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UNITED STATES DISTRICT COURT N
SOUTHERN DISTRICT OF NEW YORK

TN

FTR CONSULTING GROUP, INC., derivatively
on behalf of CEL-8CI CORPORATION,

Plaintiff,
02 Civ. 8608 (RMB)
~againgt-
: ORDER ©
ADVANTAGE FUND 1 LTD., GENESEE : N
INTERNATIONAL, INC., DONALD R. :
MORKEN, KOCH INVESTMENT GROUP
LIMITED, AND CEL-SCI CORPORATION,

Defendants.,

L Tutroduction

‘ FTR Consulting Group, Inc. ("Plaintiff") brought this action (derivatively) on behalf of
defendant Cel-Sci Corporation ("Cel-Sei" or "Company”) against Advantage Fund I Lid.
("Advantage"), Genesee International, Inc., investment manager for Advantage ("Genesse”),
Donald R. Morken, the President of Genesee, Koch Investment Group Limited ("Koch™),
Mooring Cépital Fund, L1.C ("Mooring™), and John M. Jacquemin ("Jacquemin™), director and
founder of Mooring and a Cel-Sci director (collectively, "Defendants"”), alleging that Defendants
violated Section 16(b) of the Securities Exchange Act of 1934 ("Exchange Act™), 15 11.8.C. §
78aa gt seq., because they realized "short-swing” profits on purchases and sales of Cel-Sei stock
within a six-month period during which they collectively owned more than 10% of Cel-Sci’s
common stock. (See Amended Complaint, dated Sept. 22, 2003 ("Compl.").)

On September 16, 2003, the Court denied Defendants’ motion fo dismiss under Rule

12(b)(6) of the Federal Rules of Civil Procedure ("Fed. R. Civ. P."), holding that "the Court

cannot say that Defendants have established that Plaintiff can prove no set of facts to suppcn% its
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claims that: (i) Defendants acted as a group for the purposss of Section 16(b), . . . and (if)

T

Defendants engaged in prohibited ‘short-swing’ transactions . . . ." (Order, dated Sept. 16, 2003
{"Motion to Dismiss Opinion”), at 2.) Moorng and Jacquemin settled with Plaintiff and were
dismissed from the case with prejudice pursuant to a Stipulatton of Ssttlement and Order, dated
January 16, 2004 ("Settlement™).!

On May 3, 2004, the remaining Defendants jointly moved for summery judgment, ‘ J

"

arguing, among other things, that (1) "Dcfeﬁdants were not a 'group™ for purposes of determimng
whether they held at least ten percent of Cel-Sci’s outstanding shares; and (2) "[a]1l of the
transactions that occurred when Defendants’ collective holdings were at or above ten percent are
either exempt as a matter of law or did not occur within six months of a corresponding purchase
or sale, as required by Section 16(h).” (Memorandum of Law in Support of Defendants’ Joint
Motion for Summary Judgment, dated May 3, 2004 ("Def. Mem."}, at 1-3.) On June 25, 2004,
Plaintiff opposed Defendants’ motion ("P1. Mem "), and on July 30, 2004, Defendants filed reply
papers {"Def. Reply"). The Court heard helpful oral argument on February 23, 2005, (See
Transcript of Hearing, dated February 23, 2005 ("Hearing™).) For the foregoing reasons,
Defendants’ mation for summary judgment is granted.
1L Background

T ‘.b:aring all relevant periods, Genesee was "investment manager” to Advantage, (See

Defs’ Statement of Material Facts, dated April 50, 2004 ("Def. 56.1") § 4; PIf’s Responses to

Defendants’ Rule 56.1 Statement, dated June 25, 2004 ("P1. Opp. 56.1") 7 4.) On April 9, 1998,

"The Court deferred final approval of the Settlement until all claims against the remaining
Defendants are resolved, (Settlement ¥ 6.)
]

2-
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Genesee entered into an agreement with Koch to "introduce Koch to certain investment . g
opportunities” for a fee based upon a percentage of the investments’ net return. (Ex. 2:
Agreement, dated April 9, 1998, between Koch and Genesee ("Koch/Genesee Agreement”) 1 1,
4,2; Def. 56.149 9, 12; P1. Opp. 56.1 19 5, 12.) Although Koch "retain{ed] the right to approve
or Teject any Potential Investment at any time in its sole discretion” (Koch/Genesce Agm’t § 2.4),
the Agreement provided that Genesee would "act as 'lead investor' . , . with respect to the
negotiation and due diligence process . ., " (Id. §12.1-2.3 (Genésee "shall negotiate the
structure and other terms and conditions of Potential Investments, which shall apply to Koch if it
elects to invest therein."); Daf. 56.1 ¥ 10; P1. Opp. 56.1 % 10.) Koch and Genesee also agreed to
"make a good faith effort to collaborate regarding the conversion and trading strategy to be
employed with regard to sach Investment . . . " (Koch/Genesee Agm™t Y 2.5; Dof. 56.1  11; PL
Opp. 56.1 §10.)

On December &, 1999, Advantage and Koch entered into a Securities Purchase
Agreement ("SPA") with Cel-Sci pursuant to which Cel-Sci sold (for $2.5 million) 1,025,641
shares of its common stock (at $2.4375 per share) along with "Series A" and "Series B”
Warrants. (Exs. 9-11; Def. 56.1 9] 14-17; PL Opp. 56.1 ¥ 14-17.) On December 30, 1999,
Mooring entered into a separate, but (according to Plaintiff) "identical” SPA with Cel-Sci
(together with the December 8, 1999 SPA, tﬁc "Dacember 1999 Securitics Purchase
Agreements"} to sell to Mooring (for $300,000) 122,951 shares of Cel-Sci's cﬁmmon stock (at
$2.44 per share) along with Series A and B Warrants. (Def. 56.1 91 25-27; P1. Opp. 56.1 f 26-
27.)

The Series A Warrants were immediately exersisable for the purchase of a particnlar

v
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number of shares of Cel-Sci common stock at a fixed price per share.? By contrast, the §eries B

sfmw

Warrants were not exercisable for conmmon stock until 360 days after the date the SPA was
execnted ("Vesting Dats") for the nominal price of 3.001 per share. (Def. 56.1 11 18, 27, PL.
Opp. 56.1 14 18, 27.} Each Series B or "Reset” Warrant was governed by a conversion formula
entitling the warrant holder

to obtain some number of shares of additional common stock if (1) [on the Vesting Date,]
the warrant holder still had common stock from the December 1999 [SPA] purchase and  /
(2) the average of the ten lowest closing prices of Cel-Sei stock during the 30 trading days
immediately preceding the Vesting Date . . . was below the original price of common

stock at the time of the December 1999 [SPA] transaction, i.e., $2.4375 [the Tnitial

Purchase Price]. The warrant holder would net receive any additional shares if, as of the
Vesting Dats, (1) the warrant holder no longer had any of the common stock purchased in
December 1599 or (2) the average of the ten lowest closing prices of Cel-Sci's common
stock during the 30 trading days immediately preceding the Vesting Date was at or above

the Tnitial Purchase Price.

(Def. 56.1 1 20 (citing Ex. 11); PL Opp. 56.1 720.Y’

"The Series B Warrants re-vested every six months after the first vesting date, so long as
the warrant holder had common stock from its initial purchase or from exercising its Series B
Warrants." (Def. 56.1 1 22; Pl (5pp. 56.1922.) "On each subsequent vesting date, the

adjustment price used in the previous vesting became the [new] 'initial purchase price.”” (Id.)

2 warrant is defined es "any . . . certificate evidencing a right to subscribe to or
otherwise acquire another security, issued or unissued." 17 CF.R. § 240.12a-4(a)(1).

"Reset rights entitle the [holder] to additional shares of common stock in the event the
stock price declines . . . ." Nanopierce Techs., Inc. v. Southridge Capital Mgt LLC,, No. 02
Civ. 0767, 2002 WL 31819207, at *1 (§.D.N.Y. Oct. 10, 2002). Defendants state that if a Series
B Warrant holder originally bought 100 shares in December 1999 throngh the SPA, and the stock
price dropped 50% as of December 2000 (L.g,, 360 days later), the warrant-holder could exercise
the Warrant and obtain an additional 100 shares. Afier the exercise, the warrant-holder would
have 200 shares of commion stock instead of 100, but "the valug of its investrnent would remain
what it was in December 1999." "In other words, if the price of Cel-Sci stock in December 2000
fell below the [Initial Purchase Price] of the common stock in December 1999, the Series B
Woarramt would enable the warrant holder to preserve the dollar value of its initial investrneniin
Cel-Sci common stock by increasing the amount of shares owned in inverse proportion to the
stock price." (Def. 56.1 § 21 {citing Ex. 11); PL. Opp. 56.121.)

.
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The Series A and B Warrants also "contained an 'exercise cap’ or a 'blocker provésion’ that ?
prohibited the wartant holder from beneficially owning more than 4.999 percent of Cel-Sci's v
ouistanding commeon stock, including common stock that would be issued as a result of such
exercise.” (Def. 56.1 9 23, 28; PL. Opp. 56.1 423, 28)

On December 8 and December 30, 2000, respectively, Advantage's and Mooring's Serics
B Warrants vested and became exercisable for 141,767 and 132,542 additional shares of . _.
commen stock, respectively, at 8.001 per share. (Def. 56.1 § 60-61; PL Opp. 56.1 60—61,.)4 -

On March 15, 2000, Mooring entered into another SPA with Cel-Sci for $700,000,
purchasing 93,333 shares of common stock (at $7.50 per share) along with "Series C" and "Series
D" Warrants. (Def. 56.1 34, 36; PL Opp. 56.1 34, 36,) On March 21, 2000, Advantage and

Koch ente';ed inte a substantially similar agreement, purchasing for $7 million 933,333 shares of

stock (at $7.50 per share) along with Serles C and D Warrants (together with the March 15, 2000

* SPA, the "March 2000 Stock Purchase Agreements™). (Def. 56.1 745, 47-48; P1. Opp. 56.1 45,

47-48.) The Series C Warrants were immediately exercisable at a fixed price. The Series D
‘Warrants vested and were exercisable one year from the date of the March 2000 Stock Purchase
Agreements at an exercise ﬁrice of 5.001 per share if the comuaon stock price at the Vesting Date
were below the Initial Purchase Price (87.50 per share). (Def. 56.1 ] 37-41, 48; PL Opp. 56.1
37,48.) The Series C and D Warrants also had conversion caps prohibiting exercise that conld
result in the warrant holder beneficially owning more than 9.999% of Cel-Sci's common stock.
(Def. 56.1 9] 42, 49; PL. Opp. 56.1 1742, 49.)

On March 21, 2001, the Series D Warrants held by Advantage, Koch, and Mooring vested

and became exercisable for 4,207,866 shares of Cel-Sci common stock at an exeteiss price of

) v
‘"Becanse Koch had sold all of its December 1999 stock, it was unable to exercise its
Series B Warrant.,” (Def. 56.1 7 59; PL. Opp. 56.1 §59.)

-5-
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$.001 per share. (Def. 56.1771; P1 Opp. 56.1 9 71.)° Plaintiff asserts that "[o]n a second §
vesting date between March 21, 2001 and August 15, 2001, the Series D Warrants . . . vested and ;
became exercisable for an additional 1,526,289 shares of Cel-Sci common stock at an exercise
price of $.001 per share." (PL Mem. at 4.)

On May 7, 2001, Cel-Scl requested that Defendants, among other things, agree to modify
the Warrants. (Def. 56.1 § 81-82; P1. Opp. 56.1 § 81-82; PIf's Statement of Material Facts, datcd .
June 25, 2004 (“P1. 56.17), 17 9-10; Ex. J.) Lengthy negotiations ensued and resulted in th;: i
Bxchange Agreement, dated August 15, 2001 ("Exchange Agreement"), under which Advantage,
Koch; and Mooring "tendered to Cel-Sci . . . 3,589,289 shares of common stock and 2,212,192
shares igsuable pursuant to unexercised Series D Warrants," and received in retum 6,288 shares
of nonsvoting Series B preferred stock. (Def. 56.19 91; PL Opp. 56.1 4 91.) Defondants also
exchanged their 746,351 unexercised Series A and C Warrants for newly-issued Series E
Warrants. (Def, 56.1 § 95; PL Opp. 56.1  95.)

Defendants began selling Cel-Sei common stock on January 15, 2001 (Def. 56.1 ] 52-53,
67; PL. Opp. 56.1 9 52-53, 67) and continued to scll at various times until, by January 2003, their
holdings had been depleted (Def. 56.1 7 98-103; F1, Opp. 56. 1998-102). Plaintiff asserts that
these sales were unlawful, i.e., they are "matchable” under § 16(b} with Defendants’ purchases,
and that "Advantage and Koch, respectively, realized short-swing profits in the amounts of at

least $4,484,606.36 and $2,681,102.65 that are disgorgeable to the Company.” (Pl. Mem. at 6.)

SPlaintiff asserts that Mooring's Series D Warrants vested on March 15, 2001, one year
from the March 15, 2000 SPA. (Pl. Mem. at 3 & n.5.) Plaintiff appears to disregard = leiter
agreement, dated January 18, 2001, between Cel-Sci and Mooring in which the parties agreed
that the Series D Warrants would vest on March 21, 2001. (Ex. 19: Cel-Sci Letter to Mooring,
dated Jan. 18, 2001.)

-6-
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1.  Legal Standard

A}

i

Summary judgment may not be granted unless "the pleadings, depositions, auswers to
interrogatories, and admissions on file, together with the affidavits, if any, show that there is no
gennine issue as to any material fact and that the moving party is entitled to a judgment as a
matter of law." Fed. R. Civ. P. 56(¢); see Morales v. Quintel Entertainment, Ine., 249 F.3d 115,
121 (2d Cir. 2001). "[TThe trial court's task at the summary judgment motion stage of the |
litigation is carefully limited to discerning whether there are any genuine issues of material fac‘t

to be tried, not to deciding them.” Gallp v. Prudential Resid. Servs., Itd,, 22 F.3d 1219, 1224

{2d Cir. 1984).

The moving party bears the initial burden of informing the district court of the basis for
its motion. Celotex Cormp. v, Catrett, 477 U.8. 317, 323 (1986). The burden then shifts to the
nonmoving patty which must set forth specific facts showing that there is a genuine issue for
trial. Anderson v. Liberty Labby, Inc., 477 U.5. 242, 248 (1986). "[Only disputes over facts
that might affect the outcome of the suit under the governing law will properly preclude the entry
of summary judgment.” Anderson, 477 U.S. at 248. "[A]ll reasonable inferences must be drawn
against the [moving] party,” and summary judgment may not be granted “if the evidence is such
that a reasonable jury could return a verdict for the nonmoving party.” Quintel, 249 F.3d at 121.
IV,  Analysis

"Section 16(b) of the Exchange Act requires that any profits derived from short-swing
trading be disgorged to the issuer of stock. Short-swing trading 1s defined as the purchase and
sale (o vicé versa) of a company's stock within a six-month period by persons deemed to be
"insiders,' whe are presurmned to have access to confidential corporate information not generally
available to other participants in the public market.” Quintel, 249 F.3d at 121. "An 'insider’ s

defined in the statiute as a beneficial owner of more than ten percent of any class of the company's

-7-
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non-exetupt, registered equity securities, or a director or officer of the company issuing the
stock." J1d.° The elements of a Section 16(b) claim are "(1) 2 purchase and {2) a sale of securities
(3) by . . . a sharcholder who owns more than ten percent of any one class of the issuer's
securities (4) within a six-month period." Gwozdzinsky v. Zel)/Chilmark Fund. L.P,, 156 F.3d
305, 308 (2d Cir. 1998).” A disgorgeable profit is made when there is a purchase of a security
that can be "matched" with a higher priced sale of the security. Quintel, 249 F.3d at 121. N
"Section 16(b) operates mechanically, and makes no moral distinetions, penalizing technic'al |
violators of pure heart, and bypassing corrupt insiders who skirt the letter of the prohibition.”
Magma Power Co. v. Dow Chem. Co., 136 F.3d 316, 320 (2d Cir. 1998).

The parties in this case dispute three prineipal issties relating to whether Defendants
"bcneﬁciaily owned” over 10% of Cel-S¢i's common stock, namely: (1) whether Defendants
engaged in "group” activity, such that their individual stock holdings may be aggregated; (2)
whether the "conversion caps” in the Warrants effectively limited Defendants' beneficial

ownership of stock to no more than 4.999% of all outstanding shares; and (3) whether, prior to

€Section 16(b) states, in pertinent part, that:

For the purpose of preventing the unfair use of information which may have been
obtained by such [10%] beneficial owner . . . any profit realized by him from any
purchase and sale, or any sale and purchase, of any equity security of such issuer. . .
within any period of less than six months . . . shall inure to and be recoverable by the

" issuer, irrespective of any intention on the part of such beneficial owner . . . in entering
into such transaction of holding the security . , . purchased or of ot repurchasing the
security . . . sold for a period exceeding six months,

15 US.C. § 78p(b).

"The transaction thet results in a person becoming a ten percent beneficial owner is not
subject to section 16 of the Act unless the person otherwise is subject to section 16 of the Act.*
17 C.E.R. § 240.161-2(c); ses Foremost-McResson, Inc. v. Provident Sec. Co., 423 1.8, 23 259
(1976) (Section 16(b} does not apply "to one selling the securities the purchase of which made
him a beneficial owner™).

8-
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vesting of the Reset Warrants, Defendants may b-e. deemed beneficial owners of Ccl-Sci\common §
stock. These issnes are discussed in Section A below. The parties also dispute when the '
common stock underlying Defendants’ Reset Warrants were "purchased" for purposes of
"matching” with corresponding sales. This issue is discussed in Section B below.?

A, 10% Beneficial Ownership

(1)  Group Activity .

Plaintiff asserts that Koch and Genesee/Advantage should be considefed a "group” ;Jnﬂer ‘
§ 16(b) because, among other things: (1) pursuant to the April 5, 1998 Investment Agreement,
Genesee apreed 1o act as "lead investor” for Koch; and (2) the December 1999 and March 2000
Stock Purchase Agreements and the 2001 Exchange Agreement "were signed by Advantage,
Genesee's investment vehicle, and Koch together and negotiated together.” (PL Mem. at 7-8
{(citations omitted).) Defendants counter that, among other things: (1) "Defendants were, at most,
independent companies acting at arms’ length" (Def. Mem. at 14); and (2) "Koch retained its
independent discretion to approve or reject any investments recomunendsd by Genesee” (id. at
16).?

Securities and Exchange Commission ("SEC") regulations provide that, "solely for
purposes of determining insider status as a ten-percent holder,” Quintel, 249 ¥.3d at 122, "the

term "beneficial owner' shall mean any person who is deemed a beneficial owner pursuant to

*Plainiiff's counsel acknowledged at oral argument that a ruling in Defendants' favor on
this issue would "dispoge of” this case. (Hearing at 11-12,) Accordingly, becanse the Court rules
in Defendants’ favor on this issue (gee Section IV.B, infra), summary judgment is graated in
favor of Defendants.

*The parties dispute whether Mooring was part of this investment group. Because the
Court ultimately grants judgment in Defendants' favor on other grounds, and given the relatiwely
small size of Mooring's holdings, the Court assumnes, without deciding, that Mooting acted
collectively with Koch and Genegee/Advantage,

9.
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section 13(d) of the [Exchange] Act and the rules thereunder.”® 17 CER. § 240.16a-1 Qa)(l) %
H
(2000), "[Section] 13(d) encompasses not only the isolated shareholder who accumulates shares
of & cotporation’s commen stock, but also a group of sharcholders who undertakes the same
activity as part of a collective effort.” Quintel, 249 ¥.3d at 123.
The key inquity is "whether [Defendants] agree[d] to act together for the purpose of
acquiring, holding, voting or disposing of [Plaintiffs] common stock.” Id. at 123-24.
Whether the requisits agreement exists is & question of fact. The agreement may be
formal or informal and may be proved by direst or circumstantial evidence. Moreover,
the alleged group members teed not be committed to "acquiring, holding, voting, or
disposing of equity securities” on certain specified terms, but rather they need only have
combined to further a common objective regarding one of the just-recited activities.
Id. at 124 (internal citations omitted). Parties can agree to act in furtherance of some common

objective even though "the parties might not always march in Jockstep . . . ." Morales v, New

Valley Corp., 999 F.Supp. 470, 475-76 (S.D.N.Y. 1998}, affd sub nom, Motales v. Freund, 163

F.3d 763 (2d Cir. 1999).

Plaintiff has raised a genuine issue of waterial fact as to whether Geneses/Advantage and
Koch may be deemed a "gronp™ under §§ 13(d) and 16(b) based upon the following, among other
things: (i) Genesee and Koch agreed in the April 9, 1998 Investment Agreement that Genesee
would "negotiate the structure and other terms and conditions of Patential Investments, which
shall apply to Koch ifit elects to invest therein”; (i) Geneses and Koch agreed to "make a good
faith effort to collaborate regarding the conversion and trading strategy to be employed with
regard to cach Investment"; and (iii) Genesee was to receive a fee based npon a percentage of the

investments’ net return. See, e.g, Quintel, 249 F.3d at 124; New Valley, %99 F_Supp. at 475-76.

Wgection 13(d) "requires any person acquiring beneficial ownership of five percent or
more of a corporation’s common stock to disclose within ten days of the acquisition certain «
information to the corporation, the Commission, and the exchanges on which the stock is traded.”
Quintel, 249 F.3d at 122 (citing 15 U.S.C. § 78m(@(1)}{ID>) (1994)).

10-
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(2)  Warrant Conversion Cap .
Defendants assert.that ‘Advantage's Series A and B Warrents "cannot be included in the
[10%] beneficial ownership calculation,” becanse the Warrant's "exercise would have caused
Advantage's beneficial ownership fo exceed 4.999 percent,” in violation of the Warrants' exercise
cap. (Def Mem. at 8 &n.6.)" Plaintiff acknowledges that conversion caps "can serve to limit a
defendant’s beneficial ownership™ of common stock, but only if such restrictions are "valid" ;ﬁd
"binding." (Pl Mem. at 13.) According to Plamtiff, "by forming a group, the defendants . . . .
exceedfed] the [4.999%] conversion cap because their collective beneficial ownership exceeded
the restrictions contained in the Warrants." (Id.) Plaintiff argnes that Defendants repeatedly
violated the (allegedly "sham") conversion caps by exercising the Warrants when Defendants’
collective common stock ownership exceeded the conversion cap limits (which were 4.999% of
comimon stock for Series A and B Warrants, and 9.999% for Series C and D Warrants). (Id.)**
Under Rule 13d-3(d)(1), 2 person is a "beneficial owner" of an inderlying security for
10% ovwnership purposes "if that person has the right to acquire beneficial ownership of such
seourity, as defined in Rule 13d-3(s) . . . within sixty days . . . through the conversion of 1
secutity . .. ." 17 C.ER. § 240.13d-3(d)(1). "As a result, holders of freely convertible securities

[including warrants] are generally deemed fo be beneficial owners of the underlying commeon

"The Series A and B Warrants contained an "exercise cap” or "blocker provision"” that
prohibited the warrant-holder from exercising the warrant "to the extent such exercise wounld
result in the Holder, together with any affiliate thereto, beneficially owning . . . in excess of
4.999% of the then issued and outstanding shares of [Cel-Sci) Common Stock, including shares .
.- issuable upon such exercise . . . .* (Ex. 10 § 11{a); Def. 56.1 9 23, PL. Opp. 56.1 §23.)

plaintiff asserts, for example, that "Advantage exercised its Series B Warrant{] to
purchase 141,767 shares while the Group [Advantage, Koch, and Mooring] owned in excess of
10% of Cel-Sei stock in violation of the Series B blocker provision," and that "[e¢]Jach of the v
Group members exerciged its Series D Warrant{] while the Group beneficially owned i excess
of 10% of Cel-Sei stock, in violation of the Ssries D blocker provisions.” (Pl. Mem. at 13 n.11.)

-11-
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stock.” Global Intellicom, Inc. v. Thomson Kemaghan & Co., No. 99 Civ. 342, 1599 W\L
544708, *15 (S.D.N.Y. July 27, 1999). "Where conversion rights are limited, however, a holder
of a convertible security may not be deemed the beneficial owner of the underlying common
stock." Id. Courts have consistently held that, for 10% ownership purposes, a valid conversion
cap prevenis a hoider of convertible securities (including warrants) from beneficially owning
underlying shares of cormmon stock in excess of the conversion cap. Seg Levy v, Southbrook |

Intern, Tnv., Ttd., 263 F.3d 10, 15-18 (2d Cir. 2001); Levner v. Prnce Alwaleed, 61 F.3d 8, 9 (2d

Cir. 1995),

""When the limitations provided by conversion caps ate discovered to be illusory ora
sham, they should be disregarded and the cowrts should analyze the case as though no such
limitations existed.” Southbrook Intern., 263 F.3d at 17 n.4 (citation omitted); see Peter J.
Romeo & Alan L. Dye, Section 16 Treatise eporting Guide, § 2.03G)(vi) (2d ed. 2004)
("Romeo™). To estabhsh that the conversion caps are illusory, a Plaintiff must raise a genuine

issue of material fact that they were "devised solely to evade regulatory requirements.” Crude

Co.v. EER.C., 135 F.3d 1445, 1452 (Fed. Cir. 1998). "Factors suggesting that 2 conversion cap
is iltusory, . . . and therefore not valid and binding, include whether the cap is easily waivable by
the parties (particularly the holder of the convertible security), lacks an enforcement mechanism,
has net been adhered to in practice, or can be avoided by transferring the securities to an affiliate
of the holder.,” Romeo, § 2.03(5)()(vi); see also International Mktg,. Ltd, v. Archer-Deamjels-
Midland Co., 192 F.3d 724, 730 (7th Cir. 1999). Whether a conversion ¢ap provision is a mere

"sham” appears to be an issue of fact. Sge. e.g., Adams v. Dep't of Tyvenile Justice, 143 F.3d 61,
70 (2d Cir, 1998); Enrici v. C.LR., 813 F.24 293, 295 (9th Cir. 1987).
Plainiiff has raised a genuine issue of material fact as to whether the conversion cap .

provigions were illusory. (Pl Mem. at 13 n.11; Ex. 10 § 11(a); Ex. 11 § 10(a); Ex. 17 § 11; Ex.

-12-
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18 § 10(g).) Plaintiff has also raised a factual issue as to whether Cel-Sci knew that the

conversion caps had not been adhered to in practice, and thus whether Cel-Sei was eomplicit.

(See pages 2-5, supra.)

(3)  Beneficial Ownership of Common
Stock Prior to Vesting of Reset Warrauts

According to Plaintiff, “the only condition to the vesting of the . . . [Series B and D Reset)
Warrants was the continned ownership by defendants of shares purchased by defendamts inthe  #
1999 and 2000 Agreements. Since this condition was solely within defendants' control, . . .
defendants had beneficial ownership of the shares underlying their Series B and ID Warrants prior
to the vesting dates.” (Pl, Mem. at 14.) Defendants counter that "[i]f a person's right to acquire
[a] security is contingent on future events outside of that person's control, the person cannot be
considf;sred a 'ten percent beneficial owner’ before the contingency occurs.™ (Def. Mem. at 9.)
According to Defendants, "until vesting, the right to acquire stock pursuant to the Series B [and
D) Warrants wa;s contingent on future stock prices” (id. at 9), and, therefore, "[tJhe amount of
shares issuable to Defendants . . . cannot be used to caleulate 10% beneficial ownership before
[the Warrants'] respective vesting dates” (Def. Reply at 5).

A person shall be deemed io be a beneficial owner of a secnrity "if that person has the
right to acquire beneficial ownership of such security . . . within sixty days, including but not
limited to any right to acquire: . . . Through the exercise of any option, warrant or right. .. " 17
CFR. §240.13d-3(d)(1)(i). The objective of § 13(d) "is to 'alert the marketplace to every large,
rapid aggregation or acenmulation of securities, regardless of technique employed, which might

represent a potential shift in corporate control,™ Schaffer v. CC Invest., ILDC, 153 F. Supp. 2d

13-
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484, 487-88 (S.D.N.Y. 2001) (quoting Quinte], 249 F.3d at 122).” At the same time, "[a] right ?
that may be exercised only upon the cccurrence of a condition that is beyond the control of its '
holder generally docs not confer Beneﬁcial ownership of the underlying security untii the
condition has been satisfied." Romeo, at 133." In Medtox Scientific, Inc. v, Morgan Capital,
LI.C., 258 F.3d 763 (8th Cir. 2001), for sxample, defendant's preferred stock was convertible
into common stock at the average closing price of the common stock on the five trading dayé .

prior to the date of conversion, and the conversion right first became exercisable on March'SO,' !

1996 (i.e., the vesting date). Id. at 764-65, The Court held that "[u]nti] [defendant's] conversion

rights had ripened [Le., the vesting date], the percentage of Common Stock for which [defendant]

would eventually be able to exchange its Preforred Stock was contingent upon fisture events
- beyond [d%fendant‘s] control (e.g., the closing price of the Cdmmon Stock on the five trading

days preceding [the vesting date]).” Medtox Scientific, Inc, v. Morgan Capital, LI.C., 50F.

Supp. 2d 896, 902-03 (D. Minn. 1999), aff'd, 258 F.3d 763 (8th Cir. 2001); see also Levy v.

Clearwater Fand TV, Ltd., No. Civ. A. 99-004, 2000 WL 152128, at #6-7 (D. Del. Feb. 2, 2000);

SEC No Action Letter, Realty South Investors, Inc., 1992 WL 139152 (S.E.C. Jime 17, 1992);.

Romeo, at 134-35. "It would be unjust and would not promote the purpose of Section 16(b) to

treat [a defendant] as a company insider, subject to disgorgement, at a titne when [defendant] was

unable to know of that status and behave accordingly.” C.R.A. Realty Corp. v. Enron Corp., 842

1 o Brief of Amicus Curiae SEC, Levy v. Southbrook Intern. Inv., Ltd.. 263 F.3d
10, 15-18 (2d Cir. 2001) (No. 00-7630), available at 2001 WL 34120374 ("The near-term right to
acguire power may be just as influential, in terms of affecting control of a corpeoration, as the
present possession of those powers."); Lemer v. Millenco, 23 F. Supp. 2d 337, 343 (S.D.N.Y.
1998).

: *See Levner, 61 F.3d at 9; see also Magma Power, 136 F.3d at 321 ("[A] right with 2
floating exercise price . . . will not be deemed to be acquired or purchased, for Section 16«
purposes, until the purchase price of the underlying securities becomes fixed or sstablished,
which commonly occurs at exercise.” (Citation omitted).).

-14-
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F. Supp. 88, 91 (SD.N.Y. 1994). .

Under the terms of the Series B and D Reset Warrants in this case, each Defendant's
entitlement to conmnon stock. at vesting was a fimetion of (a) the number of cormrnon stock shares
held by the warrant-holder (and issued umder a related Stock Purchase Agreement) and (b) "the
average of the ten lowest per share [common stoek] market values during the thirty trading days
immediately preceding the vesting date,” where, as here, that average was below the Initial .
Purchase Price. (Pl. Mem. at 14-15 (citation otmuited); ses pages 4-5, supra.) Beginning a&er the
tenih trading date in this 30-day trading period, the Reset Warrant formula assured that 4
determinable number of shares would vest on the Vesting Date, Le,, the thirty-first trading date.™
Accordingly, because Defendants' entitlement to receive a certain minimum number of shartes of
common st.ock was o longer contingent after the first fen trading days within the thirty-day
trading period, the Court concludes that Series B and D warrant-holders may be deemed
beneficial owners (for 10% ownership purposes) of the wnderlying commeon stock twenty days
prior to the Vesting Date.

B. When the Stock Underlying Defendants' Reset
Warrants Was Acquired for § 16(b) Matching Porposes

Plaintiff argues that the common stock issnable upon exercise of the Series B and D Reset
‘Warrants (L¢., the "Reset Stock”) should be deemed "purchased” at the fime the Warrants vested
and became exercisable (a5 opposed, for example, 1o the time the Warrants were first acquired)
becauss, among other reasoﬁs: (1) the excrcise prices of the Reset Warrants "floated . . . until the
warrants vestad and the number of shares for which they were exercisable became fixed” (P

Mem. at 21-23); (2) Defendants’ position (.g., that the Reset Warrants should be deemed

5On each trading date after the tenth trading date, the formula could only vesultin a v
higher niumnber of shares vesting, L.e,, where the comumon stock’s trading price on the next trading
day was lower than during the initial ten trading days.

~15-
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"purchased” for § 16(b) matching purposes on thc;, date they were acquired) "would prod}_:ce the
result that the vesting of over five million warrants af an exercise price of $.001 per share isa
non-event” (id. at 23); and (3) the Court should employ the "nnorthodox’ transaction]s]”
approach to find that the Reset Warrants' eﬁercise constituted ;‘13urchases" for § 16(b) matching
purposes because the exercise was "voluntary" and "presented an opportunity for speculative
abuse" (id. at 19-21, citing, ¢.g., Gwozdzinsky v. Zell/Chiimark Fynd, L.P., 156 F.3d 305, 31‘0
(2d Cir. 1998)). .

Defendants counter that, among other things: (1) because the Reset Warrants had fixed
exercise prices of $0.001 per share, their "acquisition . . . not [their] vesting or exercise — is
deemed a purchase of the underlying [comonon stock] for purposes of 16(b),” and "[a]ny vesting,
exercise, and/or closing of the [Reset] Warrants affer acquisition were simply 'non-events for
Section 16(b) purposes™ (Def. Mem. at 10-12); (2) the "reset warrants did not resultin a
‘windfall,' . . . because after their exercise, the dollar value of the total unsold commou stock that
was still held by Defendants remained the same - they owned more shares, but each share was
propottionally worth less” (Def. Reply at 3); and (3) the Reset Warranis shouid be analyzed
under the "objective” and not the "unorthodox" approach (id, at 2).

Stated in other terms, the prineipal dispute between the parties is whether the Reset

. Warrant conversion prices were "fixed” as of the date of acquisition of the Reset Warrants, or

whether they "floated” until the Warrants were exercised.'®

"Rule 16b-6, which govems the caloulation of short-swing profits on transactions
involving "derivative securities™ such as warrants, options, and convertible preferred stock,
distinguishes between "fixed" and "floating" exercise prices. "The receipt of 8 fixed-price
derivative, such as a [call] option, is deemed to be a [purchase] of the underlying common stock
upon receipt of the option, regardless of whether the option is ever exercised.” Segen ex rel. KFx
Inc. v. Westeliff Capital Memt., LLC, 299 ¥, Supp. 2d 262, 268 (5.D.N.Y. 2004) (citing 17 «
C.F.R. § 240.16b-6(a)). By contrast, "a derivative security with a floating price option is not
considered a purchase for purposes of Section 16(b) until the moment when the security is

-16-
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Each Reset Warrant entitled the warrant-holder, upon exercise on the Vesting Date, to ?

receive additional common stock ("Reset Stock”) equal in dollar value to the amount lost ("Reset
Amouat") on the warrant-holder’s original "SPA Stock” if the SPA. Stock dropped below its
Injtial Purchase Price (e.g,, $2.43 for Series B Warrants)."” Accordingly, each Reset Warrant is

propertly treated as having a "fixed" exercise price. See SEC No Action Letter, Realty South

Investors, Tnc., 1992 WL 139152 at *8 (3.E.C. June 17, 1992) (conversion ratic of similar "reset”
derivative security was deemed "fixed" on the derivative's acquisition date); see also At Home

Corp. v. Cox Comms. Inc., 340 F. Supp. 2d 404, 408-10 (S.D.N.Y. 2004); Levy v. Oz Master

Fund, Ltd,, No. 00 Civ. 7148, 2001 WL 767013, at *5-8 (SD.N.Y. July 9, 2001); SEC Nc;
Action Letter, Marion Merrell Dow. Inc., 1992 WL 11460 (S.E.C. Jan 24, 1992). And, because
the Reset Warrant's exercise price is deemed fixed, for § 16(b) matching purposes the underlying
stock was acquired at the time of the Warrant's (original)} acquisition, rather than at the time of
the Warrant's vesting or exercise. See Realty South, 1992 W1, 139152, at *8 (stock received
upon exercise of reset derivative security was deemed acquired on derivative's acquisition date
and "exempt” on the reset date, i.e., the date of conversion or exercise).

The same conclusion would be reached if (as Plaintiff suggests) the Comt anatyzed the

Reset Warrants as "unorthodox transactions” under the "pragmatic” approach. (PL. Mem. at 19-

21.) Se¢e Kem County Land Co. v. Occidental Petrolenm Corp., 411 U.S, 582, 593-95 (1973).

converted into common stock." Schaffer v. CC Invest, LDC, 280 F. Supp. 2d 128, 145
(S.D.N.Y. 2003); see SEC Release No. 34-28869, 1991 WL 292000, at *18 1,148 ("The primary
potential for abuse arises at the time of exercise for a floating price derivative security because
only at exgrcise is the price fixed and, therefore, the extent of the profit opportunity defined.”).

7[f, for example, the common stock stood at $2.00 on the Vesting Date for Series B
Warrants, and the warrant-holder retained 100 shares of SPA Stock (originally purchased for
$2.43), the issuer wonld give the warrant-holder Reset Stock worth $43 (100 shares times 5.43
{loss per share) on the SPA sinck). The more the common stock dropped below $2.43, the more
shares were given to the warrant-holder on the Vesting Date.

-17-
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"[Cloutts have looked into the substance of borderline transactions alleged to have violazed ?
Section 16(b) to determine whether in fact the transaction coniravened the imderlying rationale of v
the section (Le., presented the potential for speculative abuse of inside information), and, where
the possibiliti,' of speculative abuse was not shown, to refuse to impose liability even though
there was arguably a matching purchase and sale by an insider within six months.”
Gwozdringky, 156 F.3d at 310.

The Court finds that the Reset Warrants did not "present[] the potential for speculative. /
abuse of inside information.” See Portnoy v, Seligman & Latz, Inc., 516 F.Supp. 1188, 1198-99
(SD.NY. 1981) (sale of warrants was unorthodox transaction lacking potential for speculative
abuse, even though "the warrant sales were cleerly voluntary, and the defendants may have
controlled the timing of the underwriting deal”). As a practical matter, the Reset Warrants
cannot be analyzed in isolation from the related SPA Stock, as the Reset Warrants conld not be
exercised if the SPA Stock were sold, and the value of the Reset Stock was exactly equal to the
losses on the SPA Stock -- if one gained, the other lost an eqnal amount. This inverse
relationship (based upon the Initial Purchase Price ceiling) was "locked in" as of the date the SPA.
Stock and Warrants were acquired. Sce Oz Master Fund, 2001 WL 767013, at *4 (derivative is
deemed acquired when the "investor is able to lock in his position,' and thereby his potential for
profit"). By exercising the Reset Warrents, the warrant-holders were "made whole," L.e., retumed
to their original investment position. See Blau v, Lanth, 363 F.2d 507, 521-22 (2d Cir. 1966)
{finding no lisbility under pragmatic approach where defendant’s "investment position" was
essentially "unchanged" after conversion of preferred stock into cormmon stock), In these
circumstances, it would be inappropriate to "restart” the § 16(b) six-month clock on the Vesting
Date. "[Clonspicnously absent from [Plaintiff's] arguments . . . is an explanation of how the;

challenged transactions herem give rise to speculative abuse.” Rosen v. Drisler, 421 F. Supp.

-18-
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1282, 1286 (3.DN.Y. 1976); (see Hearing at 2, 3, 8-11.); At Home, 340 F. Supp. 2d at QIO n.10 ?
("During oral argument, we repcatcdly. asked plaintiff to articulate a scenario in which the ?
floating component [of options], though practically inélevant at the time of exercise, created a
risk of short-swing insider trading. Plaintiff was unable to do s0,")."
Y. Conclasion and Order

For the foregoing reasons, Defendzms' joint motion [49] for swmmary judgment is
granted. The Clerk of the Court is respectfully requested to close this case. .

Dateqd: New York, New York

March 7, 2005
IE M \3
RICHARD M. BERMAN, U.S.D.J.
;
®See 1.8 on page 9.
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