances. However, based on our experience
with transactions involving shell companies that have resulted in abusive sales of
securities, we believe that there continues to be a need to apply the presumptive
underwriter provision to reporting and non-reporting shell companies and their affiliates

and promoters. We are amending Rule 145 to eliminate the presumptive underwriter

provision except when a party to the Rule 145(a) transaction is a shell company.'*?

189 See comment letters on the 2007 Proposing Release from ABA; Cleary Gottlieb; Fried Frank;

Financial Associations; and SCSGP.

190 15 U.S.C. 77¢c(a)(10).

" See comment letters on the 2007 Proposing Release from Barron and Fried Frank.

192 With respect to a transaction that is exempt from registration pursuant to Section 3(a)(10) of the

Securities Act that falls within Rule 145(a), if any party to the transaction is a shell company, then
any party to the transaction, other than the issuer, and its affiliates will be permitted to resell their
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Rule 145(c) now provides that any party, other than the issuer, to a Rule 145(a)
transaction involving a shell company (but not a business combination related shell
company), including any affiliate of such pérty, who publicly offers or sells securities of
the issuer acquired in connection with the transaction, will continue to be deemed an
underwriter.'*?

~ Under the amendments to Rule 145 that we are adopting, if the issuer has met the
reduirements of new paragraph (i)(2) of Rule 144,"* the persons and parties deemed
underwriters will be able to resell their securities subject to paragraphs (c), (e), (f), and
(g) of Rule 144 after at least 90 days have elapsed since the securities were acquired in
the transaction. After six months have elapsed since the securities wére acquired in the
Rule 145(a) transaction, the persons and parties will be permitted to resell their securities,
subject only to the Rule 144(c) current public information condition, provided that the
sellers are not affiliates of the issuer at the time of sale and have not been affiliates during
the three months before the sale. After one year has elapsed since the securities were
acquired in the transaction, the persons and parties will be permitted to resell their

securities without any limitations under Rule 145(d), provided that they are non-affiliates

at the time of sale and have not been affiliates during the three months before the sale.

securities in accordance with the restrictions of Ruie 145(d). Also, the staff intends to issue a
revised Staff Legal Bulletin No. 3 concurrently with the effective date of the amendments that we
are adopting that will address the treatment of parties to a transaction and their affiliates that have
acquired securities in a transaction exempt from registration pursuant to Section 3(a)(10) of the
Securities Act.

193 We are also adding the definition of “affiliate” to paragraph (e) and transferring the definition of

“party” from paragraph (c) to paragraph (e).

194 The requirement in the newly added Rule 144(i)(2) that Form 10 information be filed reflecting a

company’s status as no longer a shell company is fulfilled with respect to a Rule 145(a)
transaction through the filing of the registration statement.
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In addition, we are adopting, as proposed, a note to paragraphs (c) and (d) of Rule
145 that paragraph (d) is not available with respect to any transaction or series of
transactions that, although in technical compliance with the rule, is part of a plan or
scheme to evade the registration requirements of the Securities Act.'”> We have included
a similar statement in the Preliminaq Note to Rule 144. We also are adopting, as
proposed, the clarification to the language in Rule 145(d) regarding the securities that
were acquired In a transaction specified ih Rule 145(a)."?

H. Conforming and Other Amendments

1. Regulation S Distribution Compliance Period for Category Three
Issuers

The purpose of the distribution compliance period in Regulation $'*" is to ensure
that during the offering period and in the subsequent aftermarket trading that takes place .
offshore, the persons complying with the Rule 903'%® safe harbor (issuers, distributors
and their affiliates) are not engaged in an unregistered, non-exempt distribution of
securities into the United States capital markets. ' In the 2007 Proposing Release, we
requested comment on whether to amend Regulation S to conform the one-year
distribution compliance period in Rule 903(b)(3)(iii) for Category 3 issuers (U.S.-
reporting issuers) to the proposed six-month Rule 144(d) holding period, or to retain the

one-year distribution compliance period.

195 See new Note to Rule 145(c) and (d).

196 See amendments to Rule 145(d) relating to “securities acquired in a transaction specified in
paragraph (a) that was registered under the Act.”

197 17 CFR 230.901 through 230.905 and Preliminary Notes.

18 See 17 CFR 230.903.

19 See Release No. 33-7505.
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Several commenters recommended revising the Regulation S distribution
compliance period in Rule 903(b)(3)(iii) to coincide with the six-month holding period
under a revised Rule 144 .2° Commenters reasoned, among other things, that such a
revision is logical and would promote consistency among the rules.®! We did not
receive any comment letters objecting to such an amendment to Regulation S.

When Regulation S was amended in 1998, the distribution compliance period was
revised to coihcide with the Rule 144(d) holding period.202 In making this revision, we
noted that a distribution compliance period that is longer than the Rule 144 holding
period is unnecessary and could be. confusing to apply. For the same reason, we are
amending Regulation S to conform the distribution compliance period in Rule
903(b)(3)(iii) for Category 3 reporting issuers to the amendments to the Rule 144 holding
period.”® As a result, US reporting issuers will be subject to a distribution compliance
period of six months under Regulation S.

2. Underlying Securities in- Asset-Backed Securities Transactions

In 2004, we adopted Securities Act Rule 190 to clarify when registration of the
sale of underlying securities in asset-backed securities transactions is required.”® One of
the basic premises underlying asset-backed securities offerings is that an investor is
buying participation in the underlying assets. Therefore, if the assets being securitized

are themselves securities under the Securities Act (commonly referred to as a

200 See comment letters on the 2007 Proposing Release from ABA; Cleary Gottlieb; Financial

Associations; Fried Frank; Herbert Smith CIS LLP (“Herbert Smith™); London Forum; Parsons;
and Sullivan.

o See, e.g., comment letters on the 2007 Proposing Release from Cleary Gottlieb; Financial

Associations; and London Forum.
w0 See Release No. 33-7505.
203 See amendments to Rule 903(b)(3) of the Securities Act.
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“resecuritization”), the offering of the underlying securities must itself be registered or
exempt from registration under the Securities Act. Rule 190 provides the framework for
deteﬁnining if registration of the sale of these underlying assets is required at the time of
the registered asset-backed securities offering.

One of the requirements of Rule 190 is that the depositor must be free to publicly
resell the securities without registration under the Securities Act.’”> Before the
amendments that we are adopting, this provision noted as an example that if the
underlying securities are Rule 144 restricted securities, under the conditions of the
previous Rule 144(k), at least two years must have elapsed from the date the underlying
securities were acquired from the issuer, or an affiliate of the issuer, and the date they are
pooled and resecuritized pursuant to Rule 190.

The changes to Rule 144 with no concurrent revision to Rule. 190 would have
allowed privately placed debt or other asset-backed securities to be publicly resecuritized
in as little as six months after their original issuance without registration of the
underlying securities.’®® Given that Rule 190 addresses the public distribution of
privately placed securities via resecuritization transactions, we proposed to revise Rule
190 to retain the current two-year period for resecuritizations that do not require
registration of the underlying securities.””’

A particular issuance of asset-backed securities often involves one or more

publicly offered classes (e.g., classes rated investment grade) as well as one or more

204 17 CFR 230.190 and Release No. 33-8518.
205 17 CFR 230.190(a)(3).

206

Although the asset-backed securities we are discussing may be privately placed, the issuing trust
will have also registered the sale of other asset-backed securities and may have a reporting -
obligation under Section 15(d) of the Exchange Act for some time.




privately placed classes (e.g., non-investment grade subordinated classes). In most
instances, the subordinated classes act as structural credit enhancement for the publicly
offered senior classes by receiving payments after, and therefore absorbing losses before,
the senior classes. These unregistered asset-backed securities are typically rated below
investment grade, or are unrated, and as such could not be offered on Form S-3. They
typically are not fungible with registefed securities from the same offering and are held
by very few investors. Further, the trust or issuing entity usually ceases reporting under
the Exchange Act with respect to the publicly offered classes after its initial Form 10-K is
filed. We understand that the privately placed subordinated securities in these
transactions are often the types of securities that are pooled and resecuritized into new
asset-backed securities.?%®

One commenter provided comments on the proposal to retain the two-year period
for resecuritizations that do not require registration of the underlying securities.””® The
commenter submitted that the proposed two-year holding period for resecuritizations
should be shortened to no more than six months (or twelve months, if tolling were to be
reinstituted). With respect to non-asset-backed securities (e.g., corporate debt), the
commenter stated that we should permit securitization without registration during the

revised period, as these securities face fewer complications and are not the focus of our

concems.

207 This change would not in any way impact the disclosure requirements for resecuritizations.

208 See Saskia Scholtes, Left in the Dark on Debt Obligations, FT.com (Mar. 27, 2007) (describing
privately placed collateralized debt obligations (CDOs) vehicles used to repackage portfolios of
other debt and noting that “the biggest category of deals, at 44%, consisted of CDOS backed by
asset-backed securities such as those backed by subprime mortgages”).

29 See comment letter on the 2007 Proposing Release from Financial Associations.
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Due to the particular circumstances of asset—backed securities and our experience
with a two-year period under both Regulation AB and the prior staff positions that were
codified by those rules, we are not making any changes to shorten the current two-year
holding period for restricted securities that are to be resecuritized in publicly registered
offerings. In light of the changes that we are making to Rule 144, we are amending Rule
190 to provide that if the underlying securities are restricted securities, Rule 144 is
available for the sale of the securities in the resecuritization, if at least two years have
elapsed since the later of the date the securities were acquired from the issuer of the
underlying securities or from an affiliate of the issuer of the underlying securities.”'® Of
course, the uhderlying securities could still be resecuritized if they do not meet this
requirement; their sale would need to be concuryently registered with the offering of the
asset-backed securities on a form for which the offering of the class of underlying
securities would be eligible. In addition, nothing in Rule 190, as amended, will lengthen
the six-month holding period of the underlying securities under Rule 144 for resales other
than in connection with publicly registered resecuritizations.

3. Securities Act Rule 701(g)(3)

Securities Act Rule 701(g)(3)*"! outlines the resale limitations for securities
issued under Rule 701. The limitations for resales by non-affiliates includes references to
paragraphs (e) and (h) of Rule 144, which under the amendments that we are adopting no
longer apply to resales by non-affiliates. We received one comment on the conforming

change, and the commenter concurred with the proposed amendment to Securities Act

210 See amendments to Rule 190(a) of the Securities Act.

2 17 CFR 230.701(g)(3).
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Rule 701(g)(3).2"* Accordingly, we believe that it is appropriate to conform the resale
restrictions of securities acquired pursuant to employee benefit plans under Rule 701 of
the Securities Act. We are adopting the amendment to remove references to Rﬁle 144(e)
and (ﬁ) from Rule 701.2"

III.  Paperwork Reduction Act

A. Background

Our amendments contain “collection of information” requirements within the
meaning of the Paperwork Reduction Act of 1995 (“‘PRA™).2 We submitted the
amendments to Form 144 to the Office of Management and Budget (OMB) for review in
accordance with the PRA.?” OMB has approved the revision. The title for the
information collection is “Notice of Proposed Sale of Securities Pursuant to Rﬁle 144
under the Securities Act of 1933” (OMB Control No. 3235-0101). An agency>may not
conduct or sponsor, and a person is not required to respond to, a collection of information
uniess it displays a current valid control number.

The primary purpose of this collection of information is the disclosure of a
proposed sale of securities by security holders deemed not to be engaged in the
distribution of the securities and therefore not underwriters. Form 144 may be filed in
paper or electronically using the EDGAR filing system. Form 144 filings are publicly

available. Persons reselling securities in reliance on Rule 144 are the respondents to the

22 See comment letter on the 2007 Proposing Release from ABA.

23 See amendments to Rule 701(g)(3) of the Securities Act.
2 44 U.S.C. 3501 et seq.

213 See 44 U.S.C. 3507 and 5 CFR 1320.11.
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information required by Form 144. The information collection requirements imposed by
Form 144 are mandatory.

B. Summary of Amendments

In the 2007 Proposing Release, we proposed an amendment to the Form 144 filing
requirement to eliminate the need for ﬁon-afﬁliates of the issuer to file Form 144 in order
to sell their securities under Rule 144. In addition, the proposal would have raised the
filing threshold for Form 144 to 1,000 shares or $50,000 worth of securities during a
three-month period. Currently, the Form 144 filing threshold is S00 shares or $10,000.
The proposed amendments also included two other minor changes to Form 144.%'6

The 2007 Proposing Release included a PRA analysis. We received one comment
letter addressing this analysis. The commenter noteci that our estimate of burden hours
necessary to complete a notice on Form 4 is 0.5 hours, while we estimate that it takes 2.0
burden hours to complete Form 144.2"" This commenter believed our estimates for the
two forms should be comparable. Because this commenter estimated that it takes only
three minutes on average to key and proof Form 144 data items, the commenter believed
that 0.5 hours is probably a more accurate estimate of the burden hours needed to
complete the Form 144.

In addition, in response to comment, we are raising the thresholds that trigger a

Form 144 filing requirement to 5,000 shares or $50,000 of securities within a three-

216 We proposed to amend Form 144 to include information regarding security holders’ hedging

activities and to allow security holders to represent that they do not know of material adverse
information about the company as of the date they adopt a plan under Exchange Act Rule 10b5-1.
We are adopting the amendment to Form 144 regarding the representation that the security holder
does not know of material adverse information about the company as of the date that he or she
adopts a plan under Exchange Act Rule 10b5-1.

27 See comment letter on the 2007 Proposing Release from Washington Service on PRA estimates

(“WS 17).
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month period, from the proposed thresholds of 1,000 shares or $50,000. Therefore, we
are adjusting our paperwork burden estimates for Form 144.

C. Revised Burden Estimates

Duf: to comment and the (;hanges that we are adopting, we are publishing revised
burden estimatgs for Form 144. Currently, we estimate that 60,500 notices on Form 144
are filed annually for a total burden of 121,000 hours.>'® As noted in the proposing
release, the amendments that eliminate the need for non-affiliates to file Form 144 notices
will decrease the annual Form 144 filings by approximately 45%. As aresult, we
estimate that the number of annual Form 144 filings will be reduced from 60,500 filings
to 33,373 filings.?"

In addition, we estimate that increasing the Form 144 filing thresholds from 500
shares or $10,000 to 5,000 shares or $50,000 will further reduce the number of Form 144
filings that we receive annually by approximately 30% (10,012 fewer filings).” After
considering the comment letter that we received on the current PRA estimate for Form
144, we estimate that each notice on Form 144 imposes a burden for PRA purposes of
one hour. Therefore, under these revised estimates, the amendments that we are adopting
will reduce the burden on selling security holders who sell the securities under Rule 144
by a total of approximately 37,139 burden hours.

D. Solicitation of Comments

Pursuant to 44 U.S.C. 3506(c)(2)(A), we request comments to (1) evaluate

whether the proposed collection of information is necessary for the proper performance

28 This reflects current OMB estimates.

29 The Office of Economic Analysis obtained data from the Thomson Financial Wharton Research

Database. The estimate is based on information contained in notices on Form 144 filed in 2005.
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. of the functions of the agency, inclﬁding whether the information would have practical
utility; (2) evaluate the accuracy of our estimate of the burden of the proposed collection
of information; (3) determine whether there are ways to enhance the qﬁality, utility and
clarity of the information to be collected; and (4) evaluate whether there are ways to
minimize the burden of the collection of information on those who are to respond,
including through the use of automated collection techniques or other forms of
information technology.

Persons submitting comments on the collection of information requirements
should direct the comments to the Office of Management and Budget, Attention: Desk
Officer for the Securities and Exchange Commission, Office of Information and
Regulatory Affairs, Washington, DC 20503, and should send a C(;py to Nancy M. Morris,

‘ Secretary, Securities and Exchange Commission, 100 F Street, NE, Washington, DC
20549-9303, with reference to File No. S7-11-07. Requests for materials submitted to
OMB by the Commission with regard to these collections of information should be in
writing, refer to File No. S7-11-07, and be submitted to the Securities and Exchange
Commission, Public Reference Room, 100 F Street, NE, Washington, DC 20549-0609.
OMB is required to make a decision concerning the collection of information between 30
and 60 days after publication of this release. Consequently, a comment to OMB is best

assured of having its full effect if OMB receives it within 30 days of publication.

220 This estimate is based on information contained in notices on Form 144 filed in 2005.
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IV.  Cost-Benefit Analysis

A. Background

Rule 144 under the Securities Act of 1933 creates a safe harbor for the sale of
securities under‘the exemption set forth in Section 4(1) of the Securities Act.
Specifically, a selling security holder is deemegi not to be an underwriter under Section
2(a)(11), and therefore may take advantage of the Section 4(i) exemption and need not

| register its sale of securities, if the sale complies with the provisions of the rule.
Securities Act Rule 145 requires Securities Act registration of certain types of business
combination transactions, unless an exemption from the registration requirement is
available. Rule 145 contains a safe harbor provision isimilar to Rule 144 for presumed
underwriters who receive securities in such a business combination transaction. Form
144 is required to be filed by persons intending to sell securities in reliance on Rule 144
if the amount of securities to be sold in any three-month period exceeds specified
thresholds. The primary purpose of the form is to publicly disclose the proposed sale of
securities by persons deemed not to be engaged in the distribution of the securities.

B. Description of Amendments

We are adopting, substantially as proposed, amendments to Rule 144, Rule 145,
and Form 144 that will accomplish the following:

o Simplify the Preliminary Note to Rule 144 and the text of Rule 144, using

plain English principles;

. Shorten the Rule 144(d) holding period for restricted securities of

Exchange Act reporting issuers to six months for both affiliates and non-

affiliates;
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. ’ . Significantly reduce requirements applicable to non-affiliates of reporting

and non-reporting issuers so that:

Non-affiliates of reporting issuers will be subject only to the current
public information requirement after meeting the six-month holding
period for restricted securities of these issuers and up until one year
since the date they acquired the restricted securities from the issuer or
affiliate of the issuer; and

Non-affiliates of non-reporting issuers will be able to resell restrictea
securities of these issuers after satisfying a one-year holding period

without having to comply with any other condition of Rule 144;

* For affiliate sales’:

Revise the “manner of sale” limitations,

Eliminate the “manner of sale” limitations with respect to debt
securities,

Raise the volume limitations for debt securities, and

Increase the thresholds that trigger a Form 144 filing requirement;

. Codify staff interpretive positions, as they relate to Rule 144, concerning

the following issues:

Inclusion of securities acquired in a transaction under Section 4(6) of
the Securities Act in the definition of “restricted securities,”

The effect that creation of a holding company structure has on a
security holder’s holding period,

Holding periods for conversions and exchanges of securities,
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. e Holding periods for cashless exercise of options and warrants,

e Aggregation of a pledgee’s resales with resales by other pledgees of
the same security for the purpose of determining the amount of
securities to be sold,

o The extent to which securities issued by reporting and non-reporting
shell companies are eligible for resale under Rule 144, and

e Representations required from security holders relying on Excflange
Act Rule 10b5-1(c); and

J Eliminate the presumptive underwriter provision in Securities Act Rule

145, except for transactions involving a shell company, and revise the
resale provisions for presumed underwriters in that rule.
‘ C. Benefits
We believe that the amendments will reduce the cost of complying with Rules
144 and 145. We examined the Forms 144 that were filed with the Commission since
1997.2' 1n 2006, the volume of transactions filed under Rule 144 exceeded $71 billion,
and more than 50% of U.S. public companieé, large and small alike, every year have had
at least one transaction reported oﬁ Form 144. Reducing the burden associated with these
transactions can reduce the cost of capital to these companies.
One item on Form 144 requires security holders to provide information on the
nature of the acquisition transaction. Some Form 144 filers acquire their securities from
the issuer as a private investment, while others receive the securities as part of their

employee awards, or as a form of payment for services to the issuer. Reducing the
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burden associated with selling these securities not only can reduce the cost of raising
capital, but also may increase the value of these securities in non-césh transactions and
thereby may reduce the cost of services and employment.

For the most part, transactions that have been reported on Form 144 have been
srﬁall. In 2006, about 90% of the transactions had a market value of less than $2 million
and 99% of these transactions had a market value of less than $20 million. More than
half of the investors report total annual transactions of a market value of less than
$240,000 with any specific issuer. Thus, reducing the costs associated with filing Form
144 and raising the thresholds that trigger a Form 144 filing requirement are likely to
affect a large number of investors.

We expect that the increase in the value of these securities will come from several
sources under the amendments we are adopting. The first is the increase in the liquidity
of the securities. Investors, suppliers, or employees who are restricted from seIling
securities and who cannot hedge their positions are generally exposed to more risk than
those who are not subject to such limitations, and generally require higher compensation

222
k.

(or a larger discount with respect to the securities) for this ris We also should expect

These filings were obtained through Thomson Financial’s Wharton Research Database which
includes Forms 144 filed from 1996 through 2007. '

2 There is also evidence that the non-trading period is associated with the premium that investors

charge for lack of liquidity. See, for example, Silber, W.L., Discounts on restricted stock: The
impact of illiquidity on stock prices, Financial Analysts Journal, 47, 60-64 (1991). Several studies
have attempted to separate the discount associated with the non-transferability of the shares from
other factors that affect the discount. See, e.g., Wruck, K. H., Equity Ownership Concentration
and Firm Value, Evidence from Private Equity Financings, Journal of Financial Economics, 23, 3-
28 (1989); Hertzel, M., and R. L. Smith, Market Discounts and Shareholder Gains for Placing
Equity Privately, Journal of Finance, 459-485 (1993); Bajaj, M., Denis, D., Ferris, S.P., and A.
Sarin, Firm Value and Marketability Discounts, Journal of Corporate Law, 27, 89-115 (2001);
Finnerty, J.D., The Impact of Transfer Restrictions on Stock Prices (Fordham U. Working Paper,
2002). The average discounts attributed to lack of transferability across these studies is estimated
between 7% and 20%. Among the other factors that could affect the discount are the amount of
resources that private investors need to expend to assess the quality of the issuing firm or to
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that the longer the non-trading period, the higher the premium that investors will charge
for their lack of liquidity.?” Thus, reducing the time limit for selling these securities in
the market is likely to reduce the discount that investors will charge for these securities,
or the amount of securities that the issuer will need to provide for services. The actual
reduction in this cost of capital will depend on the extent to which the six-month limit has
a binding impact on security holders’ decisions to resell their securities, and the extent to
which investors, employees, or service providers can protect themselves against such |
exposure.

Commenters expressed support for the belief that the proposals would increase
liquidity for issuers and make capital investment more attractive without sacrificing
investor protection.”** Some commenters also stated that the proposals would decrease
the cost of capital for smaller companies.””> One commenter noted that if the proposals
are adopted, companies will have greater financing options, which will save them time
and resources.”*® One commentér noted that the reduction of the holding period
requirement will reduce costs involved in any private investment in public equity

. . . . . . . . . .22
financings, since investors will be incurring less risk in holding restricted securities.””’

monitor the firm, the ability of the investors to diversify the risk associated with the investment,
whether the investors are cash constrained, and the financial situation of the firm.

2 We are not aware of any empirical work that examines the effect of shortening the holding period

in Rule 144 on the discount. Longstaff calculates an upper bound for percentage discounts for
lack of marketability. According to his model, drops in a restriction from two years to one year
and from one year to 180 days are each associated with a 30% drop in the discount. Longstaff, F.
A., How Much Can Marketability Affect Security Values?, Journal of Finance, 50, 1767-1774
(1995).

See, e.g., comment letters on the 2007 Proposing Release from Financial Associations; Richardson
Patel; and Roth. '

225 See, e.g., comment letters on the 2007 Proposing Release from Pink Sheets and Sichenzia.

26 See comment letter on the 2007 Proposing Release from Parsons.

27 See comment letter on the 2007 Proposing Release from Weisman.
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Also, resale transactional costs for non-affiliate selling security holders should
decrease as a result of the removal of all conditions other than the holding period
condition and the current public information condition applicable to non-affiliates of
reponiﬁg issuers. Reducing restrictions on resales by non-affiliates should streamline the
rule and reduce the complexity of the rule. This and other simplifications of Rule 144
and its Preliminary Note should make it easier to understand and follow, reducing the
time that investors must spend analyzing whether or not they can rely on the rule as a safe-
harbor from the requirement to register the resale of their securities. The differences in
holding period conditions between resales of securities of reporting issuers and resales of
securities of non-reporting issuers, however, adds some complexity to the rule that may
diminish the effect of simplifying other aspects of the rule.

Under the amendments, non-affiliates no longer are required to file Form 144 or

~ comply with the manner of sale requirements and volume limitations, after the Rule

144(d) holding period requirement is met. Therefore, they will save the cost of preparing
and filing Form 144, as well as the transactional costs related to complying with the
manner of sale requirements and volume of sale limitations. As noted above, we estimate
that the amendments reducing the restrictions applicable to non-affiliates will decrease
the annual Form 144 filings by approximately 45%.

In addition, the increase in the Form 144 filing thresholds should further reduce

the number of transactions for which Form 144 needs to be filed for proposed sales of

_securities held by affiliates of the issuer. This will eliminate the cost of preparing and

filing the form for transactions that fall below the new thresholds.
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The elimination of the manner of sale requirements, combined with the relaxation
of volume limitations, applicable to resales of debt securities will reduce costs for debt
security holders. It is difficult to estimate the amount of reduction. Among the Forms
144 filed with the Commission in 2005, we found at least 200 filings covering a sale of
debt securities, although we believe the actual number of debt securities resales relying
on Rule 144 may be highér than this.”*® The elimination of the manner of sale
requirements for resales of debt securities may also reduce brokers’ fees and, therefore,
result in a reduction of revenue for brokers.

In the 2007 Proposing Release, we requested comment on whether to eliminate
the manner of sale requirements also for resales of equity securities. After considering
the comments, we are retaining and amending the manner of sale requirements for resales
of equity securities by affiliates. We believe that the amendments we are adopting will
benefit investors and companies by modernizing Rule 144 so that it better reflects current
trading practices and venues for sales of securities.””

The codification of existing staff interpretive positions should not create added
cost to companies or investors because, substantively, there is no expected change in

230

practice as a result of the codification.”” However, these codifications should provide

28 We base the estimate on number of filings that indicated that the securities were debt securities in

the section of Form 144 that requests information on the nature of the acquisition transaction.

2 For example, under the amendments, the posting of bid and ask prices in alternative trading

systems will not be considered a solicitation proscribed by Rule 144(g), provided that the broker
has published bona fide bid and ask quotations for the security in the alternative trading system on
each of the last twelve days. As noted above, trading in alternative trading systems has become

_ increasingly common such that, in the second quarter of 2007, alternative trading systems handled
approximately $1.3 trillion in volume of matched orders. We obtained this data from information
provided in Form ATS-R Quarterly Reports.

20 We are, however, modifying the staff interpretation relating to the treatment of reporting and non-

reporting shell companies to allow resales of securities of former shell companies one year after
Form 10 information is filed reflecting the issuer of the securities has ceased to be a shell
company.

70




substantial benefit to the investing community by clarifying and better publicizing the
staff’s positions. Greater clarity and transparency of our rules shoﬁld reduce security
holders’ transactional costs by eliminating uncertainty and reducing the need for legal
analysis. We received one comment letter in support of this reasoning, noting that
codification of the staff’s interpretive position§ should help to resolve any lingering
confusion and assist in making Rule 144 more readily understandable to market
participants.”®' Another commenter noted that the codification of staff interpretations
should reduce legal research costs for those who are considering the question for the first
time.?

The amendments to Rule 145 remove what we believe are unnecessary restraints
on the resale of securities by parties, of their affiliates, to a merger, recapitalization, or
other transaction listed in Rule 145(a). The amendments to Rule 145 will reduce costs
incurred by companies, parties to the transaction, and their affiliates to comply with the
resale and other restrictions of the rule. Retaining the presumptive underwriter provision
for transactions involving shell companies is intended to preserve for investots protection
against manipulative practices or abusive sales by parties to the transaction and their
affiliates after the completion of the Rule 145 transaction.

D. Costs

Relative to other options, the choice to register equity securities is attractive to
issuers, because issuers can assure investors that there will be a liquid aftermarket for
their equity securities. However, in the 2007 Proposing Release, we noted that reducing

the requirements under Rule 144 might also cause a substitution effect, where companies

B See comment letter on the 2007 Proposing Release from Financial Associations.
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might choose to rely more on private transactions than on public transactions to raise

capital. Also, reducing the requirements under Rule 144 could also lead to the movement
of eertain investors from public transactions to private transactions.

We also acknowledge that there is the risk that the market will not be informed
about the nature of these transactions, given that these transactions are not required to be
registered and given the changes to the Form 144 filing requirements. The market may
also be less informed, given that restricted securities of reporting companies could be
resold by non-affiliates earlier without satisfying the condition that currént information
on the issuer of the securities be publicly available, and restricted securities of non-
reportingv companies could be resold by non-affiliates without current information on the
issuer ever being publicly available. This, in return, could lead to a less efficient price
formation. Direct negotiated deals with companies could also lead to informational
advantage of some investors. The effect of the amendments on these moveménts and
their effect on investor wealth or on issuers’ cost of capital are thus subject to many
factors.

Under the amendments we are adopting, with respect to securities of reporting
issuers, after the six-month holding period is satisfied, non-affiliates of the issuer will be
subject, for an additional six months, only to the condition requiring the availability of
adequate current information on the issuer. After one year, non-affiliates of both
reporting and non-reporting issuers will be permitted to sell their restricted securities
freely without being subject to any other Rule 144 condition. We received comments in

support of the proposed amendments regarding non-affiliates, as well as a few comments

2 See comment letter on the 2007 Proposing Release from ABA.
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objecting to some of the changes. Some commenters objected to the aspect of the
proposed amendments that would allow non-affiliates to resell their restricted securities
after the holding period without being required to comply with the manner of sale
re:(.luirements,233 or the Form 144 filing requirement,”** for an additional year. Another
commenter was concerned that, for sales of securities ofa non-reporting} company,
relieving non-affiliates from compliance with Rule 144’s existing conditions, including

235 We did not receive

the current public information condition, would lead to abuse.
comments quantifying the effect of the proposed amendments on investor wealth or on
cost of capital.

While we acknowledge that these are potential costs of the amendments that we
are adopting, we continue to believe that they are justified by the potential benefits of the
amendments and may not be significant in the aggregate. As stated in the 2007
Proposing Release, there is some evidence that, on average, the announcement of resales
under Rule 144 by security holders has no adverse effect on stock prices, suggesting that
the market does not attribute an informatiqnal advantage to these security holders at the
time of selling.236 Second, the rule, as amended, continues to impose several conditions
to selling restricted securities by afﬁliated investors to alleviate these concerns.

One commenter expressed concern about the extent of the reduction of the

restrictions for non-affiliates and contended that the changes will shift the market value

of a company’s securities away from the security holders who have held the securities for

23 See comment letter on the 2007 Proposing Release from Brill 1.

B4 See comment letters on the 2007 Proposing Release from Brill 1 and WS 2.

s See comment letter on the 2007 Proposing Release from Brill 1.

26 Osborne, Alfred E., Rule 144 Volume Limitations and the Sale of Restricted Securities in the
Over-The-Counter Market, Journal of Finance, 37, 505-523 (1982).
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a longer timé period and “into the pockets of the security holders” who are able to sell
their securities without limitation after holding them for six months.”*” However, we
believe that the possible impact that such a change could have is likely temporary and not
significant. Also, to the extent that privately negotiated deals give private investors
lucrative terms at the expense of public investors, public investors may avoid such
companies, and these companies may eventually be worse off.

V. Promotion of Efficiency, Compgtition and Capital Formation

Securities Act Section 2(b)>* requires ué, when engaging in rulemaking that
requires us to consider or determine whether an ac}ion 1s necessary or appropriate in the
public interest, to consider in addition to the protection of investors whether the action
will promote efficiency, competition, and capital formation.

The amendments are intended to reduce regulatory requirements for the resale of
securities and simplify the process of reselling such securities. Before today’s |
amendments, a security holder who wished to rely on the Rule 144 safe harbor for the
resale of restricted securities had to wait until at least one year after the securities were
last sold by the issuer or an affiliate before any securities could be sold under Rule 144.
The amendments to Rule 144 will reduce this holding period requirement to six months
for the resale of restricted securities of Exchange Act reporting companies. Restricted
securities of non-reporting companies will continue to be subject to a one-year holding
period requirement.

After considering _the comments on the 2007 Proposing Release, we continue to

believe that the shorter holding period requirement for restricted securities of reporting

»7 See comment letters on the 2007 Proposing Release from NASAA.
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companies will increase the liquidity of securities sold in private.transactions.23 ® This
could result in increased efficiency in securities offerings to the extent that companies are
able to sell securities in private offerings at prices closer to prices that they may obtain in
public markets, without the need to register those securities, and otherwise obtain better
terms in private offerings. We also belieye that this will promote capital formation,
particularly for smaller companies, because the amendments will increase the liquidity of
securities sold in private traﬁsactions. The amendments should increase a company’s
ability to raise capital in private securities transactions, which may improve the
competitiveness of those companies, particularly smaller businesses that do not have
ready access to public markets.

The other amendments to Rule 144 generally also should increase efficiency and
assist in capital formation. We believe that the eliminatibn of most of the Rule 144
conditions applicable to non-affiliates may further increase the liquidity of privately sold
securities. We anticipate that the elimination of the manner of sale requirements for debt
securities and the amendments to the volume limitations will provide debt security
holders with greater flexibility in the resale of their securities, thereby increasing
efficiency.

As noted above, several commenters supported the proposed amendments because
they promote capital formation, noting that they enhance the ability to raise capital for
issuers, and, in particular, smaller issuers.?*® One commenter, however, noted that the

codification of the staff interpretation relating to reporting and non-reporting shell

238 15 U.S.C. 77b(b).

9 See Section IV.C of this release.
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. 242

companies will adversely affect small business capital formation.”*! We are, however,
modifying the staff interpretation to permit resales of securities of former reporting and
non-reporting shell companies under certain circumstances. Also, we believe that the
impact on small business capital formation due to the amendments will be limited, given
that we believe there will not be a substantial change in existing practices, and the interest
of investor protection is paramount where we believe fhere may be significant potential
for abuse.

Several commenters noted in their letters that the Form 144 filing requirement
imposes a burden on selling security holders.*** Raising the Form 144 filing thresholds
should also improve efficiency by reducing security holders’ paperwork burden.

Under the amendments to Rule 145, individuals and smaller entities owning
securities in companies that engage in transactions specified in Rule 145(a) will no longer
be subject to the presumptive underwriter provision, except in the case of transactions
involving a shell company. These amendments shotld improve the competitiveness of
many smaller entities in permitting them to resell securitiés without the restrictions that

were imposed by the rule before the amendments that we are adopting.

20 See, e.g., comment letters on the 2007 Proposing Release from Financial Associations; Pink

Sheets; Richardson Patel; Roth; and Sichenzia.

2 See comment letter on the 2007 Proposing Release from Williams.

See, e.g., comment letters on the 2007 Proposing Release from Fried Frank and SCSGP. Some
commenters even supported eliminating the Form 144 filing requirement for both affiliates and
non-affiliates. See comment letters from ABA; BAIS; SCSGP; and Sullivan.
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VI.  Final Regulatory Flexibility Analysis

We have prepared this Final Regulatory Flexibility Analysis in accordance with
Section 603 of the Regulatory Flexibility Act.**® This analysis relates to the amendments
to Rules 144 and 145 and Form 144 under the Securities Act. An Initial Regulatory
Flexibility Analysis (IRFA) was prepared in accdrdance with the Regulatory Flexibility
Act in conjunction with the 2007 Proposing Release. The 2007 Proposing Release
included, and solicited comment on, the IRFA.

A. Reasons for, and Objectives of, the Amendments

On July 5, 2007, we proposed amendments to Rules 144 and 145 of the Securities
Act.*** Rule 144 provides a safe harbor for the sale of securities under the exemption set
forth in Section 4(1) of the Securities Act. Ifa selling security holder satisfies the Rule
144 conditions, that selling security holder may resell his or her securities publicly
without registration and without being deemed an underwriter.

Rule 145 governs the offer and sale of certain securities received in connection
with reclassifications, mergers, consolidations and asset transfers. It imposes restrictions
similar to Rule 144 on a party to such transactions and to persons who are affiliates of
that party at the time the transaction is submitted for vote or consent, with regard to
securities acquired in that transaction.

Under the amendments we are adopting, Form 144 is required to be filed by
affiliates of the issuer intending to sell securities in reliance on Rule 144 if the amount of
securities to be sold in any three-month period exceeds 5,000 shares or other units or the

aggregate sales price exceeds $50,000. The primary purpose of the form is to publicly

23 5U.8.C. 603.
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disclose the proposed sale of securities by persons who, under Rule 144, are deemed not
to be engaged in the distribution of the securities.

We are amending Rule 144 to make it easier to understand and apply. We are
streamlining both the Preliminary Note to Rule 144 and the Rule 144 text. In addition to
codifying several staff interpretive positions, the amendments will reduce the Rule 144
holding period requirement and substantially reduce other Rule 144 conditions for the
resales of securities by non-affiliates.

The reduction of the Rule 144 holding period requirement for restricted securities
of reporting companies for affiliates and non-affiliates should increase the liquidity of
privately issued sécurities, enabling companies to raise private capital more efficiently.
Although the codification of several staff interpretive positions is not intended to
substantively change the rules, this should simplify analysis under Rule 144 by compiling
these interpretations in one readily accessible location. The objectives of the
amendments are to simplify Rule 144, to reduce its burdens on investors where consistent
with investor protection, and to facilitate capital formation.

The amendments that increase the share and dollar thresholds that trigger a Form
144 filing take into account the effects of inflation since 1972. The amendments to thé
Form 144 filing requirements will eliminate much of the paperwork burden for selling

security holders.

o See Release No. 33-8813.
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B. Significant Issues Raised by Comments

Some commenters stated that the proposals would facilitate capital raising for
smaller companies without compromising investor protection.”*> One commenter noted
that the elimination of the restrictions applicable to non-affiliates would save countless
dollars and wasted rfv:sources.246 On the other hand, one comrnente'r that opposed the
shortened holding periods stated that undef the amendments, companies, especially small
companies, will avoid registration on the federal and state level.”*” We acknowledge that,
while this may be a potential cost of shortening the holding period, a six-month holding
period is a reasonable indication that the security holder has assumed sufficient economic
risk in the securities. Further, the potential cost caused by the amendments is justified by
the potential benefits relating to capital formation that we believe will result from the
amendments.

Some commenters had concerns about the codification of the staff interpretation
that prohibits security holders of shell companies or former shell companies from relying
on Rule 144 for the resale of their securities. Three commenters expressed concern that
under the proposed amendments, security holders of non-reporting shell companies
would not be able to rely on Rule 144.2*® Two commenters were concerned that this
could reduce funding for and penalize smaller companies.**® We believe that the

amendments relating to the use of Rule 144 for the resale of securities of shell companies

25 See, e.g., comment letters on the 2007 Proposing Release from Pink Sheets; Roth; and Sichenzia.

246 See comment letter on the 2007 Proposing Release from Brill 1.

27 See comment letter on the 2007 Proposing Release from NASAA.

248 See comment letters on the 2007 Proposing Release from Nelson; Russell; and Williams. The

comment letter on the 2007 Proposing Release from Pink Sheets submitted various
recommendations regarding how to improve the adequacy of information on non-reporting
companies.
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l . are necessary to protect against abuses relating to the distribution of securities of shell

companies.

C. Small Entities Subject to the Rule

The rules will affect both small entities that issue securities and small entities that

hold such securities. An issuer, other than an investment company, is considered a

“small business” for purposes of the Regulatory Flexibility Act if that issuer:

. Has assets of $5 million or less on the last day of its most recent fiscal
year, and
. Is engaged or proposing to engage in a small business ﬁnancing.250

An issuer is considered to be engaged in a small business financing if it is conducting or

proposes to conduct an offering of securities that does not exceed the dollar limitation

. prescribed by Section 3(b)

1 of the Securities Act. This dollar amount is currently $5

million. When used with reference to an issuer or person, other than an investment

company, Exchange Act Rule 0-1

0*% defines small entity to mean an issuer or person

that, on the last day of its most recent fiscal year, had total assets of $5 million or less.

We are aware of approximately 1,100 Exchange Act reporting companies that

currently satisfy the definition of “small business” and may be affected by the

amendments as issuers of the securities sold under Rule 144.2 The amendments also

may affect companies that are small businesses, but that are not subject to Exchange Act

249
250
251

252

‘ 253

See ;:omment letters on the 2007 Proposing Release from Nelson and Russell.
17 CFR 230.157.

15 U.S.C. 77¢(b).

17 CFR 240.0-10.

The estimated number of reporting small entities is based on 2007 data including the SEC
EDGAR database and Thomson Financial’s Worldscope database. This represents an update from
the number of reporting small entities estimated in prior rulemakings.
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reporting requirements. As noted above, we currently estimate that approximately 60,500

254 We do not collect information in Form 144

notices on Form 144 are filed annually.
about the size of an issuer, but we believe that some non-reporting issuers may be
“small.”

The amendments that relate to the Rule 144 manner of sale requirements may also
affect brokers that qualify as small entities. We estimate that 910 broker-dealers
registered with the Commission are small entities for the purposes of the Regulatory
Flexibility Act.”>’

In the 2007 Proposing Release, we solicited comment on the estimate of the
number of small entities that may be affected by the proposed amendments. We did not
' receive any comments providing an estimate of the number of small entities that will be
affected by the amendments.

D. Reporting, Recordkeeping and Other Compliance Requirements

We expect several of the amendments to reduce thernumber of Forms 144 filed
with us by selling security holders. We are adopting amendments that will eliminate the
need for non-affiliates relying on the Rule 144 safe harbor to comply with most of the
conditions of Rule 144, after the holding period is met. We are also increasing the share
number and dollar amount thresholds that trigger a Form 144 filing requirement.

As a result of the amendments, non-affiliates no longer will be required to file a

Form 144, after the requisite holding period is met, in order to sell their securities under

254 This reflects current OMB estimates.

255 For purposes of the Regulatory Flexibility Act, a broker or dealer is a small entity if it (i) had total

capital of less than $500,000 on the date in its prior fiscal year as of which its audited financial
statements were prepared or, if not required to file audited financial statements, on the last
business day of its prior fiscal year, and (ii) is not affiliated with any person that is not a small
entity and is not affiliated with any person that is not a small entity. 17 CFR 240.0-1.
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Rule 144, regardless of the amount of securities to be sqld. As noted earlier, we estimate
that 45% of Forms 144 that we currently receive relate to restricted securities held by
non-affiliates. Therefore, this particular amendﬁent should result in a corresponding
reduction in the number of Forms 144 filed annually.

The increase in the filing thresholds for Form 144 should decrease the number of 4
Forms 144 filed by affiliates. Based on studies conducted by our Office of Economic
Analysis, we expect the number of Form 144 filings to decrease further by approximately
30%, as a result of the increase in the filing thresholds to 5,000 s;hares or $50,000 in sales
price in a three-month period.

Clerical skills are necessary to complete Form 144.

Also, because the amendments significantly reduce the conditions in Rule 144 to
which non-affiliates are subject in the resale of their securities, non~afﬁliates will no
longer be required to keep track of compliance with those conditions to which non-
affiliates will no longer be subject. Non-affiliates selling securities of either reporting
issuers or non-reporting issuers under Rule 144 will no longer be required to comply with
the manner of sale requirements and volume limitations. Non-affiliates selling securities
of non-reporting issuers under Rule 144 will no longer be required to comply with the
current public information requirement.

The amendments eliminating the manner of sale requirements for debt securities
also will obviate the need for security holders to determine whether such condition has
been met in the resale of their debt securities. As a result of both the amendments

relating to the manner of sale requirements and the volume limitations with regard to debt
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securities, however, more security holders will be able to sell their securities under the
Rule 144 safe harbor.

‘The amendments to Rule 145 will eliminate the need for parties to a Rule 145(a)
transaction or their affiliates to determine whether they have complied with the Rule 145
resale provisions for presumed underwriters, except when the transaction involves a shell
company.

E. Agéncy Action to Minimize Effect on Small Entities

We considered different compliance standards for the small entities that will be
affected by the amendments. In the 1997 Proposing Release, we solicited comment
regarding the possibility of different standards for small entities. However, we believe
that such differences would be inconsistent with the purposes of the rules.

Because the amendments will benefit all companies and holders of restricted
securities, differing compliance timetables or standards for small entities are not
appropriate. In addition, the shortened holding period will likely have a favorable-impact
on small entities by increasing a company’s ability to raise cépital in private securities
transactions, which may improve the competitiveness of those companies, particularly
smaller businesses that do not have ready access to public markets. The amendments that
clarify and streamline Rule 144 should benefit all companies, including small entities.
The amendments relating to the manner of sale requirements and volume limitations for
debt securities should benefit issuers of debt securities, preferred stock, and asset-backed
securities. We continue to believe that further‘changes, such as the use of performance
standards or other exemptions with regard to small entities, would overly complicate the

rule, which is contrary to our stated purpose. The prohibition against security holders of
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reporting and non-reporting sh¢ll companies from relying on Rule 144 protects against
ébuses relating to the resale of privately issued securities.

The amendments to Rule 145 will eliminate the presumptive underwriter
provision and resale restrictions on parties to a transaction specified in Rule 145(a) and
their affiliates, including small entities and their affiliates, except when the transaction
involves a shell company. We believe that retaining the presumptive underwriter
provision when the transaction involves a shell company is necessary, given the potential
for abuse relating to such transactions.

VII. Statutory Basis and Text of Amendments

We are adopting the amendments pursuant to Sections 2(a)(11), 4(1), 4(3), 4(4),

7, 10, 19(a) and 28 of the Securities Act, as amended.
List of Subjects
17 CFR Part 230

Advertising, Reporting and recordkeeping requirements, Securities.
17 CFR Part 239

Reporting and recordkeeping requirements, Securities.

For the reasons set out above, Title 17, Chapter II of the Code of Federal
Regulations is amended as follows:

PART 230 -- GENERAL RULES AND REGULATIONS, SECURITIES ACT OF
1933

1. Revise the authority citation for Part 230 to read, in part, as follows:
Authority: 15 U.S.C. 77b, 77¢, 77d, 771, 77g, 77h, 77}, 77r, 77s, 772-3, 77sss,
78¢, 78d, 78;, 781, 78m, 78n, 780, 78t, 78w, 78l1(d), 78mm, 80a-8, 80a-24, 80a-28, 80a-

29, 80a-30, and 80a-37, unless otherwise noted.
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2. Amend §230.144 by:

a. Revising the preliminary note;

b. Revising paragraphs (a)(3)(vi) and (a)(3)(vii), and adding paragraphs
(2)(3)(viii) and (a)(4);

c. Revising paragraphs (b), (c), (D), (D)3)@), (D)), (d)(3)(vii) and
(DG)(viii);

| d. Adding paragraphs (d)(3)(ix) through paragraphs (d)(3)(x);
e. Revising the intfoductory text to paragraphs (e) and (e)(1);

f. Revising paragraphs (e)(2) and (e)(3);

g. Revising paragraph (f);
. o h Revising paragraph (g)(1);

L. Redesignating existing paragraph (2)(2) as paragraph (g)(3) and revising
newly redesignated paragraph (2)(3);

j- Redesignating existing paragraph (8)(3) and related notes as paragraph
(2)(4) and related notes;

k. Adding new paragraph (g)(2);

1. Revising paragraphs (h) and (i); and

m. Removing paragraphs (j) and (k).

The revisions and additions read as follows:
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§ 230.144 Persons deemed not to be engaged in a distribution and therefore not
underwriters.

PRELIMINARY NOTE

Certain basic principles are essential to an understanding of the registration
requirements in the Securities Act of 1933 (the Act or the Securities Act) and the
purposes underlying Rule 144:

1. If any person sells a non-exempt security to any other person, the sale
must be registered unless an exemption can be found for the transaction.

2. Section 4(1) of the Securities Act provides one such exemption for a
transaction “by a person other than an issuer, underwriter, or dealer.” Therefore, an
understanding of the term “underwriter” is important in determining whether or not the
Section 4(1) exemption from registration is available for the sale of the securities.

The term “underwriter” is broadly defined in Section 2(a)(11) of the Securities
Act to mean any person who has purchased from an issuer with a view to, or offers 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. The
interpretation of this definition traditionally has focused on the words “with a view to” in
the phrase “purchased from an issuer with a view to . . . distribution.” An investment -
banking firm which arranges with an issuer for the public sale of its securities is clearly
an “underwriter” under that section. However, individual investors who are not
professionals in the securities business also may be “underwriters” if they act as links in a

chain of transactions through which securities move from an issuer to the public.

86




Since it is difficult to ascertain the mental state of the purchaser at the time of an
acquisition of securities, prior to and since the adoption of Rule 144, subsequent acts and
circumstances have been considered to determine whether the purchaser took the
securities “with a view to distribution” at the time of the acquisition. Emphasis has been
placed on factors such as the length of time the person held the securities and whether
there has been an unforeseeable change in circumstances of the holder. Experience has
shown, however, that reliance upon such factors alone has led to uncertainty in the
application of the registration provisions of the Act.

The Commission adopted Rule 144 to establish specific criteria for determining
whether a person is not engaged in a distribution. Rule 144 creates a safe harbor from the
Section 2(a)(11) deﬁnition of “underwriter.” A person satisfying the applicable
conditions of the Rule 144 safe harbor is deemed not to be engaged in a distribution of
the securities and therefore not an underwriter of the securities for purposes of
Section 2(a)(11). Therefore, such a person is deemed not to be an underwriter when
determining whether a sale is eligible for the Section 4(1) exemption for “transactions by
any person other than an issuer, underwriter, or dealer.” If a sale of securities complies
with all of the applicable conditions of Rule 144:

1. Any affiliate or other person who sells restricted securities will be deemed
not to be engaged in a distribution and therefore not an underwriter for that transaction;

2. Any person who sells restriét;:d or other securities on behalf of an
affiliate of the issuer will be deemed not to be engaged in a distribution and therefore not

an underwriter for that transaction; and

87




3. The purchaser in such transaction will receive securities that are not
restricted securities.

Rule 144 is not an exclusive safe harbor. A person who does not meet all of the
applicable conditions of Rule 144 still may claim any other available exemption under
the Act for the sale of the securities. The Rule 144 safe harbor is not available to any
person with respect to any transaction or series of transactions that, although in technical
compliance with Rule 144, is part of a plan or scheme to evade the registration
requirements of the Act.

(a) * k%

(3) * * * .

(vi)  Securities acquired in a transaction made under §230.801 to the same
extent and proportion that the securities held by the security holder of the class with
respect to which the rights offering was made were, as of the record date for the rights
offering, “restricted securities” within the meaning of this paragraph (a)(3);

(vii)  Securities acquired in a transaction made under §230.802 to the same
extent and proportion that the securities that were tendered or exchanged in the exchange
offer or business combination were “restricted securities” within the meaning of this
paragraph (a)(3); and

(viil) Securities acquired from the issuer in a transaction subject to an
exemption under section 4(6) (15 U.S.C. 77d(6)) of the Act.

“) The term debt securities means:

1. Any security other than an equity security as defined in §230.405;
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2. Non-participatory preferred stock, which is defined as non-convertible
capital stock, the holders of which are entitled to a preference in payment of dividends
and in distribution of assets on liquidation, dissolution, or winding up of the issuer, but
are not entitled to participate in residual earnings or assets of the issuer; and

3. Asset-backed securities, as defined in §229.1101 of this chapter.

(b) Conditions to be met. Subject to paragraph (i) of this section, the
following conditions must be met:

(1)  Non-Affiliates.

(1) If the issuer of the securities is, and has been for a period of at least 90
days immediately before the sale, subject to the reporting requirements of section 13 or
15(d) of the Securities Exchange Act of 1934 (the Exchange Act), any person who is not
an affiliate of the issuer at the time of the sale, and has not been an affiliate during the
preceding three months, who sells restricted securities of the issuer for his or her own
account shall be deemed not to be an underwriter of those securities within the meaning
of section 2(a)(11) of the Act if all of the conditions of paragraphs (c)(1) and (d) of this
section are met. The requirements of paragraph (c)(1) of this section shall not apply to
restricted securities sold for the account of a person who is not an affiliate of the issuer at
the time of the sale and has not been an affiliate during the preceding three months,
provided a period of one year has elapsed since the later of the date the securities were
acquired from the issuer or from an affiliate of the issuer.

(i)  If the issuer of the securities is not, or has nof been for a period of at least
90 days immediately before the sale, subject to the reporting requirements of section 13

or 15(d) of the Exchange Act, any person who is not an affiliate of the issuer at the time
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of the sale, and has not been an affiliate during the precedi_ng three months, who sells
restricted securities of the issuer for his or her own account shall be deemed not to be an
underwriter of those securities within the meaning of section 2(a)(11) of the Act if the
condition of paragraph (d) of this section is met.

2) Affiliates or persons selling on behalf of affiliates. Any affiliate of the

issuer, or any person who was an affiliate at any time during the 90 days immediately
before the sale, who sells restricted securities, or any person who sells restricted or any
other securities for the account of an affiliate of the issuer of such securities, or any
person who sells restricted or any other securities for the account of a person who was an
‘affiliate at any time during the 90 days immediately before the sale, shall be deemed not
to be an underwriter of those securities within the meaning of section 2(a)(1 1) of the Act
if all of the conditions of this section are met.

(© Current public information. Adequate current public information with

respect to the issuer of the securities must be available. Such information will be deemed
to be available only if the applicable condition set forth in this paragraph is met:

(1) Reporting Issuers. The issuer is, and has been for a period of at least 90

days immediately before the sale, subject to the reporting requirements of section 13 or
15(d) of the Exchange Act and has filed all required reports under section 13 or 15(d) of
the Exchange Act, as appli(-:able, during the 12 months preceding such sale (or for such
shorter period that the issuer was required to file such reports), other than Form 8-K

reports (§249.308 of this chapter); or

(2) Non-reporting Issuers. If the issuer is not subject to the reporting

requirements of section 13 or 15(d) of the Exchange Act, there is publicly available the
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information concerning the issuer specified in paragraphs (a)(5)(1) to (xiv), inclusive, and
paragraph (a)(5)(xvi) of §240.15c2-11 of this chapter, or, if the issuer is an insprance
company, the information specified in section 12(g)(2)(G)(i) of the Exchange Act

(15 U.S.C. 781(g)(2)(G)(1)).

Note to §230.144(c). With respect to paragraph (c)(1), the personcan rely upon:

1. A statement in whichever is the most recent report, quarterly or annual,
required to be filed and filed by the issuer that such issuer has filed all reports required
under section 13 or 15(d) of the Exchange Act, as applicable, during the preceding 12
months (or for such shorter period that the issuer was required to file such reports), other
than Form 8-K reports (§249.308 of this chapter), and has been subject to such filing
requirements for the past 90 days; or

2. A written statement from the issuer that it has complied with such
reporting requirements.

3. Neither type of statement may be relied upon, however, if the person
knows or has reason to believe that the issuer has not complied with such requirements.

(d) K K

(D) General rule.

(1) If the issuer of the securities is, and has been for a period of at least 90
days immediately before the sale, subject to the reporting requirements of section 13 or
15(d) of the Exchange Act, a minimum of six months must elapse between the later of the
date of the acquisition of the securities from the issuer, or from an afﬁliate of the issuer,
and any resale of such securities in reliance on this section for the account of either the

acquiror or any subsequent holder of those securities.
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(i)  If the issuer of the securities is not, or has not been for a period of at least
9Q dayé immediately before the sale, subject to the reporting requirements of section 13
or 15(d) of the Exchange Act, a minimum of one year must elapse between the later of
the date of the acquisition of the securities from the issuer, or from an affiliate of the
issuer, and any resale of such securities in reliance on this section for the account of
either the acquiror or any subsequent holder of those securities.

(i)  If the acquiror takes the securities by purchase, the holding period shall
not begin until the full purchase pﬁce or other consideration is paid or given by the

person acquiring the securities from the issuer or from an affiliate of the issuer.

* ok ok k%

(3) * k%

(1) Stock dividends, splits and recapitalizations. Securities acquired from the

issuer as a dividend or pursuant to a stock split, reverse split or recapitalization shall be
deemed to have been acquired at the same time as the securities on which the dividend or,
if more than one, the initial dividend was paid, the securities involved in the split or
reverse split, or the securities surrendered in connection with the recapitalization.

(i)  Conversions and exchanges. If the securities sold were acquired from the

issuer solely in exchange for other securities of the same issuer, the newly acquired
securities shall be deemed to have been acquired at the same time as the securities
surrendered for conversion or exchange, even if the securities surrendered were not

convertible or exchangeable by their terms.

Note to §230.144(d)(3)(ii). If the surrendered securities originally did not provide

for cashless conversion or exchange by their terms and the holder provided consideration,
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other than solely securities of the same issuer, in connection with the amendment of the
»lsurrendered securities to permit cashless conversion or exchange, then the newly acquired
securities shall be deemed to have been acquired at the same time as such amendment to
the surrendered securities, so long as, in the conversion or exchange, the securities sold
were acquired from the issuer solely in exchange for other securities of the same issuer.
* ok k. ok ok |
(vit) Estates. Where a deceased person was an affiliate of the issuer, securities
held by the estate of such person or acquired from such estate by the estate beneficiaries
shall be deemed to have been acquired when they were acquired by the deceased person,
except that no holding period is required if the estate is not an affiliate of the issuer or if

the securities are sold by a beneficiary of the estate who is not such an affiliate.

Note to §230.144(d)(3)(vi1). While there is no holding period or amount
limitation for estates and estate beneficiaries which are not affiliates of the issuer,
paragraphs (c) and (h) of this section apply to securities sold by such persons in reliance
upon this section.

(viit) Rule 145(a) transactions. The holding period for securities acquired in a

transaction specified in §230.145(a) shall be deemed to commence on the date the
securities were acquired by the purchaser in such transaction, except as otherwise

provided in paragraphs (d)(3)(ii) and (ix) of this section.

(ix)  Holding company formations. Securities acquired from the issuer in a
transaction effected solely for the purpose of forming a holding company shall be deemed
to have been acquired at the same time as the securities of the predecessor issuer

exchanged in the holding company formation where:
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(A)  The newly formed holding company’s securities were issued solely in
exchange for the securitiesv of the predecessor company as part of a reorganization of the
predecessor company into a holding company structure;

(B)  Holders received securities of the same class evidencing the same
proportional interest in the holding company as they held in the predecessor, and the
rights and interests of the holders of such securities are substantially the same as those
they possessed as holders of the predecessor company’s securities; and

(C)  Immediately following the transaction, the holding company has no
signiﬁcaﬁt assets other than securities of the predecessor company and its existing
subsidiaries and has substantially the same aSsets and liabilities on a consolidated basis as
the predecessor company had before the transaction.

(x) Cashless exercise of options and warrants. If the securities sold were

acquired from the issuer solely upon cashless exercise of options or warrants issued by
the issuer, the newly acquired securities shall be deemed to have been acquired at the
same time as the exercised options or warrants, even if the options or warrants exercised
originally did not provide for cashless exercise by their terms.

Note 1 to §230.144(d)(3)(x). If the options or warrants originally did not provide

for cashless exercise by their terms and the holder provided consideration, other than

solely securities of the same issuer, in connection with the amendment of the options or
warrants to permit cashléss exercise, then the newly acquired securities shall be deemed
to have been acquired at the same time as such amendment to the options or warrants so

long as the exercise itself was cashless.
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Note 2 to §230.144(d)(3)(x). If the options or warrants are not purchased for cash

or property and do not create any investment risk to the holder, as in the case of employee
stock options, the newly acquired securities shall be deemed to have been acquired at the
time the options or warrants are exercised, so long as the full purchase price or other
consideration for the newly acquired securities has been paid or given by the person
acquiring the securities from the issuer or from an affiliate of the issuer at the time of
exercise.

(e) Limitation on amount of securities sold. Except as hereinafter provided,

the amount of securities sold for the account of an affiliate of the issuer in reliance upon
this section shall be determined as follows:

) If any securities are sold for the account of an affiliate of the issuer,
regardless of whether those securities are restricted, the amount of securities sold,
together with all sales of securities of the same class sold for the account of such person
within the preceding three months, shall not exceed the greatest of:

* % * * *

®) If the securities sold are debt securities, then the amount of debt securities
sold for the account of an affiliate of the issuer, regardless of whether those securities are
restricted, shall not exceed either the limitation set forth in paragraph (e)(1) or, together
with all sales of securities of the same tranche (or class when the securities are non-
participatory preferred stock) sold for the account of such person within the preceding
three months, ten percent of the principal amount of the tranche (or class when the

securities are non-participatory preferred stock) attributable to the securities sold.

95




3) Determination of amount. For the purpose of determining the amount of

securities specified in paragraph (e)(1) of this section and, as api)licable, paragraph (e)}(2)
of this section, the following provisions shall apply:

1) Where both convertible securities and securities of the class into which
they are convertible are sold, the amount of convertible securities sold shall be deemed to
be the amount of securities of the class into which they are convertible for the purpose of
determining the aggregate amount of securities of both classes sqld;

(ii)  The amount of securities sold for the account of a pledgee of those
securities, or for the account of a purchaser of the pledged securities, during any period of
three months within six months (or within one year if the issuer of the securities 1s not, or
has not been for a period of at least 90 days immediately before the sale, subject to the
reporting requirements of section 13 or 15(d) of the Exchange Act) after a default in the
obligation secured by the pledge, and the amount of securities sold during the same
three-month period for the account of the pledgor shall not exceed, in the aggregate, the
amount specified in paragraph (e)(l) or (2) of this seciion, whichever is applicable;

Note to §230.144(e)(3)(ii). Sales by a pledgee of securities pledged by a

_ borrower will not be aggregated under paragraph (e)(3)(ii) with sales of the securities of

the same issuer by other pledgees of such borrower in the absence of concerted action by
such éledgees. :

(iii)  The amount of securities sold for the account of a donee of those securities
during any three-month period within six months (or within one year if the issuer of the
securities is not, or has not been for a period of at least 90 days immediately before the

sale, subject to the reporting requirements of section 13 or 15(d) of the Exchange Act)
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after the dongtion, and the a;mount of securities sold during the same three-month period
for the account of the dpnor, shall not ex‘ceed, in the aggregate, the amount sp.eciﬁed in
paragraph (e)(1) or (2) of this section, whichever is applicable;

(iv)  Where securities were acquired by a trust from the settlor of the trust, the
amount of such securities sold for the account of the trust during any three-month period
within six months (or within one year if the issuer of the securities is not, or has not been
for a period of at least 90 days immediately before the sale, subject to the reporting
requirements of section 13 or 15(d) of the Exchange Act) after the acquisition of the
securities by the trust, and the amount of securities sold during the same three-month
period for the account of the settlor, shall not exceed, in the aggregate, the amount
specified in paragraph (e)(1) or (2) of this section, whichever is applicable;

(v) The amount of securities sold for the account of the estate of a deceased
person, or for the account of a beneficiary of such estate, during any three-month period
and the amount of securities sold during the same three-month period for the account of
the deceased person prior to his death shall not exceed, in the aggregate, the amount
specified in paragraph (e)(1) or (2) of this section, whichever is applicable; provided, that
no limitation on amount shall apply if the estate or beneficiary of the estate is not an
affiliate of the issuer;

(vi)  When two or more afﬁliates or other persons agree to act in concert for the
purpose of selling securities of an issuer, all securities of the same class sold for the
account of all such persons during any three-month period shall be aggregated for the

purpose of determining the limitation on the amount of securities sold;
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(vii)  The following sales of securities need not be included in determining the
amount of securities to be sold in reliance upon this section:

(A)  Securities sold pursuant to an effective registration statement under the
Act;

(B)  Securities sold pursuant to an exemption provided by Regulation A
(§230.251 through §230.263) under the Act;

(C)  Securities sold in a transaction exempt pursuant to section 4 of the Act
(15 U.S.C. 77d) and not involving any public offering; and

(D)  Securities sold offshore pursuant to Regulation S (§230.90‘1 through
§230.905, and Preliminary Notes) under the Act.

® Manner of sale.

(D) The securities shall be sold in one of the following manners: .

(1) brokers’ transactions within the meaning of section 4(4) of the Act;

(i1) transactions directly with a market maker, as that term is defined in
section 3(a)(38) of the Exchange Act; or

(1)  riskless principal transactions where:

(A)  the offsetting trades must be executed at the same price (exclusive of an
explicitly disclosed markup or markdown, commission equivalent, or other fee);

(B)  the transaction is permitted to be reported as riskless under the rules of a
self-regulatory organization; and

(C)  the requirements of paragraphs (g)(2)(applicable to any markup or
markdown, commission equivalent, or other fée), (g)(3), and (g)(4) of this section are

met.
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Note to §230.144(f)(1).

For purposes of this section, a riskless principal transaction means a principal

transaction where, after having received from a customer an order to buy, a broker or
dealer purchases the security as principal in the market to satisfy the order to buy or, after
having received from a customer an order to sell, sells the security as principal to the
market to satisfy the order to sell.

(2) The person selling the securities shall not:

(1) Solicit or arrange for the solicitation of orders to buy the securities in
anticipation of or in connection with such transaction, or .

(i)  Make any payment in coknnec_:tion with the offer or sale of the securities to
any person other than the broker or dealer who executes the order to sell the securitieé.

3) Paragraph (f) of this section shall not apply to:

(1) Securities sold for the account of the estate of a deceased person or for the
account of a beneficiary of such estate provided the estate or estate beneficiary is not an
affiliate of the issuer; or -

(11) Debt securities.

(g) * * *

(1)  Does no more than execute the order or orders to sell the securities as
agent for the person for whose account the securities are sold;

2) Receives no more than the usual and customary broker’s commission;

(3)  Neither solicits nor arranges for the solicitation of customers’ orders to
buy the securities in anticipation of or in connection with the transaction; provided, that

the foregoing shall not preclude:
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) inquiries by the broker of other brokers or dealers who have indicated an
intérest in the securities within the preceding 60 days;

(1)  inquiries by the broker of his customers who have indeated an unsolicited
bona fide interest in the securities within the preceding 10 business days;

(iii)  the publication by the broker of bid and ask quotations fo; the security in
an inter-dealer quotation system provided that such quotations are incident to the
maintenance of a bona fide inter-dealer market for the security for the broker’s own
account and that the broker has published bona fide bid and ask quotations for the
security in an inter-dealer quotation system on each of at least twelve days within the
preceding thirty calendar days with no more than four business days in succession
without such two-way quotations; or

(iv)  the publication by the broker of bid and ask quotations for the security in
an alternative trading system, as defined in §242.300 of this chapter, provided that the
broker has published bona fide bid and ask quotations for the security in the alternative
trading system on each of the last twelve business days; and

Note to §230.144()(3)(11). The broker should obtain and retain in his files

written evidence of indications of bona fide unsolicited interest by his customers in the

securities at the time such indications are received.

S T S T

(h) Notice of proposed sale.

(1)  If the amount of securities to be sold in reliance upon this rule during any
period of three months exceeds 5,000 shares or other units or has an aggregate sale price

in excess of $50,000, three copies of a notice on Form 144 (§239.144 of this chapter)
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shall be filed with the Commission. If such securities are admitted to trading on any
national securities exchange, one copy of such notice also shall be transmitted to the
principal exchange on which such securities are admitted.

2 The Form 144 shall be signed by the person for whose account the
securities are to be sold and shall be transmitted for filing concurrently with either the
placing with a broker of an order to execute a sale of securities in reliance upon this rule
6r the execution directly with a market maker of such a sale. Neither the filing of such
notice nor the failure of the Commission to comment on such notice shall be deemed to
preclude the Commission from taking any action that it deems necessary or appropriate
with respect to the sale of the securities referred to in such notice. The person filing the
notice required by this paragraph shall have a bona fide intention to sell the securities
referred to in the notice within a reasonable time after the filing of such notice.

(1) Unavailability to securities of issuers with no or nominal operations and

1no or nominal non-cash assets.

e This section is not available for the resale of securities initially issued by
an issuer defined below:

) An issuer, other than a business combination related shell company, as
defined in §230.405, or an asset-backed issuer, as defined in Item 1101(b) of Regulation
AB (§229.1101(b) of this chapter), that has:

(A)  No or nominal operations; and
(B)  Either:
0y No or nominal assets;

2 Assets consisting solely of cash and cash equivalents; or
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3) Assets consisting of any amount of cash and cash

equivalents and nominal other assets; or

(i1)  Anissuer that has been at any time previously an issuer described in
paragraph (i)(1)().

2) Notwithstanding paragraph (i)(1), if the issuer of the securities previously
had been an issuer descril;ed in paragraph (1)(1)(i) but has ceased fo be an issuer
described in paragraph (i)(1)(i); is subject to the reporting requirements of section 13 or
15(d) of the Exchange Act; has filed all reports and other materials required to be filed by
section 13 or 15(d) of the Exchange Act, as applicable; during the preceding 12 months |
(or for such shorter period that the issuer was required to file such reborts and materials),
other than Form 8-K reports (§249.308 of this chapter);.and has filed current “Form 10
information” with the Commission reflecting its status as an entity that is no longer an
issuer described in paragraph (i)(1)(i), then those securities may be sold subjeét to the
requirements of this section after one year has elapsed from the date that the issuer filed
“Form 10 information” with the Commission.

(3)  The term “Form 10 information” means the information that is required by
Form 10 or Form 20-F (§249.210 or §249.220f of this chapter), as applicable to the issuer
of the securities, to register under the Exchange Act each class of securities being sold
under this rule. The issuer may provide the Form 10 information in any filing of the
issuer with the Commission. The Form 10 information is deemed filed when the initial
filing is made with the Commission.

3. Amend §230.145 by revising paragraphs (c), (d) and (e) and removing the

authority citation following §230.145 to read as follows:
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§230.145 Reclassification of securities, mergers, consolidations and acquisitions of
assets.

© Persons and parties deemed to be underwriters. For purposes of this

section, if any party to a transaction specified in paragraph (a) of this section is a shell
company, other than a business combination related shell company, as those terms are
defined in §230.405, any party to that transaction, other than the issuer, or any person
who 1s an affiliate of such party at the time such transaction is submitted for vote or
consént, who publicly offers or sells securities of the issuer acquired in connection with
any such transaction, shall be deemed to be engaged in a distribution and therefore to be
an underwriter thereof within the meaning of Section 2(a)(11) of the Act.

(d) Resale provisions for persons and parties deemed underwriters.

Notwithstanding the provisions of paragraph (c), a person or party specified in that
paragraph shall not be deemed to be engaged in a distribution and therefore not to be an
underwriter of securities acquired in a transaction specified in paragraph (a) that was
registered under the Act if:

1) The issuer has met the requirements applicable to an issuer of securities in
paragraph (1)(2) of §230.144; and

2) One of the following three conditions is met:

(1) Such securities are sold by such person or party in accordance with the
provisions of paragraphs (c), (e), (f), and (g) of §230.144 and at least 90 days have
elapsed since the date the securities were acquired from the vissuer in such transaction; or

"~ (1)  Such person or party is not, and has not been for at least three months, an

affiliate of the issuer, and at least six months, as determined in accordance with paragraph
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(d) of §230.144, have elapsed since the date the securities were acquired from the issuer
in such transaction, and the issuer meets the requiréments of paragraph (c) of §230.144;
or

(iii)  Such person ér party is not, and has not been fér at least three months, an
affiliate of the issuer, and at least one year, as determined in accordance with paragraph
(d) of §230.144, has elapsed since the date the securities were acquired from the issuer in

such transaction.

Note to §230.145(c) and (d).
| Paragraph (d) is not available with respect to any transaction or series of
transactions that, although in technical compliahc?: with the rule, is part of a plan or
scheme to evade the registration requirements of the Act.

(e) Definitions.

(D) The term afﬁliéte as used in paragraphs (c) and (d) of this section shall
have the same meaning as the definition of that term in §230.144. |

2) The term party as used in paragraphs (c) and (d) of this section shall mean
the corporations, business entities, or other persons, other than the-issuer, whose assets or
capital structure are affected by the transactions specified in paragrapl.l (a) of this section.

3) The term person as used in paragraphs (c) and (d) of this section, when
used in reference to a person for whose account securities are to be sold, shall have the
same meaning as the definition of that term in paragraph (a)(2) of §230.144.
4. Amend §230.190 by:

a. Revising paragraphs (a)(2) and (a)(3); and

b. Adding paragraph (a)(4). |
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The revisions and addition read as follows:

§230.190 Registration of underlying securities in asset-backed securities
transactions.

(a) * % ok
(1) * k&
2 Neither the issuer of the underlying securities nor any of its affiliates is an
ying y
affiliate of the sponsor, depositor, issuing entity or underwriter of the asset-backed
securities transaction;
3) If the underlying securities are restricted securities, as defined in

§230.144(2)(3), §230. 144 must be available for the sale of the securities, provided

however, that notwithstanding any other provision of §230.144, §230.144 shall only be so

available if at least two years have elapsed since the later of the date the securities were
acquired from the issuer of the underlying secﬁrities or from an afﬁlliate of the issuer of
the underlying securities; and

@) The depositor would be free to publicly resell the underlying securities
without registration under the Act. For example, the offering of the asset-backed security
does not constitute part of a distribution of the underlying securities. An offering of
asset-backed securities with an asset pool containing underlying securities that at the time
of the purchase for the asset pool are part of a subscription or unsold allotment would be
a distribution of the underlying securities. For purboses of this section, in an offering of
asset-backed securities involving a sponsor, depositor or underwriter that was an
underwriter or an affiliate of an underwriter in a registered offering of the underlying
securities, the distribution of the asset-backed securities will not constitute part of a

distribution of the underlying securities if the underlying securities were purchased at
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. arm’s length in the secondary market at least three months after the last sale of any
unsold allotment or subscription by the affiliated underwriter that participated in the
registered offering of the underlying securities. |

* k% % %

5. Amend §230.701, paragraph (g)(3), by revising the phrase “without
compliance with paragraphs (c), (d), (e), and (h) of §230.144” to read “without
compliance with paragraphs (c) énd (d) of §230.144”.

6. Amend §230.903 by revising paragraph (b)(3)(iii)(A), the introductory
text of paragraph (b)(3)(iii)(B) and paragraph (b)(3)(iv) to read as follows:

§ 230.903 Offers or sales of securities by the issuer, a distributor, any of their

respective affiliates, or any person acting on behalf of any of the foregoing;
conditions relating to specific securities.

‘ Pk x
(b) * % %
(3) .* L
(i) * * "

(A)  The offer or sale, if made prior to the expiration of a one-year distribution

cdmpliance period (or six-month distribution compliance period if the issuer is a
reporting issuer), is not made to a U.S. person or for the account or benefit of a U.S.
person (other than a distributor); and

(B)  The offer or sale, if made prior to the expiration of a one-year distribution
compliance period (or six-month distribution compliance peripd if the issuer is a

. reporting issuer), is made pursuant to the following conditions:

‘ * ok % k%
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(iv)  Each distributor selling securities to a distributor, a dealer (as defined in
section 2(a)(12) of the Act (15 U.S.C. 77b(a)(12)), or a person receiving a selling
concession, fee or other remuneration, prior to the expiration of a 40-day distribution
compliance period in the case of debt securities, or a one-year distribution compliance
period (or six-month distribution compliance period if the issuer is a reporting issuer) in
the case of equity securities, sendé a confirmation or other notice to the purchaser stating
that the purchaser is subject to the same restrictions on offers and sales that apply to a

distributor.

PART 239--FORMS PRESCRIBED UNDER THE SECURITIES ACT OF 1933
7. The authority citation for part 239 continues to read in part as follows:
Authority: 15 U.S.C. 771, 77g, 77h, 77, 77s, 77z-2, 77z-3, 77sss, 78¢, 781, 78m,
78n, 780(d), 78u-5, 78w(a), 7811, 78mm, 80a-2(a), 80a-3, 80a-8, 80a—9, 80a—10, §0a—13,
80a-24, 80a—-26, 80a-29, 80a—30, and 80a—37, unless otherwise noted.
¥ %k * %
8. Amend §239.144 by revising paragraph (b) to read as follows:

§239.144 Form 144, for notice of proposed sale of securities pursuant to §230.144 of
this chapter.

(b) This form need not be filed if the amount of securities to be sold during

any period of three months does not exceed 5,000 shares or other units and the aggregate

107




' sale price does not exceed $50,000.

9. Form 144 (referenced in §239.144) is revised as set forth in the Appendix.

By the Commission. A)M W M

Nancy M. Morris

Secretary
December 6, 2007
Note: This Appendix to the Preamble will not appear in the Code of Federal
Regulations. ' »

Appendix
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ATTENTION: Transmit for filing 3 copies of this form concurrently with either placing an order with a broker to execute sale

NOTICE OF PROPOSED SALE OF SECURITIES
PURSUANT TO RULE 144 UNDER THE SECURITIES ACT OF 1933

SECURITIES AND

or executing a sale directly with a market maker.

UN TATES OMB APP
A ANGE COMMISSION OMB Number-
Washington, D.C. 20549 Expires: Decem 1,2009
Estimated average burden
FORM 144 hours per response .......... . 2.00

SEC USE ONLY
DOCUMENT. SEQUENCE NO.

CUSIP NUMBER

ARETOBE SOLD

1 (@ NAME OF ISSUER (Please type or prini) (c) S.E.C. FILE NO. WORK LOCATION
1 () ADDRESS OF ISSUER STREET CITY STATE ZIP CODE{ (e) TELEPHONE NO.
AREA CODE NUMBER
2 (a) NAME OF PERSON FOR WHOSE ACCOUNT THE SECURITIES (c) RELATIONSHIPTO  |) ADDRESS STREET CITY STATE ZIP CODE

ISSUER

INSTRUCTION:. The person filing this notice should contact the issuer to obtain the LR.S. Identification Number and the S.E.C. File Number.

3 (a}

Secu

(b)

Title of the
Class of

rities To Be Sold

Name and Address of Each Broker Through Whom the
Securities are to be Offered or Each Market Maker
who is Acquiring the Securities

SEC USE ONLY |« () (e) 1) (2
Number of Shares Aggregate Number of Shares Approximate Name of Each
Broker-Dealer or Other Units Market or Other Units Date of Sale Securities
File Number To Be Sold Value OQutstanding (See insir. 3() Exchange

(See instr. 3(c}) (See instr. 3(d)) (See instr. 3(e)) (MO. DAY YR.) (See instr. 3(g)

INSTRUCTIONS:
1. (a) Nameofissuer 3. (a) Title of the class of securities to be sold
(b) Issuer's I.R.S. ldentification Number (b} Name and address of each broker through whom the securities are intended to be sold
(c) Issuer’s S.E.C. file humber, if any (c) Number of shares or ather units to be sold (if debt securities, give the aggregate face amount)

(d)
(e)
2. (a)
(b)
(c)

(d)

Issuer’s address, including zip code

{ssuer’s telephone number, including area code

Name of person for whose account the securities are to be sold

Such person’s [.LR.S. identification number, if such person is an entity

Such person’s relationship to the issuer (e.g., officer, director, 10%
stockholder, or member of immediate family of any of the foregoing)

Such person's address, including zip code

(d)
(e

®
(®)

Aggregate market value of the securities to be sold as of a specificd date within 10 days prior to filing of this notice
Number of shares or other units of the class outstanding, or if debt securities the face amount thereof outstanding, as shown
by the most recent report or statement published by the issuer

Approximate date on which the securities are to be sold

Name of each securities exchange, if any, on which the securities are intended to be sold

required to respond unless the form displays a currently valid OMB control number.

Potential persons who are to respond to the collection of information contained in this form are not
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TABLE I — SECU

Furnish the following information with respec?

%S TO BE SOLD ‘ -

the acquisition of the securities to be sold

and with respect to the payment of all or any part of the purchase price or other consideration therefor:

Title of Date you . . Name of Person from Whom Acquired . Amountof Date of
the Class Acquired Nature of Acquisition Transaction (If gift, also give date donor acguired) Securities Acquired Payment Nature of Payment
INSTRUCTIONS: If the securities were purchased and full payment therefor was not made in cash at the time

of purchase, explain in the table or in & note thereto the nature of the consideration given. if
the consideration consisted of any note or other obligation, or if payment was made in
installments describe the arrangement and state when the note or other obligation was

discharged in full or the last installment paid.

TABLE II — SECURITIES SOLD DURING THE PAST 3 MONTHS

Furnish the following information as to all securities of the issuer sold during the past 3 months by the person for whose account the securities are to be sold.

Name and Address of Seller

Amountof

Title of Securities Sold Date of Sale Securities Sold

Gross Proceeds

REMARKS:

INSTRUCTIONS:

See the definition of “person” in paragraph (a) of Rule 144. Information is to be given not only as
to the person for whose account the securities are to be sold but also as to all other persons included
in that definition. In addition, information shall be given as to sales by all persons whose sales are

required by paragraph (e) of Rule 144 to be aggregated with sales for the account of the person filing
this notice.

DATE OF NOTICE

DATE OF PLAN ADOPTION OR GIVING OF INSTRUCTION,
IF RELYING ON RULE 10BS5-1

ATTENTION:

The person for whose account the securities to which this notice relates are to be sold hereby represents
by signing this notice that he does not know any material adverse information in regard to the current
and prospective operations of the Issuer of the securities to be sold which has not been publicly disclosed.
If such person has adopted a written trading plan or given trading instructions to satisfy Rule 10b5-{
under the Exchange Act, by signing the form and indicating the date that the plan was adopted or the
instruction given, that person makes such representation as of the plan adoption or instruction date.

(SIGNATURE)

The notice shall be signed by the person for whose account the securities are to be sold. At least one
capy of the natice shall be manuaully signed. Any copies not manually signed shall beur typed or printed signutures.

ATTENTION: Intentional misstatements or omission of facts constitute Federal Criminal Violations (See 18 U.S.C. 1001)

]
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SECURITIES AND EXCHANGE COMMISSION
17 CFR PART 240 '

RELEASE NO. 34-56914; IC-28075; FILE NO. S7-17-07
RIN 3235-AJ95

SHAREHOLDER PROPOSALS RELATING TO THE ELECTION OF
DIRECTORS '

AGENCY: Securities and Exchaﬁge Commission.

ACTION : Final rule.

SUMMARY: The Securities and 'Exchange Commission is publishing this adopting
releasg to codify the meaning of Rule 14a-8(i)(8) under the Securities Exchange Act of
1934. Rule 14a-8 pfovides shareholders with an opportunity to place certain proposals in
a'company’s proxy materials for a vote at an annual or special meeting of shareholders.
S.ubsection (1)(8) of the Rule permits exclusion of certain shareholder proposals related to
the election of directors. The Commission is adopting an amendment to Rule 14a-8(i)(8)
to provide certainty regarding the meaning of this provision in response to a recent court

decision.

EFFECTIVE DATE: [INSERT DATE 30 DAYS AFTER FEDERAL REGISTER
PUBLICATION]. '

FOR FURTHER INFORMATION CONTACT: Lillian Brown or Tamara Brightwell,
at (202) 551-3700, in the Division of Corporation Finance, U.S. Securities and Exchange

Commission, 100 F Street, NE, Washington, DC 20549-3010.

Dok 13 663
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SUPPLEMENTARY INFORMATION: We are édopting an ameﬁdment to
Rule 14a-8(i)(8)" under the Securities Exchange Act of 1934.2
L Background

A. Purpose of the Rule 14a-8(i)(8) Exclusion

On July 27, 2007, the Commission published for comment the proposed
amendment to Rule 14a-8(i)(8) that we are adopting today to address the uncertainty
resulting from a recent decision of the U.S. Court of Appeals for the Second Circuit that
did not defer to the agency’s longstanding interpretation of the Rule..3 |

Rule 14a-8, which creates a procedure under which shareholders® may present
certain proposals’ in the company’s proxy materials, does not require the inclusion of any
proposal that “relates to an election for membership on the company’s bﬁard of directors
or analogous governing body.”® The proper functioning of Rule 14a-8(1)(8) is
particularly critical to assuring that investors receive adequate disclosure in election

. contests, and that they benefit from the full protection of the antifraud provisions of the

1 17 CFR 240.14a-8(i)(8).

z 15 U.S.C. 78a et seq.

3 Release No. 34-56161 (July 27, 2007) [72 FR 43488] (the “Proposing Release™).

¢ To be eligible to submit a proposal, Exchange Act Rule 14a-8(b)(1) (17 CFR 240.14a-8(b)(1))

requires the shareholder to have continuously held at least $2,000 in market value, or 1%, of the
company’s securities entitled to be voted on the proposal for at least one year. The Rule also
contains other eligibility and procedural requirements for shareholders who wish to include a
proposal in the company’s proxy materials.

3 With respect to subjects and procedures for shareholder votes, most state corporation laws provide
that a corporation’s charter or bylaws can specify the types of proposals that are permitted to be
brought before the shareholders for a vote at an annual or special meeting. Rule 14a-8(i)(1)
supports these determinations by providing that a proposal that is not a proper subject for action
by shareholders under the laws of the jurisdiction of the corporation’s organization may be
excluded from the corporation’s proxy materials.

6 Exchange Act Rule 14a-8(i)(8).




securities laws. Because the inclusion of shareholder nominees for direct_or ina
company’s proxy materials normally would create a contested election of directors, the
- protections of the proxy solicitation rules designed to provide investors with full and

accurate disclosure are of vital importance in this context. An interpretation of

Rule 14a-8(i)(8) that resulted in the Rule being used as a means té include shareholder

nominees in company proxy méterials would, in effect, circumvent the other proxy rules

designed to assure the integrity of director elections. |
Several Commission rules, including Exchange Act Rule 14a-12,7 reglilate

contested proxy solicitations so that investors receive adequate disélosufe to enable them

to make informed voting decisions in elections. The requirements to provide these

disclosures to shareholders from whorrll proxy authority is sought are grounded in

Rule 14a-3,® which requires that any party conducting a proxy solicitation file with the

Commission, and furnish to each person solicited, a proxy statement containing the

information specified in Scheduie 14A.° Ttems 4(b) and.S(b) of Schedule 14A reqﬁire

numerous specified disclosures if the solicitation is subject to Rule 14a-12(c)."°

7 17 CFR 240.14a-12.
® © 17CFR240.14a3.
? Rule 14a-3 provides, in pertinent paﬁ, that “[n]o solicitation subject to this regulation shall be

made unléss each person solicited is concurrently furnished or has previously been furnished with
a publicly-filed prehmmary or definitive written proxy statement containing the 1nformat10n
specified in Schedule 14A..

10 17 CFR 240.14a-101, Items 4 and 5. Items 4 and 5 require disclosures made by participantsina -
solicitation. For purposes of Items 4 and 5, a “participant” in the solicitation includes:
« any person who solicits proxies;
« any director nominee for whose election proxies are being solicited; and
e any committee or group, any member of a committee or group, and other pcrsons involved in
‘specified ways in the financing of the solicitation.
See Item 4, Instruction 3. Thus, for each of the numerous disclosures required as to a
“participant,” the information must be disclosed as to all of such persons.




solicitation is subject to Rule 14a-12(c) if it is made “for the purpose of opposing” a

solicitation by any other person “with respect to the election or removal of directors....”"!

Thus, the result of Schedule 14A’s cross-referencing of Rule 14a-12(c) is to trigger, when
a solicitation with respect to the election of directors is conducted in opposition to
another solicitation, a number of disclosures relevant in proxy contests.!? In addition,

Item 7 of Schedule 14A"? requires the furnishing of additional information as to

nominees for director, including nominees of “persons other than the [company]” (e.g.,

shareholders), including:

- any arrangement or understanding between the nominee and any other person(s)
(naming such person(s)) pursuant to which the nominee was or is selected as a

Because numerous protections of the federal proxy rules are triggered only by the presence of a
solicitation made in opposition to another solicitation, the requirements regarding disclosures and
procedures in contestéd elections do not contemplate the presence of competing nominees in the
same proxy materials.

12 See 17 CFR 240.14a-101, Items 4(b) and 5(b). These disclosures include: B T T

« by whom the solicitation is made; . ' :

e the methods to be employed to solicit;
« total expenditures to date and anticipated in connection with the sohc1tat10n
"« by whom the cost of the solicitation will be borne;

« any substantial interest of each participant in the solicitation;

« the name, address, and principal occupation or principal business of each participant;

«  whether any participant has been convicted in a criminal proceeding within the past 10 years;

o the amount of each class of securities of the company owned by the participant and the
participant’s associates;

o information concerning purchases and sales of the company’s securities by each participant
within the past two years;

o  whether any part of the purchase price or market value of such securities is represented by
funds borrowed;

«  whether a participant is a party to any contract, arrangements or understandings with any
person with respect to securities of the company;

o certain related party transactions between the participant or its associates and the company;

o whether the participant or any of its associates have any arrangement or understanding with
any person with respect to any future employment with the company or its affiliates, or with
respect to any future transactions to which the company or its affiliates will or may be a party;
and

e  with respect to any person who is a party to an arrangement or understanding pursuant to
which a nominee 1s proposed to be elected, any substantial interest that such person has in any
matter to be acted upon at the meeting.

B 17 CFR 240.14a-101, Ttem 7. .
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nominee;
. . . 1
business experience of the nominee; "

any other directorships held by the nominee in an Exchange Act reporting
company;'®

the nominee’s involvement in certain legal proceedings;'’
certain transactions between the nominee and the company;18 and

whether the nominee complies with independence requirements. '’

Finally, and of critical importance, all of these disclosures are covered by the prohibition

contained in Rule 14a-9 on the making of a solicitation containing false or misleading

S 0
statements or omlss1ons.2

These numerous protections of the federal proxy rules are triggered orily by the

presence of a solicitation made in opposition to another solicitation. Accordingly, were

the election exclusion not available for proposals that would establish a process for the

election of directors that circumvents the proxy disclosure rules, it would be possible for

a person to wage an election contest without providing the disclosures required by the

19

20

See Item 401(a) of Regulation S-K [17 CFR 229.401(a)], which is referenced in Item 7 of
Schedule 14A.

See Item 401(e)(1) of Regulatiorn S-K [17 CFR 229.401(e)(1)], which is referenced in Item 7 of
Schedule 14A.

See Item 401(e)(2) of Regulation S-K [17 CFR 229.401(e)(2)], which is referenced in Item 7 of
Schedule 14A.

See Items 103 and 401(f) of Regulation S-K {17 CFR 229.103 and 17 CFR 229.401(f)], which are
referenced in Item 7 of Schedule 14A. .

See Item 404 of Regulation S-K [17 CFR 229.404], which is referenced in Item 7 of Schedule
14A.

See Item 407(a) of Regulation S-K [17 CFR 229.407(a)], which is referenced in Item 7 of
Schedule 14A.

See 17 CFR 240.14a-9.




Commission’s present rules géverning such contests. Additionally, false and misleading
disclosure in connection with such an election contest could potentially occur without |
liability under Exchange .Act Rule 14a-9 for material misrepresentations made in a proxy
solicitation. The Commission stated this rationale for the exclusion at the time it was
proposed in 1976:

[T]he principal purpose of [Rule 14a-8(i)(8)] is to make clear, with respect

to corporate electibns, that Rule _14a;8 is not the proper means for

conducting campaigns or effecting reforhzs ih elections of that nature,

since other proxy rules, including Rule 14a-11, are applicable thereto. 2!

(Emphasis added.)
Accordingly, the staff has determined that shareholder proposals that may result in a
contested election ~ including those which establish a procedure to list shareholder-
nominated director candidates in the company’s proxy materials — féll within the election
exclusion. We agree with this position and believe it is consistent with the explanation -
that the Commission gave in 1976.

As explained in the Proposing Release, except for a few brief references to the
Rule, the Commission did not discuss the meaning of Rule 14a~8(i)(8) from the time of

 its 1976 statement until its shareholder access proposal in October 2003,* and the two

2t Release No. 34-12598 (July 7, 1976) [41 FR 29982]. The Commission’s reference in its 1976
statement to “other proxy rules, including Rule 14a-11,” reflects the fact that, in 1976,
Rule 14a-11 was the Commission proxy rule governing election contests. As part of a series of
rule changes in 1999, the Commission rescinded Rule 14a-11 and moved many of the
requirements of prior Rule 14a-11 to the current Rule 14a-12. [17 CFR 240. 14a-12] See Release
No. 33-7760 (October 22, 1999) [64 FR 61408]. Accordingly, the Commission’s reference to
Rule 14a-11 in 1976 was to the rules governing election contests, which now may be found
generally elsewhere in the proxy rules and, in particular, in Rule 14a-12.

2 Release No. 34-48626 (October 14, 2003) [68 FR 60784].




pfoposing releases™ in July 2007. Between 1976 and the time of the AFSCME v. AIG

| litigation, the staff of the Commission took “no-action” positions on the application of the
Rule. Between 1976 and 1990, in applying the Rule to proposals that would have
established procedures for shareﬁolders to nominate candidates to the board, in the
iimited number of cases that presented the question, the staff did not concur with
companies that the proposals could be excluded under the election exclusion.* In 1990,
however, without mentioning the pre-1990 decisions, the staff clearly stated its position
that the Rule permitted exclusion of a proposal that “would establish a procedure that
may result in contested elections to the board” in a response to a request for no-action
relief from Amoco.”” In doing so, the staff aligned its interp;etation with the
Commission’s 1976 statement. Between 1990 and 1998, the staff granted no-action relief
under the election exclusion nine times®® and denied relief twice?” to operating companies

seeking to exclude shareholder proposals to adopt procedures that would give

z See Proposing Release and Release No. 34-56160 (July 27, 2007) [72 FR 43466).

# The proposals submitted between 1976 and 1990 typically presented similar, but not identical,
procedures as-those presented in the direct access proposals generally submitted in recent years. -
See, e.g., Pan Am Corp. (March 22, 1985); Union Oil Company (February 24, 1983); and Mobil
Corp. (March 3, 1981). Cf. Tylan Corporation (September 25, 1987) (allowing exclusion under
the prior version of Rule 14a-8(i)(8) of a shareholder proposal to reduce the number of directors
and nominate a new slate of directors meeting certain criteria).

» Amoco Corporation (February 14, 1990). See also Thermo Electron (March 22, 1990); Unocal
Corp. (February 6, 1990); and Bank of Boston (January 26, 1990).

% See Storage Technology Corporation (March 11, 1998); BellSouth Corp. (February 4, 1998);
Unocal Corporation (February 8, 1991); AT&T (January 11, 1991); Flow International (July 16,
1990); Thermo Electron (March 22, 1990); Amoco Corporation (February 14, 1990); Unocal
Corporation (February 6, 1990) and Bank of Boston (January 26, 1990). See also International
Business Machine Corporation (March 4, 1992), in which the staff noted that the proposal would
be excludable unless modified as specified in the staff’s response letter.

7 See Dravo Corporation (February 21, 1995) and Pinnacle West Capital Corporation (March 26,
1993). See also, TCW/DW Term Trust 2003 (July 15, 1997), in which the Division of Investment
Managemen; denied no-action relief. '
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shareholders the ability to nominate director candidates in the company’s proxy

materials. For the past decade, since 1998, the Commission staff has repeatedly taken thé
positioﬁ that shareholder proposals that may result in a contested election fall within the
election exclusio.n. On several occasions after 1990, the Commiission itself declined to
review these “né-action” positions.?

B. Background Relating to Rule Amendment

In American Federation of State, County & Municipal Emnlovees,_ Emplovees

" Pension Plan v. American International Group, Inc.,” the U.S. Court of Appeals for the

Second Circuit held that AIG could not rely on Rule 14a-8(i)(8) to exclude a shareholder
. proposal seeking to amend the company’s bylaws to establish a procedure under which
. the company would be required, in specified circumstances, to include shareholder

- nominees for director in the company’s proxy materials.”® The Second Circuit described

the Commission’s statément in 1976 as limiting the election exclusion “to shareholder
proposals used to oppose solicitations dealing with an identiﬁed board seat in an

upcoming election and reject[ing] the somewhat broader interpretation that the election
exclusion applies to shareholder proposals thgt would institute procédures making such

election contests more likely.”31 After 1976, in the Second Circuit’s view, the

3 See, e.8., Storage Technology Corporation, letter of Jonathan Katz, Secretary of the Commission,
to Dr. Seymour Licht P.E. (April 6, 1998). ‘

» 462 F.3d 121 (2d Cir. 2006) (AFSCME v. AIG).
Consistent with the longstanding interpretaﬁon, the Commission staff had issued to AIG a letter
stating that “[t]here appears to be some basis for your view that AIG may exclude the proposal
under rule 14a-8(i)(8) . . . we will not recommend enforcement action to the Commission if AIG
omits the proposal from its proxy materials . . . . American International Group (February 14,
2005).

3 AFSCME v. AIG, 432 F.3d at 128.




Commission gradually shiftéd away from this interpretation, and came to its present
interpretation in 1990. The court then held “that an agency’s interpretation of an

-ambiguous regulation made at the time the regulatioh was implemented or revised should
control unless that.agency has offered sufficient reasons for its changed interpretation.”?
Finding ‘no such sufficient reason, the court declined to defer to what it viewed as the
1990 interpretation and deemed it “appropriate” instead to defer to its own re'ading of the
meaniné of the 1976 interpretation.>® It is the Commission’s position that the election
exclusion should not be, and was not originally intended to be, limited in this way.>*

This decision was issued on September 5, 2006, as companiés and shareholders

| prepared for the 2007 proxy season. Although the decision is binding only §vithin the "
Second Circuit, it created uncertainty in the rest of the nétion about the conﬁnuing
validity of the longstanding interpretation of Rule 14a—8(i)(8). While the Commission

. began the process that led to the current rulemaking to clarify the Rule’s application, the

staff of the Division of Corporation Finance received three no-action requests seeking to

exclude similar proposals under Rule 14a-8(i)(8). The staff took a position of “no view”

on the one request for no-action relief under the Rule that it received and that was not

withdrawn.®®> This request for no-action relief was submitted by Hewlett-Packard

32 Id. at 123.
3 Id. at 129.
M In this regard, we note that the Second Circuit decision stated that “if the SEC determines that the

interpretation of the election exclusion embodied in its 1976 Statement would result in a decrease
in necessary disclosures or any other undesirable outcome, it can certainly change its interpretation
of the election exclusion, provided that it explains its reasons for doing so.” Id. at 130..

» Hewlett-Packard Company (January 22, 2007), available at
http://www.sec.gov/divisions/corpfin/cf-noaction/2007/hp012207-14a-8. htm.




‘Company, which asserted that any litigation related to the proposal would be handled by

the U.S. Court of Appeals for the Ninth Circuit and that the staff therefore should grant

- no-action relief under Rule 14a-8(i)(8) on the basis that it was consistent with the

agehcy’s interpretation of the Rule and the Ninth Circuit was not bQund by the decisions
of the Second Circuit. Hewlett-Packard ultimately included the proposal in its proxy
materials, but the proposal did not receive a majority of shareholder votes. A seco_ﬁd _
request for no-action _relief was submitted by Reliant Energy. Subsequent to the staff of
the Division of Corporation Finance takiﬁg a “no view” position on Hewlett-Packé.rd’s
request, Reliant Energy filed a complaint in the U.S. District Court for the Southemn
District of Texas seeking a declaratory judgment that the company could properly omit a
similar proposal that it vhad received for inclusion in its proxy materials.* During the
pendency of this litigation and prior to the staff’s response to Reliaﬁt’s) no-action request,
thé shareholder withdrew the proposal and the company therefore withdrew its no-action
req4uest.3 7 A third request for no-action relief was withdrawn after the company agreed to
include the proposal in its proxy materials.’® These events demonstrate the uncertainty
the Second Circuit decision created.

Compounding this uncertainty created by the Second Circuit’s decision is the U.S.

Supreme Court’s recent unanimous reversal of another Second Circuit decision involving

36 The Reliant complaint may be found at http://www.sec. gov/divisions/corpfin/cf-

noaction/2007/reliantenergy011607-1 4a-8-incoming.pdf.

3 Reliant Energy, Inc. (February 23, 2007), available at http://www.sec.gov/divisions/corpfin/cf-
noaction/2007/reliantenergy01 1607-14a-8-incoming.pdf.

3 UnitedHealth Group Inc. (March 29, 2007), available at http://www.sec.gov/divisions/corpfin/cf-
noaction/2007/uhg032907-14a-8.htm.
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an agency’s interpretation of its rules. In Long Island Care at Home, Ltd. v. Coke, the -

Supreme Court addressed the validity of the Department of Labor’s changed

inter_pretation of its rules. As in AFSCME v. AIG, the Second Circuit declined to follow
the agency’s more recent interpretation. In rejecting the Second Circuit’s view, the
Supremé Court held that an agency’s interpretation of its own regulations is contrblling
‘unless plainly erroneous or inconsistent with the regulations being interpreted. The
Supreme Court noted that the Department of Labor “may have interpreted these
regulations differently at different times in their history.””** Nonetheless, “as long as
interpretive changes create no unfair surprise ... the change in interpretation alone
presents no separate ground for disregarding the Department’s present interpretation.”*!
Indeed, whereas the Second Circuit required the Commission to prbvide “sufficient
reésdn” for what it regarded as a éhanged‘interpretation vin order to ment deference, the
Supreme Court, in reversing the Second Circuit’s decision in another administrative law

case, held that a department’s change in interpretation alone presents no separate ground

for disregarding the department’s present interpretation. As a result of this post-

AFSCME v. AIG decision, which binds all U.S. Courts of Appeals and other federal

courts, it is more likely that a court would uphold this agency’s interpretation of Rule

14a-8(1)(8). If a lower court were to apply the reasoning in Long Island Care at Home

and reach a result contrary to the AFSCME v. AIG.court, further litigation and confusion

about the Commission’s rules could follow.

® 127 S.Ct. 2339 (2007).
o Long Island Care at Home, 127 S.Ct at 2349.
o Id.
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' To.permit this escalating state of confusion to continue for the 2008. proxy seaéon
and beyond would effectively require shareholders and cor_npﬁnies to go to court to
determiné the meaning of the Commission’s proxy rules, and it could take years before
the U.S. Supreme Court resolved any resulting conflicts between the circuits. Inaction by
the Commission would thus promote ﬂmher uncertainty ami leave both shareholdf:rs and
companies in a position of “every litigant for himself.” This would benefit neither
shareholders nor companies. If the current environment was permitted to continue, and
these types of proposals were included in proxy statements and subsequently approved,
shareholders would be exposed to the risk that the disclosure provisions of the securities
laws could be circumvented. And by fuxthering legal uncertainty about the meani_ng and
application of the Commission’s rules, it would impose needless costs on shareholders
and companies alike, and undermine the Commission’s statutory mission to protect
investors, promote fair and orderly markets and facilitate capital formation.

The Commission has a fundmnenfal responsibiiity to make sure that the rules and
regulations it adopts have élea‘r meanihg so that the regulated community can conform its
conciuct accordingly. To that end, we previously reiterated the Commission’s
intgrpretation in the Proposing Release, and today we are adopting a clear and concise
amendment to the text of Rule 14a-8 that codifies the agency’s longstanding |
interpretation of Rule 14a-8(i)(8). It is our intention that this will enable shareholders
and companies to know with certainty whether a proposal may or may not be excluded
under Rule 14a-8(i)(8). ‘It also will facilitate the staff’s efforts in reviewing no-action
requests and in interpreting Rule 14a-8 with certairity in responding to requests for no-

action letters during the 2008 proxy season. We believe it is important to adopt a rule

12




-change to eliminate any uncertainty, particularly in light of Long Island Care at Home

and its impliéations. Thus, today’s release codifies the agency’s longstanding

| interpretation of Rule 14a-8(i)(8) and the modifications to the rule we adopt today do nbt_

affect or address any other aspect of the staff’s prior determinations under the election
ex.clusion.
1L Commission Interpretation of Rule 14a-8(i)(8)

Rule 14a-8(1)(8) permits exclusion of a proposal that would result in an immediate
election contest (e.g., by making or opposing a director nomination for a pérticularl

meeting) or would set up a process for shareholders to conduct an election contest in the

future by requiring the company to include shareholders’ director nominees in the

~ company’s proxy materials for subsequent meetings.

In the AFSCME v. AIG opinion, the Second Circuit took the view that a

shareholder proposal may be excluded under Rule 14a-8(i)(8) if it would result in an
immediate election contest, but thaf a proposal may not be excluded under

Rule 14a-8(1)(8) if it “establish[es] a process for shareholders to wage a future election
contest.”** As the Commission stated in 1976, however, the express purpose of the
election exclﬁsion is to make clear that Rule 14a-8 is not a proper “means” to achieve
election contests because “othér proxy rules” are applicable to such contests. We are
acting today to state clearly that the phrase “relates to an election” iﬂ the election |
exclusion cannot be read so narrowly as to refer only to a proposal that relates to the
current election, or a particular election, but rather must be read to refer to a proposal that

“relates to an election” in subsequent years as well. In this regard, if one looked only to

2 AFSCME v. AIG, 462 F.3d at 128.
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what a proposal accomplished in the current year, and not to its effect in subséquent
years, the purpose of the exclusion could be evaded easily. For example, such a reading.
might permit a company to exclude a shareholder proposal that nominated a candidaté- for
election as director for the upcoming meeting of shareholders, but not exclude a proposal
that resulted in the company being required to include the same shareholder-nominated "
candidate in the company’s proxy materials for the following year’s meeting.

Our interpretation of Rule 14a-8(1)(8) is ful]y consistent with the Commission’s
statement in 1976, that the Rule was not intended “té covér proposals dealing with
matters previously held not excludable by the Commission, such as cumulatiye voting
rights, general qualifications for directors. . .” The Commission’s references in 1976 to
propésals relating to “cumulative voting rights” and “general qualifications for directors”
simply reflect the long-held belief that these proposals generally do not trigger the

_contested elections proxy rules and therefore are not excludable under Rule 14a-8(i)(8).
Accordingly, the Commission’s 1976 statement should not be interpreted to mean that
Rule 14a-8(i)(8) permits exclusion of proposals establishing nomination or election
procedures other than those that would result in a contested election. It also is consistent
with the Commission’s statement in 1976 that Rule 14a-8 is not the proper me_ansl for |
cqnducting campaigns or effecting reforms in corporate elections. As explained in the
Proposing Release and above, the analysis under Rule 14a-8(1)(8) does not focus on
whether the proposal would make election contests more likely, but whether lthe resulting
contests would be governed by the Commisston’s proxy mles for contested elections.

We received numerous public comments regarding the Proposing Re]easg, and

have carefully considered them. Commenters supporting the agency’s longstanding
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interpretation noted that, ndtwithstémding the court decision, no new facts or
circumstances exist that warrant the Commission deviating from that interpretation.*
Commenters believed that the court decision did not invalidate the agency’s position, but
~ rather required the Commission to state its position and its reasoning in a formal way.*
Other commenters disagreed with the Commission’s position entireiy and therefore
opposed the longstanding interpretation and the proposed Rule text amendment.*> Some
commenters opposing the interpretation and Rule proposal believed that the Commission
should withhold actioﬂ until it has fhe opportunity to assess the impact of the AFSCME v.
AIG decision.*®

Many of the comments we received on the amepdment that we are adoptiqg today
went beyond the limited issue the Proposing Release sought to address — namely, the
Commission’s interpretation of existing Rule 14a-8(i)(8) and proposed rule améndment -
and instead focused on the broader range of matters imblicated by a separate companion

release (the “Companion Release”) that proposed a comprehensive package of

“ See comment letters from U.S. Chamber of Commerce {“Chamber”) and Society of Corporéte

Govemance Professionals (“SCSGP”).

See comment letter from Citigroup Inc. (“Citigroup”). See, e.g., comment letters from The Adams
Express Company (“Adams”) and Chamber. :

4 See, e.g., comment letters from AFL-CIO; American Federation of State, County and Municipal
Employees, AFL-CIO (“AFSCME”); State Board of Administration of Florida (“FL Board”);
Amalgamated Bank LongView Funds (“Amalgamated Bank™); Board of Fire and Police Pension
Commissioners of the City of Los Angeles (“LA Fire & Police”); and Comptroller of the Clty of
New York (“NYC Comptroller”).

See Form Letter B. '
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amendments to the proxy rules and related disclosure requirements.*’ We separately
proposed the amendment that we are adopting today so that we could eliminate the

uncertainty created by AFSCME v. AIG. As discussed throughout the Proposing

Release, and' in this felease, we believe that a definitive éodiﬁcation of our longstanding
mterpretation is both needed and appropriate.. We appreciate the thoughtful comments
regarding the questions raised in the Companion Release but, because they go beyond the
‘scope of the Proposing Release, they are mdre appropriately addressed in connection with
the Companion Release. In this release, we are acting only on the matters that were the
subject of the Proposing Release.
III.  Amendment to Rule 14a-8(i)(8)

The amendment that we are adopting today is intended to clarify the meaning of
Rﬁle 14a-8(1)(8) by codifying the agency’s longstanding interpretation of the Rule. The
text of Rule 14a¥8(i)(8) currently specifies that a proposal may be excluded “[i].f the
proposal relafes to an election for membership on the company’s board of directors or
analogous governing body.” To clarify the meaning of this provision, consistent with the
Commission’s longstanding interpretation, we proposed to amend the language of the
rule to read: |

If the proposal relates.to a nomination or an election for

membership on the company’s board of directors or analo gous

. We received approximately 8800 comment letters addressing the rule proposal and accompanying
interpretation. Approximately 8400 of these letters were form letters opposing both this release
and the Companion Release published for comment on July 25. Of the 8800, approximately 400
were not form letters. :

47

As discussed in more detail in the Companion Release, those proposals followed a long history of
prior Commission consideration and exam