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HeadNotes

Our Spring 2008 is-
sue is our largest to date,
reflecting the large and in-
creasing volume of quality
articles submitted by New
York practitioners.

Identity theft is a perva-
sive and growing headache,
for financial institutions as
well as consumers. Efforts
to address one aspect of
this problem—the dissemi-
nation and misuse of Social
Security numbers—have gained bipartisan support in
Congress, with no fewer than three bills currently under
consideration. Katherine Kinkela, Esgq. compares and
contrasts the three bills, along with a discussion of the
identity-theft issue more generally, in “Proposed Social
Security Number Privacy Legislation and Its Impact on
Human Resources Management.” As Ms. Kinkela notes,
these bills would pose additional challenges for human
resource management, and thus should be on the radar
screen of business lawyers more generally.

Without a doubt, the subprime mortgage meltdown
was the major financial news story of 2007. Its multiple
and far-reaching effects are still coming to light. In “The
Subprime Disaster and the Retail Investor: Does the Law
Permit a Recovery?” J. Scott Colesanti, Special Profes-
sor at the Hofstra University School of Law in Securities
Regulation and Broker-Dealer Regulation, explores one
aspect of this issue: Whether, under the securities laws,
retail investors may recover for losses incurred in pur-
chasing securities representing pools of such mortgages,
known as “collateralized debt obligations” (CDOs). Many
financial institutions have taken large and well-publicized
losses on CDOs, as they have been compelled to write
down their value to reflect the losses on underlying
mortgages. The question explored by Professor Colesanti
is whether, and to what extent, the securities laws support
a cause of action by retail investors. His article is a useful
primer on the law in this area more generally.

Another significant development in securities litiga-
tion is the subject of “The Supreme Court Rejects Liability
of Customers, Suppliers and Other Secondary Actors in
Private Securities Fraud Litigation,” by Anissa Seymour
and Yuval Rogson of Katten Muchin Rosenman. The
authors comment on the Supreme Court’s decision earlier
this year in Stoneridge Investment Partners, LLC v. Scien-
tific-Atlanta, Inc. By a 5 to 3 majority, the Court rejected
“scheme liability”—i.e., the allegation that the actions of
third parties such as customers and suppliers made them
liable for losses suffered by shareholders. The case was

closely monitored by the securities litigation bar because
of the impact it could have had on the exposure of cus-
tomers, suppliers and other secondary actors to liability
in private federal securities fraud litigation.

On the securities regulatory front, in “SEC Revises
Four Sets of Rules,” Guy Lander, Esq. and his colleagues
at Carter Ledyard & Milburn address recent revisions by
the Securities and Exchange Commission to Rules 144
and 145, to liberalize resales of restricted securities of
reporting companies; financial reporting requirements for
foreign private issuers; revisions to the eligibility require-
ments for US and non-US issuers to use the “short forms”
that permit incorporation by reference of prior SEC fil-
ings; and regulatory relief and simplification for smaller
reporting companies. A former Chair of the Section, Mr.
Lander has published extensively in the field of securities
regulation.

Beginning with this issue, we will be offering a regu-
lar feature on “Ethical Issues for Business Lawyers” by
C. Evan Stewart, a prolific contributor to the Journal and
to the Section’s programs. In “When Exceptions Swallow
the Rule: The Growing Demise of the ‘No-Contact’ Rule,”
Mr. Stewart comments on “the slippery slope” the rule
has been on since the 1990 Niesig case. The rule itself is
straightforward and familiar to all attorneys: In essence, it
prohibits a lawyer from directly contacting a person who
the lawyer knows to be represented by another lawyer
in the matter. In Niesig, the Court of Appeals held that a
lawyer representing an employee in an action against an
employer could contact other employees, as long as they
were not “alter egos” of the employer. But, as Mr. Stewart
demonstrates, that holding has created a host of other
problems and started unsuspecting attorneys down the
proverbial slippery slope.

Another new feature beginning with this issue is
“New York Employment Law Update.” James Grasso of
Phillips Lytle will be providing regular and timely up-
dates for New York business lawyers regarding develop-
ments affecting employers and employees in the state. Of
note in this issue: The NLRB has clarified that employees
do not have the right to use an employer’s e-mail system
for union organizing activities. There are also timely up-
dates regarding new state legislation and an amendment
to the Family and Medical Leave Act.

Bruce Hoover of Goldberg Segalla in Buffalo contrib-
utes a useful and practical article on “Terminating Surety
and Fidelity Bonds Upon the Insolvency or Bankruptcy
of the Principal.” Mr. Hoover notes that the exposure of
a surety significantly increases when his or her principal
files for bankruptcy, but that the Bankruptcy Code was
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not necessarily drafted with surety-related issues in
mind. He analyzes the issues a surety should consider in
relation to the relevant Code provisions, and discusses
various ways of addressing these issues in the surety
documents themselves.

Given the cost, delays and uncertainty of litigation,
arbitration clauses are increasingly favored by many
types of businesses, and the Federal Arbitration Act
(FAA) expresses a strong federal policy favoring arbitra-
tion. At the same time, however, New York law increas-
ingly disfavors arbitration clauses, especially in areas
related to consumer protection. In “Courts Diverge on
Whether State Statutes that Bar Arbitration Are Pre-
Empted by the Federal Arbitration Act,” David Elsberg
of Quinn Emanuel Urquhart Oliver & Hedges addresses
two recent New York cases which reach opposite conclu-
sions on the question of whether New York’s attempt to
limit arbitration should be preempted by the FAA.

In “Underbanked People in an Overbanked Coun-
try,” Clifford Weber, Esq. of Hinman Howard & Kittell
discusses the Money Services Business Act, a proposed
legislative attempt to promote banking services in
underserved communities. Noting the anomaly that
many local communities remain “underbanked” while
the nation as a whole is generally regarded as “over-

banked,” Mr. Weber explains that check cashers and other
money services businesses have filled the void in provid-
ing services to persons who, for a variety of reasons, have
shied away from using the banking system. But because
these businesses are deemed to be at high risk for money
laundering, banks have been increasingly unwilling to
provide credit to them. The legislation, proposed by
Representative Carolyn Maloney (D-NY), would attempt
to address this problem by creating a safe harbor for
banks under certain conditions.

Another approach to the “underbanked” problem is
reflected in a report by Barbara Kent, Esg., which con-
cludes this issue. Ms. Kent, who was formerly Deputy Su-
perintendent of the New York State Banking Department,
heads the not-for-profit Coalition for Debtor Education
and continues to be an active participant in the Section
and its programs. She reports on the Banking Develop-
ment District program conducted by the Coalition in
conjunction with the New York City Housing Authority, a
statewide initiative designed to provide access to banking
services for unbanked and underbanked New Yorkers.
The funding provided by the Section in a grant from its
surplus was applied to this worthy program.

David L. Glass
Editor-in-Chief

Request for Articles

If you have written an article you would like considered
for publication, or have an idea for one, please contact
the NY Business Law Journal Editor:

Articles should be submitted in electronic document
: format (pdfs are NOT acceptable), along with biographi-
) cal information.

www.nysba.org/BusinessLawJournal

David L. Glass
Editor-in-Chief
NY Business Law Journal
Macquarie Holdings (USA) Inc.
125 West 55th Street
New York, NY 10019
david.glass@macquarie.com
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Business Law Update:

Proposed Social Security Number Privacy Legislation and
Its Impact on Human Resources Management

By Katherine Kinkela

Identity theft is a growing issue, and Human Re-
sources Managers are concerned about the impact that
identity theft can have on their employee populations.
Undeniably each individual has a personal responsibility
to safeguard his or her own personal information, but the
individual also expects that the business, governmen-
tal and educational institutions he or she interacts with
will take the same level of care in dealing with sensitive
personal information that the organization maintains
with regard to the individual because the organizations
are aware such information may be used for fraudulent
purposes. The question for policymakers and lawmak-
ers to decide is who has the responsibility to safeguard
personal information that is stolen and used to perpetrate
fraudulent schemes and how this responsibility should be
enforced. For all these reasons, during the last congressio-
nal term in the fall of 2007, the United States Congress has
given attention to the issue of securing SSNs by introduc-
ing bills addressing the issue of privacy rights concern-
ing the display, sale and disclosure of Social Security
numbers.

Congress Introduces Proposed Privacy Legislation

The members of both houses of Congress recognize
that identity theft is an increasing problem facing their
constituents today, and consequently three new bills
introduced in the House of Representatives and Senate
providing federal remedies for misuse or sale of personal
identification information have gained bipartisan support.
It is very possible that new privacy legislation concerning
Social Security numbers will be enacted before the end of
2008. The three new bills currently pending are the Social
Security Number Privacy and Identity Theft Prevention
Act of 2007, the Social Security Number Protection Act of
2007,2 and the Social Security Number Misuse Prevention
Act® (S. 238). The new legislation will have an impact on
how businesses maintain employee and client records,
and will impose sanctions on those who do not safeguard
the personal information in records they keep.

The impact of identity theft on the individual victim
varies greatly from case to case. For some people who
have had their information stolen and used without per-
mission, there are minor unauthorized credit card charges
and random acts. For other victims of identity theft, credit
ratings have been ruined, and lives torn apart, by alle-
gations of criminal activity, SSN changes, and time lost
rebuilding reputation and credibility. Businesses must
understand the importance of safeguarding personal in-

formation by creating policies and standards throughout
an organization that support individual privacy.

“The question for policymakers and
lawmakers to decide is who has the
responsibility to safeguard personal
information that is stolen and used to
perpetrate fraudulent schemes and how
this responsibility should be enforced.”

Internal Control: Privacy Rights, Business
Responsibility and the Social Security Number

In the United States, the Social Security Number
(SSN) issued to each United States citizen by the Social
Security Administration of the United States Govern-
ment is the primary identifier for United States citizens.
Governmental agencies are required to comply with the
Privacy Act of 1974* regarding display of Social Security
numbers as private individual information. In this age of
incredibly easy information access through cyberspace,

a person’s private personal information can generally be
easily accessed by using the SSN in conjunction with oth-
er easily obtainable personal information. Unfortunately,
many schools, businesses and business institutions use
or have used the SSN as a unique identifier for students,
employees and customers and as a password for secure
systems, because the number was easy to remember

for the person and the SSN enabled computer database
programmers to compile data easily using the uniform
tracking number. Many business practices and the lack
of secure procedures within companies made it easy to
obtain an individual’s SSN in the recent past. As such, the
personal information for many employees, students and
customers was largely unsecured or definitely at risk in
the systems kept by these organizations.

This lack of security in the use of SSNs as identi-
fiers for individuals is apparent in practices by business
and academic organizations. Many organizations would
send human resources related correspondence with the
person’s name and social security number clearly visible.
Computer runs and rosters provided for administrative
purposes and widely distributed would list the SSN.
Sometimes this SSN information would be e-mailed to the
individual or a third party without any form of encryp-
tion. The SSN provided an easy way for firms and schools
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to track individuals who might have similar names and
information. Unfortunately, as Internet commerce grew
and it became easier to compile and access personal
information, identity theft also grew because of the abuse
of companies that did not secure individual information
or even sold personal information for profit. Many busi-
nesses have taken the individual initiative to change their
policies and convert their systems to other identifying
tracking numbers that can be used to create an individu-
al’s profile within their systems. However, conversion of
computer data systems can be time-consuming and ex-
pensive, so not all businesses have changed their systems
to protect SSN information adequately.

Federal Legislation Pending Before Congress

Promoters of the congressional legislation feel that
major federal action is necessary to compel all govern-
mental and private-sector entities to examine the way
they are keeping records about private identity informa-
tion and the internal rules they have in place regard-
ing the sale of customer or employee information. The
widespread use of the Internet to convey personal data
heightens this responsibility.

“Promoters of the congressional
legislation feel that major federal action is
necessary to compel all governmental and
private-sector entities to examine the way
they are keeping records about private
identity information and the internal rules
they have in place regarding the sale of
customer or employee information.”

The Social Security Number Protection Act of 2007
prohibits the sale or purchase of a Social Security number
and is aimed at preventing fraud and “an undue risk of
bodily, emotional, or financial harm to individuals.”® The
Protection Act provides the state with a cause of action
against violators of the law, including an $11,000 penalty
per violation, to a maximum of $5 million.® In addition to
monetary damages, equitable relief is also available un-
der the bill in the form of injunctive or other compliance
enforcement.” Permissible exceptions to the distribution
rules include law enforcement, public health or research
uses, where the use is safeguarded and monitored to
prevent fraud.®

The Social Security Number Misuse Prevention Act
provides penalties for the display, sale or purchase of
the Social Security numbers.® The Misuse Prevention
Act defines display of Social Security numbers as com-
munication of Social Security numbers to the general
public on the Internet and in any other manner.° The bill
contains an exception where disclosure is permissible if

the express consent of the individual is obtained prior to
the display.™! The sale provision in the Misuse Prevention
Act states that no one should seek profit from the sale

of Social Security number lists.> Commercial financial
institutions and governmental agencies are identified as
keepers of Social Security numbers. The legislation urges
governmental agencies to review current documents of
public record, such as professional and marriage licenses,
and birth and death records, to determine whether Social
Security number disclosure is necessary on the face of the
document.®® The bill gives the Federal Trade Commission
the enforcement authority to create procedural regula-
tions and remedies based on risk to privacy, potential
misuse and misappropriation of information.'* The bill
authorizes a one-year study, including a governmen-

tal cost-benefit analysis, as to the timeframe, cost and
technology necessary for the removal of Social Security
numbers from public records.’® Under the bill, a study

of the cost-benefit impact of deleting the Social Security
numbers from the business records of private businesses
will also be included in the report.t6

The most comprehensive bill currently pending is
the Social Security Number Privacy and ldentity Theft
Prevention Act of 2007. The bill has three major parts. The
first defines the safeguards that governmental agencies
are required to implement and to enforce with respect to
individual privacy rights concerning SSNs. The second
part creates civil remedies prohibiting the sale, purchase
and display of SSNs. The final sections of the bill provide
a comprehensive list of remedies, including criminal pen-
alties, civil remedies, fraud-based remedies and special
remedies in the case of terrorism, drug trafficking, violent
crime, and repeat offenders. Finally, the bill authorizes
further remedies as appropriate.

The bill requires that governmental agencies must
restrict the display of Social Security numbers.!” This will
include the reformatting of governmental correspondence
and government checks.'® Social Security numbers can-
not be displayed on government-issued benefit checks.®
SSNis cannot be used as identifiers by governmental
agencies for benefits purposes.? In addition, as an added
safeguard, prison inmates cannot have access to SSNs as a
part of their work projects.?

The bill imposes privacy compliance regulations on
the transaction of public business. For the public business,
the bill prohibits the sale, purchase and display of SSNs.?
Display is defined under the bill to include any dissemi-
nation to the general public.?? Compliance with other
aspects of the bill extends to recordkeeping requirements
and the maintenance of procedures which limit access to
sensitive information to appropriate personnel.2* The sale
and purchase of lists and information by individuals and
business entities containing SSNs is another focus of the
bill.
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The proposed law contemplates the fact that some
disclosures of SSNs still may be legally required as a
part of governmental filings and legal investigations.
The proposed law also provides some exceptions; for
example, private businesses are permitted to disclose
SSNs to maintain national security and assist in law
enforcement.?

“Privacy legislation concerning disclosure
of Social Security numbers has already
been enacted in a number of states, and
additional privacy legislation concerning
SSNs is pending in many states.”

Remedies enumerated under the bill for violation of
privacy rules include criminal penalties, civil monetary
penalties, fraud-based penalties, and a series of enhanced
penalties for terrorism, drug trafficking, violence, and
prior offenses.2® Within the range of penalties that may
be imposed, consideration is given to whether the action
committed was done on purpose by the actor; the law
imposes harsh penalties where the sale of private infor-
mation is intentional.

State Law Precedent for Federal Legislation

Many states have already introduced privacy infor-
mation legislation, including California and Michigan.
The success of California state legislation is a model for
implementation of SSN privacy controls at the national
level. California state privacy legislation has successfully
created privacy controls within businesses.

The congressional bills are in many ways modeled
after similar legislation that was introduced on the state
level. Privacy legislation concerning disclosure of Social
Security numbers has already been enacted in a number
of states, and additional privacy legislation concern-
ing SSNis is pending in many states. California enacted
privacy laws in 2002 that prohibit the display of Social Se-
curity numbers on documents sent through the mail. The
only exceptions to these laws allowing disclosure of SSNs
in mailed correspondence pertain to medical and tax
records, and even then the exceptions permit disclosure
only where necessary. The California laws were phased in
from 2002 to 2007. California took the initiative to make
the transition to compliance with the new laws as easy

for businesses as possible. The California Privacy Com-
mission has set out guidelines for businesses to follow
with regard to screening sensitive information to ensure
compliance with privacy laws.

Once the new federal legislation is passed, it is likely
that there will be a phase-in time for compliance. Califor-
nia businesses will have a head start.
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The Subprime Disaster and the Retail Investor:
Does the Law Permit a Recovery?

By J. Scott Colesanti

l. Introduction

Since the fall of 2007, the experts and the papers have
seemingly dwelled upon the ramifications of the sub-
prime mortgage debacle for the stock market, in general,
and well-heeled players therein, in particular. In sum,
global proprietary funds have dried up, heretofore popu-
lar management has fallen, and traditional business lines
have been summarily forsaken. Considerably less atten-
tion has been focused to date on the extent to which retail
investors may have been victimized by the aggressive
efforts to sell collateralized debt obligations (“CDOs”)!
between 2003 and 2006.

Accordingly, this article recaps the ever intensifying
disclosures of mortgage-related losses and regulatory
responses thereto, and then utilizes the applicable law
to analyze a recent case filed by an entity claiming that
CDOs were unsuitable investments.

[I.  Timeline for the Crisis and Reactions

In the summer of 2007, various financial service
firms began disclosing that the mortgages underlying
securitized instruments were not performing on a mass
scale. The press began to sound the alarm by announc-
ing unprecedented write-downs by some very storied
firms. Simultaneously, the brokerage industry’s largest
self-regulator, the Financial Industry Regulatory Au-
thority (“FINRA”), began to question firms “with large
fixed-income and mortgage-backed securities exposure,”
focusing their inquiries on “inventory valuation, controls
over pricing and collateral monitoring.”? In a subsequent
“Regulatory Notice,” FINRA put firms on notice that
sales of “complex structure products” CDOs would be
expressly examined. The Notice also reminded FINRA
members of their suitability obligations when selling
mortgage-related products to senior investors,® thus hint-
ing that more than just hedge funds and pension plans
may have been embroiled in the fray.

Throughout the fall, the press detailed daily the
broker-dealer resignations and continuing losses. By
November, Bank of America announced that its CDO
write-down had reached $3 billion, a disclosure branded,
tellingly, “in line with recent estimates by some ana-
lysts.”* In December, the SEC and other regulators were
said to be investigating brokerages regarding the pricing
of mortgage securities and the need for public disclosure
of rapidly declining prices.

More formal SEC responses quickly followed. In the
presence of $80 billion in market write-downs in the last

few months of 2007, the SEC was said to have initiated
three dozen investigations; however, with the securities in
question being difficult to accurately price, an SEC official
was quoted as stating, “We don’t know that we will be
recommending any enforcement actions in the subprime
area.”

“[T]his article recaps the ever intensifying
disclosures of mortgage-related losses and
regulatory responses thereto, and then
utilizes the applicable law to analyze a
recent case filed by an entity claiming that
CDOs were unsuitable investments.”

Adding scrutiny (if not resolution) was FINRA's an-
nouncement in the New Year that it had begun requesting
from its member firms details on the marketing and sale
of mortgage-related products, “specifically those sold to
individual investors.” The regulator was described as
having questioned over one dozen firms on CMO topics
ranging from internal valuations to selling efforts. The
investigation was detailed as the second leg of FINRA's
“sweep,” and sought sales scripts and customer account
information from an unspecified number of firms.®

By late January 2008, Merrill Lynch, which had writ-
ten down $10 billion of mortgage-related securities (and
posted its first loss in almost two decades), disclosed its
intent to altogether abandon the structured credit busi-
ness.” Contemporaneously, the firm agreed to re-purchase
from one of its customers, the City of Springfield, Mas-
sachusetts, approximately $14 million worth of CDOs
(described in detail later herein).?

By January’s end, New York’s Attorney General An-
drew Cuomo was said to have directed his staff to issue
subpoenas and utilize the broad Martin Act in examining
whether big-name firms failed to disclose CDO risks to
customers. Despite the Attorney General’s earlier success-
es in targeting a real estate appraisal company and effect-
ing a settlement with “predatory lenders,” commentators
cited the absence of a link between product warnings and
unrealistic credit firm ratings, thus undermining claims of
investor harm.® Undaunted, the next month the Attorney
General launched a broader attack, initiating inquiries into
whether ratings firms had done enough to fix the means
of their rating bonds tied to mortgages.*®
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Still, retail investor losses, if any, seemed collateral
to greatly varied and more urgent cries for reform. The
NYSE CEO announced that top regulators had discussed
the need for stock exchanges to post quotes and executed
trades in CDOs, as they do now for more conventional
investments.!! At the same time, the SEC was said to be
continuing its focus on the valuation policies utilized by
firms, and whether proper disclosures were made regard-
ing the declining values of CDOs, with participating
federal criminal investigators from the Eastern District
of New York questioning one firm in particular. The FBI
was also said to be involved, having opened criminal
inquiries into 14 unnamed companies.’> And New York’s
Senator Charles Schumer vowed passage of legislation
regulating mortgage brokers while simultaneously call-
ing for the reform of credit rating agencies.’® The SEC
chimed in with its intention to propose rules that would
require credit-rating agencies to both disclose the accu-
racy of past ratings and distinguish among the products
rated.!* Subsequently, bond insurers announced that they
were going broke, adding to the list of CDO *“victims.”

And so the pattern continued into the deep winter
of 2008. While experts opined that retail investors would
prove to share the losses,'® it was clearly too soon to tell
to what degree. Further, it was not clear to what degree
such losses should be recovered, as intellectual pieces
posited that perhaps the world of finance had grown too
complicated to support blame leveled at any one of its
components.’® Meanwhile, scores of class-action lawsuits
were filed, with defendants ranging from loan originators
to brokerage houses!’ to the funds themselves.!® Overall,
the subprime meltdown evinced a strangely predict-
able cycle of disclosure of debt, a knee-jerk regulatory
response, and little clarification on legal blame. And yet
the sheer magnitude of the dollars involved, the lingering
market shock, the mystical attributes of the securities in
guestion and corresponding uncertain legal conclusions
all hearkened back to a prior time of bond investment
woe—namely, the Orange County CMO? crisis of 1994.

lll.  One Town'’s Fabled Experience with Exotic
Bonds

The Orange County bankruptcy of 1994 focused (and
subsequently blurred) attention on the role of derivative
salesmen and CMOs. In that unfortunate turn of events,
the County’s Treasurer invested hundreds of millions of
dollars of the County’s money in interest-rate-sensitive
structured notes known as “inverse floaters” linked to the
London Interbank Offered Rate (“LIBOR”). When the rate
moved against the Treasurer’s picks, the County suffered
a multi-billion dollar loss. The County’s ensuing law-
suits alleged, among other things, that its brokerage firm
should have known the municipality and its agent lacked
the legal authority to purchase these investments, a claim
jeopardized by Merrill’s position that the employee was
a knowledgeable investor, the scattered range of deep-

pocketed targets,?° and the employee’s ultimate plea of
guilty to charges he misled citizens and misrepresented
the County’s interest earnings.?!

Despite the headlines, a world of inventory pricing
and legal difficulties confronted the County’s lawsuit.
Commentators were quick to note that derivatives, nomi-
nally subject to the Commodities Futures Trading Act and
CFTC jurisdiction, are not subject to an investor suit-
ability rule.?? Closer to home, it’s been consistently and
aptly noted that, since CMOs don’t trade on an exchange,
“courts have recognized that the valuation of CMOs is
not a precise science”;? the absence of legal prohibitions/
limitations and precision in valuation combine to make it
almost impossible to hold a brokerage house per se liable
for its sale of the product. Not surprisingly, the notion of a
void of responsibility for the complicated investments of
entity customers has traditionally crept into civil class-
action litigation.

Nonetheless, four years after initiating its lawsuit,
Orange County settled its litigation with various parties
for in excess of $830 million, with Merrill Lynch contrib-
uting over $430 million.2* A separate grand jury proceed-
ing centering on Merrill’s role in the bankruptcy ended
in 1997 with the firm paying the District Attorney $30
million to end the investigation, with all relevant grand
jury transcripts remaining sealed.? Neither the SEC nor
any self-regulatory organization (SRO) instituted any
significant disciplinary action against Merrill for its role
as investor adviser to Orange County during its bank-
ruptcy debacle. Thus, the Orange County catastrophe
ended without legal resolution of the question of who
bears ultimate responsibility when a complex investment
goes wrong or, more importantly, what defines a “sophis-
ticated” investor.

A. The Sophistication Argument

To the question of when a securities purchaser is
sophisticated, the short answer is that there is no federal
“sophisticated investor” law or rule, leaving courts,
stock exchanges and other forums free to decide when an
investor has been victimized for lack of acumen, as well
as when such an analysis is misplaced.? The applicable
hodgepodge of interpretations and regulations effectively
confuses the issue by alternating between definitions tied
to technical job functions and simplistic tests of wealth.

Under federal law, Section 3(a)(54) of the Securi-

ties Exchange Act distinguishes and defines “qualified
investors” as, among other things, banks, mutual funds,
foreign governments, entities qualifying as broker-dealer
affiliates or subsidiaries, and state-sponsored employee
benefit plans. For purposes of permitting investment in
non-registered hedge funds and securities, SEC Rules 215
and 501 establish monetary thresholds for individuals
consistently set at $1 million in assets or $200,000 in an-
nual income.2” Further, the effort in recent years to “up”
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these dollar thresholds?®*—a move which would both
limit access by individuals to hedge funds and adjust
for inflation—was met with surprising hostility from the
individuals it was motivated to protect.?

Further down the line, the stock exchange rules
define an institutional investor according to the function
being supervised, resulting in differing descriptions in
rules, among others, addressing the making of account
records and the supervision of correspondence.>® More
generically, the NYSE glossary defines “institutional
investors” as “organizations whose primary purpose is
to invest their own assets or those entrusted to them by
others,” the most common examples of which are “insur-
ance companies, mutual funds, university endowments,
and banks.”3!

Meanwhile, for purposes of trading non-registered
securities on a dedicated NASDAQ trading system,
“qualified institutional buyers” are generally described
as entities with more than $100 million in assets un-
der control.®? The accompanying acronym of “QIB” is
frequently (and perhaps carelessly) used to connote
institutions large enough to appreciate almost any risk.
The result is a host of titles for investors to employ when
seeking to prove that they’ve been duped, without much
clear guidance on which moniker fits best.

“[G]eneralized efforts at recovery in

the courts under SEC Rule 10b-5 for
unexpected stock losses carry with them
the burden of reasonable inquiry into
each investment . . .”

Which is not to say that the cacophony will support
a litigation free-for-all. Witness the example from West
Virginia, where a decade ago the state Supreme Court set
aside a jury verdict exceeding $50 million against several
firms for “speculative” CMO investments that plunged
during the same bond market collapse underlying Or-
ange County’s claims:

Notwithstanding that Morgan Stanley
sedulously cultivated good Customer
relations with the State of West Virginia,
Morgan Stanley was nonetheless a
principal in the transactions at stake, not
a broker, and Morgan had the right to
trade with the State without undertaking
the obligation to insure the State against
its elected officers’ lack of wisdom.
‘Sophistication,’ as that term is used in
the investment law, should never be
confused with intelligence, prudence or
good luck.3?

The Court’s bold dismissal of the jury verdict para-
phrased what the experts had opined all along: Sophistica-
tion depends upon circumstance, and anti-fraud rules are
a most difficult fit for complex investments gone awry.
Such clarity pervades the Morgan Stanley decision, which
elsewhere admonished that the state’s coffers were not to
be refilled through location of a deep pocket. But the deci-
sion can be said to reflect more than Southern hospitality,
as the state Supreme Court no doubt understood the thin
legal ice of Rule 10b-5 that the plaintiffs were skating
upon.

B. The Uncertainty of SEC Rule 10b-5

Coined the elastic anti-fraud prohibition, SEC Rule
10b-5 prohibits misstatements, omissions, and decep-
tive devices, depending upon which of its three prongs
is invoked. It has been applied successfully to schemes
and crimes as diverse as insider trading and penny stock
frauds.

But generalized efforts at recovery in the courts under
SEC Rule 10b-5 for unexpected stock losses carry with
them the burden of reasonable inquiry into each invest-
ment, as has been tersely summarized by Professor Nor-
man Poser of Brooklyn Law School.3* Conversely, facts
attending a specific customer arrangement can always
lend themselves to a finding of a fiduciary duty and con-
comitant higher standard of care.3®

Accordingly, the few courts that have found stock
recommendations to state a cause of action under the rule
have effectively required that the defendant deliberately
act in bad faith in several ways—i.e., knowing the securi-
ties were not suited to the investor’s needs, making the
recommendation anyway, and either making accompa-
nying material misrepresentations or omitting material
information, when a duty to speak has been found. Thus,
plaintiffs in federal court have had claims dismissed
when alleging that a brokerage house recommended un-
suitable CMO investments.3

Exchange proceedings to consider charges of Rule
10b-5 violations premised upon unsuitable recommen-
dations have been more successful. In one FINRA case
from last year, the broker was found to have violated the
National Association of Securities Dealers (NASD) suit-
ability rule—even where his customer was a “wealthy
investor”—through his “fraudulent failure to disclose”
substantial market losses at the time of investment.3”
Thus, with the CFTA inapplicable, the securities law
definitions conflicted, and the time lag inherent in class-
action litigation daunting, the focus turns to the stock
exchanges, those regulators of the everyday marketplace,
for the applicable regulations and guidance as to who
has done what to whom when a new or complex product
goes south.
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IV. The SRO Law of Unsuitability and the Retail
Investor

Under the regulatory mosaic of the federal securities
laws, primary responsibility for the day-to-day supervi-
sion of the over 5,000 registered broker-dealers resides
with the exchanges, which operate as “Self-Regulatory
Organizations” (SROs). The SROs are responsible for,
among other things, the routine examination of member
firms for review of sales, operational and financial proce-
dures and policies.®® In July 2007, in an effort to alleviate
regulatory duplication, the NYSE and NASD agreed to
merge their regulatory arms into the new entity called
FINRA.®

The FINRA glossary provides that the violation
of unsuitability occurs “when an investment made by
a broker is inconsistent with the investor’s objectives,
and the broker knows or should know the investment is
inappropriate.” The duty as enforced by the stock ex-
changes is at odds with traditional notions of fiduciary
duty, at once elevating obligation from disclosure of risks
to comprehension of a customer’s needs while contem-
poraneously avoiding such pitfalls as the need to prove
deception. Thus, Rule 405 of the NYSE rulebook—the
Exchange’s “know your customer” rule—holds member
brokerage firms and their employees to the duty of using
“due diligence to learn the essential facts relative to every
customer, every order, every cash or margin account”
handled by the member organization. The rule is broadly
worded and function-based. Consequently, it is applied
in ever expansive ways; indeed, a 2004 NYSE case held a
registered representative/compliance officer at fault for
not adequately supervising the accounts handled by his
superior, a branch office manager.*0

But the most common applications of NYSE Rule 405
are to firms that failed to supervise their brokers, leav-
ing the more mundane consideration of whether or not a
trade was suitable to other standards. FINRA'’s suitability
analysis starts with NASD Rule 2310, a rule that—unlike
its more broadly phrased NYSE counterpart—Iists spe-
cific considerations to be weighed by the broker when
recommending investments. Specifically, the broker must
have “reasonable grounds for believing that the recom-
mendation is suitable” for the customer based upon the
facts; the relevant facts, which the broker is obliged to
make reasonable efforts to obtain, are as follows:

* The customer’s financial status,
« The customer’s tax status,
= The customer’s investment objectives, and

= Such other information used or considered to be
reasonable by such member or registered represen-
tative in making recommendations to the custom-
er.4l

More importantly, after the news of Orange Coun-
ty’s dilemma in 1994, NASD adopted an interpretation
(“1IM-2310-3") specifically addressing the suitability obli-
gations when recommending investments to institutional
customers. That guidance delineates dual “important
considerations in making recommendations to an institu-
tional customer™: 1) “The customer’s capability to evalu-
ate investment risk independently,” and 2) “The extent to
which the customer is exercising independent judgment
in evaluating a member [firm’s] recommendation.” But
the guidance—which is still in effect—sends mixed mes-
sages as to the most important factors in that evaluative
process.

For example, while reminding member firms that
they are “expected to meet the same high standards of
competence, professionalism, and good faith regardless
of the financial circumstances of the customer,” firms
are also reminded that the fact that a customer “initially
needed help in understanding a potential investment
need not necessarily imply that the customer did not
ultimately develop an understanding and make an inde-
pendent investment decision.” More broadly speaking,
while alerting firms to the dangers of new and specula-
tive investments and cautioning them to consider “the
complexity of the security” involved, the Interpretation
nonetheless allows for simultaneous consideration of
whether the institutional customer utilizes “one or more
consultants, investment advisers or bank trust depart-
ments” and whether there is “any written or oral under-
standing” between the customer and the firm. Perhaps
most significantly, no guidance exists for establishing at
what point the acumen of the agent/treasurer/comptrol-
ler is distinguishable from that of the entity itself.

As is the case when ensuring a firm’s compliance
with NASD rules governing communications, research,
and other activities, IM-2310-3 creates an “institutional
carveout” for suitability. The result is a modicum of
uncertainty whenever a customer entity later claims “we
didn’t understand what we bought.”

Further, the SROs lack jurisdiction over individu-
als who can shed light on investor sophistication (e.g.,
friends, relatives, bank contacts, and accountants). Given
the esoteric nature of SRO rules, the unsatisfying Orange
County litigation, and the lingering vagaries of federal
law, state law emerges as the last realistic point of clarifi-
cation. Indeed, the expansive, overlapping powers of the
Attorneys General—particularly the one situated in New
York—are legendary. It seems safe to say that the duties
ultimately delineated by these “local” regulators could
help to educate all as to unacceptable sales practices.

Fortunately, within the federal securities laws,
specified roles are also reserved for private actions and
discipline by the states.*2 And prior Wall Street scandals
centering on illegal IPO allocations, unsavory research
practices, lavish gifts and gratuities, and unsuitable CMO
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sales readily evidence both that the industry enjoys
enough flexible authority to condemn any novel or com-
plicated selling effort and that state regulators will rush
to take up the cause.

Thus, would the opening thrust on behalf of the non-
sophisticate have to come from an attorney general or
secretary of state, unencumbered by 10b-5 case law and
the SROs’ cloistered analysis, with a hometown victim/
constituent to boot? A detailed example manifested itself
in February 2008, when Massachusetts Secretary of State
William Galvin brought an administrative complaint
against Merrill Lynch alleging, among other things,
fraud, misrepresentations, and “illegal investments” in
CDOs.

V. The Massachusetts Example

A day after receiving a full refund of its CDO invest-
ment from Merrill Lynch, the Commonwealth of Mas-
sachusetts brought three charges against the firm based
upon the actions of two of its brokers (the “Agents”).*3
That pending case, which seeks, among other things, a
fine and mandatory retention of a consultant to review
firm procedures, relies in large part upon several pres-
sure points in aggressive regulation theory, as is dis-
cussed below.

The facts of the Massachusetts complaint are
straightforward. The city of Springfield, Massachusetts
had opened three non-discretionary accounts with the
Albany, New York office of Merrill Lynch in November
2006.* The Springfield accounts, which held approxi-
mately $50 million, were to be handled on a non-discre-
tionary basis by the Agents, who allegedly understood
that the only purchases would be in “safe money-market-
like investments authorized by [Springfield] City person-
nel that would protect the City’s principal.”*®

In April and June 2007, three CDOs were purchased
for the accounts at a cost of approximately $14 million.*®
The parties dispute the extent to which these three pur-
chases were “authorized.” The bonds were described in
the complaint as particularly “complex synthetic securi-
ties” known as CDO-squared because of their reliance
upon other CDOs as collateral.*” Merrill sold the CDOs
to Springfield from Merrill’s own account (a “principal”
transaction) and the bonds were said to trade as part
of an “auction market”*8 (i.e., they were not listed on a
stock exchange).

The complaint further alleges that the market quickly
began to “dry up” for these types of investments, result-
ing in a 16% decline in one of the CDOs by August 2007
and a 50% decline by September; by December, the CDO
was valued at 5% of its purchase price, and the City
requested that all three CDOs be sold.*® Merrill allegedly
responded “that there were no buyers.”*® Subsequently,
Merrill denied Springfield’s written complaint, leaving
the City with over $12 million in investment losses.>!

Specifically, Merrill’s letter to Springfield dated Novem-
ber 29, 2007 declared the losses to be attributable to the
“unfortunate disappearance of liquidity in residential
mortgage-backed CDO markets” and, regardless, the
investments had been fully approved by the customer,
who had maintained non-discretionary accounts with the
firm.52

The Commonwealth’s Lawsuit

The ensuing administrative complaint alleged three
violations. Count | argued that the fact pattern supported
a finding of fraud as prohibited by Section 101 of the Mas-
sachusetts Uniform Securities Act® (i.e., the state’s ver-
sion of SEC Rule 10b-5). Count Il asserted a violation of
Section 204 of the same act in that Merrill allegedly failed
to supervise the agents.>

But Count Il—which alleged unsuitable and unau-
thorized transactions, as well as the failure to disclose
an affiliate relationship between Merrill and the Spring-
field CDOs—cited, in part, to three-year-old regulations
under the Massachusetts Business Corporations Act.>®
Also included in Count Il was a cite to Section 28 of the
regulations, which makes blanket reference to “the NASD
rules of Fair Practice.” Further, the Count expressly in-
corporated NASD Rule 2210(d)(1)(A) for the premise that
broker-dealers may not omit any material facts in their
communications with customers. Thus, the Secretary, in
attempting to condemn Merrill’s handling of the Spring-
field accounts, relied upon both Massachusetts law and
SRO rules.

Additionally, the administrative complaint took issue
with a number of detailed sales practices at Merrill, alleg-
ing various inadequacies as highlighted below:

= The brokers “did not look at the disclosure docu-
ments” for the CDOs, thus illustrating a lack of
familiarity with the investments. The brokers were
also faulted for not making an attempt to under-
stand the CDOs’ collateral and for not evaluating
liquidity or other risks;

= Merrill, as underwriter for the CDOs, was alleged
to have received both underwriting fees in excess of
$10 million and “remarketing fees” in subsequent
sales of pieces thereof;

= The purchases were said to be unauthorized in that
the city “did not authorize these specific CDOs in
advance.” Further, the complaint alleges that the
purchases did not appear on the city’s monthly ac-
count statements as CDOs until July 2007,

= The agents were alleged to have failed to disclose to
the city such negative factors as the possibility of a
failed auction marketplace for the CDOs; and

14 NYSBA NY Business Law Journal | Spring 2008 | Vol. 12 | No. 1



= The CDOs in question were alleged to be “highly
complex instruments” that should be sold “only to
sophisticated investors.”

Most dramatically, Merrill was alleged to have im-
properly obtained the requisite signature for a required
QIB form from a City representative, which form misclas-
sified the City as an “investment company.”

As a penalty, the Secretary of State sought a cease and
desist order, a fine, disgorgement of all profits, censure,
and the appointment of “an independent consultant
to review the systematic supervisory breakdowns and
incentives within Merrill Lynch that allowed the alleged
wrongdoing to occur.”%

On January 31, 2008, the day before the complaint
was both filed and made public, it was reported that Mer-
rill Lynch had agreed to buy back the three CDOs at their
original purchase price of approximately $14 million. For
its part, Merrill expressed surprise at the ensuing formal
disciplinary action.®” To the eyes of interested observ-
ers, the breadth and daring of the complaint are almost
equally startling.

VI. Analysis

Secretary Galvin’s ambitious complaint represents
the first of its kind, to wit, a charging instrument center-
ing on the allegation of a CDO recommendation. Yet the
uniqueness of the alleged facts and the sheer weight of at-
tendant rule allegations in the complaint threaten to com-
promise future actions by other regulators. Regardless,
the administrative charges make clear that the casting of
a CDO purchase as a prima facie “sophisticated” invest-
ment is a difficult, fact-intensive study, to say the least.

First, the supervision charge against Merrill Lynch
seems unripe. Drawing from the SRO experience (which
is more than hypothetical given the Secretary invoked
a regulation that links to NASD rules), a case citing to a
firm’s supervisory failures can proceed along two lines,
either faulting an entity for failing to implement relevant
supervisory procedures or failing to adhere to the same
(or both).5® Additionally, SRO supervisory cases have
been premised upon the need for a “heightened super-
vision” of sale practices attending the sale of specialty
products, such as deferred variable annuities.>

In any of these examples, the advancing of a failure
to supervise case would seem to rest heavily upon the
consensus that CDOs as a product required specialized
written procedures; such a warning label had not been
implemented by the industry prior to the summer of
2007. Moreover, the blame for the subprime meltdown
may ultimately be so dispersed as to become non-
existent. The federal government itself has studied the
“global market turmoil” created by the CDO downturn
and recently concluded that its “principal underlying
causes” included failures in underwriting standards,

“risk management weaknesses,” “flaws in credit ratings
agencies’ assessments,” and “a significant erosion of
market discipline by those involved in the securitization
process, including originators, underwriters, credit rating
agencies, and global investors, related in part to failures
to provide or obtain adequate risk disclosures.””®

Second, even judged by Massachusetts’ own stan-
dards, the complaint’s failure to supervise allegation ap-
pears to represent a first for the Secretary: The allegation
that supervision was lacking in the absence of multiple
customer “victims,”! a firm-sponsored sales practice, %
or a red flag noted by a supervisor.5®

Thus, the viability of the Commonwealth’s action
returns to the nagging issue of customer sophistication,
which is inextricably tied to NASD rules. As previously
noted, fraud violations based upon recommendations
tend to be ultimately dependent upon a finding of a
palpable duty. Further, violations of NASD guidance on
unsuitability for institutional investors appear destined
to a two-tiered analysis, with the standard of care rising
and falling with facts establishing or undermining the
proposition that the customer was capable of “exercising
independent judgment.”

Overall, the joining of an unsuitability claim to the
more damning allegation of fraud would appear to pose
three appreciable obstacles for the Commonwealth:

1) While accusations of “inappropriate and illegal”
investments capture the attention of the press, such ac-
cusations are dependent upon the relationship between
the agents and Springfield’s Director of Finance. Note-
worthy here is the fact that Exhibit 1 on the Secretary’s
web site includes an e-mail to an agent from the Director
of Finance at Springfield stating the City might be “in the
mood to pursue greater returns.”® Moreover, the doc-
trine of ratification would seem to be the likely response
to the accusation that Springfield did not immediately
understand which CDOs it had purchased. Additionally,
it is hard to discount the lessons of West Virginia v. Morgan
Stanley, wherein liability was renounced even in the pres-
ence of facts establishing that the firm had “sedulously”
courted the entity customer because the entity was, es-
sentially, big enough to know better.

2) Regarding the breadth of disclosures, the current
panoply of regulatory questions and proposals works to
undermine any assertion of enhanced brokerage duty.
Noteworthy here is the fact that the Offering Circular for
one of the Springfield CDOs included in its risk factors
warnings that there was no market for the product at the
time and that an investment “will not be appropriate for
all investors.””® Also noteworthy is that at present a very
large and very knowledgeable array of government offi-
cials cannot yet determine whose failure contributed most
to the disappearance of the CDO market.

NYSBA NY Business Law Journal | Spring 2008 | Vol. 12 | No. 1 15



3) Finally, stated bluntly, the accusation of fraud
serves to weaken the case for unsuitable trading. Indeed,
the most tantalizing piece of evidence to date appears
on the Secretary’s web site in the form of a Merrill form
document citing to Springfield as an “investment compa-
ny” and a QIB. But this document may prove to be more
harmless error than smoking gun, and, in either case,
perhaps a nullity: Possessing a “$21.4 million surplus” in
2006, Springfield readily qualifies as an “accredited,” “in-
stitutional,” or “qualified” investor. Thus, if the charge
of misleading paperwork succeeds, it tells us simply that
lying equates with fraud, while if it fails, it reinforces the
notion that one size fits none when it comes to determin-
ing the level of care due to a customer entity purchasing
a complex product.

“[M]any experts predict that the subprime
crisis shall worsen, as more adjustable-
rate mortgages reset and more is learned
about the manner in which the related
securities were packaged and marketed.”

VII. Conclusion

The administrative complaint is noteworthy for its
timeliness and zeal, but if it is opposed by the firm, a
court may find it bounded by reliance upon legal con-
cepts that have plagued similar cases since the time of
the Orange County litigation (and evidence of personal
relationships). Nonetheless, despite the chaotic subprime
chatter of the present economic environment, some
educated considerations do emerge for retail investors
suffering similar precipitous portfolio declines:

= There shall be other claims filed by customers
who profess a lack of sophistication. In light of
the detailed Offering Circulars, prospectuses, etc.
often describing these products, the claims will
likely cite to alleged omissions by sales agents.
The degree to which disclosures should have (or
could have) been made will likely correlate to the
relationship between the agents of the broker-
dealer and the customer. In turn, the details of that
relationship will necessitate a fact-intensive study.
In the case of Merrill and Springfield, a provoca-
tive alleged fact appears in paragraph 10 of the
complaint, wherein it is alleged that the Executive
Director of the Springfield Finance Control Board
“had a personal relationship” with one of the
agents, whom he had met “years earlier.” As future
entities assert a similar lack of awareness, familiar-
ity between agents of customer and firm will no
doubt be crucial.

= Likewise, the need for specific disclosures would
seem to depend mightily upon the emergence

of a primary villain in the subprime meltdown.
The present situation has revealed none. Accord-
ingly, broker dealers (and their agents) can, quite
plausibly, point to assigned ratings, popularity of
the investment, customer tolerance of risk and/or
broad and unexpected home mortgage difficulties
as significant contributing factors to their custom-
ers’ losses.

= Concurrently, the abundance of class-action finger-
pointing, as well as the intervention of criminal
authorities, will delay the formation of any concrete
rule of law for adjudicating guilt on the part of the
retail distributors. The seemingly countless class
actions pending across the nation include targets
ranging from loan originators to enabling credit
ratings agencies to distributing broker-dealers.
Moreover, there are federal agents asking questions
of brokerage firms, no doubt inspiring a good deal
of deferral of inquiry by state regulators and SROs
throughout the country.

= Inescapably, some actions will allege fraud of either
the Rule 10b-5 or state variety. The rules of the
stock exchanges will nonetheless play a key part in
adjudicating such inevitable legal disputes—and
those rules do not favor the regulator where the
customer can be shown through its holdings to be a
sophisticate. A likely exception to these difficulties
lies where it can be shown that the course of deal-
ings between the brokerage firm and the customer
implied reliance by the latter upon the former;
however, as noted above, such relationships are
normally fact-intensive arrangements that depend
heavily upon circumstance and investigation.

What the Future Holds . ..

Press releases and public speeches to date have made
it clear that examination of registered broker-dealers will
be frequent and focused. Further, rare investigative steps
seem likely, if the SEC, the SROs, the FBI, the Treasury
and the states jointly call for reform.

Moreover, many experts predict that the subprime
crisis shall worsen, as more adjustable-rate mortgages
reset and more is learned about the manner in which the
related securities were packaged and marketed. There
is a wide variety of probes, inquiries, and investiga-
tions occurring in 2008. However, the zeal to prosecute
may be somewhat tempered by the difficulty in locating
precedent for claims clouded by inexact pricing, complex
structuring, a never-ending list of victims (both large and
small), and murky regulations.

The subprime meltdown—to borrow a term from
CMO language—appears to definitely have a retail inves-
tor tranche. All things considered, recovery for losses—
if such recovery survives—would seem to be limited
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to those cases where plaintiffs are clearly misled, with
the specter of sophistication and accompanying “inde-
pendent judgment” always looming about. At the very
least, attempts at recovery should ensure that brokerage
firms will be placed on notice of those pitfalls in offering
certain types of investments which are likely to trigger
regulatory inquiries and responsive legal work, and gen-
erate another “blip” in FINRA's arbitration statistics on
the number of claims filed.
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The Supreme Court Rejects Liability of
Customers, Suppliers and Other Secondary
Actors in Private Securities Fraud Litigation

Stoneridge Investment Partners, LLC v. Scientific-Atlanta, Inc. (In re Charter

Communications)
By Anissa Seymour and Yuval Rogson

Summary

On January 15, 2008, the United States Supreme Court
issued its decision in Stoneridge Investment Partners, LLC
v. Scientific-Atlanta, Inc.,! a case that was closely moni-
tored by the securities litigation bar because of the impact
it would have on the exposure of customers, suppliers
and other secondary actors to liability in private federal
securities fraud litigation. At issue in Stoneridge was
“scheme liability”—shareholder plaintiffs’ theory that
secondary actors who engage in deceptive transactions
that enable publicly held companies to commit securities
fraud may be liable under Rule 10b-5. By a 5 to 3 majority,
the Supreme Court in Stoneridge rejected scheme liability,
holding plaintiffs could not show that the shareholders
relied upon any of the secondary actors’ actions “except
in an indirect chain that [is] too remote for liability.””2

In Stoneridge, shareholder plaintiffs brought a securi-
ties fraud action against cable company Charter Com-
munications (“Charter”), and its suppliers of set-top
cable boxes, Scientific-Atlanta and Motorola (the “Ven-
dors™).? Plaintiffs alleged that when Charter realized it
was unlikely to meet its projected revenue and operating
cash-flow numbers, it enlisted the Vendors’ help to enter
into transactions that would enable Charter to make it ap-
pear as if it had met its projections.* Specifically, plaintiffs
alleged that Charter would overpay the Vendors for the
set-top boxes with the understanding the Vendors would
return the overpayment by buying advertising from
Charter.® Charter then recognized the advertising fees as
revenue, even though the fees were merely a refund.® So
that Charter’s auditors would not unearth the arrange-
ments, “the companies drafted documents to make it
appear the transactions were unrelated and conducted
in the ordinary course of business.”” The Court’s ruling
meant that neither Scientific-Atlanta nor Motorola could
be held liable for any of Charter’s deceptive acts, regard-
less of their participation in them.

However, the Court noted that its ruling did not
foreclose all options against culpable secondary actors
because:

= secondary actors can be liable for aiding and abet-
ting fraud in an action brought by the Securities
and Exchange Commission;®

= secondary actors may be liable for aiding and abet-
ting fraud in an action brought under certain state
laws;?

= secondary actors are subject to criminal penalties;°

= the securities statutes provide an express private
right of action against accountants and underwrit-
ers under certain circumstances; and

= secondary actors who commit primary violations
may be held liable.1?

The decision in Stoneridge has already had an immedi-
ate impact on pending cases. The Supreme Court denied
certiorari in Regents of University of California v. Merrill
Lynch Pierce Fenner & Smith, Inc. (In re Enron), 12 declin-
ing to address the Enron shareholders’ argument that
Stoneridge does not extend to secondary actors who are
financial professionals. By doing so, the Supreme Court
has allowed the Fifth Circuit’s decision to reject claims of
scheme liability made against such financial professionals
to remain the law. By contrast, the Supreme Court vacated
the Ninth Circuit’s decision to permit certain scheme
liability claims and remanded the case with instructions
to the Ninth Circuit to reconsider its holding in light of
Stoneridge. In In re Parmalat Securities Litigation,’* where
the district court had earlier denied motions to dismiss se-
curities fraud claims based on scheme liability, the district
court has asked the parties to brief the effect of Stoneridge
on the issue of summary judgment.

The Genesis of “Scheme Liability”

The Supreme Court eliminated aiding and abetting li-
ability for federal securities fraud in Central Bank of Denver
NL.A. v. First Interstate Bank of Denver, N.A.’®> The following
year, as part of the Private Securities Litigation Reform
Act of 1995 (PSLRA),'® Congress provided the SEC with
statutory authority to prosecute aiders and abettors of
violations of the securities laws.'” It declined to provide
similar statutory authority to private litigants.

Since Central Bank, the plaintiffs’ bar has struggled
to find a way to broaden the scope of Rule 10b-5 to reach
secondary actors. Through the theory of scheme liability,
plaintiffs attempted to sidestep the decision in Central
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Bank by recasting secondary actors as primary violators
of the rule. Under the theory of scheme liability, second-
ary actors who knowingly facilitate securities fraud by
engaging in deceptive transactions with the primary ac-
tor do not merely aid and abet a violation of Rule 10b-5,
but actually commit an independent violation of the
statute, taking them outside the ruling of Central Bank.

Courts wrestled with the concept of scheme liability
and ultimately reached different conclusions. Courts in
the Second and Ninth Circuit recognized scheme liabil-
ity as possibly falling outside of Central Bank. The Fifth
and Eighth Circuits rejected scheme liability as merely
a compelling subspecies of aiding and abetting liability
foreclosed by Central Bank.

In Parmalat, for example, the Court considered al-
legations of scheme liability brought against several
banking defendants.’® The plaintiffs alleged that the
banking defendants participated in a scheme to improp-
erly enhance Parmalat’s earnings by engaging in decep-
tive transactions such as double-counting receivables and
disguising loans as equity transactions.'® The Court saw
no distinction between the actions of Parmalat and those
of the banking defendants:

The transactions in which the defendants
engaged were by nature deceptive. They
depended on a fiction, namely that the
invoices had value. It is impossible to
separate the deceptive nature of the
transactions from the deception actually
practiced upon Parmalat’s investors.?

As a result, the Court determined that the banking
defendants could be held liable for a primary violation
of Rule 10b-5:; “[W]here, as alleged here, a financial
institution enters into deceptive transactions as part

of a scheme in violation of Rule 10b-5(a) and (c) that
causes foreseeable losses in the securities markets,

that institution is subject to private liability under
Section 10(b) and Rule 10b-5.”2 Accordingly, the Court
recognized scheme liability as unaffected by the holding
of Central Bank and denied several of the banking
defendants’ motions to dismiss.??

Similarly, in Simpson v. AOL Time Warner, Inc.,? the
Ninth Circuit considered allegations of scheme liability
against several defendants accused of participating in
sham transactions that allowed Homestore.com to inflate
its revenue and deceive its investors.? The Ninth Circuit
held that the defendants who engaged in these transac-
tions could be held liable for a primary violation of Rule
10b-5:

If the Defendants’ conduct, as alleged

in the [complaint], had the purpose and
effect of creating a false appearance from
illegitimate transactions in furtherance of
a scheme to misrepresent revenues, then

Plaintiff has alleged a primary violation
of § 10(b).?°

The Court then dismissed the complaint because it found
that the allegations against the defendants did not meet
this standard.?®

However, both the Fifth Circuit and the Eighth
Circuit rejected similar claims of scheme liability. When
the Eighth Circuit considered In re Charter Communica-
tions, Inc., Securities Litigation,?’ it held that the “district
court properly dismissed the claims against the Vendors
as nothing more than claims, barred by Central Bank, that
the[y] knowingly aided and abetted the Charter defen-
dants in deceiving the investor plaintiffs.”?® The court
agreed with the district court that the Vendors:

did not issue any misstatement relied
upon by the investing public, nor were
they under a duty to Charter investors
and analysts to disclose information use-
ful in evaluating Charter’s true financial
condition. None of the alleged financial
misrepresentations by Charter was made
by or even with the approval of the
Vendors.?*

Similarly, in Regents of the University of California v.
Credit Suisse First Boston (USA), Inc.,% the Fifth Circuit
considered allegations of scheme liability brought against
banks associated with Enron Corporation prior to its
collapse.3! The plaintiffs had alleged the banks “entered
into partnerships and transactions that allowed Enron []
to take liabilities off its books temporarily and to book
revenue from the transactions when it was actually incur-
ring debt.”%2 The district court had certified a class against
these bank defendants based on the fraud-on-the-market
presumption of reliance.®® Inherent in the district court’s
certification was a finding that the bank defendants had
committed a deceptive act in violation of Section 10(b).34
The Fifth Circuit reversed the district court:

The district court’s conception of “decep-
tive act” liability is inconsistent with the
Supreme Court’s decision that § 10 does
not give rise to aiding and abetting liabil-
ity. An act cannot be deceptive within the
meaning of § 10(b) where the actor has
no duty to disclose. Presuming plaintiffs’
allegations to be true, Enron committed
fraud by misstating its accounts, but the
banks only aided and abetted that fraud
by engaging in transactions that make

it more plausible; they owed no duty to
Enron’s shareholders.

The Court further held that the bank defendants did not
engage in market “manipulation” because they “did not
act directly in the market for Enron securities.”3®
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Parmalat and Simpson, on the one hand, and Charter
and Regents, on the other hand, demonstrate the judicial
divide regarding scheme liability that gave rise to the
Supreme Court granting certiorari in Stoneridge.

The Supreme Court’s Decision in Stoneridge

In its decision in Stoneridge, the Supreme Court set
out to resolve the uncertainty regarding scheme liabil-
ity.3” The Court recounted the plaintiffs’ allegations in
Charter against the Vendors and noted that the Vendors
had allegedly engaged in transactions with Charter that
had “no economic substance” and “enable[d] Charter
to fool its auditor into approving a financial statement
showing it met projected revenue and operating cash-
flow numbers.””® The Court further noted, however, that
the Vendors “had no role in preparing or disseminating
Charter’s financial statements.”3?

The Court began by reiterating that Central Bank
eliminated aiding and abetting liability for private ac-
tions under Section 10(b) and Rule 10b-5.° Thus, to state
a claim against the Vendors, the petitioner’s allegations
would have to “satisfy each of the elements or precondi-
tions for [primary] liability[.]*

The Court held that the petitioner’s allegations failed
to meet the element of reliance necessary to state a Rule
10b-5 claim against the Vendors.*2 The Court reasoned
that the Vendors “had no duty to disclose; and their de-
ceptive acts were not communicated to the public.”*3 As a
result, “[nJo member of the investing public had knowl-
edge, either actual or presumed, of respondents’ decep-
tive acts during the relevant times.””** Thus, the Court
held that the petitioner “cannot show reliance upon any
of respondents’ actions except in an indirect chain we
find too remote for liability.”*°

The discussion of what actions were “immediate”
and “remote” to the injury informed the holding of the
Court. The Court determined that “[i]t was Charter, not
respondents, that misled its auditor and filed fraudulent
financial statements; nothing respondents did made it
necessary or inevitable for Charter to record the transac-
tions as it did.”*8 Accordingly, the Court distinguished
Charter’s more immediate act of recording and releas-
ing its fraudulent financial statements from the Vendors’
more remote act of engaging in sham transactions with
Charter that enabled Charter to ultimately misstate its
financials. This distinction was sufficient to break the
chain of liability under Rule 10b-5. In reasoning this way,
the Court struck down any permissive view of scheme
liability.

Several additional factors led the Court to its deci-
sion. The Court determined that allowing scheme liability
to function as an exception to Central Bank would ignore
the will of Congress.*’ In response to Central Bank, Con-
gress amended the securities laws to authorize the SEC

to bring actions against aiders and abettors of securities
fraud. Congress did not provide such authority to private
litigants. Thus, the Court held that if it adopted scheme
liability “it would revive in substance the implied cause
of action against all aiders and abettors except those who
committed no deceptive act in the process of facilitating
the fraud[,]” which “would undermine Congress’ deter-
mination that this class of defendants should be pursued
by the SEC and not by private litigants.”*® It also noted
the power of the SEC to pursue secondary actors in an
enforcement action.*®

The Court also expressed concern that allowing
scheme liability would unduly expand the implied
private right of action under Rule 10b-5. Under the pe-
titioner’s theory, Section 10(b) would be made to apply
“beyond the securities markets—the realm of financing
business—to purchase and supply contracts—the realm
of ordinary business operations.”® “Were this concept of
reliance to be adopted, the implied cause of action would
reach the whole marketplace in which the issuing com-
pany does business[.]"%!

The Court noted the risks attendant to such an
increase in exposure to securities claims. “[E]xtensive
discovery and the potential for uncertainty and disrup-
tion in a lawsuit allow plaintiffs with weak claims to
extort settlements from innocent companies.”® The
“[a]doption of petitioner’s approach would expose a new
class of defendants to these risks” and therefore “raise
the cost of being a publicly trading company. . . .”%3 This,
in turn, may discourage foreign investment in “domestic
capital markets” and adversely affect the economy.>* In
light of these concerns, the Court expressly held that the
implied private right of action under § 10(b) “should not
be extended beyond its present boundaries” without di-
rection from Congress.> Accordingly, the Supreme Court
affirmed the dismissal of the petitioner’s securities fraud
claims against the Vendors.%

Conclusion

The Court in Stoneridge refused to recognize scheme
liability as a work-around or an exception to the rule in
Central Bank eliminating aiding and abetting liability.
In addition, the Court expressly refused to extend the
implied private right of action under Rule 10b-5 past its
current boundaries. In reaching these conclusions, the
Court provided predictability and clarity while balancing
the interests of investors, businesses, and the economy.
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SEC Revises Four Sets of Rules

By Guy P. Lander, Stephen V. Burger, G. Christina Gray-Trefry, Angelo Kramvis and Aaron Salsberg

The SEC has recently adopted four sets of rules that:
(a) revise Rules 144 and 145, (b) adopt International
Financial Reporting Standards, (c) revise the eligibility
requirements for offerings on forms S-3 and F-3, and (d)
provide regulatory relief and simplification for smaller
reporting companies. The following article describes the
changes.

A. SEC Amends Rules 144 and 145 under the
Securities Act of 1933

Introduction

The SEC recently amended Rules 144 and 145 (the
“Amendments”) under the Securities Act of 19331 (the
“Securities Act”). The major changes to the Rules are to:

= shorten to six months from one year the Rule 144(d)
holding period for resales of restricted securities of
“reporting companies,” i.e., companies subject to
the reporting requirements of the Securities Ex-
change Act of 19342 (the “Exchange Act”), such as
Forms 10-K and 10-Q;

= shorten to one year from two years the holding
period after which non-affiliates of both reporting
companies and non-reporting companies may resell
restricted securities of those companies without
conditions;

= significantly reduce the Rule 144 restrictions on

resales of restricted securities by non-affiliates of
the issuers so that after the holding period is met,
the resale of restricted securities by a non-affiliate
will no longer be subject to any other condition of
Rule 144, except that, for the resale of securities of
a reporting company, the current public informa-
tion requirement in Rule 144(c) will apply for an
additional six months after the six-month holding
period requirement is met;

= eliminate the “manner of sale” requirement for debt
securities;

= amend the volume limitation for debt securities
to permit resales of debt securities of up to 10%
of a tranche of securities, when aggregated with
all sales of securities of the same tranche within a
three-month period,;

= amend the manner of sale requirement to permit
the resale of equity securities through “riskless
principal transactions,” and amend the definition
of “brokers’ transactions” to include the posting
of bid-and-ask quotations in alternative trading
systems;

= increase the Form 144 filing thresholds below
which no filing is required, from 500 shares to 5,000
shares, or from $10,000 to $50,000, in both cases
within a three-month period;

= codify certain SEC staff interpretive positions that
relate to Rule 144; and

= eliminate the “presumptive underwriter” provi-
sion in Rule 145 (except for transactions involving a
shell company), and revise the resale requirements
in Rule 145(d) to conform to certain amendments to
Rule 144,

The SEC intended these amendments to increase the
liquidity of privately sold securities, make private offer-
ings more attractive to investors and decrease the cost
of capital for all issuers, without compromising investor
protection. These amendments became effective on Febru-
ary 15, 2008 and apply to securities acquired before or
after this effective date.

Background—Rule 144 before the Amendments

Rule 144 provides to security holders a safe harbor
for relying on the Section 4(1) exemption for resales of
securities. Section 4(1) of the Securities Act exempts from
Securities Act registration transactions by any person
other than an issuer, underwriter or dealer. If a selling se-
curity holder meets all the requirements of Rule 144, then
he or she is deemed not to be engaged in a distribution of
securities (i.e., is not an underwriter) and may resell the
applicable securities without registration under the Se-
curities Act. Rule 144 applies to (a) the sale of “restricted
securities” (including securities acquired from an issuer
in a transaction not involving a public offering), and (b)
the sale of “control securities” (generally, securities held
by an affiliate of the issuer, regardless of how the affiliate
acquired the securities).

Formerly, the conditions to Rule 144 included the
following:

= there must be available adequate current public
information about the issuer (the issuer’s Exchange
Act filings are the most common source of informa-
tion for purposes of this condition);

= the security holder could resell restricted securities
after holding them for one year, subject to all other
Rule 144 requirements, and non-affiliates could
resell restricted securities without restrictions after
two years;

= the amount of securities sold must be within speci-
fied volume limitations;
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= the resale must comply with certain manner of sale
requirements for ordinary (unsolicited) brokerage
transactions; and

= a Form 144 must be filed with the SEC if the
amount of securities being sold exceeds de minimis
thresholds.

Amendments

1. Shortening Holding Period to Six Months for
Reporting Companies

Currently, both affiliates and non-affiliates can resell
restricted securities of reporting companies (i.e., compa-
nies that were reporting under the Exchange Act for at
least 90 days before the resale) after holding the restricted
securities for six months. Restricted securities of a non-
reporting company (i.e., a company that has not been
reporting under the Exchange Act for at least 90 days
before the sale) will remain subject to the one-year hold-
ing period.

2. Reduction of Conditions that Apply to
Non-Affiliates

After the six-month holding period has been met,
non-affiliates of reporting companies who have not been
affiliates during the three months before the sale of secu-
rities are not subject to any conditions of Rule 144, other
than the current public information requirement, which

applies for an additional six months. After the one-year
holding period has been met, non-affiliates of reporting
companies will be able to resell securities with no Rule
144 conditions at all.

Non-affiliates of a non-reporting company (i.e., a
private company) may resell securities with no limitations
after a one-year holding period. No resales by non-affili-
ates of securities of a non-reporting company are permit-
ted under Rule 144 before the end of this one-year period.

3. Conditions That Remain Applicable to Affiliates

After the six-month holding period, affiliates of
reporting companies may resell securities only in ac-
cordance with all the conditions of Rule 144, including
current public information, volume limitations, manner of
sale requirements for equity and filing Form 144.

After a one-year holding period, affiliates of a non-re-
porting company may resell securities only in compliance
with all the conditions of Rule 144. No resales by affiliates
of securities of a non-reporting company are permitted
under Rule 144 before the end of this one-year period.

4.  Summary

The chart below summarizes the conditions im-
posed by Rule 144 after the amendments for the resale of
restricted securities held by affiliates and non-affiliates of
the issuer:

of an Affiliate

Affiliate or Person Selling on Behalf

Non-Affiliate (and Has Not Been an Affiliate
During the Prior Three Months)

under Rule 144 permitted.
After six-month holding period

Restricted Securities | requirements including:
of Reporting Issuers | e current public information,

e volume limitations,

securities, and

e filing of Form 144.

During six-month holding period - no resales

- may resell in accordance with all Rule 144

= manner of sale requirements for equity

During six-month holding period
-no resales under Rule 144 permitted.
After six-month holding period but before one year

- unlimited public resales under Rule 144 except
that the current public information requirement
still applies.

After one-year holding period - unlimited public
resales under Rule 144; need not comply with
any Rule 144 requirements.

under Rule 144 permitted.

Restricted Securities including:

of Non-Reporting - current public information,

Issuers L
e volume limitations,

securities, and
= filing of Form 144,

During one-year holding period - no resales

After one-year holding period - may resell in
accordance with all Rule 144 requirements,

= manner of sale requirements for equity

During one-year holding period - no resales under
Rule 144 permitted.

After one-year holding period - unlimited public
resales under Rule 144; need not comply with
any other Rule 144 requirements.
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5. Elimination of Manner of Sale Requirements for
Resales of Debt Securities

The amendments eliminate the manner of sale
requirements for resales of debt securities (including non-
participating preferred stock and asset-backed securities)
held by affiliates of the issuer. This amendment allows
the holders of debt and similar securities to have greater
flexibility in the manner (including the option to private-
ly resell the securities) and amount of the resale of their
securities.

6. Manner of Sale Requirements

Formerly, Rule 144(f) required that securities be sold
in “brokers’ transactions” as defined in Rule 144(g), or in
transactions directly with a “market maker” as defined
in Section 3(a)(38) of the Exchange Act. The Rule also
prohibited a selling security holder from (a) soliciting or
arranging for the solicitation of orders to buy securities in
anticipation of, or in connection with, a Rule 144 transac-
tion and (b) making any payment in connection with the
offer or sale of the securities to any person other than the
broker who executes the order to sell the securities.

First, the SEC amended the Rule 144(f) manner of
sale requirements (which still apply to resales of equity
securities by affiliates). This change permits the resale of
securities through riskless principal transactions in which
offsetting trades are executed at the same price, excluding
mark-ups, mark-downs and other commission-like fees.

Second, the SEC amended Rule 144(g) to permit the
posting of bid-and-ask quotations in alternative trading
systems; they are no longer a solicitation prohibited un-
der the definition of brokers’ transactions. However, the
broker must have published bona fide bid-and-ask quota-
tions for the security in the alternative trading system on
each of the last 12 business days.

7. Raising Volume Limitations for Debt Securities

Formerly, Rule 144(e) provided that the amount of
securities sold in a three-month period may not exceed
the greater of: (i) 1% of the outstanding shares and (ii) the
average weekly volume of trading in such securities on
all national securities exchanges and automated quota-
tion systems (such as NASDAQ) during the four calendar
weeks preceding the filing of the Form 144. These limits
effectively made Rule 144 unavailable for the resale of
debt securities. Now, Rule 144(e) provides an alterna-
tive volume limitation specifically for the resale of debt
securities. The rule permits the resale of debt securities
that does not exceed 10% of a tranche (or class for non-
participatory preferred stock), when aggregated with all
sales of securities of the same tranche sold by the security
holder within three months. This amendment, along with
the elimination of the manner of sale requirements for
debt securities, permits greater trading in debt securities
under Rule 144.

8. Increased Form 144 Filing Thresholds

Formerly, Rule 144(h) required a selling security hold-
er to file a notice on Form 144 if the intended sale exceed-
ed either 500 shares or other units, or an aggregate sale
price in excess of $10,000, within a three-month period.
Now, under Rule 144(h), the dollar threshold required for
the filing of a Form 144 is $50,000, and the share threshold
is 5,000 shares, for sales to be made within three months.
Additionally, Form 144 is now only required for sales by
an affiliate of the issuer.

Codification of Staff Positions Concerning
Rule 144

1. Securities Acquired under Section 4(6) of
the Securities Act are Considered “Restricted
Securities”

The amendments codify the SEC staff position that
securities acquired from an issuer in a transaction exempt
under Section 4(6) are, like securities received in other
non-public offerings, restricted securities under Rule
144. Section 4(6) is an exemption from registration for an
offering that does not exceed $5 million, is made only to
accredited investors, does not involve any advertising or
public solicitation, and for which a Form D has been filed.

2. Tacking of Holding Periods When a Company
Reorganizes into a Holding Company Structure

The amendments codify the SEC staff position that
security holders may tack the Rule 144 holding period
for securities acquired in transactions made solely to
form a holding company. The amended Rule 144(d)(3)(ix)
permits the tacking of the holding period of the restricted
securities of the predecessor company to the holding
period of the restricted securities of the holding company
received in the reorganization. This provision permits
tacking if three conditions are met:

= The newly formed holding company’s securities
were issued solely in exchange for the securities of
the predecessor company as part of a reorganiza-
tion of the predecessor company into a holding
company structure;

= Security holders received securities of the same
class, evidencing the same proportional interest in
the holding company as that previously held in the
predecessor company, and the rights and interests
of the security holders are substantially the same as
those they possessed in the predecessor company’s
securities; and

= Immediately following the transaction, the holding
company had no significant assets other than the
securities of the predecessor company and its sub-
sidiaries, and has substantially the same assets and
liabilities on a consolidated basis as the predecessor
company.
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3. Tacking of Holding Periods for Conversions and
Exchanges of Securities

The amendments clarify Rule 144(d)(3)(ii) to spe-
cifically include securities that are not convertible or
exchangeable by their terms. The new rule states that if
securities to be sold were acquired from the issuer solely
in exchange for other securities of the same issuer, the
newly acquired securities shall be deemed to have been
acquired at the same time as the securities surrendered
for conversion or exchange, even if the securities sur-
rendered were not convertible or exchangeable by their
terms.

Additionally, the SEC added a note to Rule 144(d)(3)
(ii) stating that if: (i) the original securities do not permit
cashless conversion or exchange by their terms, (ii) the
parties amend the original securities to allow for cash-
less conversion or exchange, and (iii) the security holder
provides consideration, other than solely securities of
the issuer, for that amendment, then the newly acquired
securities will be deemed to have been acquired on the
date of the amendment of the original securities (not the
date the securities were originally purchased) as long as,
in the conversion or exchange, the securities to be sold
were acquired from the issuer solely in exchange for
other securities of the same issuer.

4.  Cashless Exercise of Options and Warrants

The amendments codify the staff’s position that
upon a cashless exercise of options or warrants, the
newly acquired underlying securities are deemed to
have been acquired when the corresponding options or
warrants were acquired, even if the options or warrants
originally did not provide for cashless exercise by their
terms. As indicated above, the amendments added a note
to Rule 144(d)(3)(x) stating that if (i) the original options
or warrants do not permit cashless exercise, and (ii) the
security holder provides consideration, other than solely
securities of the issuer, to amend the options or warrants
to allow for cashless exercise, then the amended options
or warrants would be deemed to have been acquired on
the date that the original options or warrants were so
amended (similar to the treatment of conversions and
exchanges above).

Additionally, the grant of certain options or warrants
that are not purchased for cash or property (e.g., em-
ployee stock options) does not create an investment risk
for the security holder. Consequently, the holder cannot
tack the holding period for the options or warrants to the
holding period for the securities received upon exercise
of the options or warrants. Therefore, the security holder
would be deemed to have acquired the underlying se-
curities on the date the option or warrant was exercised
(not the date granted), so long as the full purchase price
for the newly acquired securities has been paid at the
time of exercise.

5. Aggregation of Pledged Securities

A note to Rule 144(e) has been added to address
how two or more pledgees of securities should calculate
the Rule 144 volume limitations. The note states that so
long as two or more pledgees are not the same “person”
for Rule 144 purposes, are not acting in concert, and the
pledges are bona fide transactions, one pledgee may resell
the pledged securities without having to aggregate its
sale with the sales of other pledgees of the same securities
from the same pledgor. However, each pledgee must sep-
arately aggregate its sales with the sales of the pledgor.

6. Treatment of Securities Issued by “Reporting and
Non-Reporting Shell Companies”

The amendments attempt to curtail the abuse of Rule
144 by codifying a staff position concerning shell com-
panies. A shell company is defined as a registrant, other
than an asset-backed issuer, that has: (i) no or nominal
operations, and (ii) either no or nominal assets, assets
consisting solely of cash and cash equivalents, or assets
consisting of any amount of cash and cash equivalents
and nominal other assets. These amendments apply to a
broader category of companies than provided for in the
above definition, as they apply to any “issuer” meet-
ing the above standard, not just any registrant. The SEC
calls these companies “reporting and non-reporting shell
companies” and this includes blank-check companies (i.e.,
development-stage companies with no specific business
plan other than to merge with or acquire another com-
pany, and that issues penny stock).

First, under Rule 144(i), Rule 144 is not available for
the resale of securities initially issued by a reporting or
non-reporting shell company or an issuer that has been
at any time previously a reporting or non-reporting shell
company, unless the issuer is a former shell company that
meets all the conditions discussed below.

However, Rule 144 is available for the resale of re-
stricted or unrestricted securities that were initially issued
by an issuer that is or was a reporting or non-reporting
shell company if the following conditions are met: (a)
the issuer: (i) has ceased to be a shell company, (ii) is
subject to the reporting requirements of Section 13(a) or
15(d) of the Exchange Act and (iii) has filed all Exchange
Act reports and materials required to be filed during the
preceding 12 months (or for such shorter period that the
issuer was required to file such reports and materials),
other than certain Form 8-K reports; and (b) at least one
year has elapsed since the issuer initially filed current
Form 10-type information with the SEC reflecting its sta-
tus as an entity that is not a shell company. (Form 10-type
information is information that a company would be re-
quired to file if it were registering under the Exchange Act
a class of securities on Forms 10 or 20-F. Shell companies
must file this information on a Form 8-K for the transac-
tion by which they cease to be a shell company.)
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7. Representations Required from Security Holders
Relying on Rule 10b5-1(c) under the Exchange
Act

Rule 10b5-1(c) provides an affirmative defense to the
prohibition against insider trading, i.e., trading “on the
basis of” material nonpublic information. The defense is
available if the person can show that:

= before becoming aware of the material nonpublic
information, that person had entered into a binding
contract to purchase or sell the securities, provided
instructions to another person to execute the trade
for his account, or adopted a written plan for trad-
ing the securities;

= the contract, instructions or written trading plan
meets the conditions of Rule 10b5-1; and

= the purchase or sale that occurred was pursuant to
the contract, instruction or plan.

Form 144 requires a selling security holder to repre-
sent that when he or she signed the Form, he or she did
not know any material adverse information concern-
ing the current and prospective operations of the issuer
of the securities to be sold which has not been publicly
disclosed. The amendments codify the staff’s position
that a selling security holder who meets the conditions of
Rule 10b5-1(c) may modify the Form 144 representation
to indicate that he or she had no knowledge of material
adverse information about the issuer when the holder
adopted the written trading plan or gave the trading in-
structions. However, the holder must specify the date and
indicate that the representation speaks as of that date.

Simplification of the Preliminary Note and Text
of Rule 144

The amendments simplified the Preliminary Note to
Rule 144 by rewriting parts of it in plain English without
altering the substantive operation of the rule. A statement
was also added to the Preliminary Note that the Rule
144 safe harbor is not available for any transaction that,
although in technical compliance with the rule, is part of
a plan or scheme to evade the registration requirements
of the Securities Act.

Amendments to Rule 145

Rule 145 provides that exchanges of securities in con-
nection with business combinations (i.e., reclassifications
of securities, mergers, consolidations or transfers of as-
sets) that are subject to shareholder vote are sales of those
securities that must be registered, unless an exemption
is available. Formerly, under Rule 145(c), persons who
were parties to such transactions, other than the issuer or
affiliates, were deemed to be underwriters. (This is called
the “presumptive underwriter provision.”) Rule 145(d)

permits the resale of securities received in such transac-
tions by persons deemed underwriters if certain condi-
tions are met.

The amendments eliminate the presumed under-
writer provision of Rule 145(c), except for transactions
involving a shell company. Rule 145(c) had been used to
limit resales by affiliates of a company that is a party to
a Rule 145 business combination. These affiliates were
presumptive underwriters, and as such, could not resell
securities acquired in the Rule 145 transaction without
meeting the volume, manner of sale and other limitations
of Rule 145(d). The amended rule will allow affiliates of
a company that is a party to a Rule 145 transaction (who
do not immediately become affiliates of the acquirer) to
immediately resell the securities received in the transac-
tion without regard to volume, manner of sale and other
restrictions of Rule 145(d). These affiliates will also be
able to hedge their positions prior to the closing of the
transaction as a result of this amendment.

Because of the SEC’s experience with abusive sales
of securities involving shell companies, any party, other
than the issuer, to a Rule 145 transaction involving a shell
company which publicly offers or sells securities of the
issuer acquired in connection with the transaction will
continue to be deemed an underwriter. If the issuer meets
the conditions of new Rule 144(i)(2) (i.e., that Form 10
information is filed indicating the company is no longer a
shell company), the presumptive underwriters may only
resell their securities if:

= the current public information, volume limitation
and manner of sale requirements of Rule 144(c), (e),
(f) and (g) are met and at least 90 days have elapsed
since the securities were acquired; or

= after six months have passed since the securi-
ties were acquired, the Rule 144(c) current public
information condition is met, and the seller is not
an affiliate at the time of sale and has not been an
affiliate during the three months before the sale; or

= at least one year has passed since the securities
were acquired, and the seller is not an affiliate at
the time of sale and has not been an affiliate during
the three months before the sale.

Similar to the amendment to the Preliminary Note
to Rule 144, a note to Rule 145(c) and (d) states that these
Rules are not available for any transaction or series of
transactions that, although in technical compliance with
the rule, is part of a plan or scheme to evade the regis-
tration requirements of the Securities Act. The changes
to Rule 145 concerning shell companies were made to har-
monize Rule 145 with the previously described changes to
Rule 144.
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Conforming and Other Amendments

With the amendments to Rule 144, the SEC also ad-
opted conforming amendments to Regulation S, Rule 190
and Rule 701.

1. Regulation S Distribution Compliance Period for
Category-Three Issuers

The Amendments conform the distribution compli-
ance period in Rule 903(b)(3)(iii) of Regulation S for
Category-Three reporting issuers to six months (formerly
one year), the same as the new Rule 144 holding period.
The SEC noted that there is no reason for the distribution
compliance period, which ensures that during an offering
and in subsequent after-market trading those relying on
Rule 903 are not engaged in an unregistered, non-exempt
distribution of securities into the United States, to be
longer than the Rule 144 holding period.

2. Underlying Securities in Asset-Backed Securities
Transactions and Rule 190

Rule 190 governs whether registration of the sale
of underlying assets is required at the time of a regis-
tered offering of asset-backed securities. When dealing
with underlying securities that are restricted securi-
ties under Rule 144, Rule 190 required, in order for the
underlying securities not to be registered, that under the
provisions of Rule 144(k) at least two years must have
elapsed between the date the underlying securities were
acquired from the issuer or an affiliate and the date they
are pooled and resecuritized pursuant to Rule 190. Rule
144(k) has been eliminated under the amendments; there-
fore, Rule 190 is being amended to remove the reference
to Rule 144(k) and independently set forth the require-
ment for a two-year holding period.

3. Rule 701(g)(3)

Rule 701(g)(3) outlines the resale limitations for
securities issued under Rule 701 pursuant to certain
compensatory benefit plans. The limitations for resales
by non-affiliates under this rule make reference to Rule
144(e) and (h), which under the Amendments no longer
apply to resales by non-affiliates. Accordingly, the SEC
conformed the resale restrictions of securities acquired
pursuant to employee benefit plans under Rule 701 to
remove the references to Rule 144(e) and (h).

Practical Implications of Amendments

The most significant effect of the Amendments will
be to reduce the restrictions on the resale of restricted se-
curities, especially the holding period, thereby increasing
the liquidity of these securities and decreasing the cost of
capital for issuers of restricted securities.

The changes to Rule 144 should, among other things:

= reduce the pricing difference between private
placements and registered offerings of similar
securities,

= reduce the need for offering registered debt securi-
ties in exchange for privately placed debt securities
(“Exxon Capital Exchange Offers” or “A/B Ex-
change Offers”)

= reduce the need for registration rights agreements,
and

= affect the valuations of the stock consideration is-
sued as a result of a merger or similar transaction
with a public company, including PIPE transac-
tions.

Rule 145 will now permit affiliates of a target compa-
ny who do not become affiliates of the acquiring company
to immediately sell or hedge the securities they receive
from the acquirer in a Rule 145 transaction without regard
to the volume, manner of sale and other restrictions of
Rule 145. Those companies involved in business combina-
tions who engage in Rule 145 transactions should consid-
er whether contractual provisions addressing these types
of transactions by affiliates of target companies would be
appropriate.

The SEC intends to issue a new Staff Legal Bulletin
amending SLB 3 in light of the revisions to Rules 144 and
145. This will likely change the language we currently
place in information circulars for plans of arrangement
done in reliance on Section 3(a)(10) of the Securities Act.
We expect the change to be that a shareholder who is an
affiliate of a party before the transaction will be free to
resell, immediately and without restriction, securities
received in the transaction if he or she is not an affiliate of
the issuer of the securities received in the transaction.

While the six-month abbreviated holding period in
Rule 144 applies only to securities of Exchange Act-regis-
tered companies, the resale provision of Rule 144(k) that
was reduced to one year from two years will apply to all
issuers and hence should apply to most non-U.S. issuers.

Private equity sponsors should be aware that because
of the increased liquidity rights of all involved, the spon-
sor’s management team and co-investors, many of whom
may not be affiliates of an issuer, may be able to front-run
the sponsor in selling securities of the portfolio company
post-1PO once the underwriters’ lock-up period expires.
Contractual post-IPO transfer restrictions might need to
be more strictly imposed on management and co-inves-
tors to limit this risk.

The amendments will require financial institutions
and transfer agents to update their standard Rule 144
documentation. The SEC stated it will not object to the
removal of legends from restricted securities held by
non-affiliates once all the applicable Rule 144 conditions
have been met (a decision within the sole discretion of
the issuer). The significant easing of restrictions on sales
by non-affiliate holders of restricted securities may cause
issuers and broker-dealers to work with transfer agents to
streamline the process of removing restrictive Securities
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Act legends from security certificates, which may extend
to affiliates for sales of debt securities.

Issuers should review the terms of their registration
rights agreements to determine if they are still required to
maintain the effectiveness of an existing resale shelf reg-
istration statement to comply with the terms of a registra-
tion rights agreement.

B. SEC Eliminates U.S. GAAP Reconciliation
Requirement for Foreign Private Issuers that
Adopt International Financial Reporting
Standards

The SEC recently adopted rules to permit foreign
private issuers that file a Form 20-F to file financial state-
ments using International Financial Reporting Standards
(“IFRS™) as issued by the International Accounting
Standards Board (“l1ASB”) without a reconciliation to U.S.
generally accepted accounting principles (“GAAP”). The
SEC’s rules apply to foreign private issuers that file their
annual reports on Form 20-F.

Statement in Notes to Financial Statements

Foreign private issuers that elect to provide IFRS fi-
nancial statements must state explicitly and unreservedly
in the notes to their financial statements that their finan-
cial statements are in compliance with IFRS as issued
by IASB. Also, the foreign private issuer’s independent
auditor must provide an unqualified report that opines
that the issuer’s financial statements comply with IFRS as
issued by IASB. Where there is no discrepancy between
IFRS as issued by IASB and a jurisdictional variation,
issuers may state, and their auditor’s report may opine,
that the financial statements comply with both IFRS as
issued by IASB and the jurisdictional variation. However,
the statements concerning compliance with IFRS as is-
sued by the IASB must be unreserved.

Interim-Period Financial Statements

Foreign private issuers may file financial statements
for required interim periods without reconciliation to
U.S. GAAP if they also prepare their interim financial
statements using IFRS as issued by the IASB. These is-
suers need not provide any disclosure under Article 10
of Regulation S-X (describing the minimum content of
financial statements for an interim period) if the interim
financial statements fully comply with International
Accounting Standard 34, “Interim Financial Reporting”
(prescribing the minimum content of an interim financial
report and the principles for recognition and measure-
ment in interim period financial statements).

The requirement for interim period financial state-
ments is often triggered by the filing of a registration
statement under the Securities Act of 1933. Generally, for-
eign private issuers must provide unaudited consolidated

interim-period financial statements if the registration
statement is dated more than nine months after the end
of the last audited financial year. These interim-period fi-
nancial statements must cover at least the first six months
of the financial year and the comparative period for the
prior financial year.

Foreign private issuers may omit the U.S. GAAP
reconciliation from their unaudited interim financial
statements only if the annual audited financial statements
included or incorporated by reference into the registration
statement for all required periods are prepared in accor-
dance with IFRS as issued by IASB. However, the issuer
must comply with and explicitly state compliance with
IAS 34 for the interim periods.

Selected Financial Data

The SEC revised the instruction to Item 3.A. of Form
20-F to clarify that selected financial data based on the
U.S. GAAP reconciliation is required only if the issuer
prepares its primary financial statements using a basis of
accounting other than IFRS as issued by 1ASB.

First Time Adopters

During their first year of reporting under IFRS as is-
sued by IASB, foreign private issuers may file two years
rather than three years of income statements, changes in
shareholders’ equity, cash flows and balance sheets.

Multijurisdictional Disclosure System

The Multijurisdictional Disclosure System (“MJDS”)
permits eligible Canadian issuers to use their disclo-
sure documents prepared in accordance with Canadian
requirements in filings with the SEC. While not all filings
under the MJDS must contain a U.S. GAAP reconcilia-
tion, registration statements and annual reports on Form
40-F and registration statements on Form F-10 generally
require a U.S. GAAP reconciliation.

Canadian foreign private issuers eligible for MJDS
may file financial statements prepared in accordance with
IFRS as issued by IASB without a U.S. GAAP reconcili-
ation. However, Canadian accounting standards are not
expected to allow the use of IFRS as issued by the IASB as
the basis of accounting for Canadian public issuers until
2011.

European Union—IAS 39—Two-Year Transition
Period

Issuers listed in the European Union (the “EU”) are
already required to prepare their financial statements
using IFRS as adopted by the EU. Currently, the only
difference between IASB IFRS and EU IFRS relates to
International Accounting Standard 39, “Financial Instru-
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ments: Recognition and Measurement” (“IAS 39”). EU
IFRS offers greater flexibility concerning hedge account-
ing for certain financial instruments than does IASB
IFRS. The SEC provided an accommodation to existing
SEC issuers from the EU that have already used the 1AS
39 “carve out” in financial statements previously filed
with the SEC. For the first two financial years that end
after November 15, 2007, the SEC will accept these issu-
ers’ financial statements (without a U.S. GAAP recon-
ciliation) provided their financial statements otherwise
comply with IASB IFRS and contain a reconciliation to
IASB IFRS.

Disclosure from Oil and Gas Companies

The SEC amended Item 18 of Form 20-F to expressly
require any issuer that provides disclosure under Fi-
nancial Accounting Standards Board Statement No. 69,
“Disclosures about Oil and Gas Producing Activities,” to
continue to provide that disclosure even if the issuer is
preparing financial statements in accordance with IFRS
as issued by IASB without a reconciliation to U.S. GAAP.

Regulation S-X

Regulation S-X contains the form and content re-
qguirements for financial statements in SEC filings, along
with many provisions that do not relate to U.S. GAAP,
such as requirements for auditor qualifications and inde-
pendence. Regulation S-X will continue to apply to the
filings of all foreign private issuers, but foreign private
issuers that file financial statements prepared under IFRS
as issued by the IASB should comply with IASB require-
ments for form and content within the financial state-
ments. This effectively strips out the GAAP requirements
but leaves in the other requirements, including those for
auditing issuers.

Form 20-F was amended to clarify that if the finan-
cial statements of a foreign acquired business or investee
under Rule 3-05 or 3-09 of Regulation S-X are prepared
under IFRS as issued by the 1ASB, they do not need a
U.S. GAAP reconciliation regardless of the significance of
the entity. The SEC will accept the condensed consolidat-
ing financial information of guaranteed securities and
guarantors under Rule 3-10 of Regulation S-X without a
U.S. GAAP reconciliation if the financial information is
prepared under IFRS as issued by the IASB.

Article 11 of Regulation S-X requires issuers to pre-
pare unaudited pro forma financial information that is
intended to give effect as if a particular transaction had
occurred at the beginning of the financial period. Article
11 will continue to apply. Pro forma financial information
continues to be governed by the financial statements of
the issuer, as the pro forma information must be pre-
sented using the same basis of accounting as the issuer.

A foreign private issuer using IFRS as issued by IASB as

its basis of accounting need not reconcile its pro forma
financial information to U.S. GAAP.

Areas Not Addressed by IFRS

In areas not addressed by IFRS, consistent with IAS
1 and IAS 8, the SEC expects issuers to provide full and
transparent disclosure in their financial statements and
related disclosure about accounting policies selected and
the effects of those policies on the IFRS financial state-
ments. Under 1AS 8, issuers using IFRS may also look
for guidance from the SEC, including Accounting Series
Releases, Financial Reporting Releases, Staff Accounting
Bulletins and Industry Guides.

Implications of the SEC’s New Rules

The use of IFRS by foreign private issuers removes
a significant regulatory impediment for foreign private
issuers, facilitating their ability to access the U.S. capital
markets. These rules are intended as a major step toward
the goal of creating a single set of globally accepted ac-
counting standards and the convergence of IFRS and U.S.
GAAP. The SEC has issued a separate concept release,
which considers whether U.S. domestic issuers should
also be allowed to use IFRS, and it may allow U.S. domes-
tic issuers to use IFRS in the near future.

Effective Dates

The SEC’s rules apply to annual financial statements
for fiscal years ending after November 15, 2007, and to
interim periods within those years that are contained in
SEC filings made after March 4, 2008.

C. Revisions to the Eligibility Requirements for
Primary Securities Offerings on Forms S-3 and F-3

The SEC recently amended the eligibility criteria for
using Forms S-3 and F-3 for registered securities offerings.
These forms enable U.S. and non-U.S. issuers to register
primary securities offerings (i.e., offerings by issuers), in-
cluding shelf offerings, without regard to the size of their
public floats or the ratings of their debt.® The new condi-
tions are effective now.

Form S-3 and Form F-3 are the “short forms” that
permit incorporation by reference, i.e., incorporating
certain information from past and future filings made
by the issuer under the Securities Exchange Act of 1934
(the “Securities Exchange Act”), instead of printing the
information into the registration statement. By permitting
“forward” incorporation by reference (i.e., incorporating
later filed information), Forms S-3 and F-3 enable com-
panies to conduct continuous primary offerings for up
to three years “off the shelf” under Rule 415 under the
Securities Act of 1933 (the “Securities Act”). Once a shelf
registration statement is declared effective by the SEC,
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shelf offerings generally are not subject to further SEC
staff review. This can reduce or even eliminate the delay
and costs associated with preparing and filing post-effec-
tive amendments to a registration statement. An issuer’s
ability to take securities off the shelf as needed gives it a
significant financing alternative to other widely available
methods, such as private placements sold at a discount
for illiquidity or “private investments in public equity”
(“PIPES”).

Formerly, a company was able to register its cash
offerings on Form S-3 or F-3 only if its “public float” was
$75 million or more.* Now, the new General Instruction
I.B.6. to Form S-3, and the new General Instruction 1.B.5.
to Form F-3 permit the use of Forms S-3 and F-3 by an
issuer with less than a $75 million public float to register
offerings of its securities if it:

= has been subject to the reporting requirements of
Section 12 or 15(d) of the Securities Exchange Act,
and has filed all material required to be filed with
the SEC for a period of at least 12 calendar months
immediately preceding the filing of the registration
statements on Form S-3 and Form F-3;

= has filed in a timely manner most reports required
to be filed, other than certain Form 8-K filings,
during the 12 calendar months and any portion of
a month immediately preceding the filing of the
registration statement;

< has a class of common equity securities that is list-
ed and registered on a national securities exchange;

= has not sold more than one-third of its public float
in primary offerings under Form S-3 or F-3 over the
previous 12 calendar months;® and

= has not been a shell company for at least 12 calen-
dar months before filing the registration statement.®

Additionally, to use Form F-3, an issuer must be a
foreign private issuer that has filed at least one annual
report on Form 20-F (or 40-F).

To ascertain the amount of securities that may be sold
under Form S-3 by issuers with a public float below $75
million, the new rule requires a two-step process:

= determining the issuer’s public float immediately
before the intended sale; and

= aggregating all sales of the issuer’s equity and
debt’ securities that were primary offerings un-
der General Instruction 1.B.6. during the previous
12-month period, including the intended sale, to
determine whether the one-third cap would be
exceeded.

Issuers must compute their public float using the
price at which their common equity was last sold, or the
average of the bid and asked prices of their common

equity, in the principal market for the common equity as
of a date within 60 days before the date of sale. Then, to
calculate the aggregate market value of securities sold
during the preceding 12 calendar months, issuers must
add together the gross sales price (of debt or equity) for
all primary offerings under General Instruction 1.B.6. dur-
ing the preceding 12 calendar months. Based on that cal-
culation, an issuer may sell securities with a value up to,
but not greater than, the difference between one-third of
its public float and the value of securities sold in primary
offerings under General Instruction 1.B.6. in the prior 12
calendar months.

If an issuer’s public float increases to a level that
equals or exceeds $75 million after its Form S-3 or F-3
becomes effective, the one-third cap is lifted and addi-
tional sales may be made without numerical restraints.

In that case, under Rule 401 under the Securities Act,
issuers must also re-compute their public float each time
an amendment to the Form S-3 is filed to update the
registration statement as required by Section 10(a)(3) of
the Securities Act. If the issuer’s public float as of the date
of the filing of the annual report falls back to less than
$75 million, the one-third cap will be re-imposed for all
later sales made under General Instruction 1.B.6., and will
remain in place until the issuer’s float equals or exceeds
$75 million again.

For securities that are convertible into or exercisable
for equity shares, such as convertible debt or warrants,
issuers must calculate the amount of securities they may
sell in any period of 12 calendar months, based on the
aggregate market value of the underlying equity shares in
lieu of the market value of the convertible securities. The
aggregate market value of the underlying equity shares
will be based on the maximum number of shares into
which the securities sold in the prior 12 calendar months
are convertible as of a date within 60 days before the date
of sale, multiplied by the same per share market price of
the issuer’s equity used for purposes of calculating its
public float under Instruction 1 to new General Instruc-
tion 1.B.6. of Form S-3.

D. Smaller Reporting Company Regulatory Relief
and Simplification

The SEC recently amended its rules to simplify its
reporting requirements for smaller companies by replac-
ing its current “small business issuer” category with a
new broader category of “smaller reporting companies.”
Companies with less than $75 million in public equity
float or, if the float cannot be calculated, having revenues
less than $50 million, now qualify for the simplified dis-
closure. Smaller reporting companies are now also given
disclosure options for various disclosure categories, and
can choose to be less or more expansive as they wish. All
foreign companies that fit the new definition, use a U.S.
issuer reporting form and elect U.S. GAAP can also take
advantage of the new regime.
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These rules (1) expand the number of smaller compa-
nies that qualify to use scaled disclosure requirements by
creating a new definition in Regulation S-K for “smaller
reporting company”; (2) streamline the scaled disclosure
process for smaller companies by integrating the major-
ity of the Regulation S-B item requirements into Regula-
tion S-K and Regulation S-X and eliminate the forms for
Regulation S-B; and (3) combine the category of “small
business issuers” with the category of “non-accelerated
filers” to reduce unnecessary complexity in the SEC’s
regulations. Last, the amendments eliminate the transi-
tional small business issuer format.

I.  New Definition of “Smaller Reporting
Company”

These amendments are intended to expand the group
of companies that qualify to use the scaled disclosure
requirements. The SEC has stated that the new definition
of smaller reporting company will allow approximately
1,500 additional companies to qualify for the scaled
disclosure requirements. The amendments create a new
definition for “smaller reporting companies” that are
eligible to use the scaled disclosure requirements, which
combines the definition of “small business issuer” under
Regulation S-B with the category of “non-accelerated
filer.” Formerly, a company qualified as a small business
issuer if both its public/private equity float and annual
revenues were less than $25 million.

A smaller reporting company is defined in Rule 405
under the Securities Act as a company that is not an
investment company, an asset-backed issuer, or a ma-
jority-owned subsidiary of a parent that is not a smaller
reporting company, and that

= had a public float of less than $75 million as of the
last business day of its most recently completed
second fiscal quarter;® or

< in the case of an initial registration statement under
the Securities Act or Exchange Act for shares of its
common equity, had a public float of less than $75
million as of a date within 30 days of the date of
the filing of the registration statement; or

= in the case of an issuer whose public float was
zero, had annual revenues of less than $50 million
during the most recently completed fiscal year for
which audited financial statements are available.

The determination dates and calculations for wheth-
er a company qualifies as a smaller reporting company
depend on whether the company is a reporting company,
a non-reporting company that is filing an initial registra-
tion statement, or a company that is unable to calculate
its public float. A reporting company will determine its
public float by using the price at which the shares of its
equity were last sold or the average of the bid and asked
prices of the shares in the principal market for the shares

as of the last business day of the company’s second fis-
cal quarter, and multiplying that price by the number of
outstanding shares held by non-affiliates. A non-reporting
company that is filing an initial registration statement
will determine if its public float is less than $75 million by
adding the number of shares of common stock outstand-
ing that are held by non-affiliates before the offering to
the number of shares of common stock to be sold at the
estimated offering price, and multiplying this sum by the
estimated offering price per share when the registration
statement is filed. A company that is unable to calculate
its public float will simply have to show it has annual
revenues less than $50 million during the last fiscal year
before filing the registration statement.

Non-U.S. companies in addition to Canadian compa-
nies will now also be able to qualify as smaller reporting
companies. The new definition of smaller reporting com-
pany will be expanded to include non-U.S. companies
that are eligible to file on U.S. company forms permitting
disclosure based on smaller reporting company stan-
dards, like Forms S-1, S-3, S-4, 10-Q, and 10-K. However,
to qualify for scaled disclosure, the non-U.S. companies
must provide the financial data on their forms in accor-
dance with U.S. generally accepted accounting principles
(“U.S. GAAP”). Formerly, Canadian companies were the
only non-U.S. companies eligible for scaled disclosure
and the eligible Canadian companies were able to provide
Canadian GAAP data that was reconciled to U.S. GAAP.
However, now they can only use U.S. GAAP for scaled
disclosure.

Il. Integrating Regulation S-B into Regulations
S-K and S-X

The amendments move 12 non-financial scaled
disclosure item requirements from Regulation S-B into
Regulation S-K and the scaled requirements will be avail-
able only for smaller reporting companies.® The other
24 item requirements in Regulation S-B are substantially
similar to the corresponding item requirements in Regula-
tion S-K, and therefore, will not be amended in Regula-
tion S-K. Item 310 of Regulation S-B (concerning financial
statements) will be added as a new Article 8 in Regulation
S-X. By moving the financial statement rules for smaller
reporting companies into a new Article 8 in Regula-
tion S-X, the amendments will require smaller reporting
companies to provide two years of balance sheet data
instead of one year as was required under Regulation S-B.
Under the amendments, smaller reporting companies are
permitted to elect on a quarterly basis to comply with
scaled financial and non-financial disclosure or provide
the larger company financial statement presentation on
an item-by-item or “a la carte” basis. Therefore, smaller
reporting companies can choose to provide the scaled
financial statement requirements or the larger company fi-
nancial statement requirements on an item-by-item basis.
The amendments also eliminate the SEC’s “SB” forms,
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but allow a phase-out period for small business issuers
transitioning to smaller reporting company status.

The amendments also make other minor adjustments,
such as technical and language changes to the rules con-
cerning the form and content of financial statements for
smaller public companies. To help smaller companies, an
index will be added to the beginning of Regulation S-K,
which will outline the scaled disclosure requirements that
are available to smaller companies.

Il. Effective Dates

Companies that were small business issuers as of
February 4, 2008 can use Form 10-KSB or Form 10-B
when filing their next annual report for a fiscal year
ending on or after December 15, 2007. However, after
the small business issuer files its next annual report, the
company’s later periodic reports cannot be filed on forms
with the “SB” designation. While most of the amend-
ments were effective as of February 4, 2008, Form 10-QSB
will be phased out as of October 31, 2008, and Regulation
S-B and Form 10-KSB will be phased out as of March 15,
20009.

Endnotes
1. Securities Act of 1933, 15 U.S.C. 88§ 77a-77aa.
2. Securities Exchange Act of 1934, 15 U.S.C. 88 78a-77mm.

3. See Revisions to the Eligibility Requirements for Primary
Securities Offerings on Forms S-3 & F-3, Release No. 33-8878, 72
FR 73534-01, (December 19, 2007), available at http://www.sec.
gov/rules/final/2007/33-8878.pdf.

4. Acompany’s public float is the aggregate market value of its
voting and non-voting common equity held by non-affiliates of
the company. An affiliate of, or person “affiliated” with a specified
person, is a person who directly, or indirectly through one or more
intermediaries, controls or is controlled by, or is under common
control with, the person specified.

5. The SEC adopted a corresponding amendment to Rule 401(g)
under the Securities Act to provide that violations of the one-
third cap would also violate the requirements as to proper form
under Rule 401, even though the registration statement previously
had been declared effective. The one-third cap imposed by
new General Instruction 1.B.6. to Form S-3 only relates to other
primary offerings conducted pursuant to General Instruction
1.B.6. Accordingly, an issuer that is temporarily prevented from
using Form S-3 for shelf offerings to raise capital would not be

foreclosed from registering a primary offering of securities on
Form S-1 or in private placements.

6.  Shell companies are prohibited from registering securities in
primary offerings on Form S-3 or Form F-3 unless they meet the
minimum $75 million float threshold of General Instruction 1.B.1.
to Form S-3. Rule 405 under the Securities Act defines a “shell
company” as a issuer, other than an asset-backed issuer, that has
(a) no or nominal operations and (b) either, (a) no or nominal
assets, (b) assets consisting solely of cash and cash equivalents, or
(c) assets consisting of any amount of cash and cash equivalents
and nominal other assets. This prohibition also applies to “blank
check companies” as defined in Rule 419 of the Securities Act.

7. Asadopted, the method of calculating the one-third cap on sales is
the same whether the issuer is selling equity or debt securities, or a
combination of both. Therefore, eligible issuers will also be able to
offer non-investment grade debt on Form S-3.

8. See note 4, supra.

The 12 scaled item requirements are: (1) Description of Business
(Item 101); (2) Market Price of and Dividends on Registrant’s
Common Equity and Related Stockholder Matters (Item 201); (3)
Selected Financial Data (Item 301); (4) Supplementary Financial
Information (Item 302); (5) Management’s Discussion and Analysis
of Financial Condition and Results of Operations (Item 303); (6)
Quantitative and Qualitative Disclosures about Market Risk (Item
305); (7) Executive Compensation (Item 402); (8) Transactions
with Related Persons, Promoters and Certain Control Persons
(Item 404); (9) Corporate Governance (Item 407); (10) Prospectus
Summary, Risk Factors, and Ratio of Earnings to Fixed Charges
(Item 503); (11) Use of Proceeds (Item 504); and (12) Exhibits (Item
601).
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Ethical Issues for Business Lawyers

When Exceptions Swallow the Rule: The Growing Demise

of the “No-Contact” Rule
By C. Evan Stewart

The concept of the “slippery slope” is one with which
every lawyer (indeed, every first-year law student) is fa-
miliar.! In one part of the attorneys’ code of professional
responsibility—the “no-contact” rule, embodied by ABA
Model Rule 4.2—the slope has gotten pretty slippery
indeed.

The Model Rule

Under Rule 4.2, “a lawyer shall not communicate . . .
with a person the lawyer knows to be represented by an-
other lawyer in the matter.”? This rule, which many (but
not all) states have adopted in whole or in part, was clari-
fied in 1995, when the word “person” was substituted for
“party” so as to ensure that the ex parte ban covered, inter
alia, pre-litigation contexts.

The basic policies implicated by the “no-contact”
rule are numerous. Principal among them is the need to
protect communications and information covered by the
attorney-client privilege and work product doctrine, as
well as a desire to protect unknowledgeable people from
unscrupulous lawyers.?

The Slippery Slope Begins

The “no-contact” rule was once fairly unremarkable,
and not much litigated, until the New York Court of Ap-
peals decided Niesig v. Team 1.% In Niesig, the Court held
that a lawyer representing an injured worker suing his
company could interview, ex parte, employees of the com-
pany.® New York’s “no-contact” rule, DR 7-104(A)(1), was
held to apply to only those current employees “whose
acts or omissions in the matter under inquiry are bind-
ing on the corporation (in effect, the corporation’s ‘alter
egos’) or imputed to the corporation for purpose of its
liability, or employees implementing the advice of coun-
sel.”® Believing that the “alter ego” test it created would
“become relatively clear in application,”” the Court con-
cluded that its ruling would further the “informal discov-
ery of information” and “serve both the litigants and the
entire justice system by uncovering relevant facts, thus
promoting the expeditious resolution of disputes.”8

In adopting its definition of what constitutes a party
for purposes of DR 7-104(A)(1), ° the Court considered
and rejected not only a standard based upon that which
had been determined by the U.S. Supreme Court in U.S.
v. Upjohn (where each corporate employee was deemed to
be a client for purposes of the attorney-client privilege),°
but also a “control group” test (i.e., only those who

“control” a company may not be contacted) because of
“practical and theoretical problems.”™! With respect to the
Upjohn decision, the New York Court of Appeals deter-
mined that the attorney-client privilege was “an entirely
different subject” from the “no-contact rule,” and that “a
corporate employee who may be a ‘client’ for purposes of
the attorney-client privilege is not necessarily a ‘party’ for
purposes of DR 7-104(A)(1).”12

Paradise Starting to Get Lost

Right off the bat, the Niesig decision created a number
of problems/issues. The first concerns the risk of disquali-
fication or professional sanction/discipline. How will
an attorney who wishes to interview a current employee
know whether he or she is an “alter ego” employee? As
one California court that has faced this issue put it, an
attorney would have to make a “unilateral decision . ..
based upon expectations or predictions.”13

An obvious illustration of this quandary is posed by
the hearsay exception set forth in Rule 801(d)(2)(D) of the
Federal Rules of Evidence. A statement is not hearsay if
it is “offered against a party and is . . . a statement by his
agent or servant concerning a matter within the scope of
his agency or employment, made during the existence
of the relationship.”* Before an interview, however, an
attorney will have some (or great) difficulty in knowing
whether an employee’s knowledge of relevant facts comes
from outside the scope of his or her employment.

The Niesig Court brushed this concern aside because
the hearsay rule in New York is different from Rule
801(d)(2)(D). Under New York’s evidentiary rule, few
employees are in a position to bind their companies by
their statements.'® Even assuming the correctness of that
analysis, however, what about jurisdictions which do not
have an evidentiary rule similar to New York’s, but which
nonetheless choose to follow the Niesig holding,® or a
New York federal court sitting in diversity—seeking to ap-
ply Niesig’s substantive rule, while being bound to apply
the Federal Rules of Evidence?!’

Another concern relates to whether the “alter ego”
test is in fact “relatively clear in application” (as the New
York Court of Appeals prophesied) or whether it leads to
another procedural/litigation layer, with lawyers uncer-
tain on how best to proceed. One look at the federal courts
in New Jersey would suggest a not-so-sanguine answer.18
And that disparate treatment/confusion is only a tip
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of the iceberg as to the satellite litigation that has been
spawned in this area.’®

The Niesig decision also represents the diminishment
of the attorney-client privilege. Notwithstanding the
New York Court of Appeals’ declaring that the privilege
has nothing whatever to do with the “no-contact” rule,
just saying so does not make it so.?° As the U.S. Supreme
Court made clear in Upjohn, “the privilege exists to
protect not only the giving of information to the lawyer
to enable him to give sound and informed advice.”?! Ac-
cordingly, to be consistent with Upjohn, an employee who
is a “client” for privilege purposes (i.e., one who gives
information and receives advice) should also be a “party”
for purposes of the “no-contact” rule.?

Finally, how does one reconcile the policy of protect-
ing unknowledgeable people from unscrupulous lawyers
with the policy embraced by the Court of Appeals—the
“informal discovery of information”? Clearly, New York’s
highest court placed the latter policy on a higher plane.
The Niesig Court in fact seemed to believe that the facts
are the facts, regardless of whether one gets them pre- or
post-horse-shed preparation by the opposing side’s law-
yer.23 Of course, if that were true then lawyers would see
no tactical advantage in seeking out ex parte interviews,
but would instead merely await depositions. As they say
in Latin, res ipsa loquitur.

Oops, They Did It Again

Some commentators (not me, of course) believe that
Niesig draws “a sensible line” between who can and can-
not be contacted ex parte.2* But even they could not have
predicted how far the New York Court of Appeals would
take its “relatively clear” standard and its “informal dis-
covery” policy.

In Muriel Siebert & Co. v. Intuit Inc.,?® a business
alliance between the brokerage firm (Siebert) and the
financial software maker (Intuit) went south. That led to
Siebert suing Intuit for, inter alia, breach of contract and
breach of fiduciary duty.2

The COO of Siebert was a key participant in the
Intuit alliance, and (by the Court of Appeals’ own recog-
nition) he was also a key member of Siebert’s “litigation
team” once the Intuit litigation had been instituted (i.e.,
a Siebert “alter ego” and part of its “litigation control
group”).?” Eventually, however, the COO had a falling
out from the company and he was terminated.?®

Immediately after hearing of the COO’s termination,
Intuit’s lawyers contacted him and thereafter interviewed
him ex parte.?® Once Siebert’s lawyers learned of the ex
parte interview, they moved to disqualify Inuit’s law-
yers and to bar Intuit from using any of the information
gleaned from the interview.°

The trial court granted the motion, disqualified
Intuit’s lawyer, ordered the destruction of any and all

interview notes, and barred the disqualified lawyers
from passing on any tainted information to Intuit’s new
lawyers.®! The court did not base its decision upon DR
7-104(A)(1), however, on the ground that the COO was a
former employee; instead, it disqualified Intuit’s lawyers
citing the “appearance of impropriety” standard.®?

The Appellate Division reversed that ruling. It did so
because: (i) it believed Niesig had made “it clear that ex
parte interviews of an adversary’s former employees are
neither unethical nor legally prohibited”; and (ii) Intuit’s
lawyers had cautioned the ex-Siebert COO not to disclose
privileged information (and it appeared that that advice
had been followed).®

On appeal to the New York Court of Appeals, the
Court affirmed the Appellate Division.3* Notwithstand-
ing the fact that the COO had indisputably been a Siebert
“alter ego” for purposes of the Niesig test, the Court rea-
soned that because he no longer was an employee at the
time of the ex parte interview, that meant Intuit’s lawyers
had done nothing improper.®> And because the lawyers
had been careful not to elicit privileged information from
the ex-COQO, the interview had merely served to facilitate
the Court’s policy goals of furthering the “informal dis-
covery of information,” and there were thus no grounds
to disqualify them.36

While the Siebert Court’s decision is in line with ABA
Model Rule 4.2 and a number of jurisdictions—i.e., the ex
parte rule only applies to current employees— that is not
the consensus view throughout the United States, espe-
cially as to ex-employees who had been in the “litigation
control group.”¥” Beyond being careful (and knowledge-
able) as to the jurisdictions in which one undertakes to
contact ex-employees, what other lessons can be gleaned
from Siebert?

Obviously, if you are the ex parte inquiring lawyer
you must be very clear and explicit in giving privilege
warnings to the ex-employee. As for companies facing
such scenarios, it further reinforces the employment
leverage that key managerial individuals have during
the pendency of important litigation—i.e., in the words
of Don Corleone, it is better to keep your friends close,
but your enemies closer. Alternatively, companies may
want to consider having an ongoing legal representation
provision as part of their termination agreements; pre-
sumably, key ex-employees would be happy to have their
former employers pay the freight of legal representation,
in exchange for not agreeing to sit for ex parte interviews
with the opposition.38

Good Things Come in Threes?

Just months after Siebert, the New York Court of Ap-
peals decided to go itself one better. In Arons v. Jutkowitz,3?
the Court held that defense lawyers in a medical mal-
practice action could conduct ex parte interviews with the
plaintiff’s doctor.*’ The Court also ruled that any attorney
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work product generated in conjunction with the ex parte
interviews was immune from discovery.*

While much of the decision wallows in medical
minutiae mandated by the Health Insurance Portability
and Accountability Act of 1996,%2 the Court’s decision
is, at bottom, a further refinement/extension of Niesig.
After recounting its prior rulings in Niesig and Siebert,
the Court determined that there was no reason why
there should not be informal discovery (i.e., ex parte
interviews) of non-party treating physicians as well.** To
the concern that doctors may be “gulled into making an
improper disclosure,” the Court was completely blasé,
having previously rejected such a concern for corporate
employees (Niesig) and a former corporate executive
(Siebert).*

Whether the Arons decision is going “to open a small
floodgate of attempts by insurance companies and de-
fense lawyers to privately approach treating physicians
without the knowledge or permission of the patients and
take statements without their counsel” remains to be
seen.*> What we do know, however, is that the exceptions
in New York to the “no-contact” rule seem to be getting
bigger and bigger and bigger.*® And that is not even the
end of it!

Dirty Tricks

In Gidatex v. Campaniello Imports, Ltd.,*” the plaintiff’s
lawyer in a trademark infringement case sent undercover
investigators into the defendant’s furniture showroom in
order to prove that the defendant had engaged in “bait
and switch” tactics.*® The investigators surreptitiously
taped their discussions with the defendant’s employees,
and the plaintiff’s lawyer then sought to introduce the
tapes at trial to impute liability to the defendant.*® The
defendant moved to preclude the tapes on the ground
that a lawyer cannot send a non-lawyer to do that which
a lawyer is ethically barred from doing (i.e., be deceptive,
violate the “no-contact” rule, etc.).%

The Gidatex court, liberally citing Niesig’s non
“bright-line rule” and a New Jersey decision which ap-
plied Niesig in a similar situation,® ruled that the tapes
were admissible.%2 Although the trial judge determined
that plaintiff’s counsel had “technically” run afoul of
applicable ethics rules, she ruled he did not substantively
violate those rules “because his actions simply do not
represent the type of conduct prohibited by the rules.””>3
This seeming nonsequitur was justified/explained by the
fact that the investigators did not engage in an interroga-
tion of the defendant’s employees, but instead “merely”
recorded the employees’ ordinary business pattern.>

Gidatex has been rejected by subsequent courts,* and
has been criticized by ethics gurus,® but it recently got
a big shot in the arm from the New York County Law-
yers’ Association’s Committee on Professional Ethics.

On May 23, 2007, the Committee issued Formal Opinion
737, which endorsed an ethical safe harbor for lawyers
who employ “dissemblance” in the evidence-gathering
process. Adopting the Gidatex model for ethically permis-
sible behavior, the Committee’s Opinion expressly stands
for the proposition that—in the Association’s view—there
should be formal exceptions to the broad admonition
against lawyers engaging in “dishonesty, fraud, deceit, or
misrepresentation.”’

Conclusions

Whether lawyers should take much comfort (let alone
act upon) the New York County Lawyers’ Association’s
Opinion is open to robust debate. But it does demon-
strate just how far the law (and sentiment) have moved
since the Niesig Court handed down its “relatively clear”
decision endorsing “informal discovery” 18 years ago. If
in fact “informal discovery” is so important, maybe the
“no-contact” rule should be scrapped altogether? Given
how much of it has been eviscerated to date, we might
not have too far to go.
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New York Employment Law Update

By James R. Grasso

A. FMLA Leave Expanded to Include Families of
Military Personnel

On January 28, 2008, President Bush signed into law
the National Defense Authorization Act for Fiscal Year
2008! (NDAA), which includes provisions expanding
leave rights under the Family and Medical Leave Act?
(FMLA) for military personnel and their families. The
NDAA expands the FMLA in two ways. First, two new
leave categories have been created. Eligible employees
may now take FMLA leave for “any qualifying exigency”
arising from a spouse, child or parent’s active-duty
military service or call to active duty.® The new law also
allows eligible employees to take FMLA leave to care for
a spouse, child, parent or next of kin injured in the line of
duty. (“Next of kin” is a new category of family member
under the FMLA and is defined as the “nearest blood rela-
tive.”)* Second, employees taking leave to care for an in-
jured service member are entitled to a total of 26 weeks of
leave, rather than the standard 12 weeks of FMLA leave.?
Employees taking leave for this reason are limited to a to-
tal of 26 weeks of leave for all FMLA reasons and may not
add an additional 12 weeks of leave for other FMLA rea-
sons.® This leave also must be taken in a single 12-month
period and is limited to a one-time use.” Leave taken for
“any qualifying exigency” is limited to 12 weeks.

The United States Department of Labor (DOL) has
confirmed that the provisions in the NDAA permitting
leave to care for an injured member of the military are
effective immediately and that regulations to guide em-
ployers are forthcoming. The DOL also stated that it will
require employers to act in good faith in providing this
type of leave until it issues regulations. The provisions
providing leave for “any qualifying exigency” will not be
effective until the DOL issues regulations defining that
term. Nonetheless, the DOL is encouraging employers to
provide this type of leave immediately.

B. New Form I-9 and Handbook Released

All employers are required to complete a Form 1-9 for
each employee hired in the United States. On November
7, 2007, the U.S. Citizenship and Immigration Services
(USCIS) released a revised Form 1-9, Employment Eligibil-
ity Verification Form, for immediate use and a new M-274,
Handbook for Employers, Instructions for Completing the
Form 1-9. Employers were required to begin using the new
Form 1-9 on December 26, 2007. Employers who fail to use
the new form will be subject to penalties.

The new Form 1-9 removes the following five docu-
ments from List A of the List of Acceptable Documents:

= Certificate of U.S. Citizenship (Form N-560 or
N-561)

= Certificate of Naturalization (Form N-550 or N-570)
= Alien Registration Receipt Card (I1-151)

= Unexpired Reentry Permit (Form 1-327)

= Unexpired Refugee Travel Document (Form 1-571)

One document was added to List A of the List of Ac-
ceptable Documents:

= Unexpired Employment Authorization Document
(1-766)

All the Employment Authorization Documents with
photographs in circulation are now included as one item
on List A. These are:

= |-688, I-688A, 1-688B, 1-766

The instructions for Section 1 of the 1-9 now state that
an employee is not obligated to provide a Social Security
Number unless he or she is employed by an employer
who participates in E-Verify, a web-based employment
verification system. This change does not affect the re-
quirement to provide a Social Security Number for W-2
reporting purposes. The 1-9 instructions on photocopying
and retaining the form now include information about
electronic signing and retention.

Employers must use the new form for new hires
and employees who require re-verification of work
authorization.

C. New York Legislative Update for Employers

The recent months have been busy ones for the New
York legislature and former Governor Spitzer as far as
New York employers are concerned. Several new laws
have been enacted concerning the workplace. Those new
laws and what employers need to be aware of regarding
them are discussed below.

Expression of Breast Milk in the Workplace

The New York Labor Law was amended by adding
a new § 206-c that requires employers, regardless of the
number of employees, to provide break time for nursing
mothers to express breast milk.2 The new law took effect
August 15, 2007. The law requires employers to provide
reasonable unpaid break time or permit an employee to
use paid break or meal time each day to express breast
milk for up to three years after the birth of a child.® The
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statute also requires employers to make reasonable ef-
forts to provide a room or other location near the work
area where an employee can express milk in privacy.'
Employers are prohibited from discriminating against an
employee who exercises her rights under the law.!!

As the law allows use of meal time or paid breaks,
employers can require that employees express breast
milk at those times and are not required to provide addi-
tional breaks for employees to do so. However, employ-
ers that nonetheless provide unpaid breaks must remem-
ber that under applicable wage and hours laws any break
of less than 20 minutes must be paid. Therefore, to avoid
providing an additional paid break, employers may
wish to consider requiring any break taken for express-
ing breast milk, other than at meal time or during a paid
break, to be at least 20 minutes long. Employers should
consider adopting a policy governing the use of breaks
to express breast milk to avoid potential wage violation
issues.

Leave to Donate Blood

Effective December 13, 2007, under Labor Law §
202-j employers that employ at least 20 employees at one
worksite must allow employees who work an average of
at least 20 hours per week to take at least 3 hours of leave
in any 12-month period to donate blood.'? The statute
requires employees wishing to take leave to comply with
notice requirements to be issued by the Commissioner
of Labor.™® The new law does not state whether the leave
must be paid. Employers are prohibited from retaliat-
ing against an employee for requesting or using leave to
donate blood.*

Requirement for Written Sales Commission
Agreements

As the result of an amendment to Labor Law § 191(c),
effective October 16, 2007, the terms of employment of a
commission salesperson must be in writing and signed
by the employer and employee.!® The writing must
include a description of how wages, salary, drawing
account, commissions, and all other monies earned and
payable will be calculated.® If the writing provides for a
recoverable draw, the frequency of reconciliation must be
included.'” The writing must also include details about
the payment of wages, salary, drawing account, commis-
sions, and all other monies earned and payable in case of
termination of employment by either party.!® To encour-
age compliance, the statute provides that in the absence
of a written agreement there will be a presumption the
terms of employment asserted by the employee are the
actual terms of employment.’® As a result, if a dispute
arises between an employer and a commission salesper-
son over the terms of employment, in the absence of a
written agreement the employee’s version of the terms of
employment will be presumed to be true.?’ The writing

must be kept by the employer for at least three years and
be made available to the Commissioner of Labor upon
request.?! As a result of this change, employers who have
commission salespersons should prepare and execute
written agreements with them as soon as possible.

Protection for Youthful Offender Adjudications and
Persons Convicted of Violations

Effective November 1, 2007, § 296(16) of the New
York Human Rights Law is amended to prohibit employ-
ers from taking any adverse action against an applicant or
employee due to a youthful offender adjudication or for
conviction of a violation sealed pursuant to the Criminal
Procedure Law.?? Before this amendment, § 296(16) only
prohibited employers from taking adverse action for a
non-pending arrest that did not result in conviction. As
most violations are usually sealed, the practical effect will
be to prohibit New York employers from taking adverse
action against individuals based on conviction of a viola-
tion. However, employers will retain the right to take
action based on pending arrests.?3

Protection for Persons Convicted of Prior Criminal
Offenses

As a result of amendments to Article 23-A of the
New York Correction Law effective July 18, 2007, current
employees are now protected to the same extent as appli-
cants concerning prior criminal convictions.?* Employers
are now prohibited from discriminating against employ-
ees, as well as applicants, convicted of a criminal offense
where the conviction occurred before employment began,
unless there is a direct relationship between the offense
and the employee’s job, or continuation of employment
would involve an unreasonable risk to property or the
safety of specific individuals or the general public.?® The
law specifically states that it does not affect an employer’s
right to take adverse action against an applicant or cur-
rent employee for an intentional misrepresentation in con-
nection with an application for employment.?® Thus, New
York employers remain free to take adverse action against
an applicant or current employee for failing to disclose a
prior criminal conviction when requested to do so on an
application. Employers may also still take adverse action
against current employees for a conviction that occurs
during employment.

Monetary Exclusion in Definition of “Clerical and
Other Worker” Increased to $900

As of January 14, 2008, the exclusion from the defi-
nition of “Clerical and Other Worker” in Labor Law
§ 190(7) changed from exempt executive, administrative,
and professional employees earning in excess of $600
per week to such persons earning in excess of $900 per
week.?” This change has three major effects. First, exempt
executive, administrative, and professional employees
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making less than $900 per week now have to be paid no
less frequently than semi-monthly (previously, they could
be paid monthly). Second, employers can require direct
deposit only for exempt executive, administrative, and
professional employees earning more than $900 per week
(previously, direct deposit could be required for such em-
ployees earning more than $600 per week). Third, exempt
executive, administrative, and professional employees
earning less than $900 per week may now invoke the
Labor Law to recover unpaid wage supplements, includ-
ing vacation, holiday pay, and bonuses due under the
employer’s policies. The right to invoke the Labor Law is
significant because the Labor Law allows a successful em-
ployee to recover attorney’s fees and liquidated damages
equal to 25% of the wages owed.

Prevailing Wage Law Changes

On August 28, 2007, former Governor Spitzer signed
into law a bill that closes a loophole in the prevailing
wage law that exempted contracts entered into by a third
party on behalf of a public entity from prevailing wage
requirements.?® The new law closes that loophole by spe-
cifically providing that the contracts for public work en-
tered into by a third party acting in place of, or on behalf
of, a public entity are subject to the law’s requirements.
The law became effective October 27, 2007 but expires in
five years.?®

The Governor also signed into law a bill that requires
contractors and subcontractors to provide laborers, work-
ers, and mechanics on public projects with written notice
of the prevailing wage rate for his or her particular job
classification on every pay stub.®® The law also requires
that at the start of every public works contract and with
the first paycheck after July 1st of each year, contractors
and subcontractors must notify all such employees in
writing of the contact information for the New York State
Department of Labor and of the employee’s right to con-
tact the Department if the employee does not receive the
proper prevailing wage rate or supplements the employ-
ee is entitled to receive under the public works contract.3!
In addition, the law provides for new penalties for failing
to comply with these and other notice requirements. The
law’s effective date is February 24, 2008.

D. NLRB Issues Major Decisions Affecting
Employers

The National Labor Relations Board (NLRB) recently
issued several decisions of major importance addressing
employee use of e-mail, union “salting,” the burden of
proof in back pay cases, the recognition bar doctrine, the
ability of employees to release claims under the National
Labor Relations Act (NLRA), and an employer’s ability to
use illegally obtained evidence to discipline an employee.
All of these decisions change or expand existing law in
favor of employers. Thus, both unionized and union-free
employers in the private sector should take note so that

they can properly exercise their rights. A summary of
each case and the change it has brought about follows.

NLRB Rules Employees Do Not Have Right to Use
Employer’s E-mail

The NLRB recently ruled in The Register-Guard?? that
employees have no statutory right to use an employer’s
e-mail system for activities protected under Section 7 of
the NLRA.3 (Section 7 protects an employee’s right to
support a union and to refrain from doing so.) The NLRB
also established a new standard for determining when an
employer unlawfully discriminates against union-related
activity in the workplace. The NLRB had previously ruled
that if an employer allowed employees to discuss per-
sonal matters, such as sports scores or news, or allowed
employees to solicit for charitable causes, that it could not
prohibit union solicitations in the workplace. The deci-
sion in The Register-Guard overrules those prior decisions
and establishes a new standard allowing an employer to
establish a policy prohibiting union solicitations while at
the same time still permitting employees to discuss per-
sonal matters and solicit for charitable causes. In explain-
ing the new standard the NLRB stated that “an employer
may draw a line between charitable solicitations and
noncharitable (sic) solicitations, between solicitations of
a personal nature (e.g., a car for sale) and solicitations for
the commercial sale of a product (e.g., Avon products),
between invitations for an organization and invitations
of a personal nature, between solicitations and mere talk,
and between business-related use and non-business-
related use.”3* The Board stated that even though union
solicitation would fall on the prohibited side of such a
rule, the rule would not violate the NLRA.®® This decision
reaffirms an employer’s right to control its property and
expands an employer’s right to prohibit union solicitation
in the workplace.

NLRB Limits Protection for Union “Salting”

“Salting” describes a union-organizing strategy
whereby a union supporter, including even a paid union
organizer who has no real interest in working for the em-
ployer, attempts to obtain employment with a nonunion
company for the sole purpose of organizing a union at
the company. The use of salting increased dramatically
in the last decade after the Supreme Court upheld an
NLRB decision holding that union salts were protected
from discrimination under the NLRA. Recently, however,
in Toering Electric Co.,%® the NLRB significantly reduced
the protection for union “salts” by holding that only
“someone genuinely interested in seeking to establish an
employment relationship with the employer” is entitled
to protection from discrimination based on union affilia-
tion or activity.®” The NLRB stated the NLRA only pro-
tects employees and that in its view “only those individu-
als genuinely interested in becoming employees can be
discriminatorily denied that opportunity on the basis of
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their union affiliation or activity; one cannot be denied
what one does not genuinely seek.”%® While this deci-
sion does not mean that union salts are never protected
by the NLRA, it does mean that to be protected they will
have to demonstrate a genuine interest in working for
the employer in addition to their organizing interests.
The NLRB also gave employers another major victory
by placing the burden of proving that a union salt was
genuinely interested in working upon the NLRB’s Gen-
eral Counsel.® This decision is of particular importance
to employers in the construction industry, who routinely
have been targeted by union salts.

Employer Burden in Back Pay Cases Modified

The NLRB announced another major policy change
in St. George Warehouse,*° by relieving employers in back
pay cases from having to prove that an individual failed
to use reasonable care in finding available employ-
ment.*t Under the NLRA, if an employer terminated
an employee or didn’t hire an applicant because of the
individual’s union activity, the affected person is entitled
to recover the amount of pay that he or she otherwise
would have earned from the employer. This “back pay”
is determined in a separate compliance proceeding. Prior
to this decision, the General Counsel of the NLRB had
only to prove the amount of gross back pay the person
would have earned with the employer. The employer
then had the burden to establish an affirmative defense
by proving that the employee failed to mitigate his or her
damages. To show a failure to mitigate, the employer had
to prove both that suitable work was available for the in-
dividual and that the individual failed to use reasonable
efforts to find it. Establishing that the person failed to use
reasonable efforts to find work was historically difficult
in many cases because the employer is not entitled to
conduct discovery prior to the hearing, such as is avail-
able in court cases.

In St. George Warehouse, the NLRB significantly light-
ened the employer’s burden to establish failure to miti-
gate damages. The NLRB ruled that once an employer
shows there were substantially equivalent jobs available
in the relevant area, the burden then shifts to the General
Counsel to prove the individual took reasonable steps to
find work.*2 As a result, employers will be able to raise
the affirmative defense of failure to mitigate merely by
introducing evidence that equivalent jobs were available.
Once the employer shows suitable work was available,
the General Counsel will have the burden to prove that
the person could not find alternative work despite using
reasonable efforts in order for back pay to be awarded.*?
Alternative work often is available within a reasonable
period of time. Hence, this change may substantially
reduce the size of back pay awards that employers face
for violations of the NLRA stemming from terminations
during organizing drives, subcontracting, or relocation of
work.

NLRB Modifies Recognition Bar

In another major departure from established law, the
NLRB in Dana Corp.** modified the recognition bar doc-
trine by holding employees have 45 days after receiving
notice that an employer has recognized a union based on
a card-check majority to file a petition for a decertification
election or to support an election by a rival union.*® It has
been NLRB policy for over 40 years to presume once an
employer recognizes a union that the union continues to
have support from the majority of the employees and to
bar any challenges to the union for a reasonable time after
recognition, typically one year. In Dana Corp., the NLRB
modified this recognition bar doctrine in the situation
where an employer voluntarily recognizes a union based
on a review of union authorization cards, commonly
referred to as a “card check.”#® The NLRB stated that
this change was necessary to provide employees with an
adequate opportunity to exercise free choice in deciding
whether to be represented by a union because of the dif-
ferences between secret ballot elections and card-signing
campaigns.*” The NLRB noted that employees are sus-
ceptible to substantially more group pressure when asked
to sign a union card than when casting an election ballot,
since union elections are supervised by the NLRB and
votes are cast in secret, whereas an employee’s refusal to
sign a union card often is publicized by organizers to his
or her co-workers.*®

As a result of this decision, whenever an employer
recognizes a union based on a card-check majority, the
employer and/or union will now have to notify the
NLRB regional office in writing of the recognition and the
employer must post an official NLRB notice in the work-
place for 45 days. Employees will then have 45 days from
the posting of the notice to file a petition to decertify the
union or to support another union.

The Dana Corp. decision is significantly at odds with
the Employee Free Choice Act*® (EFCA) that died in Con-
gress because although a majority in both Houses sup-
ported its passage, the majority could not muster 60 votes
in the Senate to cut off debate. The ECFA would require
employers to recognize a union based on a card-check
majority, thereby effectively doing away with the cur-
rent election process. If the Democratic Party, which has
sponsored the EFCA, is successful in increasing its Senate
and House majorities in this year’s elections, the EFCA
likely will be on the legislative agenda in 2009. If passed,
the EFCA may be amended to overrule Dana Corp.

Unfair Labor Practice Charges Barred by Releases

In BP Amoco Chem.-Chocolate Bayou,* the NLRB held
that laid-off employees who signed releases as part of a
severance package offered during a reduction-in-force
not only waived their right to file unfair labor practice
charges against the company, but also waived the right
to have charges filed on their behalf by the NLRB’s
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General Counsel %! This case is significant because the
General Counsel has historically taken the position, as

it did in this case, that an employee cannot waive his or
her right to file a charge with the NLRB or to have the
General Counsel file a charge on the employee’s behalf.
In this case, the company was in the middle of a union-
organizing campaign when it announced a reduction-in-
force that affected employees in the proposed bargaining
unit.? The company offered the affected employees a
severance package in exchange for signing a release that
gave up various claims against the company, including
those under the NLRA.2 After the union lost the elec-
tion, it filed unfair labor practice charges challenging the
company’s conduct during the election and alleging that
the company terminated the employees selected for the
reduction-in-force because of their pro-union activity.>
After a hearing, the Administrative Law Judge found that
the company violated the NLRA during the campaign,
but held that the releases barred any challenge to the
employees’ termination. The case was then appealed to
the NLRB.%®

On appeal, the NLRB ruled that under the circum-
stances, the employees’ releases were valid and barred
them from filing charges with the NLRB and also barred
charges from being filed on their behalf.5” In so holding,
the NLRB relied on the following factors: (i) the employ-
ees voluntarily agreed to be bound by the releases; (ii) the
employees were aware of the content of the releases and
knew they were waiving claims against the company; (iii)
there was no evidence of fraud, duress, or coercion; (iv)
the employees had adequate time to consider the releas-
es; (v) the company did not have a history of violating the
NLRA; and (vi) the agreements were reasonable in light
of the alleged violations and the litigation risks presented
because there was a significant risk that the charge was
not meritorious.>® As a result of this decision, employers
should now consider adopting language sufficient to in-
clude claims arising under the NLRA in releases obtained
from employees.

NLRB Allows Employers to Base Discipline on lllegally
Obtained Evidence

In Anheuser-Busch Inc.,%° the NLRB held that the
NLRA does not prohibit an employer from disciplining
an employee for misconduct, even if the evidence of the
misconduct was obtained in violation of the NLRA.®? In
Anheuser-Busch Inc., the company violated the NLRA by
installing hidden surveillance cameras because it did not
first bargain with the union about doing so.8* The camer-
as recorded employees engaging in various forms of mis-
conduct, including taking unauthorized breaks and using
drugs.%?2 The company suspended some employees and
terminated others.®® The union filed an unfair labor prac-
tice charge challenging the company’s actions, claiming
that the company could not rely on the evidence captured

by the cameras because the company’s use of the cameras
was illegal due to the failure to bargain over their installa-
tion, which the NLRB has held is a mandatory subject of
bargaining.®* In its decision, the NLRB noted that § 10(c)
of the NLRA specifically prohibits the NLRB from grant-
ing make-whole relief to employees who are disciplined
“for cause.”® The NLRB had to decide whether illegally
obtained evidence of misconduct can be used to estab-
lish “cause” under the NLRA. In holding that it can, the
NLRB stated that the “meaning of the phrase ‘for cause’
does not include an inquiry into the source of the employ-
er’s knowledge of the misconduct.”® This case is good
news for employers because it will expand the scope of
evidence that employers can rely on in defending unfair
labor practice charges challenging discipline. However,
employers must remember that despite this decision an
arbitrator may nonetheless exclude illegally obtained evi-
dence when deciding if “just cause” exists for discipline
under a collective bargaining contract.
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Terminating Surety and Fidelity Bonds Upon the

Insolvency or Bankruptcy of the Principal
By Bruce W. Hoover, Christopher J. Belter and Joseph M. Hanna

Sureties believe that their risk of exposure significant-
ly increases when a principal becomes insolvent or files
for bankruptcy protection. As a result, sureties oftentimes
seek to terminate their surety or fidelity obligations upon
the principal’s insolvency or bankruptcy. The disposition
and implications of a surety’s bond(s) where the princi-
pal has filed bankruptcy can be difficult to assess since
the Bankruptcy Code! was not necessarily drafted with
specific consideration for surety bonds, but rather the
rights and benefits necessary for debtors and creditors in
general.

This article discusses the issues a surety or fidelity
must analyze in connection with seeking to terminate
its surety and fidelity obligations upon the insolvency
or bankruptcy of its principal. These issues include the
interplay between the rights of a surety or fidelity under
the terms of the applicable bond and the rights of debtors
under the Bankruptcy Code.

Many surety and fidelity bonds give the surety the
right to terminate the bond. Some typical provisions
include the following:

Sample language No. 1. This bond may
be terminated by the surety by written
notice of its intention to do so filed in the
Office of the Labor Commissioner, and
by giving written notice thereof to the
principal in which event the surety’s li-
ability shall terminate at the expiration of
90 days from the date of such filing and
not earlier. However, such termination
shall not relieve the surety of its continual
liability under this bond for obligations
that accrued prior to the effective date of
such termination.

Sample language No. 2. This bond may
be terminated as of and on a specified
date by the surety by and in written
notice of termination delivered to the
director of the Workers’ Compensation
Administration, and given by Certified
Mail to the principal. Such termination
shall not be effective, however, unless
the specified date thereof occurs at least
30 days after the date of such filing and
mailing and not earlier. The liability of
the surety shall nevertheless continue as

the Workers’ Compensation Act arising
out of compensable accidents occurring
prior to the effective date of termination,
subject, however, to termination of all
liability of the surety under this bond,
upon the director’s acceptance of any
acceptable replacement bond or security
from or on behalf of the principal.

Sample language No. 3. Either the princi-
pal or the surety may cancel the obliga-
tion under this bond but such cancella-
tion will only be effective if the surety
mails a notice of such intent to cancel, by
Registered or Certified Mail, with Return
Receipt Requested, to the Commissioner
at least 90 days prior to the cancellation
date specified in the notice. In such event,
the obligations of the surety shall cease at
the close on the cancellation date speci-
fied in the notice as to any future acts,
activities, or failures or refusals to act of
the principal but not as to any acts, activi-
ties, or failures or refusals to act occur-
ring before the close of the business on
such 90th day.

Sample language No. 4. This bond shall
terminate with respect to any employee
on a date specified in a written notice
given by the obligee to the surety, or in a
written notice of at least 30 days given by
the surety to the obligee. In the event of
any termination of the foregoing clause,
the surety shall refund the unearned pre-
mium on demand.

Once a principal files for bankruptcy, a surety has
to any and all obligations of the prin- several issues to evaluate to assess termination of its
cipal as a self-insured employer under bond. Does the bond have provisions for termination?

Each of these provisions enables a surety to terminate
its obligation prospectively upon some form of notice
to the principal and/or obligee. Typically, upon notice
of termination, the obligations of the surety are limited
to obligations that existed or accrued up to the time of
termination. The termination applies to only prospective
obligations. Absent a bankruptcy filing by a principal, the
surety is free to exercise its right of termination. Absent a
specific provision in the bond, the surety has little re-
course to terminate its bond upon the insolvency of the
principal.
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If the bond has provisions for termination, the surety
must then assess what provisions of the bankruptcy
code, if any, impact the ability or procedure of the surety
to exercise its right to terminate. If the bond does not
contain provisions for termination of a bond at any time
on notice, the bankruptcy of the principal may actually
provide the surety with an opportunity or leverage to
terminate the bond or to improve the surety’s position
vis-a-vis the principal.

There are many provisions of the Bankruptcy Code
that come into play with respect to sureties and their
bonds upon the bankruptcy of their principals. For pur-
poses of this article, 88 362, 365 and 541 are considered as
they relate to the rights of a surety and debtor to assume,
reject or terminate a bond. (In addition, 8§ 361, 363, 364,
501, 502, 503, 506, 547, 550, 552, and 553, among oth-
ers, may be relevant to a surety and its bond(s)). Under
§ 362(b) of the Bankruptcy Code (all references herein are
to sections of the Bankruptcy Code, unless otherwise not-
ed), parties are automatically stayed from commencing
any proceeding against the debtor or taking any action
with respect to property of the bankruptcy estate after
the filing of a bankruptcy petition. The question then
posed is whether or not the act of a surety to terminate its
bond constitutes an act in violation of the automatic stay
provisions of 8 362. Practitioners are generally familiar
with the provisions of § 362 of the Bankruptcy Code
which is commonly referred to as the “automatic stay.” In
relevant part 88 362(a)(1) and (3) provide:

A petition filed under . . . this title . . . op-
erates as a stay, applicable to all entities,
of . .. (1) the commencement of . . . pro-
cess . .. or proceeding against the debtor
... 0r?(3) any act to obtain possession

of property of the estate or of property
from the estate or to exercise control over
property of the estate.?

Section 541(a) of the Bankruptcy Code defines prop-
erty of the estate as follows in relevant part:

The commencement of a case under . . .
this title creates an estate. Such estate is
comprised of all the following property,
wherever located and by whomever held
... all legal or equitable interests of the
debtor in property as of the commence-
ment of this case.*

In addition to the benefits of the automatic stay;,
8§ 365 allows debtors to assume or reject certain executory
contracts, and in relevant part §§ 365(a)(c) and (f) provide
as follows:

(a) Except as provided in Sections 765
and 766 of this Title and in subsections
(b), (c) and (d) of this section, the trustee,
subject to the court’s approval, may as-

sume or reject any executory contract or
unexpired lease of the debtor.®

(c) The trustee may not assume or assign
any executory contract or unexpired lease
of the debtor, whether or not such con-
tract or lease prohibits or restricts assign-
ment of rights or delegation of duties,
if—such contract is a contract to make a
loan, or extend other debt financing or
financial accommodations, to or for the
benefit of the debtor. . . .6

(f)(1) Except as provided in subsections
(b) and (c) of this section, notwithstand-
ing the provision in an executory contract
or an expired lease of the debtor, or an
applicable law, that prohibits, restricts

or conditions the assignment of such
contract or lease, the trustee may assign
such contract or lease under paragraph 2
of this subsection.”

(2) The trustee may assign an execu-

tory contract or an expired lease of the
debtor only if—(A) the trustee assumes
such contract or lease in accordance with
the provisions of this section and; (B)
adequate assurance of the future perfor-
mance by the assignee of such contract
or lease is provided, whether or not there
has been a default in such contract or
lease.?

\ery few cases have addressed a surety’s efforts to
terminate its bond after a principal has filed for bank-
ruptcy. In Wegner Farms Co. v. Merchants Bonding Co.,° the
debtor, Wegner Farms Company, filed a voluntary Chap-
ter 11 petition.1° The debtor was a grain dealer licensed by
the State of lowa.!! As part of its requirements to be a li-
censed grain dealer, the debtor had obtained a bond from
Merchants Bonding Company in the penal sum of $25,000
for the benefit of companies buying grain from or selling
grain to the debtor.22 Under lowa law and the terms of the
bond, the bond was to remain in full force and effect until
canceled by the surety.13 At the time of the bankruptcy
filing, the penal sum of the bond was $50,000.1* Bond
premiums were paid on an annual basis, and at the time
of the bankruptcy filing the debtor was not in arrears on
its premium payments.?> Subsequent to the filing of the
bankruptcy petition, Merchants sent a notice of termi-
nation to the debtor notifying the debtor that the bond
would be canceled effective March 17, 1985 and that the
debtor’s grain dealer license would be revoked by opera-
tion of law unless notice of a replacement bond was re-
ceived by the state before that date.® The question before
the court was whether Merchants’ unilateral termination
of the bond post-petition violated the automatic stay.'’
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Citing 8§ 362(a)(1) and 362(a)(3), the court held that
Merchants’ unilateral actions did violate the automatic
stay.’® Specifically, the court found that Merchants’ efforts
to cancel the bond constituted a “proceeding” against the
debtor within the meaning of § 362(a)(1).° The court also
found that Merchants’ notice of cancellation of the bond
violated § 362(a)(3), which prohibits “any act to obtain
possession of property of the estate . . . or exercise control
over property of the estate.”?° With respect to its interpre-
tation of § 362(a)(3), the court noted that § 541(a), defin-
ing property of the estate, is extremely broad in scope.?
The court stated:

The bonding agreement was a valid
contract entered into by Merchants

and Debtor. Even though the payment
obligation ran to the third parties doing
business with Debtor as a grain dealer,
Debtor’s coverage under the bond was a
contractual obligation bargained for by
the debtor and for which it paid valuable
consideration. It defies logic to say that
Debtor as the named principal under
bond and the payer of the premium for
the coverage provided by the bond, had
no legal or equitable interest in the bond-
ing agreement. Quite the contrary, the
Debtor had valuable contractual rights
in the bonding agreement on the date of
filing. Contractual rights constituted tan-
gible property which is included within
the definition of property of the estate.
Consequently Merchants’ unilateral ter-
mination of the agreement postpetition
was an attempt to obtain possession of
property of [sic] estate in controversy of
section 362(a)(3).%

The Merchants court distinguished a series of cases

in which courts had held that surety bonds were not
property of the estate, including In re Apache Construction,
Inc..?® The court in Merchants stated that,

To the extent those cases can be read

as merely holding that a Debtor has no
interest in the penal sums intended for
the benefit of the third party claimants,
this Court passes no judgment. To the
extent, however, these decisions can be
construed as holding that debtor as a
contracting party to the bonding agree-
ment has no legal or equitable interest
in the contract, the Court concludes that
they are incorrect as a matter of law.?*

The court then went on to address Merchants’ argu-
ment that even if the bonding agreement was property
of the estate, it is a financial accommodation of the kind
described in 8 365 which, according to Merchants, al-

lowed Merchants to cancel its obligations under the bond
without seeking relief from the automatic stay.?> Under

8§ 365(e)(2)(B), an executory contract to make a loan or ex-
tend other debt financing or financial accommodations, to
or for the benefit of the debtor, is exempted from the gen-
eral rule which prohibits cancellation or termination of
contracts because of a provision in the contract providing
for termination upon the insolvency or the filing of bank-
ruptcy.?® Executory contracts that are financial accommo-
dations may not be assumed or assigned by the debtor, as
set forth in § 365(c).?” The court noted that while a surety
bond does not fit squarely within the framework of tra-
ditional debt financing, the bond was a financial accom-
modation within the meaning of §§ 365(c) and 365(e).?®
As such, the court stated that a bond cannot be assumed
by a debtor and can be terminated because of a debtor’s
bankruptcy.?® However, the court went on to reason that
even though a bond is a financial accommodation which
could not be assumed by the debtor, the right of termina-
tion in favor of the surety does not allow the surety to
circumvent the provisions of the automatic stay.®° The
only authority cited by Merchants in support of its right
to unilateral termination, which the court did not accept
or agree with, was William Collier’s bankruptcy treatise,3!
which provided in relevant part: “Presumably the auto-
matic stay of section 362, which prohibits a creditor from
terminating or accelerating after the petition, will not ap-
ply to these special kinds of contracts or leases.”??

In Wegner, the decision of the court did not cite or
quote the exact provision of the bond by which Merchants
sent its notice of cancellation. However, it appears the
provision was similar to the provisions first referenced in
this article, which are common for bonds of this nature.
The provisions in bonds of this nature giving the surety
the right of termination are not conditioned upon the
insolvency or bankruptcy of the principal, but rather
convey the unilateral right to cancel at any point in time
without regard to any condition or specific event. Ac-
cordingly, the right of the surety to terminate should
not be impacted by the bankruptcy of the debtor, except
to the extent the surety must first obtain relief from the
automatic stay. The provisions of § 365(e) are limited to
provisions in contracts of financial accommodation which
are conditioned upon the insolvency or bankruptcy of the
debtor. Therefore, bonding companies, such as Merchants
and others, should be free to exercise the notice of cancel-
lation at any time post-petition, subject to seeking relief
from the automatic stay.

Likewise, in Edwards Mobile Home Sales, Inc. v. Ohio
Casualty Insurance Co.,®® the Chapter 11 debtor sought to
enjoin a bonding company, Ohio Casualty, from revok-
ing a surety bond and preventing the state from revoking
the debtor’s license to sell mobile homes.3* In that case
the court held that even though the surety bond issued
to the debtor was a financial accommodation within the
meaning of the Bankruptcy Code, the bonding company
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was required to seek relief from the automatic stay
before terminating the bond.® The court also noted that
the state’s subsequent revocation of the debtor’s mobile
home dealer’s license came within the exception to the
automatic stay for governmental actions taken to enforce
police or regulatory powers.3® In that case, the debtor
filed for bankruptcy protection on January 3, 1990.3’ On
March 26, 1990, Ohio Casualty sent a cancellation notice
of the debtor’s surety bond to the State of Florida.®® The
State of Florida advised the debtor that its license to sell
mobile homes would be revoked unless a replacement
surety bond was secured.® In its decision, the court first
addressed whether Ohio Casualty’s surety bond was a
financial accommodation defined under § 365(c)(2).*° The
Court, citing Wegner, held that the bond was a financial
accommodation and that the surety bond could not be
assumed under the other provisions of § 365.41 With
respect to Ohio Casualty’s right to unilaterally terminate
the bond, the Court agreed with the reasoning in Wegner
and held that Ohio Casualty was not allowed to unilater-
ally terminate the bond, but rather was required to first
seek relief from the automatic stay under § 362.*2 The
court found that Ohio Casualty’s mailing of the cancella-
tion notice was a violation of the automatic stay and set
an evidentiary hearing to determine damages and sanc-
tions under Section 362.4

In In re Adana Mortgage Bankers, Inc.** and in a com-
panion case, In re Adana Mortgage Bankers, Inc.,*® the court
held that the obligation to pay sums of money by the
Government National Mortgage Association (GNMA)
pursuant to various guaranty agreements on the obliga-
tion of Adana Mortgage Bankers, Inc. (Adana) was a
financial accommodation under § 365(c)(2),*¢ and accord-
ingly, GNMA was authorized pursuant to the terms of
the guaranty agreements to terminate them post-
petition.*” The court rejected GNMA'’s argument that
its right to terminate the guaranty agreements relieved
it from the provisions of the automatic stay and held
GNMA in contempt for unilaterally terminating the
agreements post-petition.*® In those cases, GNMA was
financially responsible pursuant to various guarantee
agreements with Adana to pay certificate holders of
mortgage-backed securities if Adana failed to make pay-
ments to them in connection with the mortgage-backed
securities.*® The Court found GNMA'’s guaranty agree-
ment to be a financial accommodation and, therefore, a
non-assumable executory contract.®® Further, pursuant
to 8 365(e)(2), contracts to make financial accommoda-
tions may be terminated upon insolvency, bankruptcy, or
other financial defaults, unlike other types of executory
contracts.>! The provision relied upon by GNMA to ter-
minate its financial accommodation provided the right of
termination upon assignment of the contract.>? Thus, un-
like the facts in Wegner, GNMA's right of cancellation de-
rived from the insolvency and bankruptcy of the debtor.
As a result, it was necessary for GNMA to establish that
the guaranty agreements were executory contracts in the

nature of financial accommodations in order to terminate
the agreements post-petition.

Notwithstanding the many cases holding that bonds
or other guarantees are executory contracts in the nature
of financial accommodations, there are cases which hold
that guarantees and bonds are not executory contracts. In
In re Government Securities Corp.,3 the issuer of a securities
dealer blanket bond sought to have the bond terminated
following the takeover of the debtor by the Securities
Investor Protection Corporation based upon a specific
provision to that effect in the bond.>* The Court found
that the bond was not an executory contract and held that
the automatic termination provision was of no force and
effect under § 541(c)(1)(B)%® of the Code.%®

The Bankruptcy Code does not define an executory
contract. The legislative history of § 365 states that an
executory contract is a contract in which performance
remains due on both sides.%” Some courts and commenta-
tors have articulated the view of an executory contract as
one in which, “[T]he obligations of both the bankrupt and
the other party to the contract are ‘so far unperformed
that failure of either to complete performance would
constitute a material breach excusing the performance of
the other.””’%8 Other courts have analyzed contracts under
an analysis referred to as the “functional” approach. For
example, in In re G-N Partners®® and In re Arrow Air, Inc.,%0
both courts ultimately determined that the test for execu-
tory contracts based upon mutuality of remaining obliga-
tions would be too limiting if literally applied and would
not serve to achieve the goals of the Bankruptcy Code.
Rather, those courts and others as well have adopted
an approach recognizing that the purpose of allowing a
debtor-in-possession to assume or reject an executory con-
tract is to enable a debtor to take advantage of a contract
that will benefit the estate by assuming it or, alternatively,
to relieve the estate of a burdensome contract by rejecting
it. Accordingly, under the “functional” approach, even
though there may be material obligations outstanding
on the part of only one party to the contract, the contract
nevertheless may be deemed executory if its assumption
or rejection would ultimately benefit the estate.

In In re Government Securities Corp., the court deter-
mined that the bond, under either approach, was not
executory.®! Under the “Countryman” approach, since
the premiums on the bond had been paid prior to the
bankruptcy, there were—in the court’s opinion—no
remaining obligations on the part of the debtor which, if
unperformed, could rise to a claim against the estate.5?
Rather, the only obligations remaining on the part of the
debtor were to provide notices of claims.® If the debtor
failed to properly provide notice of claims, the bonding
company would be relieved of its obligations under the
fidelity bond.%* With respect to the “functional” approach,
the court reasoned that since rejection of the bond could
only benefit the bonding company, a finding that the con-
tract was executory would be detrimental to the estate.®
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It is worthwhile to note that the termination provision
relied upon by the bonding company was based upon the
appointment of a receiver for the principal, as opposed

to a unilateral right of termination simply upon notice.
Presumably, a unilateral right of termination would have
been exercisable upon relief from the automatic stay
without regard to the status of the bond as an executory
contract.

Further, the language of § 365(c)(2) that prohibits a
trustee from assuming or assigning an executory contract
that is in the nature of a financial accommodation is with-
out exception. The language is not permissive and does
not allow consensual agreements between the debtor
and the party providing post-petition financing, such
as a surety. In In re Sun Runner Marine, Inc.,% the Ninth
Circuit Court of Appeals held that the express language
of § 365(c)(2) prohibits a debtor and the party providing
the financial accommodation from consensually agreeing
to continue the financial accommodation post-petition.®’
In Sun Runner, Transamerica provided financing to deal-
ers who purchased boats from Sun Runner.®® Under the
terms of the financing arrangement, if the dealer default-
ed, Sun Runner was to repurchase the boat(s) from the
dealer and pay the loan balance owed to Transamerica.®
Sun Runner filed for bankruptcy.”® Transamerica and Sun
Runner agreed to continue the financial arrangement
post-petition and submitted the matter to the bankruptcy
court for approval.”* The bankruptcy court approved the
financial arrangement post-petition.”?> Another lender
objected and the appeal followed.”® On appeal, the court
held that since the financial arrangement was a financial
accommodation as defined in § 365(c)(2), the debtor and
Transamerica were prohibited by § 365(c)(2) from assum-
ing and continuing the financial accommodation under
§ 365.7* Rather, the proper procedure to undertake or
continue post-petition financing is § 364.7

The court in Sun Runner declined to follow the
reasoning in In re Prime, Inc.,’® where the court held that
8§ 365(c)(2) does not prohibit the post-petition assumption
of a financial accommodation contract if both the debtor-
in-possession and the lender wish the contract to be
assumed and continued.”” The court reviewed § 365 and
various other provisions of the Bankruptcy Code permit-
ting a debtor-in-possession to operate a debtor’s business
and to incur debt. The Prime court concluded that it is ap-
parent Congress intended businesses under reorganiza-
tion to proceed in as normal a fashion as possible, noting
that the language of § 365(c)(2) permits the inference that
the debtor-in-possession may assume a contract for debt
financing if the creditor consents.”®

The Sun Runner court also declined to follow the
holding in In re Prime, Inc. that § 365(c)(2) does not pro-
hibit the assumption of a financial accommodation con-
tract if both the trustee and lender wish the contract to be
assumed and continued.” The Prime court had noted that

both the debtor and the lender wished to continue the
accounts receivable financing post-petition as it had been
conducted pre-petition.?° The Sun Runner court went on
to review various general provisions of the Bankruptcy
Code permitting the trustee or the debtor-in-possession
to operate a debtor’s business and to incur debt. And,

as just mentioned, the court concluded that it is appar-
ent Congress intended businesses under reorganization
to proceed in as normal a fashion as possible, noting in
this instance that the language of § 365(c)(2) permits the
inference that the trustee may assume a contract for debt
financing if the creditor consents.8!

While there may be a divergence among courts
regarding the ability of debtors and creditors to continue
financial accommodations post-petition, opportunity
exists for sureties with bonds that do not contain termina-
tion provisions. Specifically, sureties with bonds that do
not contain termination provisions can argue that since
§ 365(c) prohibits a debtor from assuming a financial ac-
commodation, the bond, as a financial accommodation,
cannot be assumed by the debtor and accordingly must
be terminated. The surety may be able to use this leverage
to compel the debtor to allow the bond to be terminated
or to issue a replacement bond as new credit under the
much more favorable terms of § 364.%2

If a surety intends to pursue a strategy of not continu-
ing the bond as a financial accommodation post-petition,
the surety cannot refuse to pay bond claimants or refuse
the obligee’s demand for performance for claims accrued
to the date of the filing of the bankruptcy petition. In
practice, in exchange for keeping a bond in effect, a surety
will request that the debtor provide super priority lien(s)
under § 364. Consequently, it is often in the interests of
debtors to have bonds determined not to be financial ac-
commodations and/or executory contracts. If a surety is
ultimately compelled to seek cancellation of its bond(s)
over the objection of the debtor, given the ramifications to
the debtor’s business and ability to reorganize, such ac-
tion should be undertaken when consensus is impractical
and the surety is otherwise being forced to remain at risk
on behalf of a principal that is either incompetent or not
trustworthy.83

In light of the conflicts among the various bankruptcy
courts and circuit courts of appeal, in evaluating its bond
in a bankruptcy case, any surety should be aware of how
the district or circuit in which the bankruptcy case is filed
treats bonds under §§ 362, 365 and 541.
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Courts Diverge on Whether State Statutes that Bar
Arbitration Are Pre-Empted by the Federal Arbitration Act

By David Elsberg

The Federal Arbitration Act! (FAA) and the decisional
law thereunder reflect a strong federal policy in favor of
arbitration. New York state’s legislature, however, has
enacted certain statutes that prohibit arbitration in spe-
cific circumstances. In situations where both federal and
state law apply, New York’s courts recently have given
divergent answers to the question of whether the FAA’s
pro-arbitration policy should pre-empt more specific state
statutory prohibitions against arbitration.

Nichols

In Nichols v. Washington Mutual Bank,? the court
resolved the conflict in favor of the FAA’s pro-arbitration
policy.? That case arose out of the foreclosure sale of
plaintiff’s co-op apartment.* Plaintiff alleged that defen-
dants engaged in deceptive practices in attempting to
collect on a mortgage loan which resulted in foreclosure.®
Plaintiff had signed a contract with an arbitration clause
stating that “[a]ny controversy or claim arising out of
or relating to this contract, or the breach thereof, shall
be settled by arbitration administered by the American
Arbitration Association or other arbitration resource if
otherwise mutually agreed upon in accordance with
the Commercial Arbitration Rules.”® Plaintiff conceded
that the dispute fell within the scope of that clause,’ but
nevertheless contended that she should not be required
to arbitrate, on the ground that applicable New York state
law prohibited arbitration.®

More specifically, plaintiff argued that the arbitration
clause was void under New York’s General Business Law
§ 399-c.? As the court recognized, this statutory “provi-
sion prohibits mandatory arbitration clauses in contracts
for the sale or purchase of ‘consumer goods’ . . . defined
to include any services intended for the personal, fam-
ily, or household purposes of a consumer.”° The court
assumed for purposes of its decision (without deciding)
that the arbitration clause at hand fell within the scope of
the statutory ban, meaning that it was within the class of
arbitration agreements declared by New York’s legisla-
ture to be “null and void.”!

However, the court held that the FAA’s general policy
in favor of arbitration pre-empted the specific state stat-
ute, reasoning that “[t]his contract, made by facsimile and
wire transfer between a New York citizen in New York
and a Nevada corporation in California . . . is indisput-
ably within the reach of Congress’ power over commerce
... and thus it is covered by the FAA. . . .*? Thus, [assum-
ing the New York statute applies, it] would be directly
preempted by the FAA.”13

Ragucci

The Nichols court diverged from the path of reasoning
followed in the earlier decision in Ragucci v. Professional
Construction Service,** which involved a similar argument
about the same statute. Ragucci involved the construc-
tion of a house in New York.!® The contract included a
broad arbitration clause that covered the parties’ dispute
about architectural services rendered in connection with
the design and construction of the house.'® The property
owner argued that such architectural services should be
deemed to fall within the scope of New York’s General
Business Law § 399-c.1” The Appellate Division, Second
Department, agreed that such services should be deemed
“consumer goods” within the meaning of the statute:

The statute was enacted, in part, to
address abuses uncovered by Federal
Trade Commission inquiries in the 1970s,
which disclosed that ‘pre-commitment
clauses were often not understood by
customers, who then faced the need to
pay significant filing fees under some
clauses, and could be forced to attend
hearings at inconvenient times and places
or forfeit their claims. In certain instances,
industry groups financed programs and
arranged for selection of industry experts
as the arbitrators, a practice often use-

ful in commercial arbitration where both
participants in the dispute are members
of the same segment of an industry or a
balanced panel is provided, but one-sided
in consumer-merchant disputes.” The
Federal Trade Commission’s inquiries
also found that [a]buses, particularly rife
in the home improvement industry, gave
truly voluntary business-consumer arbi-
tration a bad name, and thus led to wide
support for corrective action.!8

The court ruled that the statute should be read to

give effect to New York’s pro-consumer public policy
and therefore to extend to the architectural services.'®
Accordingly, the court held that the arbitration clause
was null and void,? even though it appears it would
have been easy enough to conclude—as the Nichols
court did when examining a similar argument about the
same statute—that the FAA applies and pre-empts New
York’s consumer statute. New York courts have held that
disputes involving buildings located in New York—and
specifically involving construction of buildings in New
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York—involve a type of activity subject to the FAA.?
The U.S. Supreme Court has held that “the FAA applies
to any transaction ‘affecting commerce,” whether or not
there is a ‘substantial effect’ on interstate commerce,”??
and further, that the FAA may apply “in individual cases
without showing any specific effect upon interstate
commerce if in the aggregate the economic activity in
guestion would represent a general practice . . . subject to
federal control.”?

Persuading Courts in Future Cases

Ragucci and Nichols are illustrative of numerous deci-
sions in recent years where the courts have struggled to
reconcile pro-arbitration policy with other state policies,
with results that are sometimes surprising and that have
divided courts. For example, in D’Agostino v. Forty-Three
East Equities Corp.,?* the majority held that New York’s
public policy requires the courts to enforce certain hous-
ing standards and that disputes concerning such stan-
dards are too important to be “left in the hands of an
arbitrator”;?® the dissent, however, contended that New
York’s “public policy favoring arbitration should prevail
on legal, factual and pragmatic grounds.”?

These recent and divergent decisions do not always
give a satisfying answer as to which public policy is “bet-
ter” in a particular circumstance. What these decisions do
make clear is that litigants seeking to enforce arbitration
agreements may be able to invoke pro-arbitration policy
to overcome explicit statutory bans that would otherwise
nullify arbitration pacts. Likewise, litigants seeking to
avoid arbitration may be able to appeal to a court’s view
of what is in the public’s interest to invalidate arbitra-
tion agreements that would otherwise be binding and
enforceable. In future cases we can expect to see litigants
continue to invoke public policy to try to achieve results
that would otherwise appear to be foreclosed.
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Underbanked People in an Overbanked Country

By Clifford S. Weber

It has become axiomatic amongst banking profes-
sionals that, with 8,600 state and federally chartered
commercial banks and thrift institutions operating more
than 90,000 domestic branches,! the United States is
“overbanked.””2 This condition has produced a sustained
trend toward bank and thrift consolidation, driven by the
desire for greater size and its presumed attendant efficien-
cies, increased compliance costs, and other factors.® Some
commentators believe that in the short term, the current
turmoil in mortgage markets, deteriorating credit qual-
ity and decreased profitability will accelerate this trend,*
while others have concluded that the same factors will
decelerate it.> The consensus, though, is that the trend
will continue over the long term.

“The MSB Act expressly recognizes

that money service businesses play an
important role in the financial services
system by delivering products and services
to underbanked communities and urban
customers.“

Living in the shadows of this overbanked, consoli-
dating industry, conducting their business outside the
traditional banking channels, lies a huge population® of
unbanked and underbanked people. For a number of
reasons, including cultural aversion to banks, immigra-
tion status, the need for immediate cash, and the unavail-
ability of bank branch offices, these low- and moderate-
income individuals don’t maintain bank deposit accounts,
borrow money from banks, or use the bank payment
system. Instead, they use alternative financial service
providers, such as money transmitters, payday lenders
and check cashers.’

Check cashers are the primary providers of financial
services in New York’s unbanked communities. The New
York Banking Department licenses, examines and regu-
lates check cashers under Article 9-A of the New York
Banking Law.? At the federal level, they are also subject
to the Bank Secrecy Act® (“BSA”) and the registration,
Suspicious Activity Report!! and Currency Transaction
Report!? filing requirements applicable to money service
businesses,® as administered by the Financial Crimes
Enforcement Network (“FinCen”), an arm of the United
States Treasury Department. As of 2006, there were 200
licensed retail check cashers operating 662 full service
and 280 limited services branches in New York, predomi-
nantly in New York City. In 2006, these licensees cashed

approximately 32 million consumer checks with a face
value of $14.9 billion.**

Check cashers fund their operations with credit lines
extended by commercial banks. The Superintendent of
Bank’s regulations®® require applicants to document such
credit facilities in the amount of $100,000 per licensed
location, as a condition to licensure. In recent years, the
number of banks providing banking services to check
cashers has shrunk to 12, with two of them accounting
for 90 percent of the business. The Banking Department
has identified reputational risk (i.e., perceived money
laundering) and unrecoverable compliance costs as the
primary drivers of this service reduction.!®

The banks’ withdrawal from this business has at-
tracted legislative attention, in large measure because it
threatens the closure of businesses that serve the financial
needs of constituents. On October 4, 2006, the New York
State Assembly Committee on Banks and the Assembly
Committee on Consumer Affairs and Protection held a
public hearing on the issue. U.S. Representative Caro-
lyn B. Maloney, Chair of the Financial Institutions and
Consumer Credit Subcommittee of the House of Repre-
sentatives Financial Services Committee, has introduced
legislation entitled the “Money Services Business Act of
2007”17 (the MSB Act). If enacted into law, this legislation
could encourage banks to return as lenders and thereby
increase banking choices for check cashers and other
money services businesses.

The MSB Act expressly recognizes that money service
businesses play an important role in the financial services
system by delivering products and services to under-
banked communities and urban customers. Significantly,
the MSB Act also acknowledges that the financial regula-
tors’ anti-money laundering (“AML”) and BSA efforts,
while necessary for fighting terrorism, have caused banks
to be law enforcers, which in turn has driven banks away
from money service businesses. Additionally, the MSB
Act notes that as banks withdraw from the business of
lending to check cashers and money transmitters, this
business may be driven underground to unregulated,
unlicensed providers.

To address the problem of bank withdrawal, or
“discontinuance,” the MSB Act creates a safe harbor for
banks. This essentially means that all federally insured
banks may rely on a written certification by the money
service business that it: i) has policies and procedures that
comply with the AML laws and regulations; ii) is licensed
by a state and; iii) is registered with FinCen. Banks that
rely in good faith on a certification will have no responsi-
bility for monitoring the money services business’s AML
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compliance and no liability for its AML violations. The
proposed legislation also imposes civil and criminal pen-
alties for any false statements contained in the certifica-
tions to banks.

“Even if it doesn’t become law, the MSB
Act is a serious first effort towards solving
the bank discontinuance problem, and
hopefully it will generate more dialogue
and congressional action.”

The MSB Act tries to balance the national security
goals of the AML statutes with the financing needs of the
money services industry and its customers. The self-
certification mechanism it uses would, at least in theory,
address the banks’ main complaint, which is that the
government has forced them to police money service
business borrowers. It is unclear whether this legisla-
tion will progress or whether it will attract banks back
into the business if Congress enacts it. Even if it doesn’t
become law, the MSB Act is a serious first effort towards
solving the bank discontinuance problem, and hopefully
it will generate more dialogue and congressional action.
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Coalition for Debtor Education: 2007 Accomplishments

By Barbara Kent

The Coalition for Debtor Education applied the grant
from the New York State Bar Association’s Business Law
Section towards the work we are doing on the Banking
Development District (BDD) program with the New York
City Housing Authority (NYCHA). The BDD is a state-
wide initiative designed to provide access to banking
services for unbanked and underbanked New Yorkers so
that they may become part of the financial mainstream.?
As you already know, in order to become a BDD branch,
a bank must open a branch in an unbanked or under-
banked area.? Additionally, BDD-designated branches are
encouraged to provide financial education to residents.?
Underbanked individuals and communities benefit from
local bank branches with special products and services
that meet their financial needs, thereby helping them
avoid predatory financial products and services.*

The New York City Housing Authority provides
decent and affordable housing in a safe and secure living
environment for low- and moderate-income residents in
all five boroughs.> NYCHA also works to enhance the
quality of life of its residents by offering opportunities to
participate in a multitude of community, educational and
recreational programs, as well as job readiness and train-
ing initiatives.®

Our program consists of two components: 1) conduct-
ing train-the-trainer sessions in which we equip financial
professionals and community leaders from partner insti-
tutions with the tools to teach financial literacy classes,
and 2) organizing and executing teaching sessions in the
NYCHA communities. The objective is to educate spe-
cific age groups—teens, working adults and seniors—on
relevant financial topics. For example, with seniors, we
focus on preventing identity theft, while with teens, we
talk about spending and savings plans.

Initially, the Coalition created a pilot program at
NYCHA locations in the South Bronx, and we have been
using the NYSBA grant, along with funds from other
grantors, to expand the program. Since mid-2007, fol-
lowing the pilot, we used the NYSBA grant to develop
additional materials, conduct three train-the-trainer ses-
sions and help lay the groundwork with local community
organizations and BDD banks on the Lower East Side.

As a result of this groundwork, we will hold 30 end-user
sessions, including some taught in Spanish and Chinese,
during the first quarter of 2008. The sessions are sched-
uled to commence during the first week of February. We
will also plan to conduct eight train-the-trainer sessions
throughout the year.

“Underbanked individuals and
communities benefit from local bank
branches with special products and
services that meet their financial needs,
thereby helping them avoid predatory
financial products and services.”

Our goal is to reach agreements with all banks that
have a BDD branch. In addition, the Coalition and the
BDD banks will work with NYCHA to build on the Bronx
pilot to improve financial education among residents in
NYCHA housing throughout the city.
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4. See William C. Thompson, Jr., New York City Comptroller,
Predatory Lending Program, http://www.comptroller.nyc.gov/
bureaus/ch/pdf/predatory_lending_brochure_04.pdf.
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COMMITTEE REPORTS

Report of the Outgoing Business Law Section
Chair

The Business Law Section had a busy and productive
year to date. Among the highlights:

= The Executive Committee voted unanimously to
give a gift of $10,000 to the Coalition for Debtor
Education, a not-for-profit New York corpora-
tion chaired by Barbara Kent, formerly Deputy
Superintendent of Banks and a frequent speaker
and contributor to Section programs. The Coali-
tion provides financial literacy programs; training
for debtor educators and bank staff in banking
development districts; outreach programs to labor
unions, colleges and law schools to provide fi-
nancial literacy programs; and other measures to
promote the responsible use of credit.

= We also voted unanimously to give $20,000 to the
New York State Bar Foundation, which provides
funding to public interest legal programs in the
state. Both of these gifts came from the Section’s
surplus funds and reflect the strong commitment of
our members to contribute to the public good.

= Our constituent committees continue to be an ac-
tive source of continuing legal education and prac-
tical guidance to business law practitioners around
the state. The reports of the individual committees
appear below.

= We established two new standing committees, Leg-
islative Affairs and Membership. We also revived
our Insurance Committee under the leadership of
Robert Yellen of American Insurance Group as the
Chair.

= The Legislative Affairs Committee, led by Peter
LaVigne of Sullivan & Cromwvell, works actively
with the parent Bar Association to provide input
to the legislative process in areas of concern to our
members. Among the Committee’s achievements
in 2007 was opening a dialogue and gaining the
support of members of the legislature to eliminate
the costly and onerous publication requirement for
establishing a new limited liability company (LLC).

= Led by Andrea Elder-Howell, the Membership
Committee is focused on outreach to new mem-
bers, with an emphasis on enhancing diversity and

encouraging young attorneys to participate in the
Section’s programs. In September the Committee
hosted our Fall Cruise Connection, aimed at intro-
ducing the Section and its work to prospective new
members during a pleasant cruise around New York
Harbor.

= In October we held a successful annual meeting
at the Breakers in Palm Beach, Florida, with CLE
programs focused on corporations, securities law,
project and structured finance, and the legal and
ethical implications of anti-money laundering law.

= Our CLE program at the Association’s Annual
Meeting in January 2008 featured a segment on the
subprime mortgage crisis, co-sponsored with the
Metropolitan Black Bar Association. It was our sec-
ond joint CLE program with the MBBA and we look
forward to building on this promising collaboration.

= The Section remains strong and healthy, with nearly
4,500 members representing every discipline of
business law and every part of the state.

Jim Orband of Hinman, Howard & Kittell became the
Chair of the Section effective January 1, 2008. It was an
honor and a privilege to serve as Chair of the Section dur-
ing 2007. | look forward to continuing to work with Jim
and my colleagues in the Section in 2008.

David L. Glass
Outgoing Section Chair

Banking Committee

The Committee’s meetings have had a number of
substantive presentations, and have included active
participation by representatives of the federal and state
regulatory authorities. In 2007 we featured the following
presentations:

i) Roberta Kotkin, Esq. reported on Watters v. Wachovia
Bank, in which the United States Supreme Court applied
federal preemption principles to uphold the exclusive
visitation rights of the Office of the Comptroller of the
Currency, as the regulator of national banks, over the op-
erating subsidiaries of national banks, even though those
subsidiaries are established under state law; ii) Jacob Za-
mansky, Esg. gave a presentation on subprime mortgage
litigation; iii) Celeste Kaptur, Esq., Regional Counsel for
the Small Business Administration, gave a presentation
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on small business lending; and iv) Lewis Goodman, Esq.,
gave a presentation on workouts and restructuring.

Attendees uniformly found the presentations valu-
able and informative. They also received one hour of CLE
credit. As Chair, | intend to arrange for CLE credit for
all future meetings during my tenure, as a way to both
increase attendance and make the meetings as relevant
and helpful as possible for the members.

Clifford S. Weber
Chair

Bankruptcy Committee

Over 50 lawyers, members of the Bankruptcy and
other committees, attended and joined in meeting and
celebrating the appointment of the three most recent
S.D.N.Y and N.D.N.Y. U.S. Bankruptcy Court Judges
at an early-evening cocktail reception, arranged by the
outgoing Committee Chair, Paul H. Silverman. The op-
portunity to meet the recently appointed judges as well
as other attending judges, in total 7 judges, and the U.S.
Trustee for Region Two was highly appreciated by those
able to attend. In addition, the Committee meeting dur-
ing the Annual NYSBA Meeting was dedicated by the in-
coming Committee Chair Mark Tulis to discussions with
the Hon. Diana Adams, the U.S. Trustee whose authority
includes all of New York state and other federal Region
Two states. The Committee continues to hold events that
allow close contact among its members, the bench and
government administrators in the judicial system in an
atmosphere that allows interaction, camaraderie, and
education otherwise not available. In addition, as and
when appropriate, the Committee receives, thru listserve
web blasts, quick summaries of recent relevant law and
rule changes as well as case law highlights.

In 2008 the Committee will present a basic bankrupt-
cy law CLE course with volunteers from the Committee
freely giving their time to prepare the course book and
to make presentations in Buffalo, Syracuse, Albany, Long
Island, and the City of New York.

Paul H. Silverman
Chair

Consumer Financial Services Committee

Once again, the hottest topics for the Consumer
Financial Services (“CFS”) Committee meetings in 2007
were privacy, identity theft and data security. Incoming
Committee Chair William (Randy) Henrick provided a
reprise and an update of his Privacy, Data Security and
Identity Theft presentation at the Business Law Section’s
Annual Meeting in January. As “America’s fastest grow-
ing crime,” identity theft and the associated issues of pri-
vacy and data security were of interest to many attendees
at the corporate level and to all who attended as consum-
ers. Well done again, Randy!

At the January meeting of the CFS Committee, we
discussed a number of topics currently on the radar
screen for the consumer financial services industry. Phil
Veltre led a discussion on the new Regulation “E” rules
applicable to electronic check conversions; Phil also led a
discussion of a recent home equity line of credit prepay-
ment penalty case; Grace Sterrett gave us an analysis of
the new rate cap for loans to the military and an overview
of the new New York Mortgage Originators law; Warren
Traiger provided an excellent summary of the status of
Nontraditional Mortgage Guidance; and Geoff Rogers
discussed (pre-decision) the preemption issues raised in
Watters v. Wachovia Bank.

The CFS Committee has followed a policy of hav-
ing its prospective attendees determine the topics for
discussion at upcoming meetings. As outgoing Chair, |
encourage members to continue their active participation
in selecting discussion topics and leading those discus-
sions. Beginning January 1, 2008, the CFS Committee
came under the able leadership of incoming Chair Randy
Henrick. As always, the CFS Committee encourages
participation by an even more diverse group of attorneys.
Please contact me, Geoff Rogers, at grogers@hudco.com
or 518.383.9591 if you are interested in attending a meet-
ing or in joining our committee.

Geoffrey C. Rogers
Chair

Corporations Law Committee

At the January 2008 annual meeting, the Corporations
Law Committee met jointly with the Securities Law Com-
mittee and discussed the status of certain pending and
proposed legislation, including amendments to the NPC
law and potential updating of the LLC statute. There were
CLE presentations on Foreign Investment and the Port
Authority of New York/New Jersey and Merging New
York Not for Profit Corporations. The topic of amending
the BCL to permit the adoption of majority election of
directors in the bylaws was raised again, in light of the
ongoing trend to majority election of directors and the
greater flexibility this would give boards of directors, as
opposed to the present requirement of including such a
provision in the certificate of incorporation.

Finally, the recent AirTran case was discussed, in
which the court held that the issue of whether a foreign
corporation was doing business in New York, thereby
giving rise to shareholder inspection rights under the BCL
for New York shareholders of such foreign corporation, is
a matter that should be construed to afford the broadest
relief to New York residents.

Janet T. Geldzahler
Chair
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Derivatives and Structured Products Committee

The mission of the Derivatives and Structured Prod-
ucts Law Committee is to apprise members of develop-
ments in laws relating to the futures and derivatives
markets and to maintain liaisons with trade associations,
industry leaders, and representatives of governmental
and regulatory bodies, such as the SEC, the CFTC, and
the Federal Reserve System. Over the past year, the Com-
mittee has hosted meetings that brought the membership
valuable information and interaction with important
figures directly or indirectly involved in the futures and
derivatives markets. Based on their positive experiences
to date, members are seeking to expand membership by
continuing to refine this mission and by sharing their
experience with colleagues and contacts.

Our Committee meets one day each month, typically
around lunchtime, during which time we have presenta-
tions by members and guest speakers covering a variety
of intriguing topics relating to the futures and derivatives
markets. We also seek out opportunities to prepare com-
ment letters and articles.

If you are interested in joining our Committee,
please contact the New York State Bar Association. When
completing your membership in the Association, be sure
to elect to join the Business Law Section and the Deriva-
tives and Structured Products Law Committee.

llene K. Froom
Chair

Franchise, Distribution and Licensing Committee

The Franchise, Distribution and Licensing Commit-
tee has held three successful events in recent months.

In February, we held a half-day CLE program called
“Franchise Law in New York.” The purpose of the pro-
gram was to introduce franchise law to lawyers who do
not practice in this field on a regular basis, those who
are new to franchising and those seeking an overview of
franchise law and the new FTC disclosure requirements.
Speakers included committee members David Oppen-
heim, Harold Kestenbaum, Richard Rosen and myself, as
well as Joseph Punturo, the Assistant Attorney General
and Franchise Section Chief in the Investor Protection
Bureau of the NYS Attorney General’s Office. Topics in-
cluded The New FTC Rule, Franchise Law in New York,
The Inadvertent Franchisor, Structuring the Franchise
System and Enforcing System Standards.

In January the Committee held a meeting in conjunc-
tion with the Business Law Section’s Annual Meeting.
The topic of the committee meeting was “The State of
Franchising—2008 Economic Outlook and Trends that
Affect Franchising.” The speaker was Darrell Johnson,
the President and Chief Executive Officer of FRANdata.

At the Section Fall Meeting in October 2007, we held
a meeting on the topic “Lost Profits and Lost Business
Value in Franchise Disputes.” The speaker was committee
member Bruce Schaeffer, co-author of Commerce Clearing
House’s book entitled Franchise Regulation and Damages.

The Committee welcomes all suggestions from mem-
bers and inquiries from potential new members. Contact
the Committee Chair at pitegoff@pitlaw.com.

Thomas M. Pitegoff
Committee Chair

Information Technology Law Committee

In 2008, the Information Technology Law Committee
has planned a number of events open to all Business Law
Section members, starting with a CLE program about
user-generated content websites featuring Adeo Ressi, the
founding member of www.TheFunded.com. TheFunded.
com is a community of venture-backed CEOs who anony-
mously post their opinions, stories and deal points about
the VCs and private equity funds who invest in them. The
committee also plans to write and publish about specifi-
cally targeted issues of interest to its members and their
clients.

To be apprised of future events, please sign up for
our email list. You can get on the email list regardless of
whether you have joined the committee. We will consider
you a “prospective member.”

Martin J. Ricciardi
Chair

Insurance Committee

The Insurance Law Committee, which was dormant
for a short while, is being revitalized. We are currently
reviewing priorities and objectives, and developing a stra-
tegic vision for delivering relevance to the Business Law
Section and other Association members. The first part of
that process has involved culling through Association
data on membership preferences and interests. Richard
Martin of the Association is assisting us with that effort.
The second will be a survey designed to test assumptions
about interests, broaden appeal and deliver meaningful
value. The Committee plans to focus on insurance law
and regulation within New York state or which impacts
New York businesses—including the insurance compa-
nies who provide coverage in New York. Product focus
typically extends to commercial lines and property/casu-
alty products, including specialty products like Directors
and Officers Liability, Professional Liability, Employed
Lawyers and Political Risk. As to issues, we expect Gover-
nor Paterson to continue the trend of his predecessor and
keep us quite busy. On January 18, 2008, former Governor
Spitzer hosted the first formal meeting of the Commission
to Modernize the Regulation of Financial Services. Objec-
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tives are lofty, and they could mean a paradigm shift in
financial regulation in New York. We intend to keep our
perspective diverse, and would encourage practitioners
from all backgrounds who have an interest in or are nev-
ertheless forced to contend with insurance issues to feel
welcome to join us. The revitalized committee will serve
as a platform for tracking developments, concentrating
expertise, flagging/considering issues worthy of consid-
eration for proactive response by the Association, and
building CLE programs for our Section and Association
membership. If you are interested in becoming a member
of this committee or would like more information, please
e-mail us at inslaw@nysba.org.

Robert Yellen
Chair

Legislative Affairs Committee

The Legislative Affairs Committee has been estab-
lished as a new standing Committee of the Business Law
Section, effective June 2007. The Committee follows New
York state legislation of interest to the Section and its
constituent practice committees. The Committee reviews
bills being proposed for vote in the state Senate or As-
sembly, provides memoranda in opposition or support
and, where appropriate, meets with legislators or their
staffs about the bills. The Committee will also, if needed,
seek sponsors for proposed bills of interest to the Section.
The Committee has one representative from each of the
substantive committees of the Section.

The Committee’s work is seasonal, following the
legislative calendar, which is busiest from April to June.
In the past year Committee members reviewed a list of
proposed bills that had some likelihood of being reported
out of legislative committee to identify those that should
be opposed or supported. One bill, Senate 2152, was of
special interest to the Corporations Law Committee be-
cause it would have required all New York public corpo-
rations over a certain size to enable remote participation
in shareholder meetings by all shareholders. Although
the Legislative Affairs Committee and the Corporations
Law Committee did not object to a law that would have
permitted corporations to allow remote participation, the
committees objected to a law which would have required
corporations to facilitate remote participation. Informa-
tion obtained from companies providing services in
this area indicated, among other things, that telephone
connections permitting remote participation, including
voting, by potentially thousands of shareholders are not
currently technologically feasible. After meeting with
counsel to Senator Libous, the sponsor of the Senate
bill, to explain the technological and other problems
presented, the Section and the Corporations Law Com-
mittee submitted a memorandum in opposition, drafted
by Janet Geldzahler and reviewed by David Glass and
Peter LaVigne, to the Senate Committee on Corporations,
Public Authorities and Commissions, where the bill had

originated. The bill was not put to the vote of the Senate
and indications are that it will be revised in response to
the comments of the Section.

Peter W. LaVigne
Chair

Membership Committee

The Membership Committee has been established as
a full standing Committee of the Business Law Section, ef-
fective June 2007. The Committee’s mission is to increase
and improve membership in the Business Law Section.
Specifically, the Committee seeks to grow the member-
ship in the Business Law Section by ten percent; retain
existing members and encourage them to become more
active in the work of the Section; promote and improve
diversity among our membership to reflect the society in
which we live and work; and develop a robust mentor-
ing program for young lawyers. We endeavor to reach
our goals by providing lunch and learn seminars to law
students throughout all geographic regions of the state,
developing partnerships with local and minority bar or-
ganizations, and providing venues such as the fall cruise
for networking. On September 17,2007, the Committee
hosted a private evening cruise and reception aboard the
luxury yacht Zephyr to promote networking and intro-
duce non-members to the benefits of joining the Business
Law Section.

Andrea M. Elder-Howell
Chair

Securities Regulation Committee

The Committee on Securities Regulation has contin-
ued its monthly meeting programs, addressing a wide
range of matters of importance to securities law practi-
tioners. Among the topics presented at our recent meet-
ings were electronic proxy delivery, Moody’s reviews of
executive compensation and internal control disclosures,
short sales, “empty voting,” the U.S. Chamber of Com-
merce’s report on U.S. capital markets, the Pink Sheets,
and various SEC rule proposals. In addition, the Commit-
tee submitted a comment letter to the SEC on its proposed
rules regarding the prohibition of fraud by advisers to
certain pooled investment vehicles, and the accredited
investor standards associated with certain private invest-
ment vehicles.

The Committee is currently drafting comment letters
regarding a number of new SEC rule proposals.

Our dinner meetings tend to foster lively discussions,
and afford Committee members an opportunity to discuss
“hot topics” with persons closely associated with those
topics.

Jeffrey W. Rubin
Chair
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