Fine Tuning the California Small
Offering Exemption

California Corporations Code section 25102(h) provides an ex-
emption from qualification for small issuers of securities. While
the exemption is beneficial for many small issuers of securities,
there are shortcomings in the exemption’s provisions and admin-
istration. This article suggests specific improvements to help the
exemption meet its objective of aiding the small issuer while pro-
tecting the investor.

INTRODUCTION

California’s 1968 revision of its securities laws' enhanced the
ability of small businesses? to issue securities. Prior to 1968 both

1 See California Corporate Securities Act of 1968, 1968 Cal. Stats. 243, ch.
88, § 2 (current version at Cal. Corp. Code §§ 25000-25800 (West 1977 & Cum.
Supp. 1980)). Marsh & Volk describe the changes of the new laws as falling
into six categories. First, the new law granted exemptions from regulation to
classes of securities and transactions where regulation was unnecessary to pro-
tect investors. Second, it changed the law’s jurisdiction and regulation from
being based on a business’ domicile to being based on the offer or sale of secur-
ities in California. Third, it modified the regulatory procedure. Fourth, the law
increased the regulation of securities dealers, Fifth, it increased the regulation
of non-issuer transactions. Sixth, the new law created new civil remedies for
the defrauded investor. 1 H. MARcH & R. VoLk, PRACTICE UNDER THE CALIFOR-
NIA SECURITIES LAws §§ 1.06(2)-(7) (rev. ed. 1979).

* For purposes of this comment, a small business is defined as “one which is
independently owned and operated and which is not dominant in its field of
operation.” 15 U.S.C. § 632 (1978). The federal government uses this definition
in determining businesses which are within the purview of the Small Business
Act. Id. §§ 631-651. The business’ number of employees may also be taken into
account. The maximum number of employees may vary by industry to take
into account the characteristics of each industry. The dollar volume of the bus-
iness may also be considered. The administrative regulations state that the
definition of small business should be limited to the segment of the industry
struggling to become or remain competitive. 13 C.F.R. § 121.3(b)(2)(ii) (1979).
The regulations include factors used in formulating the size standards for the
definition of small business. Among these factors are:

“(i) Concentration of output; that is the portion of the total output
of an industry which is accounted for by a limited number of com-
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small and large issuers® of securities had to comply with the
same statutory qualification requirements.* In contrast, section
25102(h)® of the new law exempts small securities offerings from

panies. (ii) Coverage ratio, that is, the ratio of the industry’s ship-

ment of its primary products, to the total shipments by all indus-

tries of the primary products of the industry in question. (iii)

Specialization ratio, that is, the ratio of the industry’s shipments of

its primary products to its total shipments of primary and secon-

dary products. (iv) The total number of concerns in the industry.

(v) The size of industry leaders.”
Id. § 121.3-1(b)(3) (1979). California has adopted this definition for the pur-
poses of the State Assistance for Recreational Marinas Act of 1979. Cal. Fin.
Code § 35200 (West Cum. Supp. 1979).

The Small Business Administration has proposed a change in these size de-
termination methods. Under the proposal, only the firm’s number of employees
is used to determine whether or not it is a small business. The Small Business
Administration has set specific employee size standards for each industry. 45
Fed. Reg. 15,442-15,453 (1980).

% As used in this comment, a small issuer means a small business issuing
securities. A large issuer is an issuer not within the definition of a small
business.

* 1917 Cal. Stats. ch. 532. Under the law then in effect, an application for a
permit to issue securities had to be filed, reviewed and approved by the Com-
misioner of Corporations even where a sole proprietorship or small family busi-
ness wanted to incorporate. CAL. Corp. CoDE §§ 25500, 26100 (repealed 1968).

¢ CaL. Corp. CopE § 25102(h) (West 1977) exempts from the qualification
requirements:

any offer or sale of voting common stock by a corporation incor-
porated in any state if, immediately after the proposed sale and
issuance, there will be only one class of stock of such corporation
outstanding which is owned beneficially by no more than 10 per-
sons, provided all of the following requirements have been met:

(1) All such stock shall be evidenced by certificates which shall
have stamped or printed prominently on their face a legend in a
form to be prescribed by rule of the commissioner restricting trans-
fer of stock in such manner as the rule provides.

(2) The offer and sale of such stock is not accompanied by the
publication of any advertisement, and no selling expenses have
been given, paid, or incurred in connection therewith.

(3) The consideration to be received by the issuer for the stock
to be issued shall consist of (i} only assets (which may include
cash)  of an existing business enterprise transferred to the issuer
upon its initial organization, of which all of the persons who are to
receive the stock to be issued pursuant to this exemption were
owners during, and such enterprise was operated for, a period of
not less than one year immediately preceding the proposed issu-
ance, and the ownership of such enterprise immediately prior to
such proposed issuance was in the same proportions as the shares
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qualification. Consequently, the small offering exemption is now

of stock are to be issued, or (ii) only cash or cancellation of indebt-
edness for money borrowed or both upon the initial organization of
the issuer, provided all such stock is issued for the same price per
share, or (iii) only cash, provided the sale is approved in writing by
each of the existing shareholders and the purchaser or purchasers
or purchasers are existing shareholders, or (iv), in a case where af-
ter the proposed issuance there will be only one owner of the stock
of the issuer, any legal consideration.

(4) No promotional consideration has been given, paid, or in-
curred in connection with such issuance. Promotional consideration
means any consideration paid directly or indirectly to a person
who, acting alone or in conjunction with one or more other persons,
takes the initiative in founding and organizing the business or en-
terprise of an issuer, for services rendered in connection with such
founding or organizing.

(5) A notice in a form prescribed by rule of the commissioner,
signed by an active member of the State Bar of California, shall be
filed with or mailed for filing to the commissioner not later than 10
business days after receipt of consideration for the securitities by
the issuer, which notice shall contain an opinion of such member of
the State Bar of California that the exemption provided by this
subdivision is available for the offer and sale of the securities. Such
notice, except when filed on behalf of a California corporation,
shall be accompanied by an irrevocable consent, in such form as
the commissioner by rule prescribes, appointing the commissioner
or his successor in office to be the issuer’s attorney to receive ser-
vice of any lawful process in any noncriminal suit, action, or pro-
ceeding against it or its successor which arises under this law or
any rule or order hereunder after the consent has been filed, with
same force and validity as if served personally on the issuer. An
issuer on whose behalf a consent has been filed in connection with
a previous qualification or exemption from qualification under this
law (or application for a permit under any prior law if the applica-
tion or notice under this law states that such consent is still effec-
tive) need not file another. Service may be made by leaving a copy
of the process in the office of the commissioner but it is not effec-
tive unless (1) the plaintiff, who may be the commissioner in a suit,
action or proceeding instituted by him, forthwith sends notice of
the service and a copy of the process by registered or certified mail
to the defendant or respondent at its last address on file with the
commissioner, and (2) the plaintifi’s affidavit of compliance with
this section is filed in the case on or before the return day of the
process, if any, or within such further time as the court allows.

For the purposes of this subdivision, all securities held by a hus-
band and wife, whether or not jointly, shall be considered to be
owned by one person, and all securities held by a corporation
which has issued stock pursuant to this exemption shall be consid-
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an extremely popular method of issuing securities in California.®

The legislature enacted the small offering exemption to allevi-
ate the burdens that a small business encounters when raising
capital through securities issuance’ and to protect the innocent
investor.® Despite the exemption’s extensive use, it has failed to
meet fully its statutory objectives. First, the Department of Cor-
porations is not effectively administering the exemption’s safe-

ered to be held by the shareholders to whom it has issued such
stock.
¢ The number of section 25102(h) filings relative to total qualifications dem-
onstrates its wide use.

1977 1978 1979
Total Qualifications
Issued or Effective 5,521 5,814 6,438
Total § 25102(h)
Notices Filed 24,526 28,970 33,946

Source: Dept. of Corporations Reports of Activities for January 1, 1979 to June
30, 1979 and July 1, 1979 to December 31, 1979. The Department does not
keep data on the dollar volume of the exemptions or qualifications filed.

7 The Corporations Comissioner commented during the legislative consider-
ation of the securities law revision in 1968, ““This is an area where under the
limitation of the (small offering) exemption the (Corporation) Division pres-
ently exercises virtually no regulatory purpose, but on the other hand imposes
a tremendous burden of expense on the small businessman.” Letter from Rob-
ert H. Volk, Commissioner of Corporations, to the members of the California
Senate Committee on Insurance and Financial Institutions (March 15, 1968)
(on file at U.C. Davis L. Rev.). In signing the Corporate Securities Act of 1968
into law, the Governor stated that, “[t)he bill removes many unnecessary regu-
latory burdens on legitimate business by providing [an exemption for listed
securities and] an exemption for the small businessman setting up his own bus-
iness under the corporate form.” Press Release, Office of the California Gover-
nor (May 9, 1968) (on file at U.C. Davis L. Rev.).

8 Protecting the innocent investor is the primary goal of the California se-
curities regulation scheme. See note 13 and accompanying text infra. The ver-
sion of section 25102 which existed before 1969 provided exemptions for vari-
ous debt instruments. For example, promissory notes not sold to the public or
sold to an underwriter for the purpose of resale were exempted from the per-
mit requirements. Former CAL. Corp. Cobnk § 25102(c) (repealed 1968). A Cali-
fornia court of appeals stated the former section’s objective as: “The exemp-
tions of section 25102 were designed to avoid any interference with these
individual transactions, while protecting the public against the dangers inher-
ent in the indiscriminate sale of instruments of indebtedness.” People v. Wal-
berg, 263 Cal. App. 2d 286, 69 Cal. Rptr. 457, 460, (2d Dist. 1968).
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guards.® The Department has ceased reviewing the exemption
filings, making non-compliant securities issues more likely. Ad-
ministrative review procedures would revitalize the safeguards.
Second, many small businesses are unable to use the exemption.
For example, because of the statute’s consideration restrictions,
a small business wishing to raise money by bringing in a new
equity participant'® cannot utilize- the exemption.!? Further-
more, the law may preclude a close corporation from using the
exemption because of the statute’s one class of stock require-
ment.'> The legislature and the Corporations Commissioner
need to modify the exemption’s requirements to eliminate such
burdens on small issuers.

This comment briefly describes the securities regulation
scheme in California. It then examines the requirements of sec-
tion 25102(h)—the small offering exemption. The comment ana-
lyzes section 25102(h)’s shortcomings and proposes changes in
the statute and its administration., These changes will help en-
sure that section 25102(h) meets its goals of enhancing the small
business’ ability to issue securities while protecting innocent
investors.

I. THE CALIFORNIA SECURITIES REGULATION SCHEME

The primary purpose of California’s securities law is to protect
innocent investors.'® To achieve this purpose, the legislature em-
powered the Corporations Commissioner to review offers and
sales of securities in California.’* The Commissioner applies a

® See text accompanying notes 124-130 infra.

'° An equity participant is a holder of an ownership interest in a business
entity.

! See text accompanying notes 118-123 infra.

'* See text accompanying notes 96-102 infra.

'* For cases reiterating this theme, see Southern California First Nat’l Bank
v. Quincy Cass Assoc., 3 Cal. 3d 667, 675, 478 P.2d 37, 43, 91 Cal. Rptr. 605,
611 (1970) (court, in holding a broker’s commission excessive, stated that the
primary purpose of the Coporate Securities Law is to protect innocent inves-
tors). Weinstock v. L.A. Carpet, Inc., 234 Cal. App. 2d 809, 815, 44 Cal. Rptr.
852, 856 (2d Dist. 1965). Crestlawn Memorial Park Ass’n v. Sobienski, 210 Cal.
App. 2d 43, 51, 26 Cal. Rptr. 421, 427 (2d Dist. 1962). Hargiss v. Royal Air
Property, Inc., 206 Cal. App. 2d 406, 412, 23 Cal. Rptr. 678, 682 (4th Dist.
1962).

14 California Securities Act of 1968, CaL. Corp. CODE §§ 25000-25804 (West
1977 & Cum. Supp. 1980).

HeinOnling -- 13 U.C. Davis L. Rev. 591 1979-1980



592 University of California, Davis [Vol. 13

fair, just and equitable standard in reviewing such transac-
tions.’> While several statutory provisions refer to this stan-
dard,'® they do not define it. Nonetheless, the Commissioner has
promulgated general guidelines on whether specific aspects of a
securities issuance will be considered fair or unfair.?

The Commissioner applies the guidelines in a flexible man-
ner.'® Thus, the Commissioner considers all the circumstances
surrounding the issuance to ensure that all issuees are protected.
For example, the issuer should provide non-participating, non-
convertible preferred shares with reasonable protection in order
to meet the standard; such protection may include making the
preferred dividend cumulative.”® Clearly, the Commissioner,
would not allow the sale if the issuance would be unfair. Exempt
offerings,2® by their nature, do not require Commissioner ap-
proval. The Commissioner only applies the fair, just and equita-
ble standard to securities which require qualification.*!

Securities issued in California can qualify by coordination,??
notification,?® or permit.?* Under the first two methods, an issuer

15 The fair, just and equitable standard was a major feature of the former
Corporate Securities Law of 1917. See 1 H. MARrsH & R. VoLK, supra note 1, at
§ 1.03(5). The standard has been incorporated into the current statute via a
number of sections. See note 16 infra.

18 See CaL. Corpr. CopE §§ 25140 (the Commissioner is to judge the fair, just
and equitable nature of the securities and the proposed plan of business in
issuing stop orders affecting securities qualification and in granting securities
issuance permits), 25141 (the Commissioner can impose certain conditions for
qualifications if (s)he finds that without the conditions the offering would be
unfair, unjust or inequitable), and 25151 (the Commissioner must find that a
requested consent for certain securities transfers is fair, just and equitable
before giving consent) (West 1977).

17 See Cal. Admin. Code, tit. 10, § 260.140.

18 The administrative regulations emphasize that the guidelines provided
“are not intended to preclude the application of more liberal or more stringent
standards if the circumstances justify. . . . ” Id. § 260.140.

1% The regulations state that such protection may also include prohibiting
common stock dividends when preferred dividends are in arrears, requiring the
consent of the preferred shareholders for any change adverse to their rights,
and providing appropriate dividend restrictions on the common stock. Id.
§ 260.140.3.

30 See CAL. Corp. CODE §§ 25100-25106 (West 1977 & Cum. Supp. 1980).

21 See text accompanying notes 22-46 infra for a discussion of the qualifica-
tion procedure.

22 CAL. Corp. CoDE § 25111 (West 1977). See text accompanying notes 26-29
infra.

23 CAL. Corp. CoDE § 25112 (West 1977). See text accompanying notes 30-35
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bound by the federal securities law can use steps taken in con-
forming with federal rules to meet the California requirements.
These methods provide a quick and simple procedure where
there is less need for state review because of the extensive fed-
_eral review.?®

If an issuer has filed a registration statement under the fed-
eral Securities Act of 1933,% the security issuance can qualify by
coordination.?” The issuer files the same documents with the
Corporations Commissioner as are filed with the federal Securi-
ties and Exchange Commission (SEC).?* The issue qualifies
when the federal registration statement becomes effective unless
the state Commissioner takes affirmative steps to prevent
qualification.?®

If the issuer has issued securities under section 12%° of the Se-
curities Exchange Act of 1934,%! the issuance ‘can qualify by noti-

infra. :

34 CaL. Corp. CopE § 25113 (West 1977). See text accompanying notes 39-46
infra.

** The major difference between review of an issue under California law and
that under the federal securities regulation system is that the federal system is
a “disclosure” system, whereas California has a “merit” system. Under the fed-
eral system, the primary objective of registration is to have the issuer disclose
relevant and material information to the potential investor. L. Loss SECURITIES
REGULATION 184-85 (2d ed. 1961). In contrast, under the California system, the
Corporations Commissioner evaluates the issue’s underlying merit before the
issuance is allowed. 2 H, BALLANTINE & G. STERLING, CALIFORNIA CORPORATION
Law § 433 (4th ed. 1979). Despite this different approach, the California legis-
lature determined that an investor is sufficiently protected when the issue has
to comply with federal securities regulations. This protection justified the re-
duced state review of the issue. See 1 H. MarsH & R. VoLk, supra note 1, at
§ 6.01(2)(a).

* 15 U.S.C. §§ 77a-aa (1976).

%7 CaL. Corp. CoDE § 25111{(a) (West 1977).

28 Cal. Admin. Code, tit 10, § 260.111. The documents must be filed with the
Corporations Commissioner within five days of the filing with the Securities
and Exchange Commission. Cal. Corp. Code § 25111(b) (West 1977).

 In addition, the issuer must follow certain procedural steps. The qualifica-
tion automatically becomes effective when the federal registration statement
becomes effective, providing (1) the Commissioner has not entered a stop order
or suspension order; (2) the qualification application has been on file with the
Commissioner for at least 10 days; and (3) the applicant has filed statements of
maximum and munimum offering prices, underwriting discounts and commis-
sions. CAL. Corp. CobE § 25111(¢c) (West 1977).

% 15 U.S.C. § 78l(g)(1) (1976),

s1 15 U.S.C. §§ 77b-77e, 77j, 77k, 77m, 770, 778, 78a -T80, T80-3, 78p-78hh
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fication.®? This procedure is only available if the issuer is not
eligible for qualification by coordination.®®* Under the notifica-
tion procedure, the issuer files an application with the Corpora-
tions Commissioner. The application must contain certain infor-
mation about the issuer’s business and about the proposed
issuance.** As with coordination, the Commissioner does not re-
view the application. In contrast to coordination, however, the
application automatically becomes effective ten business days
after filing.®®

Generally, small issues cannot qualify by coordination or noti-
fication because the issuer will not fall within the 1933%¢ or
193437 Acts. A small issuer will usually fall within an exemption
to the 1933 Act, foreclosing qualification by notification. The re-
quirements of the 1934 Act generally preclude small businesses
from qualifying by notification. A small business will rarely have
500 shareholders®® and usually cannot afford the cost of listing

(1976).

32 CaL. Corp. CopE § 25112 (West 1977). Investment companies regulated
under the federal Investment Company Act of 1940 (15 U.S.C. §§ 80a-1 to 80a-
52 (1976)) can also qualify by notification. CAL. Corp. CobpE § 25112(a) (West
1977).

33 CaL. Corp. CopE § 25112(a) (West 1977).

3 The application must contain information describing the business, the use
of the proceeds, the plan of the securities’ distribution, the list of the directors
and officers, principal security holders, and certain exhibits (such as a copy of
charter documents). Cal. Admin. Code, tit. 10, § 260.112. Much of this informa-
tion will already have been collected by the issuer to register the securities in
compliance with the 1934 Act.

38 CaL. Corpr. CopE § 25112(c) (West 1977). If an amendment is filed, the
application becomes effective 10 days after the amendment. The issuance of a
stop order by the Corporations Commissioner under § 25143 will render the
application ineffective.

%8 An issuer falls within the provisions of the 1933 Act unless the securities
are specifically exempted pursuant to 15 U.S.C. § 77¢ (1976) or the transaction
is specifically exempted pursuant to 15 U.S.C. § 77d (1976). The exemptions
most applicable to the small issuer are the Intrastate Exemption, Id.
§ 77c¢(a)(11), Regulation A, 17 C.F.R. § 230.2562 (1979), and Rule 240, Id.
§ 230.240.

%7 There are two ways a business can fall within the registration require-
ments of the 1934 Act. Businesses with securities listed on a national securities
exchange and businesses with assets of more than one million dollars and 500
or more shareholders fall within these requirements. 15 U.S.C. §§ 781(b)}(1) &
(g)(1) (1976).

%8 It is possible that some businesses falling within the small business defini-
tion used here will have 500 or more shareholders and more than one million
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on a national exchange.

In California, if a non-exempt issue cannot qualify by coordi-
nation or notification, it must qualify by permit.*® Qualification
by permit is somewhat analogous to registration under federal
securities law.*® As with federal securities registration, the issuer
qualifying the permit submits information for review. An admin-
istrative authority then determines whether or not the issuer is
eligible to issue the securities.*’ Under the federal system, the
issuer files a registration statement which the SEC reviews. Un-
less the SEC takes affirmative steps to correct a deficiency in the
filing, the statement becomes effective in twenty days.** Simi-
larly, in California, the issuer must file a permit application with
the Commissioner of Corporations. The application discloses the
proposed plan of business, a budget of sources and uses of funds,
and financial statements.*®

dollars in assets. This would result from the peculiarities of a particular indus-
try, and would be the exceptional case. This possibility exists both under the
current and the proposed small business definition used by the federal govern-
ment. See note 2 supra.

3 CAL. Corpr. CopE § 25113(a) (West 1977). For a general disussion of the
process of qualifying by permit, see 1 H. MARSH & R. VOLK, supra note 1, at
§ 6.05; 2 H. BALLANTINE & G. STERLING, supra note 25, at § 442. An issue can
qualify by permit, whether or not it is eligible to qualify by coordination or
notification. CaL. Corp. CoDE § 25113(a) (West 1977). However, an issuer prob-
ably will not want to qualify by permit if it would qualify by the latter two
methods. The latter methods save the issuer from the review and documenta-
tion of qualification by permit.

4 15 U.S.C. §§ 77f-h (1976).

41 For a discussion of the major difference between the federal and Califor-
nia systems, see note 25 supra.

43 15 U.S.C. § 77h (1976). The Commissioner may issue an order refusing to
permit the registration statement to become effective until it has been properly
amended. Id.

3 Additionally, under the administrative regulations, the issuer must submit
to the Corporations Commissioner a description of the business; a plan of the
stock’s distribution; a description of material transactions or agreements be-
tween (i) the issuer and affiliated companies and (ii) promoters, officers, princi-
pal employees and other key parties, occuring in the previous three years; out-
standing securities and options to purchase securities; the names of principal
security holders, remuneration of directors, officers and principal shareholders;
additional information on debt securities, options and stock bonuses; various
exhibits, including a copy of charter documents and a specimen certificate of
the security to by issued; copies of shareholder agreements, voting agreements,
irrevocable proxies, and contracts made which affect the securities’ rights, pref-
erences, privileges or transferability; copies of any advertisement or prospectus
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Under qualification by permit,** the Commissioner directly re-
views the application, using the fair, just and equitable stan-
dard.*®* Upon approving the application, the Commissioner is-
sues a permit authorizing the issuance of the securities.*® An
issuer can avoid the qualification requirements if it falls within a
statutory exemption.

California grants exemptions from qualification to issuers or
transactions meeting specific criteria. There are two types of ex-
emptions: those related to the nature of the issuer and those re-
lated to the nature of the transaction or interest offered. For ex-
ample, in the former. case, the statute exempts government
securities,*” foreign securities,*® and bank securities*® from the
qualification requirements. In the latter case, such interests as
commodity contracts®® and certain interests in subdivided land®
are exempted from qualification. The small offering exemption®?

connected with the issuance; a description of consideration to be paid for the
securities if the consideration is not cash; a list of proposed purchasers; and a
number of other required submissions. The issuer must also submit financial
statements to the Commissioner after the issuance every six months for a pe-
riod of 18 months. Cal. Admin. Code, tit. 10, §§ 260.112 & 260.113.

44 CaL. Corr. CoDE § 25113(a) (West 1977). An issuer probably will not want
to qualify by permit if it could qualify by coordination or notification. The
latter two methods save the issuer from the review and documentation of qual-
ification by permit.

48 See notes 15-21 and accompanying text supra, for a discussion of the fair,
just and equitable standard. The difference between qualifying by permit, on
the one hand, and qualifying by coordination or notification, on the other, can
be analyzed by examining who bears the burden of showing the issue’s nature.
With permit qualification, the issuer bears the burden of showing the Commis-
sioner that the issue is fair, just and equitable. Only if the issuer successfully
shows this will the Commissioner grant the permit. In contrast, qualification
by coordination and notification automatically become effective unless the
Commissioner makes an affirmative finding that the issue is unfair, unjust or
inequitable. The Commissioner cannot refuse to allow these latter qualifica-
tions merely because (s)he is unable to find that they are fair, just and equita-
ble. See 1 H. MarcH & R. VOLK, supra note 1, at § 6.01(2)(a).

46 Cal. Corp. Code § 25113(c) (West 1977).

7 Id. § 25100(a).

 Id. § 25100(b).

“ Id. § 25100(c).

8¢ Cal. Admin. Code, tit. 10, § 260.105.18.

51 Interests in subdivided land, subdivisions or real estate developments are
exempted from qualification (provided a non-public utility corporation provid-
ing water is not involved). CaL. Corp. CobpE § 25100(f) (West 1977).

52 Id. § 25102(h), set forth in note 5 supra.
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also falls within this latter type of exemption, as it specifies re-
quirements relating to the securities’ issuance. By satisfying an
exemption’s requirements, an issuer can avoid the detailed
filings and disclosure required under qualification.?® This re-
duced disclosure will save the issuer time and money.** The
widely used small offering exemption is an important vehicle for
the small business issuing securities in California.®®

II. THE SMALL OFFERING EXEMPTION

A business must comply with certain requirements to issue
"stock under the California small offering exemption. Section
25102(h)®® places restrictions on the characteristics of the stock
itself, the type of consideration paid for shares, and the methods
of sale. The statute also imposes specific notice requirements on
the issuer. Several provisions such as the consideration restric-
tions hamper the small business’ ability to issue securities and
thus frustrate the exemption’s objective.”” The exemption
should be changed in order to better meet the needs of the small
securities issuer.

A. Requirements

Section 25102(h) imposes restrictions on both the stock itself
and the shareholders. A business can use the exemption only if,
immediately after the proposed sale and issuance, there will be
one outstanding class of corporate stock.*® Moreover, no more

%3 Exemptions other than § 25102(h) do not require any submission to the
Department of Corporations. CaL. Corp. CopE §§ 25000 - 25106 (West 1977 &
Cum. Supp. 1980).

% For a discussion comparing the amount of time and money an issuer ex-
pends through qualification as opposed to under the small offering exemption,
see note 81 infra.

8 See note 6 supra.

8 The text of this section is set forth in note 5 supra.

57 For a discussion of the exemption’s shortcomings. see text accompanying
notes 80-130 infra.

8¢ CaL. Corp. CopE § 25102(h) (West 1977), set forth in note 5 supra. The
Commissioner has interpreted the one class of stock requirement to mean that
shareholder agreements which vary rights among shareholders fail to meet this
requirements. Cal. Admin. Code, tit. 10, § 260.102.4 This interpretation is es-
pecially troublesome for close corporations. See text accompanying notes 96-
102 infra.
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than ten persons may beneficially own shares after issuance.®®
The stock certificate must bear a legend forbidding the transfer
of the security without the Corporations Commissioner’s prior
written consent,®® with some exceptions.®!

Besides restricting the transfer of acquired shares, section
25102(h) restricts the type, but not the amount,®? of considera-
tion which a purchaser of section 25102(h) stock can use. The
type of consideration must fall within one of four specified cate-
gories. First, consideration may consist of assets®® of a business
which has been in existence for at least a year.** Second, consid-
eration may consist of cash and/or cancellation of indebtedness
for money borrowed upon the initial organization of the issuer, if
the stock is issued for the same price per share.®® Third, consid-
eration may be cash, if the existing shareholders approve the
sale in writing and the purchaser or purchasers are existing
shareholders.®® Finally, payment for the securities may be any
legal consideration, if there will be only one owner of the issuer’s

% CAL. Corp. CopE § 25102(h) (West 1977), set forth in note 5 supra.

s¢ Id. § 25102(h); Cal. Admin. Code, tit. 10, § 260.102.6. The Commissionner
will consent to the transfer if (s)he finds the transaction to be fair, just and
equitable. CaL. Corp. CobE § 25151 (West 1977). The policy reasons for requir-
ing this consent are to ensure that the investor is not purchasing solely for
resale and that subsequent transferees receive fair treatment. 1 H. MARsH & R.
VOLK, supra note 1, at § 11.04. Unlike under the federal system, there is no
time period for which the issuee must hold the stock before transfering it. See
17 C.F.R. § 230.144(d)(1) (1979).

¢1 Cal. Admin, Code, tit. 10, § 260.141.11 allows transfers without prior con-
sent under limited circumstances such as transfer to the issuer, transfer pursu-
ant to a court order, and transfer to holders of securities of the same class of
the same issuer,

¢ The exemption contains no dollar ceiling on the value of consideration
which issuees can pay for § 25102(h) stock.

%3 The assets may include cash. CAL. Corp. CopE § 25102(h)(3)(i) (West
1977), set forth in note 5 supra.

¢ Id. The assets must be transferred to the issuer upon its initial organiza-
tion and the proportion of ownership of the business must be the same before
and after the securities issuance. Id. Thus, a partnership operating for more
than a year could change to a corporate form under this provision. The part-
ners’ interests would have to be maintained in the same proportion before and
after the change.

¢ Id. § 25102(h)(3)(ii). This catagory covers the incorporation of a new busi-
ness. The cancellation of indebtedness provision allows for the possibility that
investors may have lent money to the corporation before stock is issued.

s8¢ Id. § 25102(h)(3)(iii). The corporation may sell shares to existing share-
holders to raise additional money.
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stock after the proposed issuance.®” A party may use any of
these four categories of consideration when purchasing section
25102(h) stock. ,

Section 25102(h) also restricts the method of the securities’
offer and sale. No advertisement may accompany the offer or
sale of the stock.®® Advertisement includes nearly every pub-
lished or oral communication.®® There can be no selling expense
in connection with the offer or sale.” Selling expense includes
commisions, discounts, or other compensation paid to any per-
son as remuneration for selling the securities.”? No party can
give, pay or incur any promotional consideration in connection
with the issuance.” Promotional consideration means considera-
tion paid to a person taking the initiative, alone or with others,
for services rendered in founding or organizing the issuer’s
business.”®

Finally, after completion of the sale of stock, section 25102(h)
requires an issuer to file a timely notice of exemption with the
Corporations Commissioner. To be timely filed, the issuer must
file the prescribed notice’ shortly after receiving payment for
the securities.”® The notice requires little more than basic infor-
mation about the issuer and issuees.” The notice also requires

87 Id. § 25102(h)(3)(iv). This category covers the situation where a sole pro-
prietorship wants to incorporate for potential tax benefits.

%8 Id. § 25102(h)(2).

% Advertising is defined as any written or printed communication or any
communication by means of recorded telephone messages or spoken on radio,
television, or similar communication media, Id. § 25002.

7 Id. § 25102(h)(2).

71 Cal. Admin. Code, tit. 10, § 260.102.7.

7 CaL. Corp. CopE § 25102(h)(4) (West 1977).

s Id.

7% See Cal. Admin. Code, tit. 10, § 260.102.8.

7 CaL. Core. CopE § 25102(h)(5) (West 1977). The issuer must file the no-
tice no later than 10 days after the issuer receives the consideration. Id.

® The issuer must dislcose the name, address, and state of incorporation of
the issuer and the names of the issuees. Additionally, the form requires a con-
firmation that there will be only one class of stock outstanding owned benefi-
cially by no more than 10 persons; a confirmation that there is no advertising
or selling expense or promotional consideration accompanying the sale; a con-
firmation that, to the best of the issuer’s knowledge, the shareholders have not
entered into an invalidating shareholders agreement, voting agreement or ir-
revocable proxy; a confirmation that the transfer restriction will appear on the
stock certificates; and the signature of an officer. Cal. Admin. Code, tit. 10,
§ 260.102.8. '
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an opinion of counsel and answer as to whether the issuer is a
close corporation.”” The opinion must certify the exemption’s
availability based on the attorney’s conclusion that the issue
meets the statute’s requirements.”® The Corporations Depart-
ment files the notice without review.”

The requirements of section 25102(h) cover the entire time
period from the issuance of the shares, to their acquisition, and
through their retention and subsequent disposition. Each re-
quirement is a key part of the comprehensive regulatory scheme
under section 25102(h). The legislature designed section
25102(h) to enhance a small business’ ability to issue securities
while ensuring investor protection. Unfortunately, several com-
ponents of this scheme hinder, rather than enhance, the stat-
ute’s purposes.

B. Shortcomings in the Small Offering Exemption

Despite the exemption’s wide use®® and its advantages over
qualification by permit,® it has several significant shortcomings.

77 Certain of § 25102(h)’s shortcomings are apparent when close corporations
seek to use the exemption. See text accompanying notes 88-102 infra.

7 The opinion the attorney signs states,

“I certify that I am an active member of the State Bar of Califor-
nia. On the basis of the facts stated in the foregoing Notice and
other information, including the representations as to the type of
consideration received or to be received, supplied to me by officials
and shareholders of the issuer and by proposed issuees, it is my
opinion that the exemption from qualification with the Commis-
sioner of Corporations provided by Subdivision (h) of Section
25102 of the California Corporations Code is available for the offer
and sale of the shares referred to in this Notice.”
Cal. Admin. Code, tit. 10, § 260.102.8(a).

" Until recent funding cutbacks, a clerk reviewed the form for obvious er-
rors, but even this practice has now been abandoned. See notes 124-125 and
accompanying text infra.

8 See note 6 supra.

81 Exempting the issuance through the small offering exemption is prefera-
ble to qualifying the issue by permit. It should be less time-consuming to col-
lect the information needed to file a notice of issuance of § 25102(h) securities
than to collect the information needed to file an application for a permit. (See
note 43 and accompanying text, supra, for the information required in a per-
mit application. This contrasts with the information required for a § 256102(h)
filing. See notes 74-77 and accompanying text supra.) Accordingly, expenses
such as attorneys’ and accountants’ fees should be less under the exemption.
Filing fees are also much lower. The fee for a § 25102(h) filing is $25.00. CaL.
Corp. Cope § 25608(c) (West 1977). The fee for filing an application for quali-
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The shortcomings exist in the restrictions on shareholders and
stock, the restrictions on consideration, and in the lack of a Cor-
porations Department review of the notice of exemption. These
restrictions should be changed and the government’s review in-
creased to cure these problems. These changes will enable sec-
tion 25102(h) to better meet its objective of helping small busi-
nesses issue securities while protecting innocent investors.

1. Restrictions on the Shareholders and the Stock

The ten shareholder limitation® unnecessarily restricts a cor-
poration’s ability to raise capital. Raising the number of allowa-
ble shareholders®® would enlarge the pool of potential investors.
In turn, this would further the small offering exemption’s goal of
helping the small business raise funds through securities issu-
ance.® Thus corporate issuers, who currently must qualify secur-
ities,®® could use the exemption.®® The exemption contains other

fication by permit is $100.00 plus 1/10 of 1% of the aggregate value of the
securities sought to be sold in California, up to a maximum of $1,750.00. Id.
§ 25608(e).

A significant period may elapse while the Commissoner reviews an applica-
tion for a permit. The Commissioner has no time limit within which (s)he must
review a permit application. However, if the Commisssoner denies a permit
application, the applicant is entitled to a hearing within 20 days of filing a
written request (unless the Commissioner issues the permit within twenty days _
or the applicant consents to a later date). CAL. Corp. CopE § 25143(b) (West
1977). Thus, an applicant may force the Commissioner to act on a permit
within the twenty days if the applicant believes that an unreasonably long de-
lay has accompanied the processing of the application. 1 H. MarsH & R. VoLk,
supra note 1, at § 6.05(2). In contrast, § 25102(h) only requires the filing of an
exemption notice with the Commissioner, and there is no review procedure..
CaAL. Corp. CopE § 25102(h)(5) (West 1977).

82 CAL. Corp. Cone § 25102(h) (West 1977), set forth in note 5 supra.

- ® The number of shareholders allowed under section 25102(h) was raised
once before. In 1973, the legislature raised the number from five to ten. 1973
Cal. Stats. ch. 390 (effective January 1, 1974). For the effect of this increase on
the number of qualification applications filed, see note 137 infra.

8 Another advantage of this change would be to free some personnel cur-
rently reviewing permit applications. They could be utilized to give some re-
view for § 25102(h) filings. See text accompanying note 137 infra.

8 See text accompanying notes 22-46 supra, for a discussion of the qualifi-
cation requirements.

8 For example, in a situation raised in request for a Corporations Commis-
sioner’s Opinion, the issuer desired to issue shares to one individual and a lim-
ited partnership consisting of three general partners and ten limited partners.
The issuer argued that only the individual and the general partners should be
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protective measures that are sufficient to safeguard the issuee’s
investment.®’

counted and, thus, the issue would conform to the limitation of 10 or fewer
shareholders. The Commissioner stated that all the partners should be
counted, meaning the proposed issue had 14 issuees. Thus, the exemption was
deemed to be unavailable. Cal. Corp. Comm’r Op. No. 79/2C (1979). Except for
the shareholder limitation, the exemption would apparently have been availa-
ble to the issuer in this case.

The Commissioner’s Opinions are issued pursuant to CaL. Corp. CoDE
§ 25618 (West 1977) in response to requests by interested persons. They are
applicable only to the particular transaction identified in the request and may
not be relied upon in connection with other transactions. They would undoubt-
edly have some persuasive authority in court, as the Commissioner is inti-
mately familiar with the law in this area and is charged with the enforcement
of California’s securities laws. Only one reported case cites an Opinion, but it is
cited only in passing and its authority is not commented on. See Tomei v.
Fairlane Feeding Corp., 67 Cal. App. 3d 394, 398, 137 Cal. Rptr. 656, 658 (2d
Dist. 1977). The reason that no other reported cases cite the opinions is that
the opinions are designed to clarify the legal status of situations involving se-
curities. Thus, in cases where the Commissioner has rendered opinions, there
will be less litigation over legal ambiguities. (Note: Prior to January 1, 1972,
Commissioner’s Opinions were called Interpretive Opinions and Policy
Letters.)

87 California is the only state which places restrictions on the type of consid-
eration that can be paid for similar limited offering securities. Other states
restrict promotional consideration, as does California. Even with the changes
proposed in this comment, the exemption’s safeguards ensure a fair treatment
of all shareholders. See text accompanying 131-134 infra, for a discussion of
the safeguards afforded to the investor under § 25102(h). For the limited offer-
ing exemption of the other states and the District of Columbia, see ALA. CODE
tit. 8, 8-6-11(a)(9) (1975); ALASKA STAT. § 45.-5.104(b)(5) (1975); Ariz. Rev.
STAT. ANN. § 44-1844 (1967); ARK. STAT. ANN. § 67-1248(b)(9)(Cum. Supp.
1979); Coro. REv. StaT. § 11-51-114 (Cum. Supp. 1978); CoNN. GEN. STAT.
ANN. § 36-490(b)(9) (West Cum. Supp. 1980); DeEL. CopE ANN, tit. 6,
§ 7309(a)(9) (1975); D.C. CopE ANN. § 2-2401(f)(5) (Cum. Supp. 1980); FraA.
StaT. ANN. § 517.061(12) (West 1979); Ga. CopE ANN. § 97-109(m) (Cum.
Supp. 1979); Haw. REv. STAT. § 485-6(9) (Cum. Supp. 1979); Ipano Cobe § 30-
1435(8) (Cum. Supp. 1979); ILL. ANN. STaAT. ch. 121'%%, § 137.4(G) (Smith -
Hurd Cum. Supp. 1979); INp. Copg ANN. § 23-2-1-2(b)(10) (West 1979); Iowa
CopE ANN. § 502.203.9 (West Cum. Supp. 1979-80); KAN. STaT. § 17-1262(n)
(Cum. Supp. 1979); Ky. REv. Star. § 292.410(i) (Cum. Supp. 1978); LA. REv.
STAT. ANN. § 51:705(12) (West Cum. Supp. 1980); Me. Rev. StaT. tit. 32,
§§ 874.9 & 874.9A (1978); Mp. Corp. & Ass’Ns Cobe ANN. § 11-602(9) (1975);
Mass. GEN. Laws ANN. ch. 1104, § 402(b)(9) (West Cum. Supp. 1979); MicH.
Comp. Laws ANN. § 451.802(b)(9) (West Cum. Supp. 1979-80); MINN. STAT.
ANN. § 80A.15 Subd. 2(h) (West Cum. Supp. 1980); Miss. Cope ANN. § 75-71-
53.9 (Cum. Supp. 1979); Mo. ANN. STAT. § 409.402(b)(9) (Vernon 1979) (Cum.
Supp. 1978); Nev. REv. StaT. § 90.075 (1980): N.J. StAaT. ANN. § 49:3-50(b)(9)
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Another problem of the restriction on the number of share-
holders lies in the method of counting shareholders. The re-
quirements for both close corporation status under Corporations
Code section 158(a)®® and the small offering exemption specify
that there be ten or fewer shareholders.®® The methods of count-
ing these shareholders, however, differ. For example, securities
held by a partnership are considered owned beneficially by each
partner for the purpose of the small offering exemption.®® In
contrast, under section 158(d),”* a partnership is counted as one
owner, except if formed for the primary purpose of acquiring
shares.” In this case, each partner counts as one shareholder.®®
This latter provision of section 158(d) adequately protects
against forming a partnership to circumvent the restriction on
the number of beneficial owners.®*

A close corporation wanting to issue exempt stock must use
two different standards to comply with what is essentially the
same restriction. This situation unnecessarily confuses the law
and makes compliance more complex and time-consuming. This

(West 1970); N.M. STAaT. ANN. § 58-13-30J (1978); N.Y. GeEN. Bus. Law § 352-g
(McKinney 1968); N.C. GEN. StaT. § 78-17(9) (1975); N.D. Cent. CoDE § 10-
04-06(9) (Cum. Supp. 1979); Ouio Rev. Cobe ANN. § 1707.03(0) (Page 1974);
OkLA. STAT. ANN. tit. 71, § 401(b)}(9) (West Cum. Supp. 1979-80); Or. REv.
Star. § 59.035(12) (1977); PA. Star. ANN. tit. 70, § 1-203(d) {Purdon Cum.
Supp. 1979-80); S.C. CopE § 35-1-320(9) (1977); S.D. CoMPILED LAws ANN.
§ 47-31-86.1 (Cum. Supp. 1979); TEnN. CopE ANN. § 48-1632(H) (1979); TEx.
REev. C1iv. StaT. ANN, art. 581-5(I) (Vernon Cum. Supp. 1980); VT. STAT. ANN.
tit. 9, § 4204(10) (Cum. Supp. 1979); VA. CopE § 13.1-514(b) (8) (1978); WasH.
Rev. Cope ANN. § 21.20.320(9) (1978); W. VaA. CobpE § 32-4-402(b)(9) (1975);
Wis. STAT. AnN. § 551.23(10) (West 1978); Wyo. Star. § 17-4-114(b)(ix) (1977).

8 CaL. Corp. CopE § 158(a) (West 1977).

8 Jd. § 25102(h), set forth in note 5 supra.

% Cal. Admin. Code, tit. 10, § 260.102.5.

8 CaL. Corp. CopE § 158(d) (West 1977).

2 Id.

®* Id. The same differences in counting methods exist for shares held by a
trustee or joint venture. Id. and Cal. Admin. Code tit. 10, § 260.102.5. For ex-
ample, in Cal. Corp. Comm’r Policy Letter No. 19 (1969), the sole proposed
shareholder was to be a business trust with more than five beneficiaries. The
Commissioner ruled that under § 25102(h), the issuance could not be ex-
empted. Id. Under the § 158(d) counting methods, the exemption would have
been available because a business trust is regarded as a single shareholder.

® This provision is similar to the counting provision used in federal Rule
240 (17 C.F.R. § 230.240(f) (1979), which exempts from federal reglstratxon cer-
tain limited offers and sales by closely held issuers.
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hinders the small issuer of securities, thus conflicting with one of
the objectives of the exemption. Using the counting method of
§ 158, instead of section 25102(h)’s, would simplify compli-
ance.®® At the same time, it would prevent the circumvention of
the restriction on the number of shareholders.

"The one class of stock requirement also impinges upon a close
corporation’s use of section 25102(h). This impaired ability re-
sults from a Corporations Commissioner ruling that the require-
ment prohibits close corporations from entering shareholder or
voting agreements which vary rights among shareholders.®®
Many close corporations have such agreements to structure cor-
porate control.?” For example, shareholders may agree to allocate
corporate authority to specific people or to create veto power
over certain actions in one or more participants.®® To the extent

% This change is preferable to conforming the § 158 counting method to §
25102(h)’s. It aids the issuer by not limiting the investor pool beyond that al-
ready established in the shareholder restriction: existing entities are each
treated as one shareholder. At the same time, it retains the protective provi-
sion forbidding the formation of partnerships or trusts to circumvent the
restrictions.

% Cal. Admin, Code, tit. 10, § 260.102.4. Specifically, the Commissioner has
ruled that if there exists or is intended to bring into existence a shareholder
agreement pursuant to which rights, preferences, privileges, or restrictions ap-
ply in a manner not applicable to all shares, the one class of stock requirement
will not be satisfied. Id. Voting trusts do not create a second class of stock,
because the corporation is not the issuer of the voting trust certificates. Cal.
Corp. Comm’r Op. No. 73/43C (1973).

The Department does not collect data on the proportlon of total § 25102(h)
notices which are filed by close corporations. However, this author conducted a
review of § 25102(h) notices filed with the San Francisco office of the Depart-
ment of Corporations during the period Fedruary 6 to 14, 1980. Of the 162
notices filed, 25.3% of the issuers stated they were close corporations, 72.8%
stated they were not, and 1.9% did not respond to that portion of the form.
This indicates there may be a large number of issuers affected by this
restriction.

97 See, generally, 1 H. BALLANTINE & G. STERLING, supra note 25, at § 62.03;
OrcaNIzING AND CoOUNSELING CLoseLy HeLp CorporaTions 59 (Cal. Cont.
Educ. Bar 1977). Shareholder agreements are not a requirement of the close
corporation form of ownership. However, they may be desirable features.
“Moreover, it should be recognized that shareholder agreements . . . are often,
as a practical consideration, quite necessary for the protection of those
financially interested in the corporation.” Galler v. Galler, 32 Ill. 2d 16, 21, 203
N.W.2d 577, 583 (1965).

% See 1 H. BALLANTINE & G. STERLING, supra note 25, at §§ 60.02(2)(b) &
62.03 for a general discussion of where shareholder agreements are appropriate.
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that such agreements vary rights among shareholders, this ruling
prevents small businesses from issuing stock under section
25102(h).

The Commissioner’s ruling conflicts with the legislative policy
underlying sections 158°% and 25102(h).!°° The policy encourages
growth and development of limited ownership corporations,
while giving all shareholders a voice in decision-making. The
Commissioner’s ruling, on the other hand, discourages growth by
precluding certain close corporations from issuing shares under
section 25102(h). The Commissioner’s ruling is also unnecessary
to give shareholders a voice in decision-making. In a close corpo-
ration, all shareholders must consent to a shareholder agree-
ment.’®! Since any shareholder can veto an agreement, the de-
sired protection already exists. Thus, allowing close corporations
with shareholder agreements to use § 25102(h) meets the statu-
tory objectives.!®2

2. Restrictions on Consideration

The restrictions on consideration'®® are based on a policy of
ensuring that the interests of existing shareholders will not be
diluted when the corporation issues new securities.!®* Accord-
ingly, the exemption allows any legal consideration to be paid
for the securities where there is only one beneficial owner.'*® In
this case, there can be no dilution of the shareholder’s interest.
The other allowable types of consideration also support this pol-
icy. An existing business transferring assets upon its initial or-
ganization ensures no dilution by requiring owership in the same
proportion before and after issuance.'®® Furthermore, there can
be no dilution of interest in the alternative of cash or cancella-

" See 1 H. BALLANTINE & G. STERLING, supra note 25, at § 60.01.

190 See note 7 supra.

101 CaL. Corp. CopE § 186 (West 1977).

192 For a discussion of the incompatibility of the small offering exemption
and the close corporation provisions under this Commissioner’s ruling, see
Note, Close Corporation Securities Qualification: A Call for an Extension of
Prior Intent, 19 SANTA CLARA L. REv. 147 (1979).

103 See text accompanying notes 62-67 supra.

104 See 1A H. MarsH & R. VoLk, supra note 1, at A-1-233; Bickford, Califor-
nia Corporate Securities Law of 1968: Some Interpretations, Some Problem
Areas, 2 Pac. L. J. 497, 511-12 (1971). Also, see discussion in Cal. Corp.
Comm’r Op. Nos. 69/104, 69/106 and 72/143C.

108 CAL. Corp. CopE § 25102(h)(3)(iv) (West 1977).

108 fd. § 25102(h)(3)(i).
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tion of indebtedness upon initial organization because the share-
holders have no previous interest in the corporation.’ When ex-
isting shareholders pay cash, the statute requires that all
shareholders give their written approval.!®® This approval as-
sures that there will be no undesired dilution.

The consideration restrictions have the effect of foreclosing
the use of the exemption in a number of common small business
situations. In Commissioner Policy Letter No. 27,'°® a corpora-
tion desired to issue securities. All existing shareholders were
willing to sign their consent to the proposed offer and sale. How-
ever, the issue did not occur at the initial organization of the
corporation,'!® it was not issued to existing shareholders,'!! and
there was more than one shareholder after the sale of the
stock.’? Consequently, the Commissioner held that exemption
unavailable because the arrangement failed to come within any
of the four allowable categories of consideration.

Despite failing to meet the consideration requirements, the re-
striction’s underlying rationale did not exist in this case. The
shareholders were not only aware of, but were willing to accept,
possible dilution of their interests resulting from the proposed
issuance. Where shareholders consent, they are protected be-
cause they are informed of the sale and agree to it. Moreover,
allowing such a sale promotes the exemption’s goal of aiding the
small issuer of securities. Therefore, the exemption should in-
clude such a full consent provision.

A small business is often cash-poor'® and may want to use
stock issued through the exemption to pay for organizational
and other costs. For example, a newly created small business
may want to pay attorney fees with shares of the corporation.!’*

107 1d. § 25102(h)(3)(ii).

168 1d. § 25102(h)(3)(iii).

19 Cal. Corp. Comm’r Policy Letter No. 27 (1969).

110 CaL. Corp. CobpE §§ 25102(h)(3)(i) & (ii) (West 1977).

m rd. § 25102(h)(3)(iii).

12 1d. § 25102(h)(3)(iv).

113 See generally, Small Business Financing - The Current Environment and
Suggestions for Improvement, special report published by the Nation Associa-
tion of Securities Dealers, Inc. reprinted in Hearings Before the Senate Select
Committee on Small Business, on Capital Formation 96th Cong, 1st Sess. 962
(1979).

114 There may be ethical problems for the attorney in accepting stock in a
client corporation as remuneration for services. This is beyond the scope of
this comment. See ABA Comm. on Professional Ethics, Opinion No. 279
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However, the exemption’s requirements foreclose this type of
payment. The only non-cash consideration allowed under section
25102(h) is the cancellation of indebtedness upon initial organi-
zation, the assets of a currently existing business, or any legal
consideration when there is only one shareholder.!'® In Commis-
sioner Policy Letter No. 111'*® a corporation proposed to issue
shares to an attorney in exchange for future legal services as well
as for those required in the corporation’s formation. Since this
situation fell into none of these categories, the Commissioner
ruled that such an issuance would violate the consideration re-
strictions. The issuer in such a case must then go through the
qualification procedure, which might be prohibitively expen-
sive.!?” This frustrates the exemption’s goal of aiding small busi-
ness. The exemption should allow any consideration to be ac-
cepted upon full written consent of all shareholders. This change
would allow the exemption’s use in this case. Moreover, the con-
sent exception would harmonize the exemption’s use in practice
with its goals.

Bringing a new equity participant into an existing corporation
after its initial organization will likewise violate the considera-
tion requirements.’!® This is a typical way for a small business to

(1949).

118 CaL. Corp. CopE § 25102(h)(3) (West 1977). See text accompanying notes
62-67 supra.

18 Cal. Corp. Comm’r Policy Letter No. 111 (1970).

117 Qualification is a less preferable means of issuing securities than exemp-
tion. See note 81 supra. In Cal. Corp. Comm’r Op. No. 72/98C (1972), a corpo-
ration likewise desired to issue shares to an attorney in exchange for services
rendered. The corporation proposed to effect this through a “step” transaction.
The corporation would first issue section 25102(h) shares to the two principals
of the corporation who would then transfer shares to the attorney. The Com-
missioner ruled that the issue to the principals could be issued under the
§ 25102(h) exemption, but the transfer to the attorney would have to be ef-
fected through a qualification since the consideration was in the form of legal
services. /d.

118 There is another instance where the current consideration restrictions
frustrate small business capital formation. A company may want to issue
shares to an existing shareholder in exchange for a cancellation of indebted-
ness. This type of capital restructuring may be necessary for a business to in-
crease equity participation relative to debt in order to get bank financing. (“As
a general rule, most institutional lenders require that at lease 50% of the start-
ing capital be contributed by the entrepreneur and/or other investors from
their own funds. This constitutes equity in the business, or ownership dollars.”
Bank of America N.T. & S.A,, Steps to Starting a Business {Small Business
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raise necessary capital.’*® However, in this situation, the corpo-
ration is not at its initial organizational stage,!2° the sale is not
to an existing shareholder,'?! and there is more than one share-
holder after the sale.'?? Accordingly, in such cases the Commis-
sioner has stated that the exemption could not be utilized be-
cause the issuer failed to meet the statutory consideration
requirements.!?® The full consent exception would allow this
transaction to occur under the small offering exemption.

The objective of the consideration restrictions is to safeguard
investors against dilutions adverse to their interests. The restric-
tions serve this goal in many situations. However, there are situ-
ations, such as those just discussed, where the restrictions fore-
close the exemption’s use by the small issuer. If all stockholders
consent, the underlying rationale of the restrictions no longer
exists. Therefore, the exemption needs a provision whereby con-
senting shareholders can use consideration falling outside the
currently specified categories.

3. Review of the Notice of Exemption Filing

The Corporations Department needs a review procedure for
section 25102(h) filings. Currently, the Department merely
places the form submitted by the issuer in a file.!?* Previously, a

Reporter Series, 1972).)

In a policy letter (Cal. Corp. Comm’r Policy Letter No. 177 (1971)), the
Commissioner ruled that since the issuance would occur after the initial organ-
ization of the corporation, the proposed issuance could not meet the require-
ments of CaL. Corp. CopE § 25102(h)(3)(it) (West 1977). This provision allows
cancellation of indebtedness as consideration only upon the initial organization
of the issuer, provided that all the stock is issued for the same price per share.
Id. This is yet another example of the exemption failing to meet the needs of
small businesses in the financing of their operations. The Commissioner has
ruled that the exemption was unavailable in other cancellation of indebtedness
arrangements. See Cal. Corp. Comm’r Op. Nos. 70/18 (1970) & 74/51C (1974).

119 See, for example, Cal. Corp. Comm'r. Op. Nos. 71/2C (1971), 73/32C
(1973) & 74/26C (1974); Cal. Corp. Comm’r. Policy Letter Nos. 108 (1970) &
137C (1971).

120 CAL. Corp. CopE §§ 25102(h)(3)(i) & (ii) (West 1977).

131 1d. § 25102(h)(3)(ii).

122 1d. § 25102(h)(3)(iv).

128 See note 119 supra.

13¢ A letter from James D. Irvin, Department of Corporations Operations Of-
ficer states, “Our current procedures are to prepare a receipt for accompanying
filing fees and place the document in our filing system. No review of document
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clerk reviewed the submission for non-compliance and, if defi-
ciencies were found, the Department sent a deficiency letter to
the issuing party.!?® According to an official at the Department
of Corporations, this former procedure revealed deficiencies in
approximately twenty percent of the total small offering exemp-
tion filings.’®® Arguably, the Department allows some similar
percentage of current filings to stand even though they are non-
compliant. The Department should implement a review system
which would discover these non-compliant filings. This ex-
panded review could be achieved by reallocating some personnel
resources currently reviewing permit applications.'?” Without a
review procedure, there is no assurance that issuers are satisfy-
ing the exemption’s requirements.

This opportunity for evading the exemption’s requirements
undermines the policy of protecting the innocent investor. The
likelihood that corporations are issuing section 25102(h) securi-
ties without the required attorney’s opinion'*® vitiates one of
the investor’s principal protections. The investor needs this pro-

content is made.” Letter from James D. Irvin, Cal. Dep’t of Corporations Oper-
ations Officer to author (February 21, 1980) (on file at U.C. Davis L. Rev.).

128 The letter from Mr. Irvin states, “Prior to July, 1979 . . . we reviewed
the document to insure that required information was provided. If data was
omitted, or if there were questions concerning the timely filing of the docu-
ment, a letter was directed to the applicant to advise him/her of such errors.”
Mr. Irvin gave the need to reduce operating expenses as the explanation for
the change in procedure. Id. (A copy of the deficiency letter form which the
Department of Corporations used is on file at the U.C. Davis L. Rev..) The
“effect of such a deficiency finding was to make the status of the issuance as if
the filing had not been made. Thus, the exemption was not available at the
time of the deficient filing,

12¢ Letter from Don Loffing, Program Technician, Dep’t of Corporations to
author (on file at U.C. Davis L. Rev.). The percentage figure is based on an
estimate from filings with the San Francisco office of the Department of Cor-
porations. Mr. Loffing states that the most common deficiencies were “date of
execution, place of execution, 10 day filing, and signature of counsel omitted.”
Id. While not a formal study, this letter does give some indication of the fre-
quency of non-compliant filings.

These omissions are serious deviations from the exemption’s requirements.
The counsel’s opinion is a substantive guarentee of the exemption. Likewise, a
violation of the ten day filing period is a substantive non-compliance with the
statutory scheme. This could allow stock to be issued long before there was any
attempt to conform to the legislated requirements of the exemption.

127 See note 137 and accompanying text infra.

128 See note 126 supra.
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tection. It can only be realized by ensuring that the issuance
meets the substantive requirements of the exemption. The attor-
ney’s opinion is the first step in this process. A review system
would further ensure that the exemption’s safeguards are com-
plied with.

A review procedure will also benefit the issuer by helping to
prevent two problems for the non-compliant issuer. First, a non-
compliant issuer is exposed to liability from any person acquir-
ing the securities from the issuer.'*® Second, an issuer will face
time-consuming and costly procedures to cure non-compliance
later.'®*® The issuer may need to cure the non-compliance, for ex-
ample, should it later want to merge the corporation with an-
other. Issuers can avoid both of these problems if the Corpora-
tions Department informs them of any deficiencies under the
exemption at the time of filing. The Department must set up a
review to uncover such deficiencies.

III. PRroOPOSALS

The small offering exemption is a major part of the California
securities regulation scheme. Unfortunately, section 25102(h) in-
hibits realization of the statute’s objectives. At the same time,

129 An improperly exempted issue would not meet the requirements for qual-
ification. See text accompanying notes 22-46 supra, for a discussion of the
qualification requirements. Securities issued without having been qualified ex-
pose the issuer to specified liabilities. The purchaser may rescind the transac-
tion and recover his/her consideration plus interest. If (s)he has disposed of
the securities, (s)he may recover the difference between (a) his/her purchase
price or the value of the consideration given, plus interest and (b) the securi-
ties’ value when disposed of plus any income received. There is no liability to
subsequent purchasers of the securities. Their cause of action would be against
their vendor. CaL. Core, Cobe § 25503 (West 1977). See 1 H. MarsH & R.
VoOLK, supra note 1, at § 14.06(4).

130 There are two ways of curing non-compliance. One is to let the statute of
limitation run out. The statute of limitation for a violation of the qualification
requirements is either two years from the time of actual violation or one year
from the discovery by the plaintiff of the violation, whichever comes first. CAL.
Corp. CobE § 25507(a)(West 1977). The alternative method of curing non-com-
pliance is a repurchase offer and resale. Id. § 25507(b) & (c). Under this proce-
dure, the issuing corporation makes a written offer to the shareholders stating
the respect in which liability may have arisen and offering to repurchase the
securities. The code imposes certain conditions on this offer. Id. The corpora-
tion may then re-issue the shares to the same issuees, either under § 25102(h)
(if the deficiency can be cured) or through qualification.
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the lack of a review system nullifies the exemption’s protective
measures. The legislature should change the statutory language;
the Department of Corporations should revise the administra-
tive regulations and its administration of the exemption. All
these changes should make section 25102(h) more harmonious
with the needs of small issuers, while protecting the inves-
tor.13!

All the proposed changes, except the governmental review,
will expand the small issuer’s ability to use the exemption. The
current exemption contains six important safeguards which en-
able these changes to be made without leaving the investor un-
protected. First, because all shares must be voting common
stock, the statute ensures that investors will have some voice in
selecting those who run the corporation. Second, California’s
unique’®? opinion of counsel requirement ensures!?® that an at-
torney, under threat of personal liability,’s* will review the

131 These changes, briefly, are (1) to raise the number of allowable share-
holders from 10 to 25; (2) to allow close corporations with shareholder agree-
ments to utilize the § 25102(h) exemption; (3) to conform the small offering
exemption’s method of counting shareholders to that of § 158; (4) to add an
additional consideration alternative where all shareholders consent to the ar-
rangement; and (5) to reinstitute the review by the Dep’t of Corporations of §
25102(h) notices. See text accompanying notes 136-147 infra, for the discussion
of these proposals.

133 The opinion of counsel requirement is the only one if its kind in any
state’s analogous limited offering exemption. For a complete list of all states’
limited offering exemptions, see note 87 supra.

133 Clearly, the attorney’s opinion ensures this review only if it is .actually
signed. The review procedure proposed here would help secure this
compliance.

134 There might be attorney liability to the issuer or to the issuee. The issuer
might sue, for example, if the exemption were actually unavailable despite the
attorney’s opinion. The purchasers could rescind the transaction {see note 129
supra) and the issuer could have a cause of action against the attorney for
breach of duty. The standard of care which the attorney would be held to
might be higher than if there were no counsel opinion requirement in the ex-
emption. This is because (s)he signed a statement specifically saying that the
exemption was available. See generally, Ziskin, California’s Expanded Close-
Corporation Exemption and the Lawyer’s Role Thereunder, 49 CAL. St. BAR.
J. 248 (1974).

The issuee might sue the attorney if the exemption were subsequently found
to be unavailable. This would leave the stock unqualified and unexempted.
The rule for attorney malpractice liability to third parties in California was set
down in Biakanja v. Irving, 49 Cal. 2d 647, 320 P.2d 16 (1958) and Lucas v.
Hamm, 56 Cal. 2d 583, 364 P.2d 685, 15 Cal. Rptr. 821 (1961). A full discussion
of this point is beyond the scope of this comment.
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transaction. Third, the transfer restrictions give the Commis-
sioner limited control over the transactions subsequent to the
stock’s issuance. They help ensure that issuees are purchasing
for investment rather than resale,'*® while protecting subsequent
purchasers. Fourth, the advertising and selling expense prohibi-
tions control the manner of distribution. Fifth, the restriction on
promotional consideration limits the benefit that the corpora-
tion’s founders or organizers can derive from such endeavors.
This ensures that such persons will not take advantage of their
position to gain a disproportionately large corporate interest rel-
ative to the other shareholders. Sixth, the Commissioner’s re-
view of the filing provides adequate assurance of an issuer’s
compliance with the exemption’s requirements. This review in-
creases the effectiveness of all of the exemption’s safeguards.
The safeguards’ protective qualities allow the enactment of
the proposals. Generally, no single safeguard is more critical
than any other for a given proposal.’*¢ Each safeguard will play
some role in protecting the investor. For example, many safe-
guards are important if the legislature adopts the full consent
exception to the consideration requirements. Should the issue be
non-compliant, the fact that the signing attorney is available as
a party in a civil suit will help protect the new investor. The
voting common stock requirement gives shareholders a voice in
corporate control. The Commissioner’s review ensures that an is-
suance under the new consideration category will not fail be-
cause of non-compliance with the exemption requirements. Such
safeguards protect the investor, allowing implementation of the
proposals without sacrificing the exemption’s protective goal.
The legislature should amend section 25102(h) to increase the
maximum number of shareholders from ten to twenty-five.'*”

138 Jf the purchaser sells quickly, (s)he is acting as an underwriter. (S)he is
possibly reaping short-term profits which could have been received by the cor-
poration had the shares been purchased by someone buying for investment.
The issuing corporation may thus not be getting full value for the issued secur-
ities when they are purchased for resale.

12¢ However, there is one case where this is not true. The voting common
stock requirement is an important safeguard for allowing an increase in the
number of shareholders. It ensures that each shareholder will have a voice in
corporate control, even with the larger number of possible shareholders.

137 California raised this limit once before. In 1973, the legislature raised it
from five to ten. See note 83 supra. Raising the number under § 25102(h)
could be done in conjunction with raising the number of owners allowed under
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This would give the small issuer a large investment pool and
ease problems of capital formation for the small business. As an
added benefit, this change would free Corporations Department
resources from reviewing otherwise eligible qualification applica-
tions with eleven to twenty-five shareholders. These resources
could then be utilized to provide review of the section 25102(h)
notices filed with the Department.'*® The safeguards of the ex-
emption,'®*® especially the voting common stock requirements,
adequately protect the increased number of investors.

The purpose underlying the exemption will also be furthered

close corporation status. This would keep these numbers the same, thus pro-
viding coordination between these two sections.

The merits of raising the number of shareholders allowed under § 158 (a) are
beyond the scope of this comment. However, the limit of 10 shareholders for
California closed corporations has been criticized. One commentator called the
limit to 10 shareholders for close corporations “the most troublesome of the
statutory requirements’ and “is the lowest of any statute, and is in fact highly
restrictive.” S. SIEGEL, CURRENT PROBLEMS IN CORPORATIONS AND FINANCE 14 -
(Cal. Cont. Bar Educ. 1977). For example, Texas close corporations can have
up to 35 shareholders. TeEx. Bus. Corr. AcT ANN. art 2.30-1(A)(4) (Vernon
Supp. 1980). Close corporations in Pennsylvania and Delaware can have up to
30 shareholders. Pa. StaT. ANN. tit. 15, § 1372A(1) (Purdon Supp. 1979-80);
DEeL. CobE ANN. tit. 8, § 342(a)(1) (1975).

138 When the number of allowable shareholders was raised from five to ten,
the number of qualifications declined. The change was effective January 1,
1974. :

1971 1972 1973 1974 1975 1976

Total Qualifications

Issued or Effective 7,619 7,907 6,806 5,469 4,905 5,080
Total § 25102(h)
Notices Filed 13,784 15,090 15,897 16,057 16,049 19,474

Source: Dept. of Corporations Reports of Activities for January 1, 1973 to June
30, 1973; July 1, 1973 to December 31, 1973; January 1, 1975 to June 30, 1975;
July 1, 1975 to December 31, 1975; Januray 1, 1978 to June 30, 1978; and July
1, 1978 to December 31, 1978.

This is a total of 22,332 qualifications for the three years before the change and
15,454 for the three years after the change, or a 30.8% decline. A similar effect
would be expected in raising the allowable level from 10 to 25, though perhaps
not as great. Other factors, such as prevailing economic conditions, may have
contributed to this decline. However, the number of § 25102(h) filings rose
from 44,771 for the three years befor the change to 51,590 for the three years
after the change, or a 15.2% increase. This may indicate that some of those
who would have had to qualify before the change were able to utilize
§ 25102(h) after the change.

120 See text accompanying notes 131-135 supra.
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by abandoning the Commissioner’s position that shareholders
agreements varying rights among shareholders constitute a sec-
ond class of stock.*® Currently, if a prohibited shareholder
agreement is necessary for corporate management reasons, sec-
tion 25102(h) prohibits a § 158 corporation from issuing ex-
empted stock. The Commissioner should promulgate an admin-
istrative ruling explicitly allowing such arrangements. The ruling
will enable more close corporations to issue stock under
§ 25102(h). This result will further realization of the statutory
objective of enhancing small business’ ability to issue securities.

Further, the Commissioner should amend the administrative
code'*! to conform the methods of counting shareholders under
the small offering exemption to those of the close corporation.
For example, a partnership would then count as one share-
holder, unless the partnership were formed to acquire the
shares. This change would result in less confusion and less attor-
ney time spent in conforming to the law. The change supports
the exemption’s policy of encouraging the small business to issue
securities. It would still prevent the circumvention of the numer-
ical limit, since the close corporation provision precludes
purchase by ownership entities set up for the purpose of acquir-
ing shares, 4 ‘

Additionally, the legislature should add an exception to the
consideration restrictions where all shareholders consent to such
an arrangement. The current consideration provisions unneces-
sarily foreclose the exemption’s use in many typical small busi-
ness situations.!*® Therefore, the legislature should amend sec-
tion 25102(h) by adding a fifth alternative to the types of
eligible consideration which states: “any legal consideration
where consent in writing by all shareholders is transmitted to
the Commissioner within ten days of receipt of such considera-
tion.” This addition would allow many currently ineligible small
businesses to utilize the exemption.

An analogous consent arrangement exists in section 25102(h)’s
existing consideration restrictions. Where a corporation with
outstanding securities issues stock, it can issue more shares for

¢ Cal. Admin. Code, tit. 10, § 260.102.4. See text accompanying notes 96-
102 supra.

11 See Cal. Admin. Code, tit. 10, § 260.102.5.

12 See text accompanying notes 88-95 supra.

143 See text accompanying notes 109-123 supra.
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cash to existing shareholders.’** All existing shareholders must
approve the sale in writing.!*® The dilution effect on shareholder
interest will be the same whether the shares are issued to new or
existing shareholders. There is no justifiable basis for distin-
guishing between these two cases where the shareholders give
full written consent.'*® Such a “full consent exception” will allow
use of the small offering exemption in situations where the is-
suer cannot meet the existing consideration restrictions. The ex-
ception would afford investor protection by giving shareholders
veto power over the corporation’s securities sales.

Another needed change involves implementing a review proce-
dure for section 25102(h) filing. The system as it now stands
leaves the investor without the protection of the statutory
scheme because the Commissioner may not detect non-compli-
ance. Consequently, there is an increased likelihood of non-com-
plaint filings by issuers. Where an issuer does not adhere to the
exemption’s safeguards, section 25102(h)’s goal of protecting in-
nocent investors is frustrated. The Department of Corporations
should institute an effective review system.!*” The Department
- should return to the previous practice of reviewing each notice
upon arrival. A clerk should check each notice for errors and
ommissions. The Department should then send out deficiency

14¢ CaL. Corp. CopkE § 25102(h)(3)(iii)) (West 1977).

s Id. )

146 Promotional shares should be allowed under the proposed full consent
exception in accordance with the guidelines currently set forth for such shares
in qualified transactions. Cal. Admin. Code, tit. 10, § 260.140.31.

“In connection with the financing of an unseasoned corporation, a

number of promotional shares (considered in conjunction with any

selling expense paid to promoters) may be issued which is not un-

reasonable. A number of promotional shares which does not exceed

25 percent of all the common shares issued and proposed to be is-

sued by the corporation is presumptively reasonable. However, ad-

ditional promotional shares may be authorized in light of the ser-

vices rendered and other consideration given to the corproation by

the promoters, the nature and circumstances of the business enter-

prise being promoted, and the identify of the investors. Normally,

no promotional shares may be issued in connection with the financ-

ing of a seasoned corporation.”
Id. Since, under the § 25102(h) procedure, there is no review to determine the
reasonableness of the arrangement, the Commissioner should promulgate an
administrative ruling under the full consent exception limiting promotional
consideration to 25% of the shares issued and proposed to be issued.

17 See text accompanying notes 124-130 supra.
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letters for those filings which evidence non-compliance. This
would alleviate the problems caused by the current lack of re-
view-and enhance the protection of investors.

A necessary drawback of the increased review is the potential
increased cost to the Corporations Department. As stated ear-
lier, this increased cost will be offset with the implementation of
an increase in the allowable shareholders to twenty-five. The
Commissioner should allocate personnel formerly reviewing the
qualification applications with eleven to twenty-five sharehold-
ers'*® to review the section 25102(h) filings.

These proposed changes should carefully re-strike the balance
between enhancing small business’ ability to issue shares and
protecting the investor. For example, the proposed increase in
the number of shareholders enhances small business’ ability to
issue more shares. The proposed change ensuring that ownership
entities are not established for the purpose of acquiring shares
balances the proposed increase in shares. This proposed change,
coupled with existing safeguards, will serve to protect the inves-
tor. If only the shareholder increase change were made, the stat-
ute would fail to delicately balance these interests. Accordingly,
the changes are a comprehensive package which should be
adopted in its entirety.

CONCLUSION

California enacted a new securities law in 1968. As part of this
new law, the state created the small offering exemption to re-
lieve small securities issues from the rigors of qualification. The
legislature designed section 25102(h) to aid the small issuer of
securities while protecting the innocent investor. Yet, in many
situations, the exemption hinders small businesses trying to is-
sue securities. As a result, the law either forces the small issuer
to qualify the issue, with additional expenditure of time and
money, or prevents the small issuer from raising money through
securities issuance. Moreover, the current absence of any review
procedure jeopardizes the investor safeguards contained in the
exemption.

The legislature and the Corporations Commissioner need to
expand the usefulness of the exemption through needed changes

148 This would include, of course, dnly those who meet the other provisions
of section 25102(h).
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in the exemption and its administration. The legislature should
amend the statute to increase the number of allowable share-
holders and add a new category of eligible consideration. The
legislature and the Commissioner should conform the exemp-
tion’s methods of counting shareholders to that of the close cor-
poration provision. The Corporations Commissioner needs to es-
tablish a system for reviewing section 25102(h) filings. Addition-
ally, the Commissioner should change the Administration Code
to allow close corporations with certain shareholders agreements
to use the exemption. The exemption’s existing safeguards
should be kept intact. These changes should facilitate small bus-
iness capital formation while ensuring protection of the investor.

Mark Steven Finkel
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