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SMALL BUSINESS CAPITAL FORMATION: SEC REGULATORY CHANGES EASE BURDENS ON RAISING CAPITAL

By Lee R. Petillon and Mark T. Hiraide

In mid-2007, the SEC undertook the most pervasive review of its Small Business Capital Formation Regulations since its 1992 Small Business Initiatives.

These amendments, all but one of which (the amendment to Regulation D) have taken effect last year, make comprehensive changes to Rule 144, use of the Form S-3 registration statement, Form D, §12 registration of equity compensation plans, and the reporting scheme for smaller public companies, thereby modernizing and improving requirements for raising capital for private and public companies.  These changes are summarized as follows:

Rule 144/145

The holding period for resales of restricted securities has been reduced generally from the previous holding periods of one and two years to six months and one year.  The new holding periods and other conditions depend on whether the company is a public company subject to the reporting requirements under the Securities Exchange Act of 1934.  For non-affiliates of such companies, the holding period has been reduced from one and two years to six months and one year, and for private and non-reporting companies, from two to one year with no other conditions imposed.

Affiliates of reporting companies may sell after a six month holding period subject to the other conditions of Rule 144 (current information, volume limitations, manner of sale requirements and filing of Form 144).  Affiliates of non-reporting issuers may sell after one year subject to all of the Rule 144 requirements.

Liberalization of Form S-3 

“Smaller Reporting Companies” (those with a public equity float of less than $75 million) with securities listed on a national exchange may now use the Form S-3 registration statement for primary offerings for cash including a shelf registration enabling a smaller reporting company to register an offering in advance of sales and sell securities from time to time.

Smaller Company Reporting Requirements

Under the new system of reporting, Smaller Reporting Companies, formerly called “Small Business Issuers,” will file their SEC reports and registration statements using the same forms as other SEC reporting companies, thereby eliminating the Form SB-2 and Form 10-KSB, and the guidelines in Regulation SB will now be incorporated into Regulation S-K which is applicable to all SEC reporting companies.  A “Smaller Reporting Company” includes (1) those that have a common equity public float of less than $75 million and (2) those with an annual revenue of $50 million or less and no common equity public float.

Exemption for Employee Stock Options

The SEC eliminated the requirement that issuers register employee stock options of more than 500 persons where the company also has more than $10 million in total assets.

Proposed Amendments to Regulation D

The SEC also proposed changes to the private offering exemptions under Regulation D, but these amendments have not been finally adopted.  The proposals would provide greater flexibility for private offerings by:

· Adding a new Rule 507 to Regulation D, which would create a new category of investor “large accredited investor,” individuals with more than $2.5 million in investments or annual income of $400,000 or more (or $600,000 with one’s spouse) in the last two years and an expectation to maintain the same income level in the current year.  Directors and executive officers would also be considered large accredited investors.  Legal entities that have at least $10 million in investments would also qualify as large accredited investors.  The new Rule 507 would permit limited advertising in the form of a general announcement similar to that permitted in California Corporations Code Section 25102(n) and the Model Accredited Investor Exemption promulgated by the North American Securities Administrators Association.
Securities sold pursuant to Rule 507 would be “covered securities” under Section 18(b)(3) of the Securities Act, preempting state regulation except for a notice and fee requirement in each state in which the securities are sold.
· The proposed amendments also revise the definition of “Accredited Investor” under Rule 501 to add investment owned standards to the present standard, which defines an individual accredited investor as a person with $1 million of net worth (including equity in a home) or an annual income of $200,000 (or $300,000 with one’s spouse) in each of the last two years and reasonably expects the same level of income in the current year.

The proposed rule would add as an alternative standard for an Accredited Investor, ownership of investments of at last $750,000 for individuals.   
The proposed Regulation D amendments also reduce the period between offerings for the integration not safe harbor from six months to 90 days.

These newly adopted amendments, and the Regulation D amendments when and as finally adopted, should  significantly reduce regulatory obstacles to small business capital formation.  
The foregoing is a summary of a more extended article that appears in the July/August issue of the Los Angeles Lawyer magazine. The article may be accessed at the website of Petillon Hiraide & Loomis  – www.phlcorplaw.com.
FAIRNESS OPINIONS: Are They Fair?
By Roger D. Loomis, Jr.

Under FINRA Rule 2290 (originally adopted in October 2007 and re-numbered, without substantive change, as FINRA Rule 5150 in December 2008) fairness opinions issued by investment bankers are required to disclose contingent fee conflicts, and also past and future business relationships that might lead to a potential conflict of interest when providing a fairness opinion. 

Fairness opinions are prepared by investment bankers or other experts in the valuation of mergers and acquisitions, and related transactions, and address the question whether the consideration offered in a merger or acquisition is within the probable fair market value range for the target company and is fair to the public stockholders.  Fairness opinions provide the target company’s board of directors with independent advice on a fair purchase price range for their company and become an important defense in the event of subsequent litigation by stockholders in establishing that the board properly met its fiduciary duties and made an informed decision, thus protecting board members from potential personal liability. 
In its release approving (on an expedited basis) Rule 2290, the SEC said that, with the new rule in place, "shareholders will now be made aware of potential conflicts of interest with regard to the existence of contingent compensation arrangements and other material relationships between the [investment banker] and any party to the transaction that is the subject of the fairness opinion."

The Rule obligates member firms of FINRA to comply with the following requirements when preparing and issuing fairness opinions:  

· Rule 2290(a)(1) requires that when a member firm acts as a financial advisor to any party to a transaction that is the subject of a fairness opinion issued by the firm, the member must disclose if the member will receive compensation that is contingent upon the successful completion of the transaction, for rendering the fairness opinion and/or serving as an advisor. 

· Rule 2290(a)(2) requires that a member firm disclose if it will receive any other significant payment or compensation that is contingent upon the successful completion of the transaction.

· Rule 2290(a)(3) requires that member firms disclose any material relationships that existed during the past two years or material relationships that are mutually understood to be contemplated in which any compensation was received or is intended to be received as a result of the relationship between the member and any party to the transaction that is the subject of the fairness opinion. 

· Rule 2290(a)(4) requires that members disclose if any information that formed a substantial basis for the fairness opinion that was supplied to the member by the company requesting the opinion concerning the companies that are parties to the transaction has been independently verified by the member, and if so, a description of the information or categories of information that were verified. 

· Rule 2290(a)(5) requires member disclosure of whether or not the fairness opinion was approved or issued by a fairness committee. 

· Rule 2290(a)(6) requires member firms to disclose whether or not the fairness opinion expresses an opinion about the fairness of the amount or nature of the compensation from the transaction underlying the fairness opinion, to the company’s officers, directors or employees, or class of such persons, relative to the compensation to the public shareholders of the company. 
· Rule 2290(b)(1) requires that any member issuing a fairness opinion must have written procedures for approval of a fairness opinion by the member. 
For more details on the SEC’s and FINRA’s releases approving and adopting the new rule, please visit our website at www.phlcorplaw.com to view full copies of those releases.

THE ENTREPRENEURIAL END GAME: ALTERNATIVE EXIT STRATEGIES

By Lee R. Petillon

When an entrepreneur decides to start a new business, an exit strategy is probably not at the front of his mind.  It is difficult enough to get a new business started to be planning exit strategies at the outset.  However, since a particular exit strategy does affect the strategic alternatives and corporate direction from the outset, it is not a bad idea to start thinking about alternative exit strategies fairly soon.

It is likely that over the years since the founders founded the company, there may be several reasons why they might wish to obtain some liquidity in their estate, including diversification of investment, hedging the risk of a declining company value upon death of one or more of the founders, a desire to provide for estate taxes upon death, and other personal reasons.

An article recently published in “Action Items,” a newsletter of Actuarial Consultants, Inc. of Torrance, attempts to delineate some of the considerations in fashioning an exit, including the following alternatives:

· Individual sale of control

· IPO

· Sale to a financial buyer (hedge fund, LBO, etc.)

· Sale to a strategic buyer

· Recapitalization

· Sale to an ESOP

· Operate the Company as a “cash cow”

· Liquidation

A copy of this article may be obtained from the website of Petillon Hiraide & Loomis LLP – www.phlcorplaw.com 

LANDMARK CASE SETS RULES FOR COVENANTS NOT TO COMPETE

By Roger D. Loomis, Jr.

On August 7, 2008, the California Supreme Court issued its decision in Edwards v. Arthur Andersen, 44 Cal. 4th 937 (2008), which dramatically reaffirmed California’s protection of its citizens’ right to pursue any lawful employment and enterprise, even in competition with a former employer. The Supreme Court held that 1) Section 16600 of the California Business and Professions Code prohibits employee noncompetition agreements unless the agreement falls within a statutory exception, and 2) a contract provision whereby an employee releases “any and all” claims does not encompass nonwaivable statutory protections, such as the employee indemnity protection of Labor Code Section 2802, and accordingly, a general release does not need to include specific reference to non-waivable claims and the traditional language releasing "any and all" claims is enforceable.

The Court’s summary of the facts reveals a pattern not unusual among California employers. In January 1997, Raymond Edwards II, a certified public accountant, was hired as a tax manager by the Los Angeles office of the accounting firm Arthur Andersen LLP. Andersen's employment offer was made contingent upon Edwards' signing a noncompetition agreement, which prohibited him from working for or soliciting certain Andersen clients for a limited period following his termination, and from soliciting any of Andersen’s personnel for a limited period following his termination.

Section 16600 states: “Except as provided in this chapter, every contract by which anyone is restrained from engaging in a lawful profession, trade, or business of any kind is to that extent void.”  The three statutory exceptions permitting enforceable noncompetition agreements in California are noncompetition agreements in connection with the sale or dissolution of corporations (Section 16601), partnerships (Section 16602), and limited liability companies (Section 16602.5).  
Prior to Edwards, it was generally thought by practioners in California that a carefully, and narrowly, drafted noncompetition agreement including a non-solicitation of customers clause would withstand challenge under the “narrow restraint” exception to Section 16600 adopted by the Ninth Circuit, if it involved a limited restriction on competition and left "a substantial portion of the market available to the employee." See Campbell v. Trustees of Leland Stanford Jr. Univ., 817 F.2d 499 (9th Cir. 1987) (preventing use of certain psychological tests); IBM Corp. v. Bajorek, 191 F.3d 1033 (9th Cir. 1999) (restricting work for only one competitor); General Comm. Packaging v. TPS Package 126 F.3d 1131 (9th Cir. 1997) (restricting work for only one customer and related entities introduced through that relationship). Affirming the lower court, the California Supreme Court rejected the Ninth Circuit’s line of cases, and held in Edwards that no "narrow restraint" exception exists under California law.

After Edwards, a noncompetition and customer non-solicitation agreement generally will be held invalid unless it falls under one of the statutory exceptions to Section 16600.  For the time being at least, Edwards does not affect an employer’s right to protect its trade secrets under the judicially created exception to Section 16600 for trade secrets, and California’s version of the Uniform Trade Secrets Act. Despite stating in its Case Summary that it expected to address that exception, the Court ultimately announced in a footnote to its opinion that it had declined to do so. That issue is left to future litigation. Finally, because the Court did not reach the issue of the validity of the "no-raiding" clause prohibiting the solicitation of Andersen employees, those clauses presumably survive the Edwards holding.

The Edwards decision will have an impact on any employer with employees not only in California but in other states and jurisdictions as well. Unlike California, many states enforce “reasonable restraints” on competition by employees. After Edwards, California courts will likely not recognize another state court’s judgment enforcing a noncompete agreement involving a California employee, even where the contract included a choice of law provision favoring the other state’s law. Some commentators predict a “race to the court house” in these situations.

In holding in favor of a strict and undiluted interpretation of Section 16600, the California Supreme Court in Edwards reaffirmed California’s strong public policy providing its citizens the unfettered right to pursue any lawful employment. All the implications of Edwards are not yet fully known but one thing is clear – the decision will result in substantial changes in the drafting and enforcement of noncompete agreements in California. 

For a full discussion of the Edwards case, including the factual background, please click on the following link to our website – phlcorplaw.com.

A WORD ABOUT LEGAL FEES

Legal fees are always an issue for clients; whether they are emerging growth companies or multi-national corporations, they all must carefully husband their limited resources and frugally manage their legal budget.

While our fees are primarily based on the amount of time that we spend on a particular matter, we also factor in our best judgment as to the value of our services.

Our hourly billing rates depend on whether the matter is transactional, securities or litigation, and are always disclosed clearly to the client upfront . 

While hourly rates are important (and ours are extremely competitive compared with those of larger firms who do the same kind of sophisticated corporate and securities work), the total fees for a legal task or a series of related legal tasks is more important, since with our levels of experience (49 years, 35 years and 24 years) we normally spend less time to complete legal tasks as we have likely handled similar matters previously and do not have to climb the learning curve. We also do not rely on the big firms’  “leverage,” i.e., the delivery of legal services by a senior partner, junior partner, senior associate, junior associate and paralegal – which can lead to significantly inflated fees.

Most importantly, our custom is to provide a detailed written fee estimate which we provide when we understand the general nature of the legal work assigned to us.  We attach this fee estimate to our engagement letter, and it details each legal task with a probable range of hours and the fees based on the hourly rates.  This way our clients know the likely cost before we start work.
We have learned over many years that clients value excellent legal services at reasonable rates.  That’s the guarantee we make to our clients every day.
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THE PHL DIFFERENCE:  Our firm focuses its practice on matters related to start-ups and emerging businesses; public and private financings; mergers and acquisitions; formation of corporations, partnerships, limited liability companies, and private equity funds; and complex securities and commercial litigation.

The firm handles matters related to regulatory compliance, enforcement and litigation, from the experienced perspective of former regulators.  In corporate transactions, the firm is a recognized authority having authored texts on financing and alternative finance techniques for early stage companies.

The firm’s partners’ extensive and varied backgrounds, including as counsel to regulatory agencies, as corporate counsel for large corporations as well as start-up companies and as investment bankers and entrepreneurs, allows the firm to offer creative, effective solutions to its clients’ legal matters.  The firm’s partners view their client’s concerns from both a business and legal perspective.

PRACTICE AREAS: Corporate Finance; Securities Regulatory Compliance; Internal Corporate Investigations; Litigation; M&A; Private Equity; Emerging Growth Companies.

    Torrance Office: 21515 Hawthorne Blvd., Suite 1260, Torrance, CA 90503, Telephone (310) 543-0500, Fax (310) 543-0550

    Los Angeles Office: 865 S. Figueroa St., 23rd Floor, Los Angeles, CA 90017-2565, Telephone: (213) 622-0527, Fax (310) 543-0550.

Website:  www.phlcorplaw.com

The contents of this newsletter are not intended to serve as legal advice related to individual situations or a legal  opinion concerning such situations.  Counsel should be consulted for legal planning and advice.
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PETILLON HIRAIDE & LOOMIS TO PARTICIPATE IN BAR CONFERENCE





On Wednesday, February 4, 2009, from 12:30 to 2:30, Mark Hiraide and Roger Loomis will participate at a luncheon meeting of the International Law Section of the Los Angeles County Bar Association at the offices of the Bar Association in Los Angeles, 261 S. Figueroa Street .  The topic of the meeting will be “Structuring International Transactions,” and Mark and Roger will discuss corporate and securities issues along with an outstanding panel of experts who will review finance, tax, accounting and other issues concerning clients engaged in international transactions.   Anyone interested in attending the Seminar should contact Petillon Hiraide & Loomis for registration information, or visit the LACBA website at � HYPERLINK "http://www.lacba.org" �www.lacba.org�.                                                                                                                                                                                              
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