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EXECUTIVE SUMMARY

n 2011, on the heels of the financial crisis and

after passing the behemoth known as the Dodd-

Frank Act, Congress did something unexpected:

it passed, with wide bipartisan support, a piece

of legislation that rolls back regulation of the
financial sector. In early 2012 President Obama signed it
into law: The legislation, the Jumpstart Our Business Start-
ups Act, or JOBS Act of 2012, aims to help small businesses
access capital by lowering barriers in several areas of the
securities laws.

Traditionally, small businesses have relied on personal
savings, help from family and friends, and small banks for
cash infusions. However, the community banks that have
typically provided the bulk of small business loans have
been disappearing. Moreover, the fact that the recent
crisis originated in the housing market put additional
pressure on small business lending since many small busi-
nesses use the owner’s home to secure the loan.

While larger businesses have always turned to the
capital markets to raise funds, these markets are more
difficult for smaller companies to access. Regulation has
always been a high barrier to entry, and, until recently,

smaller companies have had no means of reaching a
large audience of potential investors as publicly owned
companies do. The advent of the Internet has, how-
ever, removed this second obstacle, and vehicles such as
crowdfunding seem tailor-made to meet small businesses’
funding needs. The remaining great barrier was therefore
regulation. The JOBS Act takes aim at key regulatory
hurdles in several sections of the securities laws, seek-
ing to lower the thresholds to make securities offerings a
teasible option for a range of small business models.

Although the JOBS Act has taken important strides
toward beneficial deregulation, more work remains to
be done. The act’s crowdfunding provision is laden with
protections that are likely to make it unworkable. More-
over, the regulations implementing the provision have
rendered it even more cumbersome. Other titles suffer
from similarly poor implementation. Even though some
aspects of the act and its regulations could be improved,
the mere existence of deregulatory legislation aimed at
small business and financial innovation is encouraging
and can serve as a template for other deregulatory at-
tempts going forward.

Thaya Brook Knight is associate director of financial regulation studies at the Cato Institute. She is an attorney with extensive experience in securities

regulation, small business capital access, and capital markets.
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INTRODUCTION

Small businesses have been called the back-
bone of our economy,” the nation’s job-cre-
ation engine,” and the ultimate expression of
American individualism and entrepreneurial
spirit.> They comprise a wide array of business
models, providing a myriad of goods and ser-
vices, making them fertile ground for innova-
tion. Indeed, small businesses are vital to our
country’s growth and prosperity. The vast ma-
jority of American companies are small busi-
nesses, including 99.7 percent of U.S. employ-
er firms.* They produce roughly half of the
country’s GDP, and the majority of Americans
work for small businesses. Clearly, any plan to
improve our long, slow climb out of the eco-
nomic doldrums that have followed the Great
Recession must include nurturing small busi-
ness development.

This development requires capital. Tradi-
tionally, small businesses have relied on own-
ers’ personal savings, personal credit cards,
and bank loans. Unfortunately, the community
banks, which have been the biggest providers
of small business loans, are disappearing. The
total number of community banks has fallen
from more than 14,000 in the mid-1980s to
fewer than 7,000 today’ Since 1994, the share
of US. banking assets held by community
banks has decreased by more than a half, fall-
ing from about 41 percent to 18 percent.® Many
have been swallowed by bigger banks, while
others failed in the Great Recession. The re-
maining small banks, responding to both new
regulation, including the Dodd-Frank Act, and
ongoing regulatory uncertainty in the bank-
ing sector, have tightened standards and con-
served capital. The large banks, meanwhile,
have been quietly shuttering their small busi-
ness lending programs, finding them to be
unprofitable. Both the decline in community
banking and the increased hesitancy among
major banks to lend to small businesses may
have contributed to the decline in small busi-
ness loans from 50 percent of all bank loans in
1995 to only 30 percent in 2013.”

The other major source of capital is the sale
of securities. A company may choose to “go

public” and sell its securities (typically stock)
in the public capital markets following a regis-
tration of the offering with the Securities and
Exchange Commission (SEC). A company may
also choose to forgo the expense and hassle of
a public offering and instead opt for a private
placement or other sale that relies on provi-
sions in the securities laws exempting certain
sales from full registration requirements.

While selling securities can be a very at-
tractive option, and is almost always necessary
for companies that grow to a certain size, it
has considerable drawbacks.® The laws gov-
erning the issuance, sale, and resale of securi-
ties are notoriously complex and can trigger
significant liability, including criminal liability,
if handled improperly. Large companies are
subject to virtually the same laws and same lia-
bility as small companies, but because much of
the compliance cost is fixed, the cost as a per-
centage of the total capital raised through any
given offering of securities is higher for smaller
issuers. Additionally, the trend in recent years
has been to increase the regulatory burden on
many types of securities offerings.

Small companies have therefore faced a
double whammy when looking for capital: the
contraction of bank lending to small business-
es and the increase of regulation in the securi-
ties markets. In addition, while the traditional
sources for capital have remained stagnant,
the diversity of business models that make up
the universe of small businesses has expanded
rapidly since the advent of the Internet. Bank
lending, with its need for hefty documenta-
tion, may simply be inappropriate for some
types of newer start-up enterprises. Small
businesses need other options.

In 2012, Congress passed the Jumpstart Our
Business Startups Act (JOBS Act) designed spe-
cifically to address the capital needs of small
companies. This legislation includes a number
of provisions, ranging from a phased-in initial
public offering (IPO) process to a new crowd-
funding exemption. The JOBS Act is unusual
in that, in each of its titles, it pares back regula-
tion, allowing companies additional freedom
in pursuing capital. Neither the JOBS Act itself



nor its implementing regulation is ideal, but it
provides an excellent model for how to identify
and repeal purported “protections” that are ef-
tectively protecting the economy from grow-
ing. Itis also a tentative step toward addressing
the need for diversity in funding options that
reflects the diversity in small business itself.

What is Small Business?

‘What constitutes a small business is often
difficult to define, although several organiza-
tions have tried. The federal Small Business
Administration has more than 70 categories of
small businesses, with specific qualifications
based on revenues and number of employees.?
The Small Business Act of 1953, on the other
hand, defined small business more qualitative-
ly, as an entity that is independently owned and
operated and is not dominant in its field of op-
eration.”® The Internal Revenue Service takes
a more quantitative approach, defining small
business as partnerships and corporations
with assets of $5 million or less, or any sole
proprietorship.” A commonly cited definition
is any firm with fewer than 500 employees."
The mechanic down the street whose business
has been passed down through three genera-
tions, the law firm with five lawyers, the mom
who makes jewelry in her basement to sell on-
line, the three college friends building an app
in a garage, and the manufacturing plant with
a hundred employees are all small businesses.
These businesses differ in size, capitalization,
structure, and lifecycle. This heterogeneity
complicates the discussion of small-business
capital access because the needs of small busi-
nesses are not uniform, nor is the suitability of
different types of capital.

Whether a certain type of capital will be
appropriate for a company will depend on
factors such as how the company plans to use
the capital, what the company’s anticipated
growth trajectory looks like, how the company
is structured, and other factors that are only
loosely related to the company’s annual reve-
nues or number of employees. One important
distinction is between established companies
and start-ups.

An established company may need capital
to manage cash flow, invest in advertising or
new hires, or to expand. But, while the com-
pany may grow to some extent, it is unlikely
to have exponential growth or to grow beyond
the small business classification. The estab-
lished company will typically have a consider-
able amount of financial documentation, in-
cluding bank statements, a credit history, and
several years of revenue. In addition, owners
and management at established companies
generally have several years of experience in
the field, and often many years of experience
running this particular business in this particu-
lar location.

Start-ups, on the other hand, have very
little to show beyond an idea, the skills and
experience the management brings from oth-
er ventures, and possibly a limited proof-of-
concept or a small revenue stream. While the
start-up’s founders may have quite sophisti-
cated expertise in certain areas, the team may
lack the kind of operational and management
experience necessary to launch a successful
venture. This may be especially true of the
start-up with large, public-company aspira-
tions. Also, while an established company may
need modest amounts of capital on a periodic
basis if it is using the capital to manage cash
flow, a start-up typically needs large injections
of cash at a few major inflection points that
mark the company’s biggest growth spurts.

Given the diversity of business models used
by small firms, adequate access to small busi-
ness capital relies on a nimble marketplace
that can leverage new technology and innova-
tive solutions. This will be a marketplace that
greets such innovation warmly, and not one
that stifles it under an antiquated regulatory
regime.

Sources of Small Business Capital

To understand the current strictures on
small business capital access it is necessary
first to understand where small businesses
have traditionally obtained capital. Small busi-
ness capital options exist on a continuum from
the easily accessible and easily controlled, but

‘Adequate

access to small
business
capital relies
on a nimble
marketplace
that can
leverage new
technology
and innovative
solutions. 99



‘Offerings of
securities in
the United
States are
governed at
the federal
level by the
Securities Act

of 1933. 99

also typically very limited, personal assets of
the owner or retained company earnings, to
the difficult to access and control, but expo-
nentially larger assets of the capital markets.

On the personal side, the owner may use
savings and credit cards, possibly pooling
these with co-owners to amass seed money.”
(According to a National Small Business Asso-
ciation survey, 36 percent of small businesses
used personal credit cards; 18 percent received
aloan from friends and/or family in 2014."#) If
these fall short, the owners may ask friends
and family for informal loans or investments.
These types of investments can prove tricky
for many new business owners. Founders un-
familiar with securities law may not realize
that asking a relative to invest in a company
is the sale of securities, typically of something
akin to common stock, and therefore puts the
founders and the company at risk of violating
federal and state securities law. These invest-
ments, while not fatal to the company, often
create stumbling blocks later on as the com-
pany grows. Future investors will likely insist
that these improperly made investments be
unwound, requiring rescission offers to the
founder’s mom and dad, rich aunt, and other
family and friends who helped get the com-
pany off the ground.

Bank lending is also common among small
businesses. Loans may be provided by banks
of any size, but small banks provide a larger
proportion of loans under $1 million and un-
der $100,000. In 2011, banks with assets of
$250 million or less accounted for 4 percent
of total US. banking assets, but made 13.7
percent of business loans for less than $1 mil-
lion and 13.9 percent of all loans for less than
$100,000.” The 2014 National Small Busi-
ness Association report showed that 20 per-
cent of small businesses received aloan from a
community bank in 2014, while 17 percent had
received a loan from a large bank.™ The pro-
cess of securing a loan can be time-consuming
for the small business owner. It typically re-
quires the owner to complete an application
and to provide information including per-
sonal history (credit history, criminal record,

business experience), personal financial and
bank statements, the business’s credit history,
business licenses, tax returns, a business plan,
legal documents such as articles of incorpora-
tion and key contracts, as well as additional
materials that may be required by individual
institutions.

Additionally, in many cases a small business
will be required to post collateral of some kind
to secure the loan. If the company owns assets,
such as equipment or real estate, these may be
sufficient. If the company does not own as-
sets sufficient to secure the loan, the business
owner may post personal assets, including real
estate such as a family home. The federal Small
Business Administration also operates pro-
grams that provide guarantees to assist small
businesses in obtaining loans for which they
might not otherwise qualify."”

Once the application has been submitted
it may take the bank several months to make
a decision on whether to issue the loan. If the
application is rejected, the company will have
to start the application process anew with an-
other bank.™ It has been estimated that the
process of applying for a small business loan
can take as much as 20 hours of work on the
part of the business." The long delay in wait-
ing for a decision, plus the prospect of apply-
ing to another bank and waiting on that bank’s
decision, can make bank lending unattractive
for rapidly growing companies. Additionally,
because of the hefty documentation required
by banks, a bank loan is generally a better fit
for an established company looking to grow
than for a start-up looking for seed money.

If a company is unable to access sufficient
capital by drawing on the owner’s personal as-
sets and is unable or unwilling to take out the
types of loans described above, the company
will look for outside investment. Offerings of
securities in the United States are governed at
the federal level by the Securities Act of 1933
(“the Securities Act”). In general, a company
issuing securities must register the offering
with the SEC or the offering must qualify for
an exemption. Full registration with the SEC
allows a company to sell its securities to the



general public and allows buyers of these se-
curities to sell them freely in the secondary
market. Because registration with the SEC
can be extremely costly due to the number
and complexity of the required disclosures, a
company that goes public has typically grown
to such a size that it needs to sell its securities
in the public markets to raise sufficient capital
to ensure its continued growth.

Once a company makes an initial public of-
fering it becomes subject to a further regulato-
ry regime requiring periodic financial disclo-
sures—for example, the annual report or Form
10-K, and the quarterly Form 10-Q—as well as
disclosures of certain major company events
on an ongoing basis. It must also disclose sen-
sitive information about the company’s busi-
ness model and operations—information that
can be very useful to competitors.

As with most regulatory regimes, failure to
comply carries a range of possible penalties,
opening the company and its officers, direc-
tors, and hired experts to varying degrees of
liability, criminal and civil, both to the govern-
ment and to individual plaintiffs. Given the
cost, regulatory burden, and potential liability,
a company will typically pursue an IPO only
when it is seeking a very large raise—usually in
the eight- or nine-figure range.

But a public offering is not the only way to
obtain investment. The basic principle under-
lying the regulation of securities in the United
States is this: any offer or sale of securities to
the public must be registered with the appro-
priate state and federal regulators or qualify for
an exemption. While the public offering—one
duly registered with the proper authorities—is
perhaps the best-known to those outside the
securities world, there are several exemptions
that permit the issuance of securities with
only limited disclosures to the SEC and inves-
tors. Each exemption includes its own set of
rules and its own set of pros and cons. Many
of these are specifically aimed at providing ac-
cess to capital for issuers who find an IPO to
be a poor fit. The JOBS Act includes a number
of changes that specifically target exemptions
attractive to small businesses with the goal of

making these exemptions more effective and
more user-friendly.

Effect of the 2008 Financial Crisis on
Small Business Capital Access

As we have seen, small businesses tend to
turn to small banks when seeking loans. The av-
erage small business loan is a few hundred thou-
sand dollars,*® and more than half of small busi-
ness loans in 2012 were issued by banks with less
than $10 billion in assets.” Small banks were in
decline even before the financial crisis, but the
crisis accelerated their demise. Of the 325 banks
that failed during the crisis, 263, or 81 percent,
were community banks, typically defined as
banks with assets under $1 billion.** Surviv-
ing banks tightened lending, both in response
to economic uncertainty and to pressure from
regulators to maintain higher capital levels and
impose more stringent lending standards. The
remaining community banks have seen their
share of small business lending shrink 21 per-
cent since 2000.”

‘While some small banks have simply closed,
many were absorbed by larger banks. According
to a Federal Reserve Bank of Kansas City re-
port, 9o percent of the 1,500 bank mergers since
2007 involved a bank with less than $1 billion
in assets.”* Although a large bank may keep its
small bank acquisitions open as branch offices,
large banks’ business models are often not com-
patible with the realities of small business lend-
ing. In particular, large banks, those with more
than $10 billion in assets, tend to be formulaic
in their approach to lending, using credit scores
such as PAYDEX or FICO and financial state-
ments to make their determinations. In a large,
widely dispersed organization, such quantifi-
able methods of decisionmaking are essential to
ensure management can evaluate performance
and maintain control across branches. Com-
munity banks, however, are more likely to have
formed relationships with their business clients.
They are also likely to be attuned to the commu-
nity’s economic health, and therefore can assess
whether aloan applicant with a low credit score
or unattractive financial statements may none-
theless be a good credit risk.
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And then there were the effects of the hous-
ing market. Although the focus during and
after the crisis has been on foreclosures and
mortgage delinquencies, plummeting home
values were also devastating to small business
lending. As property values fell so did the value
of loans that could be secured by home equity,
as well as the number of houses that could sup-
port a second mortgage.

Through the end of the recession and into
the early 2010s, options for small business
capital looked very much the same as they had
for the past 75 years. Funding options included
personal savings and credit cards, loans often
secured by the family home, and access to the
capital markets through channels largely un-
changed since the federal securities laws were
written in the early 1930s. But even these op-
tions were narrower than they had been in
earlier years. Credit had tightened in the cri-
sis. Home values were down and small banks
were disappearing. Going public had become
increasingly unattractive to small companies,
given the increase in regulatory compliance
cost. There were, however, innovations un-
derway in other sectors that would eventually
make their way into the small business capital
market.

The Jumpstart Our Business Start-Ups
Act of 2012

In response to tightening credit markets,
especially in the small business sector, Con-
gress passed the Jumpstart Our Business Start-
ups Act in late 2011; the act was then signed
into law by President Obama in early 2012. The
act is a mishmash of provisions aimed at help-
ing smaller companies. What is remarkable
about it is that each provision actually reduces
some part of the regulatory burden. Given
the overall trend toward increasing regulation
in the financial sector, and the acceleration
of this trend coming out of the Great Reces-
sion, it is stunning that this act was passed at
all—and more stunning still that it passed with
overwhelming bipartisan support.”

The act incorporates several concepts al-
ready emerging at the time, including most

notably a new crowdfunding exemption un-
der the federal securities laws. Other key pro-
visions, described in detail below, include a
modified IPO process for smaller companies,
changes to the private placement exemption,
changes to reinvigorate the exemption under
Regulation A, and a provision that expands the
number of shareholders a company may have
before it is required to register as a public com-
pany. The provisions are only loosely related to
one another, but they all relax securities regu-
lation in ways intended to benefit small busi-
nesses.

This diversity in approaches may be the
act’s greatest strength. As discussed above,
there is no dominant model when it comes to
small businesses; the category includes firms
using a wide array of models and organiza-
tional structures. The provision of adequate
capital for such varied business models will re-
quire a broad range of capital solutions. Each
of these provisions offers something different,
and valuable, to smaller businesses.

To fully understand how the act assists in
capital formation, it is useful to review each
of the provisions individually. The next sev-
eral sections of this paper will walk through
each provision in turn, examining how various
exemptions worked prior to the JOBS Act’s
passage, what changes the act made, and how
these are likely to play out. Each section con-
cludes with a number of policy recommenda-
tions aimed at making the changes initiated
by the JOBS Act more effective and removing
unnecessary barriers to small business growth.

TITLE I: THE IPO ON-RAMP

Title I of the act creates a modified IPO
process, nicknamed the “IPO on-ramp” be-
cause it offers companies the option of scaling
up their disclosure and compliance process
gradually. This provision grew out of concern
that companies, especially smaller and young-
er companies, were delaying IPOs or forgoing
them altogether due to increased regulatory
complexity and risk. The on-ramp is designed
to make the process of going public easier for



those companies that are otherwise ready for
the public markets but that may be shy of tak-
ing the plunge.

This provision creates a new “emerging
growth company” (EGC) designation that ap-
plies to companies with less than $1 billion in
annual gross revenues and provides up to five
years of forbearance from certain reporting
requirements leading up to, during, and im-
mediately after the company’s TPO. *® Among
the key features of the title are the ability to
pitch the IPO to institutional investors before
filing papers with the SEC (a process known as
“testing the waters”); to initiate the IPO pro-
cess confidentially; and to opt out of certain
Sarbanes-Oxley and Dodd-Frank provisions
related to accounting disclosures and execu-
tive pay disclosures, respectively. The provi-
sion also permits research analysts employed
by the underwriter to publish research reports
immediately upon the earnings release, in-
stead of requiring the analysts to wait a speci-
fied number of days.

Given the $1 billion cap, the EGC desig-
nation applies to a number of companies that
tew would consider to be “small” businesses.
In fact, companies qualifying as EGCs include
the vast majority—8o percent—of companies
that have gone public since the on-ramp went
into effect in 2012. The on-ramp may therefore
best be understood as a measure to increase
the attractiveness of IPOs in general, although
several of its provisions are especially appeal-
ing to smaller companies.

The IPO on-ramp, unlike other provisions
in the JOBS Act, required no implementing
rules before becoming effective. Although
it has been only three years since the act was
passed, there are indications that it has suc-
ceeded in its goal of increasing the number of
IPOs, with the greatest increase among small-
er firms and especially among biotechnology
firms. Because the equities market has been
so bullish in the years since the JOBS Act was
passed, it is difficult to say with certainty how
much of an effect the act had independent of
market forces. However, some evidence sup-
ports the conclusion that, controlling for mar-

ket conditions, the IPO on-ramp accounts for
an increase of 21 IPOs, or 25 percent, over pre—
JOBS Act levels.?”

The on-ramp’s appeal was intended, in part,
to derive from the ability to pursue a more
streamlined disclosure process.?® The average
cost of an IPO has been estimated at about $3
million, with the bulk of this expense going to
the lawyers and accountants who prepare the
filing documents.?> Whether the offering is for
$10 million or $100 million, the work required
to prepare these materials remains relatively
fixed. The ability to opt out of some legal dis-
closures was intended to reduce the compli-
ance cost and therefore render those costs a
smaller percentage of the overall IPO cost.

Ultimately, however, the reduced disclo-
sure has not been the provision’s most attrac-
tive feature. Despite the fact that EGCs can,
for example, file only two years of audited fi-
nancial statements instead of three, in 2013 a
small majority of companies opted to provide
a full three years instead.’® Additionally, some
research has shown that companies that opt
for reduced financial disclosure see their IPOs
underpriced compared with other issuers.3' It
therefore appears that the market itself has
demanded a higher level of disclosure, pro-
viding a useful test case to demonstrate both
what information is truly valuable to investors
and the ability of the market to induce such
disclosures without regulatory coercion.

On the other hand, the confidentiality pro-
visions have been enormously popular. Uptake
on the option to file confidentially has been
high, at 88 percent overall since the JOBS Act
was signed into law; with many firms also tak-
ing advantage of the opportunity to test the
waters with institutional investors.>” These
provisions provide several benefits. First, pre-
paring for an IPO and filing the necessary pa-
pers with the SEC is incredibly expensive. If a
company is able to test the waters with institu-
tional investors first, it can spend the money
for the IPO with confidence that the IPO will
be successful. Second, public filing exposes
many of the company’s secrets, including busi-
ness model, revenue, expenses, information
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about its products, and management’s view of
risks facing the company. A company choosing
to go public has calculated that exposing this
information publicly, including to its competi-
tors, is worth the opportunity to access the
capital markets. If the IPO flops, however, the
company has exposed itself for nothing.

In some ways, the confidentiality provi-
sions of the IPO on-ramp seem counterintui-
tive. The very nature of a public company is
that it cannot be secretive. Even without SEC-
mandated disclosure, a publicly traded com-
pany would need to provide visibility about
its operations to shareholders and would-be
investors. However, by shifting certain disclo-
sures—including most notably the fact that
the company is contemplating an IPO—to
just a few weeks later, the company is able to
conduct a more accurate cost-benefit analysis
regarding the utility of an IPO.

Even though the smallest and youngest
companies will not be using the IPO on-ramp
any time soon (and some may never opt to go
public), the benefits of an improved IPO pro-
cess inure to companies at every stage. Arobust
IPO market has several advantages. It reflects
economic growth and provides assurance that
regulatory barriers are not smothering activ-
ity. It has a democratizing effect on wealth-
building by enabling non-accredited investors
(also known as retail investors) to participate
in a company’s explosive early growth. And it
lowers the cost of capital, including early stage
capital, by providing liquidity for investors. A
sluggish TPO market can make it especially
difficult for start-ups to raise cash. Such early
investment essentially locks down investors’
money. The longer the path to an IPO, the
longer investors must wait, and the longer the
lag until they are able to recover their cash and
invest in a new venture. The IPO on-ramp is
therefore especially important to the start-up
model small business that must raise cash in a
tew large injections to make the leap from one
stage of growth to the next.

The IPO on-ramp ultimately makes only
minimal changes to the IPO process. After
five years of going public, a company that uses

the on-ramp will have the same reporting and
compliance requirements that any other public
company has.® Although regulation generally
operates as a ratchet, moving only toward more
regulation, in this case regulation was loosened,
with limited ill effects and with promising indi-
cations of positive results.>*

Policy Recommendations

The IPO on-ramp provides not just a single
alternative IPO process, but a menu of options
from which an issuer may choose. The selec-
tion process provides valuable insight into what
features are useful to issuers and what features
are irrelevant given market pressures. The fact
that the confidentiality features appear to be
especially attractive to biotechnology compa-
nies, who face substantial risk in exposing com-
pany secrets during the IPO process, suggests
that a one-size-fits-all approach to disclosure
may be harmful to capital formation.

It would benefit all public companies, in-
vestors, and the American economy if the SEC
required only those disclosures that provided
valuable information to the market. There
is currently no mechanism to systematically
revisit and evaluate the effectiveness of the
disclosures the SEC requires of public issuers.
The effectiveness and lack of evidence that
fraudulent offerings increased following the
introduction of Title I of the JOBS Act shows
that parts of the current mandatory disclosure
regime are unnecessary”’ What other parts
are equally useless? What serves only as a drag
on the economy? A good start to finding out
would be a one-time review by the SEC of the
current disclosure regime accompanied by a
commitment to repeal any requirements that
are not shown to be effective. A better start
would be to commit to repeating this process
on a regular basis to ensure that whatever dis-
closures the SEC requires are indeed provid-
ing value to the market.

TITLE 1l: PRIVATE PLACEMENTS

Of the many exemptions from registration
available under the federal securities laws,



the exemption for private placements is the
800-pound gorilla. This exemption allows is-
suers to offer securities to a select group of in-
vestors, known as “accredited” investors, com-
prised principally of institutions and wealthy
individuals. While the public capital markets
receive the most attention, private placements
are a key driver of capital access for companies
of all sizes. Although the rules for their use are
complex, the process is simpler and cheaper
than the process for a public offering. While
public companies can and do use private place-
ments, the majority of these offerings tend to
be in the $1—5 million range, indicating wide
usage by small, privately-held companies. Pri-
vate placements are the way that small compa-
nies sell securities to raise capital.

Title IT of the JOBS Act liberalizes both
the way in which a company doing a private
placement may advertise its offering to poten-
tial investors and the way in which securities
bought in a private placement may be adver-
tised in the secondary market. Given the large
role private placements play in funding small
companies, principally through investment
by venture capital funds (VCs) and angel in-
vestors, but also in friends and family rounds,
these changes may prove significant.

How Private Placements Are Used

The securities laws make a distinction be-
tween “public” and “private” offerings. Public
offerings are those made to the general public.
Private offerings are those made to a more se-
lect group of potential investors. Finding the
line between public and private can be tricky—
how select does the select group have to be for
the offering to qualify as non-public? The vast
majority of private placements therefore use a
set of rules set out in the SEC’s Regulation D
that provide what is known as a “safe harbor.”
A safe harbor is a legal provision that states
that certain conduct will be assumed not to
violate a particular law: It is the rules that make
up this safe harbor (and, very specifically, how
the rules define “non-public”) that the JOBS
Act changes. In order to understand the im-
pact of the changes in Title II of the JOBS Act

it is necessary first to understand something
about how Regulation D works. Although
Regulation D includes several rules with vary-
ing requirements under which an offering may
qualify for the exemption, the most common-
ly used, by far, is Rule 506.3°

The sine qua non of the registered public
offering is its large volume of mandatory dis-
closures. A company preparing for an IPO of-
ten spends millions of dollars compiling spe-
cific pieces of information required by law to
be provided to the SEC and the public in con-
junction with the sale of its securities. There-
after, the company must spend millions more
dollars providing updates on this information
to the public (and the SEC) on a quarterly and
annual basis. The SEC has estimated that the
average cost of continuing annual regulatory
compliance for public companies was $1.5 mil-
lion in 2014.37 The purpose behind these dis-
closures is to ensure that the investing public
has the information it needs to make informed
investment decisions.

The presumption underlying Rule 506 is
that certain investors, because of wealth or ac-
cess to information, do not need the protec-
tions of the disclosures required in a registered
offering.3® And an offering to them may there-
fore be done under the private placement ex-
emption. Under 506(b), the securities may be
sold to no more than 35 “non-accredited inves-
tors” and an unlimited number of “accredited
investors.” Accredited investors include those
investors who are presumed able to “fend for
themselves” in obtaining necessary informa-
tion from the company to make an informed
investment decision.?® These investors in-
clude institutional investors, a director or ex-
ecutive of the issuer, or a wealthy individual
whose assets (excluding primary residence)
exceed $1 million or who, alone, earns more
than $200,000 annually or $300,000 annually
jointly with a spouse.*°

Non-accredited investors are individuals
who nonetheless have “such knowledge and
experience in financial and business matters
that {they are] capable of evaluating the merits
and risks of the prospective investment, or the
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issuer reasonably believes immediately prior
to making any sale that such purchaser comes
within this description.”" Additionally, sales
to these individuals must be accompanied by
significant disclosures outlined in Regulation
D.#*The rationale for these disclosures is that,
unlike accredited investors, non-accredited in-
vestors—even those who have “experience in
financial and business matters”—are presumed
to lack the financial sophistication necessary
to request the relevant disclosures from the is-
suer.” Because the purpose of most offerings
under Rule 506 is to avoid costly disclosures,
these offerings are typically limited to accred-
ited investors in order to dispense with the ob-
ligation of providing the mandated disclosures
for non-accredited investors.**

Unlike other exemptions in the securities
laws, there is no limit on the amount of money
an issuer can raise using Rule 506 of Regula-
tion D, and it is available for use by public
companies.

In addition to restricting who may buy the
securities, Rule 506 restricts how an issuer
may contact potential buyers. Before Title IT
of the JOBS Act became effective, issuers rely-
ing on Rule 506 were barred from “general so-
licitation.”® Ininterpreting what constitutes a
general solicitation, the SEC has taken a broad
view. The rule states that general solicitation
includes, but is not limited to, “any advertise-
ment, article, notice or other communication
published in any newspaper, magazine, or
similar media or broadcast over television or
radio; and . . . [alny seminar or meeting whose
attendees have been invited by any general so-
licitation or general advertising.”*® Generally,
if the issuer has a “preexisting and substantial
relationship” with anyone to whom the secu-
rities are offered, the SEC will find that there
was no general solicitation.

One of the major challenges for companies
raising capital through a private placement
is attracting investors. A large, established
company will have a ready network of brokers
and interested investors, something smaller
companies, and small young companies in
particular, lack. The restrictions on general

solicitation therefore put many companies
in a bind—how to find accredited investors if
the company is barred from advertising for
them? There have traditionally been a few op-
tions. A company whose owners have wealthy
friends or family can tap the owners’ personal
networks. There is also considerable informal
investment in the small business world, much
of which is not in compliance with the securi-
ties law: Small business owners may obtain in-
vestment from friends and family who are not
accredited, often without the small business
owner or the investors realizing they are en-
gaging in a securities transaction and certainly
without knowledge that they are doing so in
violation of the law.

Issuers can also use a middleman: a broker
can act as an intermediary to connect issuers
with investors. Brokers, knowledgeable about
their client’s assets and therefore whether they
qualify as accredited investors, and having a
preexisting business relationship with their
clients, may contact clients who may have
an interest in certain private placements the
broker knows are seeking investors. However,
brokers typically receive a portion of the sales
proceeds as a fee, and most small offerings are
too small to attract the interest of intermedi-
aries; only 13 percent of Regulation D offerings
from 2009 to 2012 reported using a broker.’

There also are investors who intention-
ally seek out promising new companies with
the intention of providing funding via private
placement. Venture capital funds are perhaps
the best-known of this type of investor. Ven-
ture capital firms seek to invest in high-growth
companies that can bring an IPO to market in
a few years, providing a substantial return on
investment.

These companies are generally highly scal-
able, offering exponential growth if successful.
Obtaining VC funding is something of a Holy
Gralil in the start-up world, but such funding
is difficult to obtain. In 2010, for example,
505,473 new companies were incorporated in
the US. but only 1,095 companies received
venture capital funding.*® Because the funds
are looking for a large return, given the riski-



ness of the investment, a business model that
is not particularly scalable will not be attrac-
tive to venture capital.*

Moreover, some companies do not want
venture capital. In exchange for what is a large
investment, given the relatively small size of
the company, VC typically takes a consider-
able equity stake, diluting existing sharehold-
ers (usually the company’s founders). One cor-
porate development consultant estimated the
average VC equity stake to be approximately
70 percent of the company’® Venture capital-
ists also take a hands-on approach to manag-
ing their investment, often taking at least one
seat on the company’s board of directors and
actively guiding the company’s management.

For some start-ups, this involvement is a
feature, not a bug. If the company’s founders
are inexperienced, either because of youth
or general unfamiliarity with the ins and outs
of running a company, they may welcome the
guiding hand of VC’s well-seasoned execu-
tives. But other founders may prefer to keep
a firm grip on the company’s reins and may
therefore eschew VC interference in day-to-
day operations and strategic planning.

In addition to the considerations above,
venture capital may be inappropriate for a
company due to the stage in its development.
Because VC is generally looking for an exit in
the near term—IPOs backed by venture fund-
ingin 2010 had received six years of support on
average—these funds are typically interested
inwhat might be called mature start-ups, those
companies that are likely to have their biggest
growth ahead of them but that have shown
their mettle through initial growth and devel-
opment of a healthy revenue stream.’* A very
young company, one that has yet to launch its
product or generate any revenue, would gener-
ally be too immature for VC investment.

Companies seeking very early stage invest-
ment, often called “seed money,” may turn to
“angel” investors. Angels are individuals, or
small groups of individuals, who invest smaller
sums of money in brand new ventures. Where
a VC might invest several million, an angel
might invest $50,000 or $100,000, or even

as little as $30,000. While all investors are
looking for a return on investment, angels are
generally also motived by an interest in help-
ing new companies and fostering entrepre-
neurship. Angels themselves are frequently
successful entrepreneurs who see this form of
investing as a way to give back by identifying
and supporting promising new entrepreneurs.

The form of an angel investment may
also differ from the form of VC investment.
Whereas VC firms almost always take an eq-
uity stake, an angel may take equity or debt,
but often prefers convertible debt, which in-
corporates some of the most attractive fea-
tures of each.’” The amount of guidance an an-
gel provides will vary with the angel-company
relationship. Some angels are interested in
providing a great deal of expertise and guid-
ance (which many companies are thrilled to
have since such expertise may be extremely
expensive if a company were to buy compa-
rable services), while others are happy to take
a more hands-off approach. Although angel in-
vestment can be a boon to new companies, it,
like venture capital, can be difficult to secure.
In 2010, 61,900 companies received angel in-
vestment, representing a little more than 12
percent of the total new businesses started
that year, with an average investment of about
$325,000.53 Angel investing has, however, been
on the rise. In 2006, for example, the Bureau
of Labor Statistics reported 667,341 new enter-
prises; but only 51,000 received angel funding,
or about 7.6 percent.’*

Angel investing has existed in some form
throughout time. Beginning in the 1990s, how-
ever, angels began to form groups to seek in-
vestment opportunities. By forming a network,
angels can more effectively connect with entre-
preneurs seeking their help. With the advent
of the Internet, some of these angel networks
went online. To comply with the pre-JOBS Act
ban on general solicitation, websites listing in-
vestment opportunities required investors to
register and confirm their accredited investor
status before viewing the offerings.

The result of the restriction on advertis-
ing has been to require a relationship-based
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approach to selling securities through private
offerings. People must actually know people in
order for the sales to work. This has resulted
in great geographic concentration. Investors
tend to invest in companies geographically
close to them. The investors, brokers, and is-
suers have therefore all been grouped close
together, historically in California, New York,
and Boston.” This means that innovations in
other parts of the country may be starved of
funds for no reason other than geographic ac-
cident. It also means that society at large has
been deprived of new inventions and the ben-
efits they bring only because of where the in-
ventors lived.

Secondary Market for Securities Sold in
Private Placements

The secondary market for securities sold
through a private placement is also quite limit-
ed. The federal securities laws require not only
that offerings be registered, but that securi-
ties themselves be registered as well, unless, as
with offerings, they qualify for an exemption.
Securities sold through a public offering are
registered as part of the offering process. But
securities bought through a private placement
are not registered, and are therefore “restrict-
ed.” They cannot be resold unless the sale
qualifies for an exemption.’® This restriction
increases the price of capital raised through
a private placement. A less liquid security will
carry a higher premium to entice investors to
effectively lock up their money:

One exemption from the registration re-
quirement is for “transactions not involving
an issuer, underwriter, or dealer.”’” This seems
like an easy solution—wouldn’t most investors,
trading amongst themselves, fall into this cat-
egory? Unfortunately, no. The securities laws
define “underwriter” so broadly that steer-
ing clear of the underwriter designation has
made trading restricted securities very tricky
to navigate. The Securities Act includes in its
definition of an underwriter “any person who
has purchased from an issuer with a view to
. . . the distribution of any security{.]”58 The
intent behind this interpretation is clear: if

a security could be bought in a private place-
ment and immediately resold to any investor,
including any member of the public, the dis-
tinction between public and private offering
would evaporate. But how to distinguish be-
tween the investor who bought a security for
investment and one who purchased it with a
“view to [its} distribution”?

Because this definition requires the SEC
to peer into the mind of the investor to deter-
mine whether the investor bought the security
with “a view to [its} distribution,” the law has
developed to use certain behaviors as a proxy
for determining what the investor’s intent may
have been at the time of purchase. Most nota-
bly, the SEC has found the length of time be-
tween the initial purchase from the issuer and
the sale in the secondary market to be relevant
to the initial purchaser’s intent’? To further
remove uncertainty surrounding the under-
writer designation, the SEC issued a rule in
1972 that creates a safe harbor for the resale of
securities issued under the private placement
exemption. Under Rule 144, an investor who
holds a restricted security for six months if the
company is a reporting company or a year for
other companies may resell the security with-
out being deemed an underwriter.

While Rule 144 provided some liquidity for
restricted securities, a holding period of six
months or a year is still a burden. Also, if the
intent behind the underwriter designation for
shorter holding periods was to prevent the se-
curity from immediate transfer into the hands
of retail investors, it would seem that sales be-
tween accredited investors should be permit-
ted. In 1990 the SEC issued Rule 144A. This
rule allows restricted securities to be offered
in the secondary market to “qualified insti-
tutional buyers,” or QIBs, without a holding
period.éo Qualified institutional buyers are, in
general, institutional investors that own and
invest on a discretionary basis at least $100
million in securities, and dealers who own and
invest on a discretionary basis at least $10 mil-
lion in securities.

Note, however, that the rule requires re-
stricted securities not only to be sold only to



QIBs, but also to be offered only to QIBs. To
understand the difficulty this restriction has
imposed, it is important to understand what,
exactly, “offer” means.

The definition of “offer” under federal se-
curities law is notoriously broad. The Securi-
ties Act of 1933 states that “[t}he term. .. ‘offer’
shall include every attempt or offer to dispose
of, or solicitation of an offer to buy, a security
or interest in a security, for value.”® This al-
ready broad definition has in turn been inter-
preted broadly by the SEC. A communication
need not even expressly offer the securities for
sale for it to be considered an offer. According
to the SEC:

The publication of information and
statements, and publicity efforts, gener-
ally, made in advance of a proposed fi-
nancing, although not couched in terms
of an express offer, may in fact contrib-
ute to conditioning the public mind or
arousing public interest in the issuer or
in the securities of an issuer in a manner
which raises a serious question whether
the publicity is not in fact part of the
selling effort.52

Google famously had to delay its IPO because
an interview its founders Larry Page and Ser-
gey Brin gave to Playboy magazine arguably
“contribut{ed} to conditioning the public
mind or arousing public interest” in the IPO.

So, private placements, while vital to com-
panies’ ability to access investment, nonethe-
less present some traps for the unwary. More-
over, many of the restrictions focusing on offer
versus sz/e provide minimal benefit, if any, but
have imposed substantial costs on issuers, in-
vestors, and on our economy as a whole, which
benefits from companies’ ability to obtain the
capital to grow.

JOBS Act Changes to Regulation D

Title II of the JOBS Act radically reforms
the rules for solicitation of investors in both
the primary and secondary markets for private
placements. It directs the SEC to issue new

regulations lifting the ban on general solicita-
tion for Rule 506 offerings, specifically “to pro-
vide that the prohibition against general solici-
tation or general advertising . . . shall not apply
to offers and sales of securities made pursuant
to section 230.506, provided that all purchasers
of the securities are accredited investors.”® It
also directs the SEC to change Rule 144A to al-
low offers to non-QIBs: “to provide that secu-
rities sold under such revised exemption may
be offered to persons other than qualified insti-
tutional buyers, including by means of general
solicitation or general advertising, provided
that securities are sold only to persons that
the seller . .
fied institutional buyer.”®* This means that pri-

. reasonably believe[s}] is a quali-

vate placements and securities sold in private
placements can be offered, that is, advertised,
anywhere. Television, billboards, banner ads on
websites, cold calls, sky-writing airplanes flying
over crowded beaches—it’s all okay. (Although,
of course, these changes apply only to offers;
actual sales remain restricted to accredited in-
vestors and QIBs.)

In September 2013, the SEC adopted fi-
nal rules implementing these changes. Under
these rules, the SEC created two versions of
Rule 506 ofterings: the traditional Rule 506 of-
fering, which retains the prohibition on gen-
eral solicitation and permits a limited number
of non-accredited investors; and a new offer-
ing under Rule 506(c), which permits general
solicitation but requires that issuers sell only
to accredited investors.

Under the traditional Rule 506 offering
(now named a “506(b)” offering to distinguish
it from the new Rule 506 offering, which ap-
pears under Rule 506(c)), investors have typi-
cally self-certified their status, via question-
naire or other method. And an issuer, assuming
it has a reasonable belief that the investor is
indeed accredited, can rely on an investor’s
assertion that he or she meets the income or
net-worth requirements. Under Rule 506(c),
however, issuers must take reasonable steps
to verify accredited investor status, result-
ing in more work for the issuer. The SEC has
provided a nonexclusive list of methods that
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an issuer might use to verify that an investor
has the requisite income or net worth; these
include reviewing tax documents, bank state-
ments, a report from a nationwide consumer
reporting agency, or obtaining written confir-
mation from an attorney, accountant, broker-
dealer, or registered investment adviser.

Result of JOBS Act Changes to
Regulation D

As the new rules implementing these
changes went into effect only in late 2013, it is
difficult to predict definitively the effect they
will have on the private market. Although the
rules’ implementation was much-touted in
certain corners of the Internet,® many small
businesses remain unaware of the changes.®®
Recent data suggest that fewer than 1o per-
cent of Rule 506 offerings are conducted un-
der the new 506((:).67 Additionally, even with
the introduction of online platforms to con-
nect investors with entrepreneurs, the invest-
ment process for many investors remains a
personalized one. While many angel investors
now use platforms to find entrepreneurs, on-
line investment platforms take the place of in-
troductions, not relationships. The process is
not unlike online dating. The Internet enables
people to search for and connect with others
looking for a romantic relationship, but the
relationship itself tends to take place offline,
in real life. Similarly, angel investors can search
for and connect with early stage companies
online, but often prefer to meet and talk with
the company’s founders face-to-face before
making an investment.

The changes may, however, expand the
population of private placement investors.
Not every investor who qualifies as accred-
ited will seek out an angel network to join. But
such investors may be drawn in by advertising
now permitted by the new rules. This may pro-
vide opportunities for those small businesses
that can leverage existing relationships to
raise funds, expanding the value of those con-
nections.

Consider, for example, a luxury-good pur-
veyor who has an established base of clients

who are familiar with the product and with
the company itself. The company may decide
to seek investment from its customers, whom
it knows include a number of individuals with
the requisite income or assets and who may
be interested in investing in b5 company, al-
though they may not have sought out such
investments in the past. Or consider other
built-in investor audiences: alumni networks,
local community members, subscribers to a
niche-interest publication. Investing platform
North Capital Private Securities recently an-
nounced that it will be using an online Rule
506(c) offering to raise $30 million to partially
fund a giant Ferris wheel to be built on Staten
Island.®® These investors will not be angels, in
that they are unlikely to provide the mentor-
ship that often accompanies an angel invest-
ment, but they may be interested in support-
ing a company affiliated with their personal
interests.

There is also the possibility of developing
Web-based platforms geared toward specific
interests. The platform 1031 Crowdfunding,
for example, permits investors to find one an-
other to exchange investment real estate to
take advantage of a provision in the tax code.%
Finally, although many existing angels may
prefer to meet company executives in person
before investing a sizeable sum, some may take
advantage of the efliciencies of online invest-
ing to invest much smaller amounts—a few
hundred dollars perhaps—in companies purely
via online platforms. While $500 is not going
to get any company off the ground on its own,
multiple $500 investments could do the trick.

While the new 506(c) offering may pro-
vide greater opportunities for both investors
and issuers, there are reasons a company may
opt to select the traditional 506(b) offering in-
stead. First, the issuer’s relationship with the
investor can be somewhat different in a 506(c)
offering than in a 506(b) offering. On the one
hand, the issuer in a 506(c) offering will have
access to documents and information about
the investor’s financial situation that a 506(b)
issuer would not have. Because 506(b) allows
investors to self-certify that they are accred-



ited, issuers would have no cause to review
investors’ tax or financial documents, docu-
ments that must be reviewed by a §06(c) issuer
looking to use the rule’s safe harbor. On the
other hand, the issuer in a 506(c) offering ul-
timately may have less information about, and
control over, the investors than a 506(b) issuer
would have. Consider the method each uses
to solicit investment. In the 506(c) offering,
the issuer is likely to use the Internet or some
other method of general solicitation (this is,
after all, the raison d’étre of the 506(c) offer-
ing). The issuer is using this method of attract-
ing investment specifically because it allows
the company to reach investors otherwise un-
known to it. While this provides greater reach,
it also means that the investing relationship
will not be quite as close as the relationship
between an issuer and investor who either al-
ready had a preexisting substantial relation-
ship themselves or were introduced through
a trusted intermediary. One of the advantages
of being a privately-held company is the ability
to control who owns you; choosing general so-
licitation as a means of finding investors risks
ceding this control.

Second, the issuer in a 506(c) offering must
choose what to disclose publicly as part of its
general solicitation, navigating between the
Scylla of exposing company secrets to a wide
audience (including competitors) and the Cha-
rybdis of committing securities fraud. Any of-
fering of securities, including one made pursu-
ant to Rule 506(0), is subject to Rule 10b-§, the
tederal securities laws’ catch-all fraud provi-
sion. This rule makes it illegal to:

Employ any device scheme or artifice to
defraud, to make any untrue statement
of a material fact or to omit to state a
material fact necessary in order to make
the statements made, in the light of the
circumstances in which they were made,
not misleading, or to engage in any act,
practice, or course of business which op-
erates or would operate as a fraud or de-
ceit upon any person in connection with
the purchase or sale of any security.”°

While it requires some attention to detail,
most issuers acting in good faith can refrain
from making untrue statements of material
facts. It is trickier to ensure that disclosures
do not leave out necessary information, the
omission of which may make them misleading.
To see the difference, consider, for example, a
manufacturing company with two factories. It
would be plainly misleading to state that the
company had three factories when it had only
two. But what if the second factory was cur-
rently shut down due to a broken piece of ma-
chinery that would cost $1 million to replace?
Now the company, if it discloses the existence
of two factories (Where clearly manufacturing
capability is a material fact), must also disclose
the fact that one is currently shut down and
will require $1 million to fix so that its state-
ments are not misleading.

The traditional 506(b) private placement
does not require any specific disclosures if the
offering is limited to accredited investors. But
the investors typically receive a private place-
ment memorandum (PPM), which includes all
the information the issuers feel the investors
would want to know before investing in the
company. While the information can be quite
sensitive, it is not made publicly available and
is provided only to those eligible to invest in
the company. As discussed in the context of
the IPO on-ramp earlier, the ability to keep
information secret from competitors is one of
the great advantages of remaining a privately-
held company.

It may be that issuers conducting a new
506(c) offering will choose to provide interest-
ed investors with a private placement memo-
randum. But it is unlikely that they will want
to make it widely available. While any com-
pany conducting any kind of offering can fall
afoul of Rule 10b-3, it will be especially chal-
lenging for a company to provide sufficient in-
formation to entice investors through general
solicitation while simultaneously ensuring the
information is not misleading due to an omis-
sion.

As with Title I, the changes that Title 11
makes to the securities laws are relatively
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small—506(c) offerings are still available only
to accredited investors, and securities sold
through these offerings are still restricted. But
they provide a flexibility that will enable new
companies that might have otherwise been
shut out of the market for reasons unrelated
to the quality of their business models to ac-
cess capital. And they allow investors new
opportunities and options in allocating their
funds and permit those outside the venture
capital hot spots to influence the development
of new products and services through invest-
ment. The 506(c) offering may appeal equally
to an established company and to a start-up.
Most important may be the company’s ability
to convert existing relationships into invest-
ment or to appeal to an audience broader than
what has traditionally been the source of early
stage investment. While less glamorous than
Title ITI, which creates the new crowdfunding
exemption, Title IT may result in a greater im-
pact on capital access.

Policy Recommendations

The current definition of accredited inves-
tor is too limited. The best solution would be
to do away with the accredited/non-accredit-
ed distinction entirely, and permit individuals
to make their own decisions about how they
want to spend their money. In the alternative,
the accredited investor standard should be
revised to ensure it reflects an investor’s ac-
tual ability to evaluate an investment. Wealth
alone has little bearing on whether a person
is well-informed, or even well-advised, on in-
vestment matters. Even if it did, using a fixed
number with no reference to variances in cost
of living gives preference to people living in
certain parts of the country. It also favors age
over other measures of experience. Under ex-
isting law, for example, a retired physician liv-
ing in New York City might be able to invest in
a start-up developing new mining technologies
while a young mining engineer, who is much
better informed about mining itself and about
the industry in general, would be excluded.

The current method of calculation also
excludes the primary residence. This recent

change means that two people, each with say
$2 million, would be treated differently if one
chose to buy a $1.5 million house and invest the
rest, while the other decided to rent a house
and invest the whole $2 million. Each would
have the same net worth, but the investment
the first individual made in a house would not
be considered in the same way that the second
individual’s first $1.5 million investment would
be considered.

The accredited investor calculation should
be revised to again allow investors to include
the value of the primary residence. There
should be an additional method of qualify-
ing as an accredited investor that allows an
individual to demonstrate knowledge of ba-
sic finance and investing concepts. Finally, an
individual should be able to invest in specific
offerings upon a showing that the investor has
knowledge of the issuer’s industry. A certain
amount of work experience in that industry, a
professional qualification, or a university-level
degree in a field directly related to the issuer’s
industry would be presumed to confer the rel-
evant knowledge.

TITLE lll: INVESTMENT CROWD-
FUNDING

Title IITI of the JOBS Act is by far the most
ambitious of the act’s titles. While every other
title simply tweaks elements of existing se-
curities law, Title I1I, through a collection of
interwoven exemptions, creates an entirely
new kind of offering. Included in its exemp-
tions are: an exemption for the offering from
registration under Section 5 of the Securities
Act of 1933 even though it is an offering to the
public; an exemption for the company from
registration under the Securities Exchange
Act of 1934 even if the company would other-
wise trigger the requirement that it register
once it exceeds a certain number of sharehold-
ers of record; and exemption from registra-
tion as a broker-dealer for a new type of entity,
the “funding portal.” The novelty of this title,
and the genesis of this collection of exemp-
tions, have created a number of challenges for



the SEC in developing implementing regula-
tions—challenges that, to a large extent, re-
main unresolved.

Origins of the Crowdfunding Exemption

The genesis of a crowdfunding exemption
was not the SEC or even the financial indus-
try. Its origins lie in the tech start-up world.
In 2006, a new version of an old concept
emerged, built on the Internet’s ability to radi-
cally reduce transaction costs across a wide
geographic area. In its current incarnation,
the concept is called “crowdfunding.” In gen-
eral, crowdfunding refers to a means of raising
funds by which small amounts are solicited
from a large number of people.

The concept predates the Internet by hun-
dreds ofyears. Long before the Internet was de-
veloped, people took up “subscriptions,” com-
mitments to provide small amounts of money,
to support public projects. Arguably the Statue
of Liberty itself stands in New York Harbor
thanks to a “crowdfunding” project.”” The In-
ternet, however, has made this method easier
to use, as reaching hundreds or even hundreds
of thousands of people has become extremely
cheap. A number of platforms have sprung up
to facilitate the process. The most prominent
is Kickstarter, followed closely by Indiegogo
and Rockethub, among others. While these
platforms tend to focus on actual projects,
others such as GoFundMe allow individuals to
seek funding for almost any purpose.””

In recent years, even before passage of the
JOBS Act, anumber of companies have turned
to crowdfunding to obtain seed money. Be-
cause of existing securities regulation, howev-
er, companies are currently restricted in how
they may use crowdfunding. They may solicit
money from individuals, and they may provide
benefits in exchange for that money—but not
offer investment. Successful crowdfunding
campaigns have included preferred status on a
waitlist for the forthcoming product, a T-shirt,
or a handwritten letter of thanks from the
company’s founder.” They may not, however,
offer a means by which investors can receive
a return on investment.”* Given the nature

of the rewards that companies may offer, the
type of company that can currently use crowd-
funding successfully is limited. Generally only
a company with a certain level of charisma, ei-
ther because it offers an innovative consumer
product or because it exudes a coolness that
people find attractive, will be successful in at-
tracting this type of capital.

Frustrated by the inability to use crowd-
funding more broadly, several entrepreneurs
initiated a campaign to create an exemption to
allow investment crowdfunding for small busi-
nesses.” With the assistance of the Sustainable
Economies Law Center, a nonprofit organiza-
tion focused on developing local economies,
they submitted a proposal for rulemaking to
the SEC.7® Other entrepreneurs drafted pro-
posed legislation, which they presented to
lawmakers in late 2010.

This was when two very different worlds—
the entrepreneurial world and the deeply
complex world of SEC regulation—collided.
Part of the appeal of crowdfunding is its grass-
roots nature. Early proponents of investment
crowdfunding remarked on how ludicrous it
was that such a simple form of investment was
illegal.”” The investment crowdfunding con-
cept was therefore intended to be extremely
simple. The proposal submitted to the SEC
envisioned a $100,000 cap on the offering and
a $100 limit per investor. It suggested that is-
suers might be alocal café looking to expand, a
community garden, or a bookstore interested
in adding a stage and public address system
for small performances—all very small busi-
nesses whose owners may not have a high level
of financial sophistication. Embedded in the
concept was the idea that issuers could do a
crowdfunded offering without the raft of legal
and financial experts typically needed for even
a small private offering, and certainly without
the army of experts employed by the issuer
planning an IPO.

How the Crowdfunding Exemption Will
Work

Unfortunately, given the complexity of the
federal and state securities laws and their at-

17

¢ ‘Early

proponents
of investment
crowdfunding
remarked on
how ludicrous
it was that
such a simple
form of
investment

was illegal. 99



18

Given the
cost of
professional
assistance, any
money raised
under this
exemption
becomes
extremely
expensive and
most issuers
will likely
find other
exemptions
more
attractive. 9

tendant regulations, even a simple exemption
for a very simple type of offering cannot ulti-
mately be done simply. Although the exemp-
tion is entirely new; it is built into the same
complex securities law framework that has
existed for the last 8o years. The version of the
exemption that was ultimately included in the
JOBS Act will require, for most issuers, some
professional guidance to navigate successfully.
This may be its downfall. There is a $1 mil-
lion cap on any offering using this exemption.
Given the cost of professional assistance, any
money raised under this exemption becomes
extremely expensive and most issuers will like-
ly find other exemptions more attractive.

The new exemption works as follows. A
company may offer up to $1 million in securi-
ties, whether debt, equity, or some combina-
tion, to the general public over the course of
one year without registering the offering with
the SEC, provided the offering meets all of
the requirements to qualify for the exemp-
tion. These include the following: the issuer
may not be a public company and must be a
US. entity. The issuer must provide certain
information to the SEC, including the issuer’s
name and address, the identities of its officers
and directors, and a description of the issuer’s
business plan. It must also disclose its finan-
cial condition, provide financial statements
and information regarding its capital struc-
ture, and disclose how much it wants to raise,
what it will do with the proceeds, and what the
price of the securities will be. The issuer must
meet its full funding goal for the raise to close;
if it fails to meet its target by a set deadline, no
sales occur.

After the offering closes, the issuer must
comply with ongoing reporting requirements.
It must make annual disclosures to the SEC
and its investors regarding business opera-
tions, and must produce its financial state-
ments.

The exemption also imposes certain re-
strictions on investors. Prospective investors
must pass a financial literacy test, which must
include an acknowledgment of the fact that
the investor could lose the entire investment.

The amount any one investor may invest in
crowdfunding securities in one year is capped
at an amount based on the individual’s annu-
al income and net worth, but investment for
any investor, regardless of wealth, is capped at
$100,000 annually.

Finally, the offering must be made through
either a registered broker or dealer, or through
a new entity termed a “funding portal.” Under
the Securities Exchange Act of 1934, any per-
son “engaged in the business of effecting trans-
actions in securities for the account of oth-

ers,”78

or “engaged in the business of buying
and selling securities” for that person’s own
account’? is a broker or dealer and therefore
must register with the SEC.3° Registration
as a broker or dealer is an onerous process. It
requires registration with the SEC itself and
with the Financial Industry Regulatory Au-
thority (FINRA). While nominally a private
entity, FINRA functions in a quasi-govern-
mental role, writing and enforcing a number
of rules for the financial services industry, the
violation of which can result in loss of license
and fines. Among FINRA' rules for broker-
dealers are that broker-dealers and their em-
ployees must pass certain examinations, writ-
ten and administered by FINRA; that the
broker-dealer must maintain established capi-
tal levels; and that the broker-dealer is subject
to a fiduciary duty standard in certain transac-
tions and relationships, exposing the broker-
dealer to substantial litigation risk.

The JOBS Act provides an exemption from
these requirements for persons “acting as an
intermediary in a transaction involving the
offer or sale of securities for the account of

others™®

as long as those transactions are ex-
clusively within the crowdfunding exemption.
But the funding portal loses its designation—
and therefore its exemption—if it provides
investment advice; solicits purchases, sales, or
offers for the securities on its platform; pays
commissions for the sale of the securities it
has listed; or holds or manages investor funds
or securities.

This is not to say that, by virtue of being
exempt from registration as brokers or deal-



ers, funding portals are unregulated. In fact,
Title III clearly intends for funding portals to
act as gatekeepers for the crowdfunding indus-
try. They must register with the SEC and with
FINRA, provide investor education, ensure
that investors do not exceed the individual in-
vestment cap, and protect confidential infor-
mation. They are also given the task of ensur-
ing that funds are not released to issuers until
and unless they have reached their funding
target.

Then there are the anti-fraud provisions,
which apply both to funding portals and to
issuers. Both are subject to the wide-ranging
liability of Rule 10b-5. Additionally, the JOBS
Act includes a provision creating a new cause
of action specific to crowdfunding offerings,
imposing liability on the issuer for a material
misstatement or omission of a required state-
ment. Once again, the securities laws inter-
pret a term so broadly as to create a number
of regulatory hurdles. Although “issuer” would
seem to apply only to the company actually is-
suing the securities, in fact the securities laws
define issuer to include the company; its direc-
tors and partners, its principal executive, and
its financial and accounting officers.

The definition of “issuer” also includes “any
person who offers or sells the security in such
offering.”%? The Supreme Court has construed
the term “issuer” broadly enough that a fund-
ing portal arguably falls within the definition
of “seller” in this context.® Unlike Rule 10b-5,
which requires a finding of sczenter, or an intent
to defraud, the new provision in the JOBS Act
requires no such intention; if there is a find-
ing that there was a material misstatement or
omission, liability attaches unless the seller
can show that reasonable due diligence would
not have uncovered the error. Of course, that
does not mean that any misstatement will
result in liability. The misstatement must be
“material,” which, under the securities laws,
means that there is “a substantial likelihood
that the disclosure of the omitted fact would
have been viewed by the reasonable investor
as having significantly altered the ‘total mix’ of

information made available.”%4

The Final Rules

How this exemption will work in practice is
yet to be seen. The exemption requires imple-
menting regulations from the SEC and FIN-
RA, and the SEC only just issued final rules in
October 2015, which will become effective on
May 16, 2016—several years after the JOBS Act
directed the SEC to issue regulations.®s

Neither the delay nor the exemption’s com-
plexity is surprising. The concept of invest-
ment crowdfunding was met with considerable
apprehension, by lawmakers and by some with-
in the industry and academia, when first pro-
posed. Securities regulation exists, in part, to
protect investors. If portions of the rules are
rolled back, one of two things must happen:
either investors lose needed protection and
are thereafter defrauded or otherwise unjustly
parted from their wealth, or those portions of
the rules were unnecessary and therefore many
assumptions underlying the architecture of the
securities laws are incorrect.

One of those assumptions is that any offer-
ing sold to the public must provide certain re-
quired disclosures. Under this assumption, the
SEC must prescribe the disclosures because
retail investors are not sophisticated enough
to know what information they should re-
quest before investing. There is some validity
to this assumption. Many retail investors may
not know enough about corporate finance or
governance to know what information exists,
never mind which pieces of information they
should consider before investing. The benefit
of having the information provided through
SEC-mandated disclosures is that every com-
pany’s filing will look similar, making it easy
for the investor to compare disclosures across
companies.

While it may be beneficial for some inves-
tors to have assistance in obtaining informa-
tion about potential investments, it is not
clear that all of the disclosures required for a
public company would be valuable for a po-
tential crowdfunding investor. Despite the
talismanic properties sometimes attributed
to this body of disclosures, it is unlikely that a
crowdfunding investor looking to invest $100
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or $1,000 would benefit from such a large vol-
ume of information.

Additionally, SEC-mandated disclosures
are not the only way for an investor to ob-
tain information. The nature and structure
of crowdfunding encourages information-
sharing and engagement. Some in the industry
argue that there will be no fraud in crowdfund-
ing because the “crowd”—that is, the online in-
vesting community—will quickly identify and
report fraudsters.%” Such a blanket dismissal
of the risk of fraud is naive, as there is nearly
always fraud where there is money to be made,
but the ability of investors and potential inves-
tors to share information seamlessly online will
likely check some illicit activity. The proposed
rules include a specific provision allowing for
communication through the funding portal,
including communication between the issuer
and investors.®® Moreover, the issuer’s ability
not only to provide information to investors,
but to interact and engage with them, offers a
new means of responding to specific requests.
An issuer need not anticipate all investors’ re-
quests and satisfy them with one data dump.
The disclosures can be an ongoing, interactive
process.

As for the need for guidance in understand-
ing what information is relevant to making an
informed investment decision, the SEC is not
the only source for such assistance. Private sec-
tor actors can provide help, too. For example,
CrowdCheck (of which the author is a founder
and owner) is a company founded specifically
to help investors conduct the due diligence
necessary to making an informed decision
when investing in a crowdfunding offering.

The second assumption behind the secu-
rities laws’ approach to protecting retail in-
vestors is that they must be prevented from
investing in companies and participating in
transactions deemed to be risky. The near ban
on retail investment in private placements is
the best example of this type of investor pro-
tection. The IPO process itself functions as
another such restriction. The process of con-
ducting an IPO is almost entirely focused on
preparing, filing, and disseminating disclo-

sures. The disclosure process therefore also
serves a gatekeeping function in that only
certain companies—generally those that are
above a certain size and relatively well estab-
lished—will find an IPO worthwhile. Seen
through this lens, the burden of preparing
for an IPO is a plus. It weeds out the smaller,
younger, riskier companies and thereby pre-
vents retail investors from investing in them.

Given these assumptions, it is not surpris-
ing that, before the JOBS Act, there were no
meaningful opportunities for retail investors
to invest in a company at the very start of its
lifecycle. The fact that retail investors have
not typically been a part of this market has
made the task of designing appropriate regula-
tions for crowdfunding offerings difficult. The
exemption does not work if the issuer must
make the same disclosures it would make for
an IPO. Those disclosures are simply too bur-
densome for offerings and companies of this
size. The exemption would be unusable.

Although the SEC has sought to balance
these concerns and develop a workable exemp-
tion, it does not seem to have been successful.
The final rules have significant defects, all of
which derive from using a template created for
large public companies to develop a regulatory
regime for what are extremely small offerings.
For example, the rules require issuers to follow
US. Generally Accepted Accounting Princi-
ples (GAAP). Among other requirements, this
requires the use of accrual-based accounting.
In accrual-based accounting, debits and cred-
its are recorded as they accrue. If, for example,
a company orders inventory in June with pay-
ment due in August, the debit is recorded in
June. Most small businesses, however, use
cash-based accounting, in which credits and
debits are recorded as the money flows into
or out of the company’s accounts. Under cash-
based accounting, the inventory ordered in
June but paid for in August would be recorded
in August.

In some ways, accrual-based accounting
provides a more accurate picture of the com-
pany’s financial situation. If a company has
$50,000 in cash on hand but must pay $45,000



in the next few weeks, it is more accurate to
say that the company has $5,000 rather than
$50,000. In a large company that always has
a number of substantial orders and payments
outstanding, accrual-based accounting is es-
sential to understanding the company’s health.
In a very small company, however, there are
likely to be only a small number of credits or
debits outstanding and disclosing individually
any that are of significant size is easily done.
Accrual-based accounting is unnecessary.

Under the rules, issuers must also make an-
nual disclosures to the SEC and on the com-
pany’s own website until the company goes out
of business or acquires all of the outstanding
crowdfunding securities it issued. An issuer
must therefore calculate the cost, not only of
preparing for the offering itself, but also of an-
nual disclosures on an ongoing basis.

The SEC, in accordance with administra-
tive law, first published proposed rules on
which the public was invited to comment, and
subsequently issued the final rules. While it is
the agency’s prerogative to make changes to
final rules as it sees fit, some of the changes be-
tween the proposed and final rules for Title ITI
were surprising. For example, the final rules
have introduced a risk that a crowdfunding is-
suer may be forced to register as a public com-
pany. Most companies go public by choice, but
a provision of the securities laws mandates
that a company register with the SEC if it has
more than 2,000 shareholders or 500 non-
accredited shareholders, and $10 million in
assets.®? Tt is essential to the crowdfunding
model that an issuer be able to raise money
from a crowd of investors. Requiring issuers
to register as public companies if they have
more than 500 non-accredited investors, in-
cluding crowdfunding investors, would make
the crowdfunding exemption unworkable and
would fundamentally undermine its premise.

The proposed rules therefore included a
provision that would not count crowdfund-
ing investors toward the s00-shareholder to-
tal. Unfortunately, the final rule introduces a
risk. The issuer can exclude the crowdfund-
ing investors, but only if it complies with cer-

tain requirements. If the issuer, for example,
misses filing its ongoing disclosures, it loses
the exemption, meaning that it would have to
file as a public company if it has more than 500
non-accredited investors. This could wreak
havoc with small crowdfunding issuers. In the
tumult that characterizes the daily operations
of a start-up, where a handful of people fill the
roles that require dozens at a larger enterprise,
and where legal and compliance issues may fall
to the overburdened CEO, missing an SEC fil-
ingis areal possibility. Even if one believes that
these ongoing filings are necessary to investor
protection, a single lapse should not invalidate
the exemption for all crowdfunded securities
the company has issued.

Not all of the changes to the proposed
rules were bad, however. For example, the
proposed rules had prohibited platforms from
using subjective criteria to select the offerings
listed on their sites. The rationale was that
such curation was akin to making investment
recommendations—I've listed this security on
my site because it’s a good investment and you
should therefore buy it—and that platforms
should not engage in such activities. Com-
menters, however, rightly noted that this was
in considerable tension with the liability such
platforms will shoulder and the structure of
the act, which places them in a gatekeeping
role for the industry. Under the final rules,
platforms may “[d}etermine whether and un-
der what terms to allow an issuer to offer and
sell securities in reliance on Section 4(a)(6)
of the Securities Act (15 U.S.C. 77d(2)(6)) {the
JOBS Act provision that allows crowdfunding}
through its platform, provided that the fund-
ing portal otherwise complies with Regulation
Crowdfunding (§§ 227.100 et seq.).”°
portals may not make any assertions about the

Funding

quality of the investments on their sites, but
they may use whatever methods they choose to
select the offerings they will list. This change
provides not only a means for platforms to re-
duce liability exposure, but also a certain level
of investor protection. A platform, by creating
a carefully curated list of offerings, can culti-
vate a reputation for listing only well-run com-
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panies, making its offerings more attractive to
investors and issuers alike and providing a use-
ful service to investors.”"

Given the complexity of the legislation and
of the surrounding securities regulations, it is
ultimately unlikely that most issuers will be able
to successfully complete a crowdfunding offer-
ing without some assistance from legal or finan-
cial professionals. With the amount of money a
company can raise in a crowdfunding offering
capped at $1 million, companies may have little
room in the budget to spend on these services.
If the cap were raised, which would require an
act of Congress, the exemption might be more
attractive, but given the changes to Regulation
A (described below) and Regulation D, there
might simply be no need for Regulation CF (the
crowdfunding exemption).

Additionally, crowdfunding involves re-
ceiving investment from the crowd or from a
large and broadly dispersed group of investors.
This means that, for companies that choose to
issue equity, any future investment will have
to wrangle with a large and unwieldy assort-
ment of shareholders. The easiest solution
would be to create a fund that would invest
in crowdfunded offerings. Unfortunately, the
JOBS Act explicitly forbids the use of special-
purpose vehicles (SPVs) or other funds under
Title IT1.9% Even if funds were permitted, they
would need an exemption from the Invest-
ment Company Act of 1940, which imposes
certain registration and other requirements
on funds, to be viable. This is yet another area
where the law simply is not built for compa-
nies the size of crowdfunding issuers. It is al-
most impossible that any fund specializing in
crowdfunding would be well-funded enough
to justify the expense of registration under the
Investment Company Act.

With better underlying legislation and
better implementing regulation, investment
crowdfunding might have provided a use-
ful contribution to capital formation for the
smallest companies. Properly done, invest-
ment crowdfunding would provide small,
quick injections of cash into very early stage
or very small companies. For example, a local

coftee shop looking to buy new equipment or
a two-person start-up needing cash to allow
its founders to quit their day jobs and spend a
year or two building the business until it can
bring in revenue might be good candidates for
an effective form of crowdfunding. Unfortu-
nately, the current exemption is too unwieldy
to be viable for such uses.

Even so, it is not realistic to believe that,
whatever its form, investment crowdfunding
would bring quite the number of new ventures
and jobs that some of its advocates imagined.”?
In its current incarnation, it is unlikely to
change very much at all. However, its greatest
benefit may not be its ability to assist in capi-
tal formation directly. The greatest benefit the
new exemption provides may be the simple
fact that it is new. Regulation in general, and
securities regulation in particular, has a ten-
dency to discount, and therefore stifle, inno-
vation. Regulation CF is valuable simply in its
willingness to venture into the unknown. It is
too bad it was not better done, but it opens the
door for more innovation in the future.

Policy Recommendations

Both the implementing regulations and the
underlying legislation creating the crowdfund-
ing exemption have significant flaws. A few
changes, some more ambitious than others,
could make crowdfunding a viable option for
capital formation:

B Creating a de minimis exemption for

crowdfunding. Informal—extralegal—
crowdfunding has always existed. It’s
what happens when someone opens a
new restaurant and invites mom, dad,
some cousins and a few buddies to “go
in on” the restaurant and become “part
owners,” which is often structured (al-
beit unwittingly) as a sale of stock and
not as the creation of a partnership.
These types of arrangements, despite
the headaches they give attorneys who
later need to unwind the sales, will per-
sist whether they are legally sanctioned
or not. Rather than create unnecessary



complexity, it would be simpler to create
an exemption for offerings under, for ex-
ample, $500,000. To the extent investor
safeguards were deemed necessary, the
exemption could include restrictions
either on the amount any one investor
could invest (similar to those that exist
under Regulation CF) or restrictions on
how the offering could be advertised.

B Permitting the use of special purpose

vehicles (SPVs) under Regulation CF,
removing the restriction on crowdfund-
ing by investment companies, and pro-
viding an exemption under the Invest-
ment Company Act that would make
the creation of a crowdfunding invest-
ment fund feasible. This would allow the
development of funds created for the
purpose of investing in crowdfunding
offerings, giving investors the opportu-
nity to diversify and to leverage the ex-
pertise of a fund manager. Ultimately,
this change would improve investor pro-
tection. One of the biggest criticisms
of investment crowdfunding has been
the fact that the businesses seeking
crowdfunding are almost guaranteed to
be small and young, and therefore risky.
An investor could, instead of holding
shares of one risky asset, hold a diverse
basket of crowdfunding securities.”* Ad-
ditionally, the fund manager would have
an incentive to provide more thorough
vetting and diligence on the securities
to be included in the fund, leading to
potentially better investments for the
investors. Finally, crowdfunding is, more
than most types of investing, about in-
vesting in more than simply a business
enterprise. Crowdfunding imparts a
certain emotional benefit on investors
who may invest in a company because
of personal beliefs or affiliation. The
availability of crowdfunding funds could
enable the creation of, for example, a
fund comprised of businesses within a
specific town, or businesses devoted to
a certain cause, allowing investors to in-

vest broadly in places or concepts they
cherish.

B Reverting to the proposed rule that
would have made all securities issued
under Regulation CF exempt from the
12(g) requirements regardless of future
behavior on the part of the issuer. The
current final rule introduces too much
uncertainty and creates a substantial
risk that an issuer will be required to
file as a public company because of an
innocuous lapse in compliance. At the
very least, there should be a grace period
during which an issuer can cure the defi-
ciency and retain its private status.

TITLE IV: REGULATION A
REVISITED—-THE BACKDOORTO
CROWDFUNDING

Although most discussion of securities
crowdfunding has, understandably, focused
on the new exemption in Title III, another
exemption can also provide a crowdfunding-
like option for issuers. Regulation A is an old
exemption in the securities laws, dating back
to 1936. It has been dubbed the “mini IPO”
because it permits small offerings of freely
tradable securities to the general public with-
out full registration with the SEC. It has his-
torically been challenging for companies to
use because of the cap on how much can be
raised in an offering under this exemption—
pre—JOBS Act, the cap was $5 million—and
because of restrictions related to state law,
which will be discussed in this section. In fact,
companies have found it so challenging to use
that it has been deemed unworkable and fallen
almost entirely out of use.

In 2011, there was only one qualified Regu-
lation A offering. By way of comparison, there
were 8,194 Regulation D offerings (private
placements) for less than $5 million and even
312 registered public offerings for less than $5
million in the same year. Exemptions from full
registration, as Regulation A is, are intended
to be easier and more cost-effective than a full
public offering. The fact that there were more
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than 300 times the number of sub-$5 million
IPOs in 2011 than Regulation A offerings sug-
gests that Regulation A was not working as
intended.” Even one of the most robust years
for Regulation A, 1997, produced only 56 quali-
fied offerings.®

‘What was wrong with Regulation A? Two
things: the $5 million cap and lack of federal
preemption. At first blush it seems strange
that the $5 million cap would be problematic
since there have been IPOs for less than $5
million. The reason is that the lack of federal
preemption made the legal and other compli-
ance requirements so costly that they quickly
ate into the $5 million issuers were allowed to
raise under the exemption.

An offering under Regulation A is, even
post-JOBS Act, more complicated than rais-
ing money under Regulation D. First, the com-
pany must be an eligible issuer. Unlike Regu-
lation D, Regulation A places restrictions on
which companies can use the exemption. It
cannot be used by a reporting company, that is,
a company that has had an IPO, lists its securi-
ties on a national exchange, or has more than
2,000 shareholders of record (or more than
500 non-accredited shareholders of record).
The issuer must also be either a US. or Ca-
nadian company. Second, the company must
complete a scaled-down version of the more
robust registration process required before an
IPO. Third, the company cannot, as in the case
of Regulation D, raise an unlimited amount of
money using this exemption. Finally, the offer-
ing must be accompanied by a disclosure docu-
ment known as an offering circular. An offering
circular, while more modest in scope than the
prospectus that accompanies an IPO, is none-
theless a significant undertaking requiring the
assistance of legal counsel. For example, the
circular that accompanied one of the very few
recent Regulation A offerings, conducted by
Fundrise in 2012, was 40 pages, not including
the audited financial statements and seven ap-
pended exhibits.

Also, unlike Regulation D, Regulation A is
an exclusive safe harbor. In the case of Regula-
tion D, which is not an exclusive safe harbor, an

issuer may fail to meet all of the requirements
to qualify for the Regulation D exemption and
yet still be exempt from registration. Regu-
lation D carves out space in the very vague
statutory exemption for issues not involving a
public offering. The rationale behind Regula-
tion D is that we will say “well, a lot of things
might be a non-public offering, but we will
say that if you meet the requirements of this
Regulation, your offering will definitely be non-
public.” Regulation A, however, is not a carve-
out within a broader exemption; it /s the ex-
emption. Any deviation from its requirements
means that, if the offering cannot qualify for
another exemption and yet is not fully regis-
tered, it is in violation of the Securities Act. 7

Even after the necessary materials have
been filed with the SEC, the issuer’s work is
not done. The SEC staft review the materials
and may return to the issuer with questions and
requests for additional information or changes
to the offering materials. These changes often
must be addressed by the issuer’s lawyers and,
in the case of questions about the company’s
financial statements, by its accountants. There
may be a number of written communications
back and forth between the SEC staff and the
issuer and its team, plus informal conversa-
tions as the details of the offering materials are
ironed out. Due to the cost and effort required
to respond to SEC questions, many issuers
who begin the process of conducting a Regula-
tion A offering never finish it. For example, in
2011, there were 19 initial Regulation A offer-
ings filed but only one qualified.?®

Lack of Federal Preemption

If issuers had only to comply with federal
law, more might have found it worthwhile to
meet these obligations to be able to raise a few
million dollars. However, they have to comply
with state regulations as well. In legal terms,
the federal government may, where it has ju-
risdiction, elect to preempt state law. In 1996,
Congress provided federal preemption for a
wide range of securities through the National
Securities Markets Improvement Act (INS-
MIA). Pursuant to this act, securities listed on



the New York Stock Exchange and NASDAQ),
as well as securities sold in reliance on the Reg-
ulation D exemptions, are exempt from state
registration requirements.

Securities sold under the Regulation A ex-
emption, however, were not included in the
act and have therefore been subject to state
registration requirements.

Each state has its own agency that regulates
the sale of securities within its borders. These
agencies oversee state securities laws, known
as “blue sky” laws. At the federal level, every
offering of securities must be registered with
the SEC, or qualify for an exemption. Similar-
ly, for every offering of securities in the United
States, the issuer must register that offering
with the state securities regulator, unless the
offering either qualifies for an exemption un-
der state law; or federal law has preempted the
state’s regulation of the offering.

While there are similarities among the 51
jurisdictions (the 50 states plus the District
of Columbia), each jurisdiction has its quirks.
An issuer subject to these rules must therefore
carefully review the laws of each jurisdiction
in which it plans to offer securities to ensure
compliance. Offering documents must also be
submitted to each jurisdiction, and each set
of documents must comply with that jurisdic-
tion’s requirements, which include not only
the content of the required disclosures and fil-
ings, but also the format in which these disclo-
sures must be made.

Moreover, a majority of states include
“merit review” as part of the offering process.
This means that the state securities board re-
views the offering to determine whether the
terms are, in the words of many state statutes,
“fair, just, and equitable” to the investor and, in
some cases, ascertains whether the securities
are likely to present a return on investment to
the purchaser.?? While the existence of merit
review does not necessarily impose additional
compliance costs on the issuer, it does intro-
duce uncertainty. An issuer may complete all
necessary documentation, comply with all rel-
evant requirements, and incur all applicable
costs associated with preparing an offering

for a particular state only to be rejected by the
state securities board as too risky."°° Even if
the state board accepts the offering, however,
the process at the state level typically mim-
ics that at the federal level, requiring several
rounds of communication between issuer and
regulators, and the input of the issuer’s lawyers
and accountants. Each iteration costs both
time and money for the issuer.

Certainly one reason for the paucity of
Regulation A offerings is the availability of
Regulation D. As discussed earlier, Regula-
tion D has no cap and requires no specific
disclosures. There is no back-and-forth with
the SEC, and no risk that the offering will not
be accepted (although, of course, any offering
carries the risk of liability if it fails to comply
with regulations). Regulation D offerings also
benefit from federal preemption. And, now
that Rule 506 offerings may be advertised via
general solicitation, the public nature of Regu-
lation A offerings may be even less attractive.
Regulation D offerings tend to be cheaper
than Regulation A offerings. While the cost of
each can vary considerably based on the size
of the offering, the complexity of the issuer,
and other factors, a pre—JOBS Act Regulation
A offering tended to cost somewhere around
$100,000 while a Regulation D offering can
sometimes be done for as little as $20,000 or
$40,000.

Given the benefits of a Regulation D offer-
ing, why would a company choose Regulation
A?There are two reasons. First, securities sold
pursuant to a Regulation A offering are freely
tradeable in the secondary market. This li-
quidity increases their value and lowers the
cost of capital. Second, issuers are not indif-
ferent to who buys their securities, especially
when the company is very small.

Fundrise, for example, is a real estate devel-
opment company that, according to its web-
site, seeks to “democratize local investment”
by facilitating investment in real estate by lo-
cal investors. Given the company’s mission,
having unaccredited but local investors for its
projects is crucial to its vision. The company
has used Regulation A in the past to enable un-
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accredited investors to participate in its offer-
ings. However, it found the exemption’s com-
pliance requirements unworkable. According
to Fundrise, the filing process took six months
to complete, required the assistance of eight
attorneys, and cost more than $50,000 in le-
gal fees."”" The company also notes that its fi-
nal filing document weighed 25 pounds. Until
recently, it had reverted to relying exclusively
on accredited investors and Regulation D of-
ferings. In late 2015, however, it announced a
new Regulation A offering, under the new post-
JOBS Act rules."*

As for that sole Regulation A offering in
2011, its issuer has also spoken out about the
challenges of complying with the regulation’s
requirements and with numerous state regula-
tory regimes. The 2011 Regulation A offering
was for $5 million to fund a Broadway revival
of the musical Godspell. In an interview at the
time, the lead producer, Ken Davenport, ex-
pressed his interest in having “a community
of investors since the musical is about a com-
munity of people.””® This community came
at a cost, however. Davenport later recounted
the efforts required to comply with various
state regulatory regimes. Texas requested a
$250,000 bond, he reported, while Maryland
required that he pass FINRA’s Series 63 Uni-
form Securities State Law Examination."*4
The legal and other costs of completing the
$5 million raise, he said, totaled $200,000. Al-
though The Godspell LLC successfully com-
pleted its round of funding, other production
companies have not followed suit, preferring
to use the more efficient Regulation D exemp-
tion to fund Broadway shows.

JOBS Act Changes to Regulation A

Title I'V of the JOBS Act aimed to revital-
ize this exemption by raising the cap to $50
million, with a periodic review to determine if
the cap should be raised further, and by clas-
sifying the securities sold under the exemp-
tion as “covered” if offered or sold to “qualified
purchasers.” Under the Securities Act of 1933,
a covered security is exempt from state regis-
tration requirements.

Qualified purchaser is a term that has been
around for a while but that has never been
definitively defined. As part of the process of
drafting rules to implement this title of the
JOBS Act, the act directed the SEC to define
this term and, in the end, the SEC defined the
term quite broadly indeed. First, the SEC cre-
ated two tiers of offerings under Regulation
A. Tier 1 looks a lot like old Regulation A, but
with a $20 million cap instead of a $5 million
cap. Offerings must comply with all Blue Sky
(that is, state) laws, but ongoing reporting re-
quirements are minimal and financial state-
ments need not be audited unless the com-
pany has already prepared audited statements
for other purposes. (As many state regulators
require audited statements, most issuers using
Tier 1 will wind up needing audited financials
in the end.) Anyone can buy securities sold in
aTier 1 offering and can invest as much money
as they wish.

Tier 2 offerings, meanwhile, have a $50 mil-
lion cap and are exempt from state registration
requirements. However, financial statements
must be audited. Additionally, Tier 2 offer-
ings impose ongoing reporting obligations,
including semi-annual and annual reports, and
reports necessary to ensure information is
current. Non-accredited investors may invest
only 10 percent of the greater of income or net
worth in any one offering.

Finally, under Tier 2, securities may only be
offered and sold to “qualified purchasers.” The
final rule states that a qualified purchaser is
“any person to whom securities are offered or
sold pursuant to a Tier 2 offering of this Regu-
lation A.”"® That is to say, anyone at all. The
SEC could not have defined the term any more
broadly than this.

The SEC’s liberality has not gone unchal-
lenged. Several state regulators, through their
representative association, the North Ameri-
can Securities Administrators Association
(NASAA), have objected to the SEC’s defini-
tion of qualified purchaser, arguing that the
SEC’s interpretation is “clearly contrary to
the plain language and intent of the applicable
statutes.”™® State officials from Montana and



Massachusetts have filed suit against the SEC,
seeking to enjoin the agency from permitting
offerings to go forward under the new rules.
These suits are currently pending.

Although the SEC certainly acted boldly in
defining qualified purchaser as it did in Tier 2
offerings, its actions are supported by a careful
consideration of the JOBS Act. The purpose
of the JOBS Act is “to increase American job
creation and economic growth by improving
access to the public capital markets for emerg-
ing growth companies.”®” Congress included
changes to Regulation A in the act, liberalizing
its terms. The act also included a provision
ordering the Government Accounting Office
(GAO) to conduct a study on “the impact of
State law regulating securities offerings, or
‘Blue Sky law;” on offerings made under Regu-
lation A.”°8 The GAO study concluded that
state registration requirements were “costly
and time-consuming for small businesses” and
that Regulation D’s federal preemption made
that exemption more attractive for small issu-
ers."”? Congress’s inclusion of the GAO study
in the JOBS Act ties the changes to Regulation
A to issuers’ concerns with state-level compli-
ance. The GAO’s findings confirm that the
lack of federal preemption for Regulation A
contributed to small companies’ strong prefer-
ence for Regulation D. It is therefore neither
arbitrary nor capricious for the SEC to con-
clude that broad federal preemption would
promote the goals of the JOBS Act.

Only a handful of issuers have filed paper-
work for Regulation A offerings since the new
rules became effective. Some of these filings
have fundamental flaws that make it unlikely
they will qualify. Some other issuers, however,
have filed papers recently or have expressed
interest in the exemption but are taking a
more measured approach before jumping in.
A key consideration for issuers is the speed
with which the SEC reviews and qualifies of-
ferings; many companies are unwilling to wait
more than 9o days to start fundraising, espe-
cially given the fact that Regulation D offer-
ings require no paperwork to be filed with
the SEC and no approvals. However, while

there is no limit on the amount of capital that
can be raised under Regulation D, the limita-
tions Regulation D imposes on investors can
make raising larger amounts more difficult. If
the SEC can review and qualify the offerings
quickly enough, the new Regulation A may be
a useful source of capital for companies that
need a large injection of funds but that are not
quite ready to enter the public markets. This
category includes a large swath of small busi-
ness models. While a successful Regulation A
offering does need the assistance of lawyers,
the amount that can be raised under the ex-
emption is sufficient to make such an expense
worthwhile. It may be that the changes to
Regulation A are the most important of all the
JOBS Act’s provisions.

Policy Recommendations

On the whole, the changes to Regulation
A are very welcome and promising. But if the
SEC were to make two changes, the new Regu-
lation A would be even more effective:

B extending federal preemption to all Reg-
ulation A offerings; and

W providing explicit federal preemption of
state Blue Sky laws for registered broker-
dealers trading in securities originally
issued under Regulation A. Currently,
while securities sold pursuant to Regu-
lation A are freely tradable, restrictions
remain at the state level on how a reg-
istered broker-dealer can handle these
securities. Removing those restrictions
on secondary trading would make the
securities more liquid.

Given the fact that Regulation A’s unpopu-
larity was due overwhelmingly to the need to
comply with state as well as federal regulators,
it seems unlikely that the new Tier 1 offering
under the revised Regulation A will be very
popular. It is difficult to see how state-level re-
view adds appreciable investor protection, and
there is therefore no need for the Tier 1/Tier 2
distinction. The disclosure requirements cur-
rently applicable to Tier 1 should apply to all
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Regulation A offerings, including those above
$20 million, and all Regulation A offerings
should be exempt from state registration re-
quirements."°

Additionally, making the initial offering ex-
empt from state registration is, at best, a half
measure if the securities cannot be easily trad-
ed in the secondary market.

TITLESV AND VI: STAYING
PRIVATE LONGER

As discussed earlier, companies typically
decide to go public because they need access
to the kind of capital that is only available in
the public markets. This is a big decision in
the life of a company and not one that is taken
lightly. In addition to the considerable cost of
the IPO and ongoing compliance costs, a pub-
lic company simply must be run differently
than one that is privately held. The company
loses control over who holds its stock, and
its board and executives now have outsiders
looking over their shoulders. Its inner work-
ings, previously open only to shareholders and
creditors, are now laid bare for inspection by
any member of the public who can access the
SEC’s online filing system, including competi-
tors. Many companies, although highly suc-
cessful, choose nonetheless to stay private.

There are, however, circumstances that re-
quire a company to go public. The two triggers
are total assets and shareholders of record; if
both exceed an established limit, the company
will be considered a public company and must
register or be found in violation of the secu-
rities laws."" Before the passage of the JOBS
Act, these thresholds were assets exceeding
$10 million and more than 500 shareholders
of record. The JOBS Act raises the threshold
for shareholders of record to 2,000, as long as
these shareholders are accredited; the thresh-
old for non-accredited shareholders remains
at 500.

It should be noted that the threshold con-
siders only shareholders of record in making the
calculation. The distinction between share-
holders and shareholders of record is an impor-

tant one. Most individual investors’ securities
are held in brokerage accounts. The brokerage
is the shareholder of record for these securi-
ties, not the brokerage clients, who are the
beneficial owners of the securities. Therefore
a brokerage may hold shares in a company for
100 account holders (the beneficial owners)
but only the brokerage will count as the share-
holder of record. In the industry a brokerage
holding securities in this way is said to hold
securities “in street name” for its clients. So
the threshold is actually much higher than it
initially appears.

Titles V and VI of the JOBS Act raise the
thresholds for, respectively, issuers generally
and for bank holding companies specifically
to $10 million in assets and 2,000 total share-
holders of record or 500 non-accredited share-
holders of record. The effect of this change is
to permit companies to remain privately held
further into their lifecycles or to remain pri-
vate indefinitely.

This seems to present a paradox: the JOBS
Act both promotes early stage IPOs by creat-
ing an IPO on-ramp and encourages compa-
nies to stay private longer by raising the as-
sets and shareholder thresholds. These goals
are not contradictory, however, as they give
more flexibility for smaller companies both
in how they raise capital and how they gov-
ern themselves. Additionally, companies that
wait longer to go public and can more carefully
choose when an TPO makes sense for their
business may present a higher quality IPO at
the point they do enter the public markets.
And there will always be companies that need
to go public. Companies that receive private
equity funding, for example, are under a great
deal of pressure to provide an exit for their in-
vestors. Sometimes this exit can be through
acquisition by another company, but often it’s
through an IPO. Other companies, because
of the culture of their industry, may need to
go public to demonstrate they have achieved
a certain level of success and maturity. These
are appropriate reasons for a company to en-
ter the public markets because they depend
on the company’s own internal decisionmak-



ing. Titles V and V1 assist in letting companies
make these decisions themselves, in line with
their own business models and projections.

Policy Recommendations

The decision to register an offering and
to access the public capital markets should
be one a company makes because it is in the
best interest of the company. It should not be
either a step a company is forced to take, or a
barrier to growth for companies that do not
wish to operate as a public company. Congress
should repeal Section 12(g) of the Securities
Exchange Act of 1934.

CONCLUSION

The JOBS Act provides some of the in-
novation and flexibility required to provide
adequate capital access for the wide range of
small business models that exist in our econo-
my. The JOBS Act achieves this, in large part,
by departing from the traditional approach to
securities regulation at the federal level. The
SEC has a three-part mandate: (1) to facilitate
capital formation; (2) to protect investors; and
(3) to maintain fair, orderly, and efficient mar-
kets." In finding a balance between facilitat-
ing capital formation and protecting inves-
tors, the SEC has typically taken the position
that less-sophisticated, less-wealthy investors
are best protected through exclusion from
investment in the riskiest companies. And
early stage companies are risky. According to
data from the Bureau of Labor Statistics, 20
to 25 percent of new businesses failed in the
first year during the period 1994 to 2010, and
roughly 50 percent fail by the fifth year."

Preventing people from investing in risky
companies may protect them from loss, but it
also may protect them from gain. Investment
7s risk. People invest to increase their wealth.
The reason investment increases wealth is
twofold. First, there is the time value of mon-
ey. Investors buying bonds, for example, allow
the issuer to use their money now and forgo
using it themselves because the issuer will
return the money with interest in the future.

Second, there is risk. Investors buying bonds
not only forgo the use of the money for a pe-
riod of time, they also risk losing it if the issuer
is unable to repay the money. To make the risk
worthwhile, the issuer offers interest. If there
is no risk, there is no reward. “Riskiness” does
indeed mean that there is a high likelihood of
failure, but it also means that, if the business
succeeds, the return is likely to be high.

Before the JOBS Act, the ability of the
least-sophisticated, least-wealthy investors—
retail investors—to invest in very early stage
companies was almost nonexistent. Mean-
while, the investment available to early stage
companies was similarly limited. Some have
argued that these limitations are beneficial.
There is concern that adverse selection will
leave only the companies that have been re-
jected elsewhere to seek investment through
online offerings, whether through 506(c) of
Regulation D, Regulation A, or Regulation
CF. Or that the ability to solicit investment
online will attract outright fraudsters to prey
on investors. Will there be fraudsters? Almost
assuredly. As mentioned above, where there’s
money, there’s fraud. But thieves never needed
legitimate exemptions for an opportunity to
dupe would-be investors; they can ply their
cons online with or without Regulations A, D,
or CF. As for adverse selection, this assump-
tion at best betrays a certain stuffiness—is
there anything worthwhile on that Internet
thing?—or at worst, elitism. The availability of
online investing provides improved access for
both investors and issuers who reside outside
the financial strongholds of the northeastern
and Pacific cities. Some issuers may go online
as a last resort, but many may choose to ofter
securities online because of its convenience,
ability to reach a broader audience, and be-
cause the issuer or its potential investors are
young enough that they expect to do every-
thing online (and preferably from their smart-
phones).

The JOBS Act has made some changes that
may open up such investment to new inves-
tors. The JOBS Act, however, is far from per-
fect:
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B While Title I streamlines the IPO pro-
cess, the question remains whether
many of the deferred disclosures are
necessary at all.

M Title IT makes it easier for issuers to find
investors for private placements, but of-
terings are still largely restricted to ac-
credited investors and there is little to
support the notion that a certain level of
income or assets renders a person either
financially sophisticated or especially
knowledgeable about any given industry.

M Title III crowdfunding will be ham-
strung by the very low $1 million cap
on the amount that an issuer can raise,
and most issuers will likely find the on-
going reporting requirements and other
disclosures to be unduly onerous, espe-
cially given the other options presented
by Regulations A and D.

M Title IV provides a much-needed up-
date to Regulation A and Tier 2 will
likely prove to be valuable. However,
a better solution would have been to
provide full federal preemption for all
offerings under the exemption. It is un-
clear what benefit state review of these
offerings provides and, for any offering,
merit review is anathema to a properly
functioning market, as demonstrated by
Massachusetts’s regulators’ inability to
recognize the value in the Apple IPO.

B Titles V and VI will assist companies by
making the decision to go public one
that the company can make based on
its own business needs, although it is
unclear that requiring a company to go
public at any point provides benefits ei-
ther to the company, its shareholders, or
the market as a whole.

Clearly, the JOBS Act is not all that is
needed to provide robust growth in the small-
business sector. As new technology emerges
and innovation in connecting investors with
issuers follows, additional changes will be
needed. The JOBS Act, however, provides a
useful template for how regulators can work to
accommodate regulation to the needs of the

market instead of the other way around. In-
stead of approaching new technology as a jun-
gle that needs to be tamed by government in-
tervention, a better approach, attempted but
not fully realized in the JOBS Act, would be
for regulators to look for ways to remove ob-
stacles to economic growth. This is especially
true in the small-business sector, where firm
diversity and quick proliferation of new ideas
requires equally nimble financial solutions.

APPENDIX A: SUMMARY OF
POLICY RECOMMENDATIONS

Title |
The SEC should:

M Establish a process for determining
whether disclosures required as part of
the IPO process are valuable to the mar-
ket and whether their value merits the
burden of compliance.

B Use this process to conduct a review of
the current IPO process, with the goal
of repealing requirements that are un-
duly burdensome.

B Conduct regular reviews of existing and
new requirements using these criteria,
repealing requirements that are unduly
burdensome.

Title Il

Eliminate the accredited/non-accredited
investor distinction or, if that is not possible,
Congress should:

B Broaden the current definition of ac-
credited investor to include individuals
who can demonstrate through a brief
and simple test an understanding of ba-
sic finance and investment concepts.

B Create a new category that would in-
clude individuals who can demonstrate,
through work experience, a professional
qualification, or a university-level degree
in a relevant field, knowledge of a spe-
cific industry. These individuals would



be eligible to invest in companies within
each individual’s area of expertise.

B Permit the primary residence to be in-
cluded in the calculation of accredited
investors’ assets.

Title 111
Congress should:

B Create a de minimis exemption for offer-
ings under $500,000 that would require
no filings with, or disclosures to, the SEC.
Restrictions on how much an investor
can invest and/or on advertising of the of-
fering could be included if necessary:

M Lift the restriction on crowdfunding
investment companies and create an ex-
emption under the Investment Compa-
ny Act to permit such funds to operate
with limited registration and disclosure
requirements.

The SEC should:

B Remove the conditionality from the

12(g) exemption to ensure that any secu-
rities properly issued under Regulation
CF remain exempt, regardless of the is-
suer’s compliance with ongoing disclo-
sure requirements (or anything else).

Title IV
The SEC should:

B Extend federal preemption to all offer-
ings under Regulation A.

B Provide explicit federal preemption of
state Blue Sky laws for transactions in
the secondary market by registered bro-
ker-dealers for securities properly issued
under Regulation A.

B Apply the disclosure regime currently
applicable to Tier 1 offerings to Tier 2 of-
ferings.

Titles V and VI

B Congress should repeal the requirement
that companies must register once they
have reached a certain shareholder and
asset threshold.
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APPENDIX B: SUMMARY OF OFFERINGS DISCUSSED IN THIS PAPER

Note: Nothing in this Appendix or in any other part of this paper should be considered legal advice. Anyone wishing to offer or buy securities should consult

appropriate legal counsel.

IPO with on-ramp

Reg. D Rule 506(b)

Reg. D Rule 506(c)

Reg. CF

(crowdfunding)

Issuer

Investors

Solicitation

Capon
Raise

Capon
Investment

Trading in
Secondary
Market

Any company with
less than $1 billion in
annual revenues willing
and able to register
with the SEC and fulfill
ongoing filing
obligations. May be
U.S. or foreign.

Any, including retail

None

None

Freely tradable

Registered or
unregistered
companies, U.S. or
foreign

Accredited or up to 35
non-accredited but fi-
nancially sophisticated

No general solicita-
tion. May only solicit
investors known to be
accredited or may use
intermediary.

None

None

Restricted

Registered or
unregistered
companies, U.S.
or foreign

Accredited only

None

None

Restricted

U.S. and Canadian
companies not
currently registered

with the SEC (i.e., not
public)

Any, including retail

Any, although any
materials used to “test
the waters” must be

filed with the SEC

$20 million per annum
for Tier 1and $50
million per annum for
Tier 2

For Tier 2 only, capped
at greater of 10
percent of annual
income or net worth
for non-accredited

Freely tradable,
although registered
broker-dealers may be
subject to state-level
Blue Sky restrictions on
how they may handle
the securities.

U.S. companies not
currently registered

with the SEC (i.e., not
public)

Any, including retail

May advertise
anywhere but content
of advertisements
strictly limited. Most
information may only
be made available on
the platform (funding
portal)

$1 million per annum

Capped at $2,000-
$100,000 depending
on investor income and
assets

Limitations on resale
for one year after
issue, freely tradable
thereafter

Continued next page



Appendix B Continued

IPO with on-ramp

Reg. D Rule 506(b)

Reg. D Rule 506(c)
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Reg. CF
(crowdfunding)

Required
Disclosures
and Filings

Pros

Cons

Registration statement
with offering, including
prospectus and audited
financials. Must file
annual 10-K, quarterly
10-Q, 8-K as needed,
and proxy statements.
Certain officers must
disclose holdings and
transactions in
company securities.

* Deep market

* Securities freely
tradable (and therefore
may be more valuable)
* Can use options or
stock to pay employee
or to make acquisitions
* Liquidity for early
investors and for
employees paid in
stock options

* Very expensive both
at the outset and on an
ongoing basis

* Must comply with
any new regulations or
requirements imposed
on public companies

* Highest level of
liability; strict liability in
some cases

* Requires disclosure
of sensitive company
information to the
public

* Company can no
longer control who
becomes a shareholder
(i.e., owns the
company)

None required for
accredited investors
although private
placement
memorandum may
be used at time of
offering. Specific
disclosures required
for non-accredited
investors.

* No cap on raise

* No mandatory
disclosures if offerees
are accredited

* No ongoing
disclosure
requirements

* Canrely on
self-certification of
accredited status if
issuer reasonably
believes investor is
accredited

* Can only solicit
accredited investors
* Securities are not
freely tradable

None required

* Can advertise
offering anywhere

to anyone, including
online

* No cap on raise

* No mandatory
disclosures

* No ongoing
disclosure requirement

* Can sell only to
accredited investors
* Must verify
accredited status

* Securities are not
freely tradable

Offering circular with
mandated disclosures.
For Tier 2, must file
annual, semi-annual,
and specified “current”
disclosures.

* Streamlined process

vs. IPO
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full federal preemption
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* Liability for
misleading statements
includes imposition of
burden of proof
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