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Supreme Court: Section 11 requires purchasers of shares
in a direct listing to plead and prove that they purchased

traceable shares
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On June 1, the Supreme Court issued a unanimous opinion settling
a circuit split concerning whether Section 11 of the Securities Act
requires a plaintiff who purchased shares through a direct listing
to trace his shares to a false or misleading registration statement.”
The Court held that to state a claim under Section 11 “requires a
plaintiff to plead and prove that he purchased shares traceable to
the allegedly defective registration statement[.]”

In recent years, certain companies seeking
to become publicly listed have utilized
direct listings as an alternative to a
traditional IPQ.

The Court remanded the case to the Ninth Circuit to consider whether
plaintiff's pleadings could satisfy Section 11in light of its decision.

The Court also vacated the Ninth Circuit’s judgment determining
that plaintiff had standing under Section 12 for reconsideration in
light of the Court's interpretation of Section 11. The Ninth Circuit
had concluded that standing existed under Section 12 because it
paralleled Section 11.

The Court declined to express a view as to the proper interpretation
of Section 12 or its application to this case, even though a fair
amount of the discussion during oral argument focused on this
topic. However, the Court cautioned “that the two provisions contain
distinct language that warrants careful consideration.”

The Court’s decision may increase the likelihood that a company
going public pursues a direct listing rather than a traditional IPO in
light of the limitations on potential liability under Section 11.

Background

Traditionally, IPOs have been an effective way for companies to
access capital markets and become publicly listed, but they involve
payment of significant fees to the underwriters hired to effectuate
the transaction.

In recent years, certain companies seeking to become publicly
listed have utilized direct listings as an alternative to a traditional
IPO, particularly when the listed company is not looking to raise
additional capital in the transaction. Rather than engaging
underwriters and paying the related fees, in a direct listing the
selected securities exchange and its designees are responsible for
facilitating an orderly market for the trading of shares on the listing
date, with pre-IPO stockholders electing to sell their shares as
desired pursuant to ordinary brokerage transactions.

Critically, only a portion of the shares traded on the date of the IPO and
thereafter are sold under a Securities Act registration statement relating
to pre-IPO shares held by affiliates of the issuer and others that hold
"restricted securities,” while unrestricted shares held by non-affiliates are
freely tradeable and sold without utilizing a registration statement.

Also in contrast to IPOs, direct listings do not involve lockup
agreements,” meaning that both registered and unregistered shares
are available for sale immediately from the IPO date.

Plaintiff purchased shares of Slack on the day the company went public
through a direct listing, having filed a registration statement relating

to a certain number, but not all, of the shares sold into the market on
that date. Following a stock price drop, plaintiff filed a putative class
action alleging that the company had violated Sections 11 and 12 of the
Securities Act by filing a materially misleading registration statement.

The company moved to dismiss for failure to state a claim, arguing
that Sections 11 and 12 authorized suit only for those who held shares
issued pursuant to a false or misleading registration statement and
plaintiff did not allege that he purchased shares traceable to the
allegedly misleading registration statement. The district court denied
the motion to dismiss but certified its ruling for interlocutory appeal
and a divided panel of the Ninth Circuit affirmed. On December 13,
2022, the Supreme Court granted certiorari in the case.’

The Court looks to other Securities Act provisions to
interpret the “such security” language in Section 11
The Court began its analysis by examining the text of Section 11:

"In case any part of the registration statement, when such
part became effective, contained an untrue statement of a
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material fact or omitted to state a material fact required to be
stated therein or necessary to make the statements therein not
misleading, any person acquiring such security ... may, either
at law or in equity, in any court of competent jurisdiction, sue
[certain enumerated parties].”

The Court explained that the statute authorizes an individual to sue
for a material misstatement or omission in a registration statement
when he has acquired “such security.” Viewing this as a matter

of statutory interpretation, the Court focused its analysis on the
meaning of the term “such security” in Section 11.

Plaintiff contended that “such security” could include a security that
was not issued pursuant to the allegedly misleading registration
statement, while the company argued that “such security” must
refer to a security issued pursuant to the allegedly misleading
registration statement.

Noting that there is no clear referent in Section 11 to indicate what
“such” means in the phrase “such security” the Court looked to
other sections of the Securities Act for context. In particular, the
Court observed that “the statute repeatedly uses the word ‘such’
to narrow the law’s focus.” The Court reasoned that as to "’such
security,’ the statute is limited to a security registered under the
particular registration statement alleged to contain a falsehood or
misleading omission.”

The Court also noted that Section 11(e) caps damages against an
underwriter at the total price at which the securities were offered
to the public, thereby tying the maximum available recovery to the
value of the registered shares alone.

About the authors

The Court observed that this provision would make “little sense”
under plaintiff's interpretation because if Section 11 liability
"extended beyond registered shares then presumably available
damages would too.” The Court concluded that “[c]ollectively, these
contextual clues persuade us that [the company’s] reading of the
law is the better one.”

The Court also expressly rejected plaintiff's expansive reading of “such
security,” stating that plaintiff failed to “explain what the limits of

his rule would be, how we might derive them from §11, or how any

of this can be squared with the various contextual clues we have
encountered suggesting that liability runs with registered shares alone!

The Court was also unpersuaded by plaintiff’s policy argument —
that expanding liability for falsehoods and misleading omissions
would better accomplish the purpose of the Securities Act —
explaining that plaintiff's view of the statute’s purpose was not
“altogether obvious.” Finally, the Court observed that Congress is
“free to revise the securities laws at any time, whether to address
the rise of direct listings or any other development.”

Notes

' Slack Technologies, LLC v. Pirani, 143 S.Ct. 1433, 1437 (U.S., 2023).
https://bit.ly/3Jujut2

2Inan IPO, to prevent downward pressure on the stock price once public trading
begins, underwriters typically require insiders and other large pre-IPO shareholders to
execute a lockup agreement committing them to hold their shares for a period of time
(up to 180 days) before being able to sell them on the public market.

3 Please see https://bit.ly/460p9el to read our discussion of the Supreme Court'’s
grant of certiorari in this case.

415 U. S. C. § 77k(a). (emphasis added.)
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