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Ones and Zeroes 
In the world of software code, there is nothing else.  Amazingly enough, every single line of computer software language is written in just two symbols----ones and zeroes. It is how those two symbols are strung together over trillions of lines of code which instructs the dizzying array of digital devices in the modern world.
The legal and regulatory structure underlying virtually every single investment in California and the U.S---these investments are broadly called “securities”--- is also founded on just two symbols.  In the world of investments, if a person or company is seeking to raise capital, they must make sure that the investments they are offering are either registered with the Securities and Exchange Commission (“SEC”) and/or qualified with applicable states [think software code 1] or, alternatively, “exempt” from such registration/qualification [think software code 0].  If the investments are neither, they are illegal, period, end of story.  In such situations, the buyers can generally either rescind the deal or get money damages, depending on whether they still own the investment.  And this remedy, though formidable enough, exists before one even reaches the evaluation of whether lies were told, truths concealed or investors mislead.  Statutory and common law fraud-based claims, as well as other applicable claims sounding in negligence, breach of fiduciary duty and similar theories, are also typically available for aggrieved purchasers of illegally offered “securities.”
This article is intended for general civil litigators, as well as general business transactional lawyers, who may find themselves with a client or prospective client who has a legal problem or issue involving securities.  In Southern California over the years, these situations have often arisen in the real estate development context, and, as the economy improves, will present themselves more frequently. The article is designed to be a basic overview of the area, with references to leading practice materials in an effort to assist such lawyers in the initial evaluation of these cases, and the decision whether to undertake representation and/or refer to other counsel.  The article focuses exclusively on the actual sellers of securities---often individuals or small entities seeking to raise money for specific projects.  Practitioners should be aware that various persons and entities, other than actual sellers, may, under varying circumstances, also have civil liability for various securities law violations.  These may include investment professionals (such as broker-dealers and investment advisers), finders, lawyers, accountants and others who assist substantially in the sales effort.  In addition, both federal and California law provides for criminal liability for certain types of securities law violations.  
Practitioners should consult the following treatise materials.  As always, in California, start with Witkin first for an overview [Summary of California Law, Corporations, section XI (10th Ed.)].  Chapter 5 of Professor Friedman’s Rutter Group volume on Corporations provides a practical overview of California and federal requirements, and a discussion of the various types of civil liability.  More detailed treatment, often utilized by securities counsel, is found in Marsh and Volk, “Practice Under the California Securities Laws,” (Revised Edition), Chapter 14.  And Loss and Seligman’s extensive volume on “Securities Regulation,” (3d Edition, 1989) as well as the abridged “Fundamentals” volume (5th Edition, 2004), provides extensive guidance on everything from the history of modern securities regulation and its underlying policies, to specific situations under federal and state law. 
After the Crash of ’29: the World of “Caveat Seller”  
In the aftermath of the stock market crash of 1929, legislation was enacted in Congress which lead ultimately to the creation of the SEC, and the core federal securities laws which regulate the offer and sale of securities, as well as govern other important aspects of our capital markets system including the rules applicable to broker-dealers, investment advisers, and others who offer and sell investment products and services.  At the heart of this system is the concept of “full disclosure,” the protection of investors, and the reverse of the traditional commercial rule of “caveat emptor.”  One policy underlying this system---in which sellers of investments generally bear the burden of compliance---recognizes that investments, or “securities,” by their nature, are qualitatively different than tangible things, such as cars, furniture and the like.  Securities are passive ownership interests in pieces of economic dreams---stocks, bonds, limited partnership shares, certificates of participation, whatever they may be called---interests in companies and projects and ventures for profit.  Even if savvy and sophisticated, investors can’t really “kick the tires” before they decide to buy securities, as they can with many tangible things.  Much if not all of the true worth of securities is derived from the underlying assets---cash, contracts, and property rights--- of the entity seeking the investment, as well as the likely ability of its owners and managers to successfully transform such assets into revenue, profit, and returns over time to investors.  Given the intangible nature of investments, and the practical necessity of virtually all investors to rely, in varying degrees, on representations made by those offering and selling the investments, federal law, in effect, puts the burden of compliance on sellers, not buyers, of securities. Virtually every state, including California, has a similar system. 
Entrepreneurs: Their Competence and Good Intentions Are Not Enough
It is in this “caveat seller” legal framework that many entrepreneurs and small companies seek to raise money to expand or build.  Many if not the vast majority of these entrepreneurs are not lawyers.  They may be from any number of backgrounds, with a very wide variety of educational and work experience.  Most of them seem to have supreme confidence, and (save the hard core/recidivist crooks) good intentions, as they typically have their own money on the line in the transaction at issue. What they typically don’t have is an understanding of, much less an appreciation for, the significance and importance of the securities laws.  The more conservative among them will rely on
securities transactional counsel for such understanding, advice and appropriate drafting.  However, more than a handful of them think they can “do it themselves” without the need for counsel and often are skeptical and frustrated by how much money such competent counsel costs.  They seem to assume that, if they have good intentions, and are skillful in pursuing their venture, investors, who often know very well that they are taking on a substantial risk of loss, should not be heard to complain.  While that assumption may have been true at one time long ago, it is absolutely not today.  In the modern era of securities regulation, the best of intentions is never enough.
“Securities”: Virtually Every Passive Investment is One!  
Most people are familiar with the stocks, bonds, and mutual funds which are traded on NASDAQ or The New York Stock Exchange.  All of these products are of course considered “securities” under federal and/or California law.  The process by which these well-known securities are originally structured, offered and sold to the public is made possible by small armies of lawyers, accountants and other professionals to insure compliance with the complex set of federal and state securities laws and regulations.  These commonly recognized, widely-traded securities are the “Ones” in our software code analogy.  They are “registered” with the SEC, and/or “qualified” as necessary in the various states in which they will be sold, a hugely cumbersome and expensive undertaking indeed.

But what about “the rest of us,” the mere mortals of small privately held companies and individual entrepreneurs who need to raise capital through equity investments?  These are the panoply of private, local, smaller-scale deals, ranging from real estate rehabs to high-tech startups.  The passive investments in these ventures, which are often launched without the help of any lawyer or accountant, and which typically entail just a fraction of the transactions costs of publicly registered deals, are virtually all considered “securities” as well. Even those just offered around the kitchen table to friends and family, you ask?  The answer is YES.  Even if there are “fewer than 35 purchasers”?  YES again.  Even if the money being raised is just a small temporary financial band aid, often evidenced by a simple promissory note, before the real money arrives?  YES, once again.  All of these investments are generally going to be considered “securities.”  However, if structured properly, investments in these smaller, private deals can be the “Zeroes” in our software code analogy, i.e., “exempt” from registration/qualification, and thus legal.  

It is fundamental to understand that, whether public or private, large or small, NASDAQ common stock or private micro-entity shares, virtually any passive ownership interest in a piece of an economic dream will be deemed a “security.”  If you are offering and selling a “security,” it must be either registered/qualified or exempt. Just like the ones and zeroes of software code, there is nothing close and nothing else: the rules of horseshoes do not apply here.  If you end up having sold securities which are neither registered/qualified nor exempt, any and all purchasers, in virtually all situations, have the right to either rescind the transaction, or, sue for money damages, depending in part on whether they still own the security at issue.  Such purchasers need not show even mere
 negligence on the part of the seller, nor must they prove any reliance on their part. And this statutory cause of action, and formidable remedy, is wholly separate from, and in addition to any claims which might be available for fraud and other wrongdoing in the sales and disclosure process itself.
The Most Commonly Used Exemption: the “Private Placement”  
Both federal and California law contain various provisions pursuant to which  non-registered/qualified securities may be legally sold if they are done so in transactions which, in effect, do not involve offerings to a broad swath of the public.  Again, practitioners not already familiar with this area should consult as many of the above-referenced treatise materials as possible. These sources are fundamental to an understanding of the rules which govern the circumstances under which transactions will be deemed to not involve a “public offering,” and thus likely qualify for one or more of the so-called “private placement” exemptions.  However, typically two of the most important concepts to keep in mind relate to the “manner of the offering” and the nature  of the investors sought in such offering.  First, under both federal and California law, such “private placements” must not involve any form of general solicitation, such as advertising or mass communication (an important related concept is the general necessity for the seller to have a pre-existing relationship with prospective investors).  Second, because in general such investments, even despite the best intentions and capabilities of their promoters and companies, involve a relatively high degree of risk---if nothing else due to the fact that they are most often highly illiquid with no public securities markets in which to trade---they must generally be offered and sold to sophisticated investors who are capable of fending for themselves: these are typically high net worth and/or high income individuals.  Moreover, even if the offering otherwise appears to be a well-structured private placement, if fraud is committed, the exemption is blown.
A Brief Word About Fraud

Just as purchasers can rescind securities transactions which were not properly issued, they also can sue for various fraud-based claims in situations in which the seller made misstatements of material fact, or omitted facts which would have been important to investors.  These claims are available under both federal and California statutory provisions.  In California, a purchaser generally needs to plead, and ultimately prove, the existence of material misstatements or omissions; the seller has the burden of establishing, by way of affirmative defense, that the purchaser actually knew of the untruth or omission and therefore was not mislead, and/or that the seller did not know (or if he/she had exercised reasonable care would not have known) of the untruth or omission.  There are various statutory and case law authorities which address often  difficult issues concerning the liability of those other than the actual seller, the extent to which the buyer must be in privity with those sought to be held liable, and other issues.  Again, the above treatise materials should be carefully reviewed.  In addition, of course, various common law claims may also be available depending upon the circumstances, but such claims may be more difficult to prove (for example, common law fraud in these cases is like any other claim of that nature: intent to defraud, reasonable reliance and other necessary elements, must be plead and proved).  
Conclusion
Civil liability for illegal securities transactions is stark and drastic.  Many entrepreneurs find themselves in costly, protracted litigation years after the most well-intentioned, fairly disclosed deals go bad, just for want of an “exemption.”  Typically, however, complaints for the sale of unregistered/unqualified securities will also allege fraud and the breach of various duties in connection with the offer and sale of the investment.  The zealous litigation efforts which are not only ethical but indeed necessary under our adversary system will often yield the discovery of documents and information which may give rise to more extensive claims and/or proof of those already set forth.  This post-transaction litigation risk is part and parcel of the true economic reality of the market for raising private money in California and throughout the United States.  If you are transactional counsel, you will hopefully find opportunities to steer eager entrepreneurs in the right direction and avoid the pitfalls of securities violations.  If you are litigation counsel retained to defend a securities claim in which the entrepreneur arguably failed to secure an exemption up front, you should be aggressive and persistent in advising about the risk of loss at trial, and the careful evaluation of settlement at appropriate stages in the case. 
