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Regulatory Overview1



The Securities Act of 1933 
(the “Securities Act”)

Two Basic Objectives:

➢ Ensure that investors receive financial and other important
information regarding securities offered through public sale

➢ Prohibit deception, misrepresentation, and other fraud in the
sale of securities



Registration of Securities

➢ The Securities Act of 1933 emphasizes disclosure

➢ Under Section 5 of the Securities Act, any offering of securities must be
registered with the SEC or be exempt from registration

➢ A private placement = a securities offering that is exempt from
registration.

“Publicity is justly commended as a remedy for social and industrial 
diseases. Sunlight is said to be the best of disinfectants; electric light the 

most efficient policeman.” – Louis Brandeis



The Private Offering Solution

A private offering (aka private placement) is a securities offering that is exempt from
registration with the SEC under Section 4(a)(2) or 3(b) of the Securities Act.

Benefits of private placements:

➢ Less expensive and quicker than SEC registration

➢ Reduced disclosure requirements

➢ Direct negotiation with investors = easier to tailor to their needs

➢ Avoiding certain liabilities (e.g., Section 11 of the Securities Act)

Registration is not viable for many companies due to:

➢ Upfront costs ($3.5MM+ for first time issuers)

➢ Ongoing compliance costs

➢ Market and liquidity challenges



The Primary Registration Exemption

Section 4(a)(2) of the Securities Act provides a statutory exemption for “transactions by an
issuer not involving any public offering.” The general rationale is that, in an offering with a
limited number of offerees capable of protecting themselves, the compliance burden imposed
on public offerings is unnecessary.

“Public offering” is not defined by statute. Do not be misled by the word “public.”

In SEC v. Ralston Purina (1953), SCOTUS established the principle that the 4(a)(2) exemption
applies to private offers and sales to people who can fend for themselves, a determination
based on their (1) access to the information in an SEC registration statement, and (2)
sophistication and ability to bear the economic risks of the investment.

Other factors (each of which is flexible and highly-fact dependent) include:

➢ The number of offerees and their relationship to each other and to the issuer

➢ The number/amount of securities offered (size of the offering)

➢ The manner of the offering (e.g., general solicitation)

➢ The information provided (made available) to the offerees

➢ The actions taken by the issuer to prevent the resale of securities



Regulation D: The Heavyweight

In 1982, the SEC adopted Regulation D to provide greater certainty regarding which
transactions are exempt from registration.

Historically, Regulation D activity was most of private placement activity (and it remains
high today).



Regulation D Exemptions

Rule 504 Rule 506(b) Rule 506(c)

Limited Number of Investors No
No for accredited, 

35 for non-
accredited

No

Limit on Capital Raised $5 million No No

Non-Accredited Investors 
Allowed

Yes Yes (35 max) No1

General Solicitation Allowed
Under limited 
circumstances

No Yes

State “Blue Sky” Preemption No Yes Yes

Specific Disclosure 
Requirements

No
Yes, for non-
accredited 
investors

No

FN1: An issuer must verify that each participating investor is accredited



When to Use a PPM2



Preliminary Questions Concerning the Offering

To Whom?

➢ Pre-existing relationships

➢ Investors must be either (1) sophisticated, which entails a judgment call
concerning the level of knowledge and experience an investor has in business
matters, or (2) represented by a “purchaser representative.”

➢ “Accredited investor” status is always preferred, sometimes critical. Individuals
typically qualify by salary ($200K individually / $300K with a spouse) for the
current and last two years) or net worth ($1MM+ without equity of primary
residence)

How?

➢ Narrowly

➢ Thoughtfully

➢ Without general solicitation



The Value and Need for a PPM

➢ PPMs serve a dual purpose – compliance and marketing

➢ For most private offerings, a PPM is not required. One common
exception is Regulation D Rule 506(b) offerings that will include non-
accredited investors

➢ From a compliance standpoint, if a PPM is not statutorily required it
is still valuable for two major reasons:

➢ To ensure the transaction is not a “public offering”

➢ To mitigate risk of investor litigation, including based on anti-fraud laws (issuers
are prohibited from making false or misleading statements or omissions to
investors when selling securities)



Factors to Determine Whether to Use a PPM 

➢ Statutory requirements, e.g., 506(b) with non-accredited investors

➢ Market expectations – with some types of transactions and in some
markets/industries they are favored (even expected), while in others they are
disfavored

➢ The size of the offering

➢ The expected number of offerees and investors

➢ The type of investors (accredited vs. non-accredited; friends and family vs.
individual angels vs. venture capitalists and other institutional investors)

➢ A subjective (classically “more art than science”) assessment of the risk of the
transaction



Drafting PPMs3



General Considerations

➢ The length of a PPM should vary depending on the deal - full PPM vs. PPM light
(“offering booklet”)

➢ Primarily a disclosure document, secondarily a sales document

➢ The contents of a PPM should vary depending on many factors, including the
industry, market, deal structure, target audience, specific exemption on which the
issuer is relying

➢ Write in plain English

➢ Do not soften the tone in the disclosure sections (e.g., notices and risk factors).
PPMs should always clearly convey the transaction’s risks

➢ Consider defined terms section

➢ Add the issuer’s logo and a bit of design



Common Sections in a PPM

1. Notices to Investors

2. Executive Summary / Term Sheet

3. About the Issuer and its Business

4. The Offering and Securities

5. Select Risk Factors

6. Investor Qualification

7. Use of Proceeds

8. Financial Information

9. Management

10. Legal and tax matters

11. Exhibits



Primary Notices (Disclaimers)

➢ No registration (including no evaluation for accuracy or completeness)

➢ No public market

➢ High degree of risk

➢ Restrictions on transfer

➢ No external representations (outside of the offering materials)

➢ No duty to update

➢ Descriptions and summaries qualified by actual documents

➢ No legal, business or tax advice

➢ Opportunity to ask questions and receive information

➢ Right to modify or withdraw the offering



Executive Summary / Term Sheet

➢ 1 to 4 page overview of the issuer and offering

➢ The purpose is to enable a quick understanding of the deal

➢ Material terms of the offering and securities

➢ Use of proceeds

➢ Current capitalization of the issuer

➢ Overview of management and control

➢ Risk factor

➢ List of investor (subscription) documents



Description of the Issuer and its Business

➢ Description of the issuer’s main operations (be clear about what the business
has accomplished and what it is intending to accomplish)

➢ Industry description – competitive differentiation, degree of fragmentation (vs.
concentration)

➢ Target customers

➢ Number of employees, offices, and key assets

➢ Revenue model, including seasonality of sales, customer churn and lifetime
value, and if the revenue is contracted (locked-in), recurring, or non-recurring

➢ Milestones and challenges to execution (e.g., stages of product development)

➢ Description of the business processes – manufacturing, sales, fulfillment, etc.

➢ Sales and marketing plan, including explanation of the sales cycle

➢ Supply chain considerations



Terms of the Offering and Securities

➢ Type of securities offered

➢ Price of the securities 

➢ If there are minimum and maximum offering sizes. If minimum, will funds be 
escrowed until the minimum is reached?

➢ Material terms of the securities – voting rights, information rights, liquidation 
rights, preemptive rights, ownership percentage, mandatory capital calls, 
convertibility, call and put rights, if the securities are collateralized

➢ Investor qualifications

➢ Accredited vs. non-accredited

➢ Minimum investment 

➢ Maximum investment (absolute dollars vs. percentage of net worth)

➢ Risk tolerance

➢ Plan of distribution (type of solicitation, finders)

➢ Required investment documentation

➢ Possible future dilution



➢ Include at least 4-5 categories and up to
12 (one should be transaction expenses)

➢ Add footnotes as appropriate

➢ A critical category is compensation to
related parties (e.g., salaries, bonuses,
etc.), especially if that money is coming
out as repayment of debt, accrued
bonuses, or any way other than disclosed
regular salaries

➢ Display in tabular form

➢ Consider multiple columns, reflecting the
use of proceeds if the issuer raises the
minimum vs. maximum target proceeds
(or in any other insightful way)

Estimated Use of Proceeds



Financial Information

➢ Issuer capitalization

➢ Historical financials

➢ Pro forma financials (include forward-looking statement language)

➢ Management discussion of financials

➢ Timeline to achieve profitability
➢ Specific financial risks
➢ Discussion around declining metrics



Management

➢ Biographies

➢ All officers, directors or other important related parties

➢ Past experience going back 5 to 10+ years

➢ Talk about successes and (notable) failures

➢ Part time vs. full time

➢ Compensation (backpay, loan payments, going forward)

➢ Other business interests

➢ Conflicts of Interest



Other Sections

➢ Material Transactions (M&A, other sales of equity, significant debt)

➢ Litigation

➢ Tax Matters

➢ Exhibits

➢ Pitch Deck
➢ Instructions for Subscribing
➢ Subscription/Purchase Agreement
➢ Subscriber Questionnaire
➢ Issuer Governance Documents
➢ IRS Form W-9
➢ KYC/AML Compliance Requirements

➢ ** Risk Factors **



Materiality4



Core Concept of Full and Fair Disclosure

➢ Issuers must disclose all information that is material to making a sound investment
decision

➢ Information is material if there is a substantial likelihood that a reasonable investor
would consider the information in question to be important in making a buy, sell, or
hold investment decision?

➢ Does not require that a misstated or omitted fact would result in a reasonable
investor changing their investment decision

➢ Merely requires that proper disclosure of the misstated or omitted fact would have
assumed actual significance in their deliberations. Is there is a substantial likelihood
that a reasonable investor would consider the information to significantly alter the
"total mix" of information disclosed?

➢ Inherently fact and context dependent, requiring subjective evaluation. The SEC and
courts have consistently rejected bright line rules, despite recognizing the
vagueness that can arise when determining materiality



Guiding Cases and SEC Releases

In TSC Industries v. Northway, Inc., 426 US 438 (1976) , the Supreme Court recognized the
need to balance the importance of full and fair disclosure against the pitfalls of an
unnecessarily low materiality standard, which could lead to a legitimate fear by
management of overexposure to liability resulting in an “avalanche of trivial information”
that could cloud, not aid, the decision-making process. The TSC Industries Court expressly
rejected adopting a materiality standard that focused on what a reasonable investor
“might” consider important.

Basic, Inc. v. Levinson, 485 US 224 (1988) involves contingent events. In that case,
SCOTUS said the central issue is the significance a reasonable investor would place on
M&A deal discussions given the real possibility that the discussions might quite possibly
never evolve into an actual deal. For contingent or speculative events, balance two key
considerations – (1) the probability that the event will occur and (2) the significance of
the event to the issuer.



➢ Evaluating materiality requires careful consideration of both quantitative and qualitative
factors—numerical impact/significance within the full factual context.

➢ Do not rely solely on quantitative rules of thumb (e.g., materiality = 5%-10% of assets, revenue,
impact of a contingency on overall financial statements, etc.), which the SEC expressly rejects.

➢ SCOTUS has held that adverse events do not need to be statistically significant to be material.

➢ Qualitative factors can cause small quantitative misstatements to be material. Example: Financial
statements that are incorrect by a small amount in one area may be material if caused by
management misconduct (depending on the seniority level of management involved).

➢ It is less common for large quantitative misstatements to be deemed immaterial because the
qualitative significance is too low. However, it is possible.

➢ The SEC has provided a non-exhaustive list of qualitative considerations that can cause a
quantitatively small misstatement/omission to be material, including if it (1) arises from precise
measurement or an estimate, (2) changes a loss into profit, (3) concerns a segment or other
portion of the business that has been identified as significant in the business’ operations or
profitability, (4) affects compliance with regulatory requirements, loan covenants, or other
contractual obligations, (5) conceals an unlawful transaction.

Analyzing Quantitative and Qualitative Factors



Some Materiality Hotspots

➢ Earnings information

➢ Pending or threatened governmental investigations or litigation that can be large in dollar
value or impede an issuer’s ability to do business (e.g., intellectual property challenges)

➢ Regulatory approvals or changes in law

➢ Executive compensation matters (including stock sales)

➢ Significant developments with suppliers, customers, or employees (i.e., labor disputes)

➢ Product defects or recalls

➢ Cybersecurity breaches

➢ Changes in control or management

➢ Significant deficiencies / material weaknesses in financial reporting internal controls

➢ Change in auditors or auditor notification that the issuer can no longer rely on an auditor’s
audit report. NOTE: Special considerations apply when assessing materiality in the
accounting and auditing context due to the unique ability for items that might be viewed as
immaterial in a vacuum to be considered material when taken as a whole.

➢ Bankruptcies or receiverships



Risk Factors5



Why Are Risk Factors Important?

The SEC’s position:

➢ To provide important context for assessing the issuer’s financial
potential (i.e., the investors may lose all or part of their
investments)

The issuer’s position:

➢ To provide protection in case of claims from investors



Are Risk Factors Required in PPMs?

No…

➢ If the issuer is selling securities to an accredited investor

➢ However, the issuer should still include risk factors to: 

➢ Provide management’s perspective on factors that may adversely impact the issuer 
and its securities

➢ Provide information that is material to an understanding of the issuer, its business 
and the securities being offered (Regulation S-K: Item 105)



Best Practices in Risk Factor Disclosures

➢ Focus on the most significant risk factors, i.e., any that make the securities
speculative or risky

➢ Avoid generic, “boilerplate” risk factors that apply to most businesses

➢ Use “plain English”

➢ Place them at the front of the PPM (ideally)

➢ Organize them logically in a few categories

➢ State each risk in a simple, bold type sentence that adequately describes the
risk, followed by a cogent description of that risk and how it affects the
issuer or the offered securities specifically

➢ Do not use risk mitigating language

➢ Avoid repetition (cross-reference as needed)



Risk Factors Usually Included in PPMs

Item 105 principles-based disclosure

Risk factors may include the following:

➢ Concerning the issuer’s business (or proposed business)

➢ Lack of operating history

➢ Lack of profitable operations (especially in recent periods)

➢ Financial position

➢ The lack of a market or the issuer’s common equity securities or
securities convertible into or exercisable for common equity
securities



Select Risk Factors

➢ Competitive forces

➢ Reliance on existing management

➢ Unique effect of general economic conditions

➢ Regulatory requirements

➢ Seasonality

➢ Reliance on a limited number of customers or suppliers

➢ Price fluctuations

➢ Concentration of stock ownership – inability to influence key decisions

➢ Risk of dilution from future financings or conversion of convertible debt or 
exercise of options/warrants

➢ Lack of liquidity

➢ Anti-takeover provisions in the Certificate or Bylaws



Due Diligence and Liability6



The Role of Due Diligence

Due diligence is the process of confirming the accuracy and
completeness of information and beliefs.

In the PPM context, it specifically refers to verifying material
statements and identifying material omissions.

Benefits of due diligence include:

➢ Understanding the business and the offering

➢ Identifying risk factors and other information to disclose

➢ Mitigating potential liability under applicable securities laws

➢ Other reasons = adding value, reputation, E&O



Areas of Particular Focus During Due Diligence

Principal Areas of Focus for Due Diligence:

➢ Compensation

➢ Self-dealing

➢ Background of management (insiders)

➢ Litigation history or potential litigation

➢ Risks (including potential risks faced by the issuer) and accurate discussion of 
the nature of the business

➢ Financial position and prospects

FINRA Regulatory Notice 10-22 – Reasonable Investigation of:

➢ The issuer and its management

➢ The business prospects of the issuer

➢ The assets held by or to be acquired by the issuer

➢ The claims made

➢ The intended use of proceeds



Due Diligence Process

Choosing and Managing Clients

➢ Think 2x before taking on a new client where a securities offering is the first project

➢ Apply healthy skepticism, balancing loyalty to the client with the real world understanding that 
some clients distort facts

Initial Project Meeting With the Issuer

➢ Identification of the team (client internal, other attorneys, outside auditors)

➢ Budget, scope, and deadlines

The Review Process

➢ Customize to the context, including counsel’s prior relationship with the issuer, client’s operating 
history, management competency, offering size, client size, and industry-wide concerns

➢ Keep the process flexible to adapt to information and observations

➢ Standards = “reasonable Investigation” and “reasonable ground for belief”

➢ Read relevant, available materials on the issuer. Look for information that is publicly-available in 
SEC filings, LexisNexis/Westlaw, etc. or through general Internet searches (do not rely solely on 
information provided by the client

➢ Broker-dealers “must be particularly careful in verifying the issuer’s obviously self-serving 
statements” (FINRA Regulatory Notice 10-22)

➢ Organizational documents, financial statements, product advertising, governmental filings, 
business plan, management questionnaires, and litigation



Due Diligence Process (continued)

➢ Financial statement analysis (use footnotes as guideposts to areas of inquiry)

➢ Look for the hidden risks - what economic conditions or market forces are needed to support the 
business venture? 

➢ Background and credit checks; “Bad Actor” questionnaires

➢ Consider office visits, group or individual calls with client staff, calls with industry experts

Identify and Follow Up on Open Items and Red Flags

➢ Red flags = indications that any of the material information being disclosed may be inaccurate,
incomplete, or missing entirely

➢ Whether an issue rises to the level of a ”red flag” is fact dependent

➢ Independent verification of facts

➢ Examples: lack of board minutes, incomplete records of transactions, certain info that cannot be
found, messy or incomplete financial statements

Ongoing Process (do not rely on the “no duty to update” notice)

Records Retention



Overview of Securities Litigation

Key Principles

➢ Independent investigation of the facts (not relying solely on management
representations)

➢ The adequacy of a due diligence investigation has historically been evaluated by courts
based on the particular facts and circumstances. Accordingly, each due diligence
investigation should be tailored to the particular issuer and offering

➢ The presence of and response to "red flags”

➢ Standards = reasonable investigation and reasonable ground for belief

➢ Materiality (see next section)

Primary Causes of Actions (Private Companies)

➢ Section 10(b) and Section 20 of the Exchange Act

➢ Section 12 of the Securities Act?

➢ Section 17(a) of the Securities Act (scienter not required)



Notable Securities Litigation Cases

Escott v. BarChris Construction Corp. (1968)

➢ The Court rejected the defense of good faith reliance on counsel where an issuer had severe
financial difficulties at the closing of a public offering of debentures and the underwriter relied
heavily on its law firm and did not independently verify significant information (e.g., minutes, key
contracts, lender relationship)

In re Worldcom, Inc. Securities Litigation (2004)

➢ An underwriter conducting a due diligence investigation must look deeper and question more when
confronted by red flags

Omnicare, Inc. v. Laborers Distr. Council Constr. Indus. Pension Fund (2015)

➢ In this case focused on two sentences in the issuer’s registration statement concerning the issuer’s
view of its compliance with legal requirements, each of which began, “We believe,” SCOTUS
declined to hold that an incorrect statement of opinion was necessarily false for purposes of Section
11 liability

➢ SCOTUS noted that liability may arise in this context if the issuer did not hold the professed belief or
the statement contained untrue “embedded statements of fact”

➢ More recently, courts have applied the Omnicare standard to allegedly misleading
statements/omissions outside of the Section 11 context (e.g., in cases involving Section 10(b) of the
Exchange Act)



➢ Central Bank of Denver, Stoneridge and Janus

➢ Document preparers

➢ Opinion givers (tax or other legal opinions)

➢ Regulatory enforcement actions

Attorney Liability
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