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The field of securities regulation is rapidly evolving into the most
volatile area of commercial law. Much of the development is attribu-
table to a growing awareness among shareholders that their proprietary
rights will never be adequately protected if they maintain a seldom
seen and never heard relationship with the commercial entities which
they own. Indeed, stockholders have now manned the battlelines in
combating what they believe to be fiduciary mismanagement1 and cor-
porate indifference to social ills.2 This shareholder militancy is ex-
ceeded only by the increasingly activist Securities and Exchange Com-
mission (SEC) operating as a progressive force demanding continued
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1. See Cary & Harris, Standards of Conduct Under Common Law, Present Day
Statutes and the Model Act, 27 Bus. LAw. 61 (1972); Ruder, Wheat & Loss, Standards
of Conduct Under the Federal Securities Acts, 27 Bus. LAw. 75 (1972).

2. Former SEC Chairman William J. Casey recently observed that the "demon-
strated ability of business to meet the nation's economic needs has fostered the belief that
business has both the capability and the responsibility of meeting urgent social and
environmental needs .... This has led to an insistent demand from many quarters
that business redefine its goals in order to satisfy [these] new priorities." Casey,
Corporate Responsibility, 27 Bus. Lw. 51 (1972). Exemplifying such a demand by
corporate shareholders is Medical Comm'n for Human Rights v. SEC, 432 F.2d 659
(D.C. Cir. 1970). See Chisum, Napalm, Proxy Proposals and the SEC, 12 Amz. L.
REv. 463 (1970). See also Bane, Shareholder Proposals on Public Issues, 26 Bus.
LAw. 1017 (1971); Blumberg, The Politicalization of the Corporation, 26 Bus. Law.
1551 (1971).
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improvement-or compounded confusion depending on the individual
viewpoint-in the interpretation and enforcement of the federal securi-
ties laws.

Although most of the visible aspects of this activism have involved
insider-shareholder relationships, the issuance of securities in transac-
tions subject to regulation under the Securities Act of 19333 has also
been significantly affected. Disclosures by an issuer when registration
is required are becoming increasingly extensive,4 and there is a grow-
ing tendency to force a greater proportion of offerings into registration.
To a large extent, the latter trend is a consequence of the uncertainty
and confusion surrounding the exemption of private offeringsu from
the Act's registration requirements. As the burdens of registration
have become more onerous, it is more critical than ever, from the view-
point of all parties in securities transactions, to allow issuers to avoid
registration when it would serve no worthwhile purpose. 6 The present
state of the private offering exemption offers no security or stability to
issuers who should be entitled to rely upon its protection while allow-
ing unethical and negligent issuers to camouflage their failure to regis-
ter public offerings with superficial indicia of a private placement.

The private offering exemption of section 4(2) was intended to
complement the registration provisions of the 1933 Act by allowing
issuers to avoid the substantial burdens of registration when the policy
of registration is satisfied under the circumstances of the particular of-
fering.7 The language of section 4(2) does no more than state this
policy; no intelligible standard of exempted conduct is provided. As
presently interpreted by both the SEC and the courts, it is questionable
whether the diverse factors that theoretically establish the availability of
the exemption can be integrated into anything more than a description

3. Act of May 27, 1933, c. 38, tit. I, 48 Stat. 74 [hereinafter cited as the Securities
Act of 1933], codified, 15 U.S.C. §§ 77a et seq. (1971).

4. See SEC, DiscLostlRU TO [NvEsTORS-A REAPRAIsAL OF FEDERAL ADMims-
TRATIVE POLCIES UNDER THE '33 AND '34 AcTs 80-97 (1969) [hereinafter cited as THE
WHEAT REPORT].

5. Section 4(2) of the Securities Act of 1933 provides: "The provisions of sec-
tion 5 [prohibiting offers and sales of unregistered securities in transactions involving the
use of interstate facilities for transportation or commission] shall not apply to . . .
transactions by an issuer not involving any public offering."

6. "The basic rationale for the private offering exemption lies in a bal-
ancing of the burdens of registration against the needs it serves and the benefits it
produces. Where the offering is small, the burden of registration, including the costs
involved, is far too great to justify the . . . registration process. Where the offering
is larger but is made to relatively few people, there is not enough public interest to
bring the machinery of registration into play." Comments of Richard M. Phillips
before the A.B.A. Section of Corporation, Banking and Business Law, reprinted, 28
Bus. LAw. 490 (1973).

7. "[The exemption permits] an issuer to make a specific or isolated sale of its
securities to a particular person," H.R. REP. No. 85, 73d Cong., 1st Sess. 15-16 (1933).
"[It is directed at transactions] where there is no practical need for [the bills] applica-
tion or where the public benefits are too remote." Id. at 5.
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emphasizing the form of an exempt transaction. 8

With the recent enactment of section 44-1844(1) of the Arizona
Revised Statutes Annotated,9 the private offering concept, and poten-
tially all of its interpretive baggage, have now been incorporated into
the Arizona Blue Sky regulatory scheme.10 It must be assumed that in
enacting the exemption, the Arizona legislature intended to expedite "pri-
vate financing transactions"" that satisfy the policy of registration, and
thereby render the registration process unnecessary.' Because private
offerings have become a matter of calculated risk, however, what the
legislature has in fact created is a trap that may ensnare even the most
conscientious of issuers.

The private offering concept has evolved into a triumph of sub-
jectivity, but this discussion does not lament the confused and self-
contradictory state of the authorities. That has been done before.13

Further judicial analysis, with the possible exception of another Supreme
Court decision, will not clarify anything. What is needed, and suggested
in this article, is administrative preemption of the field and the creation
of objective standards 4 under which the availability of the exemption
can be determined with reasonable certainty.

The SEC has recently taken such action by proposing Rule 146.15

8. The SEC has issued two interpretive releases to clarify the private offering
concept. The analysis in both releases is limited to likelihoods and probabilities.
SEC Securities Act Release No. 285 (Jan. 24, 1935), reprinted, 1 CCH FED. SEC. L.
REP. 2740; SEC Securities Act Release No. 4552 (Nov. 6, 1962) (hereinafter cited as
Release No. 4552], reprinted, 2 S. GOLDBERG, PIATE PLACEMENTS AND RESTRICTED
SEcuuTnas, at app.-113,-114 (1972).

For an attempt to reconcile the various factors theoretically relevant in determin-
ing the availability of the exemption, see Patton, Private Offering: A Simplified
Analysis of the Initial Placement, 27 Bus. Lw. 1089 (1972).

9. Apiz. REv. STAT. ANN. § 44-1844(1) (Supp. 1972-73) provides that the registra-
tion requirement provisions shall not apply to "[t]ransactions by an issuer not involving
any public offering."

10. In Baker v. Walston & Co., 7 Ariz. App. 590, 593, 442 P.2d 148, 151 (1968),
the court found federal cases decided under section 17 of the 1933 Act to be authorita-
tive in interpreting ARm.. Rnv. STAT. ANN. § 44-1991 (1956), its "almost identical"
counterpart. The court failed to note that section 14-1991 is also the "almost identi-
cal" counterpart of SEC Rule lob-5. See also Beaman v. Westward Ho Hotel Co.,
89 Ariz. 1, 6, 357 P.2d 327, 330 (1960); State v. Taylor, 82 Ariz. 289, 293-94, 312 P.2d
162, 165-66 (1957).

11. THm WHEAT REPORT, supra note 4, at 161.
12. "The natural way to interpret the private offering exemption is in the light

of the statutory purpose. Since exempt transactions are those as to which 'there is no
practical need for [registration],' the applicability of Section 4(1) [now 4(2)] should
turn on whether the particular class of persons affected need the protection of the Act.
An offering to those who are shown to be able to fend for themselves is a transac-
tion 'not involving any public offering."' SEC v. Ralston Purina Co., 346 U.S. 119,
124-25 (1953).

13. For recent articles discussing the private offering exemption, see Garrett, Pri-
vate Placements, 5 REv. OF SEC. REG., 860 (Oct. 4, 1972); Patton, supra note 8;
Note, Reforming the Initial Sale Requirements of the Private Placement Exemption,
86 HARv. L. REv. 403 (1973); Analysis: The Disappearing Private Offering Exemp-
tion? BNA RFo. & L. REP. (No. 144) at B-1 (Mar. 22, 1972).

14. Tim WHEAT REPORT, supra note 4, at 152, 178.
15. Rule 146 was proposed in SEC Securities Act Release No. 5336 (Nov. 28,

1972) [hereinafter cited as Release No. 5336], reprinted, CCH FE. SEc. I. RaP.
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Although the proposed Rule is a significant and commendable step
toward certainty and stability in the private offering area, it is by no
means an ultimate solution to existing problems. There are numerous
situations where an Arizona issuer may be unable to rely on it and also
numerous reasons why an issuer may not desire to do so. The proposed
Rule adopts a rigid approach to the exemptions;'8 each condition must be
satisfied or the shelter provided will be lost. 17  The easiest way for
this to occur is for an issuer to effect private sales to more than 35 "per-
sons'8 within a given year.' 9 This is not a rare occurrence when a
new corporation is capitalized or when employee stock options are is-
sued or exercised. The proposed Rule does not adequately define "se-
curities of the issuer," thereby leaving open the question of whether all
sales of securities of different classes are to be integrated, notwithstand-
ing the absence of a single plan of financing.20 Aside from the quan-
titative limitation on purchasers, the proposed Rule is available only to

79,108. The proposed Rule is reprinted at 1 CCH FED. SEC. L. REP. f 2709. The text
of proposed Form 146 is reprinted at id. 1 7431. See Cassidy & Berkowitz, Proposed
Rule 146, 6 Rv. OF SEC. REG. 949 (Mar. 26, 1973).

Legislative activity is also possible in this area. Professor Loss and the American
Law Institute (ALI) are currently drafting a Federal Securities Code that would re-
place the existing scheme of federal securities regulation if enacted by Congress.
Tentative Draft Number 1 of the Code was approved by the ALI in May of 1972.
The Code would eliminate the non-public offering concept and replace it with the
"limited offering," a classification determined under objective standards. Proposed
Code § 227(b). For commentary concerning the proposed code, see Loss & Black-
stone, Codification of the Federal Securities Laws, 28 Bus. LAw. 381 (1973); Loss,
The Current Status of the SEC Codification, 26 Bus. LAw. 555 (1970); Loss, The
American Law Institute's Federal Securities Code Project, 25 Bus. LAw. 27 (1969);
Loss, History of SEC Legislative Programs and Suggestions for a Code, 22 Bus.
LAW. 795 (1967); Note, supra note 13, at 417-23.

16. Commenting on proposed Rule 146, Chairman Casey stated that "we believe
that the private offering channels should be kept open but under strict-albeit more
objective---controls." Release No. 5336, supra note 15, at p. 82,396.

17. Proposed Rule 146(b) provides that an offering "which meets all of the condi-
tions of the rule shall be deemed not to be a transaction involving any public offer-
ing. . . ." 1 CCH F D. SEc. L. REP. [ 2709, at p. 2675-76.

18. The term "person" is defined in proposed Rule 146(a)(1) to include certain
individuals and entities. This approach parallels the aggregation provisions of SEC
Rule 144. Id. at p. 2675.

19. Proposed Rule 146(a) (4). Id.
20. An easily overlooked difficulty arises in connection with the issuance of debt

securities. Promissory notes and other evidences of indebtedness are securities. Se-
curities Act of 1933 § 2(1); Auz. REv. STAT. ANN. § 44-1801(13) (1967). Section
3(a)(3) of the 1933 Act and section 44-1843(8) of the Arizona statutes exempt
short-term paper from registration, but the issuance of long-term paper would require
the issuer to find another exemption. If the intrastate offering exemption was un-
available, the issuer would probably have recourse only to the private offering ap-
proach and would either have to satisfy Rule 146 or otherwise come within the sec-
tion 4(2) exemption. Since an institutional investor would likely be the purchaser, no
real problem with the exemption would occur, but the institution would be counted as a
purchaser if the amount involved was less than $250,000. Proposed Rule 146(f) pro-
vides for automatic integration of purchases of "securities of the issuer" within "any con-
secutive twelve month period." 1 CCH FED. SEC. L. REP. f 2709, at p. 2676. Con-
sequently, the issuer may find that the 35-purchaser figure has been eroded by the
issuance of long-term notes, options or warrants or stock on the exercise of options or
warrants. These offerings may have been completely unrelated and yet have fore-
closed the availability of Rule 146.
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issuers. 2' Finally, the proposed Rule retains much of the traditional
offeree analysis that has been the principal cause of uncertainty and
instability in the private offering area. 22

The SEC in proposing Rule 146 recognized that there may be
legitimate reasons for an issuer's unwillingness or inability to take ad-
vantage of it. Consequently, the proposed Rule is "strongly non-ex-
clusive. ' 23 As stated by the SEC,

persons may claim a section 4(2) exemption without complying
with the proposed Rule if they satisfy the criteria set forth in rele-
vant administrative and judicial interpretations . . . in effect at
the time of the transaction. The Commission recognizes that there
may be transactions falling outside the parameters of the Rule
which may satisfy the criteria set forth in relevant judicial decisions.
Accordingly, a claim for exemption could be established without
complying with all the provisions of the Rule.24

Unfortunately, this non-exclusivity is only superficially a blessing, for
the "relevant administrative and judicial interpretations" of the exemp-
tion are in a hopelessly confused state.

The proposed Rule is reassuring but, as with other relevant admin-
istrative and judicial interpretations, of no immediate or direct benefit
to Arizona issuers. But while Arizona is little more than an observer
of activity at the federal level, it does control the issuance of securities
both "in and from this state. ' 25  As a matter of convenience and com-
mercial necessity, Arizona issuers should be able to structure a transac-
tion so as to qualify it under both Arizona and federal law as "not in-
volving any public offering." On the other hand, when an Arizona is-
suer is willing to rely on the intrastate offering exemption,2 6 it should
not be bound by rules or interpretations governing the federal private
offering exemption. 7  To delay action at the state level in anticipation

21. Release No. 5336, supra note 15.
22. See text accompanying notes 50-64 infra.
23. Remarks of Chairman Casey before the A.B.A. Section of Corporation,

Banking and Business Law, reprinted, BNA SEc. REG. & L. REP. (No. 165) F-1
(Aug. 16, 1972).

24. Release No. 5336, supra note 15. This comment should be contrasted with
the SEC's position regarding the non-exclusivity of Rule 144. See text accompanying
note 91 infra.

25. Amxz. REv. STAT. ANN. § 44-1841(A) (1967).
26. Securities Act of 1933 § 3(a)(11); see Baldwin, No Action Letters on Intra-

state Offerings, 5 Rnv. oF SEC. REG. 987 (Jan. 21, 1972). Much of the difficulty
with the intrastate offering exemption may be eliminated if the SEC adopts Proposed
Rule 147, proposed in SEC Securities Act Release No. 5349, reprinted, BNA SEC.
R•.e. & L. REP. (No. 184) F-1 (Jan. 10, 1973).

27. Implicit in this analysis must be an awareness of the interrelationship be-
tween the regulation of securities at the state and federal levels. The purpose of this
article is to propose an interpretative Order to clarify the policy established by the
Arizona private offering exemption. Although a particular offering may be structured
to qualify as exempt from registration under local law, an applicable exemption from
1933 Act registration must be independently established.
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of federal action, or to allow complete federal preemption of the field
by default, would leave many unresolved problems and constitute a re-
treat from responsibility. The Arizona investing public should be al-
lowed to participate in private offerings under appropriate guidelines.2"
Arizona issuers relying on the Arizona private offering exemption are
likewise entitled to an intelligible legal standard under which to issue
their securities without having to assume that in nearly all cases29 a
private purchaser is issued a 1-year "put"' 0 with his securities.

Piecemeal interpretation of the exemption by Arizona courts could
never achieve the desired results, even if the need for certainty and sta-
bility in this area was not immediate. It is not the function of the ju-
diciary to enunciate specific guidelines applicable to private placements
as a whole. Similarly, interpreting the exemption to insure that it will
complement the registration provisions of the Securities Act of Arizona
is not a legislative task. The most expeditious, and ultimately the most
effective approach to the problem would be through the promulgation
of an interpretive Order by the Arizona Corporation Commission. 1

This article proposes and explains such an Order. It would, to the ex-
tent possible, replace the existing subjective standards with an objective
framework for determining the availability of the exemption at both
the initial placement and eventual resale levels. Under the proposal,
the Arizona exemption would complement its federal counterpart. The
proposal does not demand a revolutionary departure from existing law

28. L. Loss & F. CowETr, BLUE SKY LAW 372-73 (1958). Currently, ACC Or-
ders No. S-1 and S-2, as qualified by Order No. S-23, essentially serve a private
offering function. In some respects, however, they provide an exemption which is
broader than the private offering exemption. Order No. S-1, for example, in effect
permits that which Ralston Purina prohibited.

29. The availability of the private offering exemption was recently upheld in
Stanley v. A.L. Stamm & Co., CCH FED. SEc. L. REP. 1 93,665 (S.D.N.Y. 1972).
The unsuccessful plaintiff was an employee of a stock brokerage firm, had published
writings in the financial press, had prior experience as a private placee of high-risk
securities and had thoroughly familiarized himself with the issuer.

30. A "put" is an option to purchase at a price certain any time during the
option period. The effect of the statute of limitations under the 1933 Act is to grant
a 1-year put to purchasers of securities sold in unjustified reliance upon the private
placement exemption. A rescission action under section 12(1) of the 1933 Act must
be brought within 1 year after the date of the unregistered sale. Id. § 13. It should
be noted at this juncture that,

from the Commission's point of view, this state of the law has certain ad-
ministrative advantages. The SEC is in a position where it can throw the
book at any private placement it finds objectionable for any reason. From
the issuer's point of view, however, engaging in a private placement is like
playing Russian roulette. It is not too much to say that for most privately
held companies, and a high proportion of the public ones as well, if the in-
vestment turns out poorly, a good securities lawyer could frame a fairly
strong rescission case. It would be the relatively rare issuer that could sus-
tain the burden of proof on the exemption's availability as it is articulated in
some of the broader authorities.

BNA SEc. REG. & L. REP. (No. 144) B-7 (Mar. 22, 1972).
31. This action would appear well within the Commission's general rulemaking

powers provided in ARiz. REV. STAT. ANN. § 44-1821 (1967).

[VOL. is
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-it merely combines the diverse elements of a valid private placement
into an intelligible outline for conduct.

THE NEED FOR CERTAINTY: COUNSEL'S VIEWPOINT

The insecurity necessarily incident to any self-administered law is
greatly magnified in the context of a private offering. When the issuer
decides to rely on the exemption, he assumes the risk of error-and
that risk is substantial.8" Good faith, due diligence and reliance on the
advice of counsel provide no defense.

The imposition of strict liability on the issuer for violation of the
registration provisions of either the 1933 Act or Blue Sky legislation is
so well established that it does not require detailed comment here.
The position of counsel for an issuer involved in a private placement
transaction, however, has been the subject of much recent controversy.
Although this is an inappropriate forum for a complete analysis of
counsel's liability in securities matters,8 3 the rapid expansion of this lia-
bility necessitates at least a brief survey. In addition to creating inse-
cure issuers, the calculated risk approach to private offerings may re-
sult in equally insecure counsel.

A leading commentator in the private offering field recently con-
cluded his analysis of the present state of the law by asking what the
conscientious practitioner should do. His pragmatic answer was not
altogether satisfactory.

Does the careful practitioner accept the Commission's arguments as
stating the law until proven otherwise, or does he, in effect, dis-
count the Commission's arguments as the product of excessive zeal
by advocates and repair to the decided cases? Unless one is to
refuse to give any opinions at all on the legality of private unreg-
istered offerings, the latter course is the only one available8 4

32. "Extreme care and rigid adherence to the legal requirements is essential to
protect the company, its officers, directors, and controlling persons from substantial
risks of legal liability for sales of unregistered stock. The shadow of contingent lia-
bility for an imperfect private placement may seriously impair future financing pros-
pects. The issuer's financial statements and any subsequent registration statement
must reflect the contingent liability, and the prospectus must prominently disclose the
actual or potential securities violation. A rescission offer may often be an appropriate
mechanism to clean up potential liabilities; but the SEC views the rescission offer as
effecting the exchange of unregistered shares for registered shares, and the rescission
offer itself must be registered." Merrifield, Private Placement Exemption, 4 REv. oF
SEc. REG. 940, 944 (1971).

33. On the issue of counsel's liability, see Schulman, Responsibilities of the At-
torney, in EmERGING FEDERAL SECURTIEs LAw: PoTENTIAL Liam 171 (V. Norden
Ed. 1969); Cheek, Counsel Named in a Prospectus, 6 REv. OF SEC. REG. 93.9 (Apr. 5,
1973). Karmel, Attorneys' Securities Laws Liabilities, 27 Bus. LAw. 1153 (1972).

34. Garrett, supra note 13, at 863 (emphasis added). "It has been the Commis-
sion's experience that unprincipled counsel will often give opinions on the availability
of exemptions from registration when careful or responsible counsel would not do so.
The result of this is to put careful counsel at a marked disadvantage." THE WHaxr
REPORT, supra note 4, at 177.



ARIZONA LAW REVIEW

Assuming that prudent counsel can "discount" the assertions of the
SEC, recent federal court decisions make this approach difficult since
the courts may rely upon that which counsel has chosen to ignore.

Although courts accord a marked deference to the expertise of such
an agency which is charged with broad regulation of a specific
field when reviewing their regulatory action, we do not intimate
that their procedures are binding precedent. However, to be con-
sistent-which is the constant aim if not the invariable result of the
law-and, most vitally, because we find S.E.C. criteria both le-
gally accurate and meaningfully sufficient for testing the issue, we
hold that a jury should consider the factors enumerated below
which the S.E.C. considers, together with the policies embodied in
the Act.3 5

No matter how conservatively interpreted, certain unfortunate lan-
guage of the SEC and the courts is clearly authoritative.30 Such au-
thorities must be considered by securities counsel in rendering opinions
as to the availability of the exemption or in structuring an exempt
transaction.

Attorneys advising issuers in private offering transactions can no
longer consider themselves objective, disinterested observers, subject only
to liability under malpractice theory. Regardless of how the other issues
are resolved, the National Student Marketing complaints7 has instigated
a reassessment of attorney's liability that will inevitably result in the
extension of such liability well beyond its present parameters. The
simplistic assumption that the attorney's duties, and hence his liabili-
ties, run only to the issuer because it is the paying client, is no longer
realistic. Attorneys must reassess their relationship with offerees,
shareholders and the public at large whenever they are involved in a
private offering if their work product is likely to be relied upon by per-
sons other than the issuer.38

Considering the most probable case first, it must be asked whether
the issuer's attorney can be joined as a defendant in a rescission action
alleging unjustified reliance upon the Arizona private offering exemp-

35. Hill York Corp. v. American Int'l Franchises, Inc., 448 F.2d 680, 687 (5th
Cir. 1971) (emphasis added). In SEC v. Continental Tobacco Co. of South Carolina,
Inc., CCH Fr. Sac. L. REP. 93,507 (5th Cir. 1971), the court quoted the SEC's
brief with approval.

36. See text accompanying notes 118-24 infra.
37. SEC v. National Student Marketing Corp., Civ. No. 225-72 (D.D.C. filed

Feb. 3, 1972). The full text of the complaint is reprinted at BNA SEc. REo. & L.
REP. (No. 138) at D-1 (Feb. 9, 1972).

38. "To the extent reliance is likely to be placed, directly or perhaps indirectly,
upon the lawyer as opiner, as contrasted with the lawyer as mere draftsman or re-
viewer, then the circle of persons who might successfully sue him for damages ex-
pands. That's about as vague a statement as could be made, and as clear as I can
make it." Francis M. Wheat, addressing the PLI Fourth Annual Institute on Securi-
ties Regulation, Nov. 2, 1972.
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tion. Section 44-2003 of the Arizona Revised Statutes Annotated
would control disposition of this situation. "[A rescission action] may
be brought against any person . . . who made, participated in, or in-
duced the unlawful sale or purchase, and such person shall be jointly
and severally liable to the purchaser. . . ."9 In addition to giving an
opinion that a contemplated sale will or will not qualify as exempt, at-
torneys customarily draft the disclosure documentation (offering cir-
cular), subscription agreement and the investment letter utilized by
the issuer. Even assuming that the disclosures are accurate and com-
plete, a recent federal district court decision indicates that such draft-
ing activities, and the notation of the firm name on the materials
drafted, alone may be considered participation in an unlawful sale.

A person need not have actual knowledge of an illegal securi-
ties transaction in order to become a 'participant' in such sale.
The fact that a defendant did not know, and could not have
known, of the illegal quality of a securities transaction, while rele-
vant to the issue of his liability, is not relevant to the issue of his
participation. . . Further, a person may be a 'participant' in
an illegal securities transaction without having communicated with
the purchaser.

[lIt is undisputed that the [law] firm authorized [the issuer] to
include its name as corporate counsel on. . . annual reports ....
I hold that the . . . firm's designation on . . . published reports
as. .. corporate counsel is enough. . to make the firm's part-
ners 'participants' in any unlawful securities transaction in which
the annual reports were used for promotional purposes 40

Even if preparation of the offering circular is not considered par-
ticipation in the sale, drafting the circular with the undeniable knowl-
edge that it will be utilized as a selling document might be considered
an inducement of the purchase within the meaning of section 44-
2003.41 That the attorney received none of the proceeds of the offer-
ing would be of no benefit to his defense. 42  Although somewhat more

39. ARmz. Rnv. STAT. ANN. § 44-2003 (1967) (emphasis added).
40. Black and Co. v. Nova-Tech, Inc., 333 F. Supp. 468, 472 (D. Ore. 1971).

The case involved the failure to register the securities of a California issuer under the
Oregon Blue Sky law, and alleged violations of section 10(b) of the 1934 Act. (Act of
June 6, 1934, c. 404, § 1, 48 Stat. 881 [hereinafter cited as the 1934 Act], codified, 15
U.S.C. §§ 78a et seq). Counsel for the issuer was joined as a defendant. The decision
was limited to venue and jurisdictional issues, and the quoted language in text was part
of the court's analysis of those issues. But cf. Beatty v. Bright, CCH Fan. SEc. L.
REP. f 93,599 (S.D. Iowa 1972) (company not liable for inadequate disclosure in
proxy statement of its merger partner).

41. The only reported Arizona case interpreting this section, Trump v. Badet,
84 Ariz. 319, 323, 327 P.2d 1001, 1004 (1958), is not particularly helpful for present
purposes.

42. See id.
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involved, a similar argument imposing liability on the issuer's attorney
may also be made under federal law.43

Participation and inducement aside, the issuer's counsel may be
liable solely as the result of his erroneous opinion that the exemption
was available.44 If he negligently rendered the opinion and damage
was suffered as a consequence, he could be liable to the corporation,
directly or derivatively, and even criminal liability could be imposed."
Although criminal liability appears unlikely except in extreme situa-
tions, 46 the calculated risk approach, the only approach presently avail-
able to Arizona issuers, may result in civil liability for a negligent opin-
ion.

The case for attorney's liability has intentionally been overstated to
illustrate the immediate need for certainty in the private offering area.
Under the present state of the law, can an issuer's counsel simply ex-
plain the risk now inherent in a private offering, call the issuer's de-
cision to sell anyway a "business decision" or the assumption of a
"business risk," and then proceed to draft the documentation incident
to the sale without accepting an almost identical risk himself? The
issue is not really who will be victorious in the suit against the issuer's
counsel. Being named a defendant in such an action is damage enough.

43. SEC Rule 142 defines participation and excludes certain classes of persons
from the participant category. SEC Securities Act Release No. 1862 (Dec. 14, 1968),
explains the Rule and states that "[a]ny person enjoying substantial relationships with
the issuer . . . or engaging in any substantial functions in the organization or man-
agement of the distribution, would be outside the scope of the rule." 1 CCH FED.
SEc. L. REP. 1 1532. Imaginative plaintiff's counsel could also argue that the is-
suer's attorney was a "control person" of the issuer within the meaning of SEC Rule
405(f). For an analysis of both sides of the "control person" argument, see Moot
Court Appeal in the ABA Court of Appeals, 28 Bus. LAw. 393-482 (1973).

44. Theoretically, a purchaser in a private offering could argue that an errone-
ous opinion published as part of the offering circular constituted an "untrue statement
of material fact" within the meaning of sections 12(2) and 17(a) (2) of the 1933 Act,
Rule 10b-5(b) and Amiz. REv. STAT. ANN. § 44-1991 (1967).

45. "In our complex society the accountant's certificate and the lawyer's opinion
can be instruments for inflicting pecuniary loss more potent than the chisel or the
crowbar. Of course, Congress did not mean that any mistake of law or misstatement
of fact should subject an attorney or an accountant to liability simply because
more skillful practitioners would not have made them. But Congress equally
could not have intended that men holding themselves out as members of these ancient
professions should be able to escape criminal liability on a plea of ignorance when
they have shut their eyes to what was plainly to be seen or have represented a
knowledge they knew they did not possess." United States v. Benjamin, 328 F.2d 854,
863 (2d Cir. 1964). This strong language should be contrasted with the decision in
SEC v. Spectrum Ltd., CCH FED. SEc. L. REP. 93,630 (S.D.N.Y. 1972), where
the court conceded negligence in the issuance of an opinion letter but refused to find
the attorney involved liable either as an aider and abettor or an underwriter.

46. Criminal liability is rarely imposed upon parties to a securities transaction.
As a general rule, the prosecution must prove that the violation was "willful." Se-
curities Act of 1933 § 24. Apparently, Arizona does not require wilfulness in this
sense. See State v. Burrow, 13 Ariz. App. 130, 474 P.2d 849 (1970) (statutes
regarding the registration and sale of securities are malum prohibitum, and a lack of
unlawful intent in their violation is no defense).
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THE PROPOSAL

The preceding discussion of counsel's liability is, of course, not
the primary justification for seeking greater certainty in the private
offering area. The private offering is the primary method by which
infant companies are provided with necessary "seed money." The law
should thus expedite rather than impede the generation and regenera-
tion of commercial enterprise. Yet as the exemption is presently in-
terpreted, the risk of violating the securities laws is assumed by even
the most conscientious of issuers in connection with a private offering
and is accepted only because there is no present alternative to the as-
sumption of such risk. In reality, diligence and conscientiousness not-
withstanding, issuers are forced to rely on the statute of limitations as
their only true shield from liability. Administrative action by the
Arizona Corporation Commission, paralleling recent SEC action, is the
only practical solution to present difficulties. The following proposed
Order has been drafted with the hope of providing that solution.

PROPOSED ORDER: OFFERING NOT INvOLVING ANY

PUBLIC OFFERING

(1) Prior to the sale of any security pursuant to the provisions of
Section 44-1844(1), A.R.S., the issuer shall file with the Commission a
Notice of Non-Public Offering. Such Notice shall conform to the require-
ments of Section (3) of this Order and shall be effective on the date filed.
Notwithstanding the foregoing, no filing of such Notice shall be required of
an issuer selling securities to no more than 35 purchasers during any period
of 12 consecutive months, pursuant to section 44-1844(1). In computing
the number of purchasers during any period of 12 consecutive months, hus-
band and wife shall be considered one purchaser if all the standards pro-
vided in this Order are fully satisfied as to one or both of them.

(2) Whether or not the Notice provided for in Section (1) of this
Order is required as to a particular offering, an offering of securities by an
issuer shall involve a public offering unless all of the following conditions
are satisfied:

A. Each person purchasing such securities shall do so for invest-
ment purposes only, without a view to further distribution thereof.
Without limiting the generality of the foregoing, and without constitut-
ing the sole means whereby restricted securities may be permissibly
sold, no distribution shall be deemed to occur if any resale of such
securities by the purchaser thereof would qualify as a transaction that
satisfies the terms and conditions of Rules 144 or 237 of the Rules
and Regulations of the Securities and Exchange Commission.

B. No offer to sell or offer for sale of such securities shall be
made otherwise than in a negotiated transaction between the issuer or
its agent and the prospective purchaser or his investment representative.
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C. Each purchaser, by virtue of his education, professional back-
ground, prior investment experience, sophistication in financial matters
or by his reliance upon an investment representative having the qual-
ifications enunciated in this Subsection (2) (C), shall have the capacity
to evaluate objectively the risks and merits of his purchasing the secu-
rities offered for sale by the issuer.

D. Prior to purchase, each purchaser or his investment represen-
tative shall be furnished or granted access to sufficient information to
enable him to make an informed decision as to the propriety of his
purchasing the securities offered for sale by the issuer.

E. Prior to purchase, each purchaser shall be adequately apprised
of the speculative nature of the proposed investment, the risk incident
thereto and the fact that the issuer has placed restrictions upon the
transfer of the securities offered for sale. The specific restrictions
placed by the issuer upon transfer of the securities shall be explained
to the prospective purchaser with specificity.
(3) The Notice of Non-Public Offering shall clearly indicate the

issuer's full name, form of organization and the state in which it is organ-
ized. No particular form of Notice is prescribed for filing. The text of the
Notice shall contain a recitation of facts clearly indicating that all conditions
affecting eligibility for exemption exist, and that the issuer has taken appro-
priate action to insure that the attributes of each purchaser qualify him as
a proper purchaser under this Order. The Notice shall be executed by an
authorized officer of the issuer. The principal business address and the
mailing address, if different, must be shown. Below the signature, the fol-
lowing form of acknowledgement by the Commission shall be provided:

"Receipt of the foregoing Notice of Non-Public Offering is
acknowledged as of date indicated.

19-.

ARIZONA CORPORATION COMMISSION
SECURITIES DIVISION

By "
(4) In all instances in which the availability of the exemption pro-

vided by Section 44-1844(1), A.R.S., is questioned as to any offering of
securities, the burden shall be upon the issuer to establish full compliance
with the terms of this Order as to each purchaser participating in such
offering.

Discarding the Offeree Analysis

The proposed Order repudiates the traditional offeree analysis and
instead enunciates a policy of focusing on the purchaser as the key to
determining the availability of the private offering exemption. The
traditional approach, requiring that the availability of the exemption be
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determined at the offeree level, has been the primary source of confu-
sion and instability in the private offering field while contributing little,
if anything, to the advancement of analysis. Under existing interpre-
tations, a single inappropriate offer, even though subsequently with-
drawn, will render an entire offering public, thereby conferring a rescis-
sion right on all actual purchasers. The remote public benefits of this
rigid, essentially mindless approach simply do not justify the resulting
instability. It is no wonder that numerous states have abandoned or
refused to adopt the offeree approach. Today, either through a trans-
actional exemption4 7 or through an exemption applicable to specialized
types of offerings,48 many Blue Sky statutes ignore the offeree and fo-
cus on the purchasers.4

That the offeree approach has outlived its usefulness is partially at-
tributable to the boundless definition of the term "offer," a definition
often necessary to effectuate the remedial purposes of securities legisla-
tion.50 Policy and practicality have now reached the point of irrecon-
cilable conflict as the broad definition has been expanded by SEC in-
terpretation.

Negotiations or conversations with or general solicitations of an
unrestricted and unrelated group of prospective purchasers for the
purpose of ascertaining who would be willing to accept an offer
of securities is inconsistent with a claim that the transaction does
not involve a public offering even though ultimately there may be
only a few knowledgeable purchasers.51

47. The following statutes are illustrative of Blue Sky transactional exemptions
determined at the purchaser level: hi. ANNt. STAT. ch. 121% § 137.4(G) (Smith-
Hurd 1960); MiNN. STAT. § 80.06(2)(b) (1969); N.C. GEN. STAT. § 78-4(7) (Supp.
1971); Tnx. REv. Civ. STAT. ANN. art. 581-5(I) (1964).

48. The following statutes are illustrative of Blue Sky transactional exemptions
determined at the purchaser level but involving specialized types of offerings: FLA.
STAT. ANN. §§ 517.06(10)-(1l) (1971); Mo. ANN. STAT. § 409.402(b)(9) (Supp.
1973); N.M. STAT. ANN. § 48-18-22(J) (Supp. 1971); N.Y. GEN. Bus. LAW. § 352-g
(McKinney 1968); Omo REv. CODE ANN. § 1707.03(M)(2) (Anderson Supp.
1972). In addition to the foregoing, exemptions for employee benefit plans, pre-
organization subscriptions and sales to existing shareholders are quite common and
do not require an offeree analysis. See, e.g., ARz Rnv. STAT. ANN. § 44-1844(10)
(Supp. 1972-73).

49. Uniform Securities Act (§ 402(a) ) and the majority of state Blue Sky stat-
utes retain the offeree analysis, however. See L. Loss & E. Cowurr, BLUE SKY LAW
373 (1958).

50. It is important to note that while the offeree analysis may be mandated for
determining rescission actions under section 12(1) of the Securities Act of 1933, it is
not statutorily required for the private offering exemption. See Loss & Blackstone,
Codification of The Federal Securities Laws, 28 Bus. LAw. 381, 385 (1973). De-
spite the great similarities in the operation of the Arizona Blue Sky statutes and the
1933 Act, neither the ACC nor the Arizona courts are bound by the federal interpre-
tation.

51. SEC Release No. 4552, supra note 8. See also Calif., Comm'n of Corps.,
Release No. 5-C (Jan. 31, 1969), reprinted, 1 CCH BLuE SKY L. REP. 8654 at
p. 4613: "Thus, the fact that the invitation is addressed indiscriminately to a large
number of persons indicates a public offering, even if the offer is accepted by only a
small selective group."
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Aside from banning advertising, the absurdity of the above proposi-
tion,52 when applied to the practicalities of the securities marketplace,
inevitably results in the conclusion that "even a preliminary screening
of interest appears to constitute an offer. 51 3  Why should "knowledge-
able purchasers" have a recission right predicated solely upon an issu-
er's solicitation of interest from an inappropriate offeree who was
never, at least under contract law, the recipient of an offer to sell?
Typically, a company will investigate borrowing and consider the issu-
ance of various types of securities to meet its capital needs. To its
solicitations of preliminary interest, solicitations necessary to enable it
to determine the best method of acquiring necessary capital, the SEC
points its accusing finger at an unregistered "offer." Courts have
boarded this bandwagon and, in finding the exemption unavailable,
have relied, at least partially, on the fact that the issuer could not ac-
count for all of its offerees.5 4

The Comments to section 227 of the proposed Federal Securities
Code, currently under study by the American Law Institute, indicate
that there are valid policy reasons for discarding the offeree analysis.

In the past, insofar as numbers are relevant at all in deter-
mining the existence of a 'public offering', the emphasis has al-
ways been on the number of offerees. This draft goes over to the
number of buyers, leaving the number of offerees unlimited, for
two reasons: because the breadth of the definition of 'offer' makes
it difficult to count offerees, and because it is difficult to see how
an offeree who does not buy is hurt.55

The real difficulty with the offeree approach is that the confusion
and commercial instability that it creates cannot be justified by any pub-
lic benefit that it confers. As indicated by the above Comment to sec-
tion 227 of the proposed Code, how is the non-purchasing offeree
harmed by the issuer's failure to register? Similarly, how is the informed
and sophisticated purchaser harmed by the issuer's offer to an inap-
propriate nonpurchaser?

This situation is well-illustrated by Henderson v. Hayden, Stone,
Inc. Applying the offeree analysis, the Fifth Circuit properly (under

52. See Garrett, supra note 13, at 860 n.7, describing the quoted statement as
the SEC's "jealous, if not neurotic, view of who is an offeree."

53. Merrifield, supra note 32, at 941; see S. GOLDBERG, supra note 8, at § 2.3(b).
Goldberg concludes: "Literally interpreted, this definition would seem to include ev-
ery person approached to whom the name of the security in question was revealed."
Id. at p. 2-14.

54. See, e.g., SEC v. Continental Tobacco Co. of South Carolina, Inc., CCH FED.
SEc. L. REP. f 93,507 at p. 92,473 (5th Cir. 1972); Hill York Corp. v. American
Intl Franchises, Inc., 448 F.2d 680, 691 (5th Cir. 1971); Repass v. Rees, 174 F. Supp.
898, 904 (D. Colo. 1959); S. GOLDBERG, supra note 8, at §§ 4.1-4.2.

55. Proposed Code, § 227, Comment 2(b).
56. CCH FED. SEc. L. REP. f1 93,504 (5th Cir. 1972).
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present law) held the exemption unavailable where the issuer could not
account for all offerees and consequently could not establish the ability
of each to fend for himself. Treating the sale to the plaintiff as the sole
unregistered sale by the issuer, the court held that he was entitled to
rescission even though he could "only be described as a sophisticated
investor": 7

[Tihough Henderson is certainly not the average innocent in-
vestor . . . allowing him to recover clearly will not frustrate the
legislative purpose. It merely fails to serve that purpose ...
Congress sought to encourage sellers of securities to register those
securities prior to any sales or offers to sell. By allowing recov-
eries such as the one in this case, unregistered sales are discour-
aged.58

While the result in Henderson is not technically wrong, the public pol-
icy approach enunciated as a justification is not persuasive. Obviously
Congress sought to encourage registration, but the reason for such en-
couragement was to protect the unsophisticated public, not the profes-
sional investor who will fend for himself by exercising his 1-year put.
If Congress were as rabid about registration as the Fifth Circuit, it
would not have created the private offering exemption.

Unfortunately, proposed Rule 146 perpetuates the uncertainties
resulting from the offeree analysis: "the burden of proof applies with
respect to all offerees not just the purchasers of the securities."59 Con-
sequently, issuers relying on Rule 146 will remain subject to rescission
rights founded solely upon an "offer" to an improper non-purchaser.
The Henderson decision is thus unaffected by the proposed Rule.

Since 1933, registration has acquired a certain sanctity in and of
itself. Accordingly, reliance upon an exemption from registration has
become presumptively unsavory. To some extent, the situation was
justified in the past. Under the present state of the law, however, even
in conducting a private placement an issuer is required to make dis-
closures approximating the information contained in a registration
statement. The real difficulty with the offeree approach and its passion

57. Id. at p. 92,437. That conclusion was supported by evidence as follows:
The plaintiff testified that he was aware . . . that the stock was not

registered .... [He] has an investment portfolio which amounts to several
million dollars. He ... devotes full time to managing the investment in the
portfolio. Prior to his retirement, he was responsible for the investment
portfolio of the loan company which he owned. He has had [numerous]
investment accounts .... He has cash accounts, marginal accounts and
commodities investments accounts.

58. Id. at p. 92,438.
59. SEC Release No. 5336, supra note 15, at p. 82,403. The release qualifies

the offer concept somewhat. If the issuer reasonably believes that the sophistication
and suitability conditions of the Rule are met, "inquiry to verify this would not be, in
and of itself, an offer." This, of course, leaves open the extent of permissible inquiry.
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for registration is that it ignores the investing public's first line of de-
fense against non-disclosure and misrepresentation: the anti-fraud pro-
visions of federal and Blue Sky statutes. 60 The private offering exemp-
tion shields a transaction only from the registration requirements of the
1933 Act and the Securities Act of Arizona. It has no effect upon
the other regulatory provisions."' The anti-fraud protection provided
by sections 12(2) and 17 of the 1933 Act is available if any means of
interstate transportation or communication were involved in an offer-
ing. Similarly, section 10(b) of the Securities Exchange Act of 1934
and Rule 10b-5 promulgated thereunder also apply to transactions ex-
empt from registration. Paralleling the language of section 17 of the
1933 Act and Rule 10b-5 is section 44-1991 of the Arizona Revised
Statutes Annotated,"2 as implemented by the civil action provisions of
section 44-2002. This array of legal weaponry is directed not against
common law fraud,6 3 but against constructive, statutory or implied
fraud which is liberally defined in the statutes, and more liberally
found by the courts.

The eradication of securities fraud will not be accomplished by
forcing all issuers into registration or out of the securities marketplace.
Much of the confusion presently associated with the private offering
exemption is a direct consequence of the modem tendency to utilize
registration to serve an anti-fraud function. If a purchaser of privately

60. In a recent article discussing the Ralston Purina decision, a leading commen-
tator concluded:

What the Supreme Court analysis lacks, among other things, and per-
haps unavoidably so given the date of decision, is an appreciation of the
other remedies available to an injured purchaser in addition to Section 12(1)
and Section 11. It is no longer reasonable . . . to approach the construction
of Section 4(2) as though granting an exemption from Section 5 would leave
offerees helpless and without protection against sharp promoters. Develop-
ments in the availability of other federal remedies, notably under Rule
lOb-5, make it possible and even compelling today to view the availability
of exemption from registration on more pragmatic grounds. The question
then becomes at what point is the public interest in an offering insufficient
to justify the expense and time involved in registration, not so much on the
issuer's side as on the federal government's.

Garrett, supra note 13, at 860. See Gilbert v. Nixon, 429 F.2d 348 (10th Cir.
1970) (exemption held available but defendants held liable under the anti-fraud sec-
tions).

The public benefits of registration have also come under attack. Is an investor
armed with an essentially incomprehensible prospectus able to "fend for himself" in
the public marketplace? See Kripke, The Myth of the Uninformed Layman, 28 Bus.
LAw. 631 (1973) (referring to the registration process as "simply a useless, but lucra-
tive, bit of paperwork").

61. Moore v. Gorman, 75 F. Supp. 453 (S.D.N.Y. 1948); see Wilco v. Swan,
127 F. Supp. 55 (S.D.N.Y. 1955); Release No. 5336, supra note 15.

62. That section specifically states that it is applicable to transactions exempt from
registration.

63. The nine elements of Arizona common law fraud do not apply to actions
brought pursuant to section 44-1991. Trump v. Badet, 84 Ariz. 319, 323-24, 327
P.2d 1001, 1004-05 (1968); Baker v. Walston & Co., 7 Ariz. App. 590, 593, 442
P.2d 148, 151 (1968). Nor do the nine elements apply in rescission actions. Len-
hardt v. City of Phoenix, 105 Ariz. 142, 144, 460 P.2d 637, 639 (1969).
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placed securities was not advised of some fact relating to the security
he purchased, he has a remedy under the anti-fraud provisions. This
is the appropriate response to such a situation. The solution should not
be to forever expand the "access" requirement 4 in order to bring
within it every conceivably relevant fact. The issuer must first fully
inform a private placee before consummation of a sale. It also may not
mislead, misinform or conceal material facts from the placee during
the process of informing him. The former duty arises as a necessary
incident to a valid private placement, the latter under the anti-fraud
provisions.

Through the adoption of objective standards, stability can be
achieved in the private offering area without any adverse affect upon
the investing public's ability to defend itself effectively against fraudu-
lent and negligent activity. To some extent, the SEC has conceded
this fact by proposing Rule 146, thereby conferring a renewed legiti-
macy upon the private offering exemption. The proposed Order, like
the proposed Federal Securities Code, shifts the focus of the exemp-
tion from offeree to purchaser. In so doing, the exemption becomes
manageable and actions alleging the failure to register a public offer-
ing are returned to their intended status as actions to recover damages,
rather than actions in the nature of qui tam.

Thirty-five Purchasers and the Filing Requirement

Assuming that purchaser analysis is to be adopted and that the
availability of the exemption can be ascertained by applying objective
standards, a numerical limitation on purchasers is the inevitable means
of accomplishing both these ends. The 25-offeree approach has tradi-
tionally been a "rule of thumb,"'6 5 although its present value in even
that context is marginal if not non-existent. 66 While that figure would
adequately serve for present purposes, the 35-purchaser figure was

64. See text accompanying notes 133-136 infra.
65. "Mhe opinion has been expressed that under ordinary circumstances an

offering to not more than approximately twenty-five persons is not an offering to a
substantial number and presumably does not involve a public offering." SEC Securi-
ties Act Release No. 285, supra note 8, at p. 2676. The "rule of thumb" approach
was temporarily revived when the SEC proposed Rule 181 which used the 25-offeree
figure in a limited context. See Schneider & Manko, Going Public-Practice, Pro-
cedure, and Consequences, 15 VILL. L. R-v. 283 n.19 (1970). It is likely that a
new "rule of thumb" of 35 offerees in offerings not conducted pursuant to proposed
Rule 146 will acquire popularity with practitioners seeking a simple solution to a
complex problem.

66. See Edwards v. United States, 374 F.2d 24, 28 n.4 (10th Cir. 1966) (affirm-
ing district court instruction that failed to state offering to twenty-five persons is
"ordinarily" private); Advanced Research Associates, Inc., 41 S.E.C. 579, 588 (1963);
Meadow Brook Nat'l Bank v. Levine, CCH FED. Sac. L. REP. 91,496, at p. 94,870
(N.Y. Sup. Ct. 1965); SEC Securities Exchange Act Release No. 7386 (Aug. 1, 1964);
Release No. 4552, supra note 8; Release No. 5336, supra note 15; S. GOLDBERo, supra
note 8, at § 2.3(c]; 4 L. Loss, SEcuaRr-s REULAT oN 2644 (1969 Supp. 2d ed.).
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adopted in the proposed Order to insure compatibility with proposed
Rule 14607 and the proposed Code."" For offerings involving more
than 35 purchasers within 12 consecutive months, the proposed Order
requires that the issuer file a Notice of Non-Public Offering.

The principle underlying the proposed Order, and the private of-
fering concept generally, is that the investor and not the security is
unique. "The applicability of Section 4(1) [now §4(2)] should turn
on whether the particular class of persons affected needs the protection
of the Act. An offering to those who are shown to be able to fend
for themselves is a transaction 'not involving any public offering.'-69
If numbers are "relevant only to the question whether (offerees) have
the requisite association with the knowledge of the issuer which makes
the exemption available,17 0 then numbers become irrelevant once these
attributes are established.

As a matter of practicality, however, it becomes more difficult for
an issuer to account for its dealings with each purchaser 71 as the num-
ber of purchasers increases. 72  Similarly, as that number increases, the
issuer is likely to become less conscientious about investigating the at-
tributes of each purchaser. The Notice requirement addresses this
practical problem and, as a matter of policy, is preferable to foreclosing
arbitrarily the exemption to offerings involving over 35 purchasers or
making the benefits of objective standards unavailable to such offer-
ings.

Aside from forcing the issuer to document formally its claim of
exemption, the filing of the Notice provides other protective benefits.
First, it must be assumed that the Commission will review the filings.
If impropriety is apparent, the Director of the Securities Division can
then take immediate investigative action, 73 commence a hearing,74 is-

67. Proposed Rule 146(f), supra note 15, at 2675-77.
68. Proposed Code § 227(b) (A). For a summary of the analysis leading to the

adoption of the 35-purchaser figure, see Loss & Blackstone, supra note 50, at 385.
69. SEC v. Ralston Purina Co., 346 U.S. 119, 125 (1953); see Release No. 4552,

supra note 8.
70. Release No. 4552. "lit would seem that, from a policy standpoint, the

identity of the offeree is much more important than the number, and should be
solely determinative of the availability of the exemption." Mofsky, Blue Sky Laws
27 (1971). See also Loss & Blackstone, supra, note 50, at 385.

71. The federal exemption is available notwithstanding a large number of offerees
if the issuer can account for each offeree and establish the propriety of the offer to
each. Wespac Financial Corp., CCH FED. SEc. L. REP. 77,998 (1971) ("no action"
letter granted for an offer to 200 to 300 offerees); see Mulford, Private Placements and
Intrastate Offerings of Securities, 13 Bus. LAw. 297 (1958); Patton, supra note 8, at
1097-99; Victor & Bedrick, Private Offering: Hazards for the Unwary, 45 VA. L. REV.
869 (1959).

72. The SEC imposed the numerical limitation in Rule 146 in order "to give some
assurance that a redistribution of unregistered securities will not result." Release No.
5336, supra note 15, at p. 82,397. This justification is not particularly persuasive
considering the extensive controls imposed upon transfers by Rule 146(g) (2).

73. Apiz. REv. STAT. ANN. § 44-1822 (1967).
74. Id. §§ 44-1971 et seq.
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sue a cease and desist order, apply for a preliminary injunction or tem-
porary restraining order, or procure appropriate action by the Attorney
General. 5  Second, if the Notice contains material untruths or omis-
sions of fact, the issuer would have engaged in a "fraudulent practice ' 76

by filing it and would be subject to both criminal77 and civil sanc-
tions.7s Finally, for the benefit of all parties, the Notice summarizes
the disclosures that the issuer claims to have made and the facts upon
which it has concluded that the access and sophistication standards
have been satisfied.

The Commission's approval prior to sale is not listed as a specific
benefit of the Notice provision because no such approval would be
required. The issuer may sell its securities to the thirty-sixth purchaser
the day the Notice is filed. The primary responsibility for insuring
compliance with the terms of the exemption thus lies with the issuer.
Consequently, for purposes of the Notice, issuers are not required to
adopt a uniform format for disclosure materials or financial statements.
The Commission should be looking for obvious abuses of the exemption,
not apparent defects which, if a hearing were ordered, might produce
facts establishing that the exemption was abused. Essentially, inter-
vention should be a matter for the Director's discretion. He should
consider the Notice requirement as imposing no extraordinary duty
upon him to police the private offering marketplace.

As with registration,79 the Notice requirement is not intended to
be the investor's first line of defense against fraud. It should not be
required in all private offering situations.8 0  The issuer must be able
to substantiate its claim of exemption whether or not the Notice re-
quirement applies.81 The 35-purchaser figure is an appropriate point
at which to introduce direct regulatory involvement. Beyond this
point, self-regulation becomes more cumbersome and, consequently,
less effective. When fewer than 35 purchasers are involved, the
benefits of regulation do not justify the inconvenience, delay and ex-

75. Id. § 44-2032.
76. Id. § 44-1992.
77. Id. § 44-1995 declares a wilful violation of section 44-1992 to be a felony,

punishable as provided in section 33-2036(A).
78. Id. § 44-2001.
79. See text accompanying notes 60-64 supra.
80. The proposed Order does not require nonresident issuers to file a consent to

service of process. Assuming the Commission has the power to impose such a re-
quirement by administrative order, it does not appear that a consent is necessary to
secure in personam jurisdiction in cases alleging violation of ARiz. REV. STAT. ANN.
§ 44-1841 (1967). Although Molybdenum Corp. of America v. Superior Court,
17 Ariz. App. 354, 498 P.2d 166 (1972), applied the "minimum contacts" concept in
a somewhat conservative manner, an offer to sell or sale of securities in Arizona
cannot reasonably be considered as "miniscule?' a contact as was involved in that
case. Id. at 356, 498 P.2d at 168.

81. Amiz. REv. STAT. ANN. § 44-2033 (1967); proposed Order Section (4).
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pense of formally preparing materials for filing with the Notice. In es-
sence, the 35 figure represents a ceiling below which the private offer-
ing market is best left primarily to self-regulation. 82

Although an issuer need not immediately file a Notice relating to
its first few sales, it should be aware that the 12-month automatic in-
tegration provision may require that such sales be subsequently dis-
closed. The proposed Order requires that all sales within any period
of 12 consecutive months be integrated. Thus, if an issuer sells securi-
ties to 30 purchasers in month one, five purchasers in month five, and
one purchaser in month eleven, it must file a Notice covering all 35
purchasers prior to consummation of the last sale.83

This reporting provision is only superficially burdensome. Any
issuer engaging in a private offering should have in its files the names
and addresses of all purchasers, the amount of their purchases, an in-
vestment letter from each, the stop-transfer instructions utilized, the
form of legend utilized (if the investor's interest was physically evi-
denced), and personal data about each purchaser sufficient to establish
to the satisfaction of the issuer's counsel that the standards of sophisti-
cation and access had been met. Additionally, the investment letter
or subscription agreement should recite further information, such as
the fact that the purchaser was fully apprised of the transfer restrictions
imposed.

The foregoing is not intended to be a complete outline of the in-
formation that must be provided to fulfill the Notice requirement or to
establish the availability of the exemption to the satisfaction of a court.
It does indicate, however, that even a minimally diligent issuer should
be able to quickly extract from its files the basic information necessary
to begin preparation of a Notice in the event that its sales effort in-
volved over 35 purchasers within a consecutive 12-month period.

Investment Intent

Although undeniably necessary to prevent deferred distributions, 8'

82. Any benefits to be derived from mandatory filing in an offering involving fewer
than 35 purchasers would be more apparent than real. See text accompanying note
70 supra. Proposed Rule 146(h) provides that Form 146 need not be filed with the
SEC unless the issuer's Rule 146 sales exceed $50,000 during a period of 12 con-
secutive months. Similarly, Rule 144(L) eliminates the necessity of filing Form 144
when a selling shareholder's sales do not exceed 500 shares or $10,000 in any period
of 6 consecutive months. Although the approach taken in the proposed Order is
somewhat broader than that taken by the SEC in the two rules, the principle is the
same. The burdens incident to filing a Notice are simply not justified in all cases.

83. Proposed Rule 146(f) contains a similar provision.
84. If purchasers of privately placed securities were not required to purchase "for

investment purposes" they could immediately resell restricted stock to unsophisticated
investors having no information concerning the issuer. Through this two-step method,
an issuer could distribute its shares to the public without registration. See SEC
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the investment intent requirement has long been another prime source
of confusion in the private offering field. s5 Theoretically, a purchase
from an issuer for investment purposes is the antithesis of a purchase
from an issuer with a view to distribution. From this point of depar-
ture, analysts concluded that investment intent is objectively manifested
by the actions of a purchaser subsequent to his purchase. As the wa-
ters became murkier, the "change of circumstances doctrine" evolved
to repurify a pristine intent subsequently besmirched ab initio by a dis-
position for value before the sacred holding period had elapsed.
Thankfully, this morass of subjectivity and hopeless fiction has, to a
large extent, become history due to the adoption of SEC Rules 14486
and 237.7

The federal rules governing investment intent prior to the adop-
tion of Rules 144 and 237 fit neatly into the Arizona Blue Sky scheme.
Section 44-1801(14) of the Arizona Revised Statutes Annotated sub-
stantially adopts the federal definition of "underwriter,"88s and the "iso-
lated transaction" exemption provided in section 44-1844(3), though
dissimilar in phraseology, is the Arizona counterpart of the 1933 Act's
exemption for "transactions by any person other than an issuer, under-
writer, or dealer."8 9  In the absence of authoritative interpretation to
the contrary, and since Rules 144 and 237 have not been incorporated
into the local regulatory scheme, it appears that Arizona issuers and
purchasers must assume that the old holding period, change of circum-
stances, and fungibility distortions remain effective with respect to Ari-
zona private offerings. It required administrative action to dispose of

Securities Act Release No. 3825 (Aug. 12, 1957), reprinted, S. GOLDBERG, supra
note 8, at app. -100. See generally S. GOLDBERG, supra note 8, at § 2.15.

85. The analysis necessary to apply the investment intent requirement to actual
fact situations has been justifiably described as "the reading of sheep's entrails."
Garrett, Concept of Restricted Securities and Eligible Issuers, Third Annual Institute
on Securities Regulation, 13 (PLI 1972). For a formal discussion of the evolution of
the investment intent requirement, see THE WnEAT REPORT, supra note 4, at 161-63.

86. SEC Securities Act Release No. 5223 (ian. 11, 1972) [hereinafter cited as
Release No. 5223], reprinted, S. GOLDBERG, supra note 8, at app. -169. Rule 144
provides that a sale of restricted securities which fully satisfies the terms of the Rule
will not be deemed to be a "distribution." "Investment intent" is the opposite of a
"view to distribution." An intention to sell pursuant to Rule 144 is not a "view to
distribution." Therefore, "investment intent," or at least the absence of a "view to
distribution," can now be established under objective standards. See note 149 infra;
S. GOLDBERG, supra note 8, at §§ 8.1-8.9.

87. SEC Securities Act Release No. 5224 (Jan. 10, 1972), reprinted, S. GOLDBERG,
supra note 8, at app. -210. Rule 237 serves the same purpose as Rule 144 with re-
spect to restricted securities that do not qualify for Rule 144 treatment. Basically,
this class includes the securities of issuers that are not reporting entities under section
12 of the Exchange Act. See S. GOLDBERG, supra note 8, at §§ 9.1-9.8.

88. Securities Act of 1933 § 2(11).
89. Id. § 4(1). ARJZ. REv. STAT. ANN. § 44-1844(3) (1967), specifically pro-

vides that it does not apply to sales by an underwriter. The leading Arizona case
interpreting this statute, State v. Allen, 107 Ariz. 538, 490 P.2d 10 (1971), is not
helpful for present purposes. See "Blue Sky Vagueness: Repeated or Successive vs.
Isolated Transactions," 14 AILz. L. REv. 409, 462 (1972).
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these subjective criteria at the federal level and it will take action by
the ACC to do the same in Arizona. The most expeditious method
through which Arizona can avoid the traditional difficulties with the
investment intent concept is to adopt the federal solution to the prob-
lem. The proposed Order accomplishes this by incorporating Rules
144 and 237 by reference into the Arizona regulatory scheme. 0 A re-
sale transaction complying with federal law thus would be secure from
attack under Arizona law.

Despite the fact that Rules 144 and 237 do not provide the ex-
clusive means by which a private placee may resell restricted securities,
the SEC has made it clear that resales not conducted in conformity with
the terms of the Rules result in the assumption of substantial risk:

[p]ersons who offer or sell restricted securities without complying
with Rule 144 are hereby put on notice by the Commission that in
view of the broad remedial purposes of the Act and of public policy
which strongly supports registration, they will have a substantial
burden of proof in establishing that an exemption from registration
is available for such offers or sales and that such persons and the
brokers and other persons who participate in the transactions do
so at their risk9L

Although the SEC denies exclusivity with respect to Rule 144, the
above language does not inspire prudent counsel to issue opinion let-
ters authorizing sales by means other than those provided in the two
Rules. Consequently, if an Arizona issuer relies on the private offer-
ing exemption to shelter an offering from registration at both federal
and state levels, there will be little room for maneuvering when a pur-
chaser requests release of transfer restrictions. 92

If, on the other hand, an offering qualifies as intrastate under
the 1933 Act, and private under Arizona law,93 the issuer and sell-
ing purchaser should not automatically be subjected to the rigidity
existing at the federal level. There is no justification for incorpor-
ating without qualification the SEC's approach into the Arizona
private offering scheme. Investment letters, subscription agreements,
stop-transfer instructions and legends should provide that counsel, for
the issuer must first approve any transfer of privately placed securities.

90. Proposed Order § 2(A).
91. Release No. 5223, supra note 86, at 2.
92. The issuer could risk the wrath of the SEC and rely on prior law, or it could

allow the transfer if the resale transaction itself qualified under the private offering
exemption. Although the availability of the exemption is limited by its terms solely
to "issuers," reliance upon it by purchasers of privately placed securities making a
second placement has not been seriously questioned. See Gadsby and Hanna, digested
at BNA Suc. REG. & L. REP. (No. 169) C-2 (Sept. 20, 1972). The shelter of pro-
posed Rule 146 is only available to issuers. Release No. 5336, supra note 15.

93. See note 26 supra.
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If in the opinion of such counsel the selling purchaser has adequately
demonstrated investment intent,9 4 there is no reason to preclude the
transfer. Again, the primary responsibility for policing the exemption
is upon the issuer.

Arizona purchasers of privately placed securities should also be
entitled to rely on the available Arizona exemptions to shelter their re-
sale. Thus, a subsequent sale in the nature of a private placement
should be proper, as should a sale to an institutional investor.9 5 Simi-
larly, when the original offering was intrastate for federal purposes,
pledgees,96 executors, administrators, guardians and trustees97 should
be allowed to rely upon state transactional exemptions which have no
counterparts at the federal level.

Manner of Sale-Negotiated Transaction

Subsection 2(B) of the proposed Order prohibits the issuer from
offering securities otherwise than in a negotiated transaction with the
prospective purchaser or his investment representative."8 The effect of
this provision is to restrict the merchandising effort at the pre-offer
stage. This limitation is necessary since the availability of the exemp-
tion is to be determined at the purchaser rather than the offeree level.
Issuers must be prevented from publicly soliciting offers to buy and
later making selective acceptances of such offers. Such activity would
undermine and detrimentally affect the market in registered securities
while creating an unjustifiable risk of abuse.

Direct negotiation between the issuer and offeree has long been a
significant factor in establishing the availability of the exemption. As
early as 1935, the General Counsel of the SEC stated that "transactions
which are effected by direct negotiation by the issuer are more likely to
be non-public than those effected through the use of the machinery of
public distribution."'9 9 This has been the approach followed in federal
cases. 100

94. See S. GOLDBERG, supra note 8, at § 7.3.
95. Amiz. R v. STAT. ANN. § 44-1844(8) (1967). Such a sale would probably

qualify as private anyway. This exemption was largely rendered surplusage by the
enactment of the private offering exemption.

96. Id. § 44-1844(3). There is no federal exemption specifically sheltering
pledgee sales or the pledge transaction itself. See SEC v. Guild Films Co., Inc., 279
F.2d 485, 489 (2d Cir. 1960); SEC v. National Bankers Life Ins. Co., 334 F. Supp. 444,
456 (N.D. Tex. 1971). Pledgee sales of restricted securities are regulated by specific
provisions of Rule 144. See provisions (d) (4) (D), (e) (3) (B).

97. ARIz. REV. STAT. ANN. § 44-1844(2) (Supp. 1972-73).
98. For a definition of investment representative, see note 131 infra.
99. SEC Securities Act Release No. 285 (Jan. 24, 1935) (emphasis added), quoted

in S. GOLDBERG, supra note 8, at § 2.9; see 2 L. Loss, SECURrImS REGULATION 665
(1961); Mulford, Private Placements and Intrastate Offerings, 13 Bus. LAw. 297, 301
(1958).

100. Woodward v. Wright, 266 F.2d 108 (10th Cir. 1959); Value Line Fund, Inc.
v. Marcus, CCH FPD. SEc. L. REP. 91,523 (S.D.N.Y. 1965).
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Section (c) (1) of proposed Rule 146 also imposes a negotiated
transaction limitation on the marketing effort. Although the term was
previously used in Rule 237,101 its specific meaning was unclear until
defined in proposed Rule 146.

The term 'negotiated transaction' shall mean a transaction in
which securities are offered and the terms and arrangements re-
lating to any sale of securities are arrived at through direct com-
munication between the issuer or any person acting on its behalf
and the purchaser or his investment representative.

This definition is also appropriate for the term as used in the proposed
Order. In applying the requirement, however, it must be remem-
bered that negotiation is a process rather than a point in time. Thus,
information may be furnished and questions and requests for clarifica-
tions may arise and be resolved with the offer being finally accepted
sometime after it was actually extended. This bargaining process as a
whole would constitute direct negotiation under the proposed Order and,
presumably, under proposed Rule 146.

Advertising is clearly inappropriate in the private offering context.
The SEC's position is unqualified. "Public advertising of the offering
would, of course, be incompatible with a claim of a private offer-
ing."102  Although "advertising" has never been defined for private
offering purposes,1 03 courts have had little trouble recognizing it.
Thus, under Blue Sky laws prohibiting advertising in connection with
certain types of offerings, the indiscriminate use of letter campaigns
and handouts as well as newspaper solicitations have been held to in-
volve advertising. 104 The proposed Code prohibits advertising in con-
nection with "limited offerings"'10 5 but leaves to the SEC the problem
of definition. Proposed Rule 146 prohibits "general advertising" and
enumerates certain activities falling within that term. 100 Rather than
prohibiting advertising generally or attempting a definition, the pro-
posed Order equates advertising with the terms "offer to sell" and "of-

101. Rule 237(a)(4), 17 C.F.R. § 230.237 (1972). See S. GOLDBERG, supra
note 8, at § 9.6.

102. Release No. 4552, supra note 8, at 3. See S. GOLDBERG, supra note 8, at
§ 2.8.

103. For the interpretation of the Texas State Securities Board regarding "public
solicitation on advertisements," see 3 CCH BLUE SKY REP. f 46,650. See also CAL.
CorP. CODE § 25002 (West 1955).

104. See S. GOLDBERG, supra note 8, at § 2.8[c].
105. Proposed Code § 502(b); see Comment (2)(b) to § 227 of the proposed

Code.
106. "Neither the issuer nor any person acting on its behalf shall offer or sell the

securities by means of any form of general advertising, including, but not limited to,
the following: (A) Any advertisement, article, or other communication published in
any newspaper, magazine or similar medium; (B) Any radio or television broadcast;
(C) Any seminar or promotional meeting; and (D) Any letter, circular, notice or
other written communication sent, given, or communicated to persons otherwise than
in connection with a negotiated transaction." Proposed Rule 146(c)(2).
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fer for sale," and prohibits the making of such offers otherwise than in
the negotiation process. The advantage of this approach is that it em-
ploys the established parameters of the offer concept, °7 rather than
introducing a new and unknown variable. As with transactions con-
ducted pursuant to proposed Rule 146, if an issuer relying on the pro-
posed Order reasonably believes that the sophistication requirement is
satisfied as to a prospective purchaser, it may make limited inquiries
to verify this belief without such inquiries being deemed an "offer."

Sophistication

The justification for the existence of a private offering exemption
is that such offerings satisfy the policies of the 1933 Act and Arizona's
Blue Sky scheme notwithstanding the lack of registration. Sophisti-
cated investors, who can "fend for themselves," do not need the pro-
tection of registration. Section 2(C) of the proposed Order therefore
adopts the sophistication requirement traditionally imposed on non-
public offerings at the federal level, and also legitimizes the use of "in-
vestment representatives" as a means of satisfying this requirement.
Both the sophistication requirement 0 8 and the establishment of so-
phistication vicariously through investment representatives °9 as pro-
vided in subsection 2(C) of the proposed order parallels the require-
ment of proposed Rule 146.

The language of the proposed Order is intentionally non-specific
to provide necessary elasticity. It requires only that each purchaser
have the capacity to evaluate intelligently the information provided
him 10 and to determine objectively the propriety of his participation in

107. Securities Act of 1933 § 2(3); AIz. REv. STAT. ANN. § 44-1801(5) (1956).
The term "offer for sale" also appears as part of the definition of "prospectus" in
§ 2(10) of the Securities Act, a definition which specifically includes "advertise-
ment." See also SEC v. Chinese Consol. Benevolent Ass'n, Inc., 120 F.2d 738 (2d
Cir. 1941); SEC v. Liberty Petroleum Co., CCH FED. SEc. L. REP. 93,209 (N.D.
Ohio 1971).

108. Proposed Rule 146(d), supra note 15, at p. 2675-77, provides that the issuer,
prior to extending any offer, shall have reasonable grounds to believe "(1) that either
the offeree or his investment representative has such knowledge and experience in
financial and business matters that he is capable of utilizing the information . . . to
evaluate the risks of the prospective investment and of making an informed invest-
ment decision. . . ." The proposed Code does not impose any sophistication ele-
ment on "limited offerings." See proposed Code § 227, and Comments thereto.

109. Proposed Rule 146(a)(2), supra note 15, at p. 2675-76, defines an invest-
ment representative as a person who: "(A) has such knowledge and experience in
financial and business matters that he is capable of evaluating the risks of a prospec-
tive investment; (B) has been duly authorized by the person for whose account se-
curities are to be purchased to act as agent for such person in affecting such pur-
chase; and (C) is independent of the issuer and is not acting on behalf of the issuer
in connection with the transaction."

110. Sophistication is an element separate and independent from access to appro-
priate information. Both elements must be satisfied in order to establish the avail-
ability of the exemption. United States v. Custer Channel Wing Corp., 376 F.2d 675,
678 (4th Cir.), cert. denied, 389 U.S. 850 (1967); Gilligan, Will & Co., 38 S.E.C. 388,
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the enterprise conducted by the issuer. Thus, the prior purchase of
"stocks from time to time"1" does not alone establish the ability to
fend for oneself in private transactions. 112  On the other hand, prior
investment experience can be of great evidentiary value in establishing
sophistication"13 if such experience would increase the purchaser's
ability to evaluate the investment proposed by the issuer." 4  The pur-
chaser's present or former occupation may also create an inference of
sophistication if the expertise necessarily incident to such occupa-
tion would increase his ability to fend for himself with respect to the
issuer's proposal." 5

The relatively stable concept of sophistication unfortunately has
been thrown into disorder by some recent applications of the fend-for-
himself doctrine. These analyses have not been adopted in the pro-
posed Order or in proposed Rule 146. On the other hand, since the
SEC has not officially retreated from these approaches, and since they
have been legitimized in recent Fifth Circuit decisions, they must be
considered by any issuer proposing to conduct a private offering out-
side the shelter provided by proposed Rule 146.

Much of this difficulty is the product of an overzealous SEC.1'0

For example, the SEC's brief in Continental Tobacco contained the
following statement:

Before the statutory protections may be safely eliminated in any
case, the issuer must affirmatively demonstrate by 'explicit, exact'
evidence that each person to whom unregistered securities were
offered was able to 'fend' for himself-in other words, that each

393, aff'd, Gilligan, Will & Co. v. SEC, 267 F.2d 461 (2d Cir. 1959), cert. denied,
361 U.S. 896 (1960). See generally S. GOLDBERG, supra note 8, at § 4.1[a].

111. Lively v. Hirschfeld, 440 F.2d 631, 632 (10th Cir. 1971).
112. Id.; see Shimer v. Webster, 225 A.2d 880, 885 (D.C. App. 1967).
113. Henderson v. Hayden, Stone Inc., CCH FaD. SEC. L. REP. 93,504 at p.

92,437 (5th Cir. 1972); see Garfield v. Strain, 320 F.2d 116 (10th Cir. 1963); Wood-
ward v. Wright, 266 F.2d 108 (10th Cir. 1959); Stanley v. A.L. Stamm & Co., CCH
FFD. SEC. L. REP. 1 93,665 (S.D.N.Y. 1972); Vicioso v. Watson, 325 F. Supp. 1071,
1078 (C.D. Cal. 1971) (dictum); Repass v. Rees, 174 F. Supp. 898 (D. Colo. 1959);
Collier v. Mikel Drilling Co., 183 F. Supp. 104 (D. Minn. 1958); Campbell v.
Degenther, 97 F. Supp. 975 (W.D. Pa. 1951).

114. See Lively v. Hirschfeld, 440 F.2d 631, 633 (10th Cir. 1971) (experience
held insufficient); Chapman v. Dunn, 414 F.2d 153, 160 (6th Cir. 1969) (denying
exemption where "some purchasers had never invested in oil and gas securities prior
to this purchase"); Repass v. Rees, 174 F. Supp. 898, 904 (D. Colo. 1959) ("ex-
perienced businessmen and experienced investors"); Collier v. Mikel Drilling Co.,
183 F. Supp. 104, 112 (D. Minn. 1958) ("experience in the oil business"). But see
Vicioso v. Watson, 325 F. Supp. 1071 (C.D. Cal. 1971).

115. See Stanley v. A.L. Stamm & Co., CCH FED. SEC. L. REP. f 93,665 (S.D.N.Y.
1972) (stockbroker held sophisticated); Westpac Financial Corp., CCH FED. SEc. L.
REP. f 77,998 (1971); S. GOLDBERG, supra note 8, at § 4.1(f).

116. "It is no doubt human nature for advocates, even those representing a
government agency, to be tempted to throw in any argument that might help win the
case, but we should rightly expect government lawyers to resist this temptation in its
raw form and to be at least as concerned with the law they may be making as with
winning any particular case." Garrett, supra note 13, at 863.
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offeree had a relationship to the company tantamount to that of
an 'insider' in terms of his ability to know, to understand and to
verify for himself all the relevant facts about the company and
its securities. 117

This approach emasculates the private offering exemption by imposing
a standard that cannot be met except in the rarest of instances. This
impractical interpretation has been adopted enthusiastically, if not with
a vengeance, by the Fifth Circuit in two recent cases. In Hill York the
court stated that

[tihe definition of a class to which an offer of securities can be
made in reliance on the private offering exemption, may, accord-
ingly, be summarized as follows: where the number of offerees is
so limited that they may constitute a class of persons having such
a privileged relationship with the issuer their present knowledge and
facilities for acquiring information about the issuer would make
registration unnecessary for their protection, then the exemption is
available.118

In Continental Tobacco the court added that "[elven if it were assumed
that [the issuer's] prospectus provided those offerees to whom it was
disseminated with all the information that registration would disclose,
this would not suffice to establish the requisite relationship of the offer-
ees to the company."" 9  The preexisting relationship idea is by no
means new to private offering analysis.'20 Its use as a fundamental pre-
condition to the exemption's availability is certainly novel, however, and
has been the subject of severe criticism, even from within the SEC. As
former Commissioner Owens stated,

[s]ome commentators have suggested (and I believe there is merit
to their suggestions) that this language could be read to mean
that a permissible private placee must have a position with the
company similar to that of an insider in the 10b-5 sense. If such
an interpretation were to prevail it could lead to such a narrow-
ing of the exemption that even an institutional investor could not
qualify. This is certainly not a conclusion which I can support;

117. Brief for Appellant (SEC) in SEC v. Continental Tobacco Co. of South
Carolina, Inc., CCH FED. SEC. L. REP. 93,507 (5th Cir. 1972) (emphasis added),
quoted in Garrett, supra note 13, at 862.

118. Hill York Corp. v. American Int'l Franchises Inc., 448 F.2d 680, 688 n.6
(5th Cir. 1971) (emphasis added).

119. SEC v. Continental Tobacco of South Carolina, Inc., CCH FED. SEc. L. REP.
93,507, at p. 92,472 (5th Cir. 1972) (quoting from the SEC's brief). Other lan-

guage in the SEC brief is equally disconcerting: "Continental's dissemination of its
prospectus tends to demonstrate that its offerees were not knowledgeable or sophisti-
cated and that they lacked meaningful access to corporate information. They had to
be spoonfed selected information through promotional brochures, movies, slides and
meetings." Quoted at BNA SEC. REG. & L. REP. (No. 144) at B-6 (Mar. 22, 1972).

120. See Goldberg, supra note 8, at § 4.ld]; Patton, supra note 8, at 1099-1101.
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in fact, I do not believe it was intended by the Commission.1 21

It is indisputable that access to disclosure materials is no substitute
for sophistication, just as sophistication is no substitute for access. Ob-
viously, an offeree cannot fend for himself if he cannot comprehend
the materials provided to him. On the other hand, the privileged re-
lationship qualification not only emasculates the exemption, but is ut-
terly unnecessary. If the issuer can establish sophistication and access
without showing any preexisting relationship, nothing is added by the
relationship requirement. There is thus a real question whether the
privileged relationship qualification can survive current criticism. 122

As one commentator recently noted, "the Continental Tobacco briefs
will soon be forgotten' 28 if proposed Rule 146 is adopted.

The Continental Tobacco and Hill York decisions that gave birth
to this problem are also subject to legitimate criticism, not as to their
result, but as to their analysis. Both mention that the issuer could not
account for all offerees.' 24 This ground alone should have been dis-
positive of the private offering question. Aside from an offeree ac-
counting approach, the issuers involved in either case could not possi-
bly have established the availability of the exemption under traditional
private offering analysis. Finally, even had the exemption been avail-
able in both cases, the anti-fraud provisions would have justified rescis-
sion.125 The creation of the entire privileged relationship-insider analysis
was simply unnecessary.

The appropriate approach to sophistication is illustrated by the re-
cent decision in Bowers v. Columbia General Corp., placing the so-
phistication element in proper perspective:

While the experience of these gentlemen was with a business en-
terprise somewhat different in character from portions of Colum-
bia General's operations, it did provide them with a background

121. Address of Commissioner Hugh F. Owens before the Annual Meeting of Dist.
No. 4, NASD (emphasis added), reprinted, BNA SEc. REG. & L. RFP. (No. 152) at
G-2 (May 17, 1972).

122. Proposed Rule 146(e)(2) does require that the offeree "have access to any
additional information necessary to verify the accuracy of such information" disclosed
pursuant to Rule 146(e)(1). In an address prior to the announcement of Proposed
Rule 146, Chairman Casey indicated that the proposed rule would include a "con-
tractual commitment to provide continued access to information about the affairs of
the issuer." BNA SEc. REG. & L. Ra'. (No. 165) F-1 (Aug. 16, 1972). This re-
quirement was not incorporated into the Rule as proposed.

123. Garrett, supra note 13, at 863 n.20.
124. See Henderson v. Hayden, Stone Inc., CCH FED. Sac. L. REP. 93,504 at

p. 92,438, where the court discussed issuer-offeree relationships after noting that the
"evidence was unclear as to the number of offerees." See also SEC v. Continental
Tobacco Co. of South Carolina, Inc., CCH FED. SEc. L. Rin'. 93,507 at p. 92,472
(5th Cir. 1972); Hill York Corp. v. American Int'l Fraxchises, Inc., 448 F.2d 680,
691 (5th Cir. 1971).

125. The Hill York court reached this conclusion after holding the exemption un-
available. 448 F.2d at 695.
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which enables them to understand the importance of and to ana-
lyze financial and other operating data.

The transaction itself was a negotiated and relatively complex
one. The terms thereof . . . indicate some degree of business
sophistication ....

ITihe focus must be not so much upon prior experience with the
purchase and sale of securities, but rather upon whether the of-
ferees knew what to look for in and how to interpret, the available
information concerning the issuers and its profit potential.12 6

Whether the privileged relationship issue should be forgotten as a
momentary lapse on the part of the SEC or as unwarranted dicta of
the Fifth Circuit, the important thing is to insure that it gets the quiet
burial it deserves. For these reasons, it has not been incorporated into
the proposed Order. Presumably for the same reasons it was not in-
corporated into proposed Rule 146, nor was it discussed in the Re-
lease that announced the proposed Rule.

Reliance by a purchaser upon a third party advisor as a means of
establishing vicarious sophistication has also been the subject of recent
controversy. 127  An early comment of the SEC hinted at the problem
to come:

When the services of an investment banker . . . are used to
place the securities, special care must be taken to avoid a public
offering. If the investment banker places the securities with dis-
cretionary accounts and other customers without regard to the
ability of such customers to meet the tests implicit in the Ralston
Purina case, the exemption may be lost.128

This statement contains a questionable conclusion even if later SEC
language is not considered. The later language extends the foregoing
general comment to an irrational extreme: "the very fact that the in-
vestors consider it necessary to rely upon an attorney in their purchase
of stock demonstrates that the investors are unfamiliar with the com-
pany, cannot 'fend for themselves' and therefore need the 'protections
afforded by registration.' "129

126. CCH FED. SEC. L. REP. 92,220, 92,220-22, 93,450 (D.C. Del. 1971).
127. See generally S. GOLDBERG, supra note 8, at § 2.9[a].
128. Release No. 4552, supra note 8, at app. -113. Proposed Rule 146 does retain

one aspect of this comment: "The Rule would treat clients of an investment advisor
as separate persons in determining the number of persons to whom the securities may
be sold, regardless of the amount of investment discretion given to the investment ad-
visor to act on behalf of the client in purchasing securities. The Commission invites
comments on this point ... ." Release No. 5336, supra note 15, at 82,401.

129. Brief for Appellant (SEC) in SEC v. Continental Tobacco Co. of South
Carolina Inc., CCH FED. SEC. L. REP. 93,507, at p. 92,472 (5th Cir. 1972), quoted in
Garrett, supra note 13, at 862 n.14. See Analysis, supra note 13.
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This last statement is doubly strange. First, by expressly exclud-
ing attorneys from the definition of "investment advisor,"'180 Congress
recognized that attorneys, as an incident to the practice of law, often
valuably serve their clients by advising and representing them in the
conduct of their financial affairs. Second, and most significantly, it
espouses a very poor policy. Investors should not be discouraged from
seeking professional assistance. Surely, a private placee who has received
the benefit of professional assistance is more capable of fending for
himself than is an offeree armed only with an unintelligible prospectus.

Proposed Rule 146 hopefully will lay to rest the investment ad-
visor issue. It expressly authorizes the use of an "investment repre-
sentative" as a means of establishing sophistication. "The issuer...
shall have reasonable grounds to believe prior to making an offer: (1)
that either the offeree or his investment representative has knowledge
and experience in financial and business matters ... ."131 If an of-
feree can achieve sophistication through the use of an investment repre-
sentative under the proposed Rule, he should be able to do so in a non-
Rule 146 private offering. There is no distinction between these situ-
ations.'82 The proposed Order therefore parallels the approach taken
by proposed Rule 146 by allowing the use of an investment representa-
tive as a means of establishing purchaser sophistication.

Access
Section 2(D) of the proposed Order imposes the traditional access

requirement3 3 on Arizona private offerings. Since "the exemption
question turns on the knowledge of the offerees,"' 4 even the most
sophisticated investor cannot fend for himself in the absence of appro-
priate information concerning the issuer.13 Informed investment de-

130. Investment Advisor's Act of 1940 § 202(a)(11)(B), 15 U.S.C. § 80b-2(11)
(B) (1971).

131. Proposed Rule 146(d) (emphasis added). Proposed Rule 146(a)(2) supra
note 15, at p. 2675-77, defines "investment representative" as any person who:

(A) has such knowledge and experience in financial and business matters
that he is capable of evaluating the risks of a prospective investment; (B)
has been duly authorized by the person for whose account securities are to be
purchased to act as agent for such person in effecting such purchase; and
(C) is independent of the issuer and is not acting on behalf of the issuer
in connection with the transaction.

132. In Bowers v. Columbia General Corp., CCH FED. SEC. L. REP. 93,450, at
p. 92,221 (D.C. Del. 1971), the court indicated that the participation of investment
advisors favorably affected the availability of the exemption. See also Gilbert v.
Nixon, 429 F.2d 108 (10th Cir. 1959), where the plaintiffs' investments were pro-
fessionally managed and the exemption was held available.

133. See S. GOLDBERm, supra note 8, at § 2.4.
134. SEC v. Ralston Purina Co., 346 U.S. 119, 126 (1953).
135. No matter how accurate or extensive the disclosure, all the elements of the

exemption must be satisfied. See SEC v. Continental Tobacco Co. of South Carolina,
Inc., CCH FaD. Sac. L. REP. 1 93,507, at p. 92,472 (5th Cir. 1972); Hill York Corp.
v. American Int'l Franchises, Inc., 448 F.2d 680, 688 n.5 (5th Cir. 1971); Release No.
4552, supra note 8; S. GoLDBERO, supra note 8, at § 2.4[c].
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cisions cannot be made in the absence of access to necessary informa-
tion.1

3 6

The access concept, being relatively intelligible and obviously nec-
essary if the exemption is to be policy responsive, has never been the
subject of much debate as a matter of theory. The concept was first
enunciated in Ralston Purina where the Supreme Court stated that the
information involved must be "the same kind of information that the
Act would make available in the form of a registration statement. '1137

In proposed Rule 146, the SEC took a similar approach. "Each of-
feree or his investment representative shall, during the course of the
negotiated transaction: (1) have the same kind of information that
the Act would make available in the form of a registration statement to
the extent such information is available, or have access to such infor-
mation .. ".. ,138 Standing alone, the requirement as stated by the
SEC is not at all unreasonable. Even the reference to registration
statements'3" is qualified. By utilizing this language, and ignoring its
earlier pronouncements regarding privileged relationships, 40 it is ap-
parent that the SEC intended to impose no extraordinary burdens in
connection with the access requirement.

Satisfying the access requirement necessitates only that the offeree
under the 1933 Act be provided with the means of adequately educat-
ing himself in the affairs of the issuer. Assuming offeree sophistica-
tion, the issuer is not expected or required to be a teacher or to insure
at his peril that the offeree has done his homework. If the issuer's
disclosures were sufficient to enable the sophisticated offeree to effec-
tively evaluate the risks and merits of the investment, the purchaser
must bear the burden of his own negligence or poor judgment.' 4 ' On
the other hand, the issuer cannot shift the burden to the offeree by

136. SEC v. Ralston Purina Co., 346 U.S. 119, 125 (1953).
137. Id. at 125-26.
138. Proposed Rule 146(e), supra note 15, at 2675-77. It must be assumed that

the SEC is using the term "registration statement" rather loosely in the proposed
Rule. If the offering were registered, the offeree would receive only the prospectus,
not the registration statement.

139. On numerous occasions, courts have referred to registration statements,
specifically Form S-1 and Schedule A of the 1933 Act, as guides for the preparation of
disclosure materials to be used as a means of satisfying the access requirement. See
cases cited in S. GOLDBERG, supra note 8, at § 2.4[d].

140. See text accompanying notes 117, 119 supra. The SEC comment quoted at
note 122 supra implies that in satisfying the access requirement, the issuer may de-
feat his claim to offeree sophistication, which is a ridiculous result.

141. [Iln the absence of any questioning about the matter, [defendant seller] had a
right to assume and rely on [plaintiffs] assurance that they knew all that was dis-
closed . . . . Misunderstandings on their part, induced not by false representations,
misleading statements, or failure to disclose, but by their own indifference, carelessness,
and assumptions cannot be turned into a valid claim for fraud or misleading statements.
Value Line Fund, Inc. v. Marcus, [1964-66 Transfer Binder] CCH FED. SEc. L. REP.
f 91,523 at p. 94,963 (S.D.N.Y. 1965).
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forcing him to request appropriate disclosures, 142 or expect that recitals
of access in the investment letter or subscription agreement will prevent
purchasers from later successfully seeking rescission.' 43

Unlike proposed Rule 146, the proposed Order does not utilize
any registration statement analogy. The purpose of the access require-
ment is to insure that the purchaser is granted a real opportunity to be-
come adequately apprised of the issuer's affairs. This goal can be
achieved by furnishing the offeree with an offering circular similar to
a statutory prospectus, allowing him to conduct an on-site inspection,144

and promptly responding to all reasonable requests for additional in-
formation. If such diligent efforts fulfill the policy of disclosure with-
out filling the blanks of Form S-l, the exemption's availability should
not be adversely affected. As stated recently in a federal district court
opinion:

A substantial portion, though probably not all, of the information
which a registration statement would have revealed was provided
.... Some of this information was solicited. . . and some was
provided without a request. No request for information was denied.

I believe plaintiffs probably did not have actual knowledge of all
significant information which would have been revealed by a regis-
tration statement. Lack of actual knowledge, however, does not
by itself preclude the application of the . . . exemption. If of-
ferees have access to the relevant data as a matter of practical
business reality, are reasonably equipped to deal with the infor-
mation available to them, and choose not to take full advantage of
their opportunity, I do not think that they are within the class
which Congress sought to protect by enacting the Securities
Act.145

Apparently relying on Fifth Circuit dictum, 46 proposed Rule 146

142. See Lovely v. Hirschfeld, 440 F.2d 631 (10th Cir. 1971) (access held lacking
where purchaser failed to make reasonable inquiry although issuer would have an-
swered any questions); United States v. Hill, 298 F. Supp. 1221 (D. Conn. 1969)
(access not established where issuer would have disclosed information on request).
But cf. Associated Grocer's Co. of St. Louis Mo. CCH FE. SEC. L. REP. 78,823
(Apr. 20, 1972), where the SEC took a "no-action" position with respect to an issuer
that did no more than make disclosure materials available at its offices.

143. "It should go without saying that one cannot rely upon 'bootstrap' recitals of
the offerees with respect to information supplied and made available unless the re-
citals are fully supported by fact. After all, the Act forbids waiver of its protections."
Garrett, supra note 13, at 863; see Securities Act of 1933 § 14. Such recitals have
some value, however. See Bowers v. Colombia Gen. Corp., CCH FED. SEC. L. REP.,

93,450 atp. 92,221 (D.C. Del. 1971).
144. See S. GOLDBERG, supra note 8, at § 2.4[e].
145. Bowers v. Colombia Gen. Corp., CCH Fan. SEc. L. REP. 93,450 at p. 92,221

(D.C. Del. 1971).
146. "None of the purchasers had any actual opportunity ... to verify for

themselves statements made to them as inducements for the purchases." SEC v.
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takes disclosure to an extreme by requiring that offerees have "access
to any additional information necessary to verify the accuracy" of the
information made available to them as required by the Rule. 147  The
SEC justifies the imposition of this requirement by stating that "such
verification is appropriate in view of the absence of statutory safeguards
and sanctions attendant to the registration process."' 48  But the un-
availability of the section 11 remedies 49 does not leave the purchaser
of privately placed securities substantially without recourse if he is mis-
led by the issuer. Even if the other anti-fraud provisions were inappli-
cable, a misinformed investor obviously cannot make an informed in-
vestment decision and therefore should be entitled to seek rescission un-
der section 12(1) on the ground that the offering should have been
registered. Thus, all the verification requirement accomplishes is the
perpetuation of uncertainty.

It is conceivable that the verification requirement may actually
have a disadvantageous result for investors. The 1-year statutes of
limitations for actions brought pursuant to section 12(2) of the 1933
Act and section 1991 of the Arizona Act run from the date the pur-
chaser, "by the exercise of reasonable diligence,"'I5 should have dis-
covered the untrue statement or omission. When the issuer tenders
complete and accurate information in satisfaction of its Rule 146(e) (2)
duties, the statute may commence to run with respect to any material
inaccuracies or omissions in previous disclosures. If this can be effec-
tively argued, the consequence of Rule 146(e) (2) is to impose an af-
firmative duty upon offerees to verify diligently all material state-
ments made by the issuer, and to search for omissions with equal dili-
gence. Such a result would be both unintended and clearly undesirable.

Disclosure of Risk Factors and Transfer Restrictions

The disclosure requirements of Subsection 2(E) of the proposed
Order merely enunciate existing law.15' A discussion of "risk factors"
is a necessary part of any prospectus used in connection with the sale
of speculative securities. 152  By indicating that registration statement

Continental Tobacco of South Carolina, Inc., CCH FED. SEc. L. REP. 93,507 at
p. 92,471 (5th Cir. 1972).

147. Proposed Rule 146(e)(2).
148. Release No. 5336, supra note 15.
149. Section 11 of the Securities Act of 1933 is the anti-fraud provision specifically

applicable to registration statements.
150. This language is utilized in both section 13 of the Securities Act of 1933 and

Am. REv. STAT. ANN. § 44-2004(B) (1967).
151. Arizona Corporation Commission Order No. S-18(b), in effect, defines the

term "speculative securities."
152. SEC Securities Act Release No. 4936 (Dec. 9% 1968) ("Guides for the prep-

aration and filing of registration statements"), as amended, SEC Securities Act Re-
lease No. 5278 (July 26, 1972), reprinted at CCH FED. SEC. L. REP. 78,888. Guide
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disclosures should be used as a guide, proposed Rule 146 also appears
to require a risk factor discussion. In any event, if material risks were
involved in the investment, such disclosures would be required by the
anti-fraud provisions.

Essentially, a risk factor discussion is an objective summary of the
negative aspects of the proposed investment. To the extent material,
it should discuss market conditions, potentially disadvantageous tax
aspects such as recapture of depreciation, assessment rights, transfer
restrictions and all other matters necessary to keep the promotional
materials in context. Caveat emptor may still survive, but today the
buyer is entitled to know what he must "beware" of.

Conscientious issuers have uniformly imposed various restrictions
upon the transfer of privately placed securities in order to prevent im-
proper resales by purchasers who repudiate their representations of in-
vestment intent. Unlike proposed Rule 146, the proposed Order
does not require that the issuer follow specific procedures in order to
achieve this result.153  There is no real need to specify the precautions
to be taken since the SEC has already done so.15 4 Consequently,
legending, 155  stop transfer instructions' 50  and investment letters157

would be necessary incidents to a private offering whether or not spe-
cifically required by the proposed Order or Rule.

number 6 requires an "Introductory Statement" to be inserted in any prospectus
offering a "high risk or speculative" security.

153. Proposed Rule 146(g) (2) supra note 15, at 2675, 2677, 2678 provides:
The issuer and any person acting on his behalf shall: (2) exercise reason-
able care to assure that a deferred distribution . . . will not be made in vio-
lation of the Act . . . . Such reasonable care shall include, but not neces-
sarily be limited to, the following: (A) The placing of a legend on the
certificate . . . stating that the securities have not been registered . . . and
setting forth or referring to the restrictions on transferability . . . (B)
The issuance of stop-transfer instructions to the issuer's transfer agent, . . .
or, if the issuer transfers its own securities, a notation in the appropriate
record . . . (C) Obtaining from the purchaser a signed written agreement
that the securities will not be sold without registration or other compliance
with the requirements of the Act ....

154. "An important factor to be considered [in determining whether the exemp-
tion is available] is whether the securities offered have come to rest in the hands of
the initially informed group or whether the purchasers are merely conduits for a wider
distribution. It is essential that the issuer . . . take careful precautions to assure that
a public offering does not result . . . for, if in fact the purchasers do acquire the
securities with a view to distribution, the seller assumes the risk of possible violation
• . . of the Act and consequent civil and criminal liabilities." SEC Securities Act
Release No. 5121 (Dec. 30, 1970), reprinted, [1970-71 Transfer Binder] CCH FED. SEC.
L. REP. 77,943, at 80,097. See SEC Securities Act Release No. 5226 (Jan. 10, 1972),
reprinted, CCH FED. SEc. L. REP. f[ 78,843.

155. Without legends, stop-transfer instructions are ineffective against transferees
without notice of the resale restrictions imposed. ARIz. RaV. STAT. ANN. § 44-3011
(1967). See S. GOLDBERG, supra note 8, at § 2.7; C. ISRAELS AND E. GuTrImAN, MOD-
ERN SECURmTES TmaNsFERs § 4.06 (Rev. ed. 1971).

156. "The Commission will regard the presence or absence of such [an appropriate]
legend upon certificates . . . as a significant indication of whether the circumstances
surrounding an offering are consistent with the exemption . . . ." SEC Securities
Act Release No. 4997 (Sept. 15, 1969), reprinted, S. GOLDBERG, supra note 8, at
app. -128, -147. For a recommended form of legend, see id. at § 2.6(a).

[VOL. 15



PRIVATE OFFERINGS

The proposed order does require, however, that issuers explain
transfer restrictions "with specificity." This requirement merely reiter-
ates existing law. The fact that certificates are legended must be
disclosed as part of the terms of purchase.158  The SEC's position re-
garding the necessity of fully disclosing transfer restrictions is also un-
qualified. "The Commission regards it as a deceptive act or prac-
tice for an issuer . . . or any other person to sell unregistered securi-
ties in a private transaction without fully informing the purchaser as to
the applicable limitations upon the resale of the securities by the pur-
chaser." 159  In addition to disclosing the transfer restrictions imposed
by the issuer, the purchaser would not be fully informed with-
out an explanation of the law with respect to such restrictions. Con-
sequently, if the offering is private under federal law, the purchaser
should be advised of Rules 144 and 237, and their respective 2 and
5-year minimum holding periods.16

Suitability

Unlike the proposed Order, proposed Rule 146 imposes a modi-
fied suitability standard on offerees. Essentially, it requires that the
issuer determine whether a potential offeree would be overextending
himself if allowed to participate in the offering: "the issuer and any
person acting in its behalf . . . shall have reasonable grounds to be-
lieve prior to making an offer: (2) That the offeree is a person who
is able to bear the economic risks of the investment.11 61

Although suitability is new to the private offering marketplace,
its introduction is certainly no surprise. If the security involved were
registered and sold over the counter, rather than by the issuer directly,
the selling broker-dealer would be required to have "reasonable
grounds to believe that [his] recommendation is not unsuitable"' 62

157. "[]t would be incautious for an issuer to fail to obtain carefully phrased
'investment letters' in all private sales. One could argue that the taking of invest-
ment letters is mere ritual, but failure of an issuer to do so might be deemed evi-
dence of a disregard for the significance of the purchaser's intent . .. ." THE
WHEAT REPORT, supra note 4, at 171-72. See S. GOLDBERG, supra note 8, at § 2.5.

158. See Altman v. American Foods, Inc., 262 N.C. 671, 138 S.E.2d 526 (1964)
(rescission granted where fact of legending not disclosed prior to purchase); cf. Reiver
v. Photo Motion Corp., [1970-71 Transfer Binder] CCH FED. SEC. L. REP. 93,091,
at p. 91,010 (E.D. Pa. 1971) (raising the issue, but not deciding whether the failure
to legend restricted stock violated Rule 10b-5).

159. SEC Securities Act Release No. 5226 (Jan. 10, 1972), reprinted, [1971-72
Transfer Binder] CCH FED. SEC. L. RaP. 1 78,483, at p. 81,037.

160. Id.
161. Proposed Rule 146(d) (2), supra note 15, at p. 2675-77.
162. SEC Rule 15b10-3, 17 C.F.R. § 240.15blO-3 (1972) (the SECO suitability

rule). To the same effect is the NASD "know your customer" rule: "In recom-
mending to a customer the purchase, sale or exchange of any security, a member
shall have reasonable grounds for believing that the recommendation is suitable for
such customer upon the basis of the facts, if any, disclosed by such customer as to his
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for his customer. The result would be the same in a transaction con-
ducted through the facilities of an exchange.'6 8 Although it is argua-
ble that the issuer's position in a private offering transaction is analo-
gous to that of a selling broker-dealer,' 64 the analogy is imperfect.
For this reason, the SEC approach is not incorporated into the pro-
posed Order. To a large extent, the sophistication concept includes
the policy of suitability. The purchase of an unsuitable security should
evidence a lack of sophistication. The SEC apparently recognized this
fact in the proposed Rule because the suitablility standard it imposed
is only a shadow of the standard applicable to broker-dealers and ex-
change members. Under the proposed Rule, the only issue is whether
the offeree has the financial responsibility to bear the risk incident to
the investment. The inquiry is therefore one-dimensional.

There is much to be said for suitability in trading transactions
where a purchaser is the recipient of little or no information, is not fi-
nancially sophisticated and to a large extent relies on the recommenda-
tions of his broker. Where the purchaser is knowledgeable and ex-
perienced in financial matters and has been furnished or granted access
to sufficient information to enable him to analyze the merits of the pro-
posed investment and propriety of his participation, is he not the most
appropriate person to determine the prudence of his investment deci-
sion? 6 5 This is the essence of fending for oneself.

Policy aside, the approach to suitability taken by proposed Rule
146 is unworkable and promotes a return to subjectivity and uncer-
tainty. The issuer's agents are not objective judges of the worth of the
securities offered or the risks involved in their purchase. Suitability
determinations by issuers, even conscientious issuers, are likely to be
relatively worthless. Finally, it is highly unlikely that a sophisticated
purchaser experienced in investments will disclose the state of his as-
sets to the issuer. The proposed Rule requires more than disclosure of
the purchaser's tax bracket. To make a proper suitability determina-
tion, the issuer would have to learn the amount, diversification and
liquidity of the offeree's investments-all highly personal matters. In

other security holdings and as to his financial situation and need." Art. I § 2,
NASD Rules of Fair Practice, reprinted at CCH NASD MANuAL 2152. See SEC
Securities Act Release No. 5275 (July 26, 1972) (the "hot issue" release).

163. New York Stock Exchange Rule 405; American Stock Exchange Rule 411.
164. But for the private offering exemption, the issuer would normally have to

register in Arizona as a "dealer." Aiuz. R v. STAT. ANN. § 44-1842 (1967). The
Arizona definition of "dealer" includes "broker." Id. § 44-1801(2).

165. "[T]he Securities Act ... was aptly termed the 'truth-in-securities act.'
Congress did not take away from the citizen 'his inalienable right to make a fool of
himself.' It simply attempted to prevent others from making a fool of him." 1 L.
Loss, SECURTrmS REGULATION 128 (1961).
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sum, the suitability standard in Rule 146 probably will be ignored. 166

CONCLUSION

The private offering exemption is a valuable tool for Arizona is-
suers and will have the effect of expediting capitalization transactions
and other securities issuances in which the registration previously neces-
sary was only an expensive and time consuming formality. The legis-
lature intended Arizona issuers to be able to determine the availability
of the exemption with reasonable accuracy and to rely upon it with
confidence when available. Under existing interpretations of the ex-
emption, however, this purpose is not being served. Issuers cannot
rely upon the exemption without assuming an unacceptable degree of
risk. Similarly, due to the same uncertainties, the exemption is im-
properly utilized by irresponsible issuers to shelter offerings which
should be registered. This situation is unacceptable, but it will be
perpetuated in the absence of corrective action.

Proposed Rule 146, if adopted, would not significantly benefit
Arizona issuers engaging in intrastate offerings. Even if somehow in-
corporated into the Arizona regulatory scheme, its beneficial effects
would be minimal due to its non-exclusivity and restricted application.
Arizona Blue Sky regulation should complement federal regulation
when the two overlap. An issuer entitled to the exemption under fed-
eral law should be certain of its availability in Arizona, and that cer-
tainty should be maintained if the offering is exclusively intrastate.

The administrative order proposed in this article is far broader
than proposed Rule 146 because, unlike the proposed Rule, it would be
applicable to all Arizona private offerings rather than a select few.
Under the proposed Order, the exemption would have the utility it was
intended to have, and would not pose the risk of abuse which is now
possible because of its surrounding uncertainties. Administrative ac-
tion is imperative at this point. The proposed Order, or a similar reg-
ulation, should be adopted as expeditiously as possible.

166. It is arguable that the suitability standard in proposed Rule 146 was imposed
to prevent security holders experiencing financial difficulties from effecting resales.
The resale restrictions imposed by proposed Rule 146(g) would appear to foreclose
this possibility. See note 161 supra.
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