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SEC Increases Scrutiny of Hedge Fund “PIPE” Deals

In furtherance of its recent efforts to regulate
hedge funds and their managers, the SEC is
investigating hedge funds’ participation in Private
Investment in Public Equities transactions, or
“PIPEs.” PIPEs, which can represent an
affordable method for publicly-traded companies
to obtain financing, have now become
commonplace. In the first four months of 2004,
392 companies had raised almost $5 billion using
PIPE transactions.! In a PIPE transaction, a
public company sells newly issued securities to an
investor, usually a hedge fund?, pursuant to a
private placement.> The privately-placed
securities usually become freely tradable within a
short time frame after the closing of the
transaction - a feature that makes PIPES attractive
to hedge funds because it provides the potential
for a quick, profitable exit.

Typical PIPEs involve companies that cannot
easily assume additional debt or obtain additional
equity from via traditional means. The PIPE
securities are usually offered at a predetermined
discount to the market price of the company’s
publicly-traded securities, and frequently the
investor receives an option to purchase additional

shares. PIPE participants generally agree not to
engage in any sales or purchases of the underlying
securities until days or weeks after the transaction
is publicly announced, since non-public material
information may be involved. However, some
companies have agreed to allow hedge fund
investors to sell their newly-acquired shares
immediately after the registration statement
becomes effective. This has created the
opportunity for funds to utilize short selling
during the PIPE offering to drive the price of the
securities down and thereby increase the number
of shares the fund will receive at the conversion
price. If the market price of the stock falls below
the preset conversion price, the conversion price
may be adjusted downward. Without a price floor
imposed on the hedge fund, the process may be
repeated and existing company shareholders could
suffer significant losses. These PIPEs are
frequently called “death spirals™ or “toxic
PIPEs.”

Last year, in an apparent case of first impression,
the SEC filed a settled, civil action against Rhino
Advisors (“Rhino”), an unregistered advisory firm
and its president, Thomas Badian (SEC v. Rhino

1 See Matthew Goldstein, Looking Out for Desperation Finance in PIPE Deals, TheStreet.com (April 9, 2004).

2 About 90% of PIPE transactions involve at least one hedge fund. Chidem Kurdas, Hedge Funds Ride PIPE
Bandwagon As It Gains Momentum, by HedgeWorld Daily News, March 12, 2004 (internal citation omitted).

3 See Barbara A. Jones, Matthew H. Hurlock, and Pamela R. Henry, Structuring PIPL Transactions in Key

FEuropean Jurisdictions, 37 Int’l Law. 23 (2003).
4 Id atn.12.
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Advisors, Inc. and Thomas Badian, Civ. Action.
No. 03 civ 1310 (RO) (S.D.N.Y. 2003)), for
allegedly manipulating the stock of Sedona
Corporation (“Sedona”) after one of Rhino’s
clients entered into a $3 million PIPE called a
“Convertible Debenture and Warrants Purchase
Agreement” with Sedona. Unlike many PIPEs,
the Debenture precluded Rhino’s client from
selling Sedona’s stock short while the Debenture
was outstanding. Despite this contractual
provision, Rhino allegedly engaged in extensive
short selling and pre-arranged trading on behalf of
its client prior to exercising the conversion rights
under the Debenture. This short selling depressed
Sedona’s stock price. As a result, Rhino’s client
received more shares from Sedona when it
exercised its conversion rights under the
Debenture than it otherwise would have received.
Following the conversion, Rhino allegedly
engaged in wash sales and matched orders to
cover the short positions and conceal the client’s
involvement in the scheme. Without admitting or
denying the allegations in the SEC’s complaint,
Rhino and Badian consented to the entry of an
injunction for violations of the anti-fraud
provisions of the federal securities laws and to
pay, jointly and severally, a $1 million civil
penalty. In addition, Rhino consented to a court
order requiring it to hire an independent
consultant to review its compliance policies and
procedures and to implement the consultant’s
recommendations.

Following in the footsteps of Rhino, the SEC is
heightening its scrutiny of PIPEs and is
investigating whether hedge funds, despite written
or oral promises to abstain, are shorting shares of
a company (through their own trading, or by using
nominee accounts or other conduits to do so) prior
to finalizing a PIPE deal. In addition, the SEC
may be investigating whether some hedge funds
are using illicit tactics, including the sharing of
material non-public information, to learn about
PIPES involving other funds and issuers. With

that information, the funds can short the
company’s shares first, giving them a financial
advantage if and when the company’s stock price
falls during a PIPE offering.

Before participating in a PIPE, hedge funds should
consider, at a minimum, whether the issuing
company is fiscally sound or contemplating
bankruptcy, and whether the privately-placed
securities will become freely tradable within a
relatively short time frame. Timing is crucial
given the recent unpredictability of public
securities markets. Furthermore, if the fund
intends to utilize short selling of the company’s
securities as a hedge, the fund should disclose its
intention to do so upfront, ensure that the
privilege exists in writing, and confirm that the
company’s shares are not too illiquid to short sell.
Hedge funds should also be aware that
participation in PIPEs involves the review and
execution of several legal documents and
agreements, unlike trading in the secondary
market where the relevant securities are already
registered.

Conversely, a company contemplating a PIPE
transaction needs to carefully assess the terms and
risks of the securities being offered, including the
potential impact on its reputation and its public
investors. As the SEC noted in Rhino, certain
PIPEs, particularly those having conversion or
issuance mechanisms tied to a company’s stock
price, pose risks to the company and its public
investors, including the risk of significant dilution
of shares. When financially practicable, a
company should consider imposing pre-
conversion trading restrictions on a hedge fund to
ensure that the company’s stock price remains
stable during and after the PIPE transaction.
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K&L is comprised of more than 800 lawyers practicing in offices located in Boston, Dallas, Harrisburg, Los Angeles,

Miami, Newark, New York, Pittsburgh, San Francisco and Washington. K&L currently represents or recently has

performed projects for over half of the Fortune 100; 21 of the 25 largest mutual fund complexes or their investment

managers; and 18 of the 20 largest U.S. bank holding companies or their affiliates. Our practice is national and

international in scope, cutting edge, complex, and dynamic. You can learn more about the firm and its practice areas by

visiting our website at www.kl.com.

Our corporate and securities lawyers represent companies, investment banks, underwriters, placement agents, investors and

investment groups in a wide range of transactional, compliance, and regulatory matters. For public company clients, our

lawyers advise on a continuing basis about disclosure and other compliance issues and assist in the preparation of periodic

SEC reports as well as filings triggered by special circumstances and extraordinary transactions. These include insider

transactions, option and other equity-based compensation plans, spin-offs, going private transactions, tender offers, proxy

contests, corporate restructurings, change in control efforts and other transformative (M&A) events.

In addition, our securities enforcement practice is among the largest and most experienced in the country. We have many

years of experience representing organizations and individuals who have become subjects of investigations or enforcement

proceedings by the Securities and Exchange Commission, the Commodity Futures Trading Commission, state securities

regulators, or industry self-regulatory organizations, like the National Association of Securities Dealers Regulation, Inc.

and the New York Stock Exchange. Our clients have included securities broker-dealers, investment advisers, investment

companies, publicly held companies, banks, insurance companies, accounting firms, commodities firms and law firms.

For more information about our securities capabilities, please contact one of the attorneys listed below. Also, we invite you

to visit our website at http://www.kl.com for more information on our Securities and Securities Enforcement practices.
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Challenge us.
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