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“These new rules
will significantly
change the
registered offering
process for all
issuers and under-
writers, and
registration on
demand without
SEC review will
be available for
the largest 30
percent of public
companies. "

Latham & Watkins Corporate Department

Securities Act Reform Arrives

SEC Issues Final Rules Adopting Securities Act Reform Measures

Effective December 2005

On July 19, 2005, the Securities and
Exchange Commission released final
rules for its securities offering reform
initiative, which the SEC originally
proposed on November 3, 2004 and
unanimously approved in final form on
June 29, 2005." These new rules,
estimated to take effect in early
December 2005, will significantly
change the registered offering process
for all issuers and underwriters.

The new rules are designed to liberalize
permitted communications, rationalize
liability timing and improve offering
procedures for all issuers. In addition,
registration on demand without SEC
review will be available for the largest
30 percent of public companies. We will
provide you with a detailed analysis of
all of these new rules in a comprehensive
publication in the near future (as we did
when the SEC proposed the new rules).
The purpose of this Client Alert is to
give you the headlines.

In the discussion that follows, you will
find a brief summary of the key
provisions of the final rules relating to:

e registered offerings generally;

e [POs;

e shelf registration statements;

e a newly created special category of
very large issuers known as “well-
known seasoned issuers” (WKSIs); and

¢ additional reporting requirements
under the Securities Exchange Act
of 1934.

New Rules for All Registered
Oiferings

Overhaul of Gun-Jumping
Restrictions

The new rules significantly relax
restrictions on (1) communications
made before the filing of a registration
statement and (2) written
communications during the period
between a registration statement's initial
filing and its effectiveness. Under the
old rules, communications prior to filing
were at risk of being treated as
prohibited offers, and written
communications after filing but prior to
effectiveness were at risk of being
treated as nonconforming prospectuses.
Violations of these restrictions have
historically been referred to as “gun
jumping.”

Under the new rules:

¢ communications by issuers more than
30 days before filing a registration
statement will not be considered a
prohibited offer, so long as the
communications do not reference a
securities offering and the issuer
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takes reasonable steps to prevent
further distribution of the
communication during the 30-day
pre-filing period;

e all issuers will be able to publish
regularly released factual business
information at any time during the
registration process and reporting
companies (other than voluntary
filers) will be able to publish regularly
released forward-looking information
while in registration;

e WKSIs will be able to make pre-filing
offers at any time without violating
gun-jumping restrictions; and

e communications about certain
procedural matters after the filing
of a registration statement will be
expressly permitted, such as the
anticipated schedule for an offering
or instructions on how to open an
account to purchase securities in the
offering.

This new 30-day bright-line approach to
gun-jumping questions, taken together
with the other new permissive safe
harbors, will make life much easier for
all issuers.

Free Writing Prospectuses

Under the new rules, after the filing of
the registration statement, all issuers
and offering participants (other than
certain ineligible issuers)® will be able to
use written or electronic communications
as part of the sale process even if the
communications do not satisfy the strict
rules for prospectuses. These
communications are known as “free
writing prospectuses.”

All free writing prospectuses will be
subject to liability under the antifraud
provisions of the federal securities laws,
including Section 12(a)(2) liability. Free
writing prospectuses will not, however,
be subject to Section 11 liability unless
filed as part of the registration
statement.

Cross-Liability
The rules as proposed raised significant
questions regarding cross-liability issues
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that may arise where one member of the
deal team uses a free writing prospectus
that the other deal team members did
not use. To address these concerns, the
new rules provide that a member of the
deal team (such as one member of an
underwriting syndicate) will not be
liable under Section 12(a)(2) for a free
writing prospectus used by another deal
team member unless the first deal team
member:

e used or referred to the free writing
prospectus in offering or selling the
securities;

e offered or sold securities and
participated in planning for the other
deal team member's use of the free
writing prospectus; or

® is required to file the free writing
prospectus (which for underwriters is
limited to free writing prospectuses
that are "broadly disseminated” on
an unrestricted basis).

It remains to be seen whether these
cross-liability rules adequately address
uncertainty over deal team members’
potential liability for free writing
prospectuses they did not use or prepare.

Filing Requirements
The use of free writing prospectuses
requires:

e filing any free writing prospectus
prepared by or on the behalf of the
issuer;

e filing information provided by and
about the issuer and contained in
anyone else’s free writing prospectus;

e filing any free writing prospectus that
an underwriter or other third party
broadly disseminates (which does not
include distribution via restricted Web
site or via email to customers,
regardless of the number of customers
receiving the email distribution); and

e retaining copies of each free writing
prospectus used and not filed for
three years.

In other words, issuers will be required
to file (1) any written or electronic
information distributed by them that
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constitutes an offer outside the statutory
prospectus and (2) similar materials
distributed by other members of the
deal team, subject to one important
exception. The exception provides that
information “prepared by" someone
other than the issuer merely “on the
basis of” issuer information need not

be filed.’

This exception is likely to give rise to
difficult interpretive issues. It is unclear
how an issuer will distinguish between
its own information and information
prepared on the basis of its information.
For example, it remains uncertain
whether a rating agency report will
necessarily be a free writing prospectus
that would be subject to the filing
requirements and the associated liability
provisions.

Finally, because a free writing
prospectus cannot “conflict with” the
registration statement, we expect that
deal teams will elect to include the
information in a free writing prospectus
in the registration statement in all
marginal cases. As a result, the contents
of any free writing prospectus will likely
end up in the registration statement and
therefore be subject to Section 11
liability in most cases.

Road Shows

Pre-recorded electronic road shows are
considered free writing prospectuses but
do not have to be filed (except in the
IPO context under certain circumstances,
discussed below). In contrast, a real-
time communication to a live audience,
including a road show presentation, is
deemed to be an “oral” communication,
whether via videoconference or
otherwise, and is therefore not a free
writing prospectus and is not required
to be filed.

Term Sheets

With the introduction of free writing
prospectuses, the new rules permit the
use of term sheets in any securities
offering (not just the Rule 434 term
sheets used principally in asset-backed
securities offerings). Although all term
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sheets will be considered free writing
prospectuses, only final term sheets will
need to be filed. An issuer using a term
sheet would have to file the final term
sheet within two days after the date the
terms became final or two days after the
date of first use, whichever is later.

Underwriters

It remains to be seen whether
underwriters will embrace the use of
free writing prospectuses. We expect
that underwriters will seek to have a
significant voice in the decision to
release any free writing prospectus
during the offering process.

We also expect that underwriters will
apply normal due diligence procedures
to any disclosure contained in a free
writing prospectus. For example,
underwriters will likely want to satisfy
themselves that the information
contained in free writing prospectuses is
covered by comfort letters from auditors
and negative assurance letters from
counsel. As a result, it is unclear the
extent to which free writing
prospectuses will be used in a typical
offering to communicate with potential
investors.

Liability at Point of Sale

Under the new rules, information
conveyed to a purchaser only after the
time of the contract of sale will not be
taken into account for purposes of
determining liability for a materially
misleading misstatement or omission
under Section 12(a)(2) or Section
17(a)(2)." Liability under Section 12(a)(2)
or Section 17(a)(2) will thus be assessed
based only upon information conveyed
to investors at or before the time of an
investment decision.

As a result, it will not be sufficient to
deliver an accurate and complete final
prospectus after pricing but prior to
closing. Deal teams will need to
conclude that prospective purchasers
have received all relevant information
before pricing the offering and
confirming orders.
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This change in liability timing
introduces one potential use for free
writing prospectuses that may become
commonplace. When material
developments arise between circulation
of the preliminary prospectus and
pricing, the issuer will need to
communicate the new information to the
market before entering into a contract of
sale for the securities. We would expect
to see free writing prospectuses used
during this period in IPOs, in
conjunction with a pre-effective
amendment to the registration
statement, to correct or update the
information previously provided.

For example, if an issuer's earnings
become available during the road show,
a free writing prospectus could be
circulated to all prospective purchasers
including a copy of the earnings release
or the "recent results" paragraph that
will appear in the final prospectus. This
approach would allow a preliminary
prospectus to be updated by distributing
a few changed pages rather than
recirculating a complete new preliminary
prospectus (and, if the distribution
occurred electronically, the update could
include a hyperlink to the corresponding
pre-effective amendment to the
registration statement). As a result,
underwriters may begin to collect email
addresses as part of their normal road
show procedures to facilitate the
electronic circulation of free writing
prospectuses where necessary.

Issuers using incorporation by reference
can satisfy their updating obligation
simply by filing a Form 8-K or
submitting a Form 6-K including a press
release relating to the material
development. We would expect this
practice to continue for issuers using
Form S-3 or Form F-3.

Incorporation by Reference Into
Form S-1 and Form F-1

The new rules will allow reporting
companies (other than voluntary filers)
that are current in their filings under the
Exchange Act to incorporate previously
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filed Exchange Act reports into
registration statements on Form S-1 and
Form F-1. The SEC is accordingly
eliminating Form S-2 and Form F-2
(which were seldom used).

Prospectus Delivery

The new rules no longer require
physical delivery of a final prospectus.
Filing a final prospectus will satisfy the
delivery requirement, which means that
issuers generally will no longer be
required to print final prospectuses.

New Rules for IPOs

The new IPO rules provide that issuers:

¢ may continue to publish factual
business information that is regularly
released to persons other than in their
capacity as actual or potential
investors, consistent with past practice
and with the same employees making
the communications (which means
that the CEO cannot suddenly start
making statements that lower-level
employees made previously);

e cannot use a free writing prospectus
prepared or paid for by the issuer or
any other offering participant unless a
statutory prospectus accompanies or
precedes the free writing prospectus
(which means that free writing
prospectuses cannot be used in an
IPO until the issuer has filed a price
range), although this requirement can
be satisfied via hyperlink in a free
writing prospectus distributed by
email; and

e must, in any IPO of common equity or
convertible securities, file a copy of
any pre-recorded electronic road
show used in the marketing process
(live road shows are not covered by
this rule) unless the issuer makes at
least one version of a bona fide
electronic road show readily available
to an unrestricted audience (for
example, on its Web site).

As a result, every pre-recorded IPO road
show will have to be either posted to the
issuer's Web site or filed with the SEC.
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We would expect both issuers and
underwriters to ask their counsel (and
perhaps their accountants) to take an
increasingly active role in the review
and preparation of pre-recorded IPO
road show presentations as road shows
become a publicly accessible part of the
liability landscape.

In addition, the new rules supersede a
series of no-action letters, now
withdrawn, that formerly provided the
basis for proceeding with electronic
road shows and contained many
restrictions and conditions that will fall
away under the new regulatory regime.
For example, there will no longer be
any reason to limit the audience of an
electronic road show, to permit the
retransmission of only live presentations
before an audience, to limit viewers to
seeing the road show presentation for a
limited number of times or to prohibit
the printing or copying of the road show.

New Rules for Shelf
Registrations and Takedowns

The new rules contain a number of
innovations designed to modernize the
shelf registration process for all eligible
issuers. These changes will eliminate
previous barriers to the use of shelf
programs and will make shelf
registration significantly more attractive
for all issuers. The shelf rules for WKSIs
are discussed below under “Special
Rules for WKSIs."

The shelf changes available to all
issuers include the following
improvements:

¢ one rule (Rule 430B) now codifies the
information that an issuer may
exclude from its base prospectus in a
shelf registration statement and
include in later filings;

e issuers eligible to use Form S-3 or
Form F-3 may keep a shelf
registration statement in place for
three years and are no longer
required to register only securities
that the issuer intends to offer within
two years or any given time period
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(although the two-year rule remains
in place for shelf registration
statements that are not on Form S-3
or Form F-3);

e restrictions on Rule 415(a)(4) “at-the-
market” offerings will be eliminated
(which means that issuers will be able
to conduct these offerings without
identifying the underwriters in the
registration statement and without
any volume limitation);

e immediate takedowns from shelf
registration statements will now be
permitted, eliminating the prior
restriction against shelf takedowns at
the time of effectiveness;

e issuers eligible for a primary offering
on Form S-3 or Form F-3 may use a
prospectus supplement to:

o make material changes to the plan
of distribution described in the
base prospectus; and

o identify new selling security
holders, provided that the securities
they wish to sell were outstanding
when the registration statement
was filed; and

e issuers may make “fundamental
change"” disclosures via prospectus
supplement, which will eliminate the
cumbersome post-effective
amendment procedures previously
required for such disclosures.

As a result of these changes, the shelf
registration process will be more
streamlined for all issuers and a number
of procedural obstacles to accessing the
public securities markets will be
eliminated.

Special Rules for WKSIs

Some of the most dramatic changes in
the new rules are available only to
WKSIs. These are the select issuers that,
in addition to being eligible for a
primary offering on Form S-3 or Form
F-3, have either:

e $700 million of unaffiliated common
equity float (on a worldwide basis); or

e $1.0 billion in aggregate principal
amount of debt securities registered
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and issued for cash, not exchange, in
the preceding three years.’

Voluntary filers are excluded from the
definition of WKSI since they are not
subject to the full range of investor
protection regulation.

The special benefits afforded to WKSIs
(which represent approximately 30
percent of all listed issuers) include:

e automatic shelf registration (although
issuers that qualify as WKSIs based
on their registered debt will be
limited to registrations of non-
convertible debt unless they have an
unaffiliated common equity float of
$75 million or more); and

e the ability to use free writing
prospectuses at any time (unlike other
issuers, which can use free writing
prospectuses only after filing of a
registration statement).

In other words, WKSIs will be able to
register securities offerings immediately
without SEC review and will be free at
any time to make offers to sell securities
before filing a registration statement
without regard to previously applicable
gun-jumping restrictions.

Automatic Shelf Registration
The new rules will entitle WKSIs to a
significantly more flexible version of
shelf registration under which:

¢ the shelf registration statement will
become effective automatically upon
filing (without any SEC review of the
registration statement);

¢ a WKSI may register an unspecified
amount of securities on its
automatically effective Form S-3 or
Form F-3 registration statement;

¢ less information will be required in
the base prospectus (for example, the
base prospectus may omit the plan of
distribution as well as a description of
the securities, other than identifying
the type or class);

¢ a WKSI may add new classes of
securities and eligible majority-owned
subsidiaries after effectiveness; and
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e filing fees will be structured on a pay-
as-you-go basis, where payment will
be required only at the time of each
shelf takedown.

In other words, WKSIs are being
completely released from the traditional
SEC review process for securities
offerings. However, like all reporting
issuers, WKSIs will continue to be
subject to SEC review of their Exchange
Act filings at least once every three
years. The absence of prior SEC review
in the offering context will be a
particular advantage in structuring
global offerings and should help
eliminate the need to exclude US
offerees from certain transactions.

New Exchange Act Reporting
Requirements

The new rules also require additional
disclosures in Exchange Act reports:

e risk factors will be required as part of
the annual report on Form 10-K or
Form 20-F (and will need to be
updated in Form 10-Q filings);

e accelerated filers and WKSIs must
disclose in their annual reports on
Form 10-K or Form 20-F if, more than
180 days before the end of the fiscal
year to which the Form 10-K or Form
20-F relates, the SEC staff issued
material comments that remain
unresolved at the time of the filing; and

e voluntary filers under the Exchange
Act must disclose their status as such
by checking a box on the cover page
of their periodic reports “for
informational purposes only,” to
indicate that they may cease to file
Exchange Act reports "at any time
and for any reason without notice.”

Conclusion

The world as we know it will change
dramatically this December. Gun-
jumping issues will be more limited and
problems that arise will be easier to
address. Free writing prospectuses will
give issuers an unprecedented ability to
communicate with investors during the
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offering process and, where necessary,
will permit offerings to be updated in
real time without recirculation. Road
shows will likely become publicly
accessible in IPOs. Offerings by WKSIs
will not be subject to SEC review.

To some extent, it remains to be seen
whether the underwriting community
will embrace these new freedoms, not
all of which come without a price. For
example, free writing prospectuses are
subject to liability under Section 12(a)(2)
and Section 17(a)(2), and it is unclear
whether the new rules adequately
address cross-liability for members of
the deal team who are not involved with
a free writing prospectus used by
another deal team member. Free writing
prospectuses could become commonplace
or may be used only in isolated
circumstances.

Taken together, the new rules are
designed to entice issuers back to the
world of registered offerings by making
the process more user-friendly. On the
other hand, the WorldCom case gives
underwriters strong cause to prefer Rule
144 A offerings (since those offerings are
subject only to the general antifraud
provisions of the federal securities laws,
and not Section 11, which was the basis
for liability in WorldCom). It will be
interesting to see which of these two
competing influences will ultimately
predominate.

In any case, the new rules will provide
the most striking changes for the largest
30 percent of listed issuers that will
qualify as WKSIs. They will be released
on their own recognizance and will no
longer be subject to advance
supervision by the SEC. We are looking
forward to an interesting fall and winter
as we all adjust to these important
regulatory changes.
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Endnotes

! Release No. 33-8591, 34-52056 (July 19, 2005),
available at <http://www.sec.gov/rules/final/
33-8591.pdf>. For the proposing release, see
Release No. 33-8501, 34-50624 (Nov. 3, 2004),
available at <http://www.sec.gov/ rules/
proposed/33-8501.htm>. The final rules will
take effect 120 days after publication in the
Federal Register, which typically occurs
approximately two weeks after the SEC
release date. Based on this time frame, the
effective date would be on or about
December 1, 2005.

The free writing prospectus provisions do not
apply to “ineligible issuers,” which include
issuers that (1) are not current in their
Exchange Act reports (other than enumerated
Form 8-K filings); (2) filed for bankruptcy
within the last three years; (3) were, in the
last three years, blank check companies, shell
companies (other than business combination
shells) or penny stock issuers; and (4) fall into
other enumerated categories.

Where the rules require a free writing
prospectus to be filed, the free writing
prospectus does not have to be filed as part of
the registration statement, although the filing
must identify the registration statement to
which the free writing prospectus relates.

The new rules provide that Section 11 liability
will continue to be measured, consistent with
current practice, based upon information
provided at the time of effectiveness or when
the information becomes part of the registration
statement.

In addition to debt securities, the $1.0 billion
threshold will cover any non-convertible
securities other than common equity. Both of
the thresholds for WKSI eligibility will be
measured as of a date within a 60-day window
period (similar to the window used for Form
S-3 and Form F-3 eligibility) of the latest of
the issuer's most recent (1) filing of a shelf
registration statement; (2) amendment to a
shelf for Section 10(a)(3) purposes; or (3) Form
10-K or Form 20-F, if in the last 16 months the
issuer has filed neither a shelf nor a Section
10(a)(3) shelf amendment.
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