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INTRODUCTION

On April 20, 1978, Governor James A. Rhodes signed into law Amended Substitute Senate Bill 139. This

act represents the first major alteration in the Ohio Securities Act since its passage 50 years ago. Amended

| Substitute Senate Bill 139 (hereinafter ““S.B. 139”) was originally prepared by representatives of the Ohio Bar

| Association. Concurrently, the Department of Commerce prepared what subsequently became House Bill 339

| which was introduced in the House of Representatives. S.B. 139 is a compromise measure which includes
provisions from both H.B. 339 and the original S.B. 139.

In its concern for facilitating the raising of venture capital, the original S.B. 139 focused on increasing the
number of exemptions under the Ohio Securities Act. H.B. 339 characterized as Ohio’s “‘Investors Protection
Act” concentrated on safe-guarding the Ohio investor. The version of S.B. 139 which passed the Ohio General

. Assembly on April 4, 1978, represents an interesting combination of both goals. It creates three new exemp-
" tions from registration under the Ohio Securities Act, provides for registration by coordination, grants the
Division cease and desist powers, and expands its rulemaking authority.

S.B. 139 will become effective on Thursday, July 20, 1978. In May, the Division began its analysis of this
legislation in an effort to prepare itself for these substantive changes. Since that time, the Division has re-
searched developments in related jurisdictions, both state and federal, with regard to similar provisions, has
drafted rules and forms prescribed by the new sections, and has briefed all Division personnel on the practical
workings of the new Act. The Division also met with representatives of the Ohio Bar Association to discuss
its interpretation of the new sections. The purpose of this special edition of the Ohio- Securities Bulletin is to
share with the securities industry in Ohio the Division’s policy with regard to S.B. 139.

This bulletin will focus primarily upon Sections 1707.03(0), 1707.03(Q), 1707.03(U), and 1707.091,
of the Revised Code. Under each of these sections, there is included an explanation of how the statute is to be
interpreted and the rules proposed thereunder. The proposed rules will take some time to move through the
administrative process leading to adoption. Prior to adoption these proposed rules will function as guidelines.

SECTION 1707.091

‘ Registration by coordination allows an issuer to prepare one set of filings. for both the Sccuritics and

‘ Exchange Commission and the Ohio Division of Securities. Copies of documents filed with the. SEC ar¢ merely
filed with the Division of Securities without the issuer having to tailor them to suit, in most instances, Section
1707.09. Documents filed with the Division under Section 1707.091 will be reviewed and evaluated using the
same criteria utilized in evaluating a Form 9. Unlike the exemption provisions of S:B. 139, the Division is
not required to apply federal law to an Ohio filing. In this section its responsibility is to apply Ohio law to a

‘federal filing.




Communication between the issuer and the Division of Securities is basic to the effective utilization of
registration by coordination. The burden is on the issuer to communicate to the Division of Securities, both
orally and in writing, the progress of his filing through the SEC. Without this communication/notification,
the Division will be unable to coordinate its efforts with those of the SEC in processing a registration.

Unlike the Uniform Securities Act, Ohio’s registration by coordination does not permit any security for
which a registration statement has been filed under the Securities Act of *33 to be registered by coordination.
Ohio’s Act confines registration by coordination to:

1. A registration statement filed pursuant to Section 6 of the Securities Act of 33, or

2. A notification form and offering circular filed pursuant to Regulation A of the Rules and Regulations
of the Securities and Exchange Commission.

A. Filings with the Division under Section 1707.091.

The statute provides that in addition to the consent to service of process required by Section 1707.11 of
the Revised Code, the issuer shall file:

1. Three copies of the latest form of prospectus or offering circular,
2. The notification filed with the Securities and Exchange Commission, and

3. An undertaking that all amendments to the federal prospectus, offering circular, notification form, or
other documents filed with the SEC will be filed promptly with the Division of Securities.

This provision also gives the Division authority to require that a variety of other documents be filed with
the above, including all the information filed with the Securities and Exchange Commission. The Division
found that other states having a similar registration by coordination provision have generally required, by
rule, the filing of the documents enumerated in our statute. The Division has proposed the following.

Proposed Rule No. 1 under 1707.091

A registration statement under Section 1707.091 of the Revised Code, shall contain the following infor-
mation and be accompanied by the following documents in addition to the information specified in Section
1707.091(B)(1) and Section 1707.091(B)}(4), and the Consent to Service of Process required by Section
1707.11, unless the Commissioner in a specific instance permits otherwise:

1. A copy of the articles of incorporation and code of regulations or by-laws, or their substantial equi-
valent, as currently in effect.

2. A copy of any agreements with or among underwriters.
3. A copy of any indenture or other instrument governing the issuance of the security to be registered.
4. A specimen or copy of the security.

5. Any other information or copies of any other documents, filed with the Securities and Exchange
Commission.

6. Any other information or copies of any documents required to be filed pursuant to Section 1707.09.
B. Effectiveness of the Registration

A registration statement filed pursuant to Section 1707.091 becomes effective in Ohio after clearance by
the SEC if all of the conditions enumerated in the statute are satisfied.
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1. Condition 1 [1707.091(C)(1)]

a. No stop order is in effect.
b. No proceeding is pending under Section 1707.13
¢. No cease and desist order has been issued pursuant to Section 1707.23

Section 1707.091 does not define stop order nor docs it provide criteria for the issuance of a stop order.
The only exception to the foregoing is for failure to file with the Division the required notice and copies of
the price amendment. Failure to do so gives the Division the authority to enter a provisional stop order
retroactively denying effectiveness until compliance with that provision.

After careful analysis, the Division has concluded that it was not the intention of the legislature to confine
the issuance of a stop order to the failure to notify the Division of the contents of the price amendment and
for failure to timely file the price amendment. The word “notice” is key to a discussion of the criteria for a
stop order. A stop order can be issued for failure to comply with any one of a myriad of notice requirements
under Section 1707.091 and for failure to file the required copies of the price amendment. The statute refers
to filings with the SEC as a “notification” [1707.091(B)(1)], ‘“notification form’ [1707.091(B}(4)].
“notify” and “notice” [1707.091(D)].

The statute provides the following stop order procedure:

1. The Division may enter a provisional stop order retroactively denying effectiveness to the registration
statement or suspending the effectiveness of the registration statement until the issuer complies with
the requirements of the Division,

2. This can be done providing the Division promptly notifies the issuer or the issuer’s representative
either by telephone or by telegram that an order has been entered against it. If by telephone, the
notification must be confirmed either by letter or in a telegram.

3. If the issuer or the issuer’s representative proves compliance with the requirements of the Division
then the stop order is void as of the time it was entered.

4. In any event the registration statement cannot become effective in Ohio until all of the required con-
ditions are satisfied.

Additionally, the Division felt that the issuance of a stop order in relation to a registration was more in
keeping with registration procedures than the institution of proceedings by the Enforcement Section under
either Section 1707.13 or 1707.23. Generally, in reviewing a registration, the Registration Section is
interested in securing all necessary information in order to evaluate a particular offering. The stop orderis a
tool by which the registration process is held up until all the requirements of that process are met. Although
proceedings under either Section 1707.13 or 1707.23 have not been precluded from use during the regis-
tration process, it is nevertheless contemplated that the stop order would be used in some of the same ways
as the stop order provided for in Section 8(d) of the Securities Act of 1933. The Division has combined the
criteria of Section 8(d) of the Securities Act of 1933, of Section 1707.09 of the Revised Code, and of the
new 1707.091 of the Revised Code in drafting its proposed stop order rule, which follows.

Proposed Rule No. 2 under 1707.091

The Division may issue a stop order retroactively denying the effectiveness to the registration statement
or suspending its effectiveness, provided the Division promptly notifies the issuer or its representative by
telegram or telephone, and promptly confirms by letter or telegram, for the following:

a. if it appears to the Division at the time that the registration statement includes any untrue statement
of a material fact or omits to state any material fact required to be stated therein or necessary to
make the statements therein not misleading;




b. if the Division is unable to find that the business of the issuer is not fraudulently conducted, that
the proposed offer or disposal of securities is not on grossly unfair terms, that the plan of issuance
and sale of securities would not defraud or deceive, or tend to defraud or deceive purchasers; or

¢. for failure to provide the notice required by Section 1707.091. For purposes of this provision
“notice’ shall include:

1. all filings made pursuant to Section 1707.091, and
2. all oral or written communications prescribed thereunder.

The stop order shall set forth the reasons for such order. When the issuer has complied with the require-
ments of the Division, the stop order shall cease to be effective.

2. Condition 2 [1707.091(C)(2)]

Another condition which must be met in order for a federal registration statement to become effective in
Ohio is that it be on file with the Division for a specified period of time. The statute sets out 15 days as the
required period. However, the Division by rule may reduce the 15 days to a lesser number. The Division con-
cluded that such a reduction would be inappropriate.

Although it does not take 15 days to review on registration, given the workload of the examiners in the
Registration Section, it may take 15 days to get this registration and to give it the appropriate review. Another
time factor considered was the time required by the SEC to review a registration statement. Technically, it
should only take twenty days for a registration statement to clear the Securities and Exchange Commission.
Additionally, the SEC has the authority to accelerate the effective date of a registration, however that option
is rarely employed. After filing a registration statement with the SEC the issuer usually receives at least one
deficiency letter to which he must respond with either appropriate documentation or amendments to his
filings. Any amendment to a registration statement can start the running of a new twenty day period.

Also, a part of the second condition is the requirement that the issuer will have filed the registration
statement with the Division of Securities within five days of his having filed the registration statement with
the Securities and Exchange Commission. If an issuer does not file his registration statement with the Division
of Securities within five days of having filed it with the SEC, the registration statement must be on file with
the Division for 30 days, rather than the 15 days, before it can become effective in Ohio. Again, the Division,
by rule, may reduce the 30 day period. It is not believed that such a reduction would be appropriate. How-
ever, a rule has been drafted which gives the Commissioner of Securities the authority to, in a specified
instance, reduce the 15 days or the 30 days.

Proposed Rule No. 3 under 1707.091

The Commissioner of Securities may by order in a specific instance permit, pursuant to Section
1707.091(C)(2) and (3), a reduction in the time required for a registration statement and a statement of the
maximum and minimum proposed offering prices and the maximum underwriting discount and commissions
to be on file with the Division, prior to effectiveness, to such shorter period as he may deem appropriate.

3. Condition 3 [1707.091(C)(3)]

In order to comply with Condition 3, an issuer must file with the Division a statement containing the
maximum and minimum prices at which shares could be sold and the maximum underwriting discounts and
commissions to be paid. This information must be on file with the Division for at least two business days
prior to the offering going effective in Ohio. Additionally, the offering must be made within the limitations
set forth in the statement. The statute also provides that the Division, by rule, may reduce the two business
days to a shorter period of time. Again, a reduction would not be in the best interest of either the Division or
Ohio investors. However, the Commissioner has been provided with the authority to reduce the two business
days if it would be appropriate. See Proposed Rule No. 3 under 1707.091.
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4. Condition 4 [1707.091(CX4)]

The fourth condition which must be met before a federal registration can go effective in Ohio relates to a
registration fee. Section 1707.091(B)(5) provides: “a filing fee of $25.00.” Section 1707.091(C)(4) provides:
“The Division has received a registration fee of 1/20th of onc percent of the aggregate price at which the
securities are to be sold to the public in this state, which fec, however, shall in no case be less than twenty-five
or more than five hundred dollars.”

It is assumed that the issuer will pay a twenty-five dollar fee at the time the registration statement is filed
with the Division of Securities. At that time the exact aggregate price would be unknown. Prior to going
effective in Ohio and after the filing of the price amendment, the exact registration fee can be computed and
paid. The issuer will be required to make two separate payments to the Division.

C. Notification of Federal Effectiveness

The issuer has the responsibility for notifying the Division, either by telephone or telegram of the date
and time when the federal registration statement will become effective, and of the contents of the price
amendment. Following this notification the price amendment is to be filed promptly with the Division. Be-
cause the Division felt that a telephone notification could be misunderstood or lost, two actions have been
undertaken to minimize possible errors. All such calls are to be directed to the .091 clerk. Secondly, a rule
has been drafted requiring the issuer to confirm in writing any telephone notification of federal effectiveness
or contents of the price amendment.

Proposed Rule No. 4 under 1707.091

If the issuer or its representative, pursuant to Section 1707.091(D) of the Revised Code, notifies the
Division of Securities by telephone, of the date and time when the offering may otherwise be commenced
in accordance with the rules, regulations and orders of the Securities and Exchange Commission, and of the
contents of the price amendments, if any, it shall promptly, and in any event not later than the first business
day after the day on which the telephone notification was made, confirm the information conveyed in such
telephone notification by letter or telegram.

At the time this notification is given to the Division, the offering should be reviewed to determinc whether
or not it will be possible for the registration statement to go effective in Ohio on the date specified for federal
effectiveness. If it will be impossible for simultaneous effectiveness in Ohio, the issuer will be notified immed-
iately. The notification to the issuer could take the form of a stop order specifying the reasons for the delay
in Ohio.

Section 1707.091(D) provides that despite the federal effectiveness, the registration statement cannot
become effective in Ohio unless it meets all of the conditions specified in the statute (providing none are
waived). Rule No. 3 was drafted to specifically grant the Commissioner of Securities the discretion to reduce
the time requirements of Section 1707.091(C)(2) and (3) in order to limit the authority to waive these pro-
visions to the Commissioner alone. A general provision for waiver on the part of the Division could subject
this provision to considerable abuse.

The last paragraph of Section (D) places the responsibility on the Division of Securities to notify the
issuer if the registration statement is not going to be able to go effective and why not. As indicated earlier
this is the appropriate time for the Division to issue a stop order. If, however, all of the conditions have been
met, and no proceeding is contemplated under either Section 1707.13 or 1707.23 of the Revised Code, the
issuer will be notified. This notification in most cases will be in writing. The statute provides an opportunity
to notify either the issuer or its representative by collect telephone call. In order to reduce the potential for
error, telephone notification will be used only in exceptional circumstances. However, if in certain instances
telephone notification is the method used, a written notification will follow immediately.
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D. Proposed Process for Review of .091 Filing by the Division

Filings made under .091 will go first to the Division’s file room for processing. From the file room, the
filings will be sent to the Registration Section and the .091 clerk. The .091 clerk will prepare a registration
by coordination checklist (an internal document*). The filing will then be delivered to the Registration Super-
visor for assignment to the examiner. The filing is reviewed by the examiner using guidelines applicable to
similar Form 9 filings.

All subsequent filings with the Division pursuant to a particular registration are to be routed first to the
.091 clerk for notation on our checklist. From the .091 clerk amendments etc. will be forwarded to the
reviewing examiner. The examiner will work closely with the .091 clerk in timing .091 syndications with the
issuer. The .091 clerk has the responsibility for verifying, with appropriate Division personnel, that all of the
requirements of 1707.091 have been met in order for the syndication to go effective in Ohio. All notifications
from the issuer should be directed to the .091 clerk. The .091 clerk has the responsibility for notifying the
issuer as to the effectiveness of the registration in Ohio. The .091 clerk for the Division of Securities is Kathy
Veach, area code 614/466-3440.

Sections 1707.14, 1707.20, 1707.23, 1707.41, 1707.43 and 1707 .44

In addition to the primary substantive changes effected in Sections 1707.03 and 1707.091, by S.B. 139,
the new act has significantly amended a number of other sections of the Ohio Securities Act. Following is a
summary of the more noteworthy of those provisions.

1707.14: This section, which establishes the requirement of dealer licensing in paragraph (A), has been
amended only in the exceptions paragraph, (B). Section 1707.14(B)(1) presents an exception to an exception,
bringing under the Division’s licensing authority those sales of securities exempted from registration by
1707.03(0) or 1707.03(Q) where a commission, discount, or other remuneration is paid.

Section 1707.14(B)(4) provides an exception to the licensing requirement where an issuer is selling its
own securities, and the sale is made under a merger, consolidation or combination, or the total number of
Ohio purchasers does not exceed 35. Application of the paragraph will not preclude the need to register or
qualify for exemption from registration, as applicable, but merely releases the selling issuer from the require-
ment of dealer licensing.

1707.20: In terms of the administrative functioning of the Division of Securities, this section may prove
to have the most substantial impact of any of the elements of S.B. 139. Section .20 provides a substantially
wider mandate for discretionary administrative action through a broadened grant of authority for the adop-
tion, amendment, and rescission of rules, forms, and orders. In addition, the Division is authorized to direct,
by rule or order, the format of financial statements, as well as the circumstances under which they are to be
filed and certified, as necessary.

Division action to adopt, amend, or rescind a rule, form, or order may now by predicated upon the deter-
mination of what is necessary or appropriate in the public interest, for the protection of the investors, or in
terms of consistency with the purposes and provisions of the Securities Act. In addition, the Ohio Division is
provided explicit authority to cooperate with its counterparts in other states to achieve maximum uniformity
in state securities procedures wherever appropriate.

1707.23: The enforcement powers of the Division have been substantially augmented by the explicit
grant of authority to issue cease and desist orders and the establishment of procedures for enforcing them.
Although many had presumed that the Division had had such authority all along, the addition of paragraph
(H) to this section provides both substance and definition to the enforcement activity of the Division.

*The registration by coordination checklist is an internal document developed to facilitate the movement of a registration by coordination filing
through the Division of Securities. It enumerates the various time limitations and other statutory requirements which must be met in order for
the registration statement to go effective in Ohio. The .091 clerk has the responsibility for filing in all of the necessary data which verifies the
issuers having complied with 1707.091. It is also used as an internal control device to make certain that the time responsibilities of the Division
are met.
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It should be noted also that the unamended paragraphs of 1707.23 will be employed more broadly than in
past years as the basis for obtaining information with respect to the new exemption and registration formats
in S.B. 139. Forms prepared under the authority of this section have been designated as a “Form 23” and will
not be available, as public information, for general release or review. Information obtained through the
“Form 23” series will remain confidential with respect to the public as the Division’s investigative work

product.

1707.41 & 1707.43: These sections relate directly to rights of individuals in securities litigation rather
than to the authority of the Division. Section 1707.41, which relates to the action available to an individual
who has suffered a loss through reliance on false material statements, has been broadened to include liability
for the omission of material facts as well.

Both sections have been amended to increase the statute of limitations for such private actions from two
years from the date of purchase to four years from date of purchase or two years from the date when the
purchasers knew or had reason to know of the facts giving rise to the action.

1707.44: Here, sales of exempt securities under 1707.03(0), 1707.03(Q), and 1707.03(U) are exempted
from the dealer licensing except where commissions or other compensation is paid in a sale under (O) or (Q).
Language in section 1707.03 also requires licensing where compensation is paid in connection with the sales
of securities under 1707.03(0) or 1707.03(Q).

Section 1707.03(0)
A. The Act

The new exemption created under Section 1707.03(0) is almost completely changed from the old pro-
vision. Unlike the old “3-O’, this section does not exempt the initial sale of voting shares, but it does exempt
from registration the sale of shares to a limited number of purchasers.

The essence of the .03(O) exemption is its limitation on sales to no more than twenty-five purchasers in
a five year period. There is also a limitation on the sale to more than ten purchasers in the first year of the
offering.

Additional provisions include a prohibition on advertising or other communication published in any news-
paper, magazine, or similar medium, or broadcast over television or radio. This prohibition does not restrict
the use of an offering circular delivered to selected individuals. To qualify for the exemption the issuer must
also undertake a reasonable investigation to determine whether the purchaser is purchasing for investment.

Included in this section is the requirement that any commission, discount, or remuneration for sales be
made only to an Ohio licensed dealer or salesman and that such commission be limited to ten percent of the
initial offering price.

The issuer is required to file a notification with the Division of Securities not later than sixty days after
the sale. This report is to contain the name and address of the issuer, the total amount of securities sold under
this exemption, the number of persons to whom the securities were sold, the price at which the securities
were sold, and the commissions or discounts paid or given. In addition, the issuer is to pay a filing fee of
twenty-five dollars.

In adopting this section, the legislature saw fit to define what it considered some important terms. Be-
cause the exemption is limited to twenty-five purchasers, the definition of a single purchaser is necessary to
completely understand the section. A single purchaser is defined in this scction as a “husband and wife, a
child and its parent or guardian when the parent or guardian holds the security for the benefit of the child,
a corporation, a partnership, an association or other unincorporated entity, or joint stock company, or trust,
but only if the corporation, partnership, association, entity, company, or trust was not found for the purposcs
of purchasing the security.” This definition may pose a problem in determining when an entity is formed for
the purpose of purchasing the security, however, the vagueness of this definition is clarified in the proposed
rules.
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