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Date of Hearing: April 18, 2016

ASSEMBLY COMMITTEE ON BANKING AND FINANCE
Matthew Dababneh, Chair
AB 2751 (Brown) — As Introduced February 19, 2016

SUBJECT: Securities: qualification: exemptions

SUMMARY: Authorizes three new securities permitting exgoms under California's
Corporate Securities Law of 1968. Specificalihyis bill:

1) Exempts from state securities permitting laws &the following:

a) Any offer or sale of any security that meets edctme following criteria:

)

Vi)

The aggregate amount of securities sold to alllmsers by the issuer within any 12-
month period does not exceed $500,000.

Sales to non-accredited investors are capped @0®1n the aggregate during a 12-
month period, or a greater amount determined by tramissioner of the
Department of Business Oversight (DBO).

Sales to accredited investors are capped at 5#eadhvestor's net worth in the
aggregate during a 12 month-period.

Issuers may advertise the offering to Californiestors only, unless the offering
complies with the securities laws of other jurisidies. Issuers must take steps to
ensure that any public advertising indicates thatdffering is directed at California
residents, or that any solicitations made to nodegegs of California comply with
applicable laws of other individual states andiméted States.

Specifies that this exemption is unavailable if ggier fails to file the notice within
a time period determined by the Commissioner.

The issuer provides to DBO and purchasers and nakakble to potential
purchasers, all of the following:

(1) A cover sheet containing all of the following staents, in bold typeface no
smaller than 12-point type: “Investment in a srhaisiness is often risky. You
should not invest any funds in this offering unlgea can afford to lose your
entire investment.

Potential purchasers should review information allo enterprise and offering,
and consider the terms and risks of this offeriafpke investing. After reviewing
the financial information, description of the buess, activities, risk factors, and
development timeline, potential purchasers shooitsicler whether success of
the enterprise is realistic.

No government regulator is recommending these gessur No government
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regulator has verified that this document is adeuoa determined that it is
adequate. No government regulator has recommeordgiden approval to, any
person, security, or transaction associated withdfiering.”

(2) The issuer’s street address; telephone numbemmpépscontact with respect to
the offering; type of securities offered; finandiatms of the offering; the
minimum amount the issuer is seeking to raise;sarijgtion of the business of the
issuer and how the issuer plans to carry out tigsiies; a budget for the use of
proceeds of the offering; a list of the factorsigsier considers to be the most
significant risks to an investor; and a descriptiorchronological order, or the
steps management intends to take to achieve, nmgiotamprove profitability
during the 36 months following receipt of the ofifer proceeds.

(3) Income tax returns filed by the issuer for the miesent completed year, if any.
(4) Specified financial statements of the issuer, megban accordance with generally
accepted accounting principles, and certified leyghncipal executive officer of

the issuer to be true and complete in all mateeispbects.

(5) A written statement of information about any matklegal proceedings involving
the company or its officers and directors.

vii) Issuers may not utilize the exemption to raise fufod an enterprise dependent on the

creation of a product or technology for which ntyféunctional prototype has been
made in advance of the public offering of secusitidny fully functional prototype
must be demonstrated in person to any potentialstov upon request, as specified.

viii)  Provides a "bad actor" disqualification.

b) Any offer or sale of any security in a transactibat meets each of the following criteria:

)

i)

ii)

The aggregate amount of securities sold to alllmsers by the issuer within any 12-
month period does not exceed $2 million.

At least 75 percent of amounts raised through ffeging will be reserved or

allocated to any of the following for agricultugalirposes: purchase of fee title to real
property, lease of 30 years or more of real prgpeudrchase of an easement on real
property, construction of real property, or impronent to real property.

The issuer is an agricultural enterprise that igntg-controlled by one or more
individuals who will actively farm the agriculturknd to be purchased, leased, or
improved and who plan to be actively engaged iratjrecultural enterprise, the
issuer is a nonprofit public benefit corporationtlte issuer is majority-controlled by
a nonprofit public benefit corporation.

Sales to non-accredited investors are cappedregre$2,000 or $5,000, depending on
whether the purchaser signs a statement verifyiagthey have a minimum annual
gross income of $100,000 or a minimum net wortB280,000, exclusive of home,
home furnishings, and automobiles. Sales to aterkthvestors are capped at 5% of
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the investor's net worth. The Commissioner of DB@llowed to authorize greater
purchase amounts for non-accredited investors leyaruorder.

V) Issuers may advertise the offering to Californaestors only, unless the offering
complies with the securities laws of other jurisidios. Issuers must take steps to
ensure that any public advertising indicates thatdffering is directed at California
residents, or that any solicitations made to nodegegs of California comply with
applicable laws of other individual states andiméted States.

vi) Requires the issuer to set aside in a separateghity escrow account all funds
raised as part of the offering, to be held in esanatil the issuer has entered into a
contract to purchase a property, easement, or e or to lease land. If the issuer
does not enter into such a contract within 2 yeéthe effective date of the offering,
the issuer shall return all funds to the purchas@nsly applies to the purchase of
farmland equipment or easements where the costraes<ceed $100,000.

vii) The issuer provides to DBO and purchasers and naakakable to potential
purchasers, all of the following:

(1) A cover sheet containing all of the following stagnts, in bold typeface no
smaller than 12-point type: “Investment in a srhaisiness is often risky. You
should not invest any funds in this offering unlgea can afford to lose your
entire investment.

Potential purchasers should review information &l enterprise and offering,
and consider the terms and risks of this offeriaefpke investing. After reviewing
the financial information, description of the buess, activities, risk factors, and
development time line, potential purchasers shoaltsider whether success of
the enterprise is realistic.

No government regulator is recommending these gessur No government
regulator has verified that this document is adeuoa determined that it is
adequate. No government regulation has recommesrdgigtlen approval to, any
person, security, or transaction associated withdfiering.”

If the issuer is conducting the offering to raisermay for the purchase of
farmland, the cover sheet must also state, “Thepemy described in this
disclosure form is seeking to purchase farmlaridhe sum of the investment
commitments received by the company does not antoumsum sufficient to
purchase farmland by [insert date two years akgirining of offering], your
investment in the company will be returned to ytiare60 days to the most recent
address provided.”

(2) The issuer’s street address, telephone numbemp&rontact with respect to
the offering, type of securities offered, finandems of the offering, the
minimum amount the issuer is seeking to raise sarif@ion of the business of the
issuer and how the issuer plans to carry out tigsies, a budget for the use of
proceeds of the offering, a list of the factorsidsaier considers to be the most
significant risks to an investor, and a descriptiarchronological order, or the
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steps management intends to take to achieve, nmgintamprove profitability
during the 36 months following receipt of the oiffigy proceeds.

(3) If the intended use of proceeds of the offering purchase real property, and the
particular property to be purchased has been ftknhta description and address
of the property, an appraisal completed withinl&se year, and a description of
all improvements to be made on the property in oraenake it viable for
agricultural use. If the property to be purchasas not been identified, a
description of the size, location, estimated castsl, characteristics of the
property the issuer is seeking.

(4) Income tax returns filed by the issuer for the mesently completed year, if any.

(5) Specified financial statements of the issuer, pegban accordance with generally
accepted accounting principles, and certified leyghncipal executive officer of
the issuer to be true and complete in all mateeispbects.

(6) A written statement of information about any matklegal proceedings involving
the company or its officers and directors.

Issuers may not utilize the exemption to raise fuiod an enterprise dependent
on the creation of a product or technology for who fully functional prototype has
been made in advance of the public offering of sges. Any fully functional
prototype must be demonstrated in person to argnpiat investor upon request, as
specified.

ix) Provides a "bad actor" disqualification.

c) Any offer or sale of any security in a transactibat meets each of the following criteria:

)

At least 75 percent of amounts raised through ffeging will be reserved or
allocated to the purchase of solar photovoltaiemwind turbines, equipment
necessary for the generation, storage, and trasgmisf energy generated by the
solar panels or wind turbines, or any labor neggdsanstall solar panels, wind
turbines, or any of the equipment necessary fogémeration, storage, and
transmission of energy generated by solar paneisrat turbines.

The issuer meets any of the following qualificaion

(1) The issuer is a cooperative corporation or a nditpratual benefit corporation
with the purpose of developing and operating onmare facilities to generate
electricity for its members to install solar pan@isvind turbines for its members,
either by selling or leasing panels to membersp @rrange or allocate net
metering credits among members.

(2) The issuer is a nonprofit public benefit corpomatexempt from federal income
taxation pursuant to Sections 501(c)(3) or 501ja){4he Internal Revenue Code
and is purchasing solar panels or wind turbinemarily to meet the energy needs
of the corporation.
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(3) The issuer is a cooperative corporation that isaipd on a cooperative basis in
accordance with Subchapter T of the Internal Regé€bade and the issuer is
purchasing solar panels or wind turbines primaolyneet the energy needs of the
corporation.

(4) The issuer is a California nonprofit public benebtporation, mutual benefit
corporation, or cooperative with the purpose ofedi@ing and operating one or
more facilities to generate electricity in a singeinty and intended customers
within that county, or within a similarly limitedeggraphic area approved by the
Commissioner.

(5) The issuer is an entity owned or entirely contbly tenants in multitenant
housing, and the issuer has entered into a conttitttcthe owner of the property
to install solar panels on the property on whidahttultitenant housing is located.

The aggregate amount of securities sold to allmsers by the issuer within any 12-
month period does not exceed $2 million.

Issuers may advertise the offering to Californiestors only, unless the offering
complies with the securities laws of other jurisidios. Issuers must take steps to
ensure that any public advertising indicates thataffering is directed at California
residents, or that any solicitations made to nodesgs of California comply with
applicable laws of other individual states andmied States.

Sales to non-accredited investors are cappedrere2,000 or $5,000, depending on
whether the purchaser signs a statement verifyiagthey have a minimum annual
gross income of $100,000 or a minimum net wort2d0,000, exclusive of home,
home furnishings, and automobiles. Sales to atecethvestors are capped at 5% of
the investor's net worth. The Commissioner of DB@uthorized to authorize greater
purchase amounts by rule or order.

The issuer provides to DBO and purchasers and nakaeksble to potential
purchasers, all of the following:

(1) A cover sheet containing all of the following staents, in bold typeface no
smaller than 12-point type: “Investment in a srbaisiness is often risky. You
should not invest any funds in this offering unlgsa can afford to lose your
entire investment.

Potential purchasers should review information allo enterprise and offering,
and consider the terms and risks of this offeriefpke investing. After reviewing
the financial information, description of the buess, activities, risk factors, and
development time line, potential purchasers shoaltsider whether success of
the enterprise is realistic.

No government regulator is recommending these gesur No government
regulator has verified that this document is adeuoa determined that it is
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adequate. No government regulator has or recomadenidgiven approval to,
any person, security, or transaction associatdd this offering.”

(2) The issuer’s street address, telephone numbegQmperontact with respect to
the offering, type of securities offered, finand@ims of the offering, the
minimum amount the issuer is seeking to raise sarif#ion of the business of the
issuer and how the issuer plans to carry out tigsies, a budget for the use of
proceeds of the offering, a list of the factorsidsier considers to be the most
significant risks to an investor, and a descriptio chronological order, or the
steps management intends to take to achieve, nmgiotamprove profitability
during the 36 months following receipt of the ofifey proceeds.

(3) Specified financial statements of the issuer, megban accordance with generally
accepted accounting principles, and certified leyghncipal executive officer of
the issuer to be true and complete in all mateeispbects.

vii) Issuers may not utilize the exemption to raise fufd an enterprise dependent on the
creation of a product or technology for which niiyffunctional prototype has been
made in advance of the public offering of secusitidny fully functional prototype
must be demonstrated in person to any potentiaisitov upon request, as specified.

viii)  Provides a "bad actor" disqualification.

Expands an existing exemption for nonprofit orgatians to include debt securities, not just
equity securities.

EXISTING FEDERAL LAW:

1)

2)

Provide for the Securities Act of 1933, which eBtdies a framework for regulating the offer and
sale of securities and ensuring the protectiomeéstors that purchase those securities. Generally
speaking, the Securities Act of 1933 requires ffer or sale of all securities to be registerechwit
the Securities and Exchange Commission (SEC) abd &tructured as prescribed in federal law
and regulation, unless the offer or sale is coveredn exemption. This federal act also require
those who offer (i.e., market) and sell securiteebe licensed as investment advisers or broker-
dealers, unless either the transaction or theigcbeing undertaken is exempt.

Provides for Regulation D, one of the regulatioreulgated by the SEC to implement the
Securities Act of 1933. Regulation D authorizesg@aes of exemptions from the registration
requirements of the Securities Act of 1933 andudesk eight rules, denoted Rules 501 through 508,
which are codified as 17 CFR 230.501 through 238.50

Rule 501 of Regulation D defines accredited invessés, among other things, financial institutions,
securities broker-dealers, large pension plangaorate entities with assets in excess of $5 million
and other large, financially sophisticated entitids accredited investor also includes:

a) Any natural person whose individual net worth,@nf net worth with that person’s spouse,
exceeds $1 million at the time of their purchaseedfurities, exclusive of their primary
residence; or
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b) Any natural person with an individual income in egs of $200,000 in each of the two most
recent years, or joint income with that person'suse in excess of $300,000 in each of those
years, together with a reasonable expectationamhiag the same income level in the current
year.

3) Provides a “bad actor” disqualification that statesexemption shall be available for a sale
of securities if the issuer; any predecessor ofdbger; any affiliated issuer; any director,
executive officer, other officer participating imet offering, general partner or managing
member of the issuer; any beneficial owner of 20%hmore of the issuer's outstanding voting
equity securities, calculated on the basis of gppiawer; any promoter connected with the
issuer in any capacity at the time of such salg;iavestment manager of an issuer that is a
pooled investment fund; any person that has beevilldoe paid (directly or indirectly)
remuneration for solicitation of purchasers in aaetion with such sale of securities; any
general partner or managing member of any suctsiment manager or solicitor; or any
director, executive officer or other officer paipiating in the offering of any such investment
manager or solicitor or general partner or managiegber of such investment manager or
solicitor:

a) Has been convicted, within ten years before suleh(safive years, in the case of
issuers, their predecessors and affiliated issuefsny felony or misdemeanor, as
specified;

b) Is subject to any order, judgment or decree of@yt of competent jurisdiction, entered
within five years before such sale that, at theetohsuch sale, restrains or enjoins such
person from engaging or continuing to engage incGmgluct or practice, as specified; or,

c) Is subject to a final order of a state securit@smission (or an agency or officer of a
state performing like functions); a state authatfiigt supervises or examines banks,
savings associations, or credit unions; a statgamge commission (or an agency or
officer of a state performing like functions); gopaopriate federal banking agency; the
U.S. Commodity Futures Trading Commission; or tlagidhal Credit Union
Administration that, as specified. [Title 17 ofd&of Federal Regulations (CFR),
Section 230.506, subdivision d]

4) Pursuant to the Jumpstart Our Business Startu@®3y@Act (Public Law 112-106), authorizes the
use of general solicitation and general advertigingertain circumstances not previously
authorized. Title Il of the JOBS Act, operativep®&anber 23, 2013, lifted the restriction against
use of general solicitation and general advertisivten sales are made only to accredited investors
and other requirements are met.

EXISTING STATE LAW:

1) Provides that it is unlawful for any person to offe sell any security in this state, unless
such offering or sale has been qualified by thero@sioner, as specified, or unless the
offering or sale is covered by an express exempl©orporations Code, Section 25110]

2) Provides under the Corporate Securities Law of &8nptions from qualification for
certain securities transactions. [Corporations Codmmencing with Section 25000]
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3) Provides that the Commissioner of DBO shall appdi/eecurities offered or sold in
California. [Corporation Code, Section 25100]

4) Requires all purchasers to have either a preegig@nsonal or business relationship with the
offeror or any of its partners, officers, directorscontrolling persons, or managers (as
appointed or elected by the members) if the offexyarlimited liability company, or by
reason of their business or financial experiendb®business or financial experience of
their professional advisers who are unaffiliatethveind who are not compensated by the
issuer or any affiliate or selling agent of theuess directly or indirectly, could be reasonably
assumed to have the capacity to protect their odarasts in connection with the transaction.
[Corporations Code, Section 25102 (f)]

5) Defines "issuer" as any person who issues or pesptusissue any security, except that:

a) With respect to certificates of deposit, votingstraertificates or collateral-trust
certificates, or with respect to certificates demest or shares in an unincorporated
investment trust not having a board of directorpensons performing similar functions
or of the fixed, restricted management or unit tyjsuer" means the person or persons
performing the acts and assuming the duties of sleppar manager pursuant to the
provisions of the trust or other agreement orurmeent under which the security is
issued. However, with respect to equipment-tragifccates or like securities, "issuer”
means the person by whom the equipment or propettybe used.

b) With respect to certificates of interest or pap@tion in oil, gas or mining titles or leases
or in payments out of production under those titlekeases, "issuer" means the person or
persons in active control of the exploration orelepment of the property who sell those
interests or participations or payments or anyges persons who subdivide and sell
those interests or participations or payments.ddtermination of the person or persons
in active control of the exploration or developmehthe property shall be made on the
basis of the actual relationship of the parties amidon the basis of the legal designation
of a person's interest.

c) With respect to a fractional or pooled interesa matical or life settlement contract,
"issuer" means the person who creates, for theogerpof sale, the fractional or pooled
interest. In the case of a viatical or life settgrcontract that is not fractionalized or
pooled, "issuer" means the person effecting thestretions with the investors in those
contracts.

d) In the case of an unincorporated association whiokides by its articles for limited
liability of any or all of its members, or in thase of a trust, committee, or other legal
entity, the trustees or members thereof shall eahdividually liable as issuers of any
security issued by the association, trust, commitbe other legal entity. [Corporations
Code, Section 25010]

6) Authorizes several exemptions from the requireni@obtain a securities permit from DBO
prior to offering or selling securities in this t&a Two of the most relevant exemptions for
purposes of this bill include Corporations Codeti®as 25102(f) and 25102(n).
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a) 25102(f) provides an exemption for any offer oesafl any security in a transaction that
meets all of the following criteria: i) sales bktsecurity are made to an unlimited
number of accredited investors and up to 35 otkesqms, who are not accredited
investors; ii) all purchasers either have a prestexg personal or business relationship
with the offeror, or can reasonably be assumedate lthe capacity to protect their own
interests in connection with the transaction, kasoa of their business or financial
experience, or the business or financial experiefitieeir professional advisers; iii) each
purchaser represents that he or she is purchasitgsfor her own account, and not with
a view to or for sale in connection with any distiion of the security; and iv) the offer
and sale of the security is not accomplished thindbg publication of any advertisement.

b) 25102(n) provides an exemption for any offer oesdlany security in a transaction that
meets all of the following criteria: i) the issusmot a blind pool issuer, as that term is
defined by the commissioner; ii) sales of secwgitiee made only to qualified purchasers
or other persons the issuer reasonably believies tpualified purchasers; iii) each
purchaser represents that he or she is purchasifgsfor her own account, and not with
a view to or for sale in connection with any distrion of the security; iv) each natural
person purchaser is provided with a disclosurestant that meets the disclosure
requirements of federal Regulation D, at least Business days before they purchase or
commit to purchase the security; v) the offer amlé sf the security is made by way of a
general announcement, whose content is strictlgdanand vi) telephone solicitation by
the issuer is not permitted, until and unless $saer determines that the prospective
purchaser being solicited is a qualified purchaser.

Qualified purchasers are those who meet one or of@everal criteria listed in
subdivision (n). Generally speaking, these catelescribe persons with some degree of
financial sophistication, though the qualified phaser bar is lower than the accredited
investor bar. As an example, an individual is alidjed purchaser if that person
individually, or jointly with their spouse, has ammum net worth of $250,000 and had,
during the immediately preceding tax year, grossiime in excess of $100,000, and
reasonably expects gross income in excess of $0@0ring the current tax year.
Alternately, the term applies to individuals whos@éa minimum net worth of $500,000,
exclusive of their home, home furnishings, and entoiles. Natural persons are limited
to investing no more than 10% of their net wortlamy 25012(n) investment.

FISCAL EFFECT: Unknown.

COMMENTS:

Need for the bill:

According to the sponsor, the Sustainable EconobraesCenter,

"Investors are increasingly interested in putting their money in local, community based
enterprises instead of investing in the stock market through distant financial institutions.
However, California securities law makes it very expensive and time-consuming for a small
business to obtain the permit necessary to legally communicate about its investment needs to a
broad audience. AB 2751 will create modest exemptions from those requirements for small
busi nesses that comply with reasonabl e disclosure requirements and restrictions on the amount
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of money they can accept per year. We are especially excited that the bill recognizes the need to
develop more small-scale farms and community-owned renewable energy enterprisesin
California by designating unique exemptions designed for those types of enterprisesin
particular."

Background:

Under existing law, there are only three ways talifppa securities offering, all of which require
significant review of the offering by either the SBr DBO. Those three ways include
coordination (Corporations Code Section 25211; Ive® offerings registered under the Federal
Securities Act of 1933); notification (Section 222involves securities registered under Section
12 of the Securities Exchange Act of 1934 or investt companies registered under the
Investment Company Act of 1940); and permittingigarous and often costly process in which
applicants apply to DBO for a permit that is gooddne year).

In addition, California provides under specifieccamstances, the ability for an issuer to claim
an exemption without qualification with the DB(Rather than having to qualify with DBO
which can be costly and time consuming, AB 275hta® exemptions from qualification.
Currently, the most widely used exemptions undep@a@tions Code, Section 21502 are:

1) Section 25102(f) "friends & family™:

Under Section 25102(f), which is referred to asltimited Offering Exemption, most issuances
to the company’s founders, as well as friends andlf of any of its directors and officers will
be exempt from the registration requirements off@alia’s securities laws.

The key aspect of this exemption is the existeriegeyior personal or business relationship
between the purchaser of the security (i.e. thestor or lender) and the company’s leadership.
The exemption is destroyed if there are more tfapedple purchasing securities, or if there is
general advertising or publication of the secusitie

2) Section 25102(0) "employees and consultants":

Under Section 25102(0), an issuance of stock optioremployees and consultants is exempt
from the registration requirements of Californiaécurities laws if it satisfies the equivalent
federal exemption under Rule 701 (which does ne¢mipt state securities laws). To satisfy Rule
701, an issuance must be made pursuant to an aupopion plan, and a company cannot issue
more than the greatest of the following in any 1@ath period: $1,000,000, 15% of its total
assets, or 15% of the outstanding amount of tlaatsabf securities.

AB 2751 allows issuers to raise money utilizingiigrof general advertising and general
solicitation from accredited and non-accreditecesters. Under AB 2751, if an issuer wanting
to utilize one of the exemptions under this measugdassuer would have to comply with a set of
specific rules specific to the exemption. This swega places a cap on the total amount that can
be raised and requires specified disclosures tepaaiive investors. The three new exemptions
in this measure include:
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1) Small Investments: Any California business wouldabte to raise up to $500,000 per year.
Non-accredited investors would be limited to inuggno more than $1,000 each in one
offering. Accredited investors would be limited3% of their net worth in an offering.

2) Farms and Agricultural Land Trusts: This bill wowallow a farm enterprise or agricultural
land trust to raise up to $2,000,000 per yeartferpgurchase of land, long-term leasing of
land, purchase of an easement, construction oddadnor improvement of real property to
be used for agriculture purposes. The issuers dkiagxemption must be farmers who will
actively farm the land or issuers must be an afjtical land trust or other nonprofit
organization. Under this exemption, the limits acleindividual's investment amount would
be as follows: Any individual investor could invest to $2,000. An investor could invest up
to $5,000 if the investor has an annual gross ircofrat least $100,000 or a total net worth
of at least $200,00@ccredited investors would be limited to investimymore than 5% of
their net worth.

3) Renewable Energy Projects: Similar to the farmland trust exemption in the previous
paragraph, the bill would allow nonprofits, coofases, and groups of tenants to raise up to
$2,000,000 to purchase solar panels or wind tushialed equipment necessary for the
storage or transmission of the energy producedhiéypanels or turbines. The same limits per
investor as in the farmland exemption above woplalyato these renewable energy projects.

Additionally, this bill would expand an existingemption for nonprofit organizations in
California Corporations Code Section 25100(j) tclude debt securities, not just equity
securities.

Because this measure creates exemptions, the bafrdemplying with these rules specified in
the bill falls directly on the investor rather thidre DBO. Keep in mind, this measure allows
issuers to solicit to both accredited and non-atited investors. Most often, non-accredited
investors are less sophisticated to the rules egulations that should be followed.

Crowdfunding:

Crowdfunding is a collective cooperation of peopl® network and pool their money and
resources together, via the internet, to suppéottsfinitiated by other organizations.
Crowdfunding literally attracts a “crowd” of peopkach of whom takes a small stake in a
business idea by contributing towards an onlinglifug target. Crowdfunding has become a
popular and alternative method of raising finarareaf business, real estate investments, projects
or ideas and has become popularized online by sitels as Kickstarter, Wefunder, Crowdfunder
and RockthePost.

Crowdfunding is a means to raise money by attrgattatively small individual contributions
from a large number of people. In recent yearsydfonding websites have proliferated to raise
funds for charities, artistic endeavors and busieesThese sites did not offer securities, such as
an ownership interest or share of profits in ahess; rather, money was contributed in the form
of donations, or in return for the product beingdea Federal Crowdfunding expands securities
to equity-based crowdfunding. The public mostmfteews crowdfunding as donation based.

General Solicitation & General Advertising:
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As their names imply, general solicitation and gahadvertising are not targeted. They reach
an audience that includes both accredited and noredited investors. According to the SEC,
general solicitation includes advertisements phblisin newspapers and magazines, public
websites, communications broadcasted over televesnol radio, and seminars where attendees
have been invited by general solicitation or gelnadaertising. Use of an unrestricted, and
therefore publicly available, website also congtisugeneral solicitation. General advertising is
general solicitation made by means of an advergsgm

Federal Crowdfunding Act:

On April 5, 2012, President Obama signed landmegislation, H.R. 3606, the JOBS Act. The
JOBS Act makes it easier for startups and smalhlesses to raise funds. This legislation
passed Congress through a 73-26 Senate vote 88@t4l3House vote. As far as, AB 2178 is
concerned, Title 11l of the JOBS Act required tHeCSto develop new rules permitting capital
raising by “crowdfunding.”

In October of 2013, the SEC issued the proposeddftmding rules in a 585 page document.
The SEC struggled to create the final rules thepeeted the flexible and democratic nature of
crowdfunding (which makes it so appealing to vanalt and early stage start-up companies)
while also implementing sufficient regulation tdisey consumer and investor protection critics
who fear that investment crowdfunding is far toeopo abuse and fraud.

On October 30, 2015, the SEC adopted final rulekeuihitle Il of the JOBS Act. The JOBS
Act provided for a new exemption under the Seasitct of 1933 that will permit securities-
based crowdfunding by private companies withouistegng the offering with the SEC. The
final rules become effective in May 2016 except tha forms enabling funding portals to
register with the SEC became effective on Janu@yp@16. Additionally, the SEC staff must
submit a report to the SEC no later than threesyidlowing the effective date of crowdfunding
on the impact of the regulation on capital formatémd investor protection.

Key features of the SEC’s final rules:

« A company will only be able to raise a maximum aggte amount of $1 million through
crowdfunding offerings per 12-month period.

* Companies raising less than $500,000 through cnamdihg within any 12-month period
will need to share financial statements and incéamereturns with their investors and those
raising more than $500,000 will be obligated tovinle audited financial statements to
investors.

* Investors with an annual income or net worth o$ fgmn $100,000 will be permitted to
invest a maximum of $2,000 or 5% of their annuabme or net worth (whichever is
greater) per 12-month period.

e Investors with an annual income or net worth edqoalr greater than $100,000 will be
permitted to invest up to 10% of their annual ineoon net worth (whichever is greater) per
12-month period up to a total maximum of $100,006ecurities.
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* Companies conducting a crowdfunding offering wékx to file certain information with the
SEC, the relevant intermediary facilitating thevedéunding offering and potential investors.

» Private crowdfunding offerings will be conductedksively online through a registered
broker or funding platform (portal). Funding platits will be required to register with the
SEC. Non-US crowdfunding platforms will be abler¢gister with the SEC, subject to an
on-site examination.

» Private crowdfunding offerings will be conductectksively online through broker or
funding platforms developed in partnership with Bieancial Industry Regulatory Authority
(FINRA) and registered with the SEC.

Related L egidation:

AB 2178 (Chiu) creates a new qualification by pemmder California's Corporate Securities
Law of 1968 to allow equity-crowdfunding. Penrglin the Assembly Appropriations
Committee.

Previous L egidlation:

SB 577 (Hueso) (2015 Legislative Session) woulderewthorized three new securities
permitting exemptions, as specified, and increfem $300 to $1,000, the maximum allowable
aggregate investment of any shareholder in shdr@sansumer cooperative corporation or
member in memberships of a consumer cooperatiycation. Died in the Senate Judiciary
Committee.

AB 722 (Perea) (2015 Legislative Session) wouldehavthorized a new form of securities
offering in California to facilitate crowdfundingan alternative to a similar authorization in
federal law under the JOBS Act. Died in the Asslgmippropriations Committee.

AB 2096 (Muratsuchi) (2014 Legislative Session) lgduave created a new way in which a
person seeking to offer or sell securities couldlifutheir offering, by authorizing the
“qualification by notification” of offers or salesf securities advertised by means of general
solicitation and general advertising, as specifibied in the Senate Appropriations Committee.

AB 783 (Daly) (2013 Legislative Session) provideattan issuer can offer or sell securities
using any form of general solicitation or geneitextising. Died in the Assembly Banking and
Finance Committee.

AB 2081 (Allen) (2012 Legislative Session) providlat an issuer can offer or sell securities
using any form of general solicitation or geneilextising. Died on the Senate Floor.

SB 875 (Price) (2010 Legislative Session) wouldehexempted from qualification offerings or
sales of securities using a general solicitatiogesreral advertising, provided the transaction
meets specified requirements, including a requirgrtieat the sales are made to accredited
investors. Died in Senate Banking and Financistitutions.

AB 1644 (Campbell & Briggs) (2001 Legislative Sesgiwould have exempted from
qualification offerings or sales of securities @sangeneral solicitation or general advertising,
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provided the transaction meets specified requiréspaércluding a requirement that the sales are
made to accredited investors. Failed passageserlly Banking and Finance Committee.

Questions & Concerns.

1) The economy is continuing to recover, the unemplayimate is down, the federal
government acted, is there still a need to act statewide level to produce what could be
perceived as "risky" ways to raise capital? Th®.Ureasury gave the California State
Treasurer a total of $168 million in federal furickem the JOBS Act to provide access to
capital to small businesses through the CalifoRolution Control Financing Authority and
the California Infrastructure and Economic DeveleptrBank. The programs guarantee
loans made by banks to small businesses that ageoouldn’t be made either for lack of
collateral or lack of credit history. Californiageived more money than any other state with
the final $57 million provided in August, 2015. reAsmall businesses capitalizing on these
funds?

2) In the committee background received, it state® 2X51 seeks to provide opportunity for
entrepreneurs and investors who are more comfertaith more personalized
communication methods compared to a website. nmesavestment offerings we believe
that more open and personalized communication dppities may enhance consumer
protection because it would allow an investor amdegpreneur to develop more of a
relationship before the investor makes an investrdecdsion. Furthermore, it would enable
investment offerings to be made at meetings of canmiy groups that focus on local
investing, where investors often discuss offeriag@ngst each other in a supportive
environment among peers where they can learn famh ether and are more likely to detect
suspicious activity before investments are madéls statement goes against all the
protections that the SEC created around the JOB&%well as current state law. How are
the current securities exemptions insufficient sy should California open up the
floodgates to allow issuers to solicit accreditad aon-accredited investors to invest in farm
land or renewable energy projects?

3) This measure lacks investor protections and if sstbm its current form, would leave
Californians vulnerable to potential bad actors ttuthe limited oversight over these types
of securities transactions. This measure hasmitslion general solicitation and general
advertising; therefore, an issuer could go doatdor. Due to all of the historic changes
made surrounding securities, why does Californedredditional exemptions now, which
could potentially lead to fraud and taking thousaftdm consumers with little recourse?

Recommended Amendments:

This committee recently heard and passed out AB 2dhich created a new permit process for
crowdfunding. This measure also tries to implenzenéw crowdfunding process by way of a
securities exemption. Based on the recent andostiypg action by this committee on AB 2178,
the committee is recommending deleting from thissoee the general exemption due to the
similar intent and nature. In addition, AB 2178read more investor protections and vetting
process through DBO rather than a pure exemptighigsneasure attempts.

1) On page 26, delete (r) starting on line 22- to p2@dine 2.



REGISTERED SUPPORT / OPPOSITION:

Support

California Farmlink

Cutting Edge Capital

Food Access Coalition
Greenhorns

Humboldt Food Policy Council
Local Clean Energy Alliance
New Hope Farms

Peak Agency

Roots of Change

Slow Money South Bay
Sustainable Economies Law Center
The Farmers Guild

4 Individuals

Opposition

Public Investors Arbitration Bar Association (PIABA

AnalysisPrepared by: Kathleen O'Malley / B. & F. / (916) 319-3081
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