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Introduction

When securities are offered and sold to
the public through a registered offering,
Section 11 of the Securities Act allows
purchasers of “such securities” to bring
a private action if there are material
misstatements in the registration
statement.

If issues of the same security have been
sold pursuant to different registration
statements or through unregistered
channels, courts have required Section 11
plaintiffs to prove that they have standing
by demonstrating that they purchased
securities that can be “traced” to the
registration statement at issue!

This requirement raises the question

of whether investors who purchased
stock in secondary market transactions
(eg., on a stock exchange) might be
able to trace their shares back over time
to determine whether they purchased
shares that were offered and sold
pursuant to a specific registration
statement, as opposed to shares in the
same class offered and sold through
other channels.

Given the realities of how securities are
held and traded in modern markets,
courts have recognized that securities
generally cannot be traced through
secondary market transactions.? This has
precluded secondary market purchasers
from establishing standing in Section

11 cases where additional shares have
been offered and sold through channels
other than the specific registration
statement at issue.

In its 2023 decision in Slack v. Pirani, the
United States Supreme Court upheld
the tracing requirement in the case of

a direct listing where all prospective

plaintiffs purchased shares in secondary
market transactions, and where
“registered” and “unregistered” shares
commingled in the market on the first
day of trading?

To address the difficulty for plaintiffs to
demonstrate Section 11 standing in a
direct listing, some have suggested that
using an accounting method such as
last-in-first-out (LIFO) or first-in-first-out
(FIFO) can help plaintiffs trace a “chain of
title” to establish standing.* Courts have
not been receptive to this argument,
and post Slack have continued to

deny motions for class certification for
secondary market purchases in Section
11 cases where newly-offered shares are
commingled with pre-existing shares.

In a recent decision in Cupat v. Palantir

at the US. District of Colorado, the court
rejected the LIFO/FIFO approach and
dismissed plaintiffs’ Section 11 claims.?
The plaintiffs recently appealed some

of the Colorado court’s other findings

in that matter, but did not challenge the
court’s dismissal of the Section 11 claims.¢

In another recent case, the District Court
for the Northern District of California has
dismissed a Section 11 claim in Shnayder
v. Allbirds for lack of statutory standing
on the grounds of tracing’

This article explains why tracing
securities through secondary market
transactions is not feasible and why
accounting methods such as LIFO or
FIFO cannot solve the problem. While
there may be some circumstances
where investors might be able to trace
back to a registration statement, in most
cases, this is not feasible. The reasons
relate to the fundamental structure of
how securities are held, traded, and
settled in modern securities markets.
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The vast majority of securities sold to the
public are held at the Depository Trust
Company (DTC), where all securities

are commingled in a fungible mass

and beneficial owners’ claims are
explicitly not attached to any specific
securities? Investors buy and sell
“security entitlement” claims on securities
without becoming an owner of record

of the securities,? and investors can hold
security entitlements against a broker or
bank intermediary even if the intermediary
does not itself hold the securities.

This raises threshold questions of

what it means for a secondary market
purchaser to trace a “chain of title” of
specific securities. When shares are
held at the DTC, beneficial owners never
have claims on or title to any specific
shares, so there is no “true” chain of title
to uncover.

Under the narrow circumstances where
LIFO or FIFO methods would be possible
to implement, at most they can be

used to construct an artificial chain of
title based on allocation rules that are
arbitrary.

Making a LIFO or FIFO assumption is not
sufficient to create a tracing path. As
explained below, for securities held in a
fungible mass at DTC, secondary market
trading obligations are settled through

a multilateral net settlement process
intermediated by a central clearinghouse
and broker-dealers.

Under this settlement structure, there is
no way to follow securities purchased
by a particular buyer backwards through
the settlement process to determine
which seller the securities came from

— nor is there a way to follow securities
sold by a particular seller forward to see
where those securities went.
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This is not a problem that can be
resolved by applying a LIFO or FIFO
accounting rule. In the remainder of this
article, we explain why.

Overview of the clearance and
settlement process

When investors decide to trade a
particular security (or when investment
advisers decide to trade a security on
behalf of an investor), they send an
“order” to a broker, instructing the broker
to buy or sell the security.

The broker receiving the order may
handle the execution of the order

itself or may route the order to another
broker-dealer (known as the “executing
broker”) to handle the execution.
Executing brokers may or may not know
the identity of the investors for whom
the trade is executed.

After a trade is executed, a clearing

and settlement process takes place in
order to carry out the transaction.” For
each equity trade, the buyer and the
seller each will clear through a “clearing
firm,” which is a broker-dealer that takes
on the obligation to settle the trade as

a member of the National Securities
Clearing Corporation (NSCC), the central
clearinghouse.”

The buyer’s clearing firm takes on the
obligation to pay for the shares, and

the seller’s clearing firm takes on the
obligation to deliver shares. The clearing
firm may or may not be the same as the
executing broker and may or may not
be the same as the broker that holds
the investor’s account. Thus, the clearing
firm may not know the identity of the
investors whose trades they are clearing.

Institutional investors often hold shares
at custodian banks that are not acting
as broker-dealers and are not members
of the NSCC. For this reason, institutional
investors often use clearing brokers

that are not the custodians holding the
shares on behalf of the investors. As a
result, an extra step in the settlement
process is needed.

When an institutional investor with a
non-clearing member custodian sells
shares, the shares must be transferred
from the custodian to the clearing broker
to make them available for delivery to
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the NSCC. Likewise, when an institutional
investor purchases shares, after the trade
settles through the NSCC, shares must
be transferred from the clearing broker to
the custodian. These transfers between
custodians and clearing brokers happen
at the DTC, not at the NSCC.

The settlement of trading obligations
between the seller’s clearing broker

and the buyer’s clearing broker are
intermediated by the NSCC. In a process
called “novation,” prior to the settlement of
the trade, the NSCC steps in and becomes
the buying counterparty to the seller and
the selling counterparty to the buyer.

When this happens, the original
obligations between the seller and the
buyer are eliminated. The seller’s clearing
firm no longer has an obligation to deliver
shares to the buyer’s clearing firm, but
instead has an obligation to deliver
shares to the NSCC.

Simultaneously, the NSCC takes on

an obligation to deliver shares to the
buyer’s clearing firm, and this obligation
must be fulfilled irrespective of whether
the seller’s clearing firm’s delivery
obligation is fulfilled.® Likewise, after
novation, the buyer’s clearing firm has an
obligation to pay cash to the NSCC, and

the NSCC has a separate obligation to
pay the seller’s clearing firm.

The problem of tracing through
the settlement process

Trades cleared through the NSCC are
not settled on a trade-by-trade basis.
Rather, for each clearing firm, the NSCC
aggregates and nets all trading activity
done in each security over the course
of the day to a single position, with the
NSCC as the counterparty.

These net obligations for security
deliveries are usually met through daily
transfers of securities between NSCC
and clearing firms, whose transactions
are aggregated and netted to result in a
single net delivery obligation to or from
the NSCC each day. Due to this type of
netting within the clearing firm, there

is no meaningful way to allocate the
clearing firm’s net delivery or receipt to
individual investor accounts.

To illustrate the problem this creates

for tracing, consider a plaintiff who
purchased shares on the secondary
market and is trying to trace the shares
to demonstrate Section 11 standing.
Figure 1 depicts a scenario where

20 different NSCC member firms settled

©

Clearing Firm 1
(Net Seller) KN

&

J

g

<

)

X %
/;b

Clearing Firm 2
(Net Seller)

@ < oELVERL_—F
Clearing Firm 3 q?:(
N
(Net Seller) 0(',\'
&

©

Clearing Firm 10
(Net Seller)

Figure 1: The Problem of Tracing Shares
Through the Settlement Process
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trades through NSCC on the date when
the plaintiff’s trade settled.

Each of these 20 firms settled trades
for multiple sellers and multiple buyers,
but after netting, 10 of them were net
sellers (Clearing Firms 1 through 10), and
10 were net buyers (Clearing Firms 11
through 20).

Courts have recognized
that securities generally
cannot be traced
through secondary
market transactions.

Consider a plaintiff who purchased
shares through Clearing Firm 1, one of
the NSCC member firms that was a

net seller on that date. Even though the
plaintiff purchased shares, the plaintiff’s
clearing firm did not receive any shares
from NSCC when the trades were
settled (because after netting sales and
purchases, that clearing firm had a net
delivery obligation).

Even assuming that one could devise
an accounting algorithm (such as

LIFO or FIFO) to construct an artificial
designation of shares held as security
entitlements as “registered” or
“unregistered” as they flow in and out of
DTC accounts, such an algorithm would
not help determine which investors have
standing.

In this example, there are no shares
flowing into Clearing Firm s DTC
account, so a LIFO or FIFO algorithm
would have no shares to classify.

Now assume instead that the plaintiff
purchased shares through Clearing Firm
1, one of the NSCC member firms that
was a net buyer on that date. Because
Clearing Firm 11 is a net buyer, some
shares would have been transferred
from NSCC to Clearing Firm 11 on the
settlement date of the plaintiff’s trades,
so in this case, there are at least some
shares flowing in.

However, it is not clear how a LIFO or
FIFO algorithm could be helpful at
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Figure 2: The Problem of Allocation
Across Customer Accounts
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classifying the incoming shares as
“registered” or “unregistered.”

In theory, one could attempt to apply a
LIFO or FIFO algorithm to each clearing
firm’s account and use it to decide
what shares would be delivered to the
NSCC by Clearing Firm 1, Clearing Firm
2, and so on, and whether they would
be “registered” and “unregistered.”
However, the shares would be delivered
to NSCC simultaneously, so they cannot
be sequenced to determine which ones
arrived “first” or “last” at NSCC.

Moreover, all the shares received from
Clearing Firms 1 through 10 are pooled
together at the NSCC before they are
delivered simultaneously to the receiving
clearing firms. Thus, LIFO or FIFO cannot
be used to track shares as they go
through the settlement process.

There is no way to determine that the
shares delivered by NSCC to Clearing
Firm 11 were specifically the shares
received from Clearing Firm 1, Clearing
Firm 2, or any other firm.

Another fundamental problem is that
the net delivery obligations between
NSCC and clearing firm cannot be
disaggregated into components
corresponding to individual trades,
let alone sequenced for purposes of
implementing LIFO or FIFO methods.

This point is illustrated in Figure 2,
which continues the example where
the plaintiff purchased shares through
Clearing Firm 11.

Suppose that the plaintiff purchased
10,000 shares through Clearing Firm

11. On the same day, Clearing Firm 11
cleared trades for two other buyers who
purchased 10,000 shares each, and
three sellers, who sold 10,000, 10,000,
and 9,000 shares. In total, Clearing Firm
11 has 30,000 shares purchased and
29000 shares sold. When these six
trades are aggregated and netted at the
NSCC, Clearing Firm 11 is a net buyer due
to receive 1000 shares from the NSCC.

There is no meaningful
way to allocate the
clearing firm’s net
delivery or receipt
to individual investor
accounts.

Even if one were somehow able to
classify the incoming 1,000 shares

as “registered” or “unregistered,” one
would need some way to allocate
the incoming 1,000 shares among the
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plaintiff and the other two buyers who
purchased 10,000 shares each. Invoking
an accounting rule such as LIFO or FIFO
does not help resolve this.

Conclusions

In this article, we have focused on the
structure of the clearing and settlement
process for secondary market trading
because plaintiffs have pointed to

this as an avenue to trace. For the
reasons we have discussed above, this
structure is inherently incompatible with
the prospect of tracing a chain of title
for specific shares through secondary
market transactions that are cleared
through the NSCC.

Using a LIFO or FIFO
rule is not a feasible
way to assign Section 11
standing rights.

That secondary market tracing is not
feasible has been accepted by courts
for decades. The suggestion to use
an accounting method such as LIFO
or FIFO does not resolve this problem.
Due to the structure of multilateral
net settlement through a central
counterparty, the transfers of shares
from/to DTC accounts cannot be
sequenced, disaggregated, or mapped
to individual trades.

Using a LIFO or FIFO rule is not a feasible
way to assign Section 11 standing rights.
As a matter of logic, LIFO or FIFO cannot
be implemented when settlement
obligations are netted and batched.

In summary, given the realities of how
securities are held, cleared, and settled
— and consistent with what courts have
recognized for decades — accounting
methods such as LIFO and FIFO are not
sufficient to construct a tracing path.

The views expressed herein are those
of the authors and do not necessarily
represent the views of Cornerstone
Research.
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