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CASE NO. AB5862%9

TED E. BURKE; MICHAEL R. and
DEPT NO. XIIT

LAURETTA L. KEHOE; JOHN BERTOLDO;
PAUL BARNARD; EDDY KRAVETZ; JACKIE
& FRED KRAVETZ; STEVE FRANKS;

PAULA MARIA BARNARD; PETE T. and
LISA A, PREEMAN; LEON GOLDEN;

C.A. MURFF; GERDA FERN BILLBE;

BOB and ROBYN TRESKA;

MICHAEL RANDOLPH; and FREDERICK

WILLIS,

MOTION FOR SANCTIONS
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LARRY H. HAHN, individually, and
as Pregident and Treasurer of
Kokoweef, 1Inc., and former
Pregident and Treasurer of
Explorations Incorporated of
Nevada; HAHN'S WORLD OF SURPLUS,
INC., a Nevada corporation;
PATRICK C.CLARY, an individual;
DOES 1 through 100, inclusive;

Defendants,

and
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KOKOWEELR, INC., a Nevada
corporation; EXPLORATIONS
INCORPORATED OF NEVADA, &
dissolved corporation,

Nominal Defendants.
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Defendant Patrick C. Clary (“the Movant”) moves the Court for an

Order granting sancticns 1in faver of the Movant and against the

Plaintiffs and theilr attorneys of record for their viclation of Rule
11 of the Nevada Rules of Civil Procedure in their so-called Verified
’Derivative Pirst Amended Complaint filed herein on September 22, 2008,
This Motion isg made and based on all the pleadings and documents

onn file herein, the Memorandum of Points and Authoritiez in sUpport

hereof, and the. Affidavit of Patrick C. Clary attached hereto as

Exhibit A and incorporated herein by this reference.

PATRICK C CLARY, CHARTERED
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Aba%rlck C. Clary //

Attornevs for Defendant“"’/

Patrick C. Clary

NOTICE OF MOTION

.
|
f

T0: The above-named Plaintiffs and theixr Attofneys:

NOTICE IS HEREEY GIVEN that the hearing on above and foregoing
Motion for Sanctions will be held in Dept. XIII of the above-entitled
’Court in the Regional Justice Center, 200 Lewis Avenue, Lasg Vegas,
‘Nevada, on the _| _ day of X)ZﬂﬁmkaAd\‘ , 2008, at the hour of !ii_

I -
| ﬁ% M., or as scon thereafter as counsel can be heard.

DATED this day of Octobexr, 2008
PATRICK C. CLARY, CHARTERED

/ ey
W =N e
By ‘b7.f L \.C, f,f

Eatrlck C. C%{f{ }

ttorneys Ifor Defen
Patrick C. Clary
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MEMORANDUM OF POINTS AND AUTHORITIES

I. Introduction

Rule 11 of the Nevada Rules of Civil Procedure provides in

pertinent part as follows:

{a) Signature. Every pleading, written motion, and other paper
ghould be signed by at least one attorney of record in the
attorney’s individual name.

(b} Representations to court. By present to the court (whether
by seigning, £filing, submitting or later advocating) a
pleading, written motion, or other paper, an attorney
. is certifying that to the best of the person’s nowledge,
information and belief, formed after an ingquiry reasonable

under the circumstances, --

(1) it is not being presented for any ilmproper purpose,
guch as to harass or Lo cause unnecessary delav or
needless increase in the costs of litigation:

(2} the claims, defenses, and other legal contentions
therein are warranted by existing law or by a non-
frivolous argument for the extension, modification, or
reversal of existing law or the establishment of new

law;

(3) the allegations and other factual contentions have
evidentiary support or, if specifically so identified,
are likely to have evidentiary support after a
reasonable opportunity for further investigation or

digcovery.

Sanctions., I1If, after notice and a reasonable opportunity to
regpond, the court determines that subdivision (b) has heen
violated, the court may, subject to the conditions statesd
below, impose an appropriate sanction upon the attorneys,
law firms, or parties that have viclated subdivision (b) or
are responsible for the viclation.

Among the allegations contained in the so-called vVerified

I
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Derivative First Amended Complaint filed herein on September 22, 2008
(“the aAmended Complaint”) relating to the Movant are the following,

11 of which contain false statements, which cannot be proved by

=

=3

credible evidence:

6. Plaintiffs are further informed and believe, and thereon
allege, that the *Plan of Reorganization” between EIN and
KOKOWEEF was a scheme concocted by Defendants HAHN and CLARY to
conceal from the stockholders the Defendants’ sale of

(5]
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unregistered and non-exempt securities 1n violation of NRg

20.460.

15. Defendant CLARY admitted to BURKE at this meeting that
he had concocted the scheme to “reorganize” EIN to exchange
EIN's sghares for KOKOWEEF shares in order to conceal the
illegality of the sale of EIN securities and to conceal these
illegal transactions Irom the shareholders until hopefully the
statute of limitations has lapsed before the shareholders

discovered this securities fraud.

16. During the September 18, 2007 meeting BURKE asked
Defendant CLARY the direct gquestion, “You are general counsel
for KOKOWEEF, Inc., right?” Mr. CLARY responded that in fact he
was general counsel for the corporation and was not acting ag
general counsel for Defendant HAHN. Howgver, gt that =ame
meeting, BURKE expressed his concerns over lmproprieties in the
issuance of securities for EIN and KOKOWEEF, as well as the
corporation’s faillure to maintain adequate financial records and
comply with the Bylaws. In response, attorney CLARY stated that
if something went wrong he would correct it or "make it go
away.” Also, during this meeting, Defendant CLARY informed BURKE
that the issuance of 70,000 shares of stock in KOKOWEEF to BURKE
wag illegal and created a tax liability for BURKE and all octher
shareholders who had been given shares of stock in exchange for
alleged services contributed to the corporation. Defendant CLARY
stated that he wold [sic] inform all of the shareholders that
they needed to file amended tax returns, but the Plaintiffs are
informed and believe, and therecn allege, that as of the date of
filing this action, Defendant CLARY has fLalled to give notice teo

the sharehclders of this tax liability.

18. During the September 28, 2007 meeting Dafendant CLARY
also advised BURKE that the sales of securities in EIN and
KOKOWEEF did not need to be registered with the SEC, because
they fell within an exemption provided by Rule 504 of Regulation
D. However, Plaintiifs are informed and believe, and thereon
allege, that the sale of securities in EIN and KOKOWEEF were not
eligible for the exemption provided by Rule 504 of Regulation D
of the SEC because neither EIN or KOKOWEEF registered the
offering of shares with the 5tate of Nevada or delivered
substantive disclosure documents as required to investors such
as Plaintiffs. Further, neither EIN nor KOKOWEEF filed a Form D
after they first sold thelr securities, which is a requirement
under Rule 504 of Regulation D. Additicnally, Defendant CLARY
advised BURKE that the sale of securities of EIN and KOKOWEERF
ware [gic)] alsce exempt under Nevada securities laws. Howsver,
Plaintiffs are informed and believe , and therecon a2llege, that
these representations were also false in that none of the
transactions complied with the exemptions provided by NRS §5.250

[aic) or NRS §8.530 (sic].

Many of the allegations contained in the Amended Complaint are

1l4-page transcript (“the Transcript”) of a settlement

|
|
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conference (“the Settlement Conference”] held in the Movant’s law
office on September 18, 2008, which has been attached to the original
Complaint and numerous other Court documents filed herein by the
Plaintiffs.

What neither set of the Plaintiffs’ attorneves has revealed is
that the Transcript, which 1g probably inadmissible as evidence in
thisg case, was produced from a hidden recording device that Plaintiff
Ted R. Burke ("Burke”) surreptitiocusly turned on for the meeting
unbeknownst to all the other people at the settlement conference
including Defendant Patrick C. Clary ("Mr. Clary”), acting as general
counsel for Kokoweef, Inc. Obviously, the purpose of making the
recording was to utilize it for the litigation Burke was planning to
file as he has done. See lineg 20-21 on page 8 of the Transcript where
Burke stated to Mr. Clary “I -- I've got bad hearing, so you’ve got
to speak up. I'm Sorry.”

IT. Argument

ZA. The Amended Complaint against Clary has been brought for an
improper purpose.

Ag the record shows in the above-captioned case, the Plaintiffe,
through their ﬁrevious counsel, sought to disgqualify Clary as counsel
for Kokoweef, Inc. on the ground that Clary was a necessary witnesgs
in the case, but the Court correctly denied their motion. Az is shown
in the Affidavit of Patrick C. Clary attached hereto as Exhibit 2
(*the Clary ARffidavit”), they alsc filed a grisvance with the Stare
Baf of Nevada in thelr second attempt to disgualify Mr. Clary. See
paragraph 15 of the Clary Affidavit.

Now they are attempting to disqualify him as counsel by creating

a potential conflict of interest through the false allegations against

L9
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'him, an obviocusly improper purpose that also amounts to harasament of
both Reokoweef, Inc. and Clary and is causing unnecessary delay and
needlegs increase in the costs of the litigation.

B. The Amended Complaint is not warranted by existing law angd
is not legally sustainable.

The Amended Complaint’ (like the original Complaint herein)
purports to be a “Shareholders [sic] Derivative Action” presumably
under Section 41.520 of Nevada Revised Statutes, but is defective in

certain respects. First of all, there is no way that the securitiessg

fraud action which the Plaintififs are attempting to assert “will

benefit the corporation [Kokoweef, Inc.] or its security holders.” NRS&
Section 41.520(3) (&) . Secondly, since Plaintiff Ted R. Burke (“Burke”)
was an officer and director of Kokoweef, Inc. during certain of the

;periods covered by the allegations contained in the Amended Complaint,

both he and the other former director (who 1s not a Plaintiff bur has

!

collaborated with Burke) should have been named as Defendants!

the Movant because it does not properly allege and plead scienter. Ses

paragraph 12 of the Clary Affidavit.

’Finally, the Amended Complaint does not contain a valid claim against
; C. The zallegations and factual contentions in the AAmendéd
Complaint lack evidentiary support and are not likely +o have

evidentiary support after a reasonable opportunit fo fur
¥ PP 2’ r further

investigation or discovery.

The allegations set forth above are untrue as to Mr. Clary and

are neither supported nor supportable by any credible evidence

0

f the Clary

whatgsoever. (See, in particular, paragraphs 8, 10, and 11
affidavit.) Accordingly, the claims for rvelief against Clary contained

in the Amended Complaint, namely the so-called “SECOND CAUSE OF

!
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ACTION, ¥ ®FOURTH CAUSE OF ACTION,” “FIFTH CAUSE OF ACTION,” and “SI¥TH

CAUSE OF ACTION” must fail.

Conclusion

Wwhile the Movant 1is seeking an award of the maximum sanctions
permitted under Rule 11, the Court should be aware that the unfounded
and unprecedented asccusations that the Movant committed securities‘
fraud, which he never has (az get forth in the Clary affidavit
especially including paragraph 9 thereof) are causing and will cause,
if not withdrawn or guickly proved to be false, severe damage to the

. i ) — e 4 . ~ N
profesgional and reputation of the Movant as a respected attorney in

Nevada for 41 years and damage to the good will of the Movant and his

law firm, which is being virtually destroved. {(See paragraph 16 of the

Claxy Affidavit.)

For the reasons set forth above and in the Clary Affidavit, the

foregoing Motion for Sanctions should be granted by the Court.
Regpectfully submitted,

PATRICK C. CLARY, CHARTERED

i s
(Z i’l [/‘/L (j.ﬁ CG /;:('_,f\
4 S

''Patrick C. Clary J

' [

Attorneys for Defendant.
Patrick C. Clary
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RECEIPT IS HEREBY ACKNCOWLEDGED of a copy of the above and

: o 1. - ;s - - Fa ‘L
foregoing Motion for Sanctions, together with the Memorandum of Points

and Authorities in support thereof and the Affidavit of Patrick o
TEa A

s f R P ~

Clary attached thereto as Exhibit A, on this _ day of October,

2008.
ROBERTSON & VICK, LLP

By LJVK
‘L } ¢ :

Attorneys for Plaintiffs

401 North Buffalo Drive, Suite 202

Las Vegag, Nevada 838145




APFIDAVIT OF PRTRICK C. CLARY

STAETE OF NEVADA )
=8.

COUNTY OF CLARK )

I, PATRICK C. CLARY, having been first duly sworn, upon my

ocath, deposge and state as follows:

1. I am a named Defendant in my individual capacityv in the so-

called Verified Derivative First 2Amended Complaint filed in the

above-captioned case on September 22, 2008 {(“the Amended

Complaint”) . I am also the sole officer, director, and stockholder

of Patrick C. Clary, Chartered, a Nevada professional corpoeration

{("Chartered”), which 1is appearing as ccunsel for me herein.

Chartered is also a partner in Clary Gibson Lowry, LLP, & Nevada -

limited-liability partnership (“the New Law Firm”), the Certificate

of Regigtration of which was filed on August 6, 2008 in the Office

of the Secretary of State of the State of Nevada.

2. I make thisz Affidavit in support of wmy Moticon for

Sanctions, to which this Affidavit is attached as Exhibit A.

3. I have practiced both federal and state securities law for

all but the first vear of the 41 years that I have been admitted to

practice law in Nevada. An article on securities law written by me

appeared in the December 2007 edition of The Communique, the

official publication of the Clark County Bar Association, of which
I am a longtime member, directed to my fellow lawyers and entitled

"Are You Practicing Securities Law and Don’t Know It? If vou don’t

Exhibit A



know, vou precbably are.” A copy of the article 1g attached herstno

as BExhibit 1.

k copy of a Summons, together with a copy of the so-galled

4.
“Werified Derivative First Amended Complaint” {(“the Amanded
Complaint”), was receilved in my office, during my absence

therefrom, on September 26, 2008, suppesedly serving Chartered as

resident agent for so-called Nominal Defendant Xokoweef, Inc.

(“Kokoweef”), which gervice was in violation of Rule 5(b) (1) of the

Nevada Rules of Civil Procedure. On September 29, 2008, another

copy of the Summons and Amended Complaint was served by a process

server on me personally as a new Defendant in the above-captioned

cage.

[

- .

Many of the allegations contained in the Amended Complaint

(“the Transcript”) of s

are based on a 1ll4-page transcript

settlement conference (“the Settlement Conference”) held in my law

office on September 18, 2008. The Transcript was attached to the

original Complaint and numercus other Court documents filed herein

by the Plaintiffe,

§. What neither set of the Plaintiffs’ attorneys has revealed
ig that the Transcript, which is probably inadmissible as evidence

in this case, was produced from a hidden recording device that

Plaintiff Ted R. Burke (“Burke”) surreptitiocusly turned on at the
Settlement Ceonference unbeknownst to all the other people attending

and participating in the same including me, acting as general



counsel for Kokowsef. Obviocusly, the purpogse of makin the

recording was to utilize it in the litigation Burke was planning to

file as he has done. At lines 20-21 on page 8 of the Transcript,

Burke is quoted as stated to me that “I -- I've got bad hearing, so

vou've got to speak up. I'm sorry.”

7. The Transcript itsell, on its face, lacks credibility and

ig highly suspect in certain regpects. For example, on page 18, a
I pay , at

lines 9-10, I am guoted as saying the following: “Then we have a

* which I never would have said; instead I would

jury trial. . .,

have saild that “you don’t get a jury trial.” Similarly, on page 21,

at lines 17, I am guoted ag saying “you didn’t have to worry about
Y

4.

anything that cccurred less then [sic--sholld be 'than’] five year

ago,” when I had to have said “mere than five years ago.”

8. In addition, the Transcript  contains the  word

vindigeernible? 205 times, of which ztatements attributable to me

contain the sgame word at least 68 timeg, and statements

attributable to Burke contain it 28 times! Furthermore, the

Transcript contains references toe an “UNIDENTIFIED SPEAKER” 85

timeg! If Burke did not and deoes not know who the “UNIDENTIFIED

SPERAKER” is, then he 1s probably ungualified to testify as a

witnesgs in this case.

-1

9. Paragraph 6 of the Amended Complaint makes the falsze

accusation that the “Plan of Reorganization,” which is a part of an

Agreement and Plan of Reorganization prepared by me between

(W% )



Kokoweef and Explorations Incorporated of Nevada (“EIN”), which wasg

“wag a schem

m

a Nevada corporation that has since been dissolved,

g8

concocted by Defendant HAHN and CLARY to conceal from th

stockholders the Defendants’ sale of unregistered and non-exempt

securities in viclation of NRS 90.460.7 I can say boeth honestly and

emphatically that there was absolutely no such scheme to conceal

anything from anyone!
10. Paragraph 15 of the Amended Complaint goes con to falsely

allege that “Defendant CLARY admitted to BURKE at this meeting

[meaning the Settlement Conference on September 18, 2008] that he

concocted the scheme to ‘reorganize’ EIN to exchange BEIN'g shares

for XOKCOWEEF shares to conceal the illegality of the szle of EIN

securities and to conceal these illegal transactions from +he

shareholders until hopefully the statute of limitations has lapsed

before the shareholders discovered this securities fraud” {(emphacig

added) . 1 have carefully reread the Transcript, and I have found no
such admnisgion thersin because, in truth and in fact, I never made

any such admissgion.

11. More to the point, I have never committed securities fraud

in my entire 1life, iIncluding the long pericd of time that I have

been a lawyer. The allegations guoted from the Amended Complaint in

the Motion for Sanctions accusing me of misconduct are false and

not basged on any credible evidence whatsoever.

12. In addition, the Amended Complaint ig lacking as a claim



for securities fraud including the reguirement under case law that

leged and pled. Even though the Plaintiifs’ new

I_J

scienter be a
lawyers obviously are lacking in knowledge of the securities laws,
they apparently didn’t even read that portion of the Transcript

found on page 17, at lines 14-19%9, where the following is stated:

MR . HAHN: I don’t think there’'s any criminal --

MR. BURKE: Intent here.

MR, CLARY: Any —- any scienter here on the part of
anybody .

MR. BURKE: )Right )

MR. CLARY: Seienter means criminal intent.

13. Addregsing paragraph 16 of the Amended Complaint, T deny
that I did anything wrong. With regard to the allegation that I
“failed to give notice to the shareholders of this tax liability,”
the authorization and issuance of shares of the common stock of
Kokoweel for service or without consideration were rescinded.

14, Addresgsing paragraph 18 of the Amended Complaint, I have
been advised that the staff of the Securities and Exchange
Commigsion (“the 3EC*) has relaxed the regquiremsnt for fiiing Form
D and that the failure to do so does not relinguish reliance on the

exemption under Rule 504 of Regulation D. Furthermore, again, if

ingiffs’ attorneys had bothered to read that portion of the

[}
i

ct
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ranscript found on page 26, lines 20-21, they would have seen that

(w3

I stated “fortunately, the state [of Nevadal had an exemption for

L



recrganizations,” namely Subsection 17 of Section 90.530 of Nevada

ed SBtatutes, and that I went on to state, on lines 23-25, “you

pay the filing fee and file a form, and I filed the reorganization

agreement, and if they don’t do anything in ten davs, vou-re

exempt . ”
15. Furthermore, the Plaintiffs’ predecessor attorney by

motion previously sought to have me disqualified as attorney for

Kokoweef in this case by arguing that I would be a necessary

but his motion was denied. Failing in that, the EBurke

witnegs, b

caused a grievance (“the Grievance”) to be filed against me by the
tate Bar of Nevada. A copy of the Grievance will be provided to

the Court in camera 1f requested. This is the second attempt to

diggualify me as Kokoweef’s counsel. It is cbhvious that the

Plaintiffe’ new lawyers have themselves concocted a scheme with the
Plaintiffs to try a third time to get me disqualified by wrongfully

naming me as a party Defendant in this case.

16. The false and fraudulent accusationsg against me are

causing and will continue to cause me severe damages including

damage to my professional and personal reputation and good will.

Naming me as a Defendant in this case has Dbeen “the straw that

cause I have been

W

broke the camel’s back” for me professiconally, b
forced into seeking te withdraw as a partner in the New Law Firm,

which I have worked countless hours, days, and weeks to develop and

establish. Even if I win thisg case hands down, as has besn =said by



others wrongfully accused, how will I get back my good name?

NOTARY PUBLIC B ~
STATE OF NEVADA | D { -
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- If you are forming business organizations for clients,
including corporations, limited partnerships and limited-li-
ability companies, and preparing documentation, including
minutes of meetings, stock purchase agresments, limited
partnership agreements, and operating agreements respec-
tively, which provide for the issuance of debt or equity in-
terests in such business organizations, including corporate
stock, limited liability interests and limited-liabiliry mem-
ber interests;

~ If you are negotiating and preparing for clients -
nancing-related agreements, including, again, stock pur-
chase agreements, limited partnership agreements, oper-
ating agreements and
even joint-venture
agreernents;

- If you are advis-
ing clients regarding fi-
nancing arrangeménts
and agreements for
their business or advis-
ing other clients who are, directly or indirectly, providing
fnancing for business enterprises;

- If vou have been involved in business or residential
real estate transactions which involve clients who sell, or
clients who buy, debt or equity interests in such real estate
projects that are financially more complicated than a mere
direct sale or purchase of a real estate ownership interest;

or
- If you are representing clients who are acting as in-

termediaries in financial transactions but are not licensed

broker-dealers of securities;

THEN, for the reasons set forth below, you probably
are practicing securities law perhaps without even know-
ing it. 1f so, you may be failing to advise your clients about
the enormous impact that the securities laws have on people
and entities who are on both sides, or aven in the middle, of

financing transactions!

What is or is not a “security?”
Not only is a “security” specifically defined in the fed-

eral securities laws as what a person unsophisticared in se-

Nevada's Securities Act
also expressly includes the
definition of a “security,” ...

curities law would consider a security to be, such as “stock
treasury stock, preorganization certificate or subscription:
and voting-trust ceriificate,” but it is also, for example, z
note, bond, debenture, evidence of indebtedness, investment
contract, opticn, and fractional undivided interest in oi), eag
or ather mineral rights.” Section 2(1) of the Securities fzct
of 1933, as amended (“the Securities Act” or “the 33 Act™),
15 U.S.C. §77a(1), and Section 3(a}(10) of the Securities Fx-

‘change Act of 1934, as amended (“the Exchange Act” or “the

‘34 Act”), 15 U.5.C. §78¢(10). For example, Nevada’s Uniform
Securities Act also expressly includes in the definition of 4
“security,” "2 limited partnership interest” and “an interes:
in a limited-liabil-
ity company,” in
order to make it
clear that, unhe-
knownst to some,
those interests are
clearly  “securi-
ties.” NRS 90.295,

Under SEC v. W.J. Howey Co., 328 U.S. 293 (1946) and
its progeny, the “catch all” (as I put it an “investment con-
tract”} is a “security” when a person invests his monev in
a common enterprise with the expectation of profits from
the significant efforts of others. I won a case in the Ninth
Circuit and beyond in Hocking v Dubois, 88 F.2d 1449 (5th
Cir. 1989}, cert. denied 494 U.S. 1078 {1990), where a condo-
minium in Hawaii was held to be a security under the cir-
cumstances under which it was offered and sold, because it
met the foregoing Howey test. Hocking, supplemented by its
progeny, still stands as the leading case in the Ninth Circujt
with respect to real estate securities.

Registering securities vs. complying with
an exemption from registration

While the “heart” {in my opinion) of the Secarities Act
is full and accurate disclosure, more specifically its “thrust”
is what I call the “11th Commandment,” namely: “Thou
shall register thy securities.” However, to go through the full
registration process to raise capital is often too costly and
time-consuming, especially for small businesses, wl'llich I

32 .
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have mostly represented, so the alternative for a prospective
issuer of securities is to comply with an exempiion from the
registravion requirerents of the Securities Act.

Congress empowered the United States Securities and
Exchange Commission (“the SEC”) to implement and en-
force rules and regulations under the federal securities laws,
Regulation D, which was originally adopted by the SEC ip
1982 under the Securities Act, provides the most commonly
used method of complying with an exemption from regis-
tration and to provide a “safe harbor” for issuers. Regula-
tion D was edopted under both the small offering exemption
provided by Section 3(b) and the private, or non-public, of-
fering exemption provided by Section 4(2) of the Securities
Act, 15 U.S.C. §77¢{b) and §77d(2), respectively.

Rule 501 of Regulation D, 17 CFR $230,501, provides
definitions of terms, and the most commuonly used defini-
tions for an “accredited investor” are: (1) a director, execu-
tive officer, or general partner of an issuer; and (2} a natural
person with a net worth exceeding $1,000,000 or with an in-
dividual income in excess of $200,000 or joint income with
that person’s spouse in excess of 300,000, subject o certain
other details.

Rule 504, 17 CFR §504, is the easiest to comply with
and permits the offer and sale of securities not exceeding an

aggregate oi’_SSl,OOU,OOO i any 12-month period to an up-
L‘mi_ted number of offerees and purchasers, none of whom
need be accreditad investors. Rules 505 and 506, 17 CFR 46
505 and 506, permit offers and sales to not more th;m\é;?
investors who are not accredited investors, the regs of Whon;
must be accredited, with Rule 505 limited to $5,000,000 but
with Rule 506 having no monerary limitation While ful]
and complete disclosure is always required, Rule 504 has no
specific disclosure requirements, but Rules 505 ang 506 do
have specific informational and financial disclogyre reguire-
ments bat not if the securities are offered only to accredired
investors,

There also must be compliance with a securities or
transactional exemption under the securities or “bjye sky”
laws of the states in which the offerees and purchasers re-

side.

Liabiiities under the securities laws
There are basically three types of liabilities that can
arise under the securities laws, (1) criminal liabilities, (2)
civilliabilities resulting from actions brought by governmen-
tal agencies and (3) civil liabilities to investors and others.
While the federal and state governments are empowered to
Securities continued on page 34
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prosecute criminally, in their respective names, viofators of
securities lawe, the SEC is empowered, in its name, to bring
civil enforcemnent actions in the federal courts secking in-
junctions, disgorgements, and other relief, and certain state
securities agencies can also file administrative and court ac-
tione. For example, the Securities Division of the Secretary
of Stare of the State of Nevada is empowered 1o issue cease
and desist orders against securities viclators. NRS 90.360.

Nevertheless, the most common action that issuers
should actively seek either to avoid by compliance, or suc-
cessfully to defend in litigation, are civil actions brought by
investors, generally seeking recovery of the amount af their
investments, interest thereon, and attorneys’ fees against is-
suers and their officers, directors and controlling persons.
See Secticn 18 of the Securities Act, 15 U.S.C. §77(0), and
Section 20 of the Exchange Act, 15 U.5.C. §78(1), as well as
NRS 90.660, et seq., which impose civil liability of control-
ling persons. Furthermore, unlike the normal rule in civil
cases where the plaintiff has the burden of proof, when the
issuer asserts as a defense compliance with an exemption,
the burden of proof shifts to the defendant{s} to prove such
complance. See NRS 90.690(1).

Moreover, broker-dealers of securities are required to
be licensed (see Section 15 of the Exchange Act, 15 US.C.

JT HB

g
iy Ly ;‘;’

: :E Jf Dugd J-L»«C-i
QQSfUPageﬁna.

§780). Inlermediaries iz financing rransactions, whao charge
compensation (e.g. brokerage commissions or finder's fees)
but who are not so licensed, also can incur severe lighilities,

“Substance” over “form”

Unlike other areas of administrative law, where it
could be argued that “form” over “substance” prevails, un-
der the securities laws it is clearly the opposite: “substance”
over “form” prevails. See Hocking, supra.

In Preliminary Note No. 7 to Regulation D, the SEC
states as follows: "In view of the objectives of these rules and
the policies underlying the [Securities] Act, Regulation D
is mot available to any issuer for any transaction or chain
of transactions that, although in technical compliance with
these rules, is part of a plan or scheme to evade the registra-
tion provisions of the [Securities] Act. In such cages, r. regis-
tration under the [Securities] Act is required.” How do vou
explain that to a client? 1 can tell you that it is not easy.

Conclusion

Business practitioners who are not familiat with or
have not fully recognized the complexities of the securities
laws should surely be wary and circumspect when getting
involved in financing transactions. Yet, do not fear! When I
graduated from law school and went to work for Sam Lionel
and Grant Sawyer on March 1, 1967 (the day they started Li-
onel & Sawyer), I had never taken a course in securities law
or ever worked for the SEC or any state securities agency. So
1 started my learning process in the field a year or o later,
and here I am now. just don't try to learn it overnight, and
get some help. You'll sleep better at night.

Many years ago some corporate 1awyer in California
opined that, when it was required for the board of direc-
tors of a corporation to adopt a resolution to create Section
1244 stock under the Internal Revenue Code (nio longer a
requirement), it was malpractice, particularly in 2 newocor-
poration involving speculative investments, not to do so. In
representing issuers of securities, may 1 offer the proposi-
tion that failing to evidence at least the minimal compliance
with Rule 504 of Regulation D when forming a new COrpo-
ration and issuing stock, for example, may amount to the
same thing? Let’s pull together and try to avoid the possible
professional probiems of failing our clients and ourselves by
at least recognizable and reasonable compliance with the ge-
curities laws. €
Patrick C. Clary, a native Las Vegan, who holds bachelor
of arts and juris doctor degrees from The American {Fni-
versity in Washington, D.C., has practiced low in Nevada
for 40 years.
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