Loosening securities sale restrictions aligns issuer and investor interests
Streamlining Rule 144 will simplify attorneys’ decision-making processes
SEC questions purpose of holding period

Amendments will enable faster securities sales

Increased liquidity will help companies raise money in private markets

By Howard Berkenblit

Smoothing the path

% implification is not a word typically associated
with SEC capital raising and compliance
" requirements. But things should soon get a
> whole lot easier for companies where resales of
restrlcted securities are concerned, thanks to proposed
changes expected to be adopted later this year.
Amendments to Rule 144 under the Securities Act
of 1933 would significantly ease the burdens for compa-
nies, streamlining procedures for security holders
reselling outstanding securities. And that, in turn,
means a more efficient process for the in-
house and outside counsel who must bless
each sale.
the
changes should improve liquidity and

In an even broader context,

access to capital, while reducing costs tied
to private placements and acquisitions.
SEC chairman Christopher Cox has said
the changes will ‘alleviate unnecessary
burdens’ and ‘remove obstacles that impede the growth
of small companies.’

From a corporate counsel perspective, it’s almost
certain the chairman’s prediction will bear fruit. But
let’s back up a bit first.

A cumbersome process

When individuals want to resell outstanding securities
that have not been registered with the SEC, or when
an affliate of a company wants to sell any securities,
one of two things must happen. The issuers must regis-
ter resales of those securities on behalf of the sellers. Or,
the sellers must rely on some exemption from registra-
tion. The aforementioned Rule 144 offers one of the
most common exemptions.
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Technically speaking, Rule 144 is not a true exemp-
tion. Rather, it is a ‘safe harbor’ that gives a seller the
assurance that the sale won’t run afoul of the securities
laws. (Providing, of course, that the seller does not have
a plan or scheme to evade those laws.)

Yet, in their current form, the requirements
behind Rule 144 are cumbersome at best, forcing secu-
rity holders to comply with a series of restrictions that,
in point of fact, make resale unnecessarily complex.
For starters, there are holding period requirements and
limits on amounts that may be sold.
There are restrictions that require sales to
be through brokers or market makers and
strict requirements for SEC notification.
And, of course, companies must be up to
date in all of their quarterly and annual
filing obligations.

Fortunately, the proposed amendments
would substantially improve the reporting
landscape. Among the changes, the new rules would:

¢ Shorten the minimum holding period for restrict-
ed securities of SEC reporting companies from one year
to six months from the date of acquisition from the
issuer or an affiliate (ie, directors, executive officers and
significant stockholders) and eliminate all restrictions
for non-affiliates after a period of one year rather than
two. The SEC has proposed, however, to ‘toll’ the hold-
ing period — that is, not give credit for the time — if the
seller has entered into hedging arrangements for any
securities of the same class as those being sold. (The
proposal would cap the maximum, even with tolling, at
one year.)

® For sellers that have not been affiliates for at least
three months, remove restrictions on volume and man-
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ner of sale and the Form 144 filing requirement so that,
between six months and one vyear, the only remaining
requirement will be that the issuer is current in its
reporting obligations. After a year, even the issuer
reporting condition would go away. This means the
opinion giver would only need to verify the holding
period and — between six and 12 months — corroborate
that the last year of periodic reports had been filed.

¢ Remove all of the restrictions for restricted secu-
rities held at least a year by sellers that have not been
affiliates of non-SEC reporting companies for at least
three months.

o For affiliates, raise the minimum thresholds that
trigger the need to file a Form 144 and eliminate a
restriction on the manner of resales of debt securities.
Though not yet formally proposed, the SEC is also con-
sidering combining Form 144 with ‘Section 16’ reports
regarding insider stock transactions by directors, officers
and 10 percent stockholders.

o Clarify other standing unofficial interpretations
and make several technical and ‘plain English’ tweaks
to the regulations. Among the more significant refine-
ments, the new rules would make clear that the holding
period for warrants or options that have cashless exer-
cise features would begin when the warrants or options
are issued, and not upon exercise, even if the cashless
exercise feature was added at a later date.

Individually, each of these changes will streamline
procedures. Taken in total, they represent a dramatic

boon for the attorneys who must issue formal opinions
on these sales. (Remember, too, that without that legal
opinion, the sale can’t go through. Only rarely these
days are formal opinions from counsel not a require-
ment for resale.)

As things currently stand, counsel must verify that
all the conditions of Rule 144 have been satishied. Some
of those conditions are relatively straightforward to veri-
fy and approve, by examining a stock certificate, for
example, or reviewing company or transfer agent records
to determine how long the securities have been held.
The volume limits require slightly more effort to calcu-
late, but they are also objectively verifiable.

Yet other elements, such as holding period and
manner of sale verifications, require counsel to delve
much deeper, necessitating input, letters and certifica-
tions from sellers and brokers, and with rapid-fire turn-
around. Practically speaking, this means layers of phone
calls, faxes and attention to detail in a fast-moving
world. For companies that use outside counsel, the cost
can run into the thousands.

And at what benefit to the public? Why should
security holders be forced to hold their securities for a
year or two before they can liquidate their investments?
And whom do these restrictions really protect, especial-
ly where the seller has no control over the issuer?

After analyzing the real world trading of securities
and investment patterns, the SEC has at last concluded
that the liquidity of restricted and affiliate-held securi-
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ties can be improved — and the cost of capital for issuers
reduced — without compromising investor protection.

Transforming the landscape

If the Rule 144 reforms are adopted by year’s end as
anticipated, holders of restricted securities and affiliates
will have greater liquidity and will be able to sell faster
and with fewer restrictions, especially if they are not
affiliates of the issuer. Companies, meanwhile, will save
‘valuable time and money when preparing legal opin-
ions or instructions allowing such sales. And corporate
counsel will have more time to focus their energies on
so many other regulatory requirements.

Beyond the very practical logistical implications of
Rule 144 reform, these modifications have the potential
to transform the entire private capital
raising process and acquisition struc-
tures. Here’s why:

In private placements of securities,
companies often apply discounts to the
initial security sale price because of the
Rule 144 restrictions that buyers would
encounter upon investing. In other
words, existing rules that require purchasers to hold the
securities for at least a year if they want to sell at all — or
hold for two years to sell with no restrictions ~ have
been a capital raising roadblock for smaller companies.

Put simply, purchasers are not willing to pay the
same amount for securities under these conditions as
they would to buy shares in a registered offering where
the securities are immediately liquid. By shortening the
Rule 144 holding period to six months and by eliminat-
ing most of the other restrictions, companies will be
able to reduce their discounts and increase their ability
to raise more money in the private markets.

Similarly, many smaller companies use restricted
securities to pay service providers when cash may be
hard to come by. With greater perceived liquidity, secu-
rities will likely become a more attractive form of ven-
dor payment. And, with liquidity increased, companies
may be able to issue smaller amounts of shares as pay-
ment in lieu of cash.

The rulé changes will also have a positive effect
on private investments in public equity, or PIPE trans-
actions, where accredited investors purchase securities
at typically below-market prices. In these instances,
resales of the securities are registered with the SEC in
order to be quickly liquidated later by investors. But
with a shorter holding period, these registration state-
ments may no longer be necessary. If investors know
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they can resell their securities after only six months
without restrictions, they may no longer insist on the
registration statement, saving yet more in legal costs
for the issuers.

Likewise, investors in a company that is being sold
may be more willing to accept issuer securities as con-
sideration for an acquisition — and to accept them with-
out registration rights — because the new rules would
permit liquidation only a few months down the road.

Even if a registration statement is still required as
part of a private placement or acquisition, the agreed
upon duration of the registration statement may be sig-
nificantly shortened. As a result of current Rule 144,
registration rights agreements frequently provide that
registration statements covering resales of purchased

Investors in a company that is being sold may

consideration for an acquisition

securities be effective for two years. Shortening this obli-
gation to six months or a year saves costs for issuers and
reduces potential liability.

One other important part of the SEC’s proposals
would scale back Rule 145 for mergers and acquisitions
that utilize registered securities. Under the new rules,
affiliates of an acquired company would no. longer be
subject to any restrictions if they don’t continue on in a
post-acquisition affiliate role. In other words, these
directors, officers and others would be free to sell regis-
tered shares from the acquisition, without worrying
about volume, manner of sale or other restrictions.

Kudos to the SEC

The SEC gets more than its share of criticism for sad-
dling companies with costly regulations that do little to
protect investors. [t can improve things for investors by
easing the burdens on companies. Combined with
other pending proposals by the SEC to reform small
public company and private capital raising rules, the
landscape for both issuers and those who buy securities
might just become simpler and more efficient.

Howard Berkenblit is a partner

| at Sullivan & Worcester LLP.




