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READY

Our Business Startups
(JOBS) Act of 2012

represents a sea change in the regulation of securities offerings.1 For
the first time in U.S. history, companies may offer shares of stock to
the general public without registering with the Securities and Exchange
Commission (SEC).  The most revolutionary aspect of the JOBS Act
is Regulation CF, the new rule added to the Securities Act of 1933
that legalized equity crowdfunding.  The JOBS Act’s two other new
forms of public securities offerings, discussed elsewhere,2 are found
in Rule 506(c) of Regulation D and in Regulation A. 

Under Regulation CF, companies can sell up to $1 million-worth
of shares of stock to anyone no matter the person’s net worth or
income subject to certain limits on individual investment amounts.
There is no SEC qualification requirement for securities offered
through crowdfunding.  This compares with offerings under Rule
506(c), which can raise an unlimited amount of capital without
obtaining SEC qualification but can only be sold to accredited investors,
and offerings under Regulation A, which are available to all investors
but are limited to $50 million and must be qualified by the SEC.

President Barack Obama noted the significance of Regulation CF
in his remarks during the April 5, 2012, bill-signing ceremony.

[F]or start-ups and small businesses, this bill is a potential
game changer. Right now, you can only turn to a limited
group of investors—including banks and wealthy individu-

als—to get funding.…[A] lot has changed in 80 years, and
it’s time our laws did as well. Because of this bill, start-ups
and small business will now have access to a big, new pool of
potential in vestors—namely, the American people. For the
first time, ordinary Americans will be able to go online and
invest in entrepreneurs that they believe in.3

Equity crowdfunding was born of Inter net-based fund-raising
campaigns that gained popularity with the success of two of the
largest crowdfunding websites, Kickstarter and Indiegogo. Both
offered a platform for crowdsourcing funding for projects that
included films and environmental programs in exchange for t-shirts,
movie production credits, or other tokens of appreciation.4 Prior to
the JOBS Act, selling equity through crowdfunding—by definition
a public offering—required SEC registration and blue-sky law qual-
ification in each state in which the securities were offered. Regulation
CF under Title III of the JOBS Act creates an exemption from regis-
tration specifically for equity crowdfunding and preempts state secu-
rities qualification laws.

Companies have raised just over $14 million using Regulation
CF since it became effective in May 2016. In November 2016, Indie -
gogo announced its project backers would be able to make equity
investments by using Regulation CF.5 Indiegogo is by far the largest
crowdfunding platform to enter the equity space, having raised more
than $1 billion from eight million backers of nonequity projects.

Mark Hiraide is a partner in the Los Angeles office of Mitchell Silberberg & Knupp LLP. He defends directors and officers in securities litigation and counsels
companies in corporate financing transactions. He is the author of Crowdfunding. He wishes to thank his paralegal, Kay Cooperman Jue, for her assistance.
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Entrepreneurs now may offer Indiegogo’s 15
million monthly visitors an opportunity to
invest in their company.6 This entry by a
major crowdsourcing platform may kick-
start the equity crowdfunding industry.

As the public capital markets have become
accessible to all, general business lawyers,
and not just securities law specialists, will
need to respond to client questions about
taking advantage of this new pool of potential
investors. Thus, they require at least a work-
ing knowledge of the new methods and rules
for raising capital under Regulations D, CF,
and A under Titles II, III, and IV, respectively,
of the JOBS Act. In particular, lawyers must
be clear about the liabilities associated with
these new offering methods, as the JOBS Act
did not change the statutory joint and several
civil liability for persons who control the
company selling securities.

Equity Crowdfunding

The SEC’s rules for the new Reg ulation CF7

exemption enable entrepreneurs to raise up
to $1 million during any 12-month period
from anyone who wants to invest, subject
to certain dollar limits on the amount of the
individual investment. There is no require-
ment that the investor be accredited or
sophisticated. If the investor’s net worth or
income is below $100,000, the investor is
subject to an investment cap of the greater
of $2,000 or five percent of the lesser of the
investor’s annual income or net worth. For
those individuals whose net worth and
annual income are at least $100,000, the
investment cap is 10 percent of the lesser of
the investor’s annual income or net worth,
not to exceed an investment of $100,000.8

These caps reflect the aggregate amount an
investor may invest in all offerings under
Regulation CF in a 12-month period across
all companies.9

To qualify for the crowdfunding exemption,
the company must prepare an offering state-
ment on Form C, which must include general
information about the company and its officers,
directors, and significant shareholders; the
intended use of proceeds; the company’s own-
ership and capital structure; and financial
statements for the two most recently completed
fiscal years.10 If the offering amount is greater
than $100,000 but less than $500,000, the
financial statements must be reviewed by an
independent accountant. If the offering amount
is greater than $500,000, the financial state-
ments must be audited, unless the company
is conducting its first Regulation CF offering,
in which case the financial statements need
only be re viewed. For offerings less than
$100,000, the financial statements need only
be certified by the company’s principal officer.11

The company must file the offering statement
with the SEC on Form C, but the filing is not

reviewed by the agency.12 Once Form C is
filed, the offering may commence immediately.
The company is required to set forth a mini-
mum or target offering amount, and investor
proceeds must be deposited in a third-party
escrow account until the minimum is reached.

A significant limitation under Regulation
CF is the requirement that all offerings be
conducted through a single Internet portal,
which must either be registered with the SEC
as a broker-dealer or as a new form of regu-
lated entity—a funding portal. Funding por-
tals are regulated by the self-regulatory orga-
nization, Financial Industry Regulatory
Authority (FINRA). There are currently 21
funding portals registered with FINRA.13

Unlike broker-dealers, a funding portal may
not offer investment advice or recommenda-
tions, solicit investments to buy the securities
offered on its website or portal, pay com-
missions to its employees or agents, or take
custody of investor funds. Similarly, unlike
persons associated with a broker-dealer, per-
sons associated with a funding portal are not
subject to any licensing, testing, or qualifi-
cation requirements.

Funding portals play a limited gatekeeper
function.14 Regulation CF requires a funding
portal to have a reasonable basis for believing
that a company selling securities on its plat-
form complies with Regulation CF.15 It is up
to the portal to assess whether there is reason
to question the reliability of a company’s
representation of compliance.

As with any securities offering, rules relat-
ing to permissible communications and adver-
tising are critical to the success of the offering.
Regulation CF strictly limits communications
that mention the terms of the offering pub-
lished by a company and third parties com-
pensated by the company to promote its
offering.16 Restrictions on advertising under
Regulation CF raise difficult interpretive
issues. How the SEC and courts resolve these
questions will likely be informed by SEC staff
positions articulated in future releases, no-
action letters, and speeches.

Advertising Offerings

The new statutory exemption for equity
crowdfunding provides that the company
shall “not advertise the terms of the offering,
except for notices which direct investors to
the funding portal or broker.”17 The notices
may not include anything other than: 1) a
statement that the company is conducting
an offering, the name of the intermediary
through which the offering is being conducted
and a link directing the investor to the inter-
mediary’s platform; 2) the terms of the offer-
ing; and 3) factual information about the
legal identity and business location of the
company, limited to a brief description of
the company.18 Historically, notices of this

type have been referred to as tombstone ad -
vertisements, because the factual information
about the company must be limited to a brief
description of a few sentences. These restric-
tions on the content of advertising apply also
to any third parties—for example, consultants
and public relations firms—that the company
compensates to promote the offering outside
of the platform.19

The only other form of advertising ex -
pressly sanctioned by Regulation CF are com-
pany communications (identified as such)
with investors and potential investors about
the terms of the offering through communi-
cation channels provided by the intermediary
on the intermediary’s platform.20 In adopting
the crowdfunding rules, the SEC recognized
the wisdom of the crowd—a central tenet of
crowdfunding—and provided means for the
company to respond to questions about the
terms of the offering.21 To accommodate these
rules, crowdfunding portals now universally
include a comment section for each crowd-
funding offering that allows the public and
the company to post comments and responses.

The limited forms of advertising expressly
authorized by Title III have been widely crit-
icized, leading many to conclude that Title
III is unworkable.22 Thus, there are now
efforts to amend the JOBS Act.23 Advocates
of reform argue that allowing companies to
advertise “off portal” is essential to drive
traffic to the portals where investors may
view the terms of the offering and other req-
uisite disclosures. If companies are not
allowed to conduct their own campaigns to
generate interest in their business and to
direct prospective investors to the portal,
few, if any, may know of the offering—a
result surely not intended by lawmakers.
Restricting off-portal communications fur-
thermore would prevent companies from tak-
ing advantage of modern communication
technology and social media to drive traffic
to the portal.

In May 2016, the SEC staff issued a num-
ber of compliance and disclosure interpre-
tations that offer some relief from the strict
statutory language.24 As to communications
occurring outside the portal, the staff dis-
tinguishes between communications occur-
ring before and after filing Form C. Prior to
filing the offering statement on Form C, any
activity that may constitute an offer is pro-
hibited because Section 5 of the Securities
Act prohibits offers as well as sales, unless
registered or exempt from registration. The
term “offer” is defined broadly in Section
2(a)(3) of the Securities Act as “every attempt
or offer to dispose of, or solicitation of an
offer to buy…for value.” The SEC and the
courts interpret the term “offer” broadly.
In adopting Reg ulation CF, the SEC staff
ex plained that “the publication of inform -
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ation and publicity ef -
forts, made in ad vance
of a proposed fi nancing
which have the effect of
conditioning the public
mind or arousing inter-
est in the company or
in its se curities consti-
tutes an of fer.”25 The
SEC has long caution -
ed that pub licity prior
to a proposed offering
may be considered an
effort to condition the
market.26

As to communica-
tions after Form C is fil -
ed, the SEC staff in -
terprets the statutory
pro hibition on adver-
tising the terms of the
offering literally, and
concludes that a com-
pany is not restricted 
in communicating in -
formation that might
occur in the ordinary
course of its operation
as long as the commu-
nication does not refer
to the terms of the offer-
ing.27 The SEC defines
“terms of the offering”
as the amount of secu-
rities offered, the nature
of the securities, the
price of the securities
and the closing date of
the offering period.28

Expanding on its inter-
pretation, the SEC staff states that if a com-
pany’s advertisement does not include any
of the terms of the offering, its message can
extend beyond the limited information in the
tombstone-type notices that include no more
than the circumscribed company description.
This suggests that the staff may allow com-
panies and the third parties they hire to pro-
mote an offering to disseminate unrestricted
information about the company in commu-
nications that direct prospective investors to
the funding portal.29

Before the JOBS Act, public offerings to
unsophisticated investors required SEC reg-
istration or qualification. In registered public
offerings, communications by the company
and offering participants are strictly circum-
scribed. Violations of these restrictions gen-
erally are referred to as ‘’gun jumping’’ and
give rise to statutory rescission remedies to
investors.

Although only effective since May 2016,
Regulation CF has spawned new forms of
securities solicitations heretofore never seen

in the highly regulated public securities
offering market. Incorporating the creativity
of Madison Avenue (or its cyber equivalent),
companies and their crowdfunding mar-
keting consultants are crafting campaigns
designed to appeal to unsophisticated in -
vestors. For example, two- or three-minute
videos that rival Hollywood movie trailers
are de rigueur. Promotional giveaways of
t-shirts and other gifts, common in non-
equity crowdfunding campaigns, are now
featured in several crowdfunded securities
offerings. For now, however, the SEC staff
may monitor these new offering techniques
and allow the new paradigm to unravel, at
least until the next Bernard Madoff or En -
ron catalyst causes the regulatory pendulum
to reverse course. It is likely, though, that
before the regulators take action the crowd
will lose money, as early-stage investments
in startups are risky.

Prior to the JOBS Act, issuers engaged
financial intermediaries—e.g., investment
banking firms—to sell their securities to the

public. The JOBS Act’s
disintermediation of Wall
Street has left it to the
companies them selves to
underwrite their of ferings
and has spawn ed a cot-
tage industry of crowd-
funding consultants and
finders who assist com-
panies with selling their
securities. The emergence
of this new category of
consultants is bringing 
to bear difficult securi-
ties-law issues in equity
crowdfunding offerings,
name ly, the permissible
scope of activity of con -
sul tants and finders who
are not registered and
licensed as broker-deal -
ers and the compensa -
tion that is suers may pay
them. The question is
whether these consul-
tants and finders are re -
quired to be registered
and licens ed, and, if they
are not, whether issuers
will be allowed to pay
“transaction-based com-
pensation,” i.e., com mis -
sions or other compen-
sation contingent on the
sale of a security to con-
sultants who assist is -
suers in finding and solic-
iting investors.

Federal securities laws
and state blue-sky laws

prohibit a person from “engaging in the busi-
ness of effecting transactions in securities”
without being first registered with the SEC
as a broker-dealer and licensed with FINRA.
Section 15 of the Securities Exchange Act of
1934 requires that brokers and dealers in
securities register with the SEC. Each state
also has its own requirements for broker/
dealer registration. A “broker” is “any person
engaged in the business of effecting transac-
tions in securities for the account of others,
but does not include a bank.”30 A “dealer”
is a “person en gaged in the business of buying
and selling securities for his own account,
through a broker or otherwise.”31 Many unli-
censed consultants and finders work for tran-
sation-based compensation by erroneously
relying on an old, narrow SEC staff policy
exception—the so-called “finder’s excep-
tion”—to the broker-dealer licensure require-
ment. For many years, knowingly or not,
unregistered finders relied on a series of SEC
staff no-action letters, including one in par-
ticular, in which the staff in 1991 agreed thatM
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it would not take enforcement action against
entertainer Paul Anka for receiving a trans-
action-based fee for introducing an investment
opportunity to persons whom he believed to
be accredited investors. The staff recognized
that the transaction was a one-time occur-
rence for Anka and that he was not in the
business of providing finder services.32 The
SEC’s interpretation at that time was predi-
cated on the absence of the following factors,
all of which tend to indicate broker/dealer
activity: participation in negotiations, coun-
seling investors on the merits of investing,
recommending the investment to investors,
receiving compensation based on a percentage
of the offering proceeds, holding securities
or cash, providing details of the financing to
investors, and conducting sales efforts.33

Unregistered Finders

Many unregistered finders, some of whom
labeled themselves as “investment bankers,”
ignored, or were unaware of, the primary fac-
tor in the SEC’s decision that the compensation
was a one-time occurrence. As a result, in
2010, the SEC staff issued a no-action letter
in which it declared that the receipt of trans-
action-based compensation alone, which the
SEC staff often describes as a “salesman’s
stake,”34 may be sufficient to require licensure.
In the letter, SEC staff recounted how the law
firm of Brumberg, Mackey & Wall, P.L.C.,
itself sought to receive a finder’s fee for intro-
ducing its client to potential investors. The
law firm represented to the SEC staff that it
would not engage in any negotiations what-
soever on behalf of its client, would not provide
any potential investor with information about
the client that might be used as the basis for
negotiations for funding, and would not have
responsibility for, nor make recommendations
concerning, the terms, conditions, or provisions
of the financing.35 According to the SEC staff,
“[a] person’s receipt of transaction-based com-
pensation in connection with these activities
is a hallmark of broker-dealer activity.”36 One
federal district court has rejected the SEC
staff’s interpretation of the law.37

As with the finder’s exception, unlicensed
persons sometimes mistakenly rely on the
“issuer exemption” from broker registration
under Securities Exchange Act Rule 3a4-1.
That rule provides a nonexclusive safe harbor
from broker-dealer registration for an indi-
vidual employee or agent of the issuer who,
among other things, “is not compensated by
the payment of commissions or other remu-
neration based either directly or indirectly
on transaction in securities.” Whether a par-
ticular compensation arrangement is “other
remuneration” based either directly or indi-
rectly on transactions in securities depends
on the particular facts and circumstances.
For example, in determining whether a par-

ticular compensation arrangement involving
the payment of bonuses would not be per-
missible under the rule, the following factors
may be relevant: 1) when the offering com-
mences and concludes, 2) when the bonus is
paid, 3) when it is determined that a bonus
will be paid, 4) when associated persons are
informed of the issuer’s intention to pay a
bonus, and 5) whether the bonus paid to
particular associated persons varies with their
success in selling the issuer’s securities.38

Issuers sometimes view paying transac-
tion-based compensation to unlicensed con-
sultants and finders as the unlicensed person’s
problem. Indeed, some issuers sometimes use
the person’s unlicensed status as a basis to
void the person’s compensation arrangement.39

However, paying an unlicensed broker to
solicit investors exposes an issuer to potential
significant civil liability, as there is authority
for investors to seek rescission against such
an issuer.40 At the federal level, Section 29(b)
of the Securities Exchange Act of 1934 pro-
vides that “[e]very contract made in violation
of any provision of this title … shall be void.”
Many consider this language sufficiently broad
to support a rescission claim against an issuer
who pays transaction-based compensation to
an unlicensed broker-dealer.41 A number of
appellate courts have interpreted Section 29(b)
to allow rescission by investors and by issuers
of transactions in securities with unregistered
broker-dealers.42 While the holdings of these
cases invalidated the agreement and transac-
tion between the investor or the issuer and
the nonregistered finder, there is dicta in at
least one case that the offering itself, as evi-
denced by the contract between the issuer
and the investor, also could be invalidated by
Section 29(b).43

In California, Section 25501.5 of the Cor -
porations Code provides a right of rescission
to investors who purchase a security from
an unlicensed broker-dealer. Section 1029.8
of the Civil Code makes mandatory treble
damages (up to $10,000) against a person
who causes injury or damage to another per-
son as a result of providing goods or per-
forming services for which a license is required
by specified statutes. It further provides that
the court “may, in its discretion, award all
costs and attorney’s fees to the injured person
if that person prevails in the action.”44 The
California legislature amended Section 1029.8
to make specific reference to the broker-
dealer and investment adviser registration
provisions when it enacted Corpor ations
Code Section 25501.5.45

To facilitate capital access, the California
legislature enacted a new law that took effect
in January 2016, which attempts to offer
some relief for finders in transactions ex -
clusively within California.46 However, the
new California law does not include any

relief for solicitors who provide any more
than the most basic information about the
issuer and offering. The law also requires
that the finder file an information statement
with the Cal ifornia Department of Business
Oversight prior to the transaction.47 More -
over, the law does not provide relief from
the SEC’s strict interpretive position or from
every other state’s broker-dealer registration
requirements.

Lawyers are not immune from federal
and state broker-dealer registration require-
ments. Last year the SEC sued several lawyers
and law firms, including one Los Angeles
immigration law firm, for acting as unregis-
tered brokers.48 The law firms accepted com-
missions in connection with investments made
as part of the federal EB-5 Immigrant Invest -
or Program. An SEC press release quoted
Andrew J. Ceresney, director of the SEC’s
Division of Enforcement: “Individuals and
entities performing certain services and receiv-
ing commissions must be registered to legally
operate as securities brokers if they’re raising
money for EB-5 projects…[t]he lawyers in
these cases allegedly received commissions
for selling, recommending, and facilitating
EB-5 investments, and they are being held
accountable for disregarding the relevant
securities laws and regulations.”49

Liabilities

The JOBS Act opened the door to nonac-
credited investors who want to participate
in the world of investing in unregistered secu-
rities offerings. Prior to the JOBS Act, al -
though Regulation D and most states allowed
companies to accept investments from up to
35 nonaccredited investors, securities lawyers
frequently counseled clients to steer clear of
this investor class. The disclosure require-
ments for nonaccredited investors were nearly
identical to those required in a registered
public offering. And the risk of a liability
claim by an unsophisticated investor out-
weighed any benefit of receiving the relatively
small investments.

Lawyers counseling clients who undertake
exempt public offerings in the new paradigm
under the JOBS Act must appreciate the
greater exposure to liability—to their clients
and to themselves. Courts and the SEC have
long considered securities lawyers as occu-
pying a unique role in advising companies
selling securities to the public. Both the SEC,
in its civil enforcement actions, and the U.S.
Department of Justice, which prosecutes crim-
inal securities cases,50 have sued lawyers and
routinely remind the public of attorneys’
gatekeeping function. Exposure to securities
laws claims is heightened in equity crowd-
funding offerings in which there is typically
no involvement of a professional intermediary,
including an investment banking firm, which,
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test materials returned to you.
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Mark your answers to the test by checking the
appropriate boxes below. Each question has only
one answer.

1.             n True                n False

2.            n True                n False

3.            n True                n False

4.            n True                n False

5.            n True                n False

6.            n True                n False

7.            n True                n False

8.            n True                n False

9.            n True                n False

10.          n True                n False

11.           n True                n False

12.          n True                n False

13.          n True                n False

14.          n True                n False

15.          n True                n False               

16.          n True                n False

17.          n True                n False

18.          n True                n False

19.          n True                n False

20.          n True                n False
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Legal Education credit by the State Bar of California in the amount of 1 hour. You may take tests from back
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1. An individual accredited investor must have an
annual income of $200,000 in each of the two most
recent years (or $300,000 joint income) and have a
net worth in excess of $1 million, excluding home
equity.

True.
False.

2. There is no limit on the amount of securities that
may be sold in an offering pursuant to Rule 506 of
Regulation D.

True.
False.

3.  A company may not sell securities to a nonaccredited
investor pursuant to Rule 506(b) of Regulation D.

True.
False.

4. Today, 99 percent of all private offerings under
Regulation D are conducted pursuant to Rule 506.

True.
False.

5. Securities offerings pursuant to Regulation A preempt
state securities “blue sky” laws.

True.
False.

6. Investors in securities offerings pursuant to
Regulation CF and Regulation A are not required to
satisfy any sophistication test.

True.
False.

7. Companies that conduct securities offerings under
Tier 1 of Regulation A are subject to ongoing reporting
requirements.

True.
False.

8. Equity crowdfunding offerings under Regulation CF
(Title III of the JOBS Act) must be conducted using a
funding portal regulated by the Financial Industry
Regulatory Authority (FINRA).

True.
False.

9. There is no requirement that an investor in an equity
crowdfunding offering under Regulation CF be accredited
or sophisticated.

True.
False.

10. If either an investor’s annual income or net worth
is $1 million or more, there is no limit on the amount
that the investor may invest in all crowdfunding offerings
under Regulation CF in a 12-month period.

True.
False.

11. An issuer of securities in a crowdfunding offering
under Regulation CF must file with the SEC an offering

disclosure statement on Form C.
True.
False.

12. A securities offering under Regulation CF may not
commence until the SEC qualifies the Form C.

True.
False.

13. There are no restrictions on communications or
advertising securities offerings under Regulation CF.

True.
False.

14. Before the JOBS Act, public offerings to unsophis-
ticated investors required SEC registration or qualifi-
cation.

True.
False.

15. The so-called “finder’s exception” to broker-dealer
licensure requirements allows an unlicensed person
to receive transaction-based compensation in connec-
tion with the sale of a security, provided that the unli-
censed finder does not negotiate the terms of the
investment.

True.
False.

16. Under the “issuer exemption” safe harbor Rule
3a4-1 an employee who engages in the sale of the
employer’s securities may receive a cash performance
bonus based on the amount of securities sold.

True.
False.

17. Paying an unlicensed broker to solicit investors
exposes an issuer to potential significant civil liabil-
ity.

True.
False.

18. The investor plaintiff bears the burden of proof to
establish that the company defendant violated the
requirements of the exemption from registration.

True.
False.

19. Failure to satisfy the requirements of Rule 506(c),
Regulation A or Regulation CF will result in loss of the
exemption from registration and give rise to liability
under Section 12(a)(1) only if the investor plaintiff
proves that the company defendant acted with scienter
or negligently.

True.
False.

20. In California, attorneys rendering securities law
advice are held to a higher standard of care in legal
malpractice actions.

True.
False.

MCLE test 265 is based on parts 1 and 2 of the article “Ready Capital,” on the JOBS Act. See Los Angeles Lawyer
December 2016 and February 2017 respectively.



as a registered broker-dealer, is required to
conduct due diligence investigations in con-
nection with the securities offering.51 In most
equity crowdfunding offerings, third-party
due diligence is left to the lawyers and accoun-
tants, who often end up as the only deep-
pocket defendants when investors sue to
recover their losses.

Liability under federal and state securities
laws is unlike liability under the common
law. Federal and state statutory securities-
law remedies offer both procedural and sub-
stantive benefits to investors unavailable to
them under rights of action at common law
and in equity for breach of contract, breach
of warranty, and the tort remedy for common
law deceit.52 The purpose of the civil liability
provisions of California’s Corporate Securities
Law of 1968 “is to create statutory liability
that eliminates some of the elements of com-
mon law fraud, but balances this expansion
of liability by placing other restrictions on
recovery.”53 The statutory securities rescission
remedies sometimes may be described as pro-
viding for strict liability because unless the
defendant company is able to sustain affir-
mative burdens of proof, it will be liable.
More important, in the wake of the 1929
stock market crash and Great Depression,
Congress and the states imposed joint and
several rescission liability on the individuals
who control the company that violates the
securities laws, unless the control person is
able to sustain the burden of a due diligence
affirmative defense.54

Two Bases

Section 12(a) of the Securities Act provides
investors with two bases to assert a right of
rescission.55 Under Section 12(a)(1) investors
have a right of rescission against any person
who offers or sells a security in violation of
the registration requirement. Thus, failure to
satisfy the requirements of rule 506(c), Reg -
ulation A or Regulation CF will result in loss
of the exemption from registration and give
rise to liability under Section 12(a)(1). It
imposes almost absolute liability when the
seller is unable to prove that it satisfied the
requirements of the exemption. The plaintiff
is not required to prove scienter or even neg-
ligence by a company defendant that fails to
establish the requirements of the applicable
exemption.

The second basis for rescission is pursuant
to Section 12(a)(2), which provides investors
a right of rescission against sellers who offer
or sell securities by means of a prospectus or
oral communication that contains misstate-
ments and omissions of material information.
However, unlike Section 12(a)(1), Section
12(a)(2) provides a due diligence affirmative
defense that the seller “did not know, and in
exercise of reasonable care could not have

known, of such untruth or omission.”56 Hence,
counsel must assist management in memori-
alizing its reasonable basis for the statements
made in its offering document. Section 12(a)(2)
claims also are subject to a “loss causation”
affirmative defense that the investor’s loss
was not caused by the false or misleading
statement or material omission.

In California, Corporations Code Sections
25501 and 25503 provide a remedy similar
to the federal remedies under Securities Act
Sections 12(a)(1) and 12(a)(2). Similarly,
California provides for joint and several lia-
bility of individuals who control the company.
California’s joint and several control person
liability provision, Corporations Code Section
25504, is especially broad, providing that

[e]very person who directly or indirect -
ly controls a [company] liable under
Section 25501 or 25503, every partner
in a firm so liable, every principal exec-
utive officer or director of a corporation
so liable, every person occupying a sim-
ilar status or performing similar func-
tions, every employee of a company so
liable who materially aids in the act or
transaction constituting the violation,
are also liable jointly and severally liable
with and to the same extent as such
[company], unless the other person who
is so liable had no knowledge of or rea-
sonable grounds to believe in the exis-
tence of the facts by reason of which
the liability is alleged to exist.
A California court of appeal decision in

2011 makes it difficult to demur to lawsuits
seeking joint and several rescission liability
against officers and directors. In Hellum v.
Breyer, the investor plaintiffs sought to hold
the individual directors of a defendant com-
pany jointly and severally liable for the rescis-
sion liability of the company, based solely
on the outside directors’ status as directors.57

The outside directors, each of whom was
affiliated with one of the company’s venture
capital fund investors, demurred to the com-
plaint on the grounds that it failed to allege
any facts showing the outside directors’
involvement in or knowledge of the offending
securities offering. The trial court granted
the outside directors’ demurrer. The court of
appeal reversed the trial court ruling, stating,
“We believe the plain language of §25504
means that principal executive officers and
directors are presumptively liable for their
corporation’s issuance of unqualified securi-
ties, regardless of whether they participated
in the transactions at issue, or controlled the
company.”58 The court rejected outright the
outside directors’ claim that the “weight of
authority” supported their argument that the
plaintiffs had to plead facts to show that the
outside directors controlled the company.59

Lawyers counseling clients who undertake

exempt offerings in reliance on Rule 506(c)
of Regulation D, Regulation A, or Regulation
CF must appreciate the greater exposure to
liability in offerings made to the public. In
Cal ifornia, attorneys rendering securities ad -
vice are held to a higher standard of care in
legal malpractice actions.60 Representing a
company conducting an exempt offering sub-
jects the lawyer to the SEC rules govern ing
standards of professional conduct of law -
yers.61 Equity crowdfunding offerings present
unique challenges for lawyers who engage
in general business practices as well as secu-
rities law. The absence of professional inter-
mediaries in crowdfunded offerings, in ad -
dition to sometimes leaving lawyers and
ac  countants as the only deep-pocket defen-
dants, assigns due diligence responsibilities
to the company and its counsel. Establishing
evidence of the requisite due diligence is para-
mount to protecting the company and its
control persons because if the affirmative
burden of the due diligence defense when it
is available is not sustained, liability to in -
vestors is nearly absolute.

In determining if attorneys have performed
adequate due diligence, California practi-
tioners should be aware of the Ninth Circuit
decision in FDIC v. O’Melveny & Myers, in
which the Federal Deposit Insurance Corp -
oration (FDIC), as receiver for failed savings
and loan association American Diversified
Savings Bank (ADSB), filed a lawsuit in the
Central District of California against O’Mel -
veny & Myers claiming professional negli-
gence in connection with its legal advice in
counseling ADSB in private securities of -
ferings.62 O’Melveny prepared two private
placement memoranda and wrote substantial
portions of the memoranda, edited other por-
tions, and performed a due diligence review.
It was undisputed that the memoranda con-
tained false information about the company’s
financial condition. The FDIC commenced
its suit against O’Melveny, charging the firm
with professional negligence, negligent mis-
representation, and breach of fiduciary duty.
In reversing the trial court’s sum mary judg-
ment in favor of O’Melveny, the Ninth Circuit
stated:

Part and parcel of effectively protecting
a client, and thus discharging the attor-
ney’s duty of care, is to protect the
client from the liability which may
flow from promulgating a false or mis-
leading offering to investors. An impor-
tant duty of securities counsel is to
make a “reasonable, independent in -
vestigation to detect and correct false
or misleading materials.” (Citations
omit ted.) This is what is meant by a
due diligence investigation.63

The O’Melveny decision has been cited
for the proposition that the duty of care
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owed by an attorney to a client includes rea-
sonably protecting the client from liability
that might flow based on its agent’s dissem-
ination of false or misleading statements to
the public.64

Under the restrictive securities laws in
effect for the 90 years prior to the JOBS Act,
entrepreneurs who did not have access to
friends and family who could provide seed
capital had little chance of getting their star-
tups off the ground. Today, seed funding at
the attainable $250,000 to $750,000 level—
not the millions of the past—could, with
modern technology, be just enough to ad -
vance an entrepreneur’s ideas, develop a pro-
totype, enter into a first contract, or otherwise
validate a vision or business model in order
to get on the radar of institutional investors
and rise to the next level of success. Without
such early funding, those entrepreneurial
businesses would be lost in a sea of concepts
floating over the transom to the inboxes of
managers at venture capital funds. Thus, in
theory, Regulation CF enables anyone to
reach out to capital sources and raise seed
levels of money. No doubt, without the ben-
efit of professional financial intermediaries,
such as investment bankers, entrepreneurs
on their own will face challenges raising 
capital. What the JOBS Act offers, however,
is a pathway for companies eventually to
reach these public equity markets, which
prior to the JOBS Act, were accessible to
only the most privileged few. It will be up
to business lawyers to navigate the new secu-
rities rules and regulations to ensure that
their clients do not get lost along the way.
“Fasten your seat belts, it’s going to be a
bumpy night.”65                                                          n
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