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Introduction
Chairman McHenry and Members of the Subcommittee:

Thank you for inviting me to appear today to talk about the implementation of the
JOBS Act. Much of my work focuses on the interaction of securities regulation and
small business capital formation, and it is an honor to be asked to address you on
that subject today.

I want to focus my comments on the crowdfunding provisions of the JOBS Act and
the SEC’s implementation of those provisions. I believe that crowdfunding could
spark a revolution in small business financing and help close what some people
have called the small business capital gap.” But that can happen only if the
regulatory burden is limited. For the very small offerings that crowdfunding
facilitates, cost is a crucial consideration; it will not take much regulatory cost to
eliminate crowdfunding as an option.

The JOBS Act’s creation of a crowdfunding exemption is an important first step,
but that exemption is not complete until the SEC enacts implementing regulations,
and the SEC has been given substantial authority to modify or add to the Act’s
requirements.” As a result, the SEC will have an important influence on the
usefulness of the new exemption. The devil, as they say, will be in the details.

General Principles of Regulation

I would first like to offer three general principles that the SEC should follow in
drafting crowdfunding regulations. After that, I will turn to specific
recommendations.

1. The SEC Regulations Should be as Light-Handed and Unobtrusive as
Possible

The SEC crowdfunding regulations need to be as light-handed and unobtrusive as
possible. The new crowdfunding exemption already imposes a fairly substantial
disclosure cost on small businesses. Additional regulation would significantly

2 See C. Steven Bradford, Crowdfunding and the Federal Securities Laws, 2012 COLUM. BUS.
L. REV. 100-104 (2012), and sources cited therein.
3 The Act includes a general authorization of “such rules as the Commission determines

may be necessary or appropriate for the protection of investors.” Jumpstart Our Business
Startups (JOBS) Act, Pub. L. 112-106, § 302(c), 126 Stat. 306 (2012).
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reduce the utility of the exemption and would be inconsistent with the intent of the
JOBS Act—to reduce the regulatory burden on small business capital formation.

The SEC and others are concerned about the possible use of crowdfunding by
disreputable elements to engage in securities fraud, and I wholeheartedly endorse
the efforts to fight fraud. But the Act already imposes significant regulatory
restrictions on issuers and the brokers and funding portals who will act as
intermediaries in crowdfunded offerings. Additional regulatory requirements will
unnecessarily increase the cost of the exemption. If fraudsters were the only ones
affected by additional regulatory requirements, I would endorse them
wholeheartedly. But the cost of these requirements is borne primarily by the host of
honest entrepreneurs seeking to raise money for their small businesses, not by the
fraudulent few.

Imposing additional layers of mandatory disclosure and other regulatory
requirements on legitimate small businesses is not the best way to fight fraud. The
best way to fight fraud without burdening legitimate small businesses is to go after
the fraud directly—to use the antifraud tools already available in the federal
securities laws. State securities regulators have an important role to play in that
fight against fraud. Many state securities commissioners were disappointed by the
Act’s preemption of state securities registration requirements, but they can take the
funds they were prepared to spend to register crowdfunded offerings and use it to
police fraud.

For what it’s worth, a significant amount of money is being invested in non-
securities crowdfunding right now. From the fraudster’s standpoint, the financial
incentives and the gains from fraud are exactly the same, whether or not securities
are involved. But fraud has not been a major issue. That indicates to me that the
structure of crowdfunding—public web sites, neutral intermediaries filtering the
requests for funds, relatively small investments—is effective in preventing fraud.

2. To the Extent that Additional Regulation is Needed, it Should Be
Imposed on Crowdfunding Intermediaries, Not Issuers

To the extent that additional regulation is required, it should be centered on
crowdfunding intermediaries—brokers and funding portals—rather than on the
entrepreneurs raising funds. Crowdfunding intermediaries can be used as
gatekeepers to keep out the bad actors and to structure the offerings in such a way
that investor risks are reduced.

The small companies and entrepreneurs most likely to engage in crowdfunding are
poorly capitalized and legally unsophisticated. They do not have and cannot afford
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sophisticated securities counsel to guide them through complex regulation. Too
much complexity at the entrepreneurial level will destroy the exemption’s utility
and produce a host of unintentional violations.

Crowdfunding intermediaries, on the other hand, will be repeat players. They can
spread any regulatory costs over a large number of offerings. They will be more
heavily capitalized than almost all of the entrepreneurs using the crowdfunding
sites, and they can afford securities counsel. As repeat players, crowdfunding sites
will also be much more accessible to securities regulators for enforcement purposes.

3. The SEC Regulations Should Be Simple and In “Plain English”

The SEC regulations should be simple to follow and written in “plain English.” In
other words, the SEC should itself follow the requirements that its regulations
impose on businesses.

The SEC requires issuers to present disclosure to investors “in a clear, concise and
understandable manner,” using “plain English principles.”* These rules recognize
that clarity facilitates understanding by investors, many of whom lack the skill and
resources to interpret dense “legalese.”

Clear, plain-English crowdfunding regulations will similarly facilitate
understanding and compliance by small-business issuers, many of whom will not be
legally or financially sophisticated. Small businesses faced with dense, complicated
regulations have three options. First, they can forego the exemption, and the
promise of crowdfunding will not be realized. Second, they can hire sophisticated
securities counsel to guide them through the regulations, and most of the offering
proceeds will be eaten up by the cost of complying with the regulation. Or third,
they can try to navigate the rules on their own, in which case violations are likely.
None of these outcomes is desirable.

To make it easier on entrepreneurs using the exemption, the SEC should:

e Write the regulations in everyday language that does not require a lawyer to
interpret.

e To the extent possible, pose the disclosure requirements in simple, question-
and-answer, fill-in-the-blank format.

e Make the regulations completely self-standing, without cross-references to
the federal securities statutes or other regulations. Issuers using the
exemption should be able to find everything they need in a single document.

4 See Securities Act Rule 404(b),(d), 17 C.F.R. § 230.404(b),(d) (2012).
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e Separate the requirements directed at issuers from the requirements directed
at crowdfunding intermediaries, even if that requires duplication. Issuers
and intermediaries should not have to wade through material that does not
apply to them in order to find the appropriate rules.

Specific Recommendations

With those general principles in mind, I would now like to make some specific
recommendations.

1. The SEC Should Adopt a “Substantial Compliance” Rule

To qualify for the crowdfunding exemption, both issuers and crowdfunding
intermediaries must comply with a number of detailed requirements. Compliance
with all of those requirements is a condition of the exemption.’ If the crowdfunding
intermediary fails to comply with any of the requirements of section 4A(a) or if the
issuer fails to comply with any of the requirements of section 4A(b), the exemption
is unavailable. It does not matter how minor the violation is or whether the issuer
or the intermediary reasonably believed it was in compliance.

If, for example, the crowdfunding intermediary allows a single investor to
participate without answering just one of the required questions about risk,® the
issuer would lose the exemption for the entire offering. If the issuer inadvertently
sells an investor securities that exceed the cap for that investor by $1, the exemption
would be lost for all of the sales, not just those to that purchaser.

Given the complexity of the exemption’s requirements, inadvertent violations are
likely, and the consequence of even a minor violation is drastic. Absent an
exemption, section 5(a)(1) of the Securities Act makes it unlawful to sell a security
unless a registration statement is in effect.” If the section 4(6) crowdfunding

> Section 4(6) exempts “transactions involving the offer or sale of securities by an issuer . . .
provided that” the listed requirements are met. Securities Act of 1933 § 4(6), JOBS Act, Pub.
L. 112-106, § 302(a), 126 Stat. 306 (2012) (to be codified at 15 U.S.C. § 77d(6)) (emphasis
added). The required conditions include the intermediary’s compliance with section 4A(a)
and the issuer’s compliance with section 4A(b). See Securities Act of 1933 § 4(6)(C),(D),
JOBS Act, Pub. L. 112-106, § 302(a), 126 Stat. 306 (2012) (to be codified at 15 U.S.C. §
77d(6)(C),(D)).

® Securities Act of 1933 § 4A(a)(4)(B), JOBS Act, Pub. L. 112-106, § 302(b), 126 Stat. 306
(2012) (to be codified at 15 U.S.C. § 77d-1(a)(4)(B)).

7 Securities Act of 1933 § 5(a)(1), 15 U.S.C. § 77e(a)(1) (2010). Section 4(6) is an exemption
from section 5 of the Act. See Securities Act of 1933 § 4, 15 U.S.C. § 77d (2010) (“The
provisions of section 5 of this Act shall not apply to --. . .”).
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exemption is lost because of some minor noncompliance, all of the sales in the
offering would violate section 5(a)(1). Under section 12(a)(1) of the Securities Act,
all purchasers would be able to rescind their purchases and get their money back.®

Other Securities Act exemptions include “substantial compliance” rules that protect
issuers even if the issuer failed to comply with the exemption in certain insignificant
ways.” The Regulation D exemption also includes several provisions that protect
the issuer if it reasonably believed the requirements of the rule were met, even if
they actually were not.'’ Section 4(6) needs a similar set of substantial compliance
and reasonable belief rules.

Nothing in the Act itself specifically authorizes the SEC to enact a substantial
compliance rule, but the SEC has blanket authority to “issue such rules as the
Commission determines may be necessary or appropriate for the protection of
investors to carry out sections 4(6) and . . . 4A.”" The SEC has even broader
authority in both the Securities Act and the Securities Exchange Act to
“conditionally or unconditionally exempt any person, security, or transaction, or
any class or classes of persons, securities, or transactions” from any provision of the
statutes, if the Commission determines that “such exemption is necessary or
appropriate in the public interest, and is consistent with the protection of
investors.”'> The SEC could use this authority to specify that an issuer that
reasonably believed it met the requirements of section 4(6) or that substantially
complied with section 4(6) would still be entitled to the exemption, in spite of the
noncompliance.

8 Securities Act of 1933 § 12(a)(1), 15 U.S.C. § 771(a)(1) (2010). See Carl W. Schneider &
Charles C. Zall, Section 12(1) and the Imperfect Exempt Transaction: The Proposed I & I Defense,
28 BUS. LAW. 1011 (1973) (proposing a defense where an issuer’s failure to comply with a
registration exemption was innocent and immaterial).

? See Securities Act Rule 260, 17 C.F.R. § 230.260 (2012) (Regulation A); Securities Act
Rule 508, 17 C.F.R. § 230.508 (2012) (Regulation D). See also Carl W. Schneider, 4
Substantial Compliance (“I&I") Defense and Other Changes are Added to SEC Regulation D, 44
BUS. LAW. 1207 (1989) (discussing the addition of Rule 508 to Regulation D).

10 See Securities Act Rules 501(a), 17 C.F.R. § 230.501(a) (2012) (reasonable belief that
investors are accredited investors); 501(h) (reasonable belief that purchaser representatives
meet the requirements to serve as purchaser representatives); 505(b)(2)(i1), 17 C.F.R. §
230.505(b)(2)(ii) (2012) (reasonable belief that there are no more than 35 purchasers);
506(b)(2)(1), 17 C.F.R. § 230.506(b)(2)(i) (2012) (reasonable belief that there are no more
than 35 purchasers); 506(b)(2)(ii), 17 C.F.R. § 230.506(b)(2)(ii) (2012) (reasonable belief
that non-accredited purchasers meet a sophistication requirement).

" JOBS Act, Pub. L. 112-106, § 302(c), 126 Stat. 306 (2012).

12 Securities Act of 1933 § 28, 15 U.S.C. § 77z-3 (2010); Securities Exchange Act of 1934 §
36(a)(1), 15 U.S.C. § 78mm(a)(1) (2010).
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2. The SEC Should Require that Crowdfunding Sites be Open to the
General Public and Offer an Open Communication Forum for Each
Offering

The SEC regulations should require crowdfunding intermediaries to keep their web
sites open to the general public. In addition, crowdfunding web sites should be
required to include an electronic bulletin board that allows investors, potential
investors, and other members of the public to communicate about each offering.

The original House crowdfunding bill included such a requirement,” but that
requirement was not included in the crowdfunding exemption that was eventually
enacted. However, the Act authorizes the SEC to impose additional requirements
on crowdfunding intermediaries “for the protection of investors and in the public
interest,”'* and I believe these requirements are consistent with that standard.

Open communication channels can help protect investors from both fraud and poor
investment decisions by allowing members of the public to share knowledge about
particular entrepreneurs, businesses, or investment risks.”” Openness of this sort
would allow crowdfunding sites to take advantage of “the wisdom of crowds,”'¢ the
idea that “even if most of the people within a group are not especially well-
informed or rational . . . [the group] can still reach a collectively wise decision.”"’

An open bulletin board would help prevent fraud. If an entrepreneur has a shady
business background, people with knowledge of the entrepreneur’s past can
communicate that knowledge to potential investors. If the entrepreneur falsely
claims to own a facility in Grand Island, Nebraska, people in Grand Island can
expose the fraud.

13 See Entrepreneur Access to Capital Act, H.R. 2930, § 2(b), 112" Cong. (as passed by
House, Nov. 3, 2011) (proposed sections 4A(a)(12) and 4A(b)(11) of the Securities Act).

' Securities Act of 1933 § 4A(a)(12), JOBS Act, Pub. L. 112-106, § 302(b), 126 Stat. 306
(2012) (to be codified at 15 U.S.C. § 77d-1(a)(12)).

1> See Bradford, Crowdfunding and the Federal Securities Laws, supra note 2, at 134-136.

1 See generally JAMES SUROWIECKI, THE WISDOM OF CROWDS: WHY THE
MANY ARE SMARTER THAN THE FEW AND HOW COLLECTIVE WISDOM
SHAPES BUSINESS, ECONOMIES, SOCIETIES, AND NATIONS (2004).

7 Id., at xiii-xiv. See also Armin Schwienbacher & Benjamin Larralde, Crowdfunding of Small
Entrepreneurial Ventures, at 12, in HANDBOOK OF ENTREPRENEURIAL FINANCE (Douglas
Cumming ed., forthcoming 2012), available at: http://ssrn.com/abstract=1699183at 12
(although individual crowdfunding investors might not have any special knowledge about
the industry in which they are investing, they can be more effective as a crowd than alone).
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An open communication channel would also allow investors and potential
investors to share knowledge about the issuer’s industry, the type of service or
product the issuer is proposing to provide, problems with the issuer’s business plan
or projections, and regulatory issues the issuer might not have considered. These
types of communications would not only make investors more informed before
they invest, but could help the issuer refine its plans. An open communication
channel would also allow investors to monitor the enterprise better affer the
investment is made, sharing information and providing feedback on an ongoing
basis.

There is a risk that these open forums could be the target of spammers or
advertisements, or that people would post fraudulent comments. Because of those
risks, crowdfunding intermediaries should be free to remove inappropriate
comments from the bulletin board. In addition, unless the intermediary knows that
a particular comment is fraudulent or otherwise improper, it should not be liable for
the content of the information posted.

3. The SEC Should Add an Integration Safe Harbor

Congress has made it clear that the crowdfunding exemption is not intended to be
exclusive, that issuers who use the crowdfunding exemption may use other
exemptions as well. New section 4A(g) of the Securities Act provides: “Nothing in
this section or section 4(6) shall be construed as preventing an issuer from raising
capital through methods not described under section 4(6).”'® But a crowdfunding
issuer who also sells securities outside the crowdfunding exemption faces a difficult
securities law problem.

Section 4(6), like other Securities Act exemptions, exempts “transactions,” so the
issuer’s entire offering must fall within the exemption."” As with other Securities
Act exemptions, the issuer may not use two or more exemptions to cover parts of
what is essentially a single transaction.”’ If the issuer sells securities outside of
section 4(6), those other sales might be considered part of the same “transaction”
and destroy the section 4(6) exemption, the exemption used for the other sales, or
both.

'8 Securities Act of 1933 § 4A(g), JOBS Act, Pub. L. 112-106, § 302(b), 126 Stat. 306 (2012)
(to be codified at 15 U.S.C. § 77d-1(g)). This provision was also in the original House bill.
See Entrepreneur Access to Capital Act , H.R. 2930, § 2(b), 112th Cong. (as passed by
House, Nov. 3, 2011) (proposed section 4A(f)(2) of the Securities Act).

1 Securities Act of 1933 § 4(6), JOBS Act, Pub. L. 112-106, § 302(a), 126 Stat. 306 (2012)
(to be codified at 15 U.S.C. § 77d(6)).

20 C. Steven Bradford, Expanding the Non-Transactional Revolution: A New Approach to
Securities Registration Exemptions, 49 EMORY L. J. 437, 460 (2000).
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The SEC has developed a doctrine known as the integration doctrine to determine
what constitutes a single offering for purposes of the Securities Act exemptions.?!

That doctrine applies a five-factor test which asks whether (1) the different offerings
are part of a single plan of financing; (2) the offerings involve the same class of
security; (3) the offerings are made at or about the same time; (4) the same type of
consideration is paid for the securities sold; and (5) the offerings are for the same
general purpose.?

Unfortunately, the integration doctrine is an uncertain, confusing mess.2* SEC staff

interpretations of the test in no-action letters have been confusing and
inconsistent.” “Everyone seems to agree that these criteria are nearly impossible to
apply, principally because neither the Commission nor the courts have ever
adequately articulated how . . . [the five factors] . . . are to be weighed or how many
factors must be present in order for integration to occur.”” Because of the
uncertainty of the integration test, even legal experts often find it impossible to say
for certain whether two offerings will be integrated and treated as one.

Small business issuers seeking to raise money through crowdfunding lack the
legal expertise needed to navigate the integration doctrine, and they cannot afford
to hire sophisticated securities counsel to advise them. They are, therefore, not in a
position to determine the effect of prior fundraising efforts on the availability of
crowdfunding—whether, for example, the private solicitation of money from Aunt
Agnes will be considered part of their crowdfunded offering for purposes of section
4(6). They also cannot anticipate their future capital needs? and how any future

21 C. Steven Bradford, Tramsaction Exemptions in the Securities Act of 1933: An Economic
Analysis, 45 EMORY L.J. 591, 649 (1996). See also Darryl B. Deaktor, Integration of
Securities Offerings, 31 U. FLA. L. REV. 465, 473 (1979).

22 See, e.g., Non-Public Offering Exemption, Securities Act Release No. 4552, 1 Fed. Sec.
L. Rep. (CCH) 94/ 2770-83 (Nov. 6, 1962).

23 See Bradford, Transaction Exemptions in the Securities Act of 1933, supra note 21, at 651-52
(discussing the lack of clarity in SEC releases that detail the standard for integrating
offerings).

4 See Bradford, Expanding the Non-Transactional Revolution, supra note 20, at 463, and
authorities cited therein.

2 Rutheford B Campbell, Jr., The Plight of Small Issuers (and Others) Under Regulation D:

Those Nagging Problems That Need Attention, 74 KY. L.J. 127, 164 (1985-86). See also
Subcommittee on Partnerships, Trusts and Unincorporated Associations, Integration of
Partnership Offerings: A Proposal for Identifying a Discrete Offerings, 37 BUS. LAW. 1591, 1605
(1982) (no-action letters dealing with integration are “difficult to reconcile even when
dealing with similar fact situations involving the same subject matter”).

%6See Stuart R. Cohn & Gregory C. Yadley, Capital Offense: The SEC’s Continuing Failure to
Address Small Business Financing Concerns, 4 N.Y.U. J. L. & BUS. 1, 50 (2007) (small
companies’ capital needs “are often sporadic and immediate”).
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fundraising might retroactively destroy the crowdfunding exemption. Absent
regulatory protection, the integration doctrine could therefore function as a trap for
unsophisticated entrepreneurs, who might not even be aware of the issue.

Issuers using other Securities Act exemptions can avoid the five-factor integration
test by using integration safe harbors the SEC has included within those
exemptions.”” These safe harbors protect offerings pursuant to those exemptions
from integration with other offerings. The SEC should provide a similar safe harbor
for crowdfunded offerings. I would suggest something like the following, based on
the integration safe harbor in Regulation A:

Offerings and sales made in reliance on the section 4(6) exemption will not be integrated
with:

(1) Prior offers or sales of securities; or

(2) Subsequent offers or sales of securities that are:

Registered under the Securities Act;

Made in reliance on Rule 701;

Made pursuant to an employee benefit plan;

Made in reliance on Regulation S; or

Made more than three months after the completion of the section 4(6)

offering.

SRS &8

4. The SEC Should Clarify that a Purchaser’s Violation of the Resale
Restrictions Does Not Destroy the Issuer’s Exemption

With some exceptions, purchasers in a section 4(6) offering may not resell the
securities for a year from the date of purchase.” That resale restriction is not a
condition of the exemption,” so the issuer’s exemption should be safe even if a
purchaser subsequently resells crowdfunded securities in violation of the resale
prohibition. However, the SEC has sometimes taken the position that resales

27 See Securities Act Rule 147(b)(2),17 C.F.R. § 230.147(b)(2) (2012); Rule 251(c), 17
C.F.R. §230.251(c) (2012); Rule 502(a), 17 C.F.R. § 230.502(a) (2012).

28 Securities Act of 1933 § 4A(e)(1), JOBS Act, Pub. L. 112-106, § 302(b), 126 Stat. 306
(2012) (to be codified at 15 U.S.C. § 77d-1(e)(1)).

¥ The restriction on resales is in section 4A(e) of the Securities Act. See Securities Act of
1933 § 4A(e), JOBS Act, Pub. L. 112-106, § 302(b), 126 Stat. 306 (2012) (to be codified at
15 U.S.C. § 77d-1(e)). Section 4(6) conditions the issuer’s exemption on compliance with
sections 4A(a) and (b), but not subsection 4A(e). See Securities Act of 1933 § 4(6)(C),(D),
JOBS Act, Pub. L. 112-106, § 302(a), 126 Stat. 306 (2012) (to be codified at 15 U.S.C. §
77d(6)(C),(D)).
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shortly after an exempt offering are to be considered part of the issuer’s offering,
with the effect of destroying the issuer’s exemption.™

Crowdfunding issuers cannot prevent their purchasers from reselling in violation of
the resale restrictions, so issuers should not be penalized for such resales. The SEC
should make it clear that resales of crowdfunded securities in violation of the
statutory prohibition do not retroactively destroy the issuer’s section 4(6)
exemption.

5. Issuers and Crowdfunding Intermediaries Should Be Able to Rely on Self-
Certification by Investors of their Annual Income and Net Worth

The amount each investor may invest in crowdfunded securities offerings depends
on the investor’s net worth and annual income.’' The issuer and the crowdfunding
intermediary will not, of course, know each investor’s net worth and annual
income. That information must be obtained from the investor

Crowdfunding, by its nature, will usually involve a large number of investors. If the
issuers and crowdfunding intermediaries have to take significant steps to verify the
net worth and annual income of each of those investors, the cost of using the
exemption will skyrocket. A more sensible approach would be the approach taken
in the original House crowdfunding bill: to allow the issuer and the intermediary to
rely on the annual income and net worth reported by the investor, with no
additional steps required to verify those numbers.*

6. Crowdfunding Intermediaries Should Be Able to Rely on Self-
Certification by Investors of their Total Crowdfunding Investment

Crowdfunding intermediaries are required to “make such efforts as the Commission
determines appropriate, by rule, to ensure” that investors do not exceed the
individual investment limits.*> The limits include all crowdfunding purchases “in
the aggregate, from all issuers.”** Thus, to enforce the limits, the crowdfunding

intermediary must know not only how much the investor is investing in the current

30 See, e.g., Thomas Lee Hazen, 1 TREATISE ON THE LAW OF SECURITIES
REGULATION 490, 573 (6™ ED. 2009).

3! Securities Act of 1933 §§ 4(6)(B),4A(a)(8), JOBS Act, Pub. L. 112-106, § 302(a),(b), 126
Stat. 306 (2012) (to be codified at 15 U.S.C. §§ 77d(6)(B), 77d-1(a)(8)).

32 See Entrepreneur Access to Capital Act , H.R. 2930, § 2(b), 112th Cong. (as passed by
House, Nov. 3, 2011) (proposed section 4A(c) of the Securities Act).

3 Securities Act of 1933 § 4A(a)(8), JOBS Act, Pub. L. 112-106, § 302(b), 126 Stat. 306
(2012) (to be codified at 15 U.S.C. § 77d-1(a)(8)).

*1d.
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offering, but how much the investor has invested in all crowdfunded offerings in the
last twelve months.

The intermediary’s records will show how much each investor has purchased
through the intermediary’s web site, but investors might also have purchased in
section 4(6) offerings through other intermediaries. The intermediary has no way of
knowing how much the investor has invested through other channels. The only
cost-effective way to make this determination is to ask the investor. Unless
crowdfunding intermediaries have direct knowledge to the contrary, they should be
able to rely, without further verification, on the total amount of crowdfunding
investment reported by the investor.

7. The SEC Should Not Add to the Issuer’s Disclosure Burden

The statute requires crowdfunding issuers to provide substantial disclosure,
including financial statements, to the SEC and to investors.”” The Act authorizes
the SEC to add to the issuer’s required disclosure any other information the SEC
feels is necessary “for the protection of investors and in the public interest,”*® and
also allows the SEC to impose other requirements on the issuer “for the protection
of investors and in the public interest.”*’

The SEC should use this authority sparingly, if at all. The mandatory disclosure
requirements of the new crowdfunding exemption are already extensive—probably
the most burdensome part of the exemption. Adding additional disclosure
requirements will increase the cost of using the exemption with little marginal gain.
If the cost of using the exemption increases, it is less likely to be a viable option for
very small offerings.

8. The Annual Reporting by Issuers Should Be Relatively Brief and Should
Cease after a Short Time

In addition to the disclosures required at the time of the offering, issuers must file
annual reports with the SEC and provide those reports to investors.* The content of
those annual reports is left to the SEC. The Act merely requires such “reports of the

% See Securities Act of 1933 § 4A(b)(1), JOBS Act, Pub. L. 112-106, § 302(b), 126 Stat. 306
(2012) (to be codified at 15 U.S.C. § 77d-1(b)(1)).

% Securities Act of 1933 § 4A(b)(1)(I), JOBS Act, Pub. L. 112-106, § 302(b), 126 Stat. 306
(2012) (to be codified at 15 U.S.C. § 77d-1(b)(1)(T)).

37 Securities Act of 1933 § 4A(b)(5), JOBS Act, Pub. L. 112-106, § 302(b), 126 Stat. 306
(2012) (to be codified at 15 U.S.C. § 77d-1(b)(5)).

3 Securities Act of 1933 § 4A(b)(4), JOBS Act, Pub. L. 112-106, § 302(b), 126 Stat. 306
(2012) (to be codified at 15 U.S.C. § 77d-1(b)(4)).
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results of operations and financial statements of the issuers, as the Commission
shall, by rule, determine appropriate.”** The SEC is also authorized to create
exceptions to the annual reporting requirement and to specify a date after which the
reporting obligation terminates.*’

These annual reports should be relatively short and simple, preferably a fill-in-the-
blank, check-the-box form. They should not be anything like the Form 10-K annual
reports required to be filed by public companies. If the SEC regulations try to make
crowdfunding annual reports similar to the full-blown annual reports required of
public companies under the Exchange Act, the crowdfunding exemption will
simply not be used. The cost of the annual reporting requirement would be too high
for the small business issuers attracted to crowdfunding.

Requiring crowdfunding issuers to file detailed annual reports would also be
inconsistent with what Congress did in the rest of the JOBS Act. The JOBS Act
made it easier for small business issuers to avoid Exchange Act reporting,
increasing the threshold for Exchange Act reporting*' and requiring the SEC to
exclude section 4(6) purchasers from counting towards that threshold.** Requiring
crowdfunding issuers to file the equivalent of Exchange Act annual reports would
be inconsistent with the thrust of those changes.

Instead, the SEC should make the required annual report as simple to complete as
possible. The Commission should not require annual financial statements, and
certainly not audited financial statements, and it should only require a brief
summary of the company’s operations during the previous year. Moreover, the
annual reporting requirement should terminate after a couple of years if the issuer
has engaged in no further crowdfunding.

¥1d.

“Id.

4! Prior to passage of the JOBS Act, Section 12(g)(1) of the Exchange Act, as modified by
Rule 12g-1, required an issuer to register any class of equity security held of record by 500
or more shareholders if the issuer has total assets exceeding $10 million. See Securities
Exchange Act of 1934 § 12(g)(1)(B), 15 U.S.C. § 781(g)(1)(B) (2010), amended by JOBS Act,
Pub. L. 112-106, §§ 303(a),501,601(a) 126 Stat. 306 (2012) (total assets exceeding $1
million and a class of equity security held of record by five hundred or more persons);
Exchange Act Rule 12g-1, 17 C.F.R. § 240.12g-1 (2012) (increasing the total assets
threshold to $10 million). The JOBS Act changed the record holder threshold to 2,000
persons or 500 persons who are not accredited investors. See JOBS Act, Pub. L. 112-106, §
501, 126 Stat. 306 (2012).

> Securities Exchange Act of 1934 § 12(g)(6), JOBS Act, Pub. L. 112-106, § 303(a), 126
Stat. 306 (2012) (to be codified at 15 U.S.C. § 781(g)(6)).
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9. The Investor Education Requirements Should Be Designed to Educate
Investors, Not to Limit Crowdfunding to Sophisticated Financiers

To participate in a section 4(6) offering, investors must review investor-education
information, although the exact content of that information is left to the SEC.*
Investors must also answer questions demonstrating an understanding of

e the risk of investments in startups and other small businesses;
e the risk of illiquidity; and
e any other matters the SEC deems appropriate.*

I believe that the purpose of these requirements is not to certify that the investor is
sophisticated, but to give notice to investors of the risks involved in crowdfunded
investments. The investor-education materials and the required questions should be
designed by the SEC with that purpose in mind. The questions investors are
required to answer should not be designed to test the investor’s knowledge, but
leading questions designed to inform the investor of the risks.

Clarity and brevity are also important; the required materials should be neither so
complex nor so long that investors lose sight of the basic message. Investors should
not have to pass through an informational minefield to invest in crowdfunding. The
goal is not to drive away investors, but to educate them. Ideally, the required
educational materials and questions should take no more than ten minutes to
complete.

Finally, the regulations should make it clear that investors only have to meet these
education requirements once. I see no value in having investors repeat this
experience each time they wish to invest.

10. The “Risk Reduction” Steps Required by Crowdfunding Intermediaries
Should Not be Unduly Burdensome

Crowdfunding intermediaries must “take such measures to reduce the risk of fraud”
in section 4(6) transactions as the SEC shall establish by rule.* The Act specifically

* A crowdfunding intermediary is required to ensure that each investor “reviews investor-
education information, in accordance with standards established by the Commission.”
Securities Act of 1933 § 4A(a)(4)(A), JOBS Act, Pub. L. 112-106, § 302(b), 126 Stat. 306
(2012) (to be codified at 15 U.S.C. § 77d-1(a)(4)(A)).

* Securities Act of 1933 § 4A(a)(4)(C), JOBS Act, Pub. L. 112-106, § 302(b), 126 Stat. 306
(2012) (to be codified at 15 U.S.C. § 77d-1(a)(4)(C)).
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requires that these steps must include background and securities enforcement
regulatory history checks on the issuer’s officers, directors, and persons holding
more than 20 percent of the issuer’s outstanding equity.*®

I believe that intermediaries should not be required to conduct independent
background checks, but should be able to rely on material supplied by third
parties—particularly credit reporting agencies and the Financial Industry
Regulatory Authority (FINRA). At most, intermediaries should be required to do
an ordinary credit check on the persons listed and a FINRA regulatory check.
Unless one of those reports raises a red flag, they should not have to do any further
investigation. The cost of any independent investigation is likely to be passed on to
issuers, and the cost would unnecessarily increase the cost of using the exemption.

11.The SEC Should Clarify the Restriction on Solicitation by Funding
Portals

A funding portal is not allowed to “solicit purchases, sales, or offers to buy the
securities offered or displayed on its web site or portal”* or to “compensate
employees, agents, or other persons for such solicitation.”*® The SEC takes a very
broad view of solicitation under the Securities Act,” and the exact bounds of what
1s or 1s not an offer to sell a security is unclear.

Read literally, the prohibition on solicitation could prevent funding portals from
operating crowdfunding sites at all, since issuers’ listings on crowdfunding sites are
soliciting purchases and offers to buy the issuers’ securities. Since the statute clearly
allows funding portals to operate crowdfunding sites,” the listings themselves must
not violate this prohibition. But what else would the prohibition on solicitation
cover? Could a funding portal advertise its site? If so, would it be barred from
mentioning particular offerings in those advertisements? Could it contact

# Securities Act of 1933 § 4A(a)(5), JOBS Act, Pub. L. 112-106, § 302(b), 126 Stat. 306
(2012) (to be codified at 15 U.S.C. § 77d-1(a)(5)).

“Id.

7 Securities Exchange Act of 1934 § 3(a)(80)(B), JOBS Act, Pub. L. 112-106, § 304(b), 126
Stat. 306 (2012) (to be codified at 15 U.S.C. § 78¢c(a)(80)(B)).

8 Securities Exchange Act of 1934 § 3(a)(80)(C), JOBS Act, Pub. L. 112-106, § 304(b), 126
Stat. 306 (2012) (to be codified at 15 U.S.C. § 78¢(a)(80)(C)).

¥ See, e.g., Publication of Information Prior to or After the Effective Date of a Registration Statement,
Securities Act Release No. 3844, 1957 WL 3605 (Oct. 8, 1957). See also Thomas Lee
Hazen, 1 TREATISE ON THE LAW OF SECURITIES REGULATION § 2.3[2] (6™ ed.
2009).

*0 See Securities Act of 1933 § 4A(a)(1)(B), JOBS Act, Pub. L. 112-106, § 302(b), 126 Stat.
306 (2012) (to be codified at 15 U.S.C. § 77d-1(a)(1)(B)).
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prospective investors by e-mail and provide a link to the site? Could it do anything
more than just provide that link? Even if such communications did not solicit
people to buy particular securities, they would be soliciting people to purchase “the
securities offered or displayed on its web site.”

The SEC regulations should, to the extent possible, clarify exactly what
crowdfunding intermediaries may and may not do without violating the prohibition
on solicitation. A safe harbor listing activities that do not constitute solicitation for
purposes of this restriction would be particularly helpful.

12. The SEC Should Make it Clear that Non-Broker Funding Portals Do Not
Lose Their Status Because Some of the Transactions They Handle Fail to
Qualify for the Crowdfunding Exemption

Non-brokers may operate section 4(6) crowdfunding sites, as long as they register as
funding portals.”’ To be a funding portal, the entity must act as an intermediary in
transactions “solely pursuant to section 4(6).”** This language should not be
interpreted to disqualify a funding portal if a single transaction on its site does not
meet all of the requirements of section 4(6) and therefore does not qualify for the
exemption.

If a funding portal limits itself to offerings attempting to qualify for the section 4(6)
exemption, it should retain its status as a non-broker funding portal even if some of
those transactions ultimately fail to meet the requirements of the exemption.
Funding portals cannot control the actions of issuers and investors using their sites.
As long as the funding portal makes a good faith effort to insure that all
transactions meet the requirements of section 4(6), it should not be penalized if
some of them ultimately do not.

13. The SEC Should Adopt a Safe Harbor Protecting Funding Portals from
Being Treated as Investment Advisers

Funding portals may not “offer investment advice or recommendations.”” If they
do, they not only risk losing their Exchange Act status, but they could also be

>! Securities Exchange Act of 1934 § 3(h)(1), JOBS Act, Pub. L. 112-106, § 304(a), 126 Stat.
306 (2012) (to be codified at 15 U.S.C. § 78c(h)(1)).

>2 Securities Exchange Act of 1934 § 3(a)(80), JOBS Act, Pub. L. 112-106, § 304(b), 126
Stat. 306 (2012) (to be codified at 15 U.S.C. § 78c(a)(80)).

>3 Securities Exchange Act of 1934 § 3(a)(80)(A), JOBS Act, Pub. L. 112-106, § 304(b), 126
Stat. 306 (2012) (to be codified at 15 U.S.C. § 78c(a)(80)(A)).
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investment advisers within the meaning of the Investment Advisers Act.”*
Unfortunately, the meaning of investment advice under the Advisers Act is murky
at best,” and the provisions added by the JOBS Act do nothing to clarify that
uncertainty. If, for example, a funding portal places a few offerings in a “featured
offerings” section, would that constitute investment advice or a recommendation?
What if it offered a search engine that allowed investors to identify offerings that
met certain criteria?

Even funding portals that do not “offer investment advice or recommendations”
could still be investment advisers for purposes of the Advisers Act. Under the
Advisers Act, anyone who, “for compensation and as part of a regular business,
issues or promulgates analyses or reports concerning securities” is also an
investment adviser.”® One who merely provides information about companies and
investment opportunities can be an investment adviser under this part of the
definition even if no formal recommendation is made.’” The SEC staff has indicated
in several no-action letters that providing investors with information of this type
falls outside the definition of investment adviser only if certain conditions are met.*®

The SEC regulations should provide detailed guidance to funding portals,
preferably in the form of a safe harbor, about what they may do without violating
these restrictions. Funding portals would know that, if they stayed within the
bounds of the safe harbor, they would not violate the restriction on investment

>* See Investment Advisers Act of 1940 § 202(a)(11), 15 U.S.C. § 80b-2(a)(11) (2010).

> See Bradford, Crowdfunding and the Federal Securities Laws, supra note 2, at 69-73, and
authorities cited therein.

*% Investment Advisers Act of 1940 § 202(a)(11), 15 U.S.C. §

°7 See Abrahamson v. Fleschner, 568 F.2d 862, 870 (2D Cir. 1977) (general partner
providing financial reports on the partnership’s investments to limited partners); SEC v.
Saltzman, 127 F.Supp.2d 660, 669 (E.D. Pa. 2000) (same). The general partners in both
cases were also making investment decisions for the partnerships, but the courts apparently
held that the reports alone were sufficient to make the partners investment advisers.

*® The information provided must be readily available to the public in its raw state; the
categories of information presented may not be highly selective; and the information may
not be organized or presented in a manner that suggests the purchase, holding, or sale of
any security. See, e.g., Angel Capital Elec. Network, SEC No-Action Letter, 1996 WL
636094 (Oct. 25, 1996); Mo. Innovation Ctr., Inc., SEC No-Action Letter, 1995 WL
643949 (Oct. 17, 1995); Media Gen. Fin. Servs., Inc., SEC No-Action Letter, 1992 WL
198262 (July 20, 1992); Investex Inv. Exch. Inc., SEC No-Action Letter, 1990 WL 286331
(Apr. 9, 1990); Charles St. Sec., Inc., SEC No-Action Letter, 1987 WL 107616 (Jan. 28,
1987). See generally HOWARD M. FRIEDMAN, SECURITIES REGULATION IN
CYBERSPACE 17-3 (3d ed. 2005); THOMAS P. LEMKE & GERALD T. LINS,
REGULATION OF INVESTMENT ADVISORS 7 (2011).



Testimony of C. Steven Bradford 17
June 26, 2012

advice or become investment advisers subject to regulation under the Investment
Advisers Act.

Conclusion

Whatever the SEC does to implement the crowdfunding exemption, I hope that
Congress, and this subcommittee in particular, will revisit crowdfunding at some
point in the future. I am concerned that the cost of the exemption’s regulatory
requirements, especially after those requirements are augmented by the SEC rules,
may be excessive—that small businesses, especially very small startups, may find
the crowdfunding exemption too expensive to use.

I hope I am wrong because I believe crowdfunding has extraordinary promise for
small business capital formation, but experience will show how well the
crowdfunding rules work. Congress can take advantage of that experience to hone
the exemption, eliminating unnecessary, overly burdensome requirements and
shoring up the exemption as needed to correct any problems.

Thank you for the opportunity to talk with you today. I would be happy to discuss
these ideas further with any member of the Subcommittee or with any staff
member.
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annual budget)

o Assistant Den Leader, Cub Scouts, 1990-92

o Elected delegate, Texas State Democratic Convention, 1986

o Elected delegate, Dallas senatorial district Democratic presidential nominating
convention, 1984

o Duncanville, Texas Transportation Task Force, 1983



Committee on Oversight and Government Reform
Witness Disclosure Requirement — “Truth in Testimony”
Required by House Rule XI, Clause 2(g)(5)

Nme QL Steven B faddord

1. Please list any federal grants or contracts (including subgrants or subcontracts) you have received since October 1, 2010. Include
the source and amount of each grant or contract.

None .

2. Please list any entity you are testifying on behalf of and briefly describe your relationship with these entities.
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3. Please list any federal grants or contracts (including subgrants or subcontracts) received since October 1, 2010, by the entity(ies)
you listed above. Include the source and amount of each grant or contract.

None .

1 certify that the above information is true and correct.
Date:
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