Solid Q Holdings v. Arenal Energy et al Doc. 90

IN THE UNITED STATESDISTRICT COURT
FOR THE DISTRICT ORUTAH, CENTRAL DIVISION

SOLID Q HOLDINGS, LLC, MEMORANDUM DECISION
o AND ORDER DENYING
Plaintiff, MOTION TO DISMISS
V.

Case No2:15¢v-419-DN
ARENAL ENERGY CORPORTION,

RICHARD REINCKE ERIC JOHNSON District Judge David Nuffer
BRIAN CHAPLIK, GUS SHOUSE
TOM BUIEL, andCHRIS COTA

Defendang.

Defendant Richard Reinck#ed aMotion to Dismiss Case Based on Failure to State a
Claim (“Motion”)  against Plaintiff SolidQ) Holdings LLC(“Solid Q") underrule 12(b)(6) of the
Federal Rules of Civil Procedure on grounds thatrtbieumentsat issue ar@ot “securities” as
defined in the Securities Exchange Actl8B4.Because the instruments dsecurities’under
the Act for purposes of this Motion, the Motfaa DENIED.

BACKGROUND

“To survive a motion to dismiss, a complaint must allege facts that, if true, state a claim
to relief that is plausible on its face. A claim is faciglgusible when the allegations give rise to
a reasonable inference that the defendant is lid#eceptingSolid Q’s wellpleaded factual

allegations as tryéview[ing] them in the light most favorable’t&§olid Q,* and considering

I Docketno. 70, filed August 16, 2017.

21d.

3 Mayfield v. Bethrds, 826 F.3d 1252, 1255 (10th Cir. 2016itation and internal quotation marks omitted).
41d.
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also certain documés? in Solid Q’s possessighthe relevant factior purposes of this Motion
are as statedelow. However, no presumption of truthfulness is giverbtdd' assertionsJegal
conclusions, opinions, or deductions in the complaizen if characterized as facts.
Reincke is the chief operation officer of Defendant Arenal Energy Corporatio
(“Arenal”), a Texas corporatigmvhich Reincke founded with Defendant Eric Johnson, Arenal’
chief executive office?.In June 2012,&n agent of Arenalivho is not a paytto this case, met
with Solid Q to present &usiness proposainvolving “the possibility of [SolidQ] investing in
Arenal”® During this meeting, the nonparty agent represented to Qahet Arenal'was about
to go public within 3@ays “at $2persharé but “needed $150,000 to finish up a few things
prior to going public.?° The nonparty agent also represented that Arenal “had proprietary
products of high value, including an impressive patent-pending product that was highly
valuable”!! “had capped share issuance at 10,000,000 stsoess not to diluteany loan
secured by Arena stock or any direct investment in Arenal sthékand was working with

certain individuals and organizations to promote its busitfé8smetime after this meeting,

5 E.g., Exhibits to Declaration of Richard Reinck®eclaration”),docketno. 71, filed August 16, 2017; Exhibi
to Reinckés Reply to Plaintiffs Opposition to Motioif* Exhibit to Reply), docketno. 84, filed August 21, 2018;
Exhibits 1 and2 to Objection to Reincke Reply to Plaintiffs Opposition to Motiorf“ Exhibits to Objectiof),
docketno.87-1, filed August 27, 2018.

6 Brass v. Am. Film Techs., In@87 F.2d 142, 150 (2d Cir. 1993Hocuments either in plaintiffpossession or of
which plaintiffs had knowledge and relied on in bringsuif’ may properly be considerépw]hen determining the
sufficiency of plaintiffs claim for Rulel2(b)(6) purposes (citations omitted))

”In re Colonial Mortg Bankers Corp.324 F.3d 12, 15 (1st Cir. 2003 re Party City Secs. Litigatiori47 F.
Supp. 2d 282, 297 (D.N.J. 200Kramer v. Van Dyke Pub. Sch818 F. Supp. 1100, 1104 (E.D. Mich. 1996)

8 Complaint 1R-4, docketno. 2, filed June 15, 2015.
91d. 111012, 47.

101d. 1912-14, 28

111d. 716.

121d. q18.

131d. 1120, 22, 24, 26.
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Solid Q contacted Reincke and Johnson, “and they confirmed all the representations made by
[the nonparty agent], except they claimed that the public offering would bei2Bdays’ 14

In reliance on these representations, Solid Q entered isgoies of trametions with
Arenal involving instruments denominated “promissory ndtasd ‘ultimately lent Arenal
$150,000.00.® Theinstrumentsaccrued interest at a fixed rate of 15% per antifineywere
due in full within 180daysafter executiort’ Theygranted Skd Q the option to subscribe to
stock by “convefing] all or any portion of the outstanding principal amount ... and/or accrued
and unpaid interest hereonto ... shares ofArenals] Common Stock ..at any time... [before]
repayment or redemption in full ... at a conversion price equal to $0.10 (ten cents)rpetsh
Theywere“collateralized by 1,500,008hares of [Aren&] common stock in the event of a
breach® And they were personally guaranteedJoyinson and Reincké.

Arenal eventually defaulted on tirsstruments'and failed to make payments to [SaQdl
as agreed?! As a result, Arenal forfeited ashares of common stock that served as collatéral.
This stock is nowworth significantly less than [what Soki@] barganed for and was told
because Arendhas no valuable assetiid “issued more than 10,000,000 shares without

informing [SolidQ], which diluted [Solid Q8] share$?®

¥1d. 136.

5 1d. 1151-52; seeExhibits A andF to Declarationsupranote5.

16 Exhibit A to Declarationsupranote5, at1.

7d.

181d. at 2-3; seeExhibit F to Declarationsupranote5.

19 Complaint,supranote8, 1173, 94 seeExhibit C to Declarationsupranote5; Exhibit to Replysupranote5.
20 Complaint,supranote8, 1 56; seeExhibit B to Declarationsupranote5.

2! Complaint,supranote8, 1157, 6263.

221d. 1158-59; seeExhibits to Objectionsupranote5.

23 Complaint,supranote8, 1119, 29, 64,80, 100.
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“[ A]s of today, Arenal is still not a public comparf.it “now admits that it never haal
patentpending product?® And it also admits that the relationshipsiiginally purported to
have with certain individuals and organizations wartiallylimited, nonexistent, or never
materializect® If Solid Q had known this and other information regarding Arenal, Reincke, and
Johnson, theBolid Q would never havagreed tdoan any money to Arendl.

Solid Q sued Arenal, Reincke, Johnson, and ofnenal officers or directors for
violation the Securities Exchange Act of 1934 atatelaw.?®

DISCUSSON

Reincke seeks dismissal of Sofids claims on grounds that tirestrumentsare not
“securities” as defined i83(a)(10) of theSecurities Exchange Act of 1934Section3(a)(10)s
definition of “security includes ‘anynote, stock [or] ... any... option ... on any security..
(including any interest therein or based on the value thereody, any... right to subscribe to
or purchase[] any of the foregoiné’In interpretingthis definition “form should be disregarded
for substance and the emphasis should be on economic réatiBohgresspurpose in enacting

the securities laws was to regulatgestmentsin whatever form they are made and by

241d. 715.

|d. §17.

261d. 1121, 23, 25, 27.

27\d. 1168, 78, 83, 98

28|d. at10-14.

2915 U.S.C. &8c(a)(10) seeMotion, supranotel, at5.
3015 U.S.C. &8c(a)(10Xemphases added).

31 Tcherepnin v. Knight389 U.S. 332, 336 (1967)
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whatever name they are calletd. Thus, the Supreme Court “ha[s] consistently identified the
fundamental essence ofsecurity to be its character as dnvestment, 33

The instruments at issue are within the term“note” in § 3(a)(10)

To determinavhether an instrument fits within the tefnote’ in 8 3(a)(10) and is
therefore dsecurity, courts apply thefamily resemblance tes#rticulatedn Reves v. Ernst &
Young®* Under this test, an instrument denominated a nqieesumed to be‘security unless
it “bears a strong resemblant¢e’one of thdollowing categorie®f notes held not to be
securities®

the note delivered in consumer financing, the note secured by a mortgage on a

home, the short-term note secured by a lien on a small business or some of its

assets, the note evidencinfjcharacterioan to a bank customer, shéetm notes
secured by an assignment of accounts receivable note which simply

formalizes an opeaccount debt incurred in the ordinary course of business|,] ...
[or] notes evidencing loans by commercial banks for current operdfions.

Where—as here—an instrument is not sufficidgtsimilar to one of these items, four
factorsare examinetb determine whether another category should be added to tRfHisit,
the transaction is examiném assess the motivations that would prompt a reasonable seller and
buyer to enter into it3® Second, the plan of distribution of the instrument is examined “to

determine whether it is an instrument in which thefeasnmon trading for speculation or

32Reves v. Ernst & Young94 U.S. 56, 61 (1990)
331d. at68.

341d. at67. The partiesreliance on the testated inSEC v. W. J. Howey G&28 U.S. 293 (1946)s misplaced, as
the Supreme Court has expressly rejected application of that test toR®tes494 U.S. a64.

3 Reves494 U.S. ab7.

361d. at65 (citations and internal quotation marks omitted).
371d. at67.

%8 1d. at66.
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investment.®® Third, “the reasonable expectations of the investing pubtie examined® And,
fourth, “whether some factor such as the existence of another regulatory schenasityif
reduces the risk of the instrumeigt examined*!

Examination of the first factaupports findinghatthetransactionsiere were intended
to be investmentérenal entered into theseansactios for the purpose of raising money s
generabusiness operatiorfé And—unlike theplaintiff in Intelligent Digital Systems, LLC v.
Visual Management Systems, Jivehich “merely sold asset$o a busines§—Solid Q entered
into these transactions to earn a profit in the form of intereth, although fixed, could be
converted at Solid Q’s option into common stocl#nalat the rate ofen cents per shafé.
From both sides, thethesetransactios aremost natually conceived as investmexih a
business enterprise rather than as purely commercial or consumer tras$action

As to the plan of distribution, while thestrumentsvere not traded on an exchange or
actually“offered and sold to a broad segment of the publieywereexpressly convertible at
Solid Q’s option intocommonstock of Arenal, whichvas tobe publity tradedwithin

120days?® “Common stock traded on a national exchange is the paradigm of a secufify ....

Under these circumstancdise fact that the instruments may have been soldtor#plidQ does

391d. (citations omitted).

401d.

41d. at67.

42 Complaint,supranote8, 114.

43683 F. Supp. 2d 278, 284 (E.D.N.Y. 2010)

44 Exhibit A to Declarationsupranote5, at1-2 seeGreat W. Bank & Trust v. Kqt532 F.2d 1252, 12538 (9th
Cir. 1976)(explaining that a note may be a security wHéhne parties contemplate conversion to stock

45 SeeReves494 U.Sat68.
461d.; seeComplaint supranote8, 1114-15, 36; ExhibitA to Declarationsupranote5, at1-2.
47 Reves494 U.Sat69.
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not take thenoutside the protection of federal securities I&hRather, the fact that the
instrumentscould be converted into ... stock is a strong factor for holding that [they are] a
security’ 4

The third factor—the publics reasonable perceptiersimilarly supports concluding that
theseinstrumentsare“securities’ This isbecausehe instrumentgaveSolid Q the option to
convert all outstanding principal and interest into comstook of Arenal which Reincke said
would soon be publicly traded.“[ T]he public perception of common stock as the paradigm of a
security suggests that stock, in whatever context it is sold, should be treaiddrathe ambit
of the Act[]”>! Under the circumstanceis would be reasonabfer a prospective purchasier
view these instruments as securities. It would also be reasdodhle Reincke at his word.

Finally, there is n@ignificantrisk-reducing factor to suggest that ithetrumentsare not
“securities. Although theinstrumentsare collateralized, they are collateralized by stock in
ArenaP2—and ‘stockis, as a practical matter, always an investthsabject to regulation under

the Act>3 Thus, rather thaavidence the existence of another applicable regulatory scheme

48 Stoiber v. SEC161 F.3d 745, 752 (D.C. Cir. 1998 Admittedly, the plan of distribution in part signals that the
notes might not be securities, but that factor by itself is not disposijtive.

4 Leemon v. Burngl75 F. Supp. 2d 551, 5%8.D.N.Y. 2001) Contrary to comments imtelligent Digital Systems
683 F. Supp. 2d &85, theLeemorcourts holding that the note in that case was a securitybsaedsolely on

“[ t]he fact that the Nots original principal could be converted into ADML common stotleemon 175 F. Supp.
2d at559

50 Complaint supranote8, 1114-15, 36; ExhibitA to Declarationsupranote5, at1-2.

51 Reves494 U.Sat62.

52 Complaint,supranote8, 158, 73,94; ExhibitsA, C, andF to Declarationsupranote5.
53 Reves494 U.S. a62.
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rendering application of the Act unnecessary, the collateral in this caseecesmthe Acs
applicability>*

Based on the examination of the four factors identifiddeunestheinstrumentsat issue
are for purposes of this Motionyithin the term'note” in § 3(a)(10) andare thus securitie8ut
they do not—as Reincke arguesfall within the Acts exception for notes with a maturity period
of less than nine montR8 That"exception appliesrdy to commercial paper, defined by the
Supreme Court as ‘short-term, high quality instruments issued to fund currentcrseasiil
sold only to highly sophisticated investdrs® And the instruments in this case aret of that
type.

The instruments at issue are within the term“option” in § 3(a)(10).

AlthoughRevesapplies to instruments solely evidencing debt, the convertibility feature
of the instruments in this case mayeffecteliminate the need to examine these instruments
under the family resembance test®’ This is because, regardless of whether the instruments are
within the term'note” in § 3(a)(10), they are squarely within its terms “optiand “right to
subscribe to or purchdsan interest irstock.

Section3(a)(10)“defines ‘security to include bothany... option ... on any security
and ‘any... right to ... [subscribe to or] purchastock.”®8 Although the instruments in this case

are denominated notes, they expressly grant Solid Q the option to convert all pandipal

54 Cf. Rubin v. United Stated49 U.S. 424429(1981)(recognizing thata loan secured by a pledge of shares of
stock unmistakably involves‘disposition of [an] interest in a secufftyunder the Securities Act 4B33.

55 Seel5U.S.C. §78c¢(a)(10)

56 SEC v. Wallenbrogk313 F.3d 532, 541 (9th Cir. 200@juotingReves494 U.S. a70); seeHolloway v. Reat,
Marwick, Mitchell & Co, 900 F.2d 1485, 1489 (10th Cir. 199€)e“exception for shosterm notes is limited to
prime quality negotiable commercial paper of a type not ordinarily purchgsthe general publiy.

57 SeeFletcher Intl, Ltd. v. lon Geophysical CorpgNo. 5109VCP, 2010 WL 2173838, *5 (Del. Ch. May 28, 2010)

S8 Wharf (Holdings) Ltd. v. United IHtHoldings, Inc, 532 U.S. 588, 593 (200{guoting 15 U.S.C. §8c(a)(10)
(1994 ed., Supp/)).
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https://www.westlaw.com/Document/I6b2f5f539c2511d9bc61beebb95be672/View/FullText.html?transitionType=Default&contextData=(sc.Default)&VR=3.0&RS=da3.0&fragmentIdentifier=co_pp_sp_780_593

interest into Arenal stoclccordingly, they fit within 83(a)(10)s terms'option” and “right to
subscribe to or purchdsstock. They are, thereforesécuritiesfor purposes of this Motion.
ORDER
THEREFORE, IT IS HEEBY ORDEREDthat the MotioA® is DENIED without
prejudice.

Signed October 23, 2018.
BY THE COURT:

Py Ul

David Nuffer \
United States District Judge

5% Docket no.70, filed August 16, 2017.
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