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Introduction 

Going Public in the United States, particularly in a Go Public Direct transaction in which your company 
goes public without and IPO or a reverse merger with a public shell, can help you build your fortune and 
wealth in many ways. 
 

Advantages of Going Public 
 
Going Public in the U.S. Capital Markets Can Facilitate Your Ability to Raise Money 
 
The United States is home to the largest capital markets in the world.  Accessing the U.S. capital 
markets can help you raise money for your company.  However, you can only access this capital if you 
have significant revenues and profits or if you already know people who will invest in your company if 
you agree to go public. 
 
In Chapter 4 of this book, we’ll give you the real story about raising money in the U.S. Capital Markets 
in full compliance with the securities laws, indicating how to keep you out of trouble in the process.   
 
We’ll explore: 
 

• Having others raise money for you 
• Who can legally raise money for you? 
• Avoiding up front payments to people who promise to help raise money for your company. 
• Raising money yourself 

 
Going Public in the U.S. Capital Markets Increases The Value of Your Company and Your Personal 
Wealth 
 
Becoming a public company in the U.S. capital markets may significantly increase the value of your 
company and thus your personal net worth. Sellers of private companies generally sell their business at 
an average of 3 to 5 times net after-tax earnings. Further, many times the seller must finance the 
purchase. Stock of a public company may sell for 10 to 20 times earnings. For example, assume your 
company has annual after tax earnings of $5,000,000. At 5 times earnings, your company’s value would 
be $25,000,000. But finding an all cash buyer at this amount could be quite difficult. As a public 
company, if your stock trades at 15 times earnings, your company’s value would be $75,000,000. 
  
You may read or hear that going public in the U.S. capital markets is an excellent exit strategy for you to 
cash out and make your fortune.  It may be, but not so fast.  First, the SEC has rules that severely limit 
the amount of stock you personally can sell into the market.  Further, you cannot sell lots of your 
securities into the market in any short period of time.  It will screw up your stock price and make your 
investors mad.  The market will worry that your company is in trouble if you start to dump too much of 
your personal stock.   You may have to wait until some other company wants to buy your company buy 
buying your stock.   
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This is a good strategy because, as we discussed above, you have made your stock much more valuable 
and thus can sell at a much higher price by becoming a public company in the U.S. capital markets.  So 
yes, going public in the U.S. capital markets is an exit strategy, but you must think of it as a longer-term 
goal rather than a short-term immediate profit. 
 
Going Public in the U.S. Capital Markets Increases the Prestige and Standing of Your Company 
 
Do not underestimate the importance of the increased prestige and standing you and your company will 
enjoy as a result of successfully going public in the U.S. capital markets.   
 
You will gain prestige by creating a perception of stability. You and other members of management will 
gain significant personal prestige from being associated with a company that successfully goes public in 
the U.S. capital markets.  
 
By going public in the U.S. capital markets, your company can gain additional exposure and become 
better known. This can help in marketing goods and services. Increased credibility may mean increased 
customers and revenues.  This can be helpful if you are in an industry where customers and suppliers 
must make long-term commitments. 
 
Once public, lenders and suppliers may perceive the company as a safer credit risk, enhancing the 
opportunities for favorable financing terms.  
 
Going public in the U.S. capital markets increases your public presence in that you are more likely to 
receive the attention of major newspapers, magazines and periodicals than a private enterprise.  Going 
public in the U.S. capital markets can get your company's story out to the world and open an opportunity 
for potential future customers or strategic partners. 
 
Accomplishing this task will make you stand out above other similar entrepreneurs in your region.  You 
have done something that your competitors and other companies in your region have not.  You may be 
able to leverage this into tax benefits and other incentives from the government.  You may also be able 
to get banks and other lenders to lend you money because of your credibility and prestige.  In addition, 
your publicly traded stock may be more acceptable as collateral to secure loans.  Your increased prestige 
may translate into increased sales or strategic business alliances. 
 
Going Public in the U.S. Capital Markets Help Your Grow Your Company and Increase its Value by 
Facilitating the Acquisition of other Companies 
 
One way to grow your company to a size where it will attract interest from large U.S. institutional 
investors, hedge funds and FINRA broker/dealers is to acquire other businesses.  Why does going public 
in the U.S. capital market help you acquire other businesses? 
 
Because you can pay for the other businesses with your company’s stock rather than your cash, your 
company’s stock becomes an accepted form of currency for acquisitions. 
 
If you are a private company, what owners of other businesses would want your stock as consideration 
for selling their business to you?  You would take another company’s private stock as payment if you 
sold your business.  They won’t either. 
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But go public in the U.S. capital markets and this all changes.  You have prestige and credibility.  Your 
stock trades.  The seller of the business gets the same liquidity that your investors are looking for.  And 
because your stock trades, it is much easier to put a value on it when deciding how much of your stock 
you must pay to acquire another business. 
 
Going Public Can Help You Attract, Retain and Motivate Management and Employees 
 
Attracting and retaining talented management and employees will also help you increase your revenues.  
You can use stock and stock option plans to attract and retain talented management employees.  
 
If you go public in the U.S. capital markets, your stock can be issued as a performance based reward or 
incentive.  This reward is more desirable if the stock has a public market. This market can result in 
liquidity and reward for your company's management employees. A stock plan demonstrates corporate 
good will allows management and employees to become partial owners in the company where they 
work. 
 
Rewarding your management and employees with stock after you go public in the U.S. capital markets 
can lead to increased productivity, morale and loyalty. This type of compensation is a way of connecting 
an employee's financial future to the company's success. 
 

Basic Concepts about the U.S. Capital Markets 
 
Before we begin to explore the topic of Going Public Direct without and IPO, there are some basic 
concepts about the U.S. Capital Markets you need to understand. 
 
U.S. Securities and Exchange Commission 
 
The U.S. Securities and Exchange Commission, or SEC, is the government agency charged with the 
responsibility of overseeing public companies and the U.S. capital markets.  Eventually, you will have to 
deal with the SEC and their laws, rules and regulations. 
 
If you want to sell your stock publicly in the U.S., you must make a filing with the SEC.  This filing is 
called a Registration Statement.  There are all kinds of registration statements.  The one you will pick 
will depend upon how you want to go public.  Registration Statements are governed by the Securities 
Act of 1933.  We will call this the “1933 Selling Stock Act.” 
 
If you file a registration statement with the SEC, you will have to file certain reports with the SEC on an 
on-going basis under the Securities Exchange Act of 1934.  We will call this the “1934 Filing Reports 
Act.”  The principal reports you will be required to file are: 
 

• Form 10-Q:  A quarterly report due after each of the first three quarters of your fiscal year 
containing financial statements reviewed by a qualified CPA firm and certain other limited types 
of information. 

• Form 10-K:  An annual report due after the end of each fiscal year containing all of the 
information required in a registration statement. 

• Form 8-K:  A report required to be filed within days of the occurrence of a major event affecting 
your company. 
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Financial Institution Regulatory Authority or FINRA 
 
The Financial Institution Regulatory Authority, or FINRA, is not a governmental agency.  However, it 
will play an important role in the process in that it is FINRA, not the SEC, that issues stock market 
Ticker Symbols which you need for your stock to trade in the U.S. capital markets. 
 
FINRA is the largest non-governmental regulator for all securities firms doing business in the United 
States. All told, FINRA oversees nearly 5,000 brokerage firms, about 173,000 branch offices and 
approximately 656,000 registered securities representatives. 
 
Created in July 2007 through the consolidation of NASD and the member regulation, enforcement and 
arbitration functions of the New York Stock Exchange, FINRA is dedicated to investor protection and 
market integrity through effective and efficient regulation and complementary compliance and 
technology-based services. 
 
FINRA touches virtually every aspect of the securities business—from registering and educating 
industry participants to examining securities firms; writing rules; enforcing those rules and the federal 
securities laws; informing and educating the investing public; providing trade reporting and other 
industry utilities; and administering the largest dispute resolution forum for investors and registered 
firms. It also performs market regulation under contract for The NASDAQ Stock Market, the American 
Stock Exchange, the International Securities Exchange and the Chicago Climate Exchange. 
 
Free Trading Stock 
 
It is critical in the process that your stock be free trading.  That means stock that can be freely bought 
and sold.  But not all stock is free trading.  U.S. laws and regulations govern whether your stock is free 
trading stock or non-free trading, restricted stock. 
 
In general, if you file a registration statement with the SEC under the 1933 Selling Stock Act, your stock 
will be free trading.  If you don’t file a registration statement, you will be selling your stock in a private 
transaction.  Privately sold stock is not automatically free trading.  It can become free trading under an 
SEC regulation called Rule 144.  In general, under Rule 144, privately sold stock can become free 
trading in six months if your company is a reporting company under the 1934 Filing Reports Act or one 
year if it is not. 
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Chapter 1:  U.S. Capital Markets 

The Primary U.S. Capital Markets 
 
You have seven U.S. capital markets on which you can seek your listing.  They are: 
 

• OTC Markets 
o OTCQX 
o OTCQB 
o OTC Pink. 

 
• OTC Bulletin Board 

• NASDAQ OMX Group  
o NASDAQ Global Select Market 
o NASDAQ Global Market 
o NASDAQ National Market 

• NYSE Euronext  
o NYSE Amex Equities 
o NYSE 

The Pink Sheets and OTC Bulletin Board/OTCQX/OTCQB are called non-listed markets.  The 
remaining markets are called listed markets. 
 

The Difference Between Non-Listed and Listed Trading Markets 
 
Listed trading markets including NASDAQ and the registered exchanges, such as NYSE or NYSE 
AMEX Equities have specific listing and maintenance standards, which are stringently monitored and 
enforced. Companies listed on a stock market have reporting obligations not just to the SEC but also to 
the market itself. Companies trading on a listed market have on-going regulatory relationship with the 
market itself. OTC quotation services including OTCBB, OTCQB, OTCQX and Pink Sheets merely 
facilitate quotation of unlisted securities.  
 
Your stock is technically not “listed” in the OTCBB or any of the three OTC Markets. Your stock is 
merely “qualified for quotation.” 
 
What does this mean?  You can only start the process to a listed market if you are a company with 
significant revenues and profits and you meet all of the other stringent requirements to trade on a listed 
market. 
 
If you an earlier stage company, the process will start on the Pink Sheet or OTC Bulletin 
Board/OTCQB/OTCQX. 
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Differences Between the OTC Bulletin Board and the OTC Markets 
 
Both the Bulletin Board and the OTC Markets show quotations and facilitate trading in OTC securities, 
which in general mean securities that are not listed or traded on NASDAQ or a national securities 
exchange such as NYSE AMEX Equities or the NYSE. However, there are significant differences in the 
two. 
 
OTC Bulletin Board 
 
The OTCBB is displays real-time bid and ask price quotations, last-sale prices, and volume information 
in OTC equity securities.  
 
The OTCBB is a quotation medium for subscribing members, not an issuer listing service, unlike 
NASDAQ or a national securities exchange such as AMEX or the NYSE. 
 
There are no minimum standards such as price, number of shareholders, independent directors, corporate 
governance requirements and the like.  
 
SEC and FINRA rules limit quotations on the OTCBB to the securities of companies that are required to 
file reports with the SEC under the 1934 “Filing Reports” Act and that are current in their reports filed 
with the SEC. 
 
Issuers do not have any filing or reporting requirements with The NASDAQ Stock Market, Inc., or 
FINRA.  
 
NASDAQ has no business relationship with the issuers of securities quoted on the OTCBB. 
 
Investors must contact a broker/dealer to trade OTCBB securities. Investors do not have direct access to 
the OTCBB service.  The OTCBB provides access to more than 3,300 securities and includes more than 
230 participating Market Makers. 
 
OTCQB 
 
The OTCQB Market is essentially the same as the OTC Bulletin Board, just run by a separate 
corporation. 
 
OTCQX 
 
The OTCQX Market has the same requirements as the OTCQB and the OTC Bulletin Board, plus the 
following requirements: 

• Ongoing operations (no shells, blank check or special purpose acquisition companies); 
• A minimum bid price of $0.10 (for preceding 90 business days); 
• The company may not be subject to any bankruptcy or reorganization proceedings; 
• The company must be duly organized, validly existing and in good standing under the laws of 

each jurisdiction in which the company is organized; 
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• At least 50 beneficial shareholders, each owning at least 100 shares of the Company's common 
stock; 

• Ongoing quarterly and audited annual financial reports posted on OTCQX.com, a premier 
website for qualifying companies (SEC Registered issuers can use EDGAR); and 

• Inclusion in the Standard & Poor's Corporation Records or Mergent Manuals (aka Moody's 
Manuals), which satisfies the Blue Sky requirements for secondary transactions in many states, 
together with a list of any other states in which the security is Blue Sky compliant and eligible to 
be sold by brokers in those states; 

• DAD Letter of Introduction upon application process completion and quarterly and annually 
thereafter to OTC Markets Group Inc. confirming that the issuer has made adequate current 
information publicly available and meets the tier inclusion requirements. 

OTC Pink Sheets 
 
The Pink Sheets is a centralized quotation service that collects and publishes market maker quotes for 
OTC securities in real-time. Pink Sheets is neither an SEC Registered Stock Exchange nor a Broker-
Dealer. 
 
What is the primary difference? 
 
Pink Sheets and the OTCBB are competing quotation services for OTC securities. Both are privately 
owned, but by different corporations. 
 
The primary difference between the OTCBB/OTCQB/OTCQX and the OTC Pink Markets is that to be 
quoted on the OTCBB/OTCQB/OTCQX, a company must be required to file reports with the SEC under 
the 1934 “Filing Reports” Act and be current in its reports filed with the SEC. Pink Sheet companies do 
not have to be SEC reporting companies, although some are. 
 
The Next Step:  Moving Up To a Higher Market 
 
Perhaps you can accomplish your goals by remaining on the Pink Sheets or OTCBB/OTCQB/OTCQX.  
But if you can’t, you will need to move up to a higher market.  The following are the primary higher 
markets in the U.S. 
 
NASDAQ OMX Group 
 
The NASDAQ markets are owned by a public company named NASDAQ OMX Group, Inc. It is the 
world’s largest exchange company. It delivers trading, exchange technology and public company 
services across six continents, with over 3,800 listed companies. It offers trading across multiple asset 
classes including equities, derivatives, debt, commodities, structured products and exchange-traded 
funds. NASDAQ originally stood for National Association of Securities Dealers Automated Quotations.  
 
NASDAQ was founded in 1971 as a wholly owned subsidiary of the Financial Industry Regulatory 
Authority, or FINRA (then known as the National Association of Securities Dealers, Inc.). Beginning in 
2000, FINRA restructured and broadened ownership in NASDAQ by selling shares to FINRA members, 
investment companies and issuers listed on The NASDAQ Stock Market.  
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In connection with this restructuring, NASDAQ applied to the SEC to register The NASDAQ Stock 
Market as a national securities exchange. Prior to operating as an exchange, The NASDAQ Stock 
Market operated under an SEC-approved plan that provided a delegation of legal authority from FINRA 
to The NASDAQ Stock Market to operate as a stock market. FINRA fully divested its ownership of 
NASDAQ in 2006, and The NASDAQ Stock Market became fully operational as an independent 
registered national securities exchange in 2007.  
 
In 2006, NASDAQ also reorganized its operations into a holding company structure. As a result, our 
exchange licenses and exchange and broker-dealer operations are held by its subsidiaries.  
 
On February 27, 2008, NASDAQ and OMX AB combined their businesses and NASDAQ was renamed 
The NASDAQ OMX Group, Inc. Prior to the combination, OMX AB owned and operated the largest 
securities marketplace in Northern Europe.  
 
NASDAQ BX Venture Market 
 
NASDAQ has just introduced a new market in May 2011 for Smaller Reporting Companies called the 
NASDAQ Venture Market. 
 
It is for companies with a strong business concept and market potential but because they do not fulfill 
the required financial requirements to list on a national securities exchange.  Its listing requirements that 
are targeted to smaller and earlier stage companies. 
 
While the BX Venture Market has lower financial listing standards than the major national securities 
exchanges, the corporate governance requirements are similar to those required for listing on them. The 
BX Venture Market provides a well-regulated, transparent platform for companies to gain additional 
visibility in the investment community. Further, companies and their shareholders will benefit from 
superior trading technology, as well as a robust portfolio of products and services. 
 
How does the BX Venture Market compare to the NASDAQ Stock Market? 
 
 NASDAQ BX 

Registered under Section 12b of the Exchange Act Yes Yes 

Disclosure of Materials compliant with Reg FD Yes Yes 

Current in Annual and Quarterly Filings with the SEC Yes Yes 

Comply with the Voting Rights Rule Yes Yes 

National Securities Exchange Yes Yes 

Direct Registration Program Yes Yes 

Fully Independent Audit Committee Yes Yes 

Code of Conduct Yes Yes 

Annual Shareholders Meeting Yes Yes 

Sarbanes Oxley and Dodd-Frank Compliant Yes Yes 
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Public Interest Review Yes Yes 

Shareholder Approval for use of Equity Compensation Yes Yes 

National Market System Securities Yes No* 

* Due to BX Venture Market’s lower financial listing standards, securities listed on the BX Venture 
Market will not be classified as National Market System (“NMS”) securities. This means that, the 
unlike the NMS securities listed on NASDAQ, securities listed on the BX Venture Market will not 
be subject to trade-through rules. These rules mandate that when a security is traded in more than 
one venue, transactions may not occur in one market if a better price is offered on another market. 
BX Venture Market listed securities are eligible to be traded on the over-the-counter markets. 
Trades completed in BX Venture Market securities will not be reported to the NMS consolidated 
tape plans.  

Shareholder Approval for Share Issuance Yes No* 

* Companies listed on the BX Venture Market are required to obtain shareholder approval for equity 
compensation. However, they are not required to obtain shareholder approval for other issuances 
of common stock. This differs from the rules applicable to companies listed on NASDAQ, which 
are also required to seek shareholder approval for any stock issuance of 20% or more at a price less 
than the greater of book or market value, any stock issuance that could result in a change of 
control, and certain stock issuances in connection with acquisitions.  

Subject to Trade-Through Rules Yes No* 

* Due to BX Venture Market’s lower financial listing standards, securities listed on the BX Venture 
Market will not be classified as National Market System (“NMS”) securities. This means that, the 
unlike the NMS securities listed on NASDAQ, securities listed on the BX Venture Market will not 
be subject to trade-through rules. These rules mandate that when a security is traded in more than 
one venue, transactions may not occur in one market if a better price is offered on another market. 
BX Venture Market listed securities are eligible to be traded on the over-the-counter markets. 
Trades completed in BX Venture Market securities will not be reported to the NMS consolidated 
tape plans.  

Majority Independent Board Yes No* 

* Companies listed on the BX Venture Market will need to have a fully independent audit committee 
with at least three members. Unlike companies listed on NASDAQ, however, they will not be 
required to have a majority of independent directors on their boards.  

"Blue-Sky" Exemptions Yes No* 

* Securities listed on the BX Venture Market are not exempt from state “blue sky” rules relating to 
the registration of securities under Section 18 of the Securities Act of 1933 and the rules there 
under. Companies listed on the BX Venture Market must therefore satisfy state law registration 
requirements and other state laws that regulate the sale and offering of securities. Furthermore, a 
company listed on the BX Venture Market may not rely on any exemption available to companies 
listed on the former Boston Stock Exchange and will be delisted if they attempt to rely on such an 
exemption. Securities listed on NASDAQ, in contrast, enjoy an exemption from the “blue sky” 
rules.  

  



Williams Securities Law Firm, P.A. Page 12 Going Public Direct     
© 2011,  Michael T. Williams, Esq.  www.GoPublicDirect.com 

Three Larger NASDAQ Markets 
 
NASDAQ operates three primary trading markets in the U.S. on which your securities can be listed:  
 

• NASDAQ Global Select Market is for companies that meet the most stringent initial financial 
listing standards ever set by a stock market. 

• NASDAQ Global Market, formerly the NASDAQ National Market is the market for listed 
companies that do not meet the stringent listing requirement of the Global Select Market. 

• NASDAQ Capital Market, formerly the NASDAQ SmallCap Market, was renamed in 2005 to 
reflect the core purpose of this market, which is raising capital. 

 
NYSE Euronext 
 
NYSE Euronext is the world’s most diverse exchange group. It offers a broad array of products and 
services in cash equities, futures, options, swaps, exchange-traded products, bonds, market data, and 
commercial technology solutions, all designed to meet the evolving needs of issuers, investors, financial 
institutions and market participants. 
 
It is also the world’s leading, most liquid equities exchange group. With more listed issues than any 
other exchange group, trading on NYSE Euronext’s equity markets represents more than one-third of the 
world’s cash equities volume. 
 
NYSE Euronext operates two primary trading markets in the U.S. on which your securities can be listed:  
 

• NYSE—the New York Stock Exchange, or NYSE, is the world’s premier listing venue and the 
largest and most liquid cash equities exchange in the world. As of December 31, 2008, 2,447 
issuers were listed on the NYSE, including a cross-section of large, mid-size and small-cap U.S. 
and non-U.S. companies. These operating companies represented a total global market value of 
approximately $15 trillion, and represented approximately 93% of the publicly traded companies 
that constitute the Dow Jones Industrial Average and 82% of the S&P 500 Index. 

 
• NYSE Amex—NYSE Amex, formerly the American Stock Exchange, became part of NYSE 

Euronext in October 2008 and is the U.S. listing venue for emerging growth companies. As of 
December 31, 2008, 466 companies were listed on NYSE Amex, representing a total market 
capitalization of $124.5 billion. 

 
AMEX 
 
In 1921 the roar of the market activities on the street dictated a move indoors into the building where it 
still resides on Trinity Place in New York City. The Amex was referred to as the New York Curb 
Exchange from 1929 to 1953 when it changed its name to the American Stock Exchange. 
 
For many years the Amex was a marketplace for the securities of companies that could not meet the high 
standards of the New York Stock Exchange. Later, it became an even more respectable exchange as it 
began to introduce its own set of listing requirements for securities and admissions standards for 
members of the exchange. 
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In 1998, the American Stock Exchange merged with the National Association of Securities Dealers 
(NASD), the same organization that manages the NASDAQ stock market. The combined companies, 
however, continued to operate separate exchanges. 
 
In late 2003 the American Stock Exchange regained its independence. After only six years under the 
control of NASD, The Amex Membership Corporation completed an agreement to transfer control of 
the exchange back to its membership. The Amex claims to be the second largest options exchange in the 
world. 
 
NYSE 
 
The history of the New York Stock Exchange begins with the signing of the Buttonwood Agreement by 
twenty-four New York City stockbrokers and merchants on May 17, 1792, outside at 68 Wall Street 
under a Buttonwood tree. In the beginning there were five securities traded in New York City with the 
first listed company on the NYSE being the Bank of New York. 
 
Over the years, the NYSE has continued to grow.  Recently, in 2007, the NYSE Group, Inc. combined 
with Euronext N.V. to create the holding company NYSE Euronext. NYSE Euronext (NYSE/New York 
and Euronext/Paris: NYX) describes itself as "the world ' s largest and most liquid exchange group ... 
[comprised of] six cash equities exchanges in five countries and six derivatives exchanges." 
 

Listing Requirements on the U.S. Capital Markets 
 
OTC Pink Sheets 
 
The Pink Sheets are the lowest entry point into the U.S. capital markets.  This is because they have the 
lowest entry requirements. 
 
However, just because the Pink Sheets have the lowest entry requirements does not mean you 
automatically qualify to enter here.   
 
You may think that any company can be listed on the Pink Sheets.  That is not true.   
 
Getting a Pink Sheet Ticker Symbol on the requires three things:  
 

• You have to have free trading stock. 
• You have to have a sufficient number of non-insider shareholders 
• You have to have a FINRA issue you a Ticker Symbol. The SEC does not issue ticker symbols. 

 
The single biggest impediment to getting a Pink Sheet Ticker Symbol is free trading stock. You are not 
filing a registration statement with the SEC so you don’t automatically have free trading stock. Instead, 
the stock you have previously sold to your shareholders must be free trading. This takes time. Under 
SEC Rule 144, described in detail later in this book, your shareholders do not have free trading stock 
unless they have held their stock for one full year. 
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But having free trading stock isn’t enough. You also have to meet the other FINRA requirements 
described above, specifically:  
 

• Enough free trading shares 
• Enough non-affiliated shareholders 
• No market concentration 

 
The bottom line is this: You must have free trading shares. For the Pink Sheets, this means shares that 
have been held by non-insider shareholders for at least one year.  No one-year non-insider stock, No 
Pink Sheet only “listing.” 
 
There is an alternative: File a full SEC Registration statement with full disclosure and full audit. Wait 
until the end of your fiscal year and file with the SEC to stop being an SEC Reporting company. 
However, this means you must file and clear with the SEC and file Q’s and K’s with the SEC until the 
end of your fiscal year. 
 
OTCBB   
 
A second entry point into the U.S. capital markets is the Over-the-Counter Bulletin Board, or OTCBB 
and the OTC Market’s OTCQB. 
 
Getting a Ticker Symbol on the OTCBB or the OTCQX requires three things:  
 

• You have to have free trading stock. 
• You have to become an SEC reporting company, meaning a company that is required to file 

reports under the 1934 “Filing Reports” Act. 
• You have to have the Financial Institution Regulatory Authority, called FINRA, issue you a 

Ticker Symbol. The SEC does not issue ticker symbols. 
 
Becoming an SEC Reporting Company 
 
Filing a registration statement under the 1933 “Selling Stock” Act. 
 
If you file a registration statement under the 1933 “Selling Stock” Act, you become an SEC reporting 
company by virtue of Section 15(d), which only requires you to file 1934 Act reports on Forms 10-K, 
10-Q and 8-K until the end of the fiscal year in which your 1933 Act registration statement was cleared 
by the SEC. At the end of that year, or any time thereafter, provided you have less than 300 
shareholders, you can terminate your status as an SEC Reporting Company by filing Form 15 with the 
SEC. 
 
However, if you want to continue to have your stock quoted on the OTCBB, you do not want to 
terminate your status as an SEC Reporting Company as to do so will disqualify your stock from being 
able to be quoted on the OTCBB and you will drop to the Pink Sheets. Indeed, you want to assure your 
continued status as an SEC Reporting Company. To do this, you need to file a Form 8-A. When you file 
the Form 8-A, you will be subject to filing all other required reports under the 1934 “Filing Reports” 
Act. 
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Filing a registration statement under the 1934 “Filing Reports” Act. 
 
You can become an SEC reporting company even if you never file a registration statement under the 
1933 “Selling Stock” Act. To do this, you file a Form 10. In fact, Non-Reporting Companies that trade 
on the Pink Sheets can move up to the OTCBB by filing a Form 10. 
 
The Form 10 has virtually identical disclosure requirements as the Form S-1. 
 
In certain circumstances, you may be required to become an SEC Reporting Company and file a Form 
10 even if you do not want to do so. Under Section 12(g) of the 1934 Act, you are required to become an 
SEC Reporting Company if you have more than 500 shareholders and total assets of more than $10 
million.   
 
FINRA Issuing a Symbol 
 
The form submitted to FINRA to obtain a Ticker Symbol is called Form 211 after the SEC Rule 15(c)-
211 upon which the Form is based. 
 
Much of the same information that appears in your SEC filing also goes into the Form 211. 
 
However, FINRA focuses on different information that the SEC.  FINRA does not focus so much on the 
disclosure and the financial statements in your SEC filing.  Instead, FINRA’s primary focus is on: 
  

• How offered and sold all of your stock and whether that process was done in full compliance 
with SEC statutes, rules and regulations.   

• Whether or not your company is a shell company as defined by the SEC.   
 
Thus, in connection with filing of the Form 211 you will be required to submit: 
 

• All documents related to the offering of your securities from the inception of your company, 
including copies of checks and subscription agreement 

• Proof that your company is engaged and in the future continues to engage in a valid business 
activity and is not a shell company. 

• A shareholder list generated by a Transfer Agent. 
 
FINRA also focuses on whether there will be a viable trading market for you stock.  In this connection, 
FINRA wants to know:  
 

• Whether you have enough free trading shares to create a viable market. 
• Whether you have enough non-affiliated shareholders to create a viable market.  
• Whether your share ownership is concentrated in a few individuals, even if you have enough 

shareholders to create a viable market.  
 
Unlike the SEC, which through Regulation S-K tells you with some specificity what you need to 
disclose, FINRA doesn’t tell you anything.  But practitioners will tell you that in general, FINRA will 
accept the following: 
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• Enough free trading shares:  Estimates range from approximately 300,000 to 500,000, minimum. 
• Number of non-affiliated shareholders:  Estimates range from approximately 30 to 50, minimum. 
• Market concentration:  Estimates are that if 10% or less of your non-affiliated shareholders own 

approximately 90% of the free trading shares, you have unacceptable market concentration, but 
this is even more subjective than the first two points above. 

 
Filing the Form 211:  The Role of the Market Maker 
 
Only a Market Maker can file the Form 211.  Only the market maker can communicate with FINRA 
concerning the Form 211 filing. 
 
One of the most commonly misunderstood players in a going public transaction is a Market Maker.   
 
A "market maker" is a firm that stands ready to buy and sell a particular stock on a regular and 
continuous basis at a publicly quoted price. You'll most often hear about market makers in the context of 
the NASDAQ OTC markets. Many OTC stocks have more than one market maker.  Market makers 
generally must be ready to buy and sell at least 100 shares of a stock they make a market in. As a result, 
a large order from an investor may have to be filled by a number of market makers at potentially 
different prices. 
 
Market makers also file Form 211 with FINRA to obtain a ticker symbol. 
 
There are many things Market Makers do not do, the primary of which are: 
 

• They do not promote your stock. 
• They do not raise money for you. 

 
Transfer Agents 
 
Companies are required to have a stockholder list certified by a Transfer Agent for the FINRA 211 
listing application. 
 
Here’s what Transfer Agents do: 
 

• Keep a current list of all your stockholders. 
• Process the paperwork when people buy or sell your stock. 

 
Transfer Agents are regulated by the SEC and must comply with numerous regulations. 

Additional Listing Standards For The OTC Markets OTCQX 
 
The OTCQX has the following listing standards in addition to the OTCBB and OTCQB: 
 

• Ongoing operations (no shells, blank check or special purpose acquisition companies); 
• A minimum bid price of $0.10 (for preceding 90 business days); 
• The company may not be subject to any bankruptcy or reorganization proceedings; 
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• The company must be duly organized, validly existing and in good standing under the laws of 
each jurisdiction in which the company is organized; 

• At least 50 beneficial shareholders, each owning at least 100 shares of the Company's common 
stock; 

• Ongoing quarterly and audited annual financial reports posted on OTCQX.com, a premier 
website for qualifying companies (SEC Registered issuers can use EDGAR); and 

• Inclusion in the Standard & Poor's Corporation Records or Mergent Manuals (Moody's 
Manuals), which satisfies the Blue Sky requirements for secondary transactions in many states, 
together with a list of any other states in which the security is Blue Sky compliant and eligible to 
be sold by brokers in those states; 

• DAD Letter of Introduction upon application process completion and quarterly and annually 
thereafter to OTC Markets Group Inc. confirming that the issuer has made adequate current 
information publicly available and meets the tier inclusion requirements. 

 
Additional Listing Standards For NASDAQ, NYSE, AMEX, Equities and NYSE 
Markets 
 
It is one thing to want to move up to a higher market, however it is quite another to be able to do so. 
 
If you want to move up to a higher market, you must be able to meet the qualifications that these 
markets have for listing your company. 
 
There are both quantitative and qualitative standards for listing on these higher markets. 
 
Quantitative 
 
The numerical or quantitative listing requirements are in the following areas:  

• Stockholders’ equity 
• Market value of publicly held shares 
• Operating history 
• Market value of listed securities 
• Net income from continuing operations 
• Publicly held shares 
• Bid price 
• Shareholders (round lot holders) 
• Market makers 

 
Qualitative 
 
In addition to meeting the minimum numerical standards listed above, there are other subjective factors, 
which are considered. The company must be a going concern or be the successor to a going concern. 
 
These markets have broad discretion regarding the listing of a company. They may deny listing or apply 
additional or more stringent criteria based on any event, condition, or circumstance that makes the 
listing of the company inadvisable or unwarranted in the opinion of the Exchange. Such determination 
can be made even if the company meets the standards set forth above. 
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The primary subjective factors considered are: 
 

• Nature of a company's business.  
• Market for its products. 
• Reputation of its management. 
• Historical record and pattern of growth. 
• Financial integrity and going concern. 
• Demonstrated earnings power. 
• Future outlook. 
• Required corporate governance procedures. 

 
The required corporate governance procedures relate to:  

• Distribution of annual and interim reports 
• Board requirements 
• Independent Directors 
• Executive Sessions 
• Compensation and Nominating Committees 
• Audit Committees 
• Shareholder Meetings 
• Annual Meeting 
• Quorum 
• Solicitation of Proxies 
• Conflicts of interest 
• Shareholder approval 
• Code of conduct 
• Voting rights 

 
If you are thinking to yourself, “Wow, that’s a lot of requirements,” you are absolutely right.  Moving up 
to a higher exchange is no simple task.  It requires a lot of work and maybe some significant changes in 
the way you operate your business. 
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Chapter 2:  Basic SEC Laws, Rules and Regulations 

Private Placements:  Selling Your Stock without Filing a 
Registration Statement with the SEC 
 
The alternative to filing an SEC registration statement is to sell the shareholders you need your stock in 
a transaction in which you do not file a registration statement with the SEC.  This transaction is called a 
Private Placement.  Private Placements in the U.S. are done under and SEC regulation called Regulation 
D.  Private Placements outside the U.S. are done under and SEC regulation called Regulation S.   
 
Regulation D Private Placements 
 
The SEC promulgated Regulation D to tell you how you can conduct an unregistered offering without 
violating federal securities laws. 
 
Regulation D is divided into nine parts, as follows: 
 

• Preliminary Notes 
• Rule 501 -- Definitions and Terms Used in Regulation D 
• Rule 502 -- General Conditions to Be Met 
• Rule 503 -- Filing of Notice of Sales 
• Rule 504 -- Exemption for Limited Offers and Sales of Securities Not Exceeding $1,000,000 
• Rule 505 -- Exemption for Limited Offers and Sales of Securities Not Exceeding $5,000,000 
• Rule 506 -- Exemption for Limited Offers and Sales Without Regard to Dollar Amount of 

Offering 
• Rule 507 -- Disqualifying Provision Relating to Exemptions Under Rule 504, Rule 505 and Rule 

506 
• Rule 508 -- Insignificant Deviations from a Term, Condition or Requirement of Regulation D  

  
The three types of private placements are done under Rules 504, 505 and 506.  Your initial task is to 
select which of the rules, 504, 505 or 506, you want to utilize for your placement. In order to do that, 
you must first understand how Reg. D works. 
 
What you can and cannot do in a Reg. D offering. 
 
Rule 502 is the guts of Regulation D. It tells you:  
 

• The information you must include in your Private Placement Memorandum, the equivalent of a 
Prospectus for a private placement – This is detailed under the description of Rules 504, 505 and 
506, below. 

• The number of investors you may have in your Private Placement 
• The limitations on the way you can locate investors and offer and sell your stock in a Private 

Placement. – This is detailed under “General Advertising and Solicitation,” below. 
• How two private placements that you think are separate offerings can be combined leading you 

to bust the exemption. – This is detailed under “Integration of Multiple Private Placements,” 
below. 
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• Resale limitations on shares sold in your Private Placement. – This is detailed in a separate 
section on Resale of Restricted Securities, below. 

 
Limitations on the number of investors 
 
Rules 505 and 506 limit the number of investors to 35 investors who are not “Accredited Investors.” 
Rule 504 does not have this limitation. However, state “Blue Sky” laws effectively impose the same 
limitations even if you choose a Rule 504 Private Placement. 
 
To make this count accurately and assure you don’t violate Reg. D by going over the number of allowed 
investors, you must understand what an Accredited Investor is:  
 

• Accredited Investor – There are many classification of the term Accredited Investor. Those used 
most often are:  

o Any natural person whose individual net worth, or joint net worth with that person's 
spouse, at the time of his purchase exceeds $1,000,000. 

o Any natural person who had an individual income in excess of $200,000 in each of the 
two most recent years or joint income with that person's spouse in excess of $300,000 in 
each of those years and has a reasonable expectation of reaching the same income level in 
the current year. 

 
There are other types of investors that are also excluded in the count, most often any relative, spouse or 
relative of the spouse of a purchaser who has the same principal residence as the purchaser. 
 
How do you know if an investor in your placement is accredited? You ask. All investors in your Reg. D 
Private Placement must fill out a Subscription Agreement. In the Subscription Agreement, you ask the 
Investor to make representations confirm Accredited Investor status. 
 
Subscription Agreements generally contain other items, including:  
 

• General:  
o Name of the Company 
o Number of Shares or other type of securities being offered 
o Price per share 
o Aggregate offering amount 

• Offering Terms and Escrow:  
o Is there a minimum amount of shares that must be sold for the offering to close and not 

have money returned to Investors? 
o Will Investors funds be placed in an escrow or other segregated account? 
o How long is the offering open? 

• Responsibility and Indemnification: 
• Acknowledgment that the Investor understands the meaning and legal consequences of the 

representations and warranties contained in the Subscription Agreement 
• Agreement by the Investor to indemnify you and hold you harmless if they don’t tell you the 

truth or otherwise comply with their agreements in the Subscription Agreement 
• Investor's Representations, Warranties and Covenants: 
• A series of individual items that you want the Investor to tell you they understand and agree 

with. 
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• Suitability Questions: 
• Accredited Investor representations 
• General representations to show that the investment is otherwise suitable for the Investor 
• State law warnings 
• Signature Pages 

 
General Advertising and Solicitation 
 
Rule 502 (c) concerning limitations on manner of offering provides that [except as provided in Rule 
504(b)(1) – but more on this below], neither the your company nor any person acting on your behalf 
shall offer or sell the securities by any form of general solicitation or general advertising, including, but 
not limited to, the following:  
 

• Any advertisement, article, notice or other communication published in any newspaper, 
magazine, or similar media or broadcast over television or radio. 

• Any seminar or meeting whose attendees have been invited by any general solicitation or general 
advertising. 

 
So what is “general advertising and solicitation?” Like Mr. Justice Stewart’s definition of pornography, I 
know it when I see it. The SEC will not tell you anything more than is in the Rule. 
 
So why can’t you solicit investors on the internet for your private placement? The Rule was written 
before the days of the internet, or the word “internet” would have appeared in the first bullet point. If 
you have a website, do not mention anywhere on the site you are doing a Private Placement and for sure 
do not post your Private Placement Memorandum or a link to your Private Placement Memorandum on 
your website. 
 
Beyond the specifics above, it gets fuzzy. One important factor is a pre-existing relationship with the 
investors you contact. Do you already know them personally or through business? But be careful. If you 
have 1,000 customers or subscribers with whom you have a business relationship, can you solicit all 
1,000 of them? NO. The number of potential investors is so large that this would constitute general 
advertising and solicitation. Is there an absolute number that we can give you? Unfortunately NO. The 
best advice is to get advice from an experienced securities law professional before you do any 
solicitation. 
 
Integration of Multiple Private Placements 
 
If you conduct multiple private placements, you run the risk that the SEC will say that what you thought 
were multiple, separate Private Placements was really one big Private Placement. The SEC integrates, or 
combines, the multiple Private Placements. 
 
Why is this a problem? As described below, each of the Rules 504, 504 and 506 have various 
limitations, such as the limitation on the number of Non-Accredited investors. If you cannot have more 
than 35 Non-Accredited investors, and in your first Private Placement you had 30 and in your second 
Private Placement you had another 30, and the SEC integrated these two Placements, you would have 
busted the Reg. D exemption and broken federal securities laws. 
 
The SEC provides you with a very subjective test for integration, as follows:  
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• Whether the sales are part of a single plan of financing. 
• Whether the sales involve issuance of the same class of securities. 
• Whether the sales have been made at or about the same time. 
• Whether the same type of consideration is being received. 
• Whether the sales are made for the same general purpose. 

 
Do not rely on these factors, as they almost never work. Instead, rely on the following “bright line” test 
in the Rule: 
 
Offers and sales that are made more than six months before the start of a Regulation D offering or are 
made more than six months after completion of a Regulation D offering will not be considered part of 
that Regulation D offering, so long as during those six month periods there are no offers or sales of 
securities by or for the issuer that are of the same or a similar class as those offered or sold under 
Regulation D, other than those offers or sales of securities under an employee benefit plan. 
 
To avoid busting the Reg. D exemption, make sure the last sale in your first Private Placement is more 
than six months before your first offer to sell in your second Private Placement. 
 
Integration of Regulation D Private Placements and Public Offerings 
 
There is one other aspect of the doctrine of Integration that is critical if you conduct a Private Placement 
followed within 6 months by a public offering, including a Selling Stockholder Registration Statement 
described above. This is a common method used to obtain a Ticker Symbol on the OTCBB or higher 
exchange. The bright line test is not available. So an integration of the Private Placement and the Public 
Offering will bust the exemption for the Private Placement. 
 
However, there is another SEC Rule that provides additional protection, but only if your Private 
Placement was done under Rule 506. This is Rule 152 that provides:  
The phrase "transactions by an issuer not involving any public offering" in Section 4(2) shall be deemed 
to apply to transactions not involving any public offering at the time of said transactions although 
subsequently thereto the issuer decides to make a public offering and/or files a registration statement. 
 
This means that even if your Placement ends within six months of the date of filing your registration 
statement, you will not have the two integrated, but only if the Placement was done under Rule 506. 
Why? Rule 504 and 505, like Regulation A described above, are exemptions based not upon Section 
4(2) but instead upon Section 3(b). This makes Rule 152 unavailable for Reg. D 504 and 505 
Placements followed within six months by the filing of a Registration Statement. 
 
Selecting the Right Rule 
 
Although there are common aspects of all three Rules, there are also important differences: 
 
Rule 504 -- Exemption for Limited Offerings and Sales of Securities Not Exceeding $1,000,000 
 
You cannot use Rule 504 if you are an SEC reporting company or if you are a blank check shell 
company. 
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The aggregate offering price for an offering of securities under Rule 504 cannot exceed $1,000,000, less 
the aggregate offering price for all securities sold within the twelve months before the start of and during 
the offering of securities under this Rule 504, in reliance on any exemption under section 3(b), or in 
violation of section 5(a) of the Securities Act. 
 
The disclosure information in the Private Placement Memorandum is same kind of information as would 
be required in Part II of Form 1-A for Regulation A. 
The financial statements are in general the same as a registered offering, except that only the issuer's 
balance sheet, which shall be dated within 120 days of the start of the offering, must be audited. 
 
The following is the most misunderstood, and probably the most abused, aspect of Rule 504:  
 

• To qualify for exemption under this Rule 504, offers and sales must satisfy the terms and 
conditions of Rule 501 and Rule 502 (a), (c) and (d), except that the provisions of Rule 502 (c) 
[prohibiting general advertising and solicitation] and (d) [resale limitations] do not apply to 
offers and sales of securities under this Rule 504 that are made in one of the following manners:  

o Exclusively in one or more states that provide for the registration of the securities, and 
require the public filing and delivery to investors of a substantive disclosure document 
before sale, and are made in accordance with those state provisions. 

o In one or more states that have no provision for the registration of the securities or the 
public filing or delivery of a disclosure document before sale, if the securities have been 
registered in at least one state that provides for such registration, public filing and 
delivery before sale, offers and sales are made in that state in accordance with such 
provisions, and the disclosure document is delivered before sale to all purchasers 
(including those in the states that have no such procedure). 

o Exclusively according to state law exemptions from registration that permit general 
solicitation and general advertising so long as sales are made only to "accredited 
investors" as defined in Rule 501. 

 
Everyone fell in love with 504:  
 

• No limitation on number of purchasers. 
• General advertising and solicitation allowed. 
• Under certain circumstances, the stock can be free trading, unlike any other stock sold in any 

other kind of Private Placement. 
 
Everyone conveniently forgot:  
 

• State “Blue Sky” laws limit the number of purchasers and prohibit general advertising and 
solicitation. What the feds giveth in 504, the states taketh away in Blue Sky laws. 

• Because of merit review, every state except Nevada is impossible to clear a registration 
statement filed in the state, making free trading stock impossible to obtain. 

• Every state that has an accredited only investor offering exemption has changed their law to 
make stock sold under the state exemption restricted, making free trading stock impossible to 
obtain. Numerous 504 scam artists have routinely ignored this last point. 
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• People continue to talk about using a “Texas 504,” “Minnesota 504,” or “[Insert name of any 
other state] 504” still being available to create alleged free trading stock. Avoid these people. 
They are wrong. For example, Texas, the 504 most often cited by these people, has the following 
statement in their all Accredited Investor exemption: 

 
Investment intent; resales  
 
The issuer reasonably believes that all purchasers are purchasing for investment and not with the view to 
or for sale in connection with a distribution of the security. Any resale of a security sold in reliance on 
this [all Accredited Investor] exemption within 12 months of sale shall be presumed to be with a view to 
distribution and not for investment, except a resale pursuant to a registration statement effective under 
the Texas Securities Act, §7, or to an accredited investor pursuant to an exemption available under the 
Texas Securities Act or Board rules. This means the stock sold under this exemption may not be resold 
for 12 months. Thus, although the stock is free trading under Rule 504, it is not free trading under Texas 
law and thus may not be deemed free trading for a FINRA 211 filing or any other purpose. 
 
Rule 505 -- Exemption for Limited Offers and Sales of Securities Not Exceeding $5,000,000 
 
A Rule 505 private placement is for offerings that do not exceed $5,000,000, less the aggregate offering 
price for all securities sold within the twelve months before the start of and during the offering of 
securities under this Rule 505 or in violation of section 5(a) of the Act. 
 
The following general rules of Reg. D apply:  
 

• No general advertising or solicitation 
• Integration of multiple placements 
• Restrictions on resale of securities sold in the Placement 

 
In addition, the following limitation on number of purchasers applies:  
 

• There can be no more than or you must reasonably believe that there are no more than 35 Non-
Accredited or other non-excluded purchasers of securities from your company in any Rule 505 
Placement. 

 
The same information required to be disclosed in a Private Placement Memorandum under Rule 504 is 
required in a Rule 505 Private Placement Memorandum, except with respect to financial statement if 
you the offering is for more than $2,000,000, the financial statement information required in Form S-1 
for smaller reporting companies is required, subject to the following: If you cannot obtain audited 
financial statements without unreasonable effort or expense, then only the your balance sheet, which 
shall be dated within 120 days of the start of the offering, must be audited. 
 
Rule 506 -- Exemption for Limited Offers and Sales without Regard to Dollar Amount of Offering 
 
Rule 506 private placements can be for any amount. 
 
The same restrictions that apply in Rule 505 placements apply in Rule 506 placements, as follows: 
 
The following general rules of Reg. D apply:  
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• No general advertising or solicitation 
• Integration of multiple placements 
• Restrictions on resale of securities sold in the Placement 
• No more than 35 Non-Accredited or other non-excluded purchasers, with the additional 

requirement that: 
• Each purchaser who is not an accredited investor either alone or with his purchaser 

representative(s) has such knowledge and experience in financial and business matters that he is 
capable of evaluating the merits and risks of the prospective investment, or the you reasonably 
believe immediately prior to making any sale that such purchaser comes within this description. 

 
The same disclosure information and financial statements required be included in a Private Placement 
Memorandum in Rule 505 placements apply in Rule 506 placements. 
 
The most important factor in selecting which Rule to use is not found in Reg. D. 
Instead, it is related to the fact that you must also comply with state laws when selling your Private 
Placement, as discussed in detail below. 
 
The easiest private placements to clear under state Blue Sky Laws is a 506 placement. This is because 
the National Securities Markets Improvement Act of 1996, called NSMIA contains significant 
provisions that preempt state blue sky registration and review of Rule 506 offerings. However, even if 
you are doing a Rule 506 placement, you must file a Form D and in most cases a uniform service of 
process, called Form U-2, and pay a filing fee, which varies from state to state. 
 
Rule 504 and 505 Private Placements may be subject to review on their merits or otherwise be more 
difficult to clear in the states. 
 
Many practitioners advise their clients to use Rule 506 for this reason. 
 
There are several other things you must do to assure your Reg. D Private Placement does not violate the 
law: 
 
Filing of Notice of Sales 
 
You must file with the SEC a notice of sales containing the information required by for each new 
offering of securities no later than 15 calendar days after the first sale of securities in the offering, unless 
the end of that period falls on a Saturday, Sunday or holiday, in which case the due date would be the 
first business day following. 
 
You must file an amendment to a previously filed notice of sales on Form D for an offering if any 
information in a previously filed Form D needs to be corrected. 
 
Previously, you could only file a Form D in paper format. Now, the Form D must be filed with the 
Commission in electronic format on the SEC’s EDGAR system. 
 
A person duly authorized by the issuer must sign every notice of sales on Form D. 
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Make sure you aren’t subject to the disqualifying provision relating to exemptions under Rule 504, Rule 
505 and Rule 506 
 
This is a limited “bad boy” disqualification in Regulation D. No exemption under Rule 504, Rule 505 or 
Rule 506 shall be available for an issuer if such issuer, any of its predecessors or affiliates have been 
subject to any order, judgment, or decree of any court of competent jurisdiction temporarily, preliminary 
or permanently enjoining such person for failure to comply with Rule 503 requiring the filing of a Form 
D. 
 
If you screw up, but only a little, you could still be saved: Insignificant Deviations from a Term, 
Condition or Requirement of Regulation D 
 
This is the so called innocent and immaterial, or “I and I” savings provision of Reg. D. 
It provides that a failure to comply with a term, condition or requirement of Rule 504, Rule 505 or Rule 
506 will not result in the loss of the exemption from the requirements of section 5 of the Act for any 
offer or sale to a particular individual or entity, if the person relying on the exemption shows: 
 
The failure to comply did not pertain to a term, condition or requirement directly intended to protect that 
particular individual or entity; and 
 
The failure to comply was insignificant with respect to the offering as a whole, provided that any failure 
to comply with paragraph (c) of Rule 502, paragraph (b)(2) of Rule 504, paragraph (b)(2)(i) and 
paragraph (b)(2)(ii) of Rule 505 and paragraph (b)(2)(i) of Rule 506 shall be deemed to be significant to 
the offering as a whole; and 
 
A good faith and reasonable attempt was made to comply with all applicable terms, conditions and 
requirements of Rule 504, Rule 505 or Rule 506. 
 
Thus, for example, the innocent failure to timely file a Form D will not blow the whole Reg. D 
exemption. 
 

Regulation S:  Private Placements Outside the U.S. 
 
Regulation S is a form of private placement available to both U.S. and foreign companies.  If you sell 
your company’s stock outside the United States, the most common exemption from registration is by 
following SEC Regulation S.  To comply with Regulation S, you may not make any offers or sales in the 
U.S. or directed into the U.S. or to any citizen or resident of the U.S. 
 
Unlike exemptions from the registration requirements of Section 5 in Sections 3 and 4 of the 1934 
Selling Stock Act, Regulation S is an exemption from the registration requirements of Section 5 by 
regulation.  Rule 901 of Regulation S provides that: 
 

For the purposes only of section 5 of the Act, the terms offer, offer to sell, sell, sale, and offer to 
buy shall be deemed to include offers and sales that occur within the United States and shall be 
deemed not to include offers and sales that occur outside the United States.  
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Rule 903 of Regulation S sets forth the requirements for meeting the exemption, the principal ones of 
which that apply to foreign private placements of stock are as follows: 
 

• The purchaser of the securities certifies that it is not a U.S. person and is not acquiring the 
securities for the account or benefit of any U.S. person or is a U.S. person who purchased 
securities in a transaction that did not require registration under the Act. 

• The purchaser of the securities agrees to resell such securities only in accordance Rule 144 or 
pursuant to a Section 5 Registration Statement. 

• The purchaser agrees not to engage in hedging transactions with regard to such securities. 
• The securities of a U.S. issuer contain a legend to the effect of the two prior bullet points. 
• The issuer is required, either by contract or a provision in its bylaws, articles, charter or 

comparable document, to refuse to register any transfer of the securities not made in accordance 
with the provisions of Regulation S or pursuant to registration under the Act, or pursuant to an 
available exemption from registration. 

 
In general, none of the limitations for Reg. D offerings described above apply to a Regulation S offering 
such that: 
 

• There is no limitation on the number or nature of purchasers 
• There is no prohibition on general advertising and solicitation so long as it is not directed into the 

U.S.  Thus, sales on the internet still don’t work for Reg. S placements. 
• There is no specific disclosure information or financial statements required, although you may 

not do anything that would be considered securities fraud in the offer and sale of Reg. S 
securities. 

• Stock sold under Reg. S is free trading stock if sold offshore to a person not a citizen or resident 
of the U.S. but must continue to bear a restrictive legend and can only be resold into the U.S. in 
accordance Rule 144 or pursuant to a Section 5 Registration Statement. 

 
No Integration of Regulation S offerings with Section 5 Public Offerings or Regulation D Private 
Placements  
 
Regulation S offerings are not integrated with Section 5 Public Offerings or Regulation D Private 
Placements.  This has several significant consequences: 
 

• Regulation S investors are treated the same way as Accredited Investors for the purposes of 
determining compliance with the 35 Non-Accredited Investor limitations in Regulation D Private 
Placements.  And Regulation S has no limits on the number or nature of purchasers.  You can 
conduct simultaneous Reg. D and Reg. S offerings without concern that the Reg. S offering puts 
you at risk of blowing the Reg. D exemption. 

• Regulation S offerings are not integrated with simultaneous public offerings.  Thus you can 
continue to raise money in a Reg. S offering even after you file your Registration Statement.  
Beware, however, that this will change your disclosure during the review process, which could 
delay the time it takes the SEC to clear your filing. 
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A Pink Sheet Alternative for Very Large Foreign Companies 
 
American Depositary Receipts or ADR’s: Form F-6 
 
Foreign companies can also register to have their shares traded in a form other than their original form 
as American Depositary Receipts or ADR’s. The foreign company deposits its shares with a U.S. 
depositary bank. The bank holds these American Depositary Shares, or ADS’s, and issues ADR’s. The 
deposit agreement between a foreign company and a U.S. depositary bank creates a sponsored ADR 
program. This deposit agreement is filed with the SEC using Form F-6. 
Large foreign companies from all over the world in all types of industries such as the following all trade 
ADR’s on the Pink Sheets: 
 

• Rossi Residencial - Brazil House Goods & Home Construction 
• Ciba Specialty Chemicals - Switzerland Chemicals 
• Trinity Mirror - United Kingdom Media 
• First Pacific - Hong Kong Food Producers 
• Australia and New Zealand Banking - Australia Banks 
• ASAT - Hong Kong Tech, Hardware & Equipment 
• Charoen Pokphand Foods - Thailand Food Producers 
• Johnson Electric - Hong Kong Electron & Electric Equipment 
• Brilliance China Automotive - China Automobiles & Parts 

 
ADR’s are priced and dividends are paid in U.S. dollars. The majority of ADR’s are traded on the OTC 
Pink Sheets. That is because the foreign companies that use ADR’s do not want to become SEC 
reporting companies required to file reports under the 1934 “Filing Reports” Act discussed under the 
Button “SEC Reporting & Compliance” and as such are also not subject to the provisions of the 
Sarbanes-Oxley Act. If they trade on the Pink Sheets, SEC Rule 12g3-2 automatically and without 
submitting an application to the SEC exempts foreign companies from these requirements provided they 
meet the following:  

• The company currently maintains a listing of the subject class of securities on one or more 
exchanges in its primary trading market. 

• The company is not required to file or furnish reports under the 1934 Filing Reports Act 
• The company has published in English specified non-US disclosure documents on its internet 

website or through an electronic information delivery system generally available to the public in 
its primary trading market and continue to publish such information promptly after it is made 
public. 

 
A foreign issuer that meets the three conditions of Rule 12g3-2(b) as amended can automatically claim 
the exemption without having to submit a written application to or otherwise notifying the SEC. 
 
The problem with ADR’s for many foreign companies is that, because they must be listed on the 
primary trading market in their country, many foreign companies won’t qualify to issue ADR’s. 
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Filing a Registration Statement with the SEC 
 
The first step in the process is to prepare the SEC filing.  To write an SEC filing, your SEC attorney will 
ask you to complete a “due diligence” questionnaire to obtain the information necessary to prepare the 
disclosure part of the filing.  These questionnaires come in a wide variety of formats.  Some SEC 
attorneys have found that using a shorter form questionnaire facilitates this step of the process.  They ask 
their clients to:  
 

• Complete a background questionnaire on all officers and directors. 
• Provide copies of all material contracts and agreements. 
• Provide a business plan or other information they have regarding their business. 
• Provide the internet address of their website. 

 
They will then prepare a draft of the actual Form S-1 that will be filed with the SEC.  They ask all of our 
unanswered questions directly in the draft S-1 they send back to you.  They will ask you to type the 
answers directly into the draft S-1.  You and they repeat this process until the entire disclosure part of 
the S-1 is completed. 
 
The accounting part of the filing is more difficult.  The days of being able to send your QuickBooks files 
to your PCAOB audit firm and asking them to prepare your financial statement are long over.  So first, 
you have to prepare on your own financial statements, including all footnotes.  The financial statement 
must conform to all SEC requirements.  You may not know or may not have anyone on your staff that 
knows how to do this.  If this is the case, you must hire a second accounting firm that is probably not a 
PCAOB member firm but that has experience drafting financial statement for SEC filings.  Eventually, 
you, your accounting firm if you have to hire one, and your PCAOB audit firm will finish the financial 
statements required for the filing. 
 
The final step in preparing the filing is integrating the numbers in the financial statements and the 
information in the footnotes into the filing draft, including preparing a section of the draft called 
“Management’s Discussion and Analysis of Financial Condition and Results of Operation,” which 
explains the numbers and variations in the numbers between financial reporting periods in words rather 
than numbers. 
 
The second step in the process is to file your Registration Statement.  This however is not as easy as it 
seems as the SEC won’t accept filings in paper format or in Word.  They will only accept them in a 
specified electronic format that requires special software for conversion of Word documents to filing 
documents. 
 
The SEC’s filing system is called the Electronic Data Gathering, Analysis, and Retrieval System, or 
EDGAR.  A whole cottage industry has sprung up to convert your documents into SEC filing format in a 
process called EDGARization. 
 
The third step in the process is the SEC review of your filing after you file. 
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The SEC process focuses on your disclosure and the financial statements.  The SEC disclosure review 
staff reviews you filing to assure that you have disclosed everything that is required by the Form and 
Regulation S-K.  The SEC accounting staff reviews your filing to assure that your financial statements 
meet all the requirements of GAAP and Regulation S-X. 
 
How does the SEC review process work? 
 
The SEC has a special division dedicated to reviewing your Registration Statement.  It is called the 
Division of Corporation Finance.  The Division undertakes a substantive evaluation of each company’s 
disclosure in what it calls a preliminary review. Based on its preliminary review, the Division decides 
whether to undertake any further review of the company’s filings or whether the company’s disclosure 
appears to be substantially in compliance with the applicable accounting principles and the federal 
securities laws and regulations. 

Levels of Review 

If the Division selects a filing for further review, the extent of that further review will depend on many 
factors, including the results of the preliminary review. The level of further review may be: 

• A full cover-to-cover review in which the staff will examine the entire filing for compliance with 
the applicable requirements of the federal securities laws and regulations. 

• A financial statement review in which the staff will examine the financial statements and related 
disclosure, such as Management’s Discussion and Analysis of Financial Condition and Results 
of Operations, for compliance with the applicable accounting standards and the disclosure 
requirements of the federal securities laws and regulations. 

• A targeted issue review in which the staff will examine the filing for one or more specific items 
of disclosure for compliance with the applicable accounting standards and/or the disclosure 
requirements of the federal securities laws and regulations. 

In almost every case, your filing as an initial filing in the SEC system will get a full review.  Sometimes, 
however, you may get lucky and hit the SEC review lottery and have the SEC staff tell you that they are 
giving you a “no review,” meaning they are not making you go through the entire SEC review process. 

Much of the Division’s review involves reviewing the disclosure from a potential investor’s perspective 
and asking questions that an investor might ask when reading the document. When the staff notes 
instances where it believes a company can enhance its disclosure or improve its compliance with the 
applicable disclosure requirements, it provides the company with comments. The range of possible 
comments is broad and depends on the issues that arise in a particular filing review. The staff completes 
many filing reviews without issuing any comments. 

Many people do not understand and some actually fear the SEC review process.  So here are the facts. 
 
The SEC is not like the FTC.   
 

• The FTC reviews mergers, examines and makes subjective decisions the merits of the mergers 
and sometimes blocks the mergers from going through. 
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• The SEC reviews registration statement but does not make any subjective on the merits of your 
filing.  They review to assure that all of the information required by the rules and regulations is 
included.  The SEC does not block registration statements. 

 
There are many things the SEC does not care about in the process.  You may have many “Will the SEC 
care if …” questions, such as: 
 
Will the SEC care if: 
 

• Your company is a start-up, early development stage company?   
o NO.  The SEC doesn’t care about your stage of development as long as it’s fully and 

accurately disclosed. 
 

• Your company has no or little revenues?   
o NO.  The SEC doesn’t care about your revenues or other aspects of your financial 

condition as long as it’s fully and accurately disclosed. 
 

• Your company does not have the money on hand to implement your business plan?   
o NO.  The SEC doesn’t care about your financial ability to implement your business plan 

as long as it’s fully and accurately disclosed and you actually intend to implement the 
business plan described in your filing. 

 
• Either you or one of your officers or directors has had a personal or business bankruptcy?  

o NO.  But it must be disclosed. 
 

• Your stock is priced at $.10 or $10.00.   
o NO.  But offerings at $.01 cause the SEC staff to pay more attention to your filing. 
 

• You have a big firm or small firm advising me or auditing?  
o NO.  The SEC does not grant favors based upon the size of the firm representing you in 

the filing.  As long as the auditor is a PCAOB member, the SEC doesn’t grant any favors 
to large vs. small audit firms. 

 
Your filing will clear the SEC, but to facilitate the process it will greatly help you to: 
 

• Hire an experienced professional with a proven track record to write the disclosure part of your 
filing. 

• Respond to all requests from your professional advisor completely and timely. 
• Hire experienced professionals with a proven track record to prepare your financial statements 

and audit your financial statements.   
o Remember, you must prepare your own financial statements.  The auditor cannot do that 

for you.  If you don’t have a CFO experienced in preparing SEC quality financial 
statements, ask your auditor or professional advisor to recommend an outside accounting 
firm to do this for you. 

• Respond to all requests from your accountant and PCAOB member auditor completely and 
timely. 
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If everyone in the process works hard, the filing can be completed and ready to file in 30 days or less.  If 
you do all of the above, your filing will clear the SEC. 
 
Staff Comments 
 
The Division views the comment process as a dialogue with a company about its disclosure. The 
Division’s comments are in response to a company’s disclosure and other public information and are 
based on the staff’s understanding of that company’s facts and circumstances. In issuing comments to a 
company, the staff may request that a company provide additional supplemental information so the staff 
can better understand the company’s disclosure, revise disclosure in a document on file with the SEC, 
provide additional disclosure in a document on file with the SEC, or provide additional or different 
disclosure in a future filing with the SEC.  
 
Company Response to Comments 
 
A company generally responds to each comment in a letter to the staff and, if appropriate, by amending 
its filings. A company’s explanation or analysis of an issue will often satisfactorily resolve a comment. 
Depending on the nature of the issue, the staff’s concern, and the company’s response, the staff may 
issue additional comments following its review of the company’s response to its prior comments. This 
comment and response process continues until both the Division and the company resolve the 
comments.  
 
Closing a Filing Review 
 
When a company has resolved all Division comments on a Securities Act registration statement, the 
company may request that the Commission declare the registration statement effective so that it can 
proceed with the transaction. When taking that action, the Division, through authority delegated from 
the Commission, gives public notice on the SEC’s EDGAR system that the registration statement is 
effective.  
 
Things to remember about writing, filing and clearing a Registration Statement with the SEC 
 
What is your goal?  You may think your goal is to sell your company or your products or services.  It is 
not.  Your goal is only to clear the SEC review of your filing and have the SEC declare your 
Registration Statement effective.  This is your ticket to entry into the U.S. capital markets at any level 
above the Pink Sheets, including the OTCBB/OTCQB/OTCQX. 
 
A Registration Statement is not a business plan.  A business plan focuses on the goals and objectives of 
your business and how you will obtain them.  It is written to help you understand and plan how you will 
operate your business.  This information is only a small part of a registration statement.  And it is written 
to give a factual picture of your business, not to help you plan how to operate your business.  Many 
business plans contain financial projections of future results based upon certain assumptions.  You will 
note that no registration statements contain projections.  Why? 
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Although the SEC has “safe harbor” rules for using projections, they require that you set forth all of 
your assumptions and that all of your assumptions be considered reasonable.  Companies don’t want to 
spend endless hours with the SEC staff in arguments over these issues, arguments that eventually the 
companies will lose.  Even if you think you can pass an SEC review of your financial projections, the 
company’s attorney will probably recommend that you not include them.   
 
Why?  Because if your company experiences any difficulties down the road, plaintiffs’ securities 
lawyers will pounce all over these projections with the benefit of hindsight, exposing you to significant 
risks of financial liability in losing this litigation.  And if you were personally responsible for selling 
your stock, you will also have personal liability.  That is why projections are avoided in Registration 
Statements. 
 
A Registration Statement is not a Marketing Piece.  Your goal is not to sell your products or services to 
potential consumers.  This is why you don’t find many adjectives such as “best,” “greatest,” “world 
leader” and the like.  You are not marketing.  You are stating facts only. 
 
You have to remember your audience for the Registration Statement.  Sure potential investors, your 
shareholders and potential customers may actually read your Registration Statement.  But they are not 
your audience.  In reality, your audience is the two people primarily involved in the review of your 
filing:  The SEC staff examiner and the examiner’s supervisor, the SEC staff reviewer.  Their bosses are 
a Branch Chief and an Assistant Director who may deal with special situations involving your filing. 
 
You may assume that the SEC reviews are all subjective.  Every examiner or reviewer looks for the 
same issues and makes the same comments.  Unfortunately, that is not the case.  The process can be very 
subjective and comments may vary from examiner to examiner and reviewer to reviewer.  Disclosure 
drafted based upon prior registration statements that have cleared the SEC may still draw comments that 
must be resolved. 
 
A final point in understanding the Registration Statement process:  The simpler, the better.  One 
common mistake that many Chinese companies make is assuming the bigger they look in the SEC filing, 
the better.  In fact, the opposite is true.  The simpler the business that is the subject of your Registration 
Statement is, the easier it is to get your ticket into the U.S. capital markets by clearing your Registration 
Statement with the SEC.  If you have a business with several operating divisions, consider taking only 
one of them public initially.  And make it the easiest one to write all the SEC’s required disclosures 
about.   
 
Can you bring the other businesses in later?  Absolutely.  But wait until after you clear the SEC and 
FINRA has issued you a ticker symbol to do so.  Yes, you do have to provide the same disclosures 
including audited financial statements about the additional parts of your business that you are bringing 
in.  But the SEC generally won’t review the filings required when you bring these businesses in.  Do not 
lose site of your goal:  To clear the SEC filing. 
 

The kinds of filings with the SEC 
 
The basic Registration Statement form for public offerings is Form S-1. 
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Both disclosure about you and your company and audited and interim stub period financial statements of 
your company are required to be included in Form S-1. 
 
There are two ways register your shares for resale.  The most common method used by Chinese 
companies is merely to register stock they have already sold in China or elsewhere.  This method does 
not raise any money for the company with the SEC filing.  It merely makes the shares you have already 
sold free trading.  This is called a “Selling Stockholder Registration Statement.” 
 
The other method involves registering shares you have not already sold for resale to raise money.  There 
are two types of raising money filings 
 

• A Direct Public Offering, or DPO, in which you sell the stock yourself 
• An Initial Public Offering, or IPO, in which you hire a stock broker firm called and Underwriter 

to sell your securities for you. 
 

Whichever method you pick, you have to follow specific SEC requirement concerning the disclosure 
items you are required to include in a Form S-1 registration statement as set forth in detail in SEC 
Regulation S-K.   
 

Information the SEC requires to be included in a Registration 
Statement 
 
The items the SEC requires to be included in your Registration Statement along with some tips about 
each preparing each of these items are as follows: 
 
Front Cover Page 
 
This is not a place to get creative.  The SEC tells you exactly what you can include on these pages.  
Items 501 and 502 of Regulation S-K specify the content requirements for a registration statement cover 
page and the front and back prospectus cover pages. The disclosure on each page must be limited to the 
information the disclosure items require and should not extend beyond one page. You cannot include 
anything more.  And you have to write it in the style required by the SEC, called “Plain English.”   
 
Thus, you include only: 
 

• Number of shares being registered for sale 
• Price at which the shares are being sold 
• Offering commissions and Offering Expenses 
• The existence of non-existence of a trading market for the securities 
• A standard warning and reference to risk factors 

o This offering is highly speculative and these securities involve a high degree of risk 
and should be considered only by persons who can afford the loss of their entire 
investment.  See “Risk Factors” beginning on page 8. 

• The date of the prospectus 
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The SEC frequently reminds companies to present prospectus cover page disclosure in plain English and 
limit that disclosure to what is required by the disclosure items. In this regard, Rule 421 of Regulation C 
and the Plain English Handbook are helpful resources.  
 
Summary Information  
 
In this section, you summarize the basic information to be presented in your prospectus.  .  Specifically, 
Item 503 of Regulation S-K requires that you provide a plain English summary of the key aspects of the 
offering.  
 
You cannot just copy these sections from elsewhere in the prospectus and past them into the Summary 
Section.  Where companies merely restated information from elsewhere in their prospectuses, the SEC 
reminds them to present summarized or abbreviated information in their prospectus summaries. You 
cannot merely present positive information about your company and your business in the Summary 
section.  The SEC also frequently reminds companies to present balanced summaries of the positive and 
negative aspects of your businesses and offering. 
 
In this section, you 
 

• Describe the organizational history of your company.  Where and how it was formed.  If it has 
undergone any changes such as name changes or mergers and acquisitions.  All the way from 
where you started up to today. 

• Summarize your key products or services 
• Describe the status of your products and services.  Have you sold any?  How much revenue have 

you generated?  If you have not sold any, what do you need to do before you can begin selling 
them, how much will it cost to get them to the point you can sell them and when do you think 
you will be able to start selling them. 

• Answer whether your audit firm issued a going concern opinion expressing their concern about 
your ability to implement your business plan and stay in business. 

• Provide summary financial statements showing the major line items of your balance sheet and 
income statement. 

 
Risk Factors 
 
Item 503 of Regulation S-K requires a company to discuss the most significant facts that make its 
offering speculative or risky. A company should limit each risk factor to one or two short paragraphs in 
which it identifies the risk and explains, in plain English, why it applies to the company.  
 
None of our clients like this section, for several reasons 
 
Look where it comes in the document.  Right up front.  Before you even get to tell investors and 
shareholders about your business, you have to tell them a whole bunch of reasons why they shouldn’t 
invest in and become shareholders of your company.  And the list required by the SEC is long, running 
pages and pages. 
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You cannot put any mitigating language in risk factor discussions, such as clauses that begin with 
"while," "although" or "however."  In other words, even though you have good reasons why this doesn’t 
really present a significant risk in your situation, you cannot present this information to investors and 
potential shareholders.  
 
Risk Factors are not so easy to write.  The SEC has specific writing guidelines:  
 

• Clearly and concisely identify a risk in each risk factor subheading; 

• Limit each risk subheading to one risk. Instead of discussing multiple risks under one caption, 
break the discussion into separate, appropriately captioned, risk factors; 

• Generic risk factor discussions that do not describe how a specific risk applies to the company or 
to an investment in the offering are not helpful to an understanding of the risk; and, 

• Set out the extent of each risk plainly and directly. It is rarely helpful to state that there is or can 
be no assurance of a particular outcome.  

Translating these guidelines into acceptable writing is, however, not so simple. 

In general, we break this section up as follows 

The first group of risks deals with your current financial situation.   
 

• What is your operating history?   
• How much cash of borrowing ability do you have?   
• Do you have enough financial resources to stay in business for the next 12 months?   
• Do you have enough financial resources to implement your business plan?   
• Do you have any sources of potential funding identified?   
• Has your auditor expressed substantial doubt as to your ability to continue as a going concern? 

 
The second group of risks deal with risks related to your products and services and your industry. 
   

• What factors could cause demand for your products to decrease, including external factors such 
as decreased market demand or internal factors such as your actions or failure to take actions 
which harm your standing in the market and with potential customers or problems in complying 
with governmental regulations?   

• Are your sales concentrated in one or just a few customers?   
• Do you have limited sources of supply for key components in your products?   
• How is your intellectual property such as patents or trade secrets protected?   
• Do you have competitors in your business that have greater financial and marketing resources 

than you do?   
• Is demand for your products seasonal or cyclical? 
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As a company with operations in China, you face risks that companies that operate in the U.S.  This is 
the third group of risks you have to point out.  These include such factors as: 
 

• The role of the Chinese government in the economy 
• The political situation in China  
• Differences between legal systems in the U.S. and China  
• Foreign exchange rate fluctuations 

 
The forth group of risks concerns management of your company. 
   

• Do depend heavily on certain key personnel, the loss of which could harm our business?   
• Does your management have experience in managing the day to day operations of a public 

company?   
• Do your management have in place adequate internal control over financial reporting as required 

under recent legislation requiring companies to evaluate internal control over financial reporting.  
Do you have independent directors?   

• Does management hold a significant percentage of our outstanding voting securities which could 
reduce the ability of minority shareholders to effect certain corporate actions? 

 
The last set of risks concerns the market for your company’s stock.   
 

• What is the extent of the market for your stock? 
• Do you expect your stock to trade at less than $5.00 per share, which means your shareholders 

will be subject to penny stock regulations and restrictions that may increase their difficulty in 
selling shares of your common stock?   

• Do you have a large number of free trading shares such that sales of large amounts of your 
common stock could reduce the price of your stock? 

 
Use of Proceeds 
 
This section is very easy if you are only doing a Selling Stockholder Registration Statement.  Because 
you are not raising any money, there are no offering proceeds.  Thus, this section is not applicable and 
you so note in the filing. 
 
If you are raising money, you have to tell the SEC how you intend to spend the money you raise.  This is 
presented in a table showing each of the major items you intend to spend the offering proceeds on. 
 
Item 504 of Regulation S-K sets forth the requirements for companies to disclose the principal purposes 
for which the net proceeds of the offering will be used and the approximate amount intended to be used 
for each purpose. Where a company will make its offering on a best efforts basis, its intended use of 
proceeds may change depending on the volume sold. The SEC frequently suggests that a company pick 
benchmarks for the amount of securities that it may sell, for example, 25%, 50%, 75% and 100%, and 
indicate how it will allocate the proceeds at each benchmark.  
 
The SEC requires a higher level of detail than you may think.  For example, assume you intend to use 
some of the offering proceeds to purchase equipment.  You have to include a footnote to the table a list 
of the major pieces of equipment you want to buy and how much each costs.  You also have to tell them 
which pieces of equipment you would buy first if you don’t raise all the money you want. 
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Determination of Offering Price 
 
The SEC wants to know how you determined your offering price.  You didn’t just pick it out of thin air.  
It must have been related to something.  The established public trading market that dictates the price; the 
net tangible book value per share or the earnings per share (if the Company has any earnings); the stock 
prices of other similar companies; recent private stock sales prices; the maximum price you think people 
will pay or the amount of money required by the Company to fund the product or project, or some other 
reason. 
 
Often the price you pick bears no relationship to your assets, revenues or profits.  The SEC wants to 
know that, too.  If you have not done financial or market analysis to arrive at the price, you should answer 
yes, that the selection of the offering price was arbitrary.  Even if you have considered certain financial 
indications of value, such as net tangible book value per share or earnings per share, you still may want to 
disclose that pricing is arbitrary. 
 
Dilution 
 
If you aren’t raising money with your filing, this section is also not applicable.  But if you are, you must 
disclose dilution information.  This is not a simple section to write. 
 
It starts with a determination of your current net tangible book value per share. The net tangible book value 
of a company is the accounting value of all assets on the balance sheet of the Company after subtracting all 
liabilities and all intangible assets. Intangible assets that appear on the balance sheet usually include such 
items as patents, copyrights, franchises, trademarks, operating rights and goodwill. Various costs incurred 
in the formation of the Company are also treated as intangible assets.  You must base net tangible book 
value on the Company’s most recent balance sheet prepared according to generally accepted accounting 
principles consistently applied, or GAAP.   
 
To compute the net tangible book value per share of common stock, you divide the total number of 
common shares outstanding immediately prior to the offering, by the net tangible book value related to 
common stockholders.  The net tangible book value shall be computed based on the latest balance sheet.  
 
You should take into consideration any shares issued between the date of the last balance sheet and the time 
of the offering when determining the number of outstanding shares.   
 
Sample Calculation:  Net Tangible Book Value per Share = 

    
   Net Tangible Assets:    $827,115 
   Less Total Liabilities:    $684,260 

  Net Tangible Book Value:    $142,855 
   Shares Outstanding (Before Offering):    524,920 

  $142,855/524,920 =     $0.27/share 
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You then must present several tables, as follows: 
 
For the minimum offering: 

 The net tangible book value per share after the minimum offering will be:    $ 

 The amount of increase in net tangible book value per share as a result 
 of receipt of cash from purchasers in this offering will be:     $ 
 The dilution per share to purchasers will be:      $ 
 
 
For the maximum offering: 

 The net tangible book value per share after the maximum offering will be:   $ 

 The amount of increase in net tangible book value per share as a result 
 of receipt of cash from purchasers in this offering will be:     $ 
 The dilution per share to purchasers will be:      $ 
 
 
For each share purchased in this offering a purchaser will pay $ __________ but will receive a share 
representing only $ _________ in net tangible book value, if the minimum offering is achieved, or $ 
_____________, if the maximum offering is achieved. 
 
The difference between the amount a purchaser pays for a share and the amount of net tangible book 
value that share represents is the dilution to the purchaser. 
 
 
Compare the existing stockholders’ percentage ownership in the Company and the consideration paid 
for that ownership with that of purchasers in this offering. 
           Average 
       Shares Purchased  Total Consideration  Price 
   Number PercentAmount PercentPer Share 
Existing holders; 
New Purchasers: 
 Minimum offering 
 Maximum offering 
 
In this Table you compare the effective cash cost of the shares held by existing stockholders to the 
contribution of the purchasers in this offering.  The calculation of the average price per share should be 
on a fully diluted basis.  
 
Selling Shareholders 
 
If your registration statement includes securities to be sold by existing security holders for their own 
account, as us often the case, Item 507 of Regulation S-K requires that you: 
 

• Name each selling security holder. 
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• Identify any special business relationships, such as working for your company, which the selling 
security holders have had with the company within the last three years. 

• Disclose the amount of the selling security holders' holdings (including the percentage of the 
overall outstanding shares of the class being sold). 

• Disclose the amount of securities the selling security holder seeks to sell. 
• Disclose the number of shares still owned percentage of ownership after the sale.  

 
If a selling security holder was a business entity rather than a natural person, you must identify the 
natural persons with voting and dispositive authority, meaning the power to order a sale of the security, 
over the securities the business entity holds. 
 
None of your shareholders wishing to have free trading shares that you need to enter the U.S. capital 
markets can hide their identity.  They all must be named in this section.  And they cannot hide behind a 
trust or corporate entity, either.  The persons behind the trust or corporate entity must also have their 
names disclosed. 
 
We are often asked about including insiders, meaning officers, directors and significant shareholders 
owning more than 10% of your stock as selling stockholders so they too can have free trading stock.  
Many times our clients ask us to have all of their insiders’ shares registered to become free trading.  This 
doesn’t work.  The SEC views insiders differently than your non-affiliated, non-insider shareholders.  
The SEC deems that, if your insiders are registering to have free trading any significant amount of 
shares, they are not acting on their own behalf but rather on behalf of your company.  What’s the 
problem?  The problem is that if it is your company rather than your shareholders selling stock under a 
Registration Statement, the SEC will not let the shares be sold at a market price.  They must be sold at a 
fixed price determined before the SEC clears the filing.  When the SEC applies this rule to insiders 
trying to make free trading any significant amount of their stock, the insiders’ stock included in the 
filing can only be sold at a fixed price.  But this won’t work.  You and your other insiders want to sell 
into the market at market prices. 
 
Does this mean that you and other insiders cannot register any of their shares to make them free trading?  
No, but it means you and they can only include a very limited amount, in most cases less than 1% of the 
total number of shares of your stock owned by all stockholders, and in some cases significantly less. 
 
There is another more practical problem.  You will want your stock to have as high a price as possible in 
the market.  But the market is very skeptical of insiders selling large amounts of stock.  Why are they 
dumping their stock?  Do they know something that we don’t know?  Why should I buy if they are 
selling?  The bottom line is that insiders must be very, very patient in selling their stock.  You can still 
realize your fortune by entering the U.S. capital markets but you have to do so slowly and carefully.  
 

Plan of Distribution 

Item 508 of Regulation S-K requires a company to describe how it will offer its securities to the public. 
Where a company indicated its officers or directors, or any person other than an underwriter, would sell 
its securities, in what we call a Selling Stockholder Registration Statement, the SEC asks you to name 
those persons and describe the process through which those persons intended to offer the securities.  
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One confusing aspect of the disclosure in this section is that the SEC makes you put a price on the 
stock your selling stockholders are selling.  For example, “The selling shareholders will offer their 
shares at $[insert specific fixed price] per share until our shares are quoted on the OTC Bulletin 
Board and thereafter at prevailing market prices or privately negotiated prices. We will not receive 
proceeds from the sale of shares from the selling shareholders.” 
 
This does not mean, however, that your shareholders must always sell at a fixed price.  The fixed 
price is only required until you get your ticker symbol, typically a couple of weeks after the SEC 
clears the filing.  After that, your selling shareholders are free to sell at whatever price they want into 
the market or privately. 
 
Generally the price you will insert will be the opening price of your stock when it starts trading.  This is 
negotiated with the Market Maker when you file your 211 with FINRA.   
 
Where companies stated that their securities were, or would be "listed" on the Financial Industry 
Regulatory Authority's Over the Counter Bulletin Board, the SEC reminds them that that those securities 
are not "listed;" rather, they are "quoted" on the Bulletin Board. The OTCBB is not a national securities 
exchange under the federal securities laws and the reference to "listing" may be confusing to potential 
investors.  
If you are doing a Direct Public Offering or DPO and the company is selling its stock to raise money, 
the shares are sold by your officers and directors.  To avoid broker/dealer registration, you must comply 
with the SEC’s has a special rule allowing you and other officers, directors and employees of your 
company to sell your securities without registering as a broker/dealer. 
Under this rule you and other officers, directors and employees of your company, called “associated 
persons” of the issuer by the SEC, can sell your company’s securities without registering as a 
broker/dealer if such person:    

• Is not subject to a statutory disqualification such as participation in securities activities for which 
they were sanctioned or found guilty; 

• Is not compensated in connection with his participation by the payment of commissions or other 
remuneration based either directly or indirectly on transactions in securities; and 

• The associated person meets all of the following conditions:  
o The associated person primarily performs, or is intended primarily to perform at the end 

of the offering, substantial duties for or on behalf of the issuer otherwise than in 
connection with transactions in securities; and 

o The associated person was not a broker or dealer, or an associated person of a broker or 
dealer, within the preceding 12 months; and 

o The associated person does not participate in selling an offering of securities for any 
issuer more than once every 12 months other than in reliance this rule. 

o The associated person restricts his participation to any one or more of the following 
activities: 

 Preparing any written communication or delivering such communication through 
the mails or other means that does not involve oral solicitation by the associated 
person of a potential purchaser; Provided, however, that the content of such 
communication is approved by a partner, officer or director of the issuer; 
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 Responding to inquiries of a potential purchaser in a communication initiated by 
the potential purchaser; Provided, however, That the content of such responses are 
limited to information contained in a registration statement filed under the 
Securities Act of 1933 or other offering document; or 

 Performing ministerial and clerical work involved in effecting any transaction. 

 
Remember, neither you nor any of your officers, directors or employees participating in an offering of 
your securities may be paid a commission or any other form of special compensation for raising money 
in order to meet this rule. 
 
Legal Proceedings 
 
The SEC wants to know if your company has been sued by anyone.  If you have, you must disclose the 
name of the court or agency in which the proceedings are pending, the date instituted, the principal 
parties thereto, a description of the factual basis alleged to underlie the proceeding and the relief sought.  
You need to tell the SEC what you think your exposure is in the litigation.  Even if you have not actually 
been sued but someone has threatened you with litigation, particularly any governmental authorities, you 
need to include similar information as to any such proceedings known to be contemplated. 
 
You should also give an evaluation by management or legal counsel, to the extent feasible, of the merits 
of any current proceedings and the potential impact on your company’s business, financial condition, or 
operations.  
 
Directors, Executive Officers, Promoters, and Control Persons 
 
The SEC wants certain specific information about your directors, officers and control persons. 
 
This section starts with a chart showing the names, ages and positions of your executive officers and 
directors.  Not all officers of your company need to be named, only executive officers.  Executive 
officers means your president, any vice president of in charge of a principal business unit, division or 
function (such as sales, administration or finance), any other officer who performs a policy making 
function. Executive officers of subsidiaries if you have any may be deemed executive officers of the 
registrant if they perform such policy-making functions for the registrant.  If you are uncertain whether 
someone is an executive officer, ask yourself if this person can commit or bind your company to a 
contract or agreement acting on their own. 
 
Resumes of all of the officers and directors named in the chart follow the chart.  These are not job 
interview type resumes.  As with every other aspect of your filing, these are fact specific and fact only 
resumes.  The basic rules of SEC resume writing are: 
 

• Make sure you include both month and year for all dates.  
• Start with earliest to latest.  
• Go back at least 5 years.  
• Do not leave any time gaps.  
• You may not use statements such as “has extensive experience in,” “is the leading” and the like. 

State the name of the company you worked for, the position you held and the business of the 
company.  
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• Include any professional licenses held. Include information about all college and 
graduate/professional degrees. 

 
For officers only if you are you working for some other company or on any other business venture at the 
same time as you are working for your company, describe the other business, what you do, and the 
amount of time you spend each month. 
 
Next, the SEC wants to know if you or any company of which you were an executive officer has ever 
had certain kinds of legal problems, as follows: 
 
Insolvency 
 
Has a petition for bankruptcy, receivership, or a similar insolvency proceeding been filed by or against 
you? 
 
Were you an executive officer, a director, or in a similar management position for any business entity 
that was the subject of a petition for bankruptcy, receivership, or similar insolvency proceeding within 
the past ten years?    
 
A "similar insolvency proceeding" includes the court appointment of a custodian, trustee, fiscal agent, or 
similar officer for the business or property of any of the Company’s officers, directors, or key persons or 
of a business entity related to any of them. 
 
Also disclose whether you have substantial outstanding debts (including debts that were accelerated due to 
default). 
 
Criminal Proceedings 
 
Have you been convicted in a criminal proceeding, excluding traffic violations or other minor offenses? 
 
Are you named as the subject of a pending criminal proceeding, excluding traffic violations or other 
minor offenses?   
 
Civil Proceedings 
 
Have you been the subject of a court order, judgment, or decree in the last five years related to your 
involvement in any type of business, securities, or banking activity? 
 
Are you the subject of a pending civil action related to your involvement in any type of business, 
securities, or banking activity? 
 
Has any civil action been threatened against you related to your involvement in any type of business, 
securities, or banking activity? 
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Administrative Proceedings 
 
Has any government agency, administrative agency, or administrative court imposed an administrative 
finding, order, decree, or sanction against you as a result of your involvement in any type of business, 
securities, or banking activity? 
 
Are you the subject of a pending administrative proceeding related to your involvement in any type of 
business, securities, or banking activity? 
 
Has any administrative proceeding been threatened against you related to your involvement in any type 
of business, securities, or banking activity? 
 
Government Regulatory Agency Proceedings 
 
Has a government regulatory agency imposed a sanction against you as a result of your involvement in 
any type of business, securities, or banking activity? 
 
Are you the subject of a pending government regulatory organization proceeding related to your 
involvement in any type of business, securities, or banking activity? 
 
Has any government regulatory organization proceeding been threatened against you related to your 
involvement in any type of business, securities, or banking activity? 
 
Security Ownership of Certain Beneficial Owners and Management 
 
This section requires you to set forth in a table the ownership of your common stock by each person 
known by us to be the beneficial owner of more than 5% of our outstanding common stock, your 
directors, and your executive officers and directors as a group.  You must disclose if the persons named 
have sole voting and investment power with respect to such shares, except as otherwise noted.   More 
than one person may be deemed to be a beneficial owner of the same securities. If more than one person 
has voting or investment power over such shares, all of such persons must be named. 
 
Who is a “beneficial owner” is defined by SEC Rule 13d-3.  Under this rule, a person is deemed to be a 
"beneficial owner" of a security if that person has or shares the power to vote or direct the voting of the 
security or the power to dispose or direct the disposition of the security. A person is deemed to own 
beneficially any security as to which such person has the right to acquire sole or shared voting or 
investment power within 60 days through the conversion or exercise of any convertible security, 
warrant, option or other right.  This means that if you have options or convertible securities that can be 
exercised or converted in the next 60 days, even if you don’t own the underlying securities, you must 
show that you are technically the owner of the securities. 
 
This can lead to strange results in the table.  The percentage of beneficial ownership by any person as of 
a particular date is calculated by dividing the number of shares beneficially owned by such person, 
which includes the number of shares as to which such person has the right to acquire voting or 
investment power within 60 days, by the sum of the number of shares outstanding as of such date plus 
the number of shares as to which such person has the right to acquire voting or investment power within 
60 days. Consequently, the denominator used for calculating such percentage may be different for each 
beneficial owner.  So the numbers in your table may well add up to more than 100%. 
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You must also disclose in this section if there are any existing arrangements or any discussions or 
negotiations with any third party concerning any arrangements, known to the your company, your 
management or their affiliates, including any pledge by any person of our securities, the operation of 
which may at a subsequent date result in a change in control of your company.  
 
Description of Securities 
 
This section requires you to describe the amount and characteristics of your stock.  There are two basic 
types of stock:  Common Stock and Preferred Stock. 
 
First, a word about the difference between “authorized and unissued stock” and “issued and outstanding 
stock.”  Let’s say each share of stock is a marble and your company is a big jar.  Your authorized and 
unissued stock is the number of marbles in the jar.   
 
Who owns these marbles?  No one.   
 
What good are they?  You can sell them or otherwise issue them to people who become your 
shareholders. 
 
When you issue your stock, you take the number of marbles [shares] you issue out of the jar and give 
them to you, your officers and directors and your investors/shareholders.  The number of marbles held 
by you and your officers and directors and by your investors/shareholders is called the “issued and 
outstanding stock.” 
 
Many of our clients get confused about authorized and unissued stock.  They think, for example, if we 
recommend they have 100,000,000 authorized and unissued common shares that this is way to many or 
that it can hurt their stock price to have so many millions of shares authorized.  In fact, this is not true.  
Authorized and unissued shares, marbles still in the jar in our example, have no affect on your stock 
price.  The only thing that affects your stock price is the issued and outstanding shares, marbles you 
have taken out of the jar and given to yourself, your officers and directors and your 
investors/shareholders.   
 
Common Stock 
 
You disclose how many shares of common stock at what par value of $0.001 are authorize and how 
many of such shares are actually issued and held by how many shareholders.    
You also must disclose voting and dividend rights and any provisions in your articles of incorporation or 
by-laws that affect changes in control. 
 
Preferred Stock 
 
We always recommend that our clients authorize preferred stock because of the flexibility it gives you 
for raising money in the future.  Preferred stock may be issued in series with preferences and 
designations as the Board of Directors may from time to time determine. The board may, without 
shareholders approval, issue preferred stock with voting, dividend, liquidation and conversion rights that 
your potential investors may want. 
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Interest of Named Experts 
 
Your auditor and your SEC attorney are called “Experts” by the SEC.  They must consent to the use of 
their work product and that consent must be filed with the SEC.  This section names those experts and 
describes the work they have done. 
 

• Disclosure of Commission Position on Indemnification for Securities Liabilities 
 
The SEC has a policy about indemnification that is your getting reimbursed for certain expenses if you 
are sued by third parties.  That position is: 
 

Insofar as indemnification for liabilities arising under the Securities Act of 1933 may be permitted to 
our directors, officers and controlling persons, we have been advised that in the opinion of the 
Securities and Exchange Commission, such indemnification is against public policy as expressed in 
the Securities Act of 1933 and is, therefore, unenforceable. 

 
This policy as well as any internal policies or law governing indemnification is disclosed in this section. 
 
Description of Business 
 
Finally, after all of this disclosure, you get to describe your business.  But the SEC mandates the items 
about your business that must be disclosed and the way in which your disclosure must be written.  This 
section requires disclosure of the following subjects: 
 
To start you will describe the organizational history of your company, when and where your company 
was formed and any mergers, acquisitions, name changes and similar corporate events that have 
occurred back to the date your company was formed. 
 
Next, you will describe the principal products produced and services rendered by your company. 
 
If any products are under development (e.g. whether in the planning stage, whether prototypes exist, the 
degree to which product design has progressed or whether further engineering is necessary), you must 
state what you need to do to be able to complete and commence selling your products, how much it will 
cost to do that and how long you estimate that will take. 
 
If you sell multiple products and any products have accounted for more than 10% of your total revenue, 
you must include a chart showing how much total revenue each product has generated in the periods 
covered by your financial statements. 
 
If your business is or may be seasonal, you also describe the effect of this seasonality on your business, 
revenues and profits. 
 
Next, you describe the principal markets for your principal products and services.  Where do you 
currently sell your products?  Who are your customers or potential customers?  Do you have any 
contracts with customers?  If so, describe the details of those contracts. 
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One common mistake that people make in writing this section is to include information about the size of 
their potential market or similar market data from third party sources.  This will inevitably draw 
comments from the SEC.  The SEC will always ask you to provide written support for promotional 
statements or statistics you. Sometimes they ask you to provide the consent of the source of promotional 
information in their filings.  If you used materials such as photographs, charts or maps in you filing, the 
SEC often has comments.  These comments are almost impossible to clear.  The SEC asks you to submit 
the entire article or source material.  They will tell you that you selected only certain information and 
your summary is not complete.  They will tell you that if your material is even just several months old, it 
is out of date.  Thus, we recommend that our clients not include any of this material.  Our clients always 
complain.  But we remind them, as we reminded you earlier, this filing is not a marketing document.  It 
is written to clear the SEC and not to market your company. 

Next, you describe the principal methods of distribution of your principal products and services.  Do you 
only sell through your officers or an internal sales force?  Do you have third party distributors selling 
your products?   Do you have any contracts with distributors?  If so, describe the details of those 
contracts. 
 
Next, you describe the sources and availability of raw materials used in producing your products.  If 
your purchases from any supplier have accounted for more than 10% of your total expenses, you must 
include a chart showing how much total expense each supplier has generated in the periods covered by 
your financial statements. Do you have any contracts with suppliers?  If so, describe the details of those 
contracts.  How difficult is it to obtain alternative suppliers?  What would be the affect on your business 
such as increased costs or decreased revenues if you had to find alternate suppliers? 
 
Next, you describe all your intellectual property including the duration and effect of all patents, 
trademarks, licenses, franchises and concessions held. 
 
With respect to inventory, you must disclose if you are required to carry significant amounts of 
inventory to meet rapid delivery requirements of customers or to assure yourself of a continuous 
allotment of goods from suppliers. 
 
What are your return policies?  Do your customers have rights to return merchandise?  If so, what has 
your return experience been? 
 
Next, you describe any warranties you offer and what your warranty experience has been. 
 
Do you have an order backlog?  If so, describe the dollar amount of backlog orders believed to be firm, 
as of a recent date and as of a comparable date in the preceding fiscal year, together with an indication 
of the portion thereof not reasonably expected to be filled within the current fiscal year, and seasonal or 
other material aspects of the backlog.  
 
Do you sell to government agencies?  If so, you must include a description of any material portion of 
your business that may be subject to renegotiation of profits or termination of contracts or subcontracts 
at the election of the government. 
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You then describe competitive conditions in your business involved including the identity of the 
particular markets in which the registrant competes, an estimate of the number of competitors and the 
registrant's competitive position, if known or reasonably available to the registrant. If you know that one 
or a small number of competitors is dominant in your industry, the competitors must be named.  Your 
size in relationship to your competitors is disclosed.  You identify the principal methods of competition 
(e.g., price, service, warranty or product performance), and positive and negative factors pertaining to 
your competitive position. 
 
If you have any research and development expenses recorded on your financial statements, you must 
disclose the estimated amount spent during each of the last two fiscal years on company-sponsored 
research and development activities determined in accordance with generally accepted accounting 
principles. In addition, you must state the estimated dollar amount spent during each of such years on 
customer-sponsored research activities relating to the development of new products, services or 
techniques or the improvement of existing products, services or techniques. 
 
If appropriate, you must disclose the material effects that compliance with Federal, State and local 
provisions which have been enacted or adopted regulating the discharge of materials into the 
environment, or otherwise relating to the protection of the environment, may have upon your capital 
expenditures, earnings and competitive position. You must disclose any material estimated capital 
expenditures for environmental control facilities for the remainder of its current fiscal year and its 
succeeding fiscal year and for such further periods as you may deem material. 
 
Finally, you indicate the number of persons you employ, by category (e.g. management, sales, 
production, etc.) and how many are full time and part time employees. 
 
Description of Property 
 
Give all the details about any real estate you own or lease, as follows: 
 
For every property you rent [Provide details requested below separately for each, if more than one]: 
 

• Address: City/State/Zip 
• Number of Square Feet: 
• Name of Landlord: 
• Term of Lease: 
• Monthly Rental: 
• Adequate for current needs: ___ Yes  ___ No 

o If no, explain: 
 
For every property you own [Provide details requested below separately for each, if more than one]: 
 

• Address: City/State/Zip 
• Number of Square Feet: 
• If mortgage, give details:  

o Amount 
o Monthly payments 
o Maturity date 

• Adequate for current needs: ___ Yes  ___ No 
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o If no, explain: 
 
If you are in the real estate acquisition or development business, you will have to give additional details 
about your acquisition and financing methods, policies and procedures. 

Certain other specific information is required if you are in the oil and gas industry. 

Certain Relationships and Related Transactions 
 
In this section, you describe any transaction, since the beginning of your last fiscal year, or any currently 
proposed transaction, in which your company was or is to be a participant and the amount involved 
exceeds $120,000, and in which any related person had or will have a direct or indirect material interest.  
 
The term related person means:  
 

• Any director or executive officer  
• Any immediate family member of a director or executive officer, which means any child, 

stepchild, parent, stepparent, spouse, sibling, mother-in-law, father-in-law, son-in-law, daughter-
in-law, brother-in-law, or sister-in-law of such director, executive officer or nominee for director, 
and any person (other than a tenant or employee) sharing the household of such director, 
executive officer or nominee for director; and  

• Any person listed in the Security Ownership Table above who is not an officer or director and 
any immediate family member of any such security holder, which means any child, stepchild, 
parent, stepparent, spouse, sibling, mother-in-law, father-in-law, son-in-law, daughter-in-law, 
brother-in-law, or sister-in-law of such security holder, and any person (other than a tenant or 
employee) sharing the household of such security holder.  

 
You must disclose the following information regarding the transaction:  
 

• The name of the related person and the basis on which the person is a related person.  
• The related person's interest in the transaction with your company, including the related person's 

position or relationship with, or ownership in, a firm, corporation, or other entity that is a party 
to, or has an interest in, the transaction.  

• The approximate dollar value of the amount involved in the transaction.  
• The approximate dollar value of the amount of the related person's interest in the transaction, 

which shall be computed without regard to the amount of profit or loss.  
 
One note here about loans or other advances to your officers and directors.  They are not allowed under 
the Sarbanes-Oxley Act.  Your financial statements can never show a loan or advance receivable from 
any officer or director.  Further, any loans or advances to your officers or directors must be fully repaid 
before you file your registration statement. 

Financial Statements 

Your financial statements must be audited by a firm that is a member of the Public Company 
Accounting Oversight Board, or PCAOB. The PCAOB is a private, nonprofit corporation created by the 
Sarbanes-Oxley Act of 2002 to oversee the auditors of public companies. 



Williams Securities Law Firm, P.A. Page 50 Going Public Direct     
© 2011,  Michael T. Williams, Esq.  www.GoPublicDirect.com 

It is important to note that your audit firm does not prepare your financial statements and all required 
footnotes and schedules to the financial statements.  You must prepare them yourself and then send them 
to the audit firm.  You cannot simply submit QuickBooks or some similar accounting program.  These 
must be full financials statements prepared in accordance with SEC requirements.  Many of our clients 
do not have the ability to prepare their financial statements themselves.  In this case, they use an 
accounting/consulting firm to prepare their financial statements and work with the audit firm in the 
audit. 
 
The financial statements you are required to include if you are not a smaller reporting company in a 
Form S-1 registration statement under Rules 3-01 and 3-02 of SEC Regulation S-X are:  
 

• Audited balance sheets (consolidated if you have subsidiaries) as of the end of each of the two 
most recent fiscal years. If your company been in existence for less than one fiscal year, an 
audited balance sheet as of a date within 135 days of the date of filing the registration statement. 

• Audited statements of income and cash flows for each of the three fiscal years preceding the date 
of the most recent audited balance sheet being filed or such shorter period as your company has 
been in existence. 

• Interim reviewed financial statements for the current period if the filing is more than 135 days 
after the end of your fiscal year. 

• Date of financial statements: Each amendment must include updated interim or audited financial 
statements if the financial statements in the prior filing are more than 135 days old. 
 

Rule 8-01 of Regulation S-X specifies the periods your financial statements must cover if you are a 
smaller reporting company, as follows:  
 

• Audited balance sheet as of the end of each of the most recent two fiscal years, or as of a date 
within 135 days if the issuer has existed for a period of less than one fiscal year. 

• Audited statements of income, cash flows and changes in stockholders' equity for each of the two 
fiscal years preceding the date of the most recent audited balance sheet (or such shorter period as 
the registrant has been in business). 

• Interim reviewed financial statements for the current period if the filing is more than 135 days 
after the end of your fiscal year. 

 
Date of financial statements: Each amendment must include updated interim or audited financial 
statements if the financial statements in the prior filing are more than 135 days old. 
 
SEC Rule 405 defines a smaller reporting company as a company that:  
 

• If your stock is trading: Had a public float of less than $ 75 million as of the last business day of 
its most recently completed second fiscal quarter, computed by multiplying the aggregate 
worldwide number of shares of its voting and non-voting common equity held by non-affiliates 
by the price at which the common equity was last sold, or the average of the bid and asked prices 
of common equity, in the principal market for the common equity. 
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• If you are not trading: 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, computed by 
multiplying the aggregate worldwide number of such shares held by non-affiliates before the 
registration plus the number of such shares included in the registration statement by the 
estimated public offering price of the shares. 

• If your public float as calculated under paragraph (1) or (2) above is zero, had annual revenues of 
less than $50 million during the most recently completed fiscal year for which audited financial 
statements are available. 

 
Management’s Discussion and Analysis of Financial Condition and Results of Operations  
 
Pursuant to the requirements of Item 303 of Regulation S-K, you must present Management's Discussion 
and Analysis of Financial Condition and Results of Operations, called MD&A.  In this section, you are 
doing two primary things: 
 

1. Doing a variation analysis of each line item in your income statement, indicating the variations 
between the periods in the financial statements included in your filing giving the reasons these 
variations occurred.  In your MD&A, you must address known trends, demands, commitments, 
events, or uncertainties that will have, or are reasonably likely to have, a material impact on your 
company's financial condition, operating performance, revenues, and/or income, or results in its 
liquidity decreasing or increasing in any material way.  You must also provide additional 
information about the quality and variability of earnings and cash flows so that readers can 
evaluate whether past performance is likely to be indicative of future performance. You must 
also discuss whether it expects its financial position to remain at its current level or to increase or 
decrease.  

2. An analysis of you current financial position describing all debt or other obligations and all 
potential sources of capital or other financial liquidity. 

 
Just as with financial statements, your audit firm cannot write MD&A.  And just as with financial 
statements, many of our clients do not have the ability to prepare MD&A themselves.  In this case, they 
use the same accounting/consulting firm they used to prepare their financial statements and work with 
the audit firm in the audit to prepare MD&A. 
 
MD&A is divided into several sections, as follows: 
 
Introduction or Overview 
 
In this section you must provide a balanced executive-level discussion of the most important matters 
management is concerned with in evaluating your company's financial condition and operating results. 
A good introduction or overview should: 
 

• Include economic or industry-wide factors relevant to the company 
• Inform the reader about how the company earns revenues and income and generates cash 
• Discuss the company's line of business, location of operations and principal products and 

services 
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• Provide insight into material opportunities, challenges and risks on which the company's 
management are most focused for both the short term and long term, as well as the actions they 
are taking to address these opportunities, challenges and risks 

 
Results of Operations 
 
The most common mistakes in preparing this part of MD&A is a failure to provide a detailed discussion 
of your company's results of operations and a failure to explain the reasons for period-to-period changes.  
If you do not give the SEC this information, they will ask you to: 
 

• Identify the causes for period to period changes in results of operations for each material line 
item in the financial statements 

• Disclose the reasons underlying these causes for the period to period changes 
• Identify changes in items which are caused by more than one factor and then quantify the effect 

of each factor on the change 
 

Milestones/Plan of Operations 
 
This is a mini-executive summary table of your business plan during the next 12 months.  If you haven’t 
been in business for a year, you will only include this Plan of Operations and not discuss Results of 
Operations as described above. 
 
Milestones/Plan of Operations section is in a table in which you state: 
 

• What major things [milestones] you intend to accomplish 
• How you intend to accomplish each milestone 
• When you expect the milestone to be accomplished  
• How much it will cost to accomplish each milestone 
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Example Milestone Table 
 
Milestone or Step  
 

Expected Manner of Occurrence or 
Method of Achievement 

Date When Step 
Should be 
Accomplished 

Cost of 
Completion 

Formation and Setup 
of Company 

Find and Lease Location for Company, 
Purchase Equipment, Hire Employees 

2 months $150,000 

Start Operations Purchase Materials, Start Assembling 
Widgets  

2 – 4 months $250,000 

Start Marketing 
Phase 

Develop Sales Materials, Start Mailings 
and Product Presentations  

2 – 4 months $200,000 

Reach Sales of 3,000 
Widgets 

Finish and Ship Widgets 6 – 9 months $150,000 

 
The Milestone Section lists step-by-step future events that management believes must occur in order for 
your Company to become profitable or to meet its business objectives, and describes the activity 
management will undertake to complete each step.  Your response to this Item should provide sufficient 
information so that an investor is able to assess the likelihood that your Company's resources will prove 
adequate to accomplish its goals. 
 
List the major steps in your business plan.  A company that is opening a new business needs to describe 
the specific steps to open the business.  For example, you might list steps such as obtaining a state 
license; entering into construction contracts; purchasing specific equipment; and hiring a specific 
number of personnel. This example is particularly useful for development stage companies. It outlines 
the important steps your Company must take to reach its goal of opening the business.  
 
The following are examples of typical milestones for small businesses: 
 

• acquiring a specific piece of equipment, 
• registering a trademark, 
• granting a license, 
• acquiring a specific contract for goods or services 
• achieving a specific level of net sales, 
• reaching a specific number of new markets, 
• generating a specific level of manufacturing output, 
• reaching a specific level of inventory purchases, or 
• implementing the next stage of a business plan (e.g., hiring a marketing staff and creating a new 

marketing department or creating a new production line). 
 
You should describe what your Company must do to complete each step.  For example, if you have 
listed “obtain a patent on its product” as a Milestone, the expected manner of occurrence might be to 
hire an attorney to file an application with the US Patent and Trademark Office.  If you have listed 
“purchase machinery” as a Milestone, the expected manner of occurrence might be to contact a dealer in 
that type of machinery and to enter into a contract for its purchase.   
 
List the steps of your Company’s business plan in chronological order. To determine the sequence of 
disclosure here, ask the following questions: 
 



Williams Securities Law Firm, P.A. Page 54 Going Public Direct     
© 2011,  Michael T. Williams, Esq.  www.GoPublicDirect.com 

• What are the most important things your Company must do? 
• What things must your Company do first? 
• What things are dependent upon others? 

 
To the extent possible you should determine the “critical path” of the steps. What is the last point in time 
when a step can take place or a condition can be fulfilled before the entire plan is off schedule?  What 
steps are dependent upon others?  For instance, should leasing the premises come before or after hiring 
staff and purchasing equipment?  Finally, you should not include past events in the Milestone Section. 
 
You should disclose when each step will occur.  While a date may be given, it is preferable to state a 
range or number of months in which your Company expects to accomplish the business objective.  In 
addition, you should indicate when the steps begin, such as: “the period of disclosure should not exceed 
12 months”. 
 
You should indicate the monetary cost to achieve each step.  You may express this amount as a range.  If 
will you exhaust all other resources available prior to completing a step, you should indicate whether 
your Company has access to other sources of funds, identify the sources and disclose whether they are 
contingent or firm.   
 
Liquidity and Financial Resources 
 
In this section, you will need to disclose: 
 

• Any known material trends, demands, commitments, events, or uncertainties that will have, or 
are reasonable likely to have, a material impact on the company's financial condition and short-
term or long-term liquidity 

• Any known material trends, demands, commitments, events, or uncertainties that will have, or 
are reasonable likely to have, a material impact on the company's revenues or income from 
continuing operations 

• Internal and external sources of funds to finance operations or capital improvements 
• An evaluation of the amounts and certainty of cash flows 
• Any material commitments for capital expenditures and the expected sources of funds for such 

expenditures 
• The past and future financial condition and results of operations of the company, with particular 

emphasis on the prospects of the future 
• Any significant elements of income or loss that do not arise from the company's continuing 

operations 
• The causes for any material changes from period to period in one or more line items of the 

company's financial statements 
• Any seasonal aspects that had a material effect on the financial condition or results of operations 
• Any additional information about the quality and potential variability of the company's earnings 

and cash flows so that readers can ascertain the likelihood that past performance is indicative of 
future performance. 

• Market for Common Equity and Related Stockholder Matters 
 
As your stock will not be publicly trading when you file the registration statement, you will disclose that 
there is no established United States public trading market. 
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• You will also indicate any stock you have that is subject to outstanding options or warrants to 
purchase, or securities convertible into, common stock 

 
• The amount of your securities that can be sold without registration under SEC Rule 144 and that 

this could have a material effect on the market price of your common stock.  
 
You will also set forth the approximate number of holders of each class of common equity of the 
registrant as of the latest practicable date. 
 
You will describe any policy concerning payment of dividends and any dividends you have paid in the 
last two years or any restrictions on or requirements to pay dividends.  You also must describe your 
intention to pay cash dividends in the foreseeable future and, if no such intention exists, make a 
statement of that fact in the filing.  
 
If you have any compensation plans for you or your other officers and directors that involve stock 
issuance, you must describe the plans. 
 
Executive Compensation 
 
This Item requires clear, concise and understandable disclosure of all plan and non-plan compensation 
awarded to, earned by, or paid to the following “named executive officers:” 

• All individuals serving as the registrant's principal executive officer or acting in a similar 
capacity during the last completed fiscal year ("PEO"), regardless of compensation level; 

• All individuals serving as the registrant's principal financial officer or acting in a similar capacity 
during the last completed fiscal year ("PFO"), regardless of compensation level;  

• The registrant's three most highly compensated executive officers other than the PEO and PFO 
who were serving as executive officers at the end of the last completed fiscal year; and 

• Up to two additional individuals for whom disclosure would have been provided pursuant to 
paragraph (a)(3)(iii) of this Item but for the fact that the individual was not serving as an 
executive officer of the registrant at the end of the last completed fiscal year.  
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This information is presented in a Summary Compensation Table in the tabular format below: 
 

SUMMARY COMPENSATION TABLE 

Name 
and 

principal 
position 

Year Salary 
($) 

Bonus 
($) 

 

Stock 
Awards 

($) 
 

Option 
Awards 

($) 
 

Non-Equity 
Incentive 

Plan 
Compensation 

($) 

Nonqualified 
Deferred 

Compensation 
Earnings 

($) 

All Other 
Compensation 

($) 
 

Total 
($) 

PEO....                   

PFO....                   

A....                   

B....                   

C....                   

If any of your named executive officers have any stock grants or stock options outstanding, you also 
must present the following table: 
 

OUTSTANDING EQUITY AWARDS AT FISCAL YEAR-END  
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A similar table is required if any named executive officer exercised any options or if any stock 
ownership vested.   

All employment agreements or other forms of compensation agreements must be disclosed.  Remember 
that the SEC has a very broad definition of compensation, which includes things you might not think 
about such as: 
 

• Perquisites and other personal benefits, or property, unless the aggregate amount of such 
compensation is less than $10,000; 
• All "gross-ups" or other amounts reimbursed during the fiscal year for the payment of taxes;  
• Any stock purchased or issued at a discount; 
• The amount paid or accrued to any named executive officer pursuant to a plan or arrangement 
in connection with: Any termination, including without limitation through retirement, 
resignation, severance or constructive termination (including a change in responsibilities) of such 
executive officer's employment with the registrant and its subsidiaries; or a change in control. 

 
You must include a separate table for director compensation, as follows: 
 

DIRECTOR COMPENSATION 
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You must describe any plans or arrangements you have to pay directors compensation or reimburse 
them for their expenses. 
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Changes in and Disagreements with Accountants on Accounting and Financial Disclosure 
 
The SEC requires you to disclose any time you change your audit firm.  The SEC wants to know the 
date you dismissed your prior audit firm and hire the new audit firm.  They want to know if you had any 
disagreements with your old audit firm.  Further, they require that your old audit firm give you a letter 
which you must file with the SEC indicating whether the old audit firm agrees or disagrees with your 
disclosure. 
 
Indemnification of Officers and Directors 
 
You must tell the SEC about any provisions in the laws of the state/country you are incorporated in that 
affect indemnification of your officers and directors. 
 
Other Expenses of Issuance and Distribution 
 
You must give the SEC an estimate of all the costs involved in your filing. 
 

• Recent Sales of Unregistered Securities 
 
You must tell the SEC about all of your stock issuances for the three years prior to the date of the filing.  
 
You must disclose: 
 

• Give the date of sale and the title and amount of securities sold. 
• Indicate how many people you sold the securities to. 
• As to securities sold for cash, state the aggregate offering price. As to any securities sold 

otherwise than for cash, such as for services, state the nature of the transaction and the nature and 
aggregate amount of consideration you received.  The purchase price used for calculating the 
value of stock in stock for services transactions is the price paid in the most recent cash stock 
sales of your stock. 

• Indicate the section of the Securities Act or the rule of the Commission under which exemption 
from registration was claimed and state briefly the facts relied upon to make the exemption 
available. 

• Exhibits. 
 
All corporate documents and all material contracts and agreements must be filed separately and in their 
entirety. 
 
Other Forms for Registering Securities under the Selling Stock Act 
 
Other Registration Statement Forms are:  

• Form S-3 – This Form is only available to large companies that have been SEC reporting 
companies for more than a year, are traded on a national securities exchange and for which the 
value of voting and non-voting common stock held by non-affiliates is $75,000,000 or more. 

• Form S-4 – This Form is only available for registering shares issued in a merger or similar 
business combination. 
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Form S-8 – This Form is only for registering shares issued under an employee benefit plan. 
 
Alternatives to Form S-1 for Chinese Companies 
 
Chinese and other foreign companies, if they qualify as what the SEC defines as “foreign private 
issuers” have the option but not the obligation utilize another set of laws, rules and regulations to Go 
Public in the United States. 
 
You must Qualify as a Foreign Private Issuer 
 
The term foreign private issuer means any foreign company other than a foreign government that meets 
the following conditions as of the last business day of its most recently completed second fiscal quarter:  
 

• Less than 50 percent of the outstanding voting securities of such issuer are directly or indirectly 
owned of record by residents of the United States; and 

• Any of the following:  
o Less than the majority of the executive officers or directors are United States citizens or 

residents; 
o Less than 50 percent of the assets of the company are located in the United States; or 
o The business of the company is not administered principally in the United States. 

 
A foreign private issuer can elect to be treated as a domestic U.S. company and follow the same rules 
and regulations described above. It has the option, but not the obligation, then to utilize a different series 
of SEC Forms to sell securities in the U.S. 
 
Alternate Forms For Foreign Companies That Are Foreign Private Issuers:  Form F-1 Or 20-F 
 

• Prospectus Summary  
• Identity of Directors, Senior Management and Advisors 
• Offer Statistics and Expected Timetable  
• Key Information 

   A. Selected Financial Data 
   B. Risk Factors 
   C. Forward-Looking Statements 

• Information on the Company 
   A. History and Development of the Company 
   B. Business Overview 
   C. Organizational Structure 
   D. Property, Plant and Equipment 

• Unresolved Staff Comments 
• Operating and Financial Review and Prospects 

   A. Operating Results 
   B. Liquidity and Capital Resources 
   C. Off-Balance Sheet Arrangements 
   D. Tabular Disclosure of Contractual Obligations 

• Directors, Senior Management and Employees 
   A. Directors and Senior Management 
   B. Compensation 
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   C. Board Practices 
   D. Employees 
   E. Share Ownership 

• Major Shareholders and Related Party Transactions 
   A. Major Shareholders 
   B. Related Party Transactions 

• Financial Information 
   A. Legal and Administrative Proceedings 
   B. Dividends 
   C. Significant Changes 

• The Offer and Listing 
   A. Trading 

• Additional Information 
   A. Memorandum and Articles of Incorporation 
   B. Material Contracts 
   C. Exchange Controls 
   D. Taxation 
   E. Documents On Display 

• Quantitative and Qualitative Disclosures about Market Risk 
• Description of Securities Other than Equity Securities 
• Defaults, Dividend Arrearages and Delinquencies 
• Material Modifications to the Rights of Security Holders and Use of Proceeds 
• Controls and Procedures 

   A. Audit Committee Financial Expert 
   B. Code of Ethics 
   C. Principal Accountant Fees and Services 
   D. Exemptions from the Listing Standards for Audit Committees 
   E. Purchases of Equity Securities by the Issuer and Affiliated Purchasers 

• Financial Statements 
• Indemnification of Directors and Officers.  
• Recent Sales of Unregistered Securities.  
• Exhibits and Financial Statement Schedules.  
• Undertakings 

 
Form F-1 for Registering Securities under the Selling Stock Act is available ONLY to Non-U.S. 
Companies 
 
The disclosure requirements for the F forms are not found in Regulation S-K as for the S Forms but 
instead are primarily found in another form for foreign private issuers, Form 20-F, which is also used for 
on-going SEC filing requirements. Although the items to be disclosed in Form F-1 are essentially the 
same as those in Form S-1, there are subtle distinctions and differences. 
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Resale of Stock Sold in a Private Placement 
 
Section 4(1) of the 1933 Selling Stock Act and SEC Rules 144 and 145: 
The “Resale of Unregistered Restricted Stock” Section and Regulation 
 
Securities that are not registered with the SEC on Form S-1 or other appropriate Form but instead are 
sold in a private placement are called Restricted Securities.   
 
Restricted Securities cannot be resold as free trading stock unless registered Form S-1, or other 
appropriate Form, in a Selling Stockholder Registration Statement, as described above. 
 
Most often, however, Restricted Securities are not registered for resale but instead are resold under an 
exemption provided in Section 4(1) of the 1933 Selling Stock Act for a resale transaction "by a person 
other than an issuer, underwriter, or dealer." The issuer is your company.  A dealer is a FINRA 
broker/dealer.  What, then, is an underwriter? 
 
An investment banking firm which arranges with an issuer for the public sale of its securities is clearly 
an "underwriter" under that section. However, individual investors who are not professionals in the 
securities business also may be "underwriters" if they act as links in a chain of transactions through 
which securities move from an issuer to the public. 
 
Just as Regulation D explained what Section 4(2) meant, SEC Rule 144 explains what the term 
“underwriter” means and, more importantly, explains how you and your investors can resell Restricted 
Securities without being deemed and underwriter. 
 
Rule 144 distinguishes between the following: 
 

• Unregistered Securities held by officers, directors and control persons, including but not limited 
to persons who own more than 10% of your issued, called Insiders or Affiliates as opposed to 
Unregistered Securities held by your other investors and shareholders, called Non-Insiders or 
Non-Affiliates.  

 
• Unregistered Securities of an SEC Reporting Company as opposed to Non-SEC Reporting 

Companies 
 

• Unregistered Securities issued by what the SEC as “Shell Companies” as opposed to Operating 
Companies, which are companies with more than no or nominal non-cash assets and more than 
nominal operations.  This is discussed in detail under the “Public Shells & Reverse Mergers” 
Button on this site. 
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Rule 144 requirements for legal resales of Unregistered Securities by Operating/Non-Shell Companies, 
both Reporting and Non-Reporting, are as follows: 
 
 Insiders/Affiliates and Persons Selling  

on Behalf of Insiders/Affiliates 
Non-Insiders/Non-Affiliates 
(Requiring that such Person Has 
Not Been an Affiliate During the 
Prior Three Months)  
 

During six-month holding period:  
No resales under Rule 144 permitted. 
 

During six-month holding period:  
No resales under Rule 144 permitted. 
 

Restricted 
Securities 
of SEC 
Reporting 
Companies 

After six-month holding period: 
May resell in accordance with all 
Rule 144 requirements including: 

• Current public information, 
• Volume limitations, 
• Manner of sale requirements for equity 

securities, and 
• Filing of Form 144. 

 

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 other 
Rule 144 requirements. 
 

During six-month holding period: 
No resales under Rule 144 permitted. 
 

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

Restricted 
Securities 
of 
Non-
Reporting 
Companies 
 

After six-month holding period: 
May resell in accordance with all Rule 144 
requirements including: 

• Current public information. 
• Volume limitations [generally 1% of the total 

issued and outstanding securities of the company 
during any 90 day period]. 

• Manner of sale requirements for equity securities 
[generally through a broker on the market at 
market price in an unsolicited transaction].  

• Filing of Form 144 under certain circumstances 
[if the amount of securities to be sold in reliance 
upon this rule during any period of three months 
exceeds 5,000 shares or other units or has an 
aggregate sale price in excess of $ 50,000]. 

 

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

 
Rule 144 in effect deems certain stock ownership transfers not to be sales, in which case you can add, or 
“tack,” the amount of time the prior owner owned the securities to the ownership time, or “holding 
period” of the current owner, as follows: 
 

• Stock dividends, splits and recapitalizations.  
• Conversions and exchanges.  
• Securities acquired as a contingent payment of the purchase price of an equity interest in a 

business, or the assets of a business.  
• Securities which are bona fide pledged for a loan after a default.  
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• Bona-fide gifts.  
• Trusts and Estates Beneficiaries 
• Holding company formations.  
• Cashless exercise of options and warrants.  

 
All of these “tacking” provisions have significant qualifiers.  Make sure you consult a qualified 
securities lawyer if you are trying to tack the Rule 144 holding period of the person from whom you 
acquired the securities. 
 
Rule 144 requirements for legal resales of Unregistered Securities by Shell Companies are significantly 
different, as set forth in Rule 144.i.  Most significantly, these rules apply if the company ever in its 
entire past history was a shell company, even if it is not a shell company at the time it sold the Restricted 
Securities in question. 
 
Rule 144.i provides in part: 
 

• Notwithstanding paragraph (i)(1), if the issuer of the securities previously had been an issuer 
described in paragraph (i)(1)(i) but has ceased to be an issuer described in paragraph (i)(1)(i); is 
subject to the reporting requirements of section 13 or 15(d) of the Exchange Act; has filed all 
reports and other materials required to be filed by section 13 or 15(d) of the Exchange Act, as 
applicable, during the preceding 12 months (or for such shorter period that the issuer was 
required to file such reports and materials), other than Form 8-K reports (Rule 249.308 of this 
chapter); and has filed current "Form 10 information" with the Commission reflecting its status 
as an entity that is no longer an issuer described in paragraph (i)(1)(i), then those securities may 
be sold subject to the requirements of this section after one year has elapsed from the date that 
the issuer filed "Form 10 information" with the Commission. 

 
• The term "Form 10 information" means the information that is required by Form 10 or Form 20-

F (Rule 249.210 or Rule 249.220f of this chapter), as applicable to the issuer of the securities, to 
register under the Exchange Act each class of securities being sold under this rule. The issuer 
may provide the Form 10 information in any filing of the issuer with the Commission. The Form 
10 information is deemed filed when the initial filing is made with the Commission. 

 
Translation:  If the company that sold the Unregistered Securities is at the time of sale, or ever in its past 
history had been, a Shell Company, then four things must happen before the Restricted Securities can be 
resold under Rule 144: 
 

• The company must no longer be a Shell Company. 
• A minimum of one year must have elapsed from the time the Shell Company filed with the SEC, 

on a different Form, the same disclosure information and financial statements as the company 
must file in a Form S-1 Registration Statement about its Non-Shell Company business. 

• The company must be an SEC Reporting Company. 
• The company must have filed all required reports of an SEC Reporting Company for the prior 12 

months, or shorter if it has been a Reporting Company for a shorter period. 
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This rule creates a big problem for OTCBB Public Shells and a disastrous problem for Pink Sheet 
Shells, as described under the “Public Shells and Reverse Mergers” Button.  It has even driven one well-
known FINRA broker/dealer who had always used a Reverse Merger with a Public Shells in its 
financings to abandon that method in favor of the direct filing method described above. 
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Chapter 3:  Public Shells and Reverse Mergers 

Public Shells 
 
What Is A Public Shell? 
  
The SEC has two definitions that apply to shell companies: 

• Shell Company 
• Blank Check Company 

Shell Company 
  
A "shell company" is any company that has: 

• no or nominal operations and 
• either 

o no or nominal assets or 
o assets consisting solely of any amount of cash and cash equivalents and nominal other 

assets. 
 
The SEC does not define the term "nominal." However, note that the definition does not refer to 
revenues but to operations. Thus the SEC has later said that this definition is not intended to capture a 
“startup company,” or, in other words, a company with a limited operating history, as it believes that 
such a company does not meet the condition of having “no or nominal operations.” 
  
Blank Check Company 
  
A blank check company is a development stage company that: 
 

• has no specific business plan or purpose or 
• has indicated its business plan is to engage in a merger or acquisition with an unidentified 

company or companies, other entity, or person. 
  
The Different Types Of Public Shells 
 
There are three basic kinds of Public Shells: 
 

• OTCBB Reporting/Trading Shell 
o This Shell files reports with the SEC under the 1934 “Filing Reports” Act. 
o This Shell trades on the Over-the-Counter Bulletin Board. 

 
• Pink Sheet Non-Reporting/Trading Shell 

o This Shell does not file reports with the SEC under the 1934 “Filing Reports” Act, 
although some Pink Sheet Shells at one time were OTCBB Shells that ceased filing 
reports with the SEC. 
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o This Shell trades on the Pink Sheets. 
 

• Form 10 Virgin Non-Reporting/Non-Trading Shell 
o This Shell does file reports with the SEC under the 1934 “Filing Reports” Act. 
o This Shell does not trade either on the OTCBB or the Pink Sheets. 

 
• Special Purpose Acquisition Companies [SPACs] 

o Generally the SEC does not allow manufactured Public Shells to trade under Rule 419. 
However, if the Public Shell has over $5,000,000 in net assets and a stock price in excess 
of the $5.00 limit under Penny Stock Rules, this type of Public Shell can trade. 

 
Where Do Public Shells Come From? 
  
Naturally: From failed businesses 
  
If a company has a valid business plan, goes public, attempts to implement that plan but the business 
fails, the company becomes a public shell, i.e. the shell of its former business. 
  
Manufactured: 
  
Some shells are specifically manufactured. However, these shells can be formed both legally and 
illegally.  
 

• Legally 
o A Form 10, SEC reporting/non-trading virgin shell is specifically created to be a shell 

company. These shells cannot trade. The benefits of these shells are sometimes 
misrepresented, although they can be used for valid purposed. 

o A SPAC is a legitimately created, trading Public Shell. 
 

• Illegally 
o Because Form 10 shells cannot legally trade, and because SPACs must have a high 

trading price and significant assets, some shells are manufactured by forming a company 
that allegedly has a valid business plan, but really doesn’t. The company goes public and 
attempts to implement that plan but not surprisingly, as that was the intent. The business 
fails; the company becomes a public shell, i.e. the shell of its former business. But this 
shell is trading. The SEC calls these “Footnote 32 Shells.” 

  
You Can’t Just Create Your Own Trading Public Shell 
  
You cannot create a shell without free trading stock, that is - stock that can be sold free and clear of all 
SEC restrictions on resale. 
 

• The SEC doesn’t allow you to register stock in a shell company under the 1933 “Selling Stock” 
Act. Thus, you cannot obtain free trading stock by filing with the SEC. 

• The SEC, under Rule 144, does not allow stock in a shell company sold in a private offering 
without registration to be free trading. 

• You probably can’t raise $5,000,000 and have a stock price above $5.00 per share. 
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Why a “blank check company” doesn’t work:  
 
Even though this company is created through a filing with the SEC under the 1933 “Selling Stock” Act, 
the SEC has a specific rule, Rule 419 that provides that, even though registered, stock in this kind of a 
shell cannot trade so long as the company is a shell company. 
  
Why a Form 10 shell doesn’t work:  
 
A Form 10 shell has no free trading stock because it has no stock registered under the 1933 “Selling 
Stockholder” Act. 
  
Why a phony business plan Footnote 32 Shell doesn’t work:  
 
Although this shell has free trading stock because it was created through a filing with the SEC under the 
1933 “Selling Stock” Act, the SEC has said in Footnote 32 that it is illegal to create a shell this way. 
  
 

Reverse Merger 
 
What is a Reverse Merger? 
 
I like the following excerpt from a speech by SEC Commissioner Luis A. Aguilar on Facilitating Real 
Capital Formation given at the Council of Institutional Investors Spring Meeting, Washington, D.C., 
recently: 
 
There are a lot of different ways for companies to access the public markets, but not all of them are 
equal. They differ in the quality of the disclosures, the time investors and the SEC typically have to 
consider them, and the protections that investors have against false and fraudulent statements.  
 
The traditional IPO remains the gold standard. In a traditional IPO, the SEC and the public receive 
robust disclosures, along with the time to review and consider them, backed up by real liability that puts 
the risk of false statements on the people in the best position to ensure accuracy, not on the investors. In 
addition, underwriters and auditors engage in due diligence which enhances the disclosure quality. 
 
Another way to access the public markets is Exchange Act registration of a class of securities, rather 
than through registration of a public offering. For example, when the company reaches a certain size and 
has a class of equity securities that is considered widely-held because of its number of shareholders, it is 
required to provide public disclosures. However, unlike a traditional IPO, there is no underwriter 
performing due diligence.  
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A common but lesser known way of accessing the public markets is the reverse merger into a public 
shell, or where a public shell merges into a private company, a so-called “backdoor registration.” For 
those of you not familiar with these types of mergers, what typically happens is a private company 
seeking to go public merges with a public shell company. Before the transaction, the public shell 
company no longer has substantive operations, but its public company registration remains in effect. The 
transaction gives the formerly private company the credibility and access to capital of being registered 
as a public company, without any of the vetting from underwriters and investors that companies undergo 
when they perform a traditional IPO.  
 
Since January of 2007, there have been over 600 backdoor registrations. Over 150 of these have been by 
companies from China and the China region. Notwithstanding the SEC rulemaking of a few years ago to 
respond to abuses involving shell companies, we are seeing increasing problems. While the vast 
majority of these Chinese companies may be legitimate businesses, a growing number of them are 
proving to have significant accounting deficiencies or being vessels of outright fraud.  
 
As just one example of this phenomenon, two companies that were numbers 1 and 2 on the Investor’s 
Business Daily 100 have now been shown to have significant issues One of these companies had to 
restate its earnings and was delisted just last week. The other has admitted that at the very least two of 
its manufacturing contracts didn’t actually exist. Just last Friday, the SEC suspended trading in another 
Chinese company that became public in the United States through a shell. This was the second SEC 
trading suspension imposed on Chinese companies in this situation in the month of March alone. 
Additionally, NASDAQ and NYSE Amex have recently suspended trading in several of these 
companies. 
 
I support all of the efforts to address these problems. The SEC staff has been working collaboratively 
and tirelessly with many others to investigate and shed light on this situation. It has been widely reported 
that the SEC set up an internal task force to investigate fraud in overseas companies with listings on U.S. 
exchanges, with particular emphasis on companies engaging in these mergers to achieve backdoor SEC 
registration. The staff’s hard work has yielded, and will continue to yield, results. 
 
In the world of backdoor registrations to gain entry into the U.S. public market, the use by Chinese 
companies has raised some unique issues, even compared to mergers by U.S. companies. Two important 
ones are: 
 

• First, there appear to be systematic concerns with the quality of the auditing and financial 
reporting; and 

• Second, even though these companies are registered here in the U.S., there are limitations on the 
ability to enforce the securities laws, and for investors to recover their losses when disclosures 
are found to be untrue, or even fraudulent.  

 
I am worried by the systematic concerns surrounding the quality of the financial reporting by these 
companies. In particular, according to a recent report by the staff of the Public Company Accounting 
Oversight Board (PCAOB), U.S. auditing firms may be issuing audit opinions on the financials, but not 
engaging in any of their own work.37 Instead, the U.S. firm may be issuing an opinion based almost 
entirely on work performed by Chinese audit firms. If this is true, it could appear that the U.S. audit 
firms are simply selling their name and PCAOB-registered status because they are not engaging in 
independent activity to confirm that the work they are relying on is of high quality. This is significant 
for a lot of reasons, including that the PCAOB has been prevented from inspecting audit firms in China. 
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Moreover, the PCAOB noted that these issues were layered on top of other factors that may have a 
negative impact on the audit, including:  
 

• The need to understand the local language; 
• The use of local audit firms or personnel from an outside audit firm to complete a portion of the 

audit work; 
• Additional travel time and expense; and 
• The need to understand the local business environment in which the client operates. 

 
An additional problem with these backdoor registrations is that there may be difficulty in prosecuting 
violations. Enforcement against falsehoods in the context of these companies is difficult. The documents 
and people who have the information about the company and whether there was misconduct are often 
outside the reach of subpoena power. However, notwithstanding these obstacles, our staff is committed 
to doing everything they can with the resources we have. The SEC has already brought cases and will 
continue to do so.  
 
Nonetheless, investors should still be aware that the SEC and private plaintiffs may have a more difficult 
time enforcing their remedies and that recovery for investor losses could be limited. For one thing, the 
persons to punish and the assets that could satisfy a judgment may be located outside of the United 
States and harder to access. In addition, remedies obtained in the United States may not be enforceable 
in foreign countries, where the bulk of the assets might reside.  
 
The consequences of the growing problems in this area have real significance, because it has been 
reported that billions of U.S. savings and investment dollars have been entrusted with these companies.38 
 
SEC Filing Requirements For Reverse Mergers 
 
You don’t avoid SEC disclosure and audit requirements by doing a reverse merger.  You only avoid the 
SEC review process, which as noted above, may not be all that good of a thing to try to do. 
 
In fact, SEC rules require you to disclose the same information as in a Go Public Direct registration 
statement described above, including a PCAOB audit, and to file it with the SEC within four days of 
closing the Reverse Merger. 
 
Use Extreme Caution:  Due Diligence in Reverse Merger Transactions 
 
Due diligence is a key element in any reverse merger transaction. If there are problems with the shell in 
the reverse merger, you shouldn’t do the deal. However, the basic difficulty in reverse mergers is that 
you can never really know what happened in the shell’s past. There may be skeletons hidden so deep in 
the closet and so far off the record that you can never find them—no matter how long and hard you look.  
 
To get the most complete story of a shell company in a reverse merger, you often have to use 
unorthodox methods before beginning traditional corporation finance due diligence.  
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In the first phase of due diligence for a reverse merger, I focus primarily on intangible factors unrelated 
to the shell itself. I’m examining the players involved on the shell side of transaction and their past 
reverse merger track record. My theory is that if I am satisfied with the background of the people 
involved with the reverse merger, it is much less likely that there will be any unpleasant surprises further 
down the road. I only move forward with my due diligence of the shell company itself, if I am satisfied 
with the players.  
 
Step 1. Know who you’re dealing with.  
 
If you have been in the reverse merger business for some time, you will know or have heard of most of 
the reputable attorneys and accountants in the business. It’s generally a positive sign if professionals I 
know and trust from past experience are on the other side of the shell transaction. I’ll call them and get 
the real scoop on this particular shell and the promoters and principals involved.  
 
Of course, there are transactions where I don’t know the shell’s professionals. In this case, I call 
attorneys and accountants that I do know to get a lead. If no one knows anyone on the other side of the 
transaction, that’s not a positive sign, but I continue on by running their names through Google and 
EDGAR to see if anything shows up one way or another.  
 
Step 2. Hire an investigator.  
 
If I am still concerned, or my client requests, I spend the money and have an independent search firm do 
a background, litigation and liability check on the shell promoters and principals and their reverse 
merger history. I also have the search firm simultaneously run a litigation and liability check on the shell 
itself.    
 
When you are paying hundreds of thousands of dollars for a shell, the cost of a formal search firm 
investigation is minor compared to the potential benefit of information that might be discovered.  
 
Step 3. Muckrake a shell promoter’s past reverse merger deals.  
 
In this step, I put together a list of deals that a shell’s promoters and principals have been involved in 
over the past several years to look for any questionable signs. The first thing I review is trading history 
surrounding the reverse mergers. A spike in trading activity just before a merger announcement is a 
negative sign, as is lots of trading activity and downward pressure after a deal is closed.  
 
I also pay attention to any press releases distributed near to the time of a reverse merger—who 
distributed them and how accurate were they? I also identify the principals of the private companies that 
merged with these prior shells. I’ll call and ask them what they thought of the transactions and the shell 
promoters and principals after the reverse mergers had closed and all the dust had settled.  
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Step 4. Follow the money.  
 
I always want to know how the person that brought me the deal found this shell. Are there any 
intermediaries or finders involved in any way? If so, are they getting any form of compensation if we 
acquire or do a reverse merger with the shell? The Securities and Exchange Commission’s position on 
this issue is quite clear. Any intermediaries or finders who are getting any form of compensation in a 
shell reverse merger transaction are violating federal securities laws if they are not registered 
broker/dealers. (See SEC Releases 34-43708 43713, Dec. 12, 2000.)   
 
Step 5.  Examine the financials  
 
Financial statements are an important source of information on a reporting shell company. The lack of 
audited financial statements can kill a deal, and not just because they’re not worth the paper they’re 
printed on. If the shell is non-reporting or trading only on the Pink Sheets, the inability to secure an audit 
will doom any attempt to move the post-merger company up to the OTC Bulletin Board and beyond. If I 
want to move forward with this type of shell and eventually trade on the OTC Bulletin Board, I consult 
with a Public Company Accounting Oversight Board (PCAOB) member accounting firm and confirm 
that they can deliver the required audits to get the company reporting after the deal closes.  
 
Then, after all these steps, you can go on to typical due diligence which you do in a non-reverse merger 
transaction as well. 
 

• Review SEC filings.  
• Ask about the applicability of Rule 144 to your shares and those of your shareholders after the 

reverse merger. 
• Review all issuances and transfers of unregistered securities.  
• Focus on and review corporate organization, corporate contracts, commitments and obligations, 

and tax issues.  
• Determine what SEC filings are required for a reverse merger.  

 
And for all those considering a reverse merger without simultaneous funding and the involvement of a 
FINRA broker/dealer, here’s a little story for you: 
 
The SEC has filed a lawsuit alleging securities fraud by Prime Time Group (now known as Hunt Gold 
Corp.) and three former officers, for allegedly sending out false press releases about company 
acquisitions.  One of the former executives named in the suit is identified as a South Florida resident – 
Johnny Ray Arnold of Fort Lauderdale. 
 
He and one of Prime Time’s largest shareholders, John A. Mattera of Boca Raton, are charged with 
securities antifraud and registration violations for their participation in a scheme to evade registration 
requirements. 
 
In a press release, the SEC said it temporarily suspended trading in the securities of Hunt Gold Corp. on 
June 15, because of questions raised about the accuracy and adequacy of publicly disseminated 
information concerning, among other things, Hunt Gold’s gold mining exploration business. 
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Hunt Gold President Michael Saner of Johannesburg, South Africa, said in a phone interview that his 
company had acquired Prime Time around 18 months ago through a reverse merger. Hunt Gold has 
announced several acquisitions of gold mines in recent months, but Saner said those were legitimate. 
 
“These allegations have nothing to do with the incumbent board whatsoever. But the allegations have 
basically destroyed the company now,” Saner said. 
 
The complaint, filed in Miami federal court, alleges that between February 2006 and November 2007, 
Prime Time, Arnold and two other officers – Dallas L. Robinson and Troy K. Metz, both Canadians – 
distributed false and misleading press releases concerning, among other things, Prime Time’s acquisition 
and ownership interest in a Puerto Rico convenience store franchise, agreements the company claimed 
to have with other wireless businesses, and its purported acquisitions of other companies. 
 
The complaint also alleges that Prime Time, Arnold, and Mattera made false statements to the 
company’s transfer agent in connection with a fraudulent scheme involving the issuance of bogus 
promissory notes. The scheme allegedly allowed Mattera to obtain millions of unlegended shares of 
Prime Time stock, most of which he later sold in the open market in November 2007. (Legends are 
information, such as restrictions, often found on the back of share documents.) 
 
The complaint further alleges that Prime Time, Arnold, and Mattera violated the securities registration 
provisions by engaging in unregistered distributions of Prime Time stock. For instance, the suit alleges 
that Prime Time, Arnold, and Mattera engaged in an improper “gypsy swap” transaction in which 
Mattera agreed to transfer his unlegended shares to various stock promoters on behalf of Prime Time. In 
return, Mattera received restricted stock from the company. The SEC said the scheme was designed to 
circumvent the securities registration requirements because Prime Time could not legally issue 
unrestricted shares to the stock promoters without filing a registration statement. 
 
The suit seeks permanent injunctions and civil penalties against all the defendants, disgorgement plus 
prejudgment interest against Mattera, and penny stock bars against Arnold, Robinson, Metz, and 
Mattera. 
 
Caveat Emptor! 
 
What About Spin-Offs? 
 
If you break off part of your business and put it in a separate subsidiary desiring to distribute the shares 
of that subsidiary to your existing shareholders, you are engaged in a “spin off” of part of your existing 
business. The SEC treats the distribution of your subsidiary’s shares the same as a sale of shares to your 
shareholders for cash. 
 
This means that unless you have less than 35 shareholders, excluding shareholders you know to be 
Accredited Investors, you must file a Registration Statement for the Spin Off on Form S-1 or F-1, if 
available. An exemption to this requirement is found in Staff Legal Bulletin 4. This is a very narrow 
exemption and really only works to separate two large diverse businesses inside one company. 
 
Some people have attempted to use a spin off as a vehicle to take companies public as an alternative to a 
direct filing or a reverse merger. This is frowned upon by the SEC staff and today is not recommended 
by most securities law practitioners. 
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Chapter 4:  Raising Capital 

Using Others to Help You Raise Capital 
 
You need capital to grow your business. 
You cannot find that capital on your own. 
So you want to hire someone to help you raise money. 
 
Who can you legally hire and pay commissions or fees to if they help you raise money? 
 
ANSWER:  You may only pay a commission or some other form of transaction based compensation, 
meaning compensation that is based upon the success of your actually raising money, to an entity that is 
registered broker/dealer. 
 
It is easy to tell if an entity is in fact a registered broker/dealer. Just go to the website for the Financial 
Industry Regulatory Authority, or FINRA, and look it up here: 
 
 http://www.finra.org/Investors/ToolsCalculators/BrokerCheck/index.htm  
 
This is useful because you can also search to see if the broker/dealer or the persons you are dealing with 
at the broker dealer have ever had any legal or regulatory problems. 
A word of caution here:  The commission or fees must be paid to the broker/dealer entity and not 
directly to the persons working for the broker dealer. 
 
You cannot pay "finders," "business brokers," and other similar individuals or firms to help you raise 
money 
 
Individuals and firms that are not registered broker/dealers may offer to provide you with one or more of 
the following services if you pay them a commission or any other fee based upon the success of the 
transaction:   

• Finding investors, even in a "consultant" capacity 
• Making referrals to investors 
• Engaging in, or finding investors for private placements 
• Effecting securities transactions for the account of others for a fee, even when those other people 

are friends or family members 
• Acting as "independent contractors," but are not "associated persons" of a broker-dealer 
• In general, these persons are all acting as unregistered broker/dealers in that they: 
• Participate in important parts of a securities transaction, including solicitation, negotiation, or 

execution of the transaction 
• Receive compensation for participation in the transaction depending upon, or related to, the 

outcome or size of the transaction or deal or other transaction-related compensation 

ALL OF THESE ACTIVITIES ARE ILLEGAL. 
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DO NOT SIGN A CONTRACT WITH ANYONE OTHER THAN A FINRA REGISTERED BROKER 
DEALER TO PROVIDE YOU WITH THESE SERVICES. 
 
If you do, you are breaking the law and could suffer sever penalties. 
 
Raising Capital Yourself:  Your Officers, Directors and Employees 
 
The SEC has a special rule allowing you and other officers, directors and employees of your company to 
sell your securities without registering as a broker/dealer. 
Under this rule you and other officers, directors and employees of your company, called “associated 
persons” of the issuer by the SEC, can sell your company’s securities without registering as a 
broker/dealer if such person:    

• Is not subject to a statutory disqualification such as participation in securities activities for which 
they were sanctioned or found guilty; 

• Is not compensated in connection with his participation by the payment of commissions or other 
remuneration based either directly or indirectly on transactions in securities; and 

• The associated person meets all of the following conditions:  
o The associated person primarily performs, or is intended primarily to perform at the end 

of the offering, substantial duties for or on behalf of the issuer otherwise than in 
connection with transactions in securities; and 

o The associated person was not a broker or dealer, or an associated person of a broker or 
dealer, within the preceding 12 months; and 

o The associated person does not participate in selling an offering of securities for any 
issuer more than once every 12 months other than in reliance this rule. 

o The associated person restricts his participation to any one or more of the following 
activities: 

 Preparing any written communication or delivering such communication through 
the mails or other means that does not involve oral solicitation by the associated 
person of a potential purchaser; Provided, however, that the content of such 
communication is approved by a partner, officer or director of the issuer; 

 Responding to inquiries of a potential purchaser in a communication initiated by 
the potential purchaser; Provided, however, That the content of such responses are 
limited to information contained in a registration statement filed under the 
Securities Act of 1933 or other offering document; or 

 Performing ministerial and clerical work involved in effecting any transaction. 

Remember, neither you nor any of your officers, directors or employees participating in an offering of 
your securities may be paid a commission or any other form of special compensation for raising money 
in order to meet this rule. 
 
Why is this all so important? 
 
First, you don’t want to break the law. 
 
But this is also important because unless your company has significant revenues and profits, a FINRA 
broker/dealer won’t raise money for your company. 
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Thus, desperate for money, you turn to people who promise they can help you raise money. But they 
aren’t registered broker/dealers. So any payment to them is illegal. 
 

Going Public To Access Capital:  The Whole Truth 
 
Referrals to Funding Sources 
 
One of the first questions we are always asked by our potential clients is:  Can you find someone to help 
raise money for me in the United States if you help my company go public?  The answer is yes, but only 
if your company meets certain criteria.  Those criteria are: 
 
1.  A proven business plan and a history of significant revenues and profits 
 
Larger, institutional type investors or hedge funds and the broker/dealers that work with them will only 
raise money for your company if you have proved your business plan.  How do you show them you have 
proved your business plan?  Your company must have been generating significant revenues and profits. 
 
What are significant revenues and profits?  In difficult economic times, the answer is generally $30 plus 
million in annual revenues and $7 plus million in profits for your last fiscal year.  These must be actual, 
proven historical numbers.  They are not projections of what you expect to do this fiscal year.  They are 
what you actually did last fiscal year.  And they must be proven.  This means they must be shown in 
audited financial statements by a qualified U.S. accounting firm. 
 
2. A strong, experienced management that is capable of guiding the company to continued growth of 

revenues and profits  
 
A history of significant revenues and profits alone is not enough.  You must show that you have strong, 
experienced management that is capable of guiding the company to continued growth of revenues and 
profits.  Large institutional investors, hedge funds and broker/dealers are looking for companies that 
have a reasonable expectation of 20% annual growth year-over-year. 
 
3. Demonstrated ability to become an SEC reporting company and to keep current with all SEC filing 

requirements, including making all required disclosures and producing all required financial 
statements consistent with SEC filing deadlines. 

 
Large institutional investors and hedge funds will not invest in your company and broker/dealers will 
not raise money for your company unless you are an SEC reporting company.  The requirements to 
become an SEC reporting company and the requirements of the SEC after you become a reporting 
company are discussed in detail in this book.  If you want to raise money from these sources or have 
them raise money for you, you must also show that you have the ability to become an SEC reporting 
company and to keep current with all SEC filing requirements, including making all required disclosures 
and producing all required financial statements consistent with SEC filing deadlines. 
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Mismatched Requirements 
 
If you don’t have the revenues, profits, management expertise and other requirements to secure 
help in raising money from others, can you really raise money by going public, direct or through a 
reverse merger? 
 
The whole truth is:  No, unless you yourself know people who will invest if you go public.  If not, you 
are wasting your time and money going public at this stage.  I call this “The Field of Dreams” 
phenomenon. 
 
My basic rule: If you are going public to raise money - Do not go public unless you know that you will 
actually get the money.    
 
We can make you a public company.  At a reasonable cost.  No problem.  That’s what the Go Public 
Direct process is all about.   
 
Did you see the movie “Field of Dreams?”  In my business, there is no such thing as the corollary to that 
movie’s tag line:  “If you build it, they will come.”  “If I’m public, money magically will rain down on 
me from the sky.”  I’ve never seen money rain from the sky on any company just because they went 
public, and I’ve been doing this over 30 years.   
 
If you don’t meet the requirements described above, you shouldn’t hire me or anyone else to take your 
company public unless you’ve talked to potential investors who have agreed to invest in your company 
if you go public.   
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Chapter 5:  SEC Reporting and Compliance 

The Securities Exchange Act of 1934, which I call the “Filing Reports” Act, governs companies that 
must file reports with the SEC.  The basic reports are:\ 
 

Form 10-Q:   
 
A quarterly report containing primarily quarterly and year-to-date reviewed financial statements, MDA, 
Sarbanes-Oxley Certifications, information about unregistered securities sales during the quarter and 
certain other information. 
 
This report is due no later than 45 days after the end of each interim fiscal quarter. 
 

Form 10-K:   
 
Form 10-K is an annual report containing primarily the same accounting and disclosure information that 
you included in you SEC registration statement as well Sarbanes-Oxley Certifications. 
 
This report is due no later than 90 days after the end of each fiscal year. 
 
CAUTION:  FAILURE TO MAKE THESE SEC FILINGS ON A TIMELY BASIS HAS DIRE 
CONSEQUENCES. 
 
Under NASD Rule 6530, if you file these Q’s or K’s late three times in a 24-month period, your 
securities will be dropped from OTCBB listing and relegated to the Pink Sheets for at least one full year.  
If removed for failure to file two times in a 24-month period, your securities will be ineligible for 
quotation by an NASD member, meaning in effect your securities will not trade for one full year.  
 
Following removal from the OTCBB under this new rule, your securities would again become eligible 
for quotation on the OTCBB only after you have filed the above SEC reports for one year in a timely 
manner.  
 

Form 8-K 
 
You must file Form 8-K to disclose important corporate events on a current basis. 
 
These events or changes include:  
 

• Changes in Control of Registrant;  
• Acquisition or Disposition of Assets;  
• Bankruptcy or Receivership;  
• Changes in Registrant’s Certifying Accountant;  
• Other Events and Regulation FD Disclosure;  
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• Resignations of Registrant’s Directors;  
• Financial Statements and Exhibits;  
• Change in Fiscal Year;  
• Regulation FD Disclosure;  
• Amendments to the Registrant’s Code of Ethics, or Waiver of a Provision of the Code of Ethics;  
• Public notice of a pension fund blackout period; and  
• Public announcement or release disclosing material non-public information regarding the 

registrant’s results of operations or financial condition for a completed quarterly or annual fiscal 
period.  

 
In addition, we recommend all press releases be reviewed in advance of release by us and then filed on 
Form 8-K the day of release. 
 
Form 8-K has various filing dates, depending upon the event, some as short as no more than 4 days after 
the event. 
 

Regulation FD:  Another 8-K Disclosure Requirement 
 
Regulation FD (Fair Disclosure) is a disclosure rule that addresses selective disclosure.  
 
The regulation provides that when an issuer, or person acting on its behalf, discloses material nonpublic 
information to certain enumerated persons (in general, securities market professionals and holders of the 
issuer's securities who may well trade on the basis of the information), it must make public disclosure of 
that information.  
 
The timing of the required public disclosure depends on whether the selective disclosure was intentional 
or non-intentional; for an intentional selective disclosure, the issuer must make public disclosure 
simultaneously; for a non-intentional disclosure, the issuer must make public disclosure promptly.  
 
Under the regulation, the required public disclosure may be made by filing or furnishing a Form 8-K, or 
by another method or combination of methods that is reasonably designed to effect broad, non-
exclusionary distribution of the information to the public. 
 
THIS MEANS:  Unless you have a confidentiality agreement with someone, including potential 
investors in your company, you may not disclose to them in any manner information not already public.   
 
We can supply you with a confidentiality agreement if you request. 
 

Stock Ownership Reports 
 
These reports include Form 13D/G and Forms 3, 4, and 5. 
 

• Preparation of Form 13 G – Statement of Beneficial Ownership of 5% or more of your securities 
(required or all shareholders who meet the 5% ownership threshold) – Due 10 days after the first 
day of the first month after the SEC clears your filing 
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• Form 3 – Initial Statement of Beneficial Ownership for all shareholders (required of all officers, 
directors, regardless of the amount of shares owned, and shareholders who own more than 10% 
of your securities) – Due 10 days after the first day of the first month after the SEC clears your 
filing 

• Form 4 – Statement of Changes of Beneficial Ownership (required of all officers, directors, 
regardless of the amount of shares owned, and shareholders who own more than 10% of your 
securities) – Due 2 days after the any acquisition or disposition of a security 

• Form 5 – Annual Statement of Changes in Beneficial Ownership of 5% or more (required of all 
officers, directors, regardless of the amount of shares owned, and shareholders who own more 
than 10% of your securities) – Due 45 days after the first day of a fiscal year, but only if you 
failed to file Forms 3 and/or 4 during the prior fiscal year 

 

Proxy Filings On Schedule 14A OR 14C 
 
If and only if you are a 1934 Act Reporting Company [by filing a Form 8-A or Form 10], you must file 
with the SEC a proxy statement on all matters requiring shareholder vote. The typical matters that 
require a shareholder vote are: 
 

• Amendments to Articles Incorporation to change your company’s name. 
• Amendments to Articles Incorporation to increase authorized shares or authorize a new class of 

shares such as Preferred Stock not previously authorized. 
• Election of Directors 
• Adoption of Stock Option Plans requiring shareholder approval 
• Reverse Stock Splits 
• Business Combinations such as mergers or share exchanges 

 
A preliminary proxy statement must be filed 10 days before mailing and may not be mailed until the 
SEC advises they have no comments. The shareholder vote may not be held until 20 days after mailing. 
  
There are two kinds of proxy filings:  
 

• Information Statement on Schedule 14C 
• Proxy Solicitation on Schedule 14A 

 
 
Information Statement on Schedule 14C 
  
If the officers and directors of your company own more than 50% of your voting stock, so you are 
assured the matter will pass, you do not solicit votes, or proxies. You simply give the minority 
shareholders information about what is being voted on. Thus, this is called an “Information Statement.” 
  
Be careful here. You might think that if your officers and directors don’t own over 50% of your voting 
stock but one of your good friends who is not an officer or director owns enough stock to get you over 
50%, you can file an Information Statement rather than a Proxy Solicitation. NO. You cannot use non-
insiders to get you over 50%. In this case, you are stuck doing a Proxy Solicitation. 
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Proxy Solicitation on Schedule 14A 
  
This is the format you use when the officers and directors of your company do not own more than 50% 
of your voting stock and you must solicit votes, or proxies, to pass a particular matter that requires 
shareholder vote. 
  
Information in Schedule 14 
  
In addition to some of the information required in your Form 10-K, Schedule 14 Statements require you 
to describe, among other disclosure requirements, the transaction for which shareholder vote is 
necessary and describe the Board of Directors recommendation and the basis for the recommendation. 



Williams Securities Law Firm, P.A. Page 81 Going Public Direct     
© 2011,  Michael T. Williams, Esq.  www.GoPublicDirect.com 

Chapter 6:  Paying People With Stock 

Stock-Based Compensation For Services 
You can use the stock in your company instead of cash to pay for things that you might otherwise have 
had to pay for in cash. One way to do this is to pay people for their services in stock rather than cash. 
 
You can pay yourself, your employees and others with stock rather than cash for services in several 
ways:  

• Stock Grants 
• Stock Options 

Although this has the advantage of preserving your company’s cash, it may have unintended or 
unknown consequences both to your company and to the recipient of stock-based compensation. Make 
sure you fully understand these consequences before you use your stock as an alternative to cash for 
compensation purposes. 
 
Stock Grants 
 
You can pay people for services by giving them stock in your company. The stock may be awarded 
outright, with no restriction, or with restrictions. Restrictions include:  

• Vesting - The stock is not “vested,” or owned by the recipient until the occurrence of some future 
event. 

• Forfeiture - The stock is “forfeited,” or returned to the company or subject to repurchase by the 
company upon the occurrence or non-occurrence of some event in the future. 

• Lock-Up Agreement - An agreement that the recipient will not sell the stock received for a 
specified period of time that sometimes includes other limiting conditions. 

BEWARE OF THE FINANCIAL CONSEQUENCES TO THE RECIPIENT. 
 
The IRS treats payments in stock as the equivalent of payments in cash. This means that you must report 
income and pay tax if you receive stock just the same way as you report income and pay tax if you 
receive cash. 
 
Here is a typical dialogue between the recipient of stock compensation and their tax adviser: 
 
“You cannot be serious. If I take stock instead of cash as compensation, I have to pay income tax?” 
YES. 
 
“When do I have to pay the tax?” DEPENDS. Was the stock is given to you outright or with conditions? 
 
“Do you mean that if my company gives me stock with no conditions, I have to report income and pay 
taxes right away, when I receive the stock?” YES. 
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“How much income do I have to report and pay taxes on?” You report an amount equal to the FAIR 
MARKET VALUE of the stock. 
 
“How do I know what the IRS will call the fair market value of the stock?” 
 
Starting point:  

• If your stock trades – TRADING PRICE. 
• If you stock doesn’t trade – RECENT CASH SALES PRICES. 

Potential reductions:  

• You may be able to argue to the IRS that the Starting Point value is not the real fair market 
value. You may be able to justify reducing, but not completely eliminating, the amount of 
income you have to report by citing factors such as the restricted nature of the stock, the 
illiquidity of the trading market, or the fact that your stock is subject to a lock-up agreement. 
This analysis requires input from your tax adviser. 

“Can I eliminate this tax headache if the stock is given to me with conditions?”  NO. Conditions may 
delay the date on which you must report income and pay tax, but do not eliminate tax consequences. But 
beware of the hidden trap. 
 
If the stock is not “vested,” or owned by you until the occurrence of some future event, you will owe the 
tax when the event occurs and the ownership is vested. 
 
If the stock is subject to a right of forfeiture and must be returned to the company or may be repurchased 
by the company upon the occurrence or non-occurrence of some event in the future, you will owe the tax 
on the date that the event occurs or doesn’t occur, making the stock fully vested. 
 
“But the fair market value of the stock, the amount that determines how much income I report and have 
to pay, may be greater at the date of these future events than when the stock was granted to me. Does 
this mean I would have to report income and pay tax at the future higher amount?” YES 
 
“If I receive a stock as compensation with conditions but think the price will go up, subjecting me to 
higher tax when the Taxing Date occurs, can I elect to pay report the income and pay the tax when I get 
the stock rather than later when the conditions go away and the stock vests?” YES. By making what the 
IRS calls a Section 83(b) election. Remember, however, this doesn’t mean you pay no tax. It just means 
you pay tax today, based upon today’s value of the stock, rather than in the future, at the future value of 
the stock. 
 
“What if I cannot sell the stock when I get it or when it is fully vested? Do I still have to report income 
and pay tax?” YES. Although, as noted above, you may be able to use this fact in reducing, but not 
eliminating, the value of the stock you received. 
 
“This doesn’t seem fair. I get the stock and my ownership is fully vested. I cannot sell some or all of the 
stock at that time. I cannot generate cash to pay the taxes but I still have to pay the tax anyway?” YES. 
Life is not always fair. 
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BEWARE OF THE FINANCIAL CONSEQUENCES TO YOUR COMPANY. 
 
Your company has to record as an expense on its financial statements an amount equal to the fair market 
value of the stock paid as compensation. 
 
Here is a typical dialogue between the recipient of stock compensation and their tax adviser: 
 
“Do you mean I have to record on my financial statement an expense if I issue stock as compensation 
just the way I have to record cash compensation as an expense?” YES. 
 
“Wait a minute. Could this significantly reduce or eliminate all of my reported earnings?” YES. 
 
“I understand that the recipients can sometimes reduce the amount of income they report on stock grants 
for things like restrictions or other factors that limit liquidity. Can I do that on my financial statements? 
NO, in most circumstances. 
 
“This doesn’t seem fair. If I pay people with stock instead of cash, all my earnings could be completely 
wiped out on my financial statements?” YES. Life is not always fair. 
 
Stock Options 
 
With a stock option, you do not receive the stock right away, as with stock grants discussed above, but 
rather the right, or option, to acquire the stock in the future on certain specified price or terms. 
 
Stock options do not eliminate the tax problems of using stock for compensation discussed above. Stock 
options merely delay the date of reckoning, the day you report income and pay tax. Depending upon 
how the stock option is structured, this date of reckoning may be: 
 
The date you receive the option 
 
A stock option granted with an exercise price below the fair market value of the company's stock on the 
grant date (including through an inaccurate stock valuation) could result in significant federal income 
tax consequences for the option holder as the option vests. An option subject to Section 409A will give 
rise to recognition of income by the option holder as the option vests (rather than at the time of 
exercise), plus an additional 20% tax. 
 
The date you exercise the option 
 
If the option is not granted under a specifically qualified plan, as discussed below, the option is called a 
“Non-Qualified Stock Option” and you report income an pay tax based upon the difference between the 
price you pay for the stock under the option and the fair market value of the stock on the date you 
exercise the option. 
 



Williams Securities Law Firm, P.A. Page 84 Going Public Direct     
© 2011,  Michael T. Williams, Esq.  www.GoPublicDirect.com 

The date you sell the stock you acquire with the option 
 
If the option is granted under a specifically qualified plan, called an Incentive Stock Option, or ISO, you 
report income an pay tax based upon the difference between the price you pay for the stock under the 
option and the fair market value of the stock on the date you sell the stock you acquired under the 
option. These ISO Plans have many conditions relating to, among other things:  

• The aggregate number of shares that may be issued. 
• Stockholder approval. 
• Time limits within which option may be exercised. 
• The exercise price of the option not less than the fair market value (or, if the grantee is a 10% 

stockholder, 110% of the fair market value) of the underlying stock as of the grant date. 
• Not transferable. 
• Amount that can be exercised each year. 

BEWARE OF THE FINANCIAL CONSEQUENCES TO THE RECIPIENT. 
 
All those pesky questions and the answers you didn’t like in the discussion of Stock Grants above still 
apply to stock options. With an option, you haven’t avoided the tax liability, just postponed the day of 
reckoning when you pay the tax. 
 
BEWARE OF THE FINANCIAL CONSEQUENCES TO YOUR COMPANY. 
 
Stock options pose even greater problems for SEC reporting companies than stock grants. Why? You 
must do a separate calculation of the value of the options each separate quarterly reporting period and 
must record the amount as a non-cash expense. All those pesky questions and the answers you didn’t 
like in the discussion of Stock Grants above still apply to stock options, only in some cases worse 
because the valuation analysis must be done every time you file your SEC reports. 
 
S-8 Registration Statements for Stock Compensation for SEC Reporting 
Companies 
 
One of the problems with stock based compensation discussed above occurs when the recipients receive 
stock that they cannot immediately resell, generating funds to pay the taxes due. 
 
The stock received in stock-based compensation is treated by the SEC as restricted, just as if it had been 
sold in a private placement. All the resale restrictions under SEC Rule 144 that apply to stock sold in a 
private placement also apply to stock based compensation, restricting the recipients ability to resell the 
stock to generate necessary funds to pay the tax upon receipt. 
 
The SEC provides partial relief to this problem by allowing a short form, non-reviewed registration 
statement under the 1933 “Selling Stock” Act on Form S-8. Stock received under an S-8 registration 
statement is not treated as restricted stock. 
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BEWARE THAT THIS DOES NOT SOLVE ALL THE PROBLEMS  

• Your company must be an SEC reporting company. 
• Not all forms of services can be paid with S-8 stock. 
• Officers, directors and affiliates, i.e. insiders, still do not receive fully free trading stock. 

Although the holding period under Rule 144 is eliminated, the remainder of the resale 
restrictions on insiders under Rule 144 still applies as the securities are not restricted but are still 
classified as control securities. 
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Chapter 7 - Mergers, Share Acquisitions  
and Business Combination Transactions 

Suppose you are not a Shell Company and you want to acquire or combine with another business with 
your stock either through a merger, a share exchange, asset purchase or some other form of business 
combination transaction. Because the shareholders of the business you are acquiring aren’t paying cash 
for your stock, you may think that these types of transactions are outside the scope of Section 5 and thus 
you don’t have to worry about the federal securities laws. 
 
Unfortunately, you would be wrong. The SEC deems the exchange of stock for stock to be the sale of a 
security just the same as the sale of stock for cash and as such is covered by Section 5. Totally covered, 
meaning that both the issuance of your stock to the owners/shareholders of the business you acquire to 
be covered by Section 5 and the resale of the stock you issue by these owners/shareholders covered by 
Section 4(2). 
 
What this means to you. 
 
If the business you are acquiring has more than 35 shareholders, if you cannot determine in advance 
their Accredited/Non-Accredited Investor status, which is usually the case, Reg. D is not available and 
you will have to file a Registration Statement on Form S-4 or, if you are a foreign private issuer, Form 
F-4. Because this Registration Statement is reviewed in the same manner as Form S-1 or F-1, your 
closing of the business combination will be delayed several months until the SEC clears your filing. 
 
What this means to the owner/shareholders of the business you acquire. 
 
Assuming an owner/shareholder of the business is not an officer, director or affiliate of your company 
after the business combination, under SEC Rule 145, these persons are not presumed to be underwriters 
and thus may resell your securities under Section 4(1) as free trading securities without complying with 
Rule 144. Assuming an owner/shareholder of the business is an officer, director or affiliate of your 
company after the business combination, they must resell your shares in accordance with Rule 144. 
Pursuant to Rule 144.d.viii, the holding period for your shares starts all over again on the date of closing 
of the business combination. 
 
If you are a shell company, there is no exemption from underwriter status under Rule 145 and, in 
general, your shares can only be sold by owners/shareholders of the acquired business, whether or not 
Affiliates, generally in accordance with Rule 144.i. discussed above. 
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Chapter 8:  Retirement Planning 

A fitting way to end this book is to talk about the Going Public Process and Retirement Planning 
 
Many owners of successful private businesses today are looking to cash out their equity in the business 
but really do not want to sell the entire business and retire right away. 
  
Business owners have also read that becoming a public company may significantly increase their net 
worth. Sellers of private companies generally sell their business at an average of 3 to 5 times net after-
tax earnings. Further, many times the seller must take back paper to finance the purchase. And have no 
further involvement in the business. Stock of a public company may sell for 10 to 20 times earnings. For 
example, assume your company has annual after tax earnings of $5,000,000. At 5 times earnings, your 
company’s value would be $25,000,000. But finding an all cash buyer at this amount could be quite 
difficult. And capital gains taxes would apply. As a public company, if your stock trades at 15 times 
earnings, your company’s value would be $75,000,000. 
  
One way to become a public company to accomplish this objective is an Initial Public Offering, or IPO. 
However, there are several problems with an IPO:  

1. The IPO market is essentially closed right now. 
2. IPO’s are expensive – generally over $1,000,000, sometimes much more. 
3. Not all IPO’s are successful. Underwriters can back out at the last minute, leaving a business 

owner with significant expenses but no results. 
4. An IPO does not generate any significant cash for the business owner. Generally underwriters 

require that almost all of the proceeds be invested in the business, not paid to owners. 
5. Owners can sell their stock under Rule 144. However, the amounts are limited. And this selling 

may significantly depress a company’s stock price. 

In this section of the site, you will learn about an alternative: A combination of Going Public through a 
Self-Underwriting and an Employee Stock Ownership Program. In addition to increasing the value of a 
business owner’s equity:  

• This combined program allows a business owner to continue to own and control the business – In 
order to obtain the tax deferral benefits under this structure, the business owners only need to sell 
30% of the equity in their business to the ESOP. 

• The company can borrow the money to cash out the equity and deduct both principal and interest 
payments – The law concerning ESOP’s provides that your company can borrow the money to 
fund the ESOP and deduct both principal and interest payments. 

o That’s right: There is one type of loan that allows your business to deduct not only 
interest but also principal payments. 

• There is a potential to defer all federal taxes on the sale of the equity.  If the proceeds of the 
ESOP buy-out are rolled over into a qualified investment, all federal taxes are deferred. 
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• The business can provide an employee incentive program – An ESOP is an employee incentive 
program. Your employees become stakeholders in the business, which may result in increased 
productivity and profitability. And as a public company, ESOP valuation issues are avoided and 
provide the ESOP with a liquid market for the stock it owns when it is required to make 
redemptions under ESOP rules. 

o Another plus: This allows a business to reward its existing employees it wants to retain in 
these difficult economic times. 

 
 


