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THE JOBS ACT AT FOUR: EXAMINING
ITS IMPACT AND PROPOSALS TO
FURTHER ENHANCE CAPITAL FORMATION

Thursday, April 14, 2016

U.S. HOUSE OF REPRESENTATIVES,
SUBCOMMITTEE ON CAPITAL MARKETS AND
GOVERNMENT SPONSORED ENTERPRISES,
COMMITTEE ON FINANCIAL SERVICES,
Washington, D.C.

The subcommittee met, pursuant to notice, at 10:02 a.m., in room
2128, Rayburn House Office Building, Hon. Scott Garrett [chair-
man of the subcommittee] presiding.

Members present: Representatives Garrett, Hurt, Royce, Neuge-
bauer, McHenry, Huizenga, Stivers, Hultgren, Ross, Wagner,
Messer, Schweikert, Poliquin, Hill; Maloney, Sherman, Hinojosa,
Lynch, Scott, Himes, Foster, Carney, and Murphy.

Also present: Representative Emmer.

Chairman GARRETT. Good morning. The Subcommittee on Cap-
ital Markets and Government Sponsored Enterprises will hereby
come to order. Today’s hearing is entitled, “The JOBS Act at Four:
Examining Its Impact and Proposals to Further Enhance Capital
Formation.”

Without objection, the Chair is authorized to declare a recess of
the subcommittee at any time.

Also, without objection, members of the full Financial Services
Committee who are not members of the subcommittee may sit on
the dais and participate in today’s hearing.

I welcome all the members on the panel today.

And with that, I now recognize myself for 3 minutes for an open-
ing statement.

It is not often that Congress can look back at a major piece of
legislation and be able to measure the tangible positive impact of
it that it is having on people’s lives and our economy. Too often,
we find ourselves, especially in this committee, counting up the
costs of the many misguided Washington mandates and comparing
them with the so-called phantom benefits promised by the bureau-
cratic class and the sponsors of those regulations.

Fortunately, that is not the case today. The Jumpstart Our Busi-
ness Startups, or the JOBS Act, signed into law literally 4 years
ago this month, has, by I think most measures, been a resounding
success for our economy and for the future of innovation here in
the United States.
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The JOBS Act did this not by creating new Federal mandates or
spending taxpayers’ money on wasteful government programs, but
instead by empowering entrepreneurs and innovators who were
struggling under a regulatory regime that was better suited for
1934 than it was for 2016.

So, just consider some of these facts.

First, the JOBS Act has led to a resurgence in the initial public
offering, the IPO market, with some 85 percent—yes, 85 percent—
of IPOs since April 2012 coming from emerging growth companies.

Second, companies have raised some $50 billion under the new
Reg D provisions that allow businesses to solicit an offering to the
general public.

Third, while the newly modernized Reg A-plus is only a year old,
businesses are already beginning to issue securities under that ex-
emption.

And finally, recent reports indicates that the SEC has already re-
ceived up to 30 applications for portals under the new
crowdfunding rules, which are set to go into effect next month.

So while it is clear that many parts of the JOBS Act are working
as intended, the point of the hearing that we are having today is
not to say how great we are for doing that, and job well done. For
starters, because the Senate tried its best, you would say, back in
2012 to neuter some of the provisions, especially in the
crowdfunding title, and the SEC has also taken some liberties with
other rulemakings, the JOBS Act obviously needs a little bit of fix-
ing.

So I want to thank the gentleman from North Carolina, Mr.
McHenry, for putting forward the Fix the Crowdfunding Act. What
does it do? It makes some necessary changes to help ensure that
Title III reaches its full potential.

And additionally, I have put forward a bill called the Private
Placement Improvement Act, which will prohibit the SEC from im-
plementing some burdensome new regulations on Reg D issuers
that are uncalled for in the JOBS Act.

We will also consider two other bills today. Mr. Emmer, who is
here today with us, has introduced an innovative bill that would
create a safe harbor, if you will, for so-called micro-offerings. And
Mr. McHenry, again, has another bill, which would raise the
threshold for when venture capital funds would have to register
with the SEC.

So finally, in addition to these targeted fixes, I am also inter-
ested in hearing from the witnesses about further areas that Con-
gress should be addressing in order to maintain the competitive-
ness in our capital markets. For example, we should be exploring
the cumulative burden that comes with being a public company, in-
cluding, unfortunately, some of the ridiculous disclosure require-
ments of the Dodd-Frank Act, as well as the outside influence that
proxy advisor firms have in the corporate government arena.

It is also time, finally, to think more about the lack of research
and liquidity that exists for some public companies and whether
the Equity Research Global Settlement of 2003 swung the pen-
dulum just too far and has led to a dearth of research for small cap
funds.
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So these are all very important questions, and I look forward to
hearing from each one of our witnesses today.

And with that, I now yield to the ranking member of the sub-
committee, the gentlelady from New York, Mrs. Maloney, for 5
minutes.

Mrs. MALONEY. Thank you so much for calling this important
hearing.

I thank all of our panelists for attending, particularly Mr. Beatty
and Mr. Griggs, who is from NASDAQ, which is located in the dis-
trict I am privileged to represent. I look forward to all of your testi-
mony today.

This hearing will examine four legislative proposals that are in-
tended to make it easier for companies to raise capital. While I am
interested in hearing our witnesses’ thoughts on these proposals, I
do have some serious concerns with some of the bills as they are
written.

H.R. 4850, the Micro Offering Safe Harbor Act, creates three en-
tirely new exemptions from the requirement to register securities.
First, the securities will be exempt from the registration require-
ment if the buyer has a “substantive preexisting relationship” with
an officer of the company before he buys the securities.

Second, the securities will be exempt as long as the company
“reasonably believes” that there are no more than 35 buyers who
have relied on these new exemptions in the previous year.

And finally, the securities will be exempt if the company hasn’t
sold more than $500,000 of securities in the past year.

Based on the title of the bill, I believe that is intended to apply
only to very small offerings of securities, or “micro offerings” as
they are so called. However, the way I read the bill, it actually ap-
plies to all offerings, no matter how large, as long as the buyer has
a substantive preexisting relationship with an officer of the com-
pany before he buys the security.

I am concerned that this would blow a hole in the securities law
because a substantive preexisting relationship could even be devel-
oped during the company’s sales pitch to the investor.

It is important to note that we are already seeing a trend toward
the use of unregistered private securities rather than publicly reg-
istered securities. In fact, the private securities market is now larg-
er than the public securities market in 2014. Companies raised
$2.1 trillion through the private securities market, compared to
only $1.3 trillion through the public securities market.

I believe we need to take a step back and think about whether
this trend is a good thing. Clearly, this means that more securities
are being sold with fewer investor protections.

Are investors in these securities being harmed or exposed to
risks that they don’t fully understand? Or are investors capable of
bearing these risks, which they fully understood before they pur-
chased the securities? These are important questions that I think
we need to ask 4 years after the JOBS Act.

Finally, another bill we will consider today, H.R. 4854, would sig-
nificantly expand the number of investors who can invest in ven-
ture capital funds that are exempt from SEC oversight. Under cur-
rent law, a fund can be exempt from SEC oversight if it has less
than 100 investors and its securities are not offered publicly.
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A fund with fewer than 100 investors which is not marketed pub-
licly poses fewer investor protection concerns than large funds that
have lots of retail investors in them. This bill would raise that
threshold from 100 investors to 500 investors, but only for venture
capital funds.

I would like to hear from our witnesses as to why this change
to such a longstanding rule is necessary, and what problem we are
trying to solve.

So I would like to thank all of our witnesses for being here today,
and I look forward to a robust discussion.

Thank you so much, and I yield back the balance of my time.

Chairman GARRETT. I thank the gentlelady, and for her ques-
tions that she raises there, as well.

I now recognize the vice chairman of the subcommittee, Mr.
Hurt, for 2 minutes.

Mr. HURT. Thank you, Mr. Chairman. I thank you for holding to-
day’s hearing.

I am pleased that this subcommittee is continuing its efforts to
enhance the strength and vitality of our domestic capital markets.
Four years ago, this committee achieved bipartisan success with
the JOBS Act, and I remain hopeful that we can continue to im-
prove upon that work.

Capital formation for small companies is critical to the success
of our economy. And as I travel across Virginia’s 5th Congressional
District, my district, I am regularly reminded of how our Nation’s
small businesses and startups are in dire need of capital, how they
have trouble accessing capital, and how their potential success is
often thwarted by outdated and unnecessary policies imposed here
in Washington.

While small companies are at the forefront of innovation and job
creation, these same companies often incur obstacles in obtaining
funding in the capital markets. The JOBS Act sought to remove
some of these burdens by recognizing that our securities regula-
tions are often written for larger companies.

Today, we have four additional legislative proposals that all seek
to expand and improve access to capital for our small businesses
and startups. These proposals are aimed at amending the JOBS
Act to enhance capital formation for small companies and their in-
vestors.

Small companies, as we all know, are the backbone of our econ-
omy and our Nation’s most dynamic job creators. We must do ev-
erything possible to help them succeed. And if we can do so without
compromising investor protection and transparency, then we must
embrace these ideas.

The ideas we are discussing today are a step in the right direc-
tion, and I thank the sponsors for their work on this legislation.

I look forward to the testimony of our distinguished witnesses,
and I thank you for your appearance before our subcommittee
today.

Mr. Chairman, I thank you, and I yield back the balance of my
time.

Chairman GARRETT. I thank the gentleman.

We now turn to our panel before us.
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Some of you have been here before; some have not. You will each
be recognized for 5 minutes, and without objection, your full writ-
ten statements will be made a part of the record.

We will begin with Mr. Atkins.

Welcome to the panel once again. It is good to see you. And you
are recognized for 5 minutes.

STATEMENT OF THE HONORABLE PAUL S. ATKINS, CHIEF
EXECUTIVE OFFICER, PATOMAK GLOBAL PARTNERS, LLC

Mr. ATKINS. Good morning. Thank you very much, Chairman
Garrett, Ranking Member Maloney, and members of the sub-
committee, for inviting me to testify today.

My name is Paul Atkins. I am CEO of Patomak Global Partners
here in Washington, D.C.; and for 6 years, ending in 2008, I served
as SEC Commissioner.

Small businesses are vital to our Nation’s economy. Startups and
young companies are a primary driver of job creation.

If we are serious about spurring real economic growth, creating
more jobs outside of Washington, D.C., and breaking down our two-
tiered economy, we do not need higher taxes or more government
spending. Instead, we need more entrepreneurs and small busi-
nesses and a sensible regulatory environment in which these indi-
viduals and firms can succeed.

The bipartisan JOBS Act proves that you do not need hundreds
or thousands of pages of complex legislation to help Main Street
businesses and protect consumers and investors. At only 22 pages,
the JOBS Act has already achieved significant results for small
businesses seeking access to much-needed capital while at the
same time maintaining important investor protections and pro-
viding more opportunities for Americans to put their hard-earned
dollars to work investing in America’s future.

Thanks in large part to the IPO On-Ramp, 2014 was the best
year for IPOs since 2004, with emerging growth companies taking
advantage of the on-ramp’s scale, disclosure, and reporting require-
ments, all of which make public offerings more attractive for small-
er companies while preserving essential information for investors.
More IPOs generally means more jobs.

Thanks to Titles II and IV, we are also seeing issuers and inves-
tors starting to take advantage of offerings using general solicita-
tion and the amended Reg A-plus exemption. Just 4 years after its
enactment, the JOBS Act has helped rationalize and modernize the
current regulatory environment to better serve small companies
and investors alike, but the job is not done.

The Obama Administration continues to bury small businesses
under record amounts of red tape. I believe that a major cause of
the uncertainty still handcuffing our economy is, in fact, govern-
ment policy, particularly the sweeping Dodd-Frank Act.

The real tragedy behind Dodd-Frank and the hundreds of other
major rules flowing from Washington every year is that consumers,
investors, and small businesses are harmed the most. It is no sur-
prise, then, that major small business surveys recently have high-
lighted government regulation and access to credit as being among
the most significant growth concerns currently facing small compa-
nies.
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The SEC, which has a statutory mandate to facilitate capital for-
mation, has also neglected small business or, worse, firmly placed
itself in the way of positive reform. The SEC could have imple-
mented the provisions of the JOBS Act on its own, but instead the
agency did neither, burying its head in the sand while Congress
went to work. In fact, instead of fulfilling its core mission, the SEC
has misprioritized its resources by focusing first on Dodd-Frank
rules that do not address the real causes of the financial crisis and
only add to the regulatory burden already weighing on our econ-
omy.

Finally, when faced with a clear JOBS Act mandate to simplify
and lift the ban on general solicitation, the SEC chose on its own
to slow the pace of reform by issuing an additional rule proposal
to amend Reg D in ways that would fundamentally undermine the
purpose of the JOBS Act.

The proposal would add unnecessary costs and burdens on small
issuers and investors seeking to take advantage of general solicita-
tion under Section 506(c)—for example, first, by making issuers
submit two additional Form D filings; second, by imposing a draco-
nian l-year ban on using Rule 506 for failing to comply with the
Form D filing requirements even for a foot fault; and third, by forc-
ing issuers to file all general solicitation materials with the SEC.

Now, I have talked to lawyers, law professors, and venture cap-
ital investors in Silicon Valley and elsewhere, and they advise
would-be issuers to shun—not use at all—506(c) offerings because
of the uncertainty and the potential for “gotcha” enforcement ac-
tions by the SEC and, I think, by the States, as well. Indeed, be-
cause the nature of these nonpublic offerings means that it is hard
to define a beginning and an end to the potential securities offer-
ing, the potential for “gotcha” enforcement actions with these offer-
ings is real and a trap for the unwary.

Chairman Garrett’s bill, the Private Placement Improvement
Act, would go a long way towards allowing issuers to use 506(c) in
the manner Congress intended.

Over the last 5% years, this committee has been at the forefront
of helping America’s small businesses grow and create jobs. I thank
you for all your efforts and for the opportunity to testify here today.

Thank you very much.

[The prepared statement of Mr. Atkins can be found on page 44
of the appendix.]

Chairman GARRETT. And I thank you.

Next, Mr. Beatty, welcome, and you are recognized for 5 minutes.

STATEMENT OF WILLIAM BEATTY, DIRECTOR, DIVISION OF
SECURITIES, WASHINGTON STATE DEPARTMENT OF FINAN-
CIAL INSTITUTIONS, ON BEHALF OF THE NORTH AMERICAN
SECURITIES ADMINISTRATORS ASSOCIATION, INC.

Mr. BEATTY. Thank you.

Good morning, Chairman Garrett, Ranking Member Maloney,
and members of the subcommittee. My name is Bill Beatty. For the
past 30 years I have worked as an attorney in the securities divi-
sion of the Washington State Department of Financial Institutions,
and since 2010, I have served as the department’s securities direc-
tor.



7

I am also a member of the North American Securities Adminis-
trators Association (NASAA), having served as the Association’s
president from 2014 to 2015. Since October of 2015, I have served
as Chair of NASAA’s Committee on Small Business Capital Forma-
tion.

My many years in securities regulation have led me to the ines-
capable conclusion that successful capital formation must include
robust investor protection. I am honored to testify before the sub-
committee today on these four legislative proposals.

The first bill, the Private Placement Improvement Act, limits the
SEC’s authority to revise filing requirements for Regulation D. As
we know, Title II repealed the longstanding prohibition on general
solicitation and advertising under Rule 506. State securities regu-
lators remain deeply concerned about the potential negative impact
of these changes on investors.

When the SEC adopted these rules to implement Title IT in 2013,
it also voted on proposed rules that would mitigate the risk to ordi-
nary investors in 506 offerings. These included requiring a prefiling
of Form D when issuers intended to advertise and imposing pen-
alties on issuers who failed to file Form D. Form D is crucial to
State securities regulators like me because it is often the only in-
formation we can use to determine if an issuer is conducting an of-
fering in compliance with a lawful exemption.

By prohibiting the SEC from adopting these commonsense inves-
tor reforms, the bill would tie the hands of the SEC to implement
the few investor protections it has adopted or proposed in connec-
tion with Rule 506 and undercut the SEC’s most promising efforts
to gather data and additional information about the 506 market-
place. NASAA is strongly opposed to any action by Congress to di-
minish the ability of the SEC to address the risks to investors re-
sulting from lifting the ban on general solicitation.

Finally, we take issue with the suggestions that filing of Form
D is an onerous regulatory or compliance burden. Form D is a
short form filed electronically. It captures 8 pages of information
and is minimal, relative to the information in the issuer’s offering
documents.

Moving to the Micro Offering Safe Harbor Act, which would
amend section four of the Securities Act and also preempt State se-
curities offerings, we remain—we are deeply concerned about this
bill as well. Notwithstanding the title, the new exemption would
not be limited to micro offerings. In fact, it would permit the rais-
ing of unlimited amounts of money.

The bill would not prohibit general solicitation, disqualify bad ac-
tors, limit offering amounts, or even permit notice filings to State
or Federal regulators. It would not impose a holding period or other
restrictions on resale of securities purchased under these new ex-
emptions, making these offerings highly susceptible to price manip-
ulation and pump-and-dump schemes.

The bill would also make the task of policing the unregistered se-
curities marketplace much more difficult for securities regulators.
The new exemption established by the bill would likely supplant
Rule 506, but without the basic information provided in Form D.

Beyond these overarching concerns, each of the new safe harbors
is discussed in my written comments.
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Moving finally to the Fix Crowdfunding Act—proposing revisions
to Title III, State securities regulators understand the theoretical
basis for several of the proposed amendments and we do not nec-
essarily oppose them. We also appreciate Congress’ frustration that
Federal crowdfunding has yet to take effect. It has been 4 years
since the passage of the JOBS Act, and during that time dozens of
States have adopted and implemented intrastate crowdfunding ex-
emptions.

However, the critical point for Congress today is that there is no
answer to the question of how to fix Federal crowdfunding because
we do not yet know what will work, what won’t work, or what the
new marketplace will look like. There is no data whatsoever about
Federal crowdfunding, and only limited data about what is working
at the State level.

By contrast, several years from now there will be a wealth of
data both from State and Federal crowdfunding regimes.

State securities regulators urge Congress to refrain from amend-
ing Title III of the JOBS Act at this time. We believe that to enact
legislation at this point would be counterproductive and premature.

Instead, we urge Congress to closely monitor the implementation
of Regulation CF, State crowdfunding exemptions, to conduct over-
sight and gather information about the new marketplace. With the
coming implementation of Federal crowdfunding rules and with
intrastate crowdfunding already available in the majority of States,
we shall very soon learn whether and how these new capital-rais-
ing tools will be used.

Thank you again, Chairman Garrett and Ranking Member Malo-
ney, for the opportunity to testify before the subcommittee today.

[The prepared statement of Mr. Beatty can be found on page 55
of the appendix.]

Chairman GARRETT. I thank you, Mr. Beatty.

Next up, Mr. Griggs. Welcome, and you are recognized for 5 min-
utes.

STATEMENT OF NELSON GRIGGS, EXECUTIVE VICE
PRESIDENT, NASDAQ

Mr. GriGgGs. Thank you, Chairman Garrett, Ranking Member
Maloney, and members of the subcommittee, for the opportunity to
testify on JOBS Act four. The work of this subcommittee to push
forward the JOBS Act is a great achievement of Congress and a
shining example of bipartisanship and statesmanship. However,
there are issues that remain affecting private companies’ view of
the public markets today.

Capital formation and job creation are the NASDAQ’s DNA. We
brought the capital markets a trusted listing venue and the
changed view that companies can go public earlier in their growth
cycle, dispelling a common Wall Street perception about when com-
panies should go public. NASDAQ recognized that while most com-
panies wanted access to capital, investors also want access to com-
panies at earlier stages of the growth cycle.

In the same vein, since the enactment of the JOBS Act,
NASDAQ has created the NASDAQ Private Market (NPM). We es-
tablished NPM to meet the unique needs and challenges of today’s
top growth companies.
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Thus, NASDAQ, we feel, is uniquely qualified to speak about
both public and private markets.

Four years have passed and the evidence is clear: The JOBS Act
has successfully helped hundreds of companies to go public while
generating new dynamics in the private space. In fact, 785 compa-
nies have gone public, leveraging the Emerging Growth Companies
Act, and have raised over $103 billion to expand, hire, and compete
on a global stage. And approximately 1,000 registration statements
have been filed with the SEC confidentially.

From our vantage point, the JOBS Act has not resulted in dimin-
ished investor protection, an important outcome as you consider
moving forward with reforms.

Without question, NASDAQ believes the most successful provi-
sion of the JOBS Act has been the ability for companies to file con-
fidentially. This has been most evident in the increased number of
IPOs in the biotech and life science sectors. Many quality compa-
nies have been able to work with the SEC to finalize their registra-
tion without public disclosure of their competitive proprietary infor-
mation, and companies can better manage their decisions to go
public as they evaluate market conditions.

Because confidential filing has improved the IPO process without
decreasing investor protection, we believe Congress should go one
step further and allow companies of all sizes to file on a confiden-
tial basis and also allow other types of registration statements to
be filed confidentially.

So turning to some challenges that we see facing public compa-
nies today that I hear day in and day out from our listed compa-
nies, which create a negative light on entrepreneurship views of
going public, for example, certain investors who accumulate long
positions today are required to do public disclosures of their hold-
ings, but there are no corresponding obligations for short-sellers to
do so, even though the same policies of transparency, fairness, and
efficiency apply.

We believe that some enhanced disclosure of short positions that
matches disclosure for long requirements is warranted. From a
company perspective, this lack of transparency has a real negative
impact because it deprives a company of insights into trading activ-
ity and limits their ability to manage and engage with investors.

With respect to proxy advisory firms, we remain concerned that
these firms do not always conduct their standard-setting in a fair
and transparent manner. We are pleased that the SEC issued guid-
ance regarding the use by investment advisories—advisors of proxy
advisory firms, but it is apparent that much more work needs to
be done here.

Last year, NASDAQ partnered with the U.S. Chamber on a sur-
vey of public companies’ experience in the 2015 proxy season. Over
155 companies responded, and it is apparent that companies con-
tinue to have difficulty providing input to advisory firms or even
having errors corrected.

Lastly, with respect to the PCAOB, public companies, especially
smaller ones, face increasing auditing costs. While companies do
not object to costs that provide equal investor benefit, the compa-
nies claim that some of these costs are the result of nonsensical,
one-size-fits-all application of guidance and feel they are stuck be-



10

cause auditors claim that they must comply with the PCAOB. For
these reasons, we believe the PCAOB should be required to estab-
lish an ombudsman’s office as a resource for companies to bring up
issues that they have.

So I want to commend the subcommittee for its continued work
to help capital formation with the bipartisan passage of the last 15
capital formation bills, including the RAISE Act, authored by Rep-
resentative Patrick McHenry and strongly supported by NASDAQ.

I also want to thank you, Mr. Chairman, for your leadership in
offering an important bill, the Main Street Growth Act, to foster
creation of venture exchanges. We certainly appreciate the discus-
siondon this and we look forward to being a participant moving for-
ward.

The subcommittee has asked NASDAQ to comment on the four
proposals aimed at fostering capital formation, and I have done so
in my written testimony. We are in favor of the efforts here and
look forward to supporting them as they move forward.

Thanks very much for your time, and I appreciate the attention.

[The prepared statement of Mr. Griggs can be found on page 68
of the appendix.]

Chairman GARRETT. Thanks for your testimony.

Next up, Mr. Keating. Welcome, and you are recognized for 5
minutes.

STATEMENT OF RAYMOND dJ. KEATING, CHIEF ECONOMIST,
SMALL BUSINESS & ENTREPRENEURSHIP COUNCIL

Mr. KEATING. Chairman Garrett, Ranking Member Maloney, and
members of the subcommittee, thank you very much for hosting
this important hearing today on the JOBS Act and the need to en-
hance capital formation. And I appreciate the invitation.

My name is Raymond Keating. I am chief economist with the
Small Business and Entrepreneurship Council. We are a non-
partisan, nonprofit advocacy and research and training organiza-
tion dedicated to protecting small business and promoting entrepre-
neurship.

Access to capital has been a key issue, a central issue for SBE
Council since our very founding. Indeed, access to financial capital,
whether via equity or debt, is vital for entrepreneurs seeking to
start up, operate, or expand their businesses. But at the same time,
gaining access to capital has remained an enduring challenge for
many, if not most, small businesses.

Long after this last recession and the start of this recovery, the
value of small business loans outstanding is still down notably
from the recent high set in 2008. In fact, there has been really no
growth over the last decade. When you look again at the small
business share of business loans, the value has also declined mark-
edly; also the number of small business loans.

On the equity side, angel investment is a critical source of fund-
ing for startups and early-stage businesses. But here, again, the
story has been one of underperformance and sluggishness in recent
years. For all of 2014, the most recent year that we have full data
for, those numbers are still down from the recent high hit in 2007.

So based on these numbers, the struggle for entrepreneurs to
gain access to the financial resources needed to start up, operate,
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or grow continues to be difficult. There are many reasons for this,
including the state of the economy; certainly the policy environ-
ment, including regulations, and not just regulation directly im-
posed on small businesses but also on financial institutions. After
all, they are the source of capital.

The bottom line is that small businesses need more avenues to
expand access to financial capital. In the midst of these struggles,
of course, the JOBS Act was passed by Congress’ bipartisan effort
and signed by the President 4 years ago. And the focus here was
on helping to stimulate the U.S. economy by promoting capital for-
mation.

There have been clear positives resulting from the JOBS Act. We
have heard some of that already.

I looked at an interesting summary analysis done by
Locavesting.com, and it is outlined in my testimony. One point I
would like to highlight from that is under Title II of the JOBS Act,
allowing accredited investor crowdfunding, in effect, by letting pri-
vate companies conducting private placement under Reg D Rule
506 to publicly market the offering. Before that, of course, they
couldn’t do that.

And we saw the results. They note, Locavesting, that in the first
2 ylears there have been more than 6,000 offerings conducted under
Title II.

Of course, Title II goes into effect on May 16th of this year, al-
lowing for public, including non-accredited investors—crowd—in-
vestors—investment crowdfunding to take place on SEC-sanctioned
funding portals. As I say, like Kickstarter for investing,
crowdfunding promises to release an immense pool of capital that
has been locked away from entrepreneurs—those entrepreneurs in
search of start-up and growth capital.

Even given the significant and positive changes being brought
about for entrepreneurs and investors with the JOBS Act, there are
areas in need of improvement. A serious concern persists regarding
extra government regulation or placing too many limitations on the
ability of entrepreneurs to gain access to capital and/or on inves-
tors’ abilities to make investments in entrepreneurial ventures.

In terms of making headway toward reducing the costs for entre-
preneurs, SBE Council supports the four legislative initiatives that
we are considering here today.

In terms of one of those, the Private Placement Improvement
Act, that would amend Federal securities law to ensure that small
businesses do not face complicated and unnecessary regulatory bur-
dens when attempting to raise capital through private securities of-
ferings under SEC Regulation D, we are certainly on board with
that effort and the other pieces of legislation offered here today.

To sum up, the effort behind the JOBS Act was to expand entre-
preneurial opportunities in the financial area and in the broader
economy. Those four legislative measures would make further
headway in a positive, pro-entrepreneur direction.

Thank you for your time and attention, and I look forward to an-
swering any of your questions.

[The prepared statement of Mr. Keating can be found on page 74
of the appendix.]

Chairman GARRETT. Thank you.
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Last but not least, Mr. Laws, you are welcome and recognized
now for 5 minutes.

STATEMENT OF KEVIN LAWS, CHIEF OPERATING OFFICER
AND CHIEF INVESTMENT OFFICER, ANGELLIST

Mr. Laws. Thank you, Chairman Garrett, Ranking Member
Maloney, and members of the subcommittee, for this opportunity.
I am here as the chief operating officer of AngelList, an online serv-
ice that connects companies seeking funding with both angel inves-
tors and professional investors.

Since the JOBS Act was passed 4 years ago, and the SEC issued
several clarifying letters, AngelList launched what we call our syn-
dicate service. A syndicate allows an experienced accredited inves-
tor who is putting his or her own money into an early-stage startup
to make that investment available to other angels and professional
investors online.

Online investors are grouped into a single fund that follows along
with the lead investors. Companies like this option because it al-
lows them to deal with just one investor and to raise capital more
quickly; and investors like it because they get the protection of an
experienced lead investor with skin in the game.

All of this was enabled by the JOBS Act and subsequent SEC
rulings.

Since launching syndicates in 2013, we have helped over a quar-
ter-billion dollars in capital reach early-stage startups. And I know
that number seems small by Wall Street standards, but these are
the newest companies that just need a little money to get off the
ground. That quarter-billion dollars went into almost 1,000 compa-
nies.

And we are just one of many such platforms. For example,
CircleUp focuses on helping consumer products companies the way
we help technology companies, and there are many more.

So first, I want to thank Congress—in particular, the leadership
of this committee, Congressman McHenry, and the White House—
for the changes brought about by the JOBS Act. It helped many
new companies, ranging from those producing electric bicycles to
Uber; from Spire Global, that launches and rents imaging satellites
by the hour, to Cruise Automation, which General Motors just paid
over $1 billion to acquire so they can compete in self-driving cars.

All of these new companies raised early money on AngelList, all
because of the JOBS Act. It not only helped these companies create
jobs, but they are also producing innovations that help the Amer-
ican economy.

Second, I want to discuss a few of the bills under consideration
by this committee. As online fundraising becomes more common be-
cause of the JOBS Act, companies are bumping up against the
limit of 99 investors acting as a group that can invest in a com-
pany.

On our platform alone, we have hit that limit dozens of times,
leaving tens of millions of dollars that didn’t go into good startups.
And we are not alone. We represent a small portion of the capital
invested in startups.
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The Angel Capital Association includes many angel groups with
more than 99 members. They need to reduce the amount given to
growing companies sometimes to comply with this law.

Raising the limit to 499 would help with capital formation at
that early stage. H.R. 4854 updates the law for today’s technologies
but maintains reasonable limits that keep it focused only on invest-
ment in small venture opportunities so that there aren’t unin-
tended consequences. Anybody seeking to break this law can al-
ready do so by ignoring the 99-investor limit, so this law simply
provides guidelines for legitimate players to help companies get
capital that they need legally.

Next up, crowdfunding. While AngelList has worked only with
accredited investors for the last few years, some of the opportuni-
ties on AngelList have been targeted to larger groups of online in-
vestors, the so-called accredited crowdfunding. As a result, we de-
vised methods that protect investors’ interests while still encour-
aging capital formation for good companies.

Unfortunately, many of those innovations would not be legal for
unaccredited investors under the crowdfunding rules. AngelList
filed comments with the SEC on the rules and I have attached that
letter as part of my written testimony.

H.R. 4855 takes into account the experience AngelList and others
have had in the real world with accredited investors over the last
3 years. The investor protections of a lead investor and syndicate,
for example, would be made legal for crowdfunding, also.

Additional measures ensure that crowdfunding doesn’t become so
onerous that only companies accredited investors don’t like would
use it. I applaud the goal of preventing fraud, but we have to do
it in ways that don’t simply guarantee low returns for the crowd
while giving wealthy investors first look at the good opportunities.

Finally, on H.R. 4852, the Private Placement Improvement Act,
I have also included our letter to the SEC in my written testimony.
We support the SEC’s stated goals of information-gathering and
transparency. Unfortunately, the draft regulations currently under
consideration wouldn’t just measure; they would adopt rules that
startups would most certainly violate by accident.

For example, startups don’t have the money to hire lawyers be-
fore they raise the money, but the proposed rules say they should
already know they need to file 15 days before even mentioning
their fundraising—something they would only learn from their law-
yer. In our letter we proposed several ways the SEC could use tech-
nology to achieve the same transparency without impairing early-
stage fundraising. These more modern methods would still be via-
ble under H.R. 4852, which we support.

In closing, I would like to thank you for this opportunity to share
our experience with the JOBS Act. The start-up community deeply
appreciates your continued attention to the issues affecting capital
formation for very young companies.

This is an unusual issue because most startups that will benefit
from your work don’t exist yet. With your continued support, we
hope thousands more of them can make use of the JOBS Act to do
what Congress intended: raise capital more easily so they can
grow, create more jobs, and innovate.

Thank you.
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[The prepared statement of Mr. Laws can be found on page 89
of the appendix.]

Chairman GARRETT. Thank you.

This is fascinating. I appreciate all the members on the panel.

I will now recognize myself for 5 minutes for questions.

I will start with Mr. Atkins. You testified on this both in your
testimony and just right now, as well, with regard to the proposed
new restrictions of Reg D and including requirements as far as fil-
ing Form D, and before an offering is completed. You also just men-
tioned the fact as far as the 1-year ban on offerings.

So I am going to give you one, two, three quick questions to re-
capsulize that.

One, do these requirements that are out there do anything to en-
hance investor protection? Two, from your viewpoint, is the mere
existence—and you sort of touched on this—of these proposals,
even without the SEC implementing them, putting a lid on the
506(c) market? And three, is this doing—and I will go back if you
want me to—anything that is burdensome now to your colleague
next to you, as far as the State regulators doing their jobs, if we
don’t go in that direction?

So the first thing is, is this doing anything to advance investor
protection, what the SEC is doing?

Mr. ATKINS. I think when you look at the SEC’s own statements
from its economists and whatnot, they show that there really is no
fraud coming out of the JOBS Act, and especially 506. So I think
that is attributable to it.

I don’t think that these things are advancing investor protection
at all. I think that what—if anything, it is dampening—

Chairman GARRETT. That is the second point. You said it is
dampening, why? The attorneys are recommending to them—

Mr. ATKINS. Right. Basically they are saying that you should not
use 506(c) because of the uncertainty behind it and there are other
ways to do it. And so it is really putting a damper on the ability
of people to make use of the JOBS Act provisions.

Chairman GARRETT. I will throw that same question over—MTr.
Griggs, if you were listening, too, at the same time, in general, as
we go down the three points as far—is there a dampening effect of
the proposed rules? On the flipside, should we have it for investor
protection?

Mr. BEATTY. I think that from my conversations with the lawyers
in my community—I'm sorry.

Chairman GARRETT. I was going to Mr. Griggs actually on that
one.

Mr. BEATTY. I'm sorry. I misheard.

Chairman GARRETT. That is okay.

Mr. Griggs?

Mr. GrIGGS. Yes. NASDAQ is not very involved in Reg D offer-
ing. We don’t feel that investor protection, though, as we have seen
it, has been harmed in any way, so we are supportive.

Chairman GARRETT. Okay.

And I want to jump down to Mr. Laws on where you were going.
Well, one flippant sort of answer—response to the problem of—you
raise a really crucial aspect is how do these people get into the
marketplace and how do they know what the rules are without the
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lawyers there beforehand? How do they get the money to hire the
lawyers?

Should we have a legal aid society for these—I am just being fa-
cetious on—

Mr. Laws. There do exist such things that the startups, when
they first do their fundraising, don’t even know those exist. It is
the first thing they think of when they start.

Chairman GARRETT. So, Mr. Keating, right now [—maybe right
about now there are oral arguments in the challenge to the SEC’s
final Reg A-plus set to begin this morning in the D.C. Circuit
Court. And as you know, as the JOBS Act was being developed,
many reports, including one from the GAO, pointed out that the
maze of State registration requirements was a direct cause for the
lack of Reg A offerings over the years, and that is basically what
we have been sort of hearing this morning.

In your testimony, you refer to Reg A-plus as the sleeper of the
JOBS Act. Can you just delve in a little bit more as to what the
effect on the Reg A market would be if the State challenges pre-
vailed in the court arguments today?

Mr. KEATING. Sure. The bottom line is, why has Reg A-plus
worked, providing various relief from the regulations you men-
tioned?

I am an economist. I like to look at the results. So when you see
reports in terms of this being the sleeper and in terms of entrepre-
neurial ventures that have found funding where they wouldn’t have
found funding before, for example, this is exciting stuff.

This is exactly what we want to see done. Why would we want
to backtrack on that for, from what I can see, no good reason from
an investor protection standpoint or—you don’t want to get caught
in that regulatory turf game that we see so much in government,
which may be the reason we got into some of this.

Chairman GARRETT. I will throw this out to a couple of you.
Maybe I will start with you, Mr. Keating.

You say you like to hear the data and what have you. Mr. Beatty
was raising the argument that so would he, that he would like to
have the data before we move forward on a number of these—cer-
tain ones of these provisions on the State level and see how it plays
out first.

So is that an argument? Maybe we should just be waiting on this
and let the—just put a hold on it, let the SEC continue—

Mr. KEATING. What we have seen in our results, as I mentioned
in my testimony, the results of the various titles—

Chairman GARRETT. So the results are in.

Mr. KEATING. —and what is going on—right. So we see results;
we see positive benefits.

And not just here. There are examples internationally. I men-
tioned in my testimony the United Kingdom and what they have
done there and the tremendous growth we have seen in
crowdfunding, both debt and equity crowdfunding there, and they
have done it very smart from a regulatory standpoint, relying very
much on the crowd, if you will.

So there are plenty of examples for us to understand. I, as an
economist, fall back to Economics 101 and understanding incen-
tives and how the private market works and are there incentives
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to present a good, solid platform that provides great opportunities
for investors.

Chairman GARRETT. So the two takeaways is, is this working,
and Congress needs to go back to Economics 101 class.

Mr. KEATING. Yes.

Chairman GARRETT. Okay.

Mr. KEATING. Yes.

Chairman GARRETT. With that—also a flippant comment—I will
now recognize the ranking member of the subcommittee, the
gentlelady from New York, Mrs. Maloney, for 5 minutes.

Mrs. MALONEY. Thank you, Mr. Chairman. And I ask unanimous
consent to place in the record testimony from the University of
Denver.

Chairman GARRETT. Without objection, it is so ordered.

Mrs. MALONEY. Okay.

Mr. Beatty, I would like to ask you about the Micro Offering Safe
Harbor Act. In your testimony you said that this bill would expose
retail investors to “literally unlimited investment risks.”

Can you talk about why you think this bill is so broad? Is it be-
cause companies could sell unlimited amounts of securities to buy-
ers that they have a preexisting relationship with? Is that the main
challenge that you see with this bill?

Mr. BEATTY. Yes, it is one—it is the main challenge I see.

Creating a substantial preexisting relationship is not a hard
task. Certainly, we have seen it down through the years through
SEC interpretations where an issuer can create a relationship to
investors by dealing with a broker-dealer who has established a re-
lationship.

More recently we have seen basically advice that seems to au-
thorize the idea that a relationship could be established through an
issuer questionnaire—

Mrs. MALONEY. If I could follow up on that—

Mr. BEATTY. Certainly.

Mrs. MALONEY. —would your view of the Micro Offering Safe
Harbor bill change if a company had to comply with all three of the
requirements in the bill in order to take advantage of the relief?
In other words, what if the bill was limited to $500,000-worth of
securities a year, to no more than 35 investors, and they all had
to have a preexisting relationship with an officer of a company?
Would that—

Mr. BEATTY. I think that makes it better. If the true purpose
here is to create an offering for micro type of offerings, that already
exists. Rule 504 has been around for decades, and allows offerings
up to $1 million with a very simple filing.

I would also note that many States—almost all States that I am
aware of—have specific small offering exemptions for these types of
very small capital-raising, usually with a very minimal notice filing
and very low fees.

Mrs. MALONEY. In your testimony you noted that you had serious
concerns about the Private Placement Improvement Act because it
would weaken the few existing investor protections in Rule 506.
Can you elaborate on which investor protections this bill would
weaken and which protections do you think are the most impor-
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tant? Do you think these investor protections are particularly oner-
ous for companies?

In other words, are any of these protections really preventing
any companies from raising capital?

Mr. BEATTY. I think one of the main features of the Improvement
Act would be to allow—would require only one filing of the Form
D. Right now there is a requirement to file amendments, and of
course, the proposed rules posited the idea of perhaps a prefiling
in the case of a general solicitation.

The only data we have available to us in the State on these types
of offerings is the Form D. And unlike the SEC, we look at them.
We run the officers through databases; we check on who might be
selling them.

We are concerned about these offerings, and many times they are
conducted lawfully, but once in a while we will find something. And
perhaps more importantly, if an investor is solicited and they are
unaware of—have questions, they pick up the phone and they call
us. And if the only thing that we can say is, “Well, we don’t have
any information about this; you should be careful,” that is really
not providing a very good service to our constituents.

Mrs. MALONEY. Thank you.

Mr. Keating, the SEC just recently completed its crowdfunding
rules, which are set up to take effect next month, and I was a
Democratic sponsor of the original bill. Should we wait until we
have some experiences from crowdfunding before we move forward
with the other significant changes in crowdfunding exemptions?

And also, you mentioned you had studied what had happened in
England. Has crowdfunding been used not only for the private sec-
tor but for public purposes, for good—not-for-profits? Have they
used crowdfunding for public service endeavors also in England, or
is it just limited to private sector investment opportunities?

Mr. KEATING. I can’t speak to that. I know early on during this
whole process, one of the examples that was mentioned for
crowdfunding was the Statue of Liberty, the money being raised on
that front.

Mrs. MALONEY. Yes.

Mr. KEATING. It was done in that manner.

Mrs. MALONEY. I think it could be public-funded, too.

Mr. KEATING. Right.

Mrs. MALONEY. Don’t you think we should wait a little bit before
we come forward with a little—all these changes that—

Mr. KEATING. No, because I don’t—

Mrs. MALONEY. The rules haven’t even gone into effect.

Mr. KEATING. No, I don’t, and the reason is, like Mr. Laws men-
tioned, we are talking about the entrepreneurs here that drive our
economy, that create jobs, things that we desperately need. We des-
perately need more growth and more jobs in this country, so why
would we want to, for example, have any kind of—again, within
the boundaries of what we laid out so far legally—but why not ex-
tend the opportunity to more people? Why would we want to leave
money on the table, if you will, for those looking to raise funds to
build businesses and create jobs?

So if there is an opportunity, for example, in crowdfunding in
Title III to raise the limit, yes, I think that is a great idea. My job
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is to open more opportunity for small businesses by reducing their
regulatory burdens, and I think that is a great idea.

Mrs. MALONEY. My time has expired. Thank you.

Chairman GARRETT. The gentlelady’s time has expired. Thank
you. Thank you for the questions.

We are joined now by the sponsor of the McHenry bill, Mr.
McHenry.

Mr. McHENRY. Thank you, Chairman Garrett, and thank you for
having this hearing, Mr. Chairman.

And I thank you all for your testimony.

I will begin by asking Mr. Keating a question. You say that angel
investment is a critical source for startup and early-stage business
capital, but you also note that angel investment is still sluggish.
What are the dynamics at play?

Mr. KEATING. Yes. It is sluggish. I have laid out some charts in
my written testimony.

I think there are all sorts of dynamics at work here. I mentioned
the state of the overall economy, but you have to look at issues on
the public policy front, and I think you have to look at regulation
and how much uncertainty is created. What are the costs?

From a small business perspective, you have to plug this whole
debate into the overall regulatory picture, and that has been a very
ugly picture from a small business perspective in recent years.

So where we have—we either have uncertainty in so many areas,
or where we don’t we have increased costs. The JOBS Act has been
a wonderful exception to that, where it was a deregulatory effort,
a reform effort that really expanded opportunity for small busi-
nesses to get access to capital.

So yes, I think part of the question on the angel investor front
comes from the regulatory aspect, absolutely.

Mr. McHENRY. So as an economist, you can perhaps state this
more succinctly than I, but if you are capped at 99 investors you
have to have 99 much larger investors than perhaps 150 smaller
investors. And there is a cost associated with that, is there not?

Mr. KEATING. Absolutely. As I said, you want to—you don’t want
to—from a small business, pro-growth, pro-entrepreneurial perspec-
tive, you don’t want to be leaving anything—anybody out of this
equation that obviously is—that understands what they are getting
into.

And it is important to mention—fraud is thrown around a lot,
but fraud is not the same thing as risk in the marketplace; it is
not the same thing as business failure; it is not the same thing as
losses. Those things are all going to happen in the real world of
business, so as long as people understand that—

Mr. McHENRY. Mr. Laws, for that point, in your experience, this
99-investor cap, coordinating investment pools in conjunction with
that—I had this example presented to me yesterday that one group
decided they would only have 84 investors because the length of
the hold they believed that there would be deaths and divorces,
and as such, that number would rise and they didn’t want to im-
peril the longer-term hold of it.

Are there examples like that, that you could mention to us
today?
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Mr. Laws. Most certainly. I have mentioned that as a 99-investor
limit we happen to, at the advice of our lawyers, use a 90-investor
limit for that exact reason, because the courts will sometimes force
you to add new investors when they split somebody’s holding be-
cause of a death or a divorce and an inheritance situation. So it is
actually, for practical purposes, a 90-investor limit or 84-investor
limit in this case.

We are just hitting it more and more often—with sophisticated
accredited investors, I should specify. This is still within the so-
phisticated accredited community.

Mr. McHENRY. Shifting to the Fixing Crowdfunding Act, we
have—there has been discussion about the problems with Title III
as enacted and the problems with the over 500 pages of regs that
the SEC has written. And so, Mr. Laws, in your opinion, if Con-
gress doesn’t amend Title IIT of the JOBS Act, will its intent actu-
ally be useful?

Mr. LAws. I think it is actually a little dangerous as it exists
now, primarily because of this risk that what we will create is a
kind of guaranteed set of bad investments. They won’t be fraud,
they will just be bad investments because it will be used by compa-
nies that can’t raise using the Title II of the JOBS Act.

And so I would want to make sure that the crowd gets an oppor-
tunity to get into the good investments, so it is something that the
fixes will help balance the investor protections with making sure
that the good investments will also use Title III.

Mr. MCHENRY. So at the current pace you see this as a potential
marketplace for major problems.

Mr. Laws. I think it is a danger. I think there are some good
companies that will use it, primarily for publicity. But I don’t see
it yet as something that is a true alternative to Title II for those
companies that have access to Title II.

Mr. McHENRY. What is the most important thing or two that you
would point out, in terms of our action here in Congress?

Mr. LAws. I think the most important for that side of it are, first
of all, being able to bring in some investor protections, frankly.
There is one section in the Fix Crowdfunding Act that adds the
ability to create these syndicates, the funds where a lead investor
looks out for the interests of the crowd.

The other is this notion, the 12G problem, so called, where as
soon as you cross $25 million in assets, if you have a large enough
crowd then you have to start registering the same way a public
company does—$25 million is the next financing round for a suc-
cessful company. So if you are a high-growth company you would
now avoid crowdfunding because of the danger of as soon as you
raise your next round from a V.C., suddenly you are not private
anymore.

So I think those are two of the primary ones.

Chairman GARRETT. The gentleman’s time has expired. I thank
the gentleman.

The gentleman from Massachusetts, Mr. Lynch, is recognized.

Mr. LYNCcH. Thank you, Mr. Chairman.

And I want to thank the members of the panel.

I would like to talk about H.R. 4852, the Private Placement Im-
provement Act, so-called.
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Mr. Beatty, the Form D—is that required right—is there a pen-
alty for not filing a Form D?

Mr. BEATTY. There is currently no penalty for failure to file a
Form D.

Mr. LYNCH. So any talk that we have heard on the panel today
about the problem of filing this and the encumbrance on compa-
nies—they don’t have to file this and there is no penalty if they
don’t file it, right?

Mr. BeATTY. No. I believe that the—I believe that there may
have been one instance where the SEC might have taken action on
the failure to file, but it is not—it is widely regarded as not an es-
sential form to file, and I believe that in some places it is routinely
not filed.

Mr. LyncH. Right. However, I do know from talking to some of
the State Secretaries of State and Attorneys General that this ex-
emption under Rule 506 is the—and I will quote here—it is re-
ported as the most frequently reported fraudulent product or
i%cheme involved in enforcement actions by State securities regu-
ators.

Mr. BEATTY. Yes, that is correct. In our surveys, in terms of what
types of action States are taking, and what they are—what is being
reported to us in particular, 506 comes up, I believe, is the second-
most popular thing that comes up. That is not surprising—

Mr. LYNCH. Popular meaning what? The most frequent—

Mr. BEATTY. More frequent, yes.

Mr. LYNCH. —fraudulent product.

Mr. BEATTY. Yes, right. And it is not—

Mr. LYNCH. Second-most. Okay.

Mr. BEATTY. Yes. It is not the most—it is not surprising, given
that it is the vehicle of choice for raising capital in this country.

Mr. LyNcH. All right.

Form D is just four pages. It is not a whole lot of—

Mr. BEATTY. It is actually eight pages with three pages—

Mr. LYNCH. There are four pages of instructions.

Mr. BEATTY. Three pages of instructions, eight pages of questions
and answers that need to be filled out.

Mr. LYNcH. Okay. Maybe I don’t have it all then. Still, it’s fairly
brief and not very complicated, from what I can see.

As far as enforcement of Rule 506 and the exemptions, what is
the wisdom of preempting States to protect small investors? I don’t
get that.

I do think that, as Mr. Keating says, he has a job to do, but I
thinklichat protecting investors from fraud is also part of the job,
as well.

And, Mr. Laws, this is great, this new idea, crowdfunding. It is
very exciting. But if we get into a situation where it is seen as an
area that is rife with fraud and people are being taken, I think we
might have a big disincentive of people getting involved, smaller in-
vestors especially, who are not sophisticated.

Mr. Beatty, what about taking the State regulator off the street
here and preempting them from conducting enforcement actions?

Mr. BEATTY. I think that certainly enforcement is a big part of
what States do, and anything that hinders our ability to bring en-
forcement actions in the appropriate cases is problematic. I think
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that in the Rule 506 area we have long been preempted, since
1996, from requiring any type of—doing anything except getting a
notice filing. And we certainly have fraud authority.

But the question is—to us is, we appreciate the fraud authority
but enforcement actions take place when people have already lost
money, have already been harmed, their retirement savings have
taken a hit, maybe they can no longer send their children to—

Mr. LYNcH. All right.

Mr. BEATTY. —to college.

Mr. LYNCH. I only have 38 seconds left, so the bill that is being
offered today by Mr. McHenry would only require filing after.
There would be no prefiling submission, so that investors wouldn’t
be able to look at this until after the offering was made. Is that
right?

Mr. BEATTY. The current regime for 506 is a post-sale filing. If
we are talking about the Micro Offering Act, that calls for no fil-
ings whatsoever with anybody.

Mr. LYNCH. Wow. Okay.

My time has expired. I yield back. Thank you.

Chairman GARRETT. The gentleman yields back.

The vice chairman of the subcommittee, Mr. Hurt, is recognized
for 5 minutes.

Mr. HURT. Thank you, Mr. Chairman.

Mr. Griggs, I was interested in your testimony and your support
for the JOBS Act generally, talking about the resounding success,
embraced by investors and companies, and especially interested in
your statement that the JOBS Act has not resulted in any trend
that diminishes investor protection, which I think is critical.

Also, in your testimony you said that there are provisions, how-
ever, of the JOBS Act that are scarcely used because they run con-
trary to investor expectations. I was wondering if you could talk a
little bit about that.

Mr. GRIGGS. Sure. There were a handful of things in the JOBS
Act, most notably the ability for companies to reduce the years of
audited filings from 3 to 2. And I think market dynamics have
taken over there and really the investment community has an ex-
pectation for 3 years, so companies—the overwhelming companies
that we work with or talk to and the advice of their different par-
ties who are taking them public have not taken advantage of that.

Really, if T had to go back to repeat a point, it really is the con-
fidential aspect of filings that has been overwhelmingly well re-
ceived across the entire community. There were concerns about
whether 21 days was enough for the investment community to real-
ly understand the investment, and I think from the perspective
that we hear, clearly it is, so that has done no harm whatsoever.

Mr. HURT. And then the other thing I noted in your testimony
was talking about the beginning of 2016 so far, that it looks like
IPOs are not coming online as quickly as we would like to see. Can
you talk a little bit about that, and what are things that we can
consider to help increase those?

Mr. GRIGGS. Sure. That really started near the end of 2015, and
I like to separate the market conditions versus companies’ desire
to go public.



22

As a statistic for you, in the first quarter of 2016 we received just
as many applications for companies to go public as we did in 2015
first quarter. So there is still a very strong demand for companies
to go public, but across all sectors right now, due to the overall
public market volatility, I think it is very cyclical right now.

You have public companies. Their evaluations have come down.
So we have seen across all sectors a general—again, I would call
it more a cyclical freeze and companies going public. But by no
means should this indicate there is not a desire to go public or a
company that is still leveraging those key components of the JOBS
Act.

So we do feel that there is going to be a bit of an opening here,
hopefully in April, May, which will lead to a better second half of
the year. But it is market conditions, not a regulatory issue.

Mr. HURT. Excellent.

And then I had a question for Mr. Atkins and Mr. Keating, sort
of more of a general nature. But when you think back on the reces-
sion in 2008 and then you think about Washington’s response to
that in the form of Dodd-Frank, can you talk a little bit more gen-
erally about how important the JOBS Act and having us in—hav-
ing policymakers take a close look on how you streamline regula-
tions, reduce unnecessary burdens from a regulatory standpoint—
how important that is in light of what Dodd-Frank has given us?

Because I represent a rural district, 23 counties and cities. We
have a major university in Charlottesville that where we have
small businesses that are eager and looking for capital, but because
of Dodd-Frank have had tremendous difficulty in accessing capital.

And so the kind of things that we are working on today, it seems
to me, in a way acknowledge, I think, some of the significant short-
comings of the overregulation that came out of Dodd-Frank and
how—and speak to the necessity of making it easier to hook up in-
vestors with small ventures.

And I would love to hear from you, Mr. Atkins, and then Mr.
Keating, from a economist standpoint.

Mr. ATKINS. Yes. With 45 seconds, we could talk about that for
a long time. The Dodd-Frank Act, with 2,319 pages, itself was only
part of it. Then, it had mandates of up to 500 rules and studies
from the different agencies.

And a lot of that still has not been implemented yet at my old
agency, the SEC. They still may be a little bit more than halfway
finished.

So the huge amount of work that still has to be done, the uncer-
tainty on the industry—just the other day I was approached by an
investment bank with a new offering of a fund to invest in that will
basically take away from small banks, community banks, loans
that they can’t carry on the books anymore because of the exam-
iners from the Fed and elsewhere putting a lot of pressure on them
not to make loans to small business anymore. Chair Yellen has ba-
sically said the same thing in testimony before Congress.

So it is the uncertainty and the costs that Dodd-Frank has im-
posed on the industry that has had ripple effects, which is why,
really, we need to look at things like the JOBS Act, new ideas that
will help spur capital to small businesses.
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Mr. HURT. Mr. Keating, I apologize. My time has expired, so we
will—

Mr. KEATING. I agree.

Mr. HURT. Thank you.

I yield back.

Chairman GARRETT. The gentleman yields back with a short an-
swer.

The gentleman from Connecticut, Mr. Himes, is now recognized.

Mr. HiMES. Thank you, Mr. Chairman.

And let me thank all of you for being here to have this conversa-
tion. I want to just make a couple of observations and ask a few
questions.

To be clear, I actually voted for the JOBS Act. I had some mis-
givings, but in the end I thought it was a good compromise.

I am always taken aback, though, when this topic is shoehorned
into the debate that this institution has so often about where ex-
actly the boundary line of government regulation, interference,
presence should be. It doesn’t really fit.

We can eliminate all regulation on the issuance of new securities.
That will make it a much simpler process for businesses to do cap-
ital formation, unquestionably at the expense of the other half of
our economy, which are the investors.

So it seems to me that this is a problem of really balancing the
interests of two absolutely essential elements of our economy: the
people who need the capital; and the people who are offering the
capital.

I get so confused when the presentations are shoehorned into
this world where, in this case, in this panel’s case, if we just do ev-
erything for those people who need capital at the cost of those peo-
ple who provide—well, everything will be fine.

We know that is not true. So I want to make that observation
because it just drives me crazy when good work gets caught up in
this deregulatory fervor.

The question I want to ask, just to bring this point home: It is
well-known that most instruments that are available to retail in-
vestors—mutual funds, equity mutual funds—most managers, pro-
fessionals of equity mutual funds, don’t beat the market index.

So I guess my question is, in particular for those who are so en-
thusiastic about pushing the boundaries of the JOBS Act, can any-
body here tell me that they are sure that retail investors—because
that is who we are talking about here—that retail investors—set-
ting aside the issues of fraud and 404(b) and what companies are
actually more prone to poor compliance; that is a whole other
story—but are retail investors going to make a lot of money in
crowdsourcing—crowdfunding?

Can anybody here on the panel tell me that your average middle-
class family out there with, let’s just say, I don’t know, $10,000,
$20,000 to invest—would anybody here recommend that a middle-
class retail unsophisticated investor ought to put $10,000, $20,000
into a private placement or a crowdfunding deal?

Mr. KEATING. If they do their homework, I see no reason why
middle-income America cannot do their homework and make wise
investment decisions.
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Mr. HIMES. But do you think they would make money? Would
you advise a—

Mr. KEATING. I think some of—

Mr. HIMES. Would you advise a retail investor to put money into
an index fund or into some local crowdfunded—

Mr. KEATING. I'm not a financial advisor, but I would say that
if you have extra money for investment purposes and you think you
want to support entrepreneurial ventures, perhaps some in your
State or your district, your neighborhood, and you have that oppor-
tunity and you choose to do that and you do your homework, that
is great. Go for it, and I hope you make a lot.

Mr. HiMES. Okay. But that is not my question. My question is—
and you have some economic background—is that individual likely
to outperform an index with that as an investment strategy?

Mr. KEATING. I don’t know if there is data available for me to
answer that, but what I can say is on an individual basis, as an
economist, that if you do your homework, you are going to—listen,
investment—there is no guarantee here. I said very much at the
outset that you have to recognize the risks. You have to—

Mr. HiMES. No, no. I understand. You are not actually answering
my—I appreciate what you are doing, but you are not actually an-
swering my—

Mr. KEATING. You asked me, would I advise somebody, and I said
yes. Do your homework, be smart about it, and yes, go ahead and
make the investment if you think that is wise.

Mr. HIMES. Right. Okay.

I have another important question here. But the fact is that the
average professional mutual fund manager doesn’t beat the index,
so I am going to preserve some skepticism about whether a retail
investor, homework or no homework, is going to do better.

I have one other question, though, which is—and I appreciate
what the JOBS Act has done. We apparently are saving companies
a lot of money. I did a lot of work on this and people assured me
that full Sarbanes-Oxley disclosure was going to cost $1 million or
$2 million absent the JOBS Act.

I want to ask a question, which is that the average IPO gross
spread, which the average IPO, let’s just say it is about $200 mil-
lion—a little less than that, $200 million. Gross spread 7 percent,
that is $14 million.

Ninety-five percent of all IPOs in the United States since 2008
have had a 7 percent gross spread, and $14 million has gone to the
underwriters. Why is that?

Mr. ATKINS. Congressman, I think that is why crowdfunding and
other things are really exciting. It is a disruptive new technological
way of trying to raise money that will then disintermediate invest-
ment banks and other banks and maybe save companies that are
raising money and their investors a lot of money over time, which
is kind of an exciting thing and so why not try it. I think that is
one thing that we are talking about here.

And I am as troubled as you by what you are citing.

Mr. HIMES. If the chairman will indulge me just for a few more
seconds here—

Chairman GARRETT. We are just over time for everyone. We will
circle back.
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Mr. HiMES. All right. Thank you, Mr. Chairman. Thank you.

Chairman GARRETT. I recognize the gentleman from Texas, Mr.
Neugebauer.

Mr. NEUGEBAUER. Thank you, Mr. Chairman.

I want to kind of pick up this line of reasoning because it is one
of the things that I am very concerned about, and all across this
government, is we have gotten into a mode now of the government
telling people what is appropriate for them and what is not appro-
priate for them.

We have a Consumer Financial Protection Bureau (CFPB) that
is out determining what kind of financial products that it—ordi-
nary consumers should have, and so now we are trying to tell peo-
ple whether they are smart enough or not to be able to make cer-
tain kinds of investments.

And one of the things that I think is very troubling to me is that
the little guys have not had an opportunity in the past to get in
on some of these wonderful companies that were started in a ga-
rage or in a dorm room or—and so I think one of the things that
I wanted to mention, Mr. Laws, is in October the SEC finalized its
rulemaking obligation under Title III of the JOBS Act but unfortu-
nately imposed new restrictions on crowdfunding that Congress did
not mandate, which could prevent Title III from reaching its full
potential.

And the issue there is that the SEC placed arbitrary caps on the
amount that individuals can invest in companies based upon the
lesser of their annual income or their net worth. The new
crowdfunding rules are set to go live in 2016.

As you know, Commissioner Piwowar dissented that decision and
so I guess the question I have is, how do we determine what is ap-
propriate for investors? Should the government just publish a list,
“These are things that we think are appropriate for people to in-
vest in and these are amounts,” and just take that decision away
from the individuals?

Mr. Laws. I will honestly say I don’t have an opinion on that.
I do have an opinion mainly that because when accredited inves-
tors participate in a crowdfunding you can have some very wealthy
investors who are also affected by the caps but would not be af-
fected by the caps if they went directly.

I believe the changes in the Fix Crowdfunding Act are aimed at
allowing accredited sophisticated investors to do larger amounts of
money, not necessarily allowing individuals who don’t have as
much money to invest more. So I realize that doesn’t quite answer
your question, but I do believe that the changes are productive.

Mr. NEUGEBAUER. Mr. Keating, do you have an opinion on that?

Mr. KEATING. I think by definition, they are arbitrary. I think
you are better off leaving it to individuals to make their own deci-
sions, and it is also important to wunderstand that with
crowdfunding, investors are warned of the risks on the portals, so
they have to go through a test. So they are going to be made even
more aware of the potential risks involved.

But, yes, I default to the American people and the individuals
over choices made by the government, yes.

Mr. NEUGEBAUER. The observation from my perspective is we
make it difficult for the little guys to get started, and we also make
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it difficult for some of the little folks to get in on those kind of in-
vestments. And, quite honestly, mutual funds and exchange-traded
funds and stuff, people lose money on that too, right?

Mr. KEATING. Absolutely. And your point about the little guy on
both sides of the equation is what we are talking about here. We
are talking about not just the small business being—getting access
to capital, but the small investor having that opportunity where
they didn’t have it before, to be able to get in on the next great
thing that is coming, as you said, out of somebody’s garage.

Mr. NEUGEBAUER. Mr. Griggs, one of the things I was wondering,
in looking at market activity right now, do—what—the private
placement—do you still see a lot of companies, because of some of
the barriers out there, still opting for trying to do private place-
ment?

Mr. GrIGGS. Yes. Absolutely. Especially with the dearth of avail-
ability to go public right now, we do see many, many companies
take advantage of private placements as—it is a very large market,
so it is very active right now.

Mr. NEUGEBAUER. And so is there, do you think, and has any-
body done an analysis, is there—does it raise the cost of that cap-
ital sometimes to be forced into a private placement as opposed to
being able to look at a more market-based activity pricing based on
the market being able to go public? Does that make sense to you?

Mr. GriGGs. We don’t have the specific data on that, but cer-
tainly any time you are going to raise money in a more liquid mar-
ket the cost of capital is going to be lower, so private placements
are not going to be as liquid, so that is the case.

Mr. NEUGEBAUER. Thank you, Mr. Chairman. My time has ex-
pired.

Chairman GARRETT. The gentleman’s time has expired.

Mr. Carney is now recognized.

Mr. CARNEY. Thank you, Mr. Chairman.

I thank the gentleman from California because I do have to go.

I am going to resist the urge to get pulled into this debate about
what the government should or shouldn’t tell small investors, but
I would like to associate myself with the comments by my friend
from Connecticut, Mr. Himes. I voted for the JOBS Act, as well,
and I worked hard with Mr. Fincher, my friend from Tennessee, on
the TPO On-Ramp part of it.

And there were a lot of folks in the industry and in my State
who worked on it and expressed concern about it. Delaware, as you
may know, is the place where most of these companies are incor-
porated. And my friends in the Division of Incorporation had alert-
ed me to the—to what they were seeing a couple of years ago with
the lack of companies going to an IPO, and we know that those
public offerings have increased since the JOBS Act passed, and
there was some testimony that each of you made with that respect.

I thought that the 404(b) audit question would be one of the
things that the IPO On-Ramp provided a 5-year phase-in and that
would be the biggest thing that some of these emerging growth
companies would look to in choosing to go do an IPO with—as an
emerging growth company. But actually, as was mentioned earlier,
I think by Mr. Griggs, it is the confidential filing piece that we
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hear is the most important part of that IPO On-Ramp. Mr. Griggs
said that we should allow all companies to file confidentially.

Mr. Beatty, do you have a view of that?

Mr. BEATTY. Certainly, that presents challenges, I think, from a
regulatory aspect and a transparency access to allow all compa-
nies—

Mr. CARNEY. What would those be, at a real practical level? The
attractiveness of it from the other side is a company can do that,
“test the waters,” is the terminology that is used, and not have to
give up concerns about their I.P. or whatever it might be. So what
would the concern on the other side of the scale be with respect to
that idea?

Mr. BEATTY. Testing the waters, I think, is an idea that has been
around for a long time and States have embraced it, many years
ago in many respects. And if it is done properly, I don’t think it
imposes much by way of concern in terms of investor protection.

The things that we worry about in testing the waters is wheth-
er—is how open the communication will be in terms of will it be
something that is, something that somebody says that is completely
untrue? Is it not a good-faith effort to try and gauge interests but
instead an effort to try and draw investors in a way that is inap-
propriate?

Protections that are put in place in terms of requiring a filing—
some type of filing first, having some type of waiting time between
the testing the waters communication and the actual offering—I
think those are all good measures that help solve some of those
problems.

Mr. CARNEY. Great.

One of the provision in the JOBS Act that did concern me was
the crowdfunding aspect for concern about fraud and the vulner-
ability of unsophisticated investors. And I would just like to ask
Mr. Laws and Mr. Keating, we really don’t have, as Mr. Beatty
said, any Federal experience here. Why should we change the rules
now before doing that?

Mr. LAws. I actually would disagree with the premise, because
the so-called accredited crowdfunding has been legal since the
JOBS Act passed and some of the SEC rulings. So since the JOBS
Act passed we do have a good 3 years of experience of some of the
techniques that seem to work well in accredited—

Mr. CARNEY. So do those apply to the investors that I am most
concerned about, the unsophisticated investor who—

Mr. LAWS. I believe so. One of the more important aspects, for
example, of the Fix Crowdfunding Act allows this structure of fol-
lowing after a sophisticated investor, putting a larger check in and
having them look out for the interests of the other investors, which
would not be legal under the current Act. So I think we could apply
some of those learnings with this bill to improve the crowdfunding
for the unaccredited investors.

Mr. CARNEY. Mr. Keating, I have 24 seconds.

Mr. KEATING. I think it goes back to the crowd aspect of
crowdfunding, right? The wisdom of the crowd here is critical, and
technology allows that where it didn’t certainly in 1933 and 1934.
So the fact that you have these communications and you have the
crowd evaluating these investments is central to the whole effort.
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Mr. CARNEY. Great. Thank you all for being here today.

Chairman GARRETT. Thanks. The gentleman yields back.

Mr. Hultgren is recognized for 5 minutes.

Mr. HULTGREN. Thank you, Mr. Chairman.

Thank you all so much for being here. I appreciate your time and
expertise in this important discussion.

I want to address my first questions to Mr. Atkins, if I may.

Earlier this year you wrote an op-ed that ran in the Wall Street
Journal that was titled, “Equity Policy Needs Surgery, Not Band-
Aids.” Volatility, flash-crash risks, and bigger dark pools are the
legacy of the SEC’s Regulation NMS.

This, of course, was with respect to IEX’s application to be a reg-
istered national security exchange. I have commended IEX for put-
ting forth ideas considered by some to be effective adjustments to
our market, but I have also remained unsure about how the inves-
tor exchange would function in an already complicated market
structure.

In your op-ed, you remarked about a broken process at the SEC,
and I will quote your op-ed where you said, “Will the agency ad-
dress equity market structure concerns comprehensively, as many
Members of Congress and SEC Commissioners say is necessary, or
will it make these far-reaching policy decisions in an opaque ex-
change application approval process?”

Over the last few months there have been some developments
where your perspective would be valuable. One, the extended com-
ment period for IEX’s exchange application, to which they have
made some modifications, ends today. Also, the comment period on
the notice of interpretation for whether 1,000-microsecond delay
should be de minimis for the purpose of Rule 611, the order protec-
tion rule, ends today.

So, Mr. Atkins, I have been frustrated with the Commission that
it has been slow to act on changes to market structure, but do you
think in general, changes to market rules through an exchange ap-
plication process will result in good public policy?

Mr. ATKINS. Thanks for the question. I stand by what I wrote in
the journal there.

I think what the SEC should do is take a total review of NMS.
There were a lot of things that were put forth back there 10 years
ago that did not make sense then and don’t make sense now. And
I can see the impetus behind trying to let a new entrant into the
marketplace, but still it needs to be done in a transparent way.

Mr. HULTGREN. Following up on that, or continuing, the New
York Stock Exchange recently filed with the SEC to use a replica
of the Discretionary Pegged order that is included in IEX’s applica-
tion, which was made public through an exchange application proc-
ess. Does this raise intellectual property concerns? It would seem
the New York Stock Exchange could potentially make use of the D-
Peg before IEX is granted exchange status, which would disadvan-
tage TEX.

Mr. ATKINS. Yes. That is part of the whole issue here, where if
you treat people disparately and in a manner that doesn’t apply to
everybody, you run into those issues.

Mr. HULTGREN. Isn’t the use of the D-Peg and a notice of inter-
pretation on the definition of “immediate evidence” that the ex-
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change application process is being used to rush consideration and
changes to market rules, and would notice and comment rule-
making, not just an interpretation, be more appropriate?

Mr. ATKINS. Yes. I don’t know that much about that particular
issue, but I think in general, the Administrative Procedure Act
really should apply in this area.

Mr. HULTGREN. As a free market conservative who wants to see
competition and innovation rewarded by the markets, what advice
would you give to IEX and its supporters?

Mr. ATKINS. I think they have created an innovative exchange
where lots of investors and traders like to go, so hats off to them.
What I really encourage the SEC to do is take a really robust view
of NMS and the whole process and do it in an open manner and
not just on a one-off exchange application basis.

Mr. HULTGREN. Good. Thank you.

Switching gears a little bit, I am going to address my next ques-
tion to Mr. Keating.

I have some questions about implementation of the JOBS Act.
What are the most burdensome provisions of Title III in the JOBS
Act? And do these burdens make crowdfunding useless to small
businesses seeking equity financing?

Mr. KEATING. I'm sorry?

Mr. HULTGREN. What are the most burdensome provisions of
Title III in the JOBS Act, and do these burdens make
crowdfunding useless to small businesses seeking equity financing?

Mr. KEATING. I don’t know if it makes it useless. Hopefully not.
But certainly I think the limitation, but also on the portal end of
things, clarity on their liability and the liability issue I think is
crucial and I—it is addressed in the one piece of legislation here,
and I think that is certainly a big issue in terms of competition on
that front and a flourishing number of portals.

And by the way, to really plug this very quickly, but
Crowdfunding Demo Day on May 16th, SBE Council is part of a
group that is going to be here in Washington giving demos on ev-
erything that we are dealing with today and I urge everyone to
come. So there you go.

Mr. HULTGREN. Great.

My time has expired. I yield back. Thank you, Mr. Chairman.

Chairman GARRETT. The gentleman’s time has expired.

I now recognize the gentleman from California, Mr. Sherman.

Mr. SHERMAN. Thank you, Mr. Chairman.

I am very old. I was around when Reg D was the new thing. And
we were so impressed to think that, well, we are not the accredited
investors’ incomes of over $200,000. That was a tiny group of peo-
ple who must be incredibly smart to be making that amount of
money. Now it is an amount of money scarcely more than Con-
gressmen and Federal Judges make.

Now we are here—you—for the most part, relaxing standards,
letting—providing less protection to investors so that we can pro-
vide an easier path to providing capital for business.

If Reg D made sense back in, what was it, 1982, then it can’t
make sense now, and vice-versa, because if it made sense to put
the limit at $200,000 then, then the income level should be
$600,000 to $700,000 now.
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I know that there has been discussion of indexing going further,
but, Mr. Beatty, have we opened the door too much by deciding
that $200,000 or $1 million in assets, excluding a home, is the defi-
nition of an accredited investor who can afford to lose a lot of
money?

Mr. BEATTY. I think you have to start from the premise that the
idea behind defining “accredited investor” and putting those limits
in place was supposed to be a proxy for investor sophistication. In-
deed, in many of the cases that we deal with nowadays, a fair per-
centage of the investors that we see who have been harmed are,
indeed, accredited investors. So it is an imperfect proxy.

NASAA has long advocated for indexing—

Mr. SHERMAN. Mr. Beatty, was it more of a proxy for ability to
absorb the loss without—

Mr. BEATTY. That has been posited, as well.

Mr. SHERMAN. —or a proxy for knowledge, or at least the ability
to hire it?

Mr. BEATTY. Yes, it has also been put forth that that was meant
to be an amount of money that—an amount of assets that—or net
worth that they could absorb a loss.

Mr. SHERMAN. And does it make any sense—if it—if those were
supposed to be the limits then, what should the limits be today?

Mr. BEATTY. I think you need—

Mr. SHERMAN. I realize that some people who make an awful lot
more are unsophisticated, and some who make an awful lot less are
very sophisticated. But we still have a rule based on income and
assets. If we are going to have a rule that talks about accredited
%nve?stor and looks at income and assets, where should we draw the
ine?

Mr. BEATTY. I think that certainly from my organization’s stand-
point, we have long advocated for indexing those amounts to infla-
tion. If they had been indexed, I don’t have the numbers right in
front of me, but I believe that it would be roughly two to two-and-
a-half times what they are now.

Mr. SHERMAN. Oh, more than that, but go ahead.

Mr. BeEAaTTY. Okay. Other ideas that have been put forth ques-
tioning whether or not income or net worth is the appropriate
standard also have been discussed, and I think there is some ap-
peal to looking at things such as some type of liquidity factor that
an investor might be held to, in terms of liquid assets, amounts in
a portfolio, things like that.

Mr. SHERMAN. Mr. Atkins, do you have any comment? And is it
enough for us to just index these numbers from 2016 forward, or
do we need to index them from 1982 forward?

Mr. ATKINS. I wasn’t actually around when Reg D was adopted,
but I was just beginning to practice law, or just about to get out
of law school. So, things have changed a lot since 1982. We have
a lot more communication, a lot more sophistication where people
can actually go and get information.

But if somebody can invest 100 percent of their net worth in
Valeant and watch the stock crash overnight, in the single stock,
that is one of the most risky things that one can do, versus some
of the other alternatives. So one of the things that really impressed
me back when I was a Commissioner when we were talking about
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raising this limit, was a comment letter where an investor said, “I
can invest in a hedge fund today, but tomorrow if you raise the
limit, I won’t be able to.”

Mr. SHERMAN. Let me just—

Chairman GARRETT. The gentleman’s time has expired.

I recognize the other gentleman from California, Mr. Royce.

Mr. ROYCE. Thank you, Mr. Chairman.

In California, as you know, we have a world-class network of
startups from Silicon Valley to Orange County, and the issue of ac-
cess to capital for startup businesses—this is critical. This is crit-
ical to our State’s economy, but also critical to ensuring that our
country remains the best place for entrepreneurs—not only to get
the entrepreneurs, but also to bring their products to market.

And so I was going to ask Mr. Keating, because you noted in
your testimony that the Micro Offerings Safe Harbor Act, which I
am an original cosponsor of, appropriately scale Federal rules and
regulatory compliance for small businesses pursuing capital. Mr.
Keating, how will this legislation help these startups that are look-
ing for the investment to hire and to grow to enter the market?

Mr. KEATING. It all comes down to that cost, and that is why
when we talk about scaling Federal rules, look at the data and
there is data produced by the SBA and a whole host of other enti-
ties, if you will, that show that regulatory costs certainly fall much
more heavily on small businesses. To take us the next step and
consider the regulatory costs on startups and it becomes even more
daunting.

So when I mentioned before the issue on angel investing, that is
certainly in the equation here, in terms of both on the supply and
the demand side of the equation. So any time you can open up ave-
nues here through reduced costs for entrepreneurs to gain access
to capital, it is a positive development.

And by the way, just understand that the SEC and certainly the
State regulatory bodies have that ability to prosecute fraud no mat-
ter what.

Mr. ROYCE. Right.

Here is another question I am going to ask. I am an advocate for
regulatory relief for our Nation’s community financial institutions
when it comes to their ability to lend. And legislation I have au-
thored, H.R. 1188, the Credit Union Small Business Jobs Creation
Act, would free up smaller lenders when it comes to working with
business startups.

What role do community financial institutions play in capital for-
mation for startups, and what are the problem areas since the fi-
nancial crisis, and how could Congress help on that front?

I will go to Mr. Keating, and then to anyone else who wants to
jump in.

Mr. KEATING. My immediate response is those small financial in-
stitutions are crucial for small businesses. That is the bottom line.

When you look at their share of loans to small businesses, they
are it. They are critical.

So again, the regulatory cost—for example, Dodd-Frank and so
on—for—fall more heavily on them, and small businesses get hurt
as a result.

Mr. RoYCE. Others on the panel?
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Mr. ATKINS. Yes, sir. Well, one thing that Chairman Hensarling
likes to talk about is that every day a community bank goes out
of business. And it is not because of bad business; it is because of
the burdens, not just overt regulations, but then also the informal
silent regulations of bank examiners who basically have a lot of
ambits with which to squeeze them and to question the loans that
are being made.

And as I referenced before, the private sector is trying to come
into assistance here by taking off the books of some of the commu-
nity banks some of the—through funds—some of the loans that
they are making, but it is—

Mr. RoYCE. Even on performing loans. That is the great surprise.
Performing assets, and suddenly comes the regulator—

Mr. ATKINS. Because the bank examiner will—

Mr. ROYCE. —that that just be imploded.

Mr. ATKINS. Right. It is a true crisis. I think we have to address
it. And so I salute you for doing what you can.

Mr. RoYCE. Other members of the panel on this subject?

Mr. GriGGs. I will comment that NASDAQ, for the publicly trad-
ed community banks, we list over 90 percent of them on our mar-
ketplace so we have regular dialogue, and I would echo the com-
ments that they are in a very difficult situation right now when it
comes to helping small businesses, particularly with all the regula-
tions that are faced, and they do—that group in particular ques-
tions the reason why they would go public today, and we all know
that when they do go public they do get more capital to support
businesses. So I think it is a crisis situation.

Mr. RoYCE. The other two panel members on the subject?

Mr. Laws. At my end of the market nobody has any assets
against which to take out a loan, so it is all equity financing.

Mr. ROYCE. Yes, yes.

I yield back, Mr. Chairman.

Thank you very much, to the panel.

Chairman GARRETT. Thank you. The gentleman yields back.

Mr. ROYCE. Thank you again, Mr. Chairman.

Chairman GARRETT. Mr. Scott is recognized for 5 minutes.

Mr. ScorT. Let me ask you about something I have not heard be-
fore and so I want a little bit of clarity of information referencing
House Resolution 4855. Could you all explain to me what
crowdfunding is? How would the average investor out there—what
does that mean?

Mr. LAws. Crowdfunding in general refers to something that is
done online where there is broad participation by people in—I will
use some examples like Kickstarter, or Indiegogo, or websites
where people will fund a social cause or help a company get off the
ground by buying their product ahead of time.

What we are talking about here for securities law is allowing in-
dividuals to, when they do that, not just buy a product or support
a cause but take ownership in the company that they are funding.
So it would allow a small company to sell part ownership in it to
the crowd.

The regulation as it exists in law was set up to put a lot of pro-
tections in place to make sure it flows through certain websites and
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with certain regulations to make sure all the disclosures are hap-
pening and it is very transparent.

Mr. ScorT. And so we are having all kinds of challenges with on-
line lending, online investments, online payment transactions folks,
online merchants. This machine that we have created, the Internet,
the online services, sometimes appears to me to be like the ma-
chine that we created to serve us, but we are now having to become
servants of that machine. And it puts us in Congress in a way of
trying to navigate a situation that is constantly changing with our
technology.

So the Securities and Exchange Commission has just recently, as
I understand it, completed its crowdfunding rules. Is that correct?

Mr. LAwS. Yes, several months ago. They will come into effect in
May.

Mr. ScorT. In May, next month. Now to me, shouldn’t we wait
until we have some experience from crowdfunding before we make
significant changes to the crowdfunding exemption?

Mr. LAws. I would answer yes, with the proviso that the kind of
so-called online fundraising for accredited investors, the accredited
crowdfunding, has been legal since the JOBS Act passed in 2012.

There was, I believe, an earlier bill that had more extensive
changes to crowdfunding. This bill, to my understanding, is nar-
rowly taking some of the experiences that we have learned over the
last 3 years and using that to improve the crowdfunding act, in
some cases to include investor protections that were not available
in the original one.

So I actually believe it is a wise thing to do to make sure that
some of those make it in place—some of those learnings over the
last 3 years make it in place into this crowdfunding version.

Mr. ScorT. And now there is a grace period involved in this,
right—a 5-year grace period?

Mr. LAwS. I am not sure.

Mr. Scort. From my understanding, there is a 5-year grace pe-
riod during which the Securities and Exchange Commission would
be prohibited from even enforcing the crowdfunding rules. Do you
feel that is warranted?

Mr. LAws. That is not my understanding of the law. I don’t quite
know how to answer that because I don’t believe that is the way
it is written.

I believe what is written into the law is there is a time period
during which, when they find violations, they are supposed to give
the portals a chance to address those rather than instantly shut it
down, depending on the severity of the violation.

Mr. ScoTT. Let me ask you, is it not in the bill?

Mr. LAwS. I am not aware of that portion.

Mr. ATKINS. Congressman, I believe there is a provision in the
bill for a grace period, but that is for good-faith efforts to comply.
So, it is clearly open to interpretation. But anyway, but I think the
intent is to try to encourage the SEC to guide rather than to come
with a hammer.

Mr. ScoTT. It just seems to me that some problems—

Chairman GARRETT. The gentleman’s time has expired on that
one, and at the very end of the hearing, we always ask for mem-
bers of the panel to answer any other additional questions, so at
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that time, if the gentleman would like to have additional input
from the panel, he can certainly get more into the weeds on the an-
swer on that one.

Mrs. Wagner is recognized for 5 minutes.

Mrs. WAGNER. Thank you, Mr. Chairman.

And thank you all for joining us today as we look at the JOBS
Act 4 years later and examine the benefits it has brought to small
companies and their ability to raise capital and grow their busi-
nesses.

As President Obama even said himself, this bill has been a
game-changer for startups and for small businesses. We have seen
this especially in my home district, where recent reports have said
that St. Louis has the fastest-growing start-up scene in the coun-
try. This is exciting news. But as many of you have stated today,
there is still more work that we can do to build on the success of
the J(l)BS Act and in helping small businesses reach their full po-
tential.

So in that vein, Mr. Griggs, you mentioned that—and it has been
mentioned before—in the 4 years since the JOBS Act, there have
been 865 IPOs with 86 percent being emerging growth companies.
Can you talk a little bit, in some specifics here, about the most im-
portant steps that should be taken to build on the success?

Mr. GRIGGS. Sure. I think our viewpoint on the most important
aspects would be to start considering what it means once you are
public and focus on some aspects that we find continually come up
with companies about what the challenges are once you do go pub-
lic. Because there is certainly the brand of going public has, over
the years, taken some hits based on what the “burdens” are to be
a public company.

So I did highlight in my testimony, I think, what we feel would
be the most important ones would be to provide much more trans-
parency on the proxy firms and what they are requiring companies
to do. Companies looking at—are continually frustrated by the
PCAOB and how they make “recommendations” to audit firms they
are not really sure how to interpret, and so we do feel that much
more clarity needs to be done in that aspect.

And then you look at how a company helps—or goes under-
standing who their investors are. There are rules in place that
are—the requirement is to report long positions but nothing on the
short side. And that has become much more prevalent in terms of
how investors use shorts. Companies continually ask us to advocate
for that.

So those three aspects, to us, would do a lot to help instill more
confidence in the public market and going public.

Mrs. WAGNER. Thank you very much. And my colleague, Mr.
Hurt, kind of touched on things we were all looking at at the slow-
down at the end of 2015, beginning of 2016, in the IPO period.

Now, you talked about market conditions being really the driving
force there, but there was still demand. And you have touched on
it a little bit, but can you talk about some of the regulatory impedi-
ments that are perhaps chilling the IPO market?

Mr. GrIGGS. Yes. I really would go back to we see a very—have
a very robust pipeline of companies that would like to go. And typi-
cally sometimes you can point to various sectors that have certain
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regulatory challenges. That is not the case today, so our view of it
is much more a market condition than a regulatory condition be-
cause it is across all sectors right now where there just have not
been IPOs.

But we have seen this in the past and we do feel very strongly
that the second half of 2016 is going to be strong.

Mrs. WAGNER. Good. Let’s hope so.

I would like now to turn to the market for private financing for
those companies that haven’t gone public yet, which is a very im-
portant source of funding for startups and early-stage businesses.

In following up, again, my colleague, Mr. McHenry, Mr. Keating,
you stated that angel investors—investment is sluggish. And you
pointed to regulation and the over-regulatory burden.

Can you expand on some of the specifics of that? You mentioned
it in a broad, overreaching sense, but what are those impediments,
those regulatory impediments that exist regarding this kind of in-
vestment?

Mr. KEATING. Actually, the best way to answer that, it is a
broad, overarching issue. I think it is a broad overarching issue for
the entire economy.

When Mr. Griggs talks about the IPO market, when we are talk-
ing about angel investment, when we are talking about the decline
in business loans to small businesses, that is all—there are a whole
host of issues in there, but overarching is the state of this economy,
a recovery that is growing at 2.1 percent when we should be grow-
ing, if you base it on history, at almost 4.5 percent.

So it all goes—but then the question becomes, why is that? And
I will go back to, it is pointing policy in the wrong direction in
every possible area you can think of in the last several years, espe-
cially on regulation. We have been in a hyper-regulatory market on
a whole host of fronts. But taxes, as well. No leadership on trade.

I will even pick on the Federal Reserve while I am here, in the
sense that they have been saying that they are saving the economy,
but in terms of the monetary policy that has been run, it is without
precedent and I have never heard so many small business owners
say, “What is going to happen with what the Fed has been doing?”
And they have never talked to me about the Fed every before be-
cause it is uncertainty now. Nobody knows how this is all going to
come out.

So I would say it is an overarching environment, and then you
can go down and drill down into all sorts of individual regulations
and taxes.

Mrs. WAGNER. Thank you, Mr. Keating. I have run out of time
here, and I would say that fourth branch of government, that over-
regulatory nature that we have that has been created here, which
are the regulators, the agencies, the departments, is not just here
in financial services; it is overarching in many different areas
across our jurisdiction. So I thank you very much.

I yield back.

Chairman GARRETT. The gentlelady yields back.

Mr. Hill is recognized for 5 minutes.

Mr. HiLL. Thanks, Mr. Chairman. Thank you for hosting this
panel. It is useful, and it is also great to be talking about kind of
a positive topic for the economy because clearly, over the past 4
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years, this was a bright spot in the Obama Administration and con-
gressional collaboration on the economy, so it is nice to be talking
about ways to enhance something that is generally working well.

Before I ask questions, I will make a note that I recently intro-
duced a bill that is related to this topic that will head over to the
Ways and Means Committee, H.R. 4831, which will allow people
who are using crowdfunding and a Subchapter S company to not
have that crowdfunding count as one of the 100 shareholder limita-
tions.

Since pass-through ownership has gotten so popular, I am not
sure S Corps are as popular as they once were because of State
LLC encouragements. We all recognize that. But in the small com-
munity bank arena, and in some niches in the economy, Sub-
chapter S is still popular, and so this is a way, I think, to combine
the benefits of the JOBS Act with that Subchapter S form of incor-
poration.

Mr. Keating, I want to start with you, and you raised a question
that we talk a lot about in here, and that is the AML, the money-
laundering laws. And you made a reference in your testimony
about portals and how they might be treated under AML. Could
you elaborate just for a second on that?

Mr. KEATING. Sure. We are concerned with applying those to por-
tals. It doesn’t make any sense when you think about what the
anti-money-laundering laws—

Mr. HiLL. They are being applied. It is currently applied to por-
tals—

Mr. KEATING. Yes. My understanding is that it is under consider-
ation, that it has been kicked around, if you will. And I believe
FINRA said no, but now, from what I understand, Treasury is—
it is at least being kicked around there and we are concerned about
that because it is tremendous regulatory costs. There are examples
of foreign banks not wanting to deal with American depositors, and
so on and so on, because of the tremendous regulatory costs.

So if you apply that to portals, that would be catastrophic, I
think, in many ways.

Mr. HiLL. Thank you.

Mr. Beatty, a question for you from a State perspective: Since we
have had this experience on general solicitation for a private place-
ment, has it generally been successful that there haven’t been
noted through the State securities Commissioners anything kind of
catastrophic happen by having this general solicitation of certain
private placements covered by the act? Has it gone pretty well, in
other words?

Mr. BEATTY. I think that a relatively small percentage of the Reg
D filings that we see are utilizing general solicitation, and in the
early history, no, there have not been much by way of reported
complaints with regard to them.

Mr. HiLL. Yes.

And, Mr. Griggs, you talked in your—you had two interesting
comments in your testimony. One was on the short positions disclo-
sure. Would you elaborate on that for a moment?

Mr. GRIGGS. Sure. If you look at a—
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Mr. HiLL. Explain to the committee why that is important. What
is going on out there in the capital markets of people shorting
stocks that is concerning right now?

Mr. GRIGGS. Yes. So a very large part of being a public company
is how you are going to communicate with your investors, and sen-
ior management dedicates quite a bit of time to doing that because
it does help represent in the capital markets those who are either
currently stock to raise, but also they want to raise more capital.

So today investors are required at certain levels to report that
they are a long holder in the stock, and that dates back to the
1970s. If you look at a short position, companies by no means are
saying that shorts are not valuable. They do provide liquidity to
the marketplace and they are an important part of the investment
community strategies, but there is no insight to a company about
who those investors are that are short in the stock the same way
there are for long positions.

So in the interest of transparency, companies feel to really com-
municate effectively to their shareholders, knowing who those in-
vestors are at certain levels the same way they know longs would
be very valuable.

Mr. HiLL. Have you seen anything recently in the market that
concerns you more particularly, like this IVR patent troll issue and
short positions? Are you familiar with that? That seems to strike
at the heart of emerging companies.

Mr. GRIGGS. I can’t speak to that, but this is not a new issue
with short—not knowing who your short positions are. This has
been ongoing for quite some time.

But I think as you look at the rise of activist investors it has
really come to fruition in the last several years. It has become
much more common conversations we have with our companies.

Mr. HiLL. Thank you.

And thanks, Mr. Chairman. My time has expired.

Chairman GARRETT. Mr. Emmer is now recognized for 5 minutes.

Mr. EMMER. Thank you, Mr. Chairman.

And thanks to the panelists for being here today.

As we all know, small businesses are vital to our economy. If you
define a small business as a firm with fewer than 500 employees,
like the Small Business Administration does, then there are more
than 28 million small businesses in the United States, and over
half of the 120 million American workforce is employed by one of
them. Small businesses have also created more than 64 percent of
the net new jobs over the past 15 years, and today that number
is north of 70 percent.

Despite the overwhelmingly positive impact small business has
on our economy, traditional bank lending to small business is still
at pre-recession lows. Furthermore, if a firm would like to sell
stock to raise money, often it must register with the Securities and
Exchange Commission. According to the SEC, registration costs
$2.5 million on average, which many small businesses simply can’t
afford.

Fortunately, certain security offerings are exempt from SEC reg-
istration, including a private offering exemption under Section 482
of the Securities Act of 1933.
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There is a problem, however. The problem is the ability of small
businesses to effectively use this exemption is—the term “private
offering” is not defined in law. Not only does this prevent small
business from using the exemption, it leaves businesses who try to
use the exemption and can’t afford a team of expensive lawyers—
which, again, most small businesses cannot—exposed to potential
lawsuits and future liability.

That is why I introduced the Micro Lending Safe Harbor Act
with seven of my colleagues. This legislation will create a bright
line safe harbor for small private offerings. It will help entre-
preneurs open new businesses and expand existing ones.

It does this by clarifying the safe harbor exemption—not by cre-
ating something new, but by clarifying something that exists for
any offering that meets one or more of the following criteria: one,
each purchaser has a substantive preexisting relationship with an
owner; two, there are no more than 35 purchasers of securities
from the issuer that are sold in reliance on the exemption during
the 12-month period; or three, and this may be the most important,
the aggregate amount of all securities sold by the issuers does not
exceed $500,000 during the 12-month period preceding.

The bill also exempts any of the aforementioned security offer-
ings from blue sky laws while maintaining anti-fraud provisions at
the Federal and State level. Again, I want to make it clear, all Fed-
eral and State anti-fraud laws will remain fully applicable to these
offerings.

On March 27, 2015, former SEC Commissioner Daniel Gallagher
gave a speech at the Vanderbilt Law School where he noted: “Given
the substantial changes in technology and the markets since this
law was enacted, it may be time to see if there are other ways to
balance access to capital and investor protection, giving the issuers
other choices when raising capital.”

He went on to say, “Advancing a micro offering safe harbor,
which would deem certain extremely small or limited offerings is
not involving a public offering under Section 4(a)(2) of the Securi-
ties Act, worth exploring.”

As our economy continues to evolve, it is imperative that our
laws and regulations also evolve to keep up with new business op-
portunities and demands. The Micro Offering Safe Harbor Act,
which is endorsed by the National Small Business Association and
the Small Business and Entrepreneurship Council, is a next-gen-
eration vehicle for capital formation.

The time has come for Congress to come together and help small
business help themselves by making this important update and im-
provement to the Securities Act of 1933.

And in the short time I have left, I wanted to start with Mr. At-
kins. It is interesting because I heard testimony earlier that I be-
lieve it is Section 504 of Regulation D already exists, so this would
solve this problem. But that would require you to sell up to $1 mil-
lion in securities in, I think, any 12-month period preceding.

How would that impact the discussion that we had earlier about
the small businesses? I had one in Minnesota: Medtronic. We have
several of them. The Disney Corporation, just name them, Amazon.
If you wanted to buy—or borrow $30,000 from a family member,
for instance, how would this impact that?
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Mr. ATKINS. Yes, well, I think your bill really helps to clarify
what already exists under 506 and I think gives a good amount of
certainty. For that, I think it is a very good effort.

I don’t really see huge companies making use of anything like
that. It doesn’t make sense in the grand scheme of things.

Mr. EMMER. Thank you.

I see my time has expired.

Chairman GARRETT. Mr. Messer is now recognized.

Mr. MESSER. Thank you, Mr. Chairman.

And I thank the panel today for being here for this important
topic.

I want to direct my question to Mr. Atkins to start. You note in
your testimony that there is more work to be done with respect to
modernizing the Federal regulatory environment, and you also im-
portantly note that Federal agencies have issued a record 392
major rules with economic impact of over $100 million annually on
the economy. And many of us are supporters of the REINS Act,
which would have Congress approve any regulation that had that
kind of impact on the broader economy.

Could you just talk a little bit about how the regulatory burden
impacts small businesses in America in search of capital?

Mr. ATKINS. Yes. We talked a little bit before about how commu-
nity banks are being squeezed not just by the market in general,
but also by formal and informal regulations. So by information reg-
ulations, I mean the great latitude that bank examiners have.

Going all the way back to when I was working for Chairman
Breeden at the SEC back in the early 1990s in the wake of the
S&L crisis, you could see how the effect of the bank examiners,
what they had on the decrease of commercial investor loans and
the increase of what banks are holding in treasury securities. You
are seeing a similar thing right now, but even worse, we are seeing
community banks going out of business. And so there is a real, pal-
pable effect.

Mr. MESSER. And you mentioned community banks, but I would
ask you a question: Who do you believe receives the most harm or
bears:? the greatest compliance cost of today’s current regulatory re-
gime?

Mr. ATKINS. It comes down to investors and to Main Street busi-
nesses, frankly, ultimately. They bear the burden just like on any
sort of imposition on the economy.

Mr. MESSER. Yes, the back-end consumer.

I want to turn now a little bit to the JOBS Act, which increased
the cumulative Reg A offerings by an issuer from $5 million to $50
million—again, something this panel would understand well. De-
spite the significant delays in finalizing the rule, has the new
threshold been enough to entice companies to use Reg A offerings?

Mr. Keating or Mr. Atkins, if you could—

Mr. KEATING. My quick response is that we have seen positive
results with Reg-plus. I noted those in my testimony. But certainly,
again, limiting—I think that limitation, if you will, leaves money
on the table, and why would we want to do that, as I said earlier.

Mr. MESSER. Yes. What does increasing access to Reg A offerings
mean for U.S. businesses looking to raise capital and grow?

Mr. KEATING. Again? I'm sorry—
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Mr. MESSER. What does increasing access to those offerings mean
for U.S. business?

Mr. KEATING. Oh, this, again, goes back to the engine of the
economy. When we are talking about—we have heard wonderful
things today about small businesses and how vital they are. Well,
they have to get capital to make it all happen, whether it is
through debt or equity.

So when you are looking at these regulations, they very much
have a direct impact on small business and therefore the economy,
without a doubt.

Mr. ATKINS. And one thing, just to add to—

Mr. MESSER. Yes.

Mr. ATKINS. —my former answer to your question. The main ef-
fect of all these regulations and the cost is ultimately on the con-
sumers and the employees of the United States. And in this econ-
omy, where we have—to call it a tepid economy or recovery is—
from 2008 and 2009—I think is a real misnomer; it is kind of a
false recovery.

And so in order to try to get people back to work and have con-
sumers enjoy a better lifestyle, I think we have to make it possible
for small businesses, which are the engine of the economy, to get
back to work.

Mr. MESSER. Yes. Most new jobs in any recovery come from small
business, and so if small businesses can’t operation and function in
our economy it is very difficult to create jobs. Folks want jobs. We
need to have healthy small businesses, and that requires access to
capital, really.

One last point, maybe Mr. Atkins or Mr. Keating, in the limited
time we have, I understand that the SEC is statutorily required to
review the Reg A-plus threshold every 2 years, meaning that such
a review is due this month. What do you think is the most appro-
priate threshold and how would increasing it to that amount fur-
ther aid small business?

Mr. ATKINS. It would be interesting to see what the report looks
like, but Chair White talked about Reg A-plus a little bit at the end
of last year, I believe, and talking about how there have been a lot
of—it has an increasing number of registrations under it. But it
seemed to me that there is a long way to go, and reading between
the lines, I think even the people at the SEC recognize that.

Mr. MESSER. Okay. Thank you very much.

I yield back to the Chair.

Chairman GARRETT. The gentleman yields back.

And seeing no other Members with questions, I will end where
I began, by saying thank you to the entire panel for being here, for
I think a fairly good discussion on where we are looking to go in
this area: not a position of no regulation, but basically a position
of the appropriate level of regulation; not a repeal of everything,
but actually just making sure that we have the right level of regu-
lation to ensure investor confidence on the one hand, and at the
same time, capital formation on the other hand.

cIl thank all the members of the panel for all their views here
today.

The Chair notes that some Members may have additional ques-
tions for this panel, which they may wish to submit in writing.
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Without objection, the hearing record will remain open for 5 legis-
lative days for Members to submit written questions to these wit-
nesses and to place their responses in the record. Also, without ob-
jection, Members will have 5 legislative days to submit extraneous
materials to the Chair for inclusion in the record.

Without objection, this hearing is adjourned. And again, thank
you.

[Whereupon, at 12:08 p.m., the hearing was adjourned.]
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Good morning. Thank you Chairman Garrett, Ranking Member Maloney, and Members
of the Committee for inviting me to testify today.

I am Paul Atkins, CEO of Patomak Global Partners. For six years ending in 2008, 1
served as a commissioner on the U.S. Securities and Exchange Commission (SEC), and from
2009 to 2010, I was a member of the Congressional Oversight Panel for TARP, where I had the
pleasure of serving with Chairman Hensarling. Iam testifying this morning on my own behalf.

* * *

Mr. Chairman, as you know, small businesses are vital to our nation’s economy. Since
2002, small businesses generally have been responsible for almost 50 percent of U.S. private,
non-farm GDP." In 2012, small businesses with fewer than 20 employees made up almost 90
percent of the 5.73 million employer firms in the U.S.? Indeed, start-ups and young companies
are a primary driver of job creation in the U.S.” For example, between 1993 and the middle of
2013, small businesses accounted for 63 percent of the net new jobs created in the U.S.* More
recently, a year-end 2015 report from the National Small Business Association shows that 23
percent of small businesses hired more employees last year, 57 percent reported increasing
employee compensation, and 35 percent plan to hire new workers.> From February to March of
this year alone, private sector small business employment increased by 86,000 jobs.°

What do these numbers really mean? Put simply, if we are serious about spurring strong
and lasting economic growth, creating more jobs outside of Washington, D.C., and breaking
down our two-tiered economy, we do not need higher taxes or more government spending —
instead, the data suggest that we need more entrepreneurs and more small businesses, and we
need to continue to create a sensible regulatory environment in which these firms and individuals
can succeed. With that background in mind, T appreciate the opportunity to testify here today on
the early achievements of the JOBS Act, as well as additional measures to promote smail
business capital formation.

L The JOBS Act at Four

The bipartisan JOBS Act proves that you do not need hundreds or thousands of pages of
complex legisiation to help Main Street businesses and protect consumers and investors.
Weighing in at a lean seven titles spanning only 22 pages, the JOBS Act has already achieved
significant results for small businesses seeking access to much-needed growth capital, while at

See Small Business & Entrepreneurship Council, Small Business Facts & Data (citing SBA Office of
Advocacy) (“SBEC Facts & Data™), http://sbecouncil.org/about-us/facts-and-data/.

i See id (citing U.S. Census Bureau).

See, e.g., Haltiwanger, Jarmin & Miranda, Who Creates Jobs? Small vs. Large vs. Young, NBER Working
Paper 16300, at 2 (Aug. 2010), http//’www.nber.org/papers/w16300.pdf.

4 See SBEC Facts & Data.

See National Small Business Association, 2015 Year-End Economic Report, at 8,

http://www nsba.biz/wp-content/uploads/2016/02/Y ear-End-Economic-Report-2013.pdf.

i See ADP Press Release, ADP Small Business Report: Small Business Employment Increased by 86,000
Jobs in March (Mar. 30, 2016), http//investors.adp.com/releasedetail cfm?releaseid=962715.
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the same time maintaining important investor protections and providing more opportunities for
Americans to put their hard-earned dollars to work investing in America’s future.

A. Title I — The 1PO On-Ramp

Thanks in large part to the self-effective provisions of Title I of the JOBS Act, also
known as the “IPO On-Ramp”, IPO activity accelerated from the second quarter of 2013 through
year-end 2014.7 In fact, 2014 was one of the strongest years for the IPO market since 20048
According to one study, “the JOBS Act has led to 21 additional IPOs annually, a 25% increase
over pre-JOBS [Act] Jevels. 7® Since the JOBS Act was enacted in 2012, Emerging Growth
Companies (EGCs) — a new class of issuer created by Title I of the JOBS Act — have dominated
the IPO market, representing 85% of IPOs that have gone effective.'’ Many EGCs have taken
advantage of Title I's scaled regulatory requirements, including the confidential review
accommodation, simplified executive compensation disclosure, and streamlined financial
information disclosure (for example, two years of audited financial statements in an EGC IPO
registration statement, versus three years for a registration statement on Form S-1), all of which
make public offerings more attractive for smaller companies, while preservmg essential
information for investors.!! Ultimately, more IPOs mean more jobs,'* something that the U.S.
could really use after nearly seven years of what Chairman Hensarling has referred to as the
current “non-recovery recovery.”

B. Title 11 - Lifting the Ban on General Solicitation

Title Il of the JOBS Act required the SEC to lift the ban on general solicitation and
advertising in connection with private securities offerings to accredited investors under Rule 506
of Regulation D. The SEC completed its rules to implement Title Il in July 2013, about a year
after the deadline set forth in the statute.

According to the SEC, from September 23, 201 3 through December 31, 2015, issuers
raised over $50 billion under Rule 506(c) offemws While this was a promising start — and

7 See Ernst & Young, The JOBS Act: 2015 mid-year update, at 3 (Sept. 2015} (“"E&Y 2015 Mid-Year
Report™),

http/www.ev.com/Publication/ywLUAssets/ JOBSAct_2013MidYear CCO419 16September2015/SFILL
JOBSAct 2015MidYear CC0419 16September20135.pdf.

See id. Although PO activity slowed during the first half of 2015, according to E&Y’s 2015 mid-year
report, this period still exceeded the average number of 1POs for the half-year periods during the past five
years, which averaged around 94 IPOs.

? Michael Dambra, Laura Casares Field & Matthew T. Gustafson, The JOBS Act and IPO Volume: Evidence
that disclosure costs affect the IPO decision, 116 J. of Fin. Econ. 121, 121 (2015), available at http://ieeds-
facultv.colorado.edu/bhagat/JOBS Act-1PO-Volume.pdf.

See E&Y Mid-Year 2015 Report, at |.

See id. The on-ramp has been used by companies across the country in various industries including
automotive, biotechnology, and consumer products and services. See, e.g., Edward Teach, On the IPO On-
Ramp, How the JOBS Act helped five CFOs take their companies public, CFO Magazine (Sept. 15, 2014),
htip://ww2.cfo.comy/capital-markets/2014/09/ipo-ramp/.

See, ¢.g., Martin Kenney, Donald Patton & Jay R. Ritter, Post-IPQ Employment and Revernue Growth for
U.S. IPOs, June 1996-2010, at 1 (May 2012) (finding that EGCs’ post-IPO employment increased 156%).
See Scott W. Bauguess, SEC Division of Economic and Risk Analysis, Private Securities Offerings post-
JOBS Act (Feb. 2016) (“DERA JOBS Act Report™), https:/iwww.sec.gov/info/smallbusfacsec/private-

g
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certainly there likely have been more 506(c) offerings since the end of 2015 — it reprcsents about
3 percent of the total capital raised under Rule 506 since 506(c) became effective.™ There likely
are a variety of reasons why Rule 506(c) has not caught on as fast as supporters of the rule
change may have hoped. For example, crmcs hdve pointed to the Rule’s overly-burdensome
accredited investor verification requxrements * Another major impediment is the uncertainty
surrounding the SEC’s additional rule proposal in July 2013 to further amend Reg. D in ways
that would make — and apparently already have made — Rule 506(c) offerings less attractive to
potential issuers.’® As discussed in more detail below, passing H.R. 4852, The Private
Placement Improvement Act, would be a great start toward allowing Rule 506(c) offerings to
flourish in the manner originally intended by the JOBS Act.

C. Title 11l - Crowdfunding

Title 1T of the JOBS Act required the SEC to draft rules allowing companies to seek up
to $1 million through equity crowdfunding from all types of investors, including unaccredited
investors. The SEC finalized its rules to implement Title HI in October 2015, more than two and
a half years after the statutory deadline. While the forms enabling funding portals to register
with the SEC have been effective since January 29, 2016, the crowdfunding rules do not go into
effect until mid-May of this year. While I expect crowdfunding to develop over time into a
valuable source of equity capital for America’s small businesses, critics have already pointed to 2
number of flaws in the SEC’s rules that initially will likely make crowdfunding a less attractive
option than Congress intended.’” By passing H.R. 4855, The Fix Crowdfunding Act, Congress

securities-offerings-post-jobs-act-bauguess-022516.pdf (does not include amendments to offerings or Rule
506(c) offerings initiated by issuers that had a prior Regulation D offering during 2009-2013). See also
Scott Bauguess, Rachita Gullapalli & Vladimir lvanov, SEC Division of Economic and Risk Analysis
Research Report, Capital Raising in the U.S.: An Analysis of the Market for Unregistered Securities
Offerings, 2009-2014, at 2 (Oct. 2015) (“DERA Capital Raising Report™), hitps://swwww.sec gov/dera/staft-
papers/white-papersiunregistered-offering10-2015.pdf.

" See DERA JOBS Act Report (does not include amendments to offerings or Rule 506(c) offerings initiated
by issuers that had a prior Regulation D offering during 2009-2013).
12 See, e.g., Karlee Weinmann, 5 Reasons Funds Won’t Touch JOBS Act Marketing Rules, Law360 (Apr. 10,

2014), hitp/fwwy.law360.com/articles/326895/5 -reasons-funds-won-t-touch-jobs-act-marketing-rules;
William Carleton, The Trojan Horse of Accredited-Investor Verification, Wall St. 1. (Sept. 27, 2013),
Jiblogs. wsi.com/accelerators/2013/09/2 7/ weekend-read-the-trojan-horse-of-accredited-investor-

ion/; David Verrill, SEC Rules Will Clip the Wings of Angel Investors, Wall St. J. (July 24, 2013),
yww, wsi.com/articles/SB10001424127887323309404578611543232004874.

See, e.g., DERA Capital Raising Report, at 13 (*[T]he Commission’s proposed amendments to Regulation
D and Form D at the time Rule 506(c) was adopted have elicited widely divergent views from commenters
and remain outstanding.”); Laura Kolodny, Startups Advertising to Raise Funding More Than VC Firms
Are, Study Says, Wall St. J. (Oct. 2, 2014), hitp://blogs. wsi.com/venturecapital/2014/10/02/startups-
ad\'ertmnﬂ to-raise- mndnw more- \Inn -ve-firms-are-study- -5ay 'sfs Wemmann 5 Reasons Funds Won’t

Eee eg,ID A!ms, Title I1I Crowdfunding Fix: House Financial Services Committee Schedules Hearing to
Build on JOBS Act Success, Crowdfund Insider (Apr. 8, 2016),
hiip:f 'wmv ch\adfundinsidcr com/"’()}(» '04f84007 (i!le i uo\xdfundin"»ﬁ\ house- ﬂnanci’l% services-

(,rowdfundmu Isn’ tAH It s Cracl\cd Up to Be_ Wall St. J (Dec 7.2015),
hitp/Awww, wsi.com/articles/tech-startup-crowd funding-isnt-all-its-cracked-up-t0-be- 1449464460,
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can prevent some of these problems before they negatively impact crowdfunding issuers,
crowdfunding platforms, and the ordinary investors seeking to deploy capital to small businesses.

D. Title IV — Regulation A+

Title IV of the JOBS Act directed the SEC to amend the Regulation A offering
exemption to allow issuers to, among other things, raise up to $50 million in a 12-month period
subject to certain basic disclosure requirements and exempt from the requirements of state blue
sky laws (so long as the securities are sold to qualified purchasers). The SEC issued iis final
rules, now commonly known as Regulation A+, in March 2015. While Reg. A+ is only about a
year old, the exemption has already been used by a number of small businesses to raise much-
needed growth capital."® As SEC Chair Mary Jo White recently remarked:

As for Regulation A+, which just became effective in June, it is obviously too
early to draw conclusions. Companies are beginning to take advantage of the new
rules in greater numbers than was the case under the prior version of the
exemption, with approximately 34 companies publicly filing offering statements
and 16 companies filing non-public draft offering statements. The staff has
qualified three offerings so far, and it remains to be seen how investors will react
to such offerings. 19

11 The Continuing Regulatory Burden on Small Businesses and the Economy

As described above, just four years after its enactment, the JOBS Act has been a major
step toward rationalizing and modernizing the current regulatory environment to better serve
small businesses and investors alike. But there is more work to be done. Today, our startups and
small businesses continue to be buried under an ever-increasing mountain of red tape that
inhibits the ability of these firms to innovate, grow, create jobs, and spur economic growth.

The Obama Administration has been perhaps the most prolific regulatory force in U.S.
history. To date, federal agencies have issued a record 392 major rules with economic impacts
greater than $100 million annually.™® At least another forty-seven major rules are expected in the
coming months.>! Six of the seven highest Federal Register annual page counts now belong to
President Obama.”> And these rules do not only affect big corporations. In fact, the number of

See Robin Sosnow, Reg A+: A Successful First Year Despite Regulatory Ambiguities, Crowdfund Insider
(Mar. 31, 2016), http//www.crowdfundinsider.com/2016/03/83688-reg-a-a-successful-first-vear-despite-
regulatory-ambiguities/.
1 SEC Chair Mary Jo White, Keynote Address at the 47th Annual Securities Regulation
Institute: “Building a Dynamic Framework for Offering Reform” (Oct. 28, 2015),
; w.see.eovinews/speech/building-dynamic-framework-for-offering-reform.html.

= See Nick Timiraos, Obama Readies Flurry of Regulations, Wall St. J. (Apr. 7, 2016),
hitp:/www.wsj.com/articles/obama-readies-flurry-of-regulations- 1460077858,

21 S
See id.

e See Clyde Wayne Crews, Bureaucracy Unbound: 2015 is Another Record Year for the Federal Register,
Competitive Enterprise Institute (Dec. 30, 2015), https://cei.org/blog/bureaucracy-unbound-2015-another-
record-vear-federal-register.
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federal regulations affecting small businesses at the end of 2012 was 13 percent higher than in
2008.7

As I have said in the past, [ believe that a major cause of the uncertainty handcuffing our
economy today is in fact government policy, particularly the sweeping Dodd-Frank Wall Street
Reform and Consumer Protection Act, enacted in 2010 ostensibly for the sake of market stability
and investor confidence. This 2,319-page behemoth, requiring between 243 and 533 new rules,
depending on how you count them, continues to spawn uncertainty and undermine the climate
necessary for economic growlh.24

Indeed, the real tragedy — or inconvenient truth - behind Dodd-Frank and the hundreds of
other rules flowing from Washington every year is that consumers, investors, and small business
are harmed the most.”* For consumers and investors, increasing amounts of regulation means
higher prices, diminished returns, or restricted choices. Small businesses, which have fewer
monetary and human resources available to handle red tape compared to their larger peers, also
are disproportionately impacted by government regulation. In 2015, for example, the National
Federation of Independent Business (NFIB) estimated that the “runaway train” of government
regulation now costs small businesses almost $12,000 per employee every year, 30% more than
the regulatory costs to larger companies.”® And, major small business surveys recently have
highlighted access to credit as being one of the most significant growth concems currently facing
small companies.”” A 2014 Harvard Business School report found, for example, continued
“weakness in small business credit markets, which disproportionately impacts Main Street
businesses.”** Similarly, even though small businesses were the victims - not the cause - of the
financial crisis, a report from the American Enterprise Institute finds that “it is the start-up

- See Scott Shane, To Help Small Business, Cut Regulation, Entrepreneur Magazine (Jan. 10, 2014),

https:fwww . entrepreneur.com/article/230727.

While some may argue that Dodd-Frank was necessary to address the financial crisis and prevent future

crises, it was failed federal housing policy, not a lack of regulation, that was the primary cause of the crisis.

See generally Peter Wallison, Hidden in Plain Sight: What Really Caused the World"s Worst Financial

Crisis and Why It Could Happen Again (2015). Dodd-Frank did not address this primary cause at ail.

= See, e.g., Ben Gitis & Sam Batkins, Regulatory Impact On Small Business Establishments, American

Action Forum Research Report (Apr. 24, 2015), http://www.americanactionforum.ore/researchiregulal

impagct-on-small-business-establishments/; Clyde Wayne Crews Jr,, Competitive Enterprise Institute, T

Thousand Commandments: An Annual Snapshot of the Federal Regulatory State, at 1-2 {2014 ed.),

http://cei.orgrsites/defanlt/fites/ Wavne %2 0Crews%620-

%20Ten%20Thoysand%e20Commandiments%202014 pdf.

See Andrew Wimer, NFIB Legal Counsel to Congress: “Who is minding the

regulatory store?” (July 15, 2013), htpi/www. nfib.com/atticle/nfib-lecal-counsel-to-congress-who-is-

minding-the-regulatory-store-70163/.

7 See Karen Gordon Mills & Brayden McCarthy, The State of Small Business Lending: Credit Access
During the Recovery and How Technology May Change the Game, Harvard Business School Working
Paper 15-004 (July 22, 2014) (“Harvard Credit Markets Study™),
hitpafwww . hbs edu/faculty/Publication%20Fles/15-004 _09b1bi8h-ebla-4e63-9cde-03741770856 . ndf.
See also William C. Dunkelberg, National Federation of Independent Business Small Business Economic
Trends, at 3, 18 (Feb. 2016), htp//www.nfib.com/assety/ SBET -February-2016.pdf (ranking “government
regulation and red tape™ as the second most important problem facing small business owners behind taxes,
and noting that small business owners reported being “very pessimistic about business conditions in the
coming months and spending and hiring plans have softened™).

b Harvard Credit Markets Study at 26.

26
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category that would be having the most difficulty getting bank credit as a result of the tightening
lending standards and greater small bank regulatory costs induced by Dodd-Frank.”*

III.  Next Steps to Promote Small Business Capital Formation
A. H.R. 4852, The Private Placement Improvement Act of 2016

The U.S. market for private securities offerings under Reg. D is the largest, most vibrant
private securities market in the world. From September 23, 2013 through December 31, 2015,
over 48,000 offerings under Rule 506 raised well over a trillion dollars in capital.”® Many small
businesses depend on Rule 506 of Reg. D to raise capital to maintain and grow their operations —
for example, the mean and median offering sizes of Reg. D offerings of non-financial companies
in 2014 were $10 million and $1 million, respectively.” In Title II of the JOBS Act, Congress
sought to further enhance this market by lifting the ban on general solicitation in connection with
private securities offerings under Rule 506.

Title H mandates that within 90 days of enactment of the JOBS Act, the SEC revise its
rules to lift the ban on general solicitation in connection with private securities offerings under
Rule 506 of Reg. D, provided that the purchasers of the securities are accredited investors and
the issuer take reasonable steps to verify that such purchasers are accredited investors using
methods determined by the SEC. Despite this clear language, in connection with issuing final
rules in 2013 to lift the ban on general solicitation, the SEC simultaneously issued a separate rule
proposal to further amend Reg. D and Form D in order “to assess developments in the private
placement market now that the rule to lift the ban on general solicitation has been adopted.”™

Notwithstanding its rather innocuous justification, the SEC’s rule proposal — which was
not called for under the JOBS Act —~ would impose a number of burdensome and unnecessary
obligations on issuers seeking to raise capital using general solicitation under Rule 506(c). For
example, while the current rule requires issuers to file a single Form D within 15 days of the first
sale of securities, the proposed rules would require that issuers file two additional Forms D, one
15 days before the offering and another within 30 days of completion of the offering. The
proposed rules would also take the drastic step of imposing a one-year ban on offering securities
under Rule 506 for any issuer that fails to comply with the Form D filing requirements.

- Peter J. Wallison, Is the Dodd-Frank Act Responsible for the Economy’s Slow Recovery from the Financial
Crisis and the Ensuing Recession? American Enterprise Institute Paper for the Ninth Hillsdale College
Free Market Forum, at 9 (Oct. 16, 2015), http/Awww ael.org/publication/is-the-dodd-frank-act-responsible-

Batkins, Regulatory Impact On Small Business Establishments (finding that regulations cumulatively
reduce the number of small and medium-size businesses, while being associated with an increase in the
number of large businesses).

i See DERA JOBS Act Report.

See id. at 9. See also David R. Burton {The Heritage Foundation), Comment Letter to SEC on

Amendments to Regulation D, Form D and Rule 156 (Nov. 4, 2014), https://www sec.cov/comments/s7-

SEC Fact@T\eet, f’r(ggosing Amendments to Private Offering Rules (July 10, 2013),
https:/www sec.gov/news/press/2013/2013-1 24-item3 htm.
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In addition, the SEC’s proposed rules would require that issuers include certain legends
and cautionary statements in written general solicitation materials, as well as temporarily to file
such materials with the SEC. Finally, the rule proposal would extend SEC guidance in Rule 156
on potentially misleading statements in the sales literature of investment companies to the sales
literature of private funds, whether or not such funds are involved in general solicitation.

The SEC’s rule proposal, which is still pending, has been widely criticized as adding to
the already large administrative costs and burdens on small issuers seeking to raise capital
through private securities offerings.” Many of these critics have pointed to the uncertainty of
the proposed rules as a wet blanket deterring many small businesses from raising capital using
general solicitation under Rule 506(c), contrary to the very spirit and intent of Title II of the
JOBS Act. As noted above, private securities offerings using general solicitation have so far
accounted for only about three percent of the fotal capital raised under Rule 506 from September
2013 through December 2015.

The SEC fundarmentally departed from its more normal practice of adopting a rule
change, conducting after an appropriate implementation period a study of how the rule works in
the marketplace, and then (if needed based on the study) considering proposals to amend the
rule, including an analysis of the costs and benefits thereof. Basically, regarding 506(c), a
majority of the Commission put the cart before the horse, proposing further amendments even
before the ink was dry on the rule as adopted.

I believe that HL.R. 4852, introduced by Chairman Garrett, is critically important to
remove the regulatory uncertainty currently holding many issuers back from utilizing general
solicitation under Rule 506(c) as Congress originally intended. H.R. 4852 would prevent the
SEC from implementing the most burdensome provisions of its Reg. D rule proposal, including
the requirement to file multiple Forms D; the one-year statutory ban for failing to file Form D;
the requirement to file general solicitation materials with the SEC; and the extension of the
requirements contained in Rule 156 to private funds.

In addition, H.R. 4852 contains two additional reforms to enhance private securities
offerings under Rule 506(c). Current rules require that an issuer using Rule 506(c) file its Form
D in every state where securities have been sold. In an electronic age, this burden is quite a
throwback to an earlier era, particularly given that Forms D are filed electronically with the SE
H.R. 4852 would relieve this burden on issuers by requiring the SEC to distribute Form D filings
to each state securities commission. In addition, H.R. 4852 would address some of the concerns
of those who find the accredited investor verification requirements to be unreasonable by
classifying “knowledgeable employees™ of private funds as accredited investors for purposes of
Rule 506 offerings.

See generally, e.g., Burton, Comment Letter to SEC on Amendments to Regulation D; Annemarie Tiemey
{SecondMarket Holdings, Inc.), Comment Letter to the SEC on Amendments to Regulation D, Form D and
Rule 165 (Sept. 18, 2013), https://www, sec. gov/comments/s7-06-13/s70613-359.pdf. See also supra notes
15-16.

The SEC also should consider other ways to make it easier to verify that purchasers are aceredited investors
for purposes of Rule 506(c).
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It bears mentioning that, as the SEC acknowledged this year, there has been “[n]o
measured increase in the incidence of {raud in [the] new Rule 506(c) market,” and nothing in
H.R. 4852 changes or diminishes the SEC’s existing enforcement authorities.” I urge the
Committee to pass H.R. 4852 so that we can more fully realize the intended impact of the JOBS

Act on the private securities markets.
B. Additional Legislation to Improve Small Business Capital Formation

1 also support H.R. 4855, the Fix Crowdfunding Act, to improve the regulations
governing equity crowdfunding under Title 111 of the JOBS Act;* HLR. 4854, the Supporting
America’s Innovators Act, to increase funding for start-ups by qualified venture capital funds;
and H.R. 4850, the Micro Offering Safe Harbor Act, to exempt certain micro-offerings from the
registration requirements of the Securities Act of 1933. These bills contain important reforms
needed to further enhance the ability of startups and other small businesses to access the capital
markets, create jobs, and promote a healthy economy fueled from the ground up.

C. A More Active Role for the SEC

Although the SEC’s statutory mission is to promote fair, orderly, and efficient markets, to
protect investors, and to facilitate capital formation, it often has neglected its duty to help small
businesses obtain much-needed growth capital. For example, while the SEC had the authority to
effect most, if not all, of the changes called for in the JOBS Act on its own, these reforms
emanated from the halls of Congress rather than the SEC’s headquarters just a few blocks away.
in addition, as noted above, when the SEC was faced with a clear Congressional mandate under
the JOBS Act to lift the ban on general solicitation, the SEC chose unnecessarily to insert itself
in the way of reform by proposing, on its own accord, additional amendments that would
undermine the fundamental purpose of the JOBS Act.

In the wake of the financial crisis, it was incumbent on the SEC to take steps to address
issues within its statutory remit that helped to cause the financial crisis and to act to foster a
robust recovery. Unfortunately for the American people, the SEC failed property to prioritize its
activities. While the SEC delayed finalizing growth-encouraging rules under the JOBS Act well
beyond their statutory deadlines, the SEC implemented rules under the Dodd-Frank Act that have
nothing to do with fixing the actual causes of the financial crisis and only add to the regulatory
burdens facing U.S. companies, both large and small, including, among others, the conflict
minerals, resource extraction, and CEO pay ratio disclosure rules. In fact, former SEC Chair
Mary L. Schapiro unmistakably responded to political pressure from special interest groups
favored by the Administration to give precedence to rules supported by those groups. The SEC
should have exercised its discretion to prioritize its limited resources first and foremost on rules
that fulfill its core mission. If start-ups and young companies are to continue to serve as the
primary drivers of job creation and economic growth in this country, the SEC must devote more
consistent attention and resources to promoting small business capital formation.

* See DERA JOBS Act Report.
5 See, e.g., Senator Michael F. Bennet, Letter to Hon. Mary Jo White (Feb. 16, 2016), availuble at
httpsi/fwefunder.com/post/39-senator-hennet-s-letter-to-the-sec.
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One area | am particularly concerned about is the potential for reflexive over-regulation
of the evolving “fintech” industry. This past February, Mark Carney, governor of the Bank of
England and head of the Financial Stability Board (FSB), told the G-20 finance ministers that the
FSB will evaluate “the potential financial stability implications of emerging financial technology
innovation for the financial system as a whole, working with standard setters that are monitoring
developments in their respective sectors.”™’ Shortly thereafter, Chair White followed suit,
announcing in March that the SEC also is considering how best to regulate financial technology,
including blockchain, robo-advisers, and online marketplace lending platfonn&3 §

Innovative and dynamic new technologies in the securities, banking, lending, and other
financial services industries have the potential to greatly reduce transaction costs and
administrative burdens, enhance market efficiency, create new sources of capital for small
businesses, and enhance investment options for investors. While I applaud Chair White’s
recognition of the challenges posed by fintech and her commitment to investor protection,

T would urge the SEC not to rush to regulate in this area until it has a more complete
understanding of the products and services these emerging companies provide, their businesses
models, and the marketplaces in which they operate. Disruptive technology and business models
can be a huge boon for industries, increasing competition, breaking down barriers to entry, and
benefiting consumers, investors, employees, and taxpayers. Nor should the SEC necessarily
attempt to jam fintech into its existing, one-size-fits-all regulations. But that does not mean
simply kicking the proverbial can down the road as the agency seems to have done in other areas,
such as addressing market structure regulation; instead, the SEC needs to be proactive and
thoughtful at the same time, responsibly embracing evolving trends that will shape the future of
our capital markets.

As the SEC considers whether and how to regulate fintech, it also should — as my
colleague, former SEC Commissioner Dan Gallagher has noted — take a step back and assess the
rules governing small business capital formation “on a big picture level.”™ This effort should
include, among other things, a retrospective review of SEC rules to ensure that small companies
operate under a regulatory regime that is understandable (without the help of expensive lawyers),
up-to-date, and right-sized; improvements to the market structure for publicly-traded small and

See Caroline Binham, Financial Stability Board adds fintech to list of worries, Financial

Times {Feb. 27, 2016), http://www. ft.conv/intloms/s/0/d68 1 3cha-ddSS-1163-b072-

006d8d362ba3 himl¥axzz431zEMDO1.

See SEC Chair Mary Jo White, Keynote Address at the SEC-Rock Center on Corporate Governance
Silicon Valley Initiative (Mar. 31, 2016), hitps://www.sec.gov/news/speecl/chair-white-silicon-valley-
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paper on fintech, and the Consumer Financial Protection Bureay issued a bulletin and set up an online
complaint portal on marketplace lending. See Supporting Responsible Innovation in the Federal Banking
System: An OCC Perspective, OCC White Paper (Mar. 2016),
http/www.oce.govipublications/publications-by-type/other-publications-reports/pyb-responsible-
innovation-banking-svstem-ogce-perspective,pdf; CFPB Press Release, CFPB Now Accepting Complaints
on Consumer Loans from Online Marketplace Lender (Mar. 7, 2016),

online-marketplace-lender/.

Remarks by SEC Commissioner Daniel M. Gallagher, Whatever Happened to Promoting Small Business
Capital Formation? (Sept. 17, 2014),

https:/iwww sec.cov/News/Speech/Detail/Speech/ 13705429763 504 _¢dn22.
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mid-cap stocks, including measures to enhance market liquidity*® (for example, through the
formation of venture exchanges) and eliminate one-size-fits-all disclosure rules and other
regulatory requirements that disincentivize companies from going public; and additional
enhancements to the private securities markets, including possible broader blue sky exemptions
for Reg. D offerings. Not only will such measures improve small business capital formation,
they will benefit investors by providing more investment options and the potential for higher
investment retumns.

Over the last five-and-a-half years, this Committee has been at the forefront of helping
America’s small businesses grow and create jobs. Ithank you for all of your efforts and for the
opportunity to testify here today.

0 See, e.g., Charles Collver, SEC Division of Trading & Markets, A characterization of market quality for

small capitalization US equities, {Sept. 2014)

capitalization Jess than $100 Million are exceptionally illiquid relative to Jarger stocks with capitatizations
between $1 Billion and $5 Billion. They have wider quoted and effective spreads and trade fower dollar
volumes.”).
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Introduction

Good Moring Chairman Garrett, Ranking Member Maloney, and members of the
Subcommittee. My name is Bill Beatty. For the past 30 years, | have worked as an attorney in the
Securities Division of the Washington State Department of Financial Institutions, and since 2010
I have served as the Department’s Securities Director. 1 am also a member of the North American
Securities Administrators Association, Inc. (“"NASAA™),! having served as the association’s
President from 2014 to 2015, and before that, as Chair of its Corporation Finance Section
Committee. Since October of 2015, I have served as the Chair of NASAA’s Committee on Small
Business Capital Formation.

T am honored to testify before the Subcommittee today about legislative proposals to
enhance capital formation for small and emerging growth companies.

State securities regulators have protected Main Street investors longer than any other
securities regulator. Ten of my colleagues are appointed by Secretaries of State, and five are under
the jurisdiction of state Attorneys General. Some, like me, are appointed by their Governors and
Cabinet officials, and some of my colleagues work for independent commissions or boards. My
colleagues and 1 are responsible for enforcing state securities laws including investigating
complaints, examining broker-dealers and investment advisers, registering certain securities
offerings, and providing investor education programs to many of your constituents.

States also are the undisputed leaders in criminal prosecutions of securities violators. In
2014 alone, state securities regulators conducted nearly 3,000 investigations, leading to more than
2,000 enforcement actions, including 271 criminal actions. Moreover, in 2014, among licensed
financial professionals, NASAA members reported 230 enforcement actions involving broker-
dealer agents, 190 actions involving investment adviser representatives, 156 involving broker-
dealer firms, and 146 involving investment adviser firms.

States also continue to serve a vital gatekeeper function by screening bad actors before they
have a chance to conduct business with unsuspecting investors. A total of 2,857 securitics licenses
were withdrawn in 2014 as a result of state action and an additional 728 licenses were either denied,
revoked, suspended or conditioned. State securities regulators continue to focus on protecting
retail investors, especially those who lack the expertise, experience, and resources fo protect their
own interests.

In addition to serving as “cops on the beat,” state securities regulators serve as the primary
regulators of many small and local securities offerings. As such, state securities regulators
regularly work with and assist local businesses seeking investment capital. Moreover, state
securities regulators, acting within NASAA, have a long history of working closely with the U.S.

! The oldest internationa} organization devoted to investor protection, the North American Securities Administrators
Association, Inc. (NASAA) was organized in 1919. Its membership consists of the securities administrators in the 50
states, the District of Columbia, Canada, Mexico, Puerto Rico and the U.S. Virgin Islands. NASAA is the voice of
secutities agencies responsible for grass-roots investor protection and efficient capital formation.
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Securities and Exchange Commission (“SEC” or “Commission™) to effect greater uniformity in
federal-state securities matters.

NASAA also plays an important role in coordinating state efforts to promote capital
formation. In my capacity as Chair of the NASAA Committee on Capital Formation, one of my
tasks this year will be to preside over NASAA’s Capital Formation Roundtable — an annual
meeting sponsored by NASAA sponsors and attended by dozens of innovators and corporation
finance practitioners. The Roundtable provides attendees with the opportunity to speak directly
with NASAA leaders about current state and provincial regulations, policies and actions that affect
the ability of small businesses to raise capital.

Views on the Legislative Proposals Before the Subcommittee

The Subcommittee has requested that NASAA comment on four legislative proposals.
H.R. 4852, the Private Placement Improvement Act, would alter the filing requirements under
Regulation D and would foreclose certain actions that the SEC proposed in a 2013 release. H.R.
4850, the Micro Offering Safe Harbor Act, proposes three new exemptions from state and federal
securities registration. A third proposal, H.R. 4854, the Supporting Americas Innovators Act,
would amend the Investment Company Act to expand relief from investment company registration
for venture capital or angel investment syndicates. Finally. a fourth bill, HR. 4855, the Fix
Crowdfunding Act, would amend Title [ of the JOBS Act, which is the basis for the federal
crowdfunding regime that will come into being when the SEC’s Regulation CF takes effect in
May, 2016.

I will address these proposals in the order listed above.
1. The Private Placement Improvement Act (H.R. 4852)

The Private Placement Improvement Act, H.R. 4852, directs the SEC to revise the filing
requirements of Regulation ID. The legislation would require an issuer that sells securities in
reliance on Rule 506 to file with the SEC, no earlier than the date of first sale of such securities, a
single notice of sales containing the information required by Form D for each new offering of
securities. The bill prohibits the SEC from requiring the issuer to file any notice of sales containing
the information required by Form D except for this single notice; from conditioning the availability
of the Rule 506 exemption upon the filing of a Form D or similar report; and from requiring issuers
to submit written general solicitation materials in connection with an offering subject to Rule 506,
except when it requests such materials pursuant to specified authority. The bill further prohibits
the SEC from extending restrictions on to private funds.

NASAA has serious concerns with H.R. 4852. We oppose any action by Congress to
diminish the ability of the SEC to undertake prudent steps to limit the risks fo investors resulting
from the lifting of the ban on general solicitation. Further, it would be a mistake for Congress to
weaken the few existing investor protections in Rule 506, as this bill would in important ways.?

2 For example, HR. 4852 would repeal the SEC’s present authority o require the filing of amendments to Form D
where there have been certain changes in the offering.
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Title 11 of the JOBS Act repealed a long-standing prohibition on general solicitation and
advertising of securities under Rule 506. State securities regulators remain deeply concerned about
the negative impact these changes will have on investors in our states. In 2014, the most recent
year for which data is available, Regulation D Rule 506 offerings were the second most frequently
reported fraudulent product or scheme involved in enforcement actions by state securities
regulators.’

As the SEC recently noted, the exemptions in Regulation D are the most widely used
transactional exemptions for securities offerings by issuers. Issuers using these exemptions raised
over $1.3 trillion in 2014 alone, an amount comparable to that raised in registered offerings.*

Under Section 18 of the Securities Act of 1933, states are preempted from requiring
registration of securities that are sold in compliance with Rule 506 of Regulation D. However,
states are not prohibited from investigating and bringing enforcement actions related to fraud and
deceit. In reality, states have proven to be the primary regulators of offerings conducted under
Rule 506 because we have demonstrated a willingness to exercise this antifraud authority, and to
expend resources monitoring this market by reviewing Form D notice filings to detect fraud.

When the SEC adopted rules to implement Title I on July 10, 2013, it also voted to propose
rules that could mitigate the risk to ordinary investors from 506 offerings, including by requiring
a pre-filing of Form D when issuers intend to advertise Rule 506 securities to the general public,
and by imposing meaningful penalties on issuers who fail to file a Form D. NASAA strongly
supports these proposed rules. We called upon the SEC to propose them, and we believe that if
adopted, they stand to confer substantial benefits to investors at minimal costs to issuers. By
prohibiting the SEC from adopting these common-sense investor reforms, H.R. 4852 threatens to
eliminate the few investor protection components the SEC has either adopted or proposed adopting
in connection with Rule 506. It also threatens to undercut the SEC’s most promising effort to
gather additional, essential information about the Rule 506 marketplace.’®

The importance of requiring the filing of Form D prior 1o sales or general solicilation:

NASAA has consistently advocated that the SEC require the filing of Form D prior to the
sale of securities in reliance on Rule 506 - especially prior to the use of any type of general
solicitation, The information contained in a Form D is crucial to state securities regulators who

* NASAA Enforcement Section. (2015, September). NAS4A FEnforcement Report (p.7). Retrieved from
nasaa.cdn.s3.amazonaws.com/wp-content/uploads/201 1/08/2015-Enforcement-Report-on-2014-Data_ FINAL.pdf

* Bauguess, S., Gullapalli, R., & Ivanov, V. (2015, October). Capital Raising in the U.S.: An Analysis of the Market
Jor  Unregistered  Securities  Offerings,  2009-2014. Retrieved  from  sec.gov/dera/staff-papers/white-
papers/unregistered-offering10-2015.pdf. Underlying data in the Unregistered Offerings White Paper obtained from
Form D filings. While Rule 503 of Regulation D (17 CFR 230.503} requires the filing of a notice on Form D no later
than 15 days after the first sale of securities, the filing of a Form D is not a condition to a Regulation I) safe harbor or
exemption. Consequently, it is possible that some issuers do not make Form D filings for offerings relying on
Regulation D and the available data on Regulation D offerings could underestimate the actual amount of capital raised
through those offerings.

* The SEC’s Proposing Release notes that the prefiling requirement is intended, in part, to enhance the SEC's
understanding of the Rule 506 market by improving compliance with Form D filing requirements. Amendments to
Regulation D, Form D and Rule 156, SEC Release Nos. 33-9416, 34-69960, IC-30595. 78 Fed. Reg. 44806. (2013,
July 24). Retrieved from gpo.gov/fdsys/pkg/FR-2013-07-24/htm1/2013-16884 htm
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regularly encourage investors to “investigate before you invest.” When investors contact their
state regulators with questions about an offering they may have learned about through an
advertisement or solicitation, a Form D filing is often the only information the state can use to
determine if an issuer is conducting the offering in compliance with a lawful exemption. Without
the information contained in a Form D, state securities regulators are blind to these offerings. This
is why we welcomed the SEC’s proposal to institute such a pre-filing requirement.

Opponents of pre-filing requirements have expressed opposition to the SEC’s proposal to
require the filing of Form D prior to conducting a Rule 506 offering, and again upon the completion
of the offering, on the grounds that “multiple” filings impose an onerous compliance burden. The
facts simply do not support such claims. Form D is a short, [ I-page form that contains instructions
and captures only eight pages of information, including basic information about the issuer (e.g.,
business address, officers, directors, business type, etc.). The amount of information required on
this form relative to the information contained in an issuer’s private placement memorandum or
offering document is minimal. These additional modest filing requirements designed to provide
limited but important information to regulators are particularly important in light of the fact that
more than $1 trillion in unregistered Regulation D, Rule 506 securities are sold to the investing
public.®

The importance of providing penalties for issuers who fail to file Form D:

The Private Placement Improvement Act also would prohibit the SEC from adopting
proposed rules intended to establish consequences for issuers who fail to file a Form D when
conducting a Regulation D, Rule 506 offering. Much like the pre-filing requirement, the
imposition of a penalty for failure to file is a common-sense remedy that is long overdue. Absent
such a penalty, there is no sufficient incentive for issuers to file Form D. NASAA is not alone in
this view. The SEC’s Inspector General, in 2009, noted, “There are simply no tangible
consequences when a company fails to file a Form D.” This current, “voluntary™ nature of Form
D has significant negative repercussions for state regulators.” In addition, the data gathered by the
Form D provides essential insight into the opaque Rule 506 market, which rivals the public market
in size, and about which very little is known.*

Comments on other elements of H.R. 4852:

¢ Securities & Exchange Commission. (2015, December 15). Report on the Review of the Definition of “Accredited
Investor” (p.1). Retrieved from sec.govicorpfin/reportspubs/special-studies/review-definition-of-accredited-investor-
12-18-2015 pdf

7 As the SEC’s Investor Advisory Committee noted in a 2013 report, “One reason for the dearth of information is that
the Commission relies on Form D filings for data, and an unknown but apparently significant percentage of issuers do
not file Form D.” Securities and Exchange Commission. Recommendation of the Investor as Purchaser Subcommiiiee
and the Investor Fducation Subcommittee:  Accredited  Invesior  Definition. (p.5).  Retrieved from
sec.gov/spotlight/investor-advisory-committee-20 12/accredited-investor-definition-recommendation.pdf

# As the Commission noted in the release for the final rule lifting the ban on general solicitation in Rule 506 offerings,
it has “relatively little information on the types and number of investors in Rule 506 offerings.” Amendments (o
Regulation D, Form D and Rule 156, SEC Release Nos. 33-9416, 34-69960, 1C-30595. 78 Fed Reg. 44806, (2013,
July 24). Retrieved from gpo.gov/fdsys/pke/FR-2013-07-24/htm1/2013-16884 htm
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Finally, NASAA questions the basis for Section 5 of H.R. 4852, which would also block
the SEC’s effort to extend the antifraud guidelines of Rule 156 to sales literature of private funds,
whether or not used in a Rule 506(c) general solicitation.” It is important to note that Rule 156
merely provides guidance on when sales literature may be materially misleading. As noted in the
rule “whether or not a particular description, representation, illustration, or other statement
involving a material fact is or might be misleading depends on evaluation of the context in which
it is made.” The rule goes on to state that all pertinent factors should be considered and provides
examples of situations that may be pertinent. NASAA believes that this information could be
useful to private fund issuers.

H.R. 4852 further prohibits the Commission from requiring “an issuer to file any notice of
sales containing the information required by Form D except for the single notice [to be filed no
earlier than the date of first sale of securities in the offering].” The apparent intent of this language
is to eliminate any further filing requirements under Regulation D. This ostensibly would prohibit
the Commission from requiring termination filings as proposed in 2013, as well as eliminate
existing amendment filing requirements that have been in place since at least 2007. Amendment
filings are currently required, for example, where an issuer appoints additional officers and
directors. Regulatory notice is appropriate in such an event to ensure bad actors are not
participating in offerings that do not benefit from the disinfecting effect of registration.
Amendment filings also are required when the issuer has raised the offering amount or the amount
of sales commissions by more than ten percent. This information aids regulatory oversight and
helps to detect fraud. While the SEC mandates this information, it is used by state regulators to
detect fraud in their own jurisdictions. The mere fact that amendments are required serves a
prophylactic effect that protects investors.

2. The Micro-Offering Safe Harbor Act (H.R. 4850)

The Micro-Offering Safe Harbor Act would amend Section 4 of the Securities Act to create
three new exemptions from registration. Contrary to the bill's title, these exemptions are not
limited to “micro offerings.” The bill would exempt offerings that meet any of the following three
criteria: (1) each purchaser has a substantive pre-existing relationship with either an officer or
director of the issuer, or with a shareholder holding 10 percent or more of the issuer's shares; (2)
there were no more than, or the issuer “reasonably believes™ that there were no more than, 35
purchasers of securities from the issuer during the preceding 12 months; or (3) the aggregate
amount of all securities sold by the issuer during the 12-month period preceding the transaction
does not exceed $500,000. The bill also preempts state regulation of these securities offerings.
The bill would not prohibit general solicitation, disqualify “bad-actors,” limit offering amounts, or
even permit notice filings to state and federal regulators.

? Rule 156 is an elaboration on the general antifraud rules under the Securities Act and Exchange Act, including Rule
10b-5, that applies to sales literature of investment companies and contains various examples of statements and
representations in such sales literature that could be deemed misleading, such as unqualified representations regarding
past or future performance, as well as portrayals of past results that may expressly or impliedly convey misleading
inferences about past or future results.
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The legislation stands to expose investors, including retail investors, to literally unlimited
investment risk.’” We have learned that efforts to spur successful capital formation must reflect a
balanced regulatory approach that minimizes unnecessary costs and burdens on small businesses
while protecting investors from fraud and abuse.!! Without adequate investor protections to
safeguard the integrity of the private placement marketplace, investors should and will flee from
the market, leaving small businesses without an important source of capital.

The legislation also would undoubtedly serve to make the task of policing the Rule 506
marketplace much more difficult for state securities regulators. In fact, the bill likely would
supplant Rule 506 given the similarities in the types of offerings but without the basic information
provided in Form D. Given the lack of regulatory oversight, it is not hard to imagine that fraudsters
would use these provisions to raise money from unsuspecting investors, ultimately eroding
investor confidence and harming legitimate small businesses. Further, because the bill would not
impose a holding-period or other restriction on the resale of securities purchased under the new
exemptions, these offerings could be highly susceptible to price manipulations and “pump-and-
dump”™ schemes.

Beyond the specific shortcomings of the safe-harbors established by H.R. 4850, which |
will briefly discuss below, the goals of the legislation are unclear. The bill's title suggests its goal
is to facilitate small-sized or “micro™ offerings, but the bill would in fact permit the raising of
unlimited amounts of money. Each of the new “safe harbors™ that would be established by H.R.
4850 presents its own challenges for Congress.

Safe-harbor contingent upon substantive preexisting relationship:

Section 2(e){1) of the bill would create a safe-harbor for transactions where “each
purchaser has a substantive, preexisting relationship with an officer of the issuer, a director of the
issuer, or a shareholder holding 10 percent or more of the shares of the issuer.” It should also be
noted that H.R. 4850 would impose a requirement of a substantive pre-existing relationship prior
to the sale of securities, as opposed to prior to the offering of securities.

The availability of this type of exemption would very likely all but eliminate the need for
Rule 506 of Regulation D. According to the SEC, a vast majority of Regulation D offerings are
made to investors that have preexisting relationships with the issuer or its management.'”
Establishing a substantive preexisting relationship is not overly onerous. In SEC no-action letters

" In contrast w0 other exemptions focused on small-sized offerings, such as Title HI (crowdfunding) and Title 1V
{Regulation A+) of the JOBS Act, the exemptions established by H.R. 4850 would not impose any limitation on
investor losses. Further, in contrast to the exemption under Rule 506, while H.R. 4850 would allow unrestricted
general solicitation, it would not require issuers to even take “reasonable steps™ to verify the accredited status of
prospective purchasers.

" In 1992, the SEC amended Rule 504 to allow general solicitation, but reversed course when investors were inundated
with fraudulent offerings. Securities & Exchange Commission. SEC Release No. 33-7644. Retrieved from
sec.gov/rules/final/33-7644.txt

12 Securities Act Release No. 9416 (2013, July 10). (“The vast majority of Regulation D offerings are conducted
without the use of an intermediary, suggesting that many of the investors in Regulation D offerings likely have a pre-
existing relationship with the issuer or its management because these offerings would not have been conducted using
general solicitation.”).
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dating back to the 1980s, the staff of the SEC have provided relief to issuers wishing to offer and
sell securities in so-called private offerings. The SEC staff first dealt with issues involving
intermediaries, allowing issuers to take advantage of non-public offering exemptions in selling to
investors with which they have no connection if an intermediary had a relationship with the
investors.’”>  Most recently, the SEC staff have issued guidance that has been interpreted as
permitting issuers themselves to establish pre-existing, substantive relationships with investors
through the internet.'® Given the relative ease with which broker-dealers and even issuers may
establish “substantive pre-existing relationships” with prospective investors, the proposed
exemption in Section 2(e)(1) of the bill would allow far more than “micro offerings.”

Safe-harbor contingent upon 35 or fewer purchasers:

Section 2(e}(2) of the bill would create a safe-harbor for offerings when an issuer
reasonably believes there are no more than 35 purchasers of the securities during the 12-month
period preceding the sale. The significance of limiting the offering to 35 purchasers is of dubious
significance. A recent SEC Staff Study noted that the average number of purchasers in Rule 506(c)
offerings from September 2013-December 2014 was 10, and average of 14 purchasers in Rule
506(b) offerings during the same period.!® The exemption undoubtedly would be attractive to bad
actors, however, who would not be disqualified from relying on the exemption. Indeed, under the
bill, fraudsters would be free to raise an unlimited amount of money from up to 35 investors every
12-month period. Federal and state regulators would have no ability to respond to inquiries from
potential investors concerning the legitimacy of the offering in the absence of any regulatory
notices or oversight.

Safe-harbor for offerings of below $500,000 in a 12-month period:

Section 2(e)(3) of the bill would create a safe-harbor for offerings where the aggregate
amount of securities sold by the issuer in the 12-month period preceding the sale does not exceed
$500,000.1® Most state securities acts have small offering exemptions designed specifically for
these kinds of small, local offerings. Again, this is an opportunity for fraudsters to sell to investors
without any regulatory oversight, as this provision would not appear to permit any federal or state
notice filings. Further, this provision is unnecessary in light of the federal crowdfunding rules and
state intrastate offering cxemptions that are already implemented to facilitate micro-offerings in a
way that is consistent with investor protection. Rather than trying to create an unprecedented and
dangerous new exemption, we urge Congress to allow the SEC to focus on implementing the
proposed changes to the intrastate offering exemption under Rule 147 and the small offering

13 For example, the Staff have indicated that & company can sell securities to investors through a broker-dealer that
has formed a refationship with the investors through the use of a questionnaire. E.F. Hutton & Co. SEC No-Action
Letter, 1985 WI. 53680. (1985, November 3).

1 Citizen VC, Inc. (2015, August 3).

15 Bauguess, S., Gullapalii, R., & Ivanov, V. (2015, October). Capital Raising inthe U.S.: An Analysis of the Market
Jor Unregistered Securities Offerings, 2009-2014 (p.36). Retrieved from sec.gov/dera/staff-papers/white-
papers/unregistered-offering10-2015.pdf

16 Further, this provision contains no integration clause. Effectively, the $500,000 cap is illusory with no integration
clause.
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exemption under Rule 504 that would provide relief to issuers that want to pursue offerings under
state law.

In summary, the policies embodied in H.R. 4850 are unnecessary, confusing, contradictory
and dangerous. NASAA strongly urges Congress to reject this deeply flawed and incoherent piece
of legislation.

3. The Supporting America’s Innovators Act (H.R. 4854)

Section 3(a)(1) of the Investment Company Act defines an “investment company™ as an
issuer which is “engaged primarily, or proposes to engage primarily, in the business of investing,
reinvesting or trading in ‘securities,” or “proposes to engage in the business of investing,
reinvesting, owning, holding or trading in securities, and owns or proposes to acquire ‘investment
securities™ having a value exceeding 40 percent of the value of its total assets.”!” If an investment
company is organized or otherwise created under the laws of the United States or of a state, meets
the definition of an investment company, and cannot rely on an exception or an exemption from
registration, generally it must register with the Commission and must register its public offerings
under the Securities Act.

The Investment Company Act also specifically excludes certain investment pools from the
definition of “investment company,” and exempts from regulation a number of investment pools
and entities. If an issuer falls within one of these exclusions or exemptions, it may not register as
an investment company with the Commission. Many companies rely on one of the exceptions
from the definition of investment company set forth in Section 3(c)(1) and Section 3(c}7) of the
Investment Company Act - hedge funds and private equity funds, for example.'®

Section 3(c)(1) excepts from the definition of investment company any issuer whose
outstanding securities are beneficially owned by not more than one hundred persons, and that is
not making and does not at that time propose to make a public offering of such securities. H.R.
4854 proposes to expand the limitation on beneficial owners established in Section 3(c)(1) from
100 to 500 investors for any “qualifying venture capital fund,” which the bill defines pursuant to
SEC Rule 203(1)-1."

Expanding 3(c)(1) in the manner proposed by H.R. 4854 would expand not only the current
exemption allowing yet another investment vehicle to operate without regulatory oversight, but
also allow an investment adviser that is not licensed or examined to manage funds raised from a
pool of investors that would be five times the size of that currently permitted (100 to 500). The
Dodd-Frank Act took steps to bring more regulatory oversight of these important market

Y7 (1940). Investment Company Act of 1940 (Section 3(a)}(1)).

'* These companies are commonly known as “private investment companies.”

¥ Rule 203(1) defines a venture capital fund as a private fund that: (i) holds no more than 20 percent of the fund’s
capital commitments in non-qualifying investments (other than short-term holdings); (ii) does not borrow or otherwise
incur leverage, other thap limited short-term borrowing, excluding certain guarantees of qualifying portfolio company
obligations by the fund); (iii) does not offer its investors redemption or other similar liquidity rights except in
extraordinary circumstances; (iv) represents itself as pursuing a venture capital strategy to its investors and prospective
investors; and (v) is not registered under the Investment Company Act of 1940, as amended (the “Investment Company
Act™) and has not elected to be treated as a business development company (“BDC™).

9



64

participants. Expanding the exemptions as contemplated by this bill would undermine important
investor protections by allowing more firms to avoid regulatory scrutiny.

4. The Fix Crowdfunding Act (H.R. 4855)

State securities regulators appreciate Congress’s continued inferest in  federal
crowdfunding and frustration that federal crowdfunding has yet to take effect. Implementing Title
H1 of the JOBS Act undoubtedly required the SEC to weigh novel questions and complex issues.
However, it has been more than four years since the passage of the JOBS Act. During that time,
dozens of states have adopted and implemented intrastate crowdfunding exemptions.”® The United
States is on the verge of entering a new era in crowdfunding with the SEC’s Regulation CF due to
take effect on May 16, 2016. In light of the soon to be effective federal rules, the developing
nature of state laws, and the recent proposal of the SEC to revise Rules 147 and 504, Congress
would be prudent to wait until the regimes have matured and there is a sufficient regulatory record
in place before making changes to the crowdfunding laws.

The Fix Crowdfunding Act proposes a variety of revisions to Title 11l of the JOBS Act. It
would amend Title I of the JOBS Act to increase the offering cap from its current $1 million to
$5 million. The bill provides a grace period of 5 years to comply with the requirements of notice
and confirmations, registration, written policies, and record keeping. The bill requires a *good
faith” standard for those five years. The bill would also re-define “reasonability” for purposes of
background checks and risk for fraud, and allow testing the waters. H.R. 4885 also provides relief
from liability for funding portals, which would not be considered issuers under section 4A(c) of
the Securities Act unless they knowingly make untrue statements or omissions, and grants a
wholesale exemption from Section 12(g) of the Exchange Act. H.R. 4885 further provides that
special purpose vehicles (“SPVs™)?! may invest in these offerings, and would allow public
reporting companies and investment companies to conduct crowdfunding campaigns.

State securities regulators understand the theoretical basis for several of the proposed
adjustments embodied in H.R. 4855, and do not necessarily oppose them. However, the critical
point for Congress is that there is not now any way to provide a thoughtful answer to the question
of what steps will or will not improve or “fix” federal crowdfunding, because we do not yet know
what will work, what will not, or even what the new marketplace will look like, under existing
law. There is no data whatsoever about what is or is not working with regard to federal
crowdfunding, and only limited data about what is working at the state level. By contrast, several
years from now, there will be a wealth of data, both from the state and federal crowdfunding
regimes.

* Thirty states and the District of Columbia now have provisions on their books aimed at facilitating capital formation
through crowdfunding. With the exception of the states of Maine and Mississippi, state crowdfunding provisions are
premised upon the offering being conducted in compliance with the exemption from registration under Section
3(a)(11) of the Securities Act of 1933 and Rule 147 adopted thereunder.

** An SPV is a legal entity created to serve one function, such as facilitating a financial arrangement or creating a
financial instrument. An SPV allows the ownership of a single asset, often by multiple parties, and allows for ease of
transfer between parties.
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Nevertheless, 1 am pleased to offer some observations on H.R. 4855, based on both my
own analysis of the bill and the state experience with intrastate crowdfunding to date.

Pooled investments and equity crowdfunding:

One of the more interesting features of H.R. 4855 is Section 3(b) of the bill, which seeks
to encourage investors to purchase crowdfunded securities through special purpose vehicles or
“SPVs.” Section 3(b) secks to remedy a legitimate challenge for issuers that rely on crowdfunding.
One of the defining features of equity crowdfunding is that it enables businesses to access equity
capital from many investors at the earliest stages of their business growth cycle, sometimes known
at the “seed stage.” However, the flip-side to this feature is that businesses that choose to avail
themselves of crowdfunding during the “seed stage” may complicate their ability to raise
additional investment capital at a later date from other types of investors, such as from venture and
private equity. This is because having numerous small-dollar shareholders may prevent the
company from presenting a clean “capitalization table™ to such prospective later-stage investors.

The basic concepts embodied in Section 3(b) — the pooling of many individual investments
into a single entity, with one point of contact, the SPV organizer, who represents all of the SPV’s
investors — are familiar ones. SPVs have been used for many years in private equity to purchase
equity in private and fast-growing companies. The utilization of SPVs in this context has the
potential to offer benefits to both investors and issuers, but is not without significant concern. In
case of investors, SPVs serve as a way for high net-worth individuals, families or other investors
without specialized knowledge of or access to fast-growing companies to make investments
alongside professional investors, who presumably possess detailed knowledge regarding such
investments. The question for Congress is whether or not the pooled-investor structure makes
sense in the context of small-dollar equity crowdfunding, as provided for under Title 1 of the
JOBS Act.

At the most basic level, shifting the center of gravity away from individual investors, and
toward SPVs managed by a single organizer, seems to invert the basic premise underlying
crowdfunding: the wisdom of the crowd. Should Congress determine to introduce SPVs to
crowdfunding, there are additional questions Congress should consider, including what fees could
be associated with SPVs that invest in crowdfunding, and whether such fees have the potential to
misalign the incentives for SPV organizers from those of investors.”> Congress should also
carefully consider what rights sharcholders will be ceding by investing in crowdfunded offerings
through an SPV, as opposed to purchasing shares directly.

Increasing the Offering Cap from ST million to $5 million:

As already noted, NASAA strongly believes that the best way to evaluate the impact of
many, if not all, of these changes to is monitor the actual experience of the crowdfunding
marketplace once Regulation CF goes into effect next month. This is particularly true concerning
the appropriate offering cap. At the present, we sec little, if any, evidence to suggest that

*2 Depending on how the vehicle is structured, investments in crowdfunded offerings placed through SPVs could be
subject both to management fee and carried interest fees, on a per SPV basis, making crowdsourced investments
through an SPV rather than directly could be a more costly proposition for investors.

11
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crowdfunding as envisioned by the JOBS Act would be more successful with an offering cap of
$5 million. The limited information that is available from state crowdfunding experience suggests
it likely would not. On the other hand, we cannot rule out the possibility that increasing the
investment cap could be beneficial under some circumstances. We also note that the SEC has
proposed amendments to Rule 504 that would increase the offering cap to $5 million for the
expressed purpose of encouraging intrastate crowdfunding.®

Immunity for funding portals:

Section 3(e) provides that “no enforcement action”™ may be brought against a funding portal
before May 16, 2021. The bill does require funding portals to make a good faith effort to comply
with applicable rules. However, the requirement appears to be independent of the prohibition on
SEC enforcement action. In other words, the legislation does not appear to require a demonstration
of a good faith effort to comply in order to prevent a potential enforcement action. If that is the
intent of the legislation then funding portals would be free to disregard all such rules. Further,
there is no need for an exception for a “good faith effort” in the first place as the SEC has
enforcement discretion and its limited resources necessarily cause regulatory reaction to violations
to be appropriately scaled. This provision would frustrate the ability of the SEC to bring
enforcement action where it deems such action is appropriate and in the public interest. We can
see no legitimate basis for such a provision.

Testing the waters:

Section 3(d) of bill provides that testing the waters in Title HII offerings would “not be
considered an offer or sale of securities under this Act or the Securities Exchange Act of 1934.”
These provisions would effectively allow fraudulent offers in testing the waters campaigns without
liability. The anti-fraud protections under the Securities Act (Sec. 12) are triggered by offers and
sales of securities. Where there is no “offer” or “sale,” there can be no violation.

Recommendations for Congress:

With the finalization of federal crowdfunding rules and intrastate crowdfunding available
in more than half of the states, we shall now find out whether these new capital-raising tools will
be frequently used, and whether state or federal rules prove more useful. As we learn what works
and what does not from the viewpoint of entrepreneurs and small business owners, states and the
SEC may make further adjustments to their crowdfunding rules. Any further adjustments should
give due consideration, however, to investor protection.

State securities regulators urge Congress to refrain from amending Title 11T of the JOBS
Act at this time. To enact legislation at this point would be counterproductive and premature.
Until Congress has a body of data that can yield answers to questions about the efficacy of Title

* State crowdfunding provisions generally limit the offering amount that may be raised in a crowdfunding offering to
$1 million in a twelve-month period with the opportunity to raise up to $2 million if audited financial statements are
provided to prospective investors and filed with the state. Some states allow even greater amounts, with Iilinois
coming out on top with a maximum offering amount of $4 million in a twelve-month period. Other states specify
lower amounts. Oregon, for example, limits the offering amount to $250,000, while Maryiand has the lowest offering
amount cap at $100,000.

12
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I, it has little basis upon which to legislate coherently save for informed speculation, and the
value of such speculative analysis cannot begin to compare to the value of real information that
Congress will have at its disposal soon. Instead, Congress would be well served to closely monitor
the implementation of Regulation CF, to conduct oversight, and to gather information about this
new marketplace. Once real information begins to emerge about federal crowdfunding, Congress
can seriously begin to explore how it can be improved.

Conclusion

Thank you again, Chairman Garrett, and Ranking Member Maloney, for the opportunity to
testify before the Subcommittee today. I would be pleased to answer any questions you may have.

13
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“The JOBS Act at Four:
Examining Its Impact and Proposals to Further Enhance Capital Formation”

April 14,2016

Chairman Garrett and Ranking Member Maloney,

Thank you for the opportunity to testify on “The JOBS Act at Four: Examining Its Impact and
Proposals to Further Enhance Capital Formation.” The work of this subcommittee to push
forward that legislation is still a great achievement of the 112th session of Congress and a
shining example of bipartisanship and statesmanship. Even with the JOBS Act in place, there
are issues that remain, and there are dark clouds still affecting the private company view of the
public markets.

Capital formation and job creation are in Nasdaq’s DNA. Forty-five years ago, Nasdaq
introduced the world to the electronic market, which is now the standard for markets worldwide.
The creation of Nasdaq introduced sound regulation to over-the-counter trading. Around Nasdag
grew an ecosystem of analysts, brokers, investors and entrepreneurs allowing growth companies
to raise capital that was not previously available to them and investors, in turn, to profit from
these companies” inpovation. Companies like Apple, Microsoft, Gilead, Google, and Intel, all of
which are listed on Nasdaq, use the capital they raised to make the cutting edge products that are
now integral to our daily lives. As these companies grew, millions of jobs were created along
the way.

Nasdaq brought to the capital markets a trusted listings venue and the changed view that
companies can go public carlier in their growth cycle, dispelling the common Wall Street
perception that companies had to be profitable for three or more years before considering going
public. Nasdaq recognized that while most companies wanted access to capital, investors also
wanted access to these companies at their earlier stages of growth. Today, with 24 markets,
three clearing houses, and five central securities depositories, spanning six continents, Nasdaq
owns and operates the global infrastructure of our public markets.

In the same vein, since the passage of the JOBS Act in 2012, Nasdaq also added an important
offering with the creation of The NASDAQ Private Market, focusing on private companies.
Launched in 2014, NASDAQ Private Market was established to meet the unique needs and
challenges of today’s private companies. In October of last year, NASDAQ Private Market also
acquired SecondMarket, a recognized innovator in facilitating liquidity for private company
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securities. The combination of the services and industry expertise of SecondMarket with the
NASDAQ Private Market team has established NASDAQ Private Market as a leading provider
for innovative and efficient solutions to deliver secondary liquidity and equity management
services for private companies.

As companies remain private longer, and sometimes permanently, they are using NASDAQ
Private Market’s services to facilitate shareholder liquidity and manage their equity in a
controlled manner and on their terms. In particular, as companies extend their pre-IPO lives,
they face increasing pressure to provide liquidity to employees and early investors. NASDAQ
Private Market helps companies attract, retain, and reward employees by enabling them to
conduct company-controlled, periodic liquidity programs and thus compete more effectively for
employee talent with their public peers and competitors. Thus, Nasdaq is uniquely qualified to
speak about both the public and the private markets.

The JOBS ACT IS A SUCCESS STORY FOR PUBLIC POLICY

Four years have now passed and the evidence is clear that the JOBS Act has successfully helped
hundreds of companies access capital and go public while also generating new dynamism in the
private company sector. Our records indicate that 785 companies have gone public as Emerging
Growth Companies (EGCs) under the JOBS Act raising over $103 billion in capital to expand,
hire employees and compete on the global stage. In the four years prior to the JOBS Act (2008 —
March 2012) there were just 500 IPOs in the U.S. In the four years since the JOBS Act (April
20122016 YTD) there have been 865 IPOs with 86% being EGCs. Approximately 1,000
registration statements have been filed with the SEC confidentially and to our knowledge every
EGC that has gone public since the designation was created by the JOBS Act has used this
ability. In April of 2015, the Wall Street Journal reported at the three year mark that they
estimated the JOBS Act had added about 82,000 jobs.‘ The JOBS Act also proves that the
marketplace works. There are provisions of the JOBS Act that are scarcely used because they
run contrary to investor expectations. Other provisions are a resounding success, embraced by
investors and companies. From our vantage point, the JOBS Act has not resulted in any trend
that diminished investor protection, which has been and will continue to be a focus for us as we
operate our Exchange. As SEC Chair Mary Jo White said recently in a speech at Stanford:

“For the new and evolving markets to be successful, all investors need
confidence that they are being treated fairly and that the full range of risks
are transpatently disclosed. We must work together to ensure that this
confidence is well-placed, so that investors feel comfortable providing the
capital essential for business development and growth. Only then can we

' The Wall Street Journal, hitp://www.wsi.com/asticles/pinning-new-jobs-t0-2012-ipo-legislation-proves-a-challenge- 1428011862
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reap the full rewards of the creativity, genius, and innovation for which
w2

this Valley is famous.
We couldn’t agree more. That is why we originally supported the JOBS Act when it was making
its way through Congress and testified in favor of its main provisions both in this Subcommittee
and in the U.S. Senate. We joined with a broad coalition that was led by the National Venture
Capital Association, Biotechnology Industry Organization (BIO), TechNet, the Chamber of
Commerce and so many others,

We also think there are other incremental steps that the Subcommittee should consider that
would build on the success of the JOBS Act and remove disincentives for companies considering
going public. NASDAQ Private Market recently surveyed 126 representatives of private
companies attending the South by Southwest Interactive Festival in Austin, Texas, an incubator
of cutting-edge technologies and digital creativity that brings together job creators and
innovators from around the country. Of this group, 32 percent were founders or chief executives.
We asked them about their outlook on a number of issues affecting entrepreneurs and almost half
said they do not intend to go public. As we have seen, 2016 is starting as one of the slowest
initial public offering (IPO) years since 2008. So it is timely that we are here today to focus on
how public policy can further enhance the ability of entrepreneurs to raise capital and go public.
Going public is still our focus and the best public policy outcome in our opinion. As indicated in
the IPO Task Force’s Report, which was a valuable resource for the development of the JOBS
Act, the post- IPO job growth for a company is an amazing 929}

Without question, we at Nasdaq believe the most successful provision of the JOBS Act has been
the ability of companies to file their registration statements on a confidential basis with the SEC.
This has been most evident in the IPOs that have increased markedly from the biotech and life
sciences sectors over the past four years since the JOBS Act was enacted. Many quality
companies have been able to work with the SEC to finalize their registration without disclosure
of their competitive, proprictary information and companies can better manage their decision to
20 public as they evaluate market conditions. And, while the JOBS Act mandated that
companies wait at least 21 days after they publicly disclose their registration statements before
they can begin their outreach to investors (and that period has been shortened to 15 days by Rep.
Fincher’s recent legislation), a Latham and Watkins study in 2013 suggested companies were
actually waiting about 49 days before they began their road shows.*

* §EC Chairman Mary Jo White, March 31, 2016, Keynote Address at the Rock Center for Corporate Governance, “Protecting Investors in an
Innovative Financial Marketplace,” avatlable at: lutpsi//wwiv.sec. govinews/specch/chair-white-silicon-valley-initiative-3-31-16 huml

¥ “Rebuilding the IPO On-Ramp,” avaitable at: https:/wwiv.sec.gov/info/smallbusfacsec/rebuilding the_ipo_on-tamp.pdf.

* Latham and Watkins, The Jobs Act After One Year, available at: www lw.com/thoughtl cadership/iobs-sct-after-one-vear-review-of-newsipo-
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Keeping with the view that confidential filing has improved the IPO process without decreasing
investor protection, we belicve Congress should go ove step further and allow companies of all
sizes to file on a confidential basis and should allow other types of registration statements,
besides IPOs, lo be initially submitted on a confidential basis.

We also believe that some enhanced disclosure of short positions that matches the disclosure
requirements for Jong positions is warranted. Currently, certain investors who accumulate long
positions are required to publicly disclose their holdings. But there are no corresponding
obligations for short sellers to do so. This is so even though the policies that underlie the
disclosure requirements applicable to long investors — transparency, fairness and efficiency —
apply in equal measure to investors with short positions. From a company perspective, this lack
of transparency has a real impact because it deprives the company of insights into trading
activity and limits the company’s ability to engage with investors and understand their
motivation. And we hear some companies complain that this information asymmetry may give
rise to possibly abusive trading behavior that could make long term investors wary about
providing the capital necessary to fund research and development.

The lack of transparency has other negative consequences too. It limits investors” ability to
make informed investment decisions and prevents the market from operating in a fully efficient
and fair manner.

To be sure, we are not suggesting limitations or restrictions on short sale activities. There is
ample evidence that legitimate short selling enhances liquidity, contributes to efficient price
formation and facilitates risk management. But there are no policy or practical reasons to
maintain the current disparity in disclosure of long and short positions. Congress recognized this
in 2010, in the Dodd-Frank Act, and late last year we petitioned the SEC to act on this.

We also remain concerned that proxy advisory firms do not always balance their standard-setting
in a fair and transparent manner. It was in this spirit that we petitioned the SEC to improve these
firms’ disclosure of how they make recommendations and any relationships they have that may
give rise to conflicts of interest.” We were pleased that the SEC issued guidance regarding the
use by investment advisers of proxy advisory firms but it is apparent that more work needs to be
done. Last year Nasdaq partnered with the U.S. Chamber of Commerce Center for Capital
Markets Competitiveness on a survey regarding the public company experience in the 2015
proxy season. Over 155 companies responded, and based on those responses it is apparent that
companies continue to have difficulty providing input to the advisory firms or even having errors
corrected. And almost half of the companies that took steps to verify the nature of proxy
advisory firm conflicts of interest reported finding significant conflicts.

* Reguest for Rulemaking to Revise the Commission’s Guidance 1o Proxy Advisory Firms, avatlable at:
hitpihwww sec. gov/rules/petitions/201 3/petnd-666.pd .
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Similarly, public companies, especially smaller ones, face increasing auditing costs. While
companies do not object to costs that provide a concomitant investor benefit, the companies
claim that some of the costs are the result of nonsensical, one-size-fits all application of guidance
given in different situations. These companies feel stuck because the auditors claim these
additional costs are due to requirements imposed on the auditor by the PCAOB, but the
companies have no avenue to discuss the requirements with the PCAOB. For these reasons, we
think the PCAOB should be required to establish an “ombudsman” office to consider these
complaints and address them, as appropriate, with the auditors and PCAOB staff, serving as a
resource for companies who feel their internal controls are being over-audited.

THIS SUBCOMMITTEE’S CURRENT AGENDA

1 want to commend this Subcommittee for its continued work to help capital formation with the
passage late last year of 15 surgically precise bills aimed at further refining regulations to help
companies access capital more efficiently. As you know, Nasdaq was an enthusiastic supporter
of the RAISE act, authored by Rep. Patrick McHenry, which received bipartisan support from
this Committee and was included in the package that became law in late 2015 through its rather
unique addition to the Highway bill. Thank you for your continued effective actions in this area.

I also want to thank you Chairman Garrett for your leadership and willingness to offer an
important bill, H.R, 4638, the Main Street Growth Act, to foster the creation of Venture
Exchanges. We appreciate your efforts to move the discussion forward on how to best design
the rules of the road for venture exchanges and the companies they would serve. We believe that
a regime that balances the need to have special, lighter-touch standards for smaller companies,
and also partners with regulators and exchange surveillance professionals to ensure appropriate
investor protections, can one day be a valuable resource in the U.S. capital formation arsenal.
We are committed to working with you, your staff and other stakeholders to find that balance.

The Subcommittee has asked that Nasdaq comment on several new legislative proposals also
aimed at fostering capital formation.

With respect to the Chairman’s bill, H.R. 4852, the Private Placement Improvement Act, the
JOBS Act directed the SEC to complete a rulemaking that would lift the ban on issuers being
allowed to solicit private offerings of stock under Rule 506 of Regulation D. Prior to the JOBS
Act, companies were not allowed to advertise their shares to the general public, and therefore
relied on brokers or existing relationships in order to complete an offering. The SEC completed
its Title 1 mandated rulemaking in July 2013, providing private companies with the ability to
advertise their shares so long as the ultimate purchasers were “accredited investors”. However,
the SEC proposed two new regulations that could hamper Reg. D issuers and the ultimate
success of the JOBS Act improvements — Reg D issuers would be required to file their Form D
15 days prior to completing an offering (as opposed to the current requirement of within 15 days

5
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after an offering) and companies using general solicitation would have to submit their
advertising materials to the SEC prior to their offering. H.R. 4852 states that the SEC may not
require issuers to file a Form D prior to each new offering of securities, and issuers shall not be
required to submit their advertising materials to the SEC prior to completing an offering.

Your proposed legislation would not remove the SEC’s existing requirement that issuers take
reasonable steps to verify that investors in Rule 506 offerings are accredited, would not reduce
the SEC’s existing rules requiring disclosures to investors, and would not limit the SEC’s
powerful existing authority to prevent and punish fraud and other misconduct under the Federal
securities laws. Accordingly, Nasdaq supports this effort to help private companies raise money
within an already functioning regulatory framework that protects investors.

We also congratulate the Subcommittee for its creative thinking about other ways to allow
entreprencurs and their companies to raise needed capital, while maintaining appropriate investor
protections. We look forward to working with you on these initiatives, including:

e Rep. Tom Emmer’s H.R. 4850, the Micro Offering Safe Harbor Act which would create a
safe harbor for small securities offerings where there is substantive pre-existing
relationship between the investor and issuer, where the issuer has less than 35 purchasers
utilizing the exemption or where the total amount raised is less than $500,000;

e Rep. McHenry’s H.R. 4854, the Supporting American Innovators Act, aimed at helping
venture capital funds by moving the current cap of 100 investors up to 500 investors, and

e Rep. McHenry’s H.R. 4855, Fix Crowd Funding Act, which seeks to improve the
ecosystem for crowd funding to develop into a workable solution for early startups
seeking capital and investor protections that will be so critical in this area of investing.

Thank you again for your invitation to testify on the critical contributions to capital formation
that resulted from the JOBS Act and its passage into law four years ago. Nasdaq was a proud
supporter of the JOBS Act and believes that its success is evident in the results. We appreciate
this Committee’s continuing commitment to the start-up agenda. [ am happy to answer your
questions.
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Protecting Small Business, Promoting Entrepreneurship

Chairman Garrett, thank you for hosting this important hearing today on the JOBS Act and the
need to enhance capital formation. The Small Business & Entrepreneurship Council (SBE
Council) is pleased to submit this testimony. Thank you for your invitation.

My name is Raymond Keating, and I am the chief economist for SBE Council, as well as serving
as an adjunct professor in the Townsend Business School at Dowling College where 1 teach a
variety of courses in the MBA program; and being the author of several books, including the
latest nonfiction book being Unleashing Small Business Through IP: Protecting Intellectual
Property, Driving Entrepreneurship.

SBE Council is a nonpartisan, nonprofit advocacy, research and training organization dedicated
to protecting small business and promoting entrepreneurship. With more than 100,000 members
and our network of business groups nationwide, SBE Council is engaged at the local, state,
federal and international levels where we collaborate with elected officials, policy experts and
business leaders on initiatives and policies that enhance competitiveness and improve the
environment for business start-up and growth. Since our founding in 1994, SBE Council has
helped to strengthen the ecosystem for small business and entrepreneurial success in the U.S. and
across the world. Access to capital has remained one of SBE Council’s core issues since our
founding.

Small Business Challenged on Raising Financial Capital

Access to financial capital - whether via equity or debt — is vital for entrepreneurs seeking to
start up, operate or expand businesses, and at the same time, gaining access to capital has
remained an enduring challenge for many small businesses. The financial crisis and Great
Recession made the situation worse as capital became increasingly hard to access from
institutional banks and various capital market players. And while there have been improvements
due to the economic recovery and healing in the capital markets, many entrepreneurs continue to
struggle with accessing the capital they need to compete and grow.

Consider the decline in bank small business loans (less than $1 million) over the past several
vears. The value of small business loans outstanding hit a high of $711.5 billion in 2008, and
subsequently fell for five straight years, with some growth resuming in 2014 and 2015. The 2015
level came in at $599.3 billion, which is roughly where the small business loan level was in
2005. That’s a decade of no growth.
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Data Source: Federal Deposit Insurance Corporation, Quarterly Banking Profile

The small business share of commercial and industrial loan value outstanding registered, for
example, 33 percent in 1995, 35 percent in 2004, and 30 percent in 2007. As of the fourth quarter
of 2015, however, it had fallen to only 20 percent. Looking at nonfarm nonresidential loans, the
small business share came in at 52 percent in 1995, and had declined to 39 percent in 2007. At
the end of 2015, the small business share further declined to 23 percent.

As for the number of small business loans, these rose steadily up to 2008 (hitting 27.1 million in
2008 compared to 6.3 million in 1995), and subsequently declined and struggled to recover,
climbing back to 24.3 million in 2015.
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On the equity side, angel investment is a critical source of funding for start-ups and early-stage
businesses. But here, again, the story has been one of under-performance or sluggishness in
recent years. According to the Center for Venture Research at the University of New Hampshire,
after a big drop in 2002, coinciding with the aftermath of the 2001 recession (as well as the post
“tech bubble™), growth resumed from 2003 through 2007, with angel investments increasing
from $15.7 billion in 2002 to $26 billion in 2007. However, subsequently, there was a big drop-
off in 2008 and 2009, and the subsequent growth has been underwhelming. For all of 2014, angel
investment came in at $24.1 billion, down from $24.8 billion in 2013, and still not back to the
$26 billion level in 2007. In fact, the 2014 level came in just ahead the 2005 level — again, nearly
a decade of no growth. For the first half of 2015 compared to the same period in 2014, angel
investment was up by 4.1 percent.

Angel Investment (in billions of dollars)
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Source: Center for Venture Research at the University of New Hampshire

To sum up, long after the financial crisis hit in late 2008 and the Great Recession came to an
official end in mid-2009, the value and number of traditional small business loans are still down
markedly, and angel investment is still down compared to 2008. Based on these numbers, the
struggle for entrepreneurs to gain access to the financial resources needed to start up, thrive or
just survive continues to be difficult.

The bottom line is that small businesses need more options or avenues to expand access to
financial capital. The securities market would seem to be an option, but the regulatory and legal
costs long had been prohibitive.
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The JOBS Act

In the midst of these struggles, SBE Council staff and members were instrumental in advancing
the JOBS Act into law. SBE Council President Karen Kerrigan and key SBE Council members
joined President Obama at the White House for the JOBS Act signing ceremony in April

2012. The overwhelmingly bipartisan bill focused on helping to stimulate the U.S. economy by
promoting capital formation.

At the time the legislation was signed, Kerrigan observed: “Passage of the JOBS Act is proof
that elected officials and leaders can put political differences aside for the good of the country
and the economy. President Obama’s steadfast leadership and support of the JOBS Act was
central to this important victory for small businesses. The unwavering support of House and
Senate Republican leaders, as well as the collaborative work that many Democrat and GOP
members of Congress put into this important package was critical to a successful legislative
cffort. These leaders on both sides of the political aisle were driven by one goal — to find
solutions that would free up capital for America’s job creators... The lack of access to capital is
holding budding entrepreneurs and promising firms back, and without money or credit these
businesses cannot grow, innovate or create jobs. The JOBS Act is a potent mix of regulatory
reforms and relief that will free up precious capital for growth, and create new models and
platforms for businesses to raise funds.”

On April 5, 2016, Locavesting.com offered an excellent status report on the JOBS Act as it
turned four years old, summing up key sections and the impact in the marketplace. A few points
from the report warrant noting here:

» Title T (“Reopening American Capital Markets to Emerging Growth
Companies™) “created a new category of issuers called ‘emerging growth
companies,” defined as an issuer with total annual gross revenues of less than $1
billion during its most recently completed fiscal year. To encourage these growth
companies to go public and address an alarming drop-off in IPOs, Congress
created an IPO “on-ramp’ ... by relaxing regulatory requirements for going
public, including requirements for financial disclosure and reporting. ECGs may
also submit draft registrations for confidential, non-public review by the SEC...
The provision was further modified by the FAST Act, signed into law in
December, 2015,” which “simplified disclosure requirements for smaller issuers
and clarified rules for secondary selling of these privately issued securities.”

The impact? “Emerging Growth Companies have accounted for the lion’s
share of recent IPOs—86% of IPOs in 2015, according to Cit, und two-thirds
of IPOs in 2014, according to another study.” (Emphasis added.)

« Title 11 (“Access to Capital for Job Creators™) allows for “accredited investor”
crowdfunding by letting “private companies conducting a private placement under
Regulation D Rule 506 to publicly market the offering. Before that such
marketing was banned. The securities can only be sold to accredited (wealthy)
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investors. Specifically, the JOBS Act amended Reg D Rule 506—a widely used
securities exemption for private companies raising money from accredited
investors—to include a new sub-rule, Reg D 506(c) that eliminates the ban on
general solicitation and advertising. Companies issuing securities under the new
506(c) exemption can now openly talk about and advertise the fact they are
raising money... In practical terms, Title Il improves the existing private
placement process, allowing companies to reach out to more accredited investors,
but it does not represent a major new funding avenue.” The rules went into effect
on September 23, 2013.

The impact? “In its first two years, there have been more than 6,000 offerings
conducted under Title Il, according to Crowdnetic, with recorded capital
commitments of $870 million (there is no way of tracking how much of that
capital was successfully raised). That’s still a small portion of Regulation D
private offerings, but growing fast.” (Emphasis added. )

« Title T (The Capital Raising Online While Deterring Fraud and Unethical Non-
Disclosure Act or CROWDFUND Act), which goes into effect on May 16, 2016,
“allows any American, regardless of wealth, to easily invest in private companies
for the first time in more than 80 years. This public investment crowdfunding
must take place on SEC-sanctioned funding portals—think of it like Kickstarter,
but for investing.” The basics include:

— Companies being able to raise up to $1 million every 12 months.

~ “Investors are limited in what they can invest each year (to $2.000 or 5% of net
worth or income if net worth or annual income is less than $100,000; or 10% of
net worth or annual income (whichever is lesser) if those measures are $100,000
or greater.”

— “Offering must be conducted via an SEC-sanctioned intermediary, either a
funding portal or a broker/dealer platform.”

— “Communications between issuers and potential investors must primarily take
place on the funding platform.”

-~ “Issuers must file Form C with the SEC at least 21 days prior to launching an
offering.”

— “Once the offering is complete, companies must update shareholders on an
annual basis.”

The impact? “To be seen! Title 111 is expected to have a slow ramp up as
portals, investors and entrepreneurs get comfortable with the new law. In the
meantime, the long wait for Title Il has inspired at least 30 states to create
their own exemptions allowing investment crowdfunding within their state
borders, which may offer some issuers and investors a more attractive option.”
(Emphasis added.)

« Title IV (*Small Company Capital Formation (aka Regulation A+)) “required
the SEC to boost the offering amount allowed under Regulation A from $5
million and fix some of its drawbacks, namely the need to register with both
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federal and state regulatory authorities. The new Reg A+ rules create two tiers of
offerings: Tier 1 allows issuers to raise up to $20 million in a 12-month period;
Tier 11, up to $50 million. Significantly, the SEC preserved the ability for
unaccredited as well as accredited investors to participate in Reg A+ offerings,
making it a true public offering. And it added a valuable tool: the ability for
companies to ‘test the waters® with potential investors before committing to an
offering. This is a capital-raising tool for high-growth companies with large
capital needs. And it is not inexpensive. Issuers need to file a thick offering
document (Form 1-A) with the S.E.C. for approval. Tier 1 preserves the need for
state by state “Blue Sky™ registration and review, which is costly and time
consuming. And Tier 2 imposes on companies an ongoing reporting burden,
including audited financials, much like the reporting requirements of a public
company.” The rules went into effect in June 2015.

The impact? Reg A+ has been the sleeper of the JOBS Act. In less than a year,
it has aftracted bold and innovative entrepreneurial ventures that might have
lacked suitable funding in the past. Examples include next generation electric
cars, sci-fi aircraft, media and medical marijuana ventures. In addition,
crowdfunding platforms and online lenders have used it to extend investment
opportunities to unaccredited investors.” (Emphasis added.)

Regarding Title HI going into effect in May 2016, SBE Council Karen Kerrigan told
Crowdfundinsider.com in October 2015 that the impact on entrepreneurship “will be
significant.” She explained:

“First, as entrepreneurs in search of start-up or growth capital, Title IH
crowdfunding releases an immense pool of capital that has been locked away due
to archaic thinking and laws. For many of our members who are locked out of
networks or don’t have access to Venture Capital networks or Angels, this next
phase of investment crowdfunding blows the market wide open. For women
entrepreneurs, the potential is quite significant as online platforms will continue to
grow, diversify and serve niche markets. Investors will be in search of quality
businesses to invest in — regardless of gender or race. Second, small businesses
will be stronger once they grasp what it takes to raise capital via equity and debt-
based crowdfunding. The knowledge they will absorb by going through the
fundraising process, and preparing for it — including the vetting and feedback —
will make for stronger and more competitive businesses. This is not only good for
the entrepreneur, but for our economy as a whole. Third, more small business
owners and entrepreneurs will become investors themselves. This will be
tremendously powerful for the ecosystem.”

Meanwhile, Sherwood Neiss, a partner at Crowdfund Capital Advisors who co-

authored Crowdfund Investing for Dummies and played a key role in making the JOBS Act
happen though his education, advocacy and working with SBE Council, noted in
VentureBeat.com in October 2015 that the U.S. has a lot of catching up to do on the
crowdfunding front. He noted, for example, developments in the United Kingdom and China:
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* The United Kingdom. “Since 2012, the four types of crowdfunding - donation, rewards, debt
(peer-to-peer and peer-to-business), and equity — have been reclassified as Alternative Finance.
The United Kingdom led the way by crafting policy that was data intensive and prescriptively
light. Rather than regulating the industry out of business due to fear, the U.K.’s Financial
Services Authority (FSA) decided to understand how these online platforms are digitally storing
data on companies that never existed in the private capital markets before, providing
transparency and immediate acoess to company data, performance, and disclosures so investors
can make informed decisions, and efficiently facilitating the flow of capital at very cost-effective
rates. In response, both the debt and equity markets for crowdfunding skyrocketed, companies
and individuals that didn’t qualify for traditional bank financing were receiving access to capital,
fraud turned out to be nonexistent, and default rates are averaging lower than those experienced
by banks. To substantiate this, an Alternative Finance Market report by the University of
Cambridge and Ernst & Young found that in 2014 €2.34 billion (§ 3.61 billion) worth in
crowdfunding was transacted in the U.K., making up nearly 75 percent of the total value of the
online alternative finance market in Europe.”

« China. “Asia saw the explosion of peer-to-peer lending in China, with one platform originating
over $16 billion in loans last month alone!... In China, one of the P2P lenders raised $93 billion
in deposits in less than a year. All banks globally didn’t accomplish that last year. And the
default risk of P2P lenders is haif that of banks. P2P lending platform Zopa, for example, has a
default rate of .005 percent. Why? Because it has better data.”

l.ooking at the U.S. and what lies ahead after the “Securities and Exchange Commission finally
decides to stop playing politics and start helping small businesses by okaying securities-based
crowdfunding,” Neiss pointed to the following five expected developments:

« “Transparency: Companies that tend to be successfully funded have spent a significant
amount of time prepping for the raise, preparing their financials for review, and creating
necessary disclosures for investors to vet.”

» “Access to capital: Companies have access to short-term financing that the banks have
been unwilling or unable to finance.”

« “Sophistication: Companies tend to follow a path of management discipline, internal
governance, and external communication.”

« “Deal flow: Companies that are transparent, leverage this capital smartly, and execute on
their plans are seen as quality deal flow for follow-on investments, VCs, and even
traditional banks.”

» “Diversification: Investors have access to a broader and more diverse set of investment
opportunities within a regulated and transparent environment at attractive yields.”

Work To Do

Even given the significant and positive changes being brought about for entrepreneurs and
investors with the JOBS Act, there are areas in need of improvement. A serious concern persists
regarding extra government regulation or placing too many limitations on the ability of
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entrepreneurs to gain access to capital, and/or on investors’ abilitics to make investments in
entrepreneurial ventures.

Indeed, few better understand the costs of government regulations, rules and restrictions than
small businesses owners. After all, they are on the frontlines of having to deal with the very real
costs of regulation, whether that means dealing with added costs of running a business day to
day, or if it means reduced access to financial capital.

On the crowdfunding front, in his October 30. 2015, statement, Sccurities and Exchange
Commission (SEC) Commissioner Michael S. Piwowar observed:

“While crowdfunding was intended to be a treat for the smallest and least
sophisticated companies seeking to raise capital, today’s rules are full of tricks.
The rules will spin a complex web of provisions and requirements for
compliance. [ fear that many traps for the unwary are hidden in the regulations,
creating potential nightmares for small business owners that fail to place
regulatory compliance at the top of their business plans. Such burdens will spook
many small businesses from pursuing crowdfunding as a viable path to raising
capital.

“A pumber of concerns have already been raised as to whether our rules
are too restrictive or too burdensome. In fact, many of these restrictions are
embedded in the statute itself. For instance, even if you are Warren Buffet or Bill
Gates, you are limited to investing no more than $100,000 during any 12-month
period in all crowdfunding investments.

“In other cases, the majority of the Commission has exercised discretion to
make capital raising using crowdfunding even more difficult. In a change from
the proposal, the rules will limit the ability to invest in crowdfunding
opportunities based on the lesser of annual income or net worth. Because the
majority of the Commission cannot trust ordinary Americans — the non-accredited
investors - to be able to exercise appropriate judgment in how to spend or invest
their resources, our rules will now place smaller limits on the amounts that can be
invested. Rather than actually protecting investors, these smaller limits will
discourage legitimate companies from engaging in crowdfunding, while
simultaneously encouraging less reputable actors to use aftinity-based solicitation
methods akin to multi-level marketing, a development that could stifle
crowdfunding efforts.”

Neiss worries about the following: “The question remains, will the SEC regulate the opportunity
to death, or will it foster the development of this ecosystem and position the United States as the
leader that will live up to President Obama’s statement that this is ‘game changing’?”

Also, consider, what David Burton, a senior fellow in economic policy at the Heritage
Foundation, in a February 2014 analysis noted:

“*Going public’ now costs a company about $2.5 million. This money is
spent on lawyers, accountants, and other expenses to meet the registration
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requirements of the Securities Act. Moreover, it costs more than $1 million
annually to remain public. Any company issuing stock is subject to these
burdensome requirements unless an exemption applies. ..

Even the SEC’s own figures, however, put the crowdfunding compliance
costs (including the cost of lawyers, accountants, filing fees, and so on) at 20
percent to 50 percent of the amount raised for offerings of less than $100,000,
about 15 percent for those between $100,000 and $500,000, and 11 percent-12
percent for offerings between $500,000 and the $1 million annual cap. This makes
crowdfunding a very expensive way to raise money and will limit its usefulness.”

In terms of making headway toward reducing the costs for entrepreneurs to gain access to
financial capital, SBE Council supports the four legislative initiatives being considered at this
hearing.

= H. R. 4852 Private Placement Improvement Act of 2016

The Private Placement Improvement Act (H.R. 4852) would amend federal securities laws to
ensure that small businesses do not face complicated and unnecessary regulatory burdens when
attempiing to raise capital through private securities offerings issued under SEC Regulation D.

The Regulation [ capital market is a critical one for the U.S. economy. In 2012, Regulation D
offerings ($903 billion) accounted for over half of all private offerings. It is the primary means
by which startups and growth companies raise equity capital, according to the SEC. Still, raising
this capital is expensive.

The strong bipartisan passage of the JOBS Act should have sent a very clear message to the SEC.
That is, outdated and excessive regulatory impediments must be addressed to encourage capital
formation for our most promising entrepreneurial firms.

As noted in the CRS summary, H.R. 4852 would direct

“the Securities and Exchange Commission (SEC) to revise the filing requirements
of Regulation D (which provides exemptions from securities registration
requirements) to require an issuer that offers or sells securities in reliance upon a
certain exemption from registration (for limited offers and sales without regard to
the dollar amount of the offering [Rule 506]) to file, no earlier than the date of
first sale of such securities, a single notice of sales containing the information
required by Form D (used to file a notice of an exempt offering of securities under
Regulation D) for each new offering of securities.

“The SEC shall not: (1) require the issuer to file any notice of sales
containing the information required by Form D except for this single notice; (2)
condition the availability of the Rule 506 exemption upon the filing of a Form D
or similar report; or (3) require issuers to submit written general solicitation
materials in connection with a limited offering subject to Rule 506, except when it
requests such materials pursuant to specified authority.



84

“The SEC shall revise a specified rule, regarding a Rule 506 offering of a
private fund, to characterize as an accredited investor a ‘knowledgeable
employee’ of that private fund or the fund's investment adviser.”

This legislation is consistent with the goals of Title II of the JOBS Act by ensuring that small
businesses do not face complicated and unnecessary regulatory burdens when attempting to raise
capital through private securities offerings under Rule 506, while at the same time preserving
important investor protections. If the SEC followed the clear intent of Congress, H.R. 4852
would not be necessary. But unfortunately, the proposed rules make Regulation D more
expensive, complex and burdensome for small businesses, which was not the purpose of the
JOBS Act.

While the SEC adopted a rule lifting the ban on general solicitation and advertising for certain
private securities offerings under Rule 506 of Regulation D, as mandated under Title 1T of the
JOBS Act, the separate rule proposal would impose a number of new regulatory requirements on
small companies seeking to utilize amended Rule 506, including proposals to submit additional
Form D filings to the SEC in advance and at the conclusion of an offering, and to file written
general solicitation materials with the SEC. In essence, one regulatory filing would be replaced
with three, plus any written general solicitation materials. This means higher costs for small
businesses.

As stated in a letter to the SEC chairman in July 2013, U.S. Rep. Garrett and Patrick McHenry
from North Carolina:

“Regulation D 506(c) offerings, which benefit from the lifting of the ban on
general solicitation, provide opportunities to raise capital from investors that can
afford to take risk, can afford advisors and, under the vastly expanded information
technology of today as compared to 1933, have an improved ability to investigate
investment opportunities and investment managers...

“The primary concern arising from the Proposed Rules results from an
apparent error that the Commission made when drafting this proposal. Proposed
Rule 503 requires a fifteen day waiting period, after filing Form D, before
allowing advertisements- this restriction appears to violate the law by imposing a
fifteen day ban on general solicitation. Title II of the JOBS Act lifted the ban on
general solicitation for Regulation D 506 offerings to accredited investors. As a
result, the Form D pre-filing requirement effectively violates Title II of the JOBS
Act.

“This ban on solicitation imposed via a pre-filing requirement would
extend substantially longer than fifteen days, particularly for smaller businesses
that have reduced access or experience with complex legal matters. If a business
decides to proceed with advertising a 506 offering, it must first file an expanded
Form D, which will require hiring qualified counsel and require considerable time
to complete. Upon submission of a completed Form D, the issuer must then wait
fifteen days prior to posting an advertisement.

“As a result, the Form D pre-filing requirement imposes a lengthy waiting
period between the day that an issuer decides to advertise under Rule 506(c), and
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the day of the actual advertisement. Congress specifically required the
Commission to lift the ban on general solicitation for those Rule 506 offerings
that solely target accredited investors and qualified institutional buyers. Congress
did not say that the Commission can delay free speech for fifteen days.”

From our perspective, the statute clearly states that any marketing an issuer does must point
prospective investors to the funding portal or broker’s site where the listing is posted. The point
of this is to make sure that issuers limit the information about their offering to only the objective
criteria laid out in the statute. Having issuers file general solicitation materials only adds
unnecessary red tape, time and cost to the process. An issuer who is already limited in what they
can “say” would need to incur the extra legal expense of a counsel review prior to sending it to
the SEC, then wait for any feedback from either counsel or the SEC. This extra step does not
provide any extra investor protection but unnecessarily increases costs for capital-strapped
entrepreneurs.

H.R. 4852 is a common-sense measure that would align the rules governing Title I of the JOBS
Act with the clear intention of Congress, and would reduce costs and enhance the abilitics of
entrepreneurs to raise capifal.

« H. R. 4850 Micro Offering Safe Harbor Act

The Micro Offering Safe Harbor Act (H.R. 4850) would define the “non-public offering™
exemption under the Securities Act of 1933, and thereby provide small businesses the confidence
needed to know that they are not violating the law. Since the federal securities laws were first
enacted in 1933, “transactions by an issuer not involving any public offering™ have been exempt.
One or more of the following requirements need to be met for the non-public offering
exemption:

» pre-existing relationship: each investor has a substantive pre-existing relationship with an
officer, a director or a sharcholding of 10 percent or more of the shares of the issuer;

* 35 or fewer purchasers;

« small offering - the total amount of securities sold by the issuer during the 12-month
period does not exceed $500,000.

SBE Council agrees with Congressman Tom Emmer of Minnesota, who introduced this bill, in
his statement: “Entrepreneurs will be able to more easily launch their startups and existing
businesses will have better prospects for growth. By simply clarifying an old law, more small
businesses will raise capital through non-public offerings, easing the burdens of red-tape,
onerous paperwork, and the threat of lawsuits.”

SBE Council believes this legislation would appropriately scale federal rules and regulatory
compliance for small businesses, thus providing another practical option for entrepreneurs to
raise the capital they need to startup or grow their firms. Small private companies would not
have to incur formidable legal costs and uncertainties, and the SEC would not have to take any
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action. With fraud protection still in place, this legislation stands out as a sound, much-needed
legislative step that reduces regulatory costs and legal risks.

« H. R. 4855 Fix Crowdfunding Act

While SBE Council remains enthusiastic about the future of equity crowdfunding and the
upcoming date of May 16 when Title I officially goes live, we support fixes that will lower the
cost of raising capital, and allow for the growth of a dynamic and diverse funding portal
marketplace. H.R. 4855 provides key fixes that are needed.

As reported by Crowdfunderinsider.com, “The proposed legislation addresses some of the
problematic portions of Title Il crowdfunding. Specifically the bill, as it stands now, allows for
‘Special Purpose Vehicles® (SPVs) and increased the amount of the possible raise to $5 million,
The proposed law also clarifies several aspects of the existing law such as the liability risk
attributed to funding portals. These issues, among others, have been cited as mauny in the industry
as crippling a potentially powerful exemption. Retail crowdfunding is widely viewed as a unique
opportunity to improve access to capital for smaller companies across the country. The
exemption should give a boost to under-banked sectors of the economy such as minority and
women entrepreneurs.”

Expanding investment levels for Title IIl crowdfunding and limiting the potential liability risks
to funding portals again mean reduced costs, expanded opportunities for both entrepreneurs and
investors, more innovation in the marketplace, and greater choice for small businesses.

Suggested Amendment

Finally, by way of suggestion, SBE Council is concerned with the application of anti-money
laundering (AML) requirements to funding portals. AML compliance is quite costly, and since
portals are prohibited from holding customer funds, imposing such mandates on funding portals
would be duplicative and unnecessary. FINRA dropped this requirement in its final funding
portal rules. However, it is our understanding that now Treasury wants to pursue it.

In a February 2014 letter on the issue, David Burton, senior fellow in economist at the Heritage
Foundation, observed:

“Proposed rule 300(b) would require funding portals to comply with Anti-Money
Laundering (AML) and the associated ‘Know Your Customer’ requirements, to
file suspicious activity reports (SARs) and coraply with other aspects of the Bank
Secrecy Act. This is a mistake of the first order. These rules are so complex and
expensive to comply with that many European banks are now unwilling to accept
U.S. customers and are terminating their relationship with existing U.S.
customers.

“Funding portals do not handle customer funds. The JOBS Act prohibits
them from doing so. The banks and broker-dealers that do handle customer funds
must comply with these rules. It is inappropriate to require funding portals to
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comply with these rules because the ability to engage in, or facilitate, money
laundering does not exist to any meaningful degree and the costs of complying
with these rules are likely to be so high as to make funding portals uneconomic.

It will result in a situation where the only intermediaries are broker-dealers. It will
frustrate the intention of Congress to establish a more lightly regulated
intermediary class.”

The Fix Crowdfunding Act could be amended to make it clear that funding portals are not
subject to the AML rules given that they are prohibited from holding customer funds.

« H. R. 4854 Supporting America’s Innovators Act of 2016

The purpose of the Supporting America’s Innovators Act of 2016 (H.R. 4854) is to “amend the
Investment Company Act of 1940 to expand the investor limitation for qualifying venture capital
funds under an exemption from the definition of an investment company.” For a venture capital
fund, the exemption would include funds with fewer than 500 stakeholders, and the ““term
“qualifying venture capital fund” means any venture capital fund ... that does not purchase more
than $10,000,000 in securities of any one issuer, as such dollar amount is annually adjusted by
the Commission to reflect the change in the Consumer Price Index for All Urban Consumers
published by the Bureau of Labor Statistics of the Department of Labor™

To the extent that this legislation would reduce the costs, it would be another positive step for
further enhancing the incentives and resources for investing in entrepreneurial ventures,

Conclusion

In conclusion, it’s worth highlighting whom exactly benefits from increased regulation. The
assumption too often is that the average person — in this case, the small investor — is helped. But
in reality, increased regulatory costs tend to protect large, established businesses, while raising
costs of entry for new, entrepreneurial, small businesses. That certainly is not good news for the
average investor. Consider what was reported by The Wall Street Journal editorial page in
February 2015:

“On Tuesday at an investor conference, the Goldman Sachs CEO explained how
higher regulatory costs are crushing the competition.

“More intense regulatory and technology requirements have raised the
barriers to entry higher than at any other time in modern history,” said Mr.
Blankfein. “This is an expensive business to be in, if you don’t have the market
share in scale, Consider the numerous business exits that have been announced by
our peers as they reassessed their competitive positioning and relative returns.” ...

“While the Goldman boss wasn’t endorsing all of the added directives
from Washington, he said his bank is ‘prepared to have this relationship with our
regulators’—and the regulators are prepared to have a deep relationship with
Goldman—"for a long time.”

“None of this will surprise our readers, who understand that one goal of
Dodd-Frank was to turn big banks into the equivalent of financial utilities. ..
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Goldman can afford to hire battalions of lawyers and lobbyists to commune with
regulators...”

The JOBS Act amounted to a clear push in the opposite direction, that is, in the direction of
reduced regulation and lower costs expanding opportunity for entrepreneurs to raise much-
needed financial capital, and to expand opportunities for investors, lenders and crowdfunding
facilitators. The idea is to expand entrepreneurial opportunities in the financial arena, and in the
broader economy. These four legislative measures — H.R. 4850, H.R. 4852, H.R. 4854, and H.R.
4855 — would make further headway in a positive, pro-entreprencur direction.

Thank you for your time and attention. I look forward to your questions and further discussion.

15
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Thank you, Chairman Garrett, Ranking Member Maloney, and Members of the Subcommittee
for the opportunity to discuss developments in the early stage fundraising environment.

I’m here as the Chief Operating Officer of AngelList, a web site and service that connects
companies seeking funding with angel and professional investors,

Since the JOBS Act was passed in 2012 and the Securities and Exchange Commission (SEC)
issued several clarifying no-action letters in 2013, AngelList launched what we call our
“Syndicates” product. This product allows an experienced accredited investor, who is putting
their own money into an early-stage startup, to make that investment available to other angels
and professional investors online. Those investors who decide to participate are grouped into a
venture fund that follows along with the lead investor and compensates them as VC funds do —
with a percent of the profits if the investment is successful and nothing if it isn’t.

We launched our first Syndicate in September 2013. Since then, we have helped over a quarter
billion dollars in capital reach early stage startups through the AngelList platform. While that
number seems small by Wall Street standards, keep in mind these are brand new companies that
just need a little capital to get off the ground — in this case, that represents almost 1,000
companies that were launched in part using the online fundraising techniques the JOBS Act and
subsequent clarifications allowed. And we are just one of many players. While we focus
primarily on technology companies, others such as CircleUp focus on consumer products
companies, and many more.

Of course, it was called the JOBS Act because it was intended to create jobs. The first priority
for startups after raising money is using that money to hire. We launched AngelList Talent to
belp bring together the startups who recently raised money with the talent that can help them
grow. At this point, we place over 600 people a month into startup jobs they found via AngelList.

So first, I want to thank Congress, in particular the leadership of this Committee, Cong.
McHenry and the White House for the changes brought about by the JOBS Act and their
attention to capital formation issues. The companies that raised money on AngelList range from
those producing electric bicycles to Uber, from Spire Global that launches and rents imaging
satellites by the hour to Cruise Automation which GM just paid over a billion dollars to acquire
so that they can compete in self-driving automobiles. If capital formation does its job right, these
startups are not only creating more jobs, but they are also producing innovations that affect our
daily lives.

Sccond, I want to discuss a few of the bills under consideration that are aimed at improving some
parts of the JOBS Act in ways that are aligned with the original intent.

Specifically, I will speak to HR 4854, known as the “Supporting America’s Innovators Act of
20167, HR 4855, the “Fix Crowdfunding Act”, and HR 4852, the “Private Placcment
Improvement Act”.
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The original JOBS Act raised the cap on investors in a privately-held company from 500 to
2,000 investors. This was a welcome change that helped companies go public only when ready.
However, the limit on the number of investors acting as a coordinated group to invest in a
company remained at 99, where it’s been since 1940. With online fundraising and general
solicitation becoming more common because of the JOBS Act, companies are bumping up
against this limit more frequently. The limit of 99 investors now acts as a brake on the amount
of sophisticated, accredited capital that is flowing into companies. On our platform alone, we
have hit the total mvestor limit dozens of times and well before securing the total amount of
money the company wanted to raise, leaving tens of millions of dollars on the table that did not
go into startups. And we are not alone — as large as we are, we represent a small proportion of the
capital invested in startups. The Angel Capital Association also has many member angel groups
that bave over 100 members — and thus need to exclude members and reduce the amount raised
for the companies.

In line with raising the 500 cap to 2,000 for companies, we believe that raising the 99 investor
cap to 500 for investment LLCs designated for would help with capital formation at that stage.
HR4854 updates that law for today’s technologies and investiment opportunities.

The next issue 1 wish to address is crowdfunding. While AngelList has been fortunate to thrive
and succeed without unaccredited crowdfunding, we have been able to experiment with
investments targeted to larger groups of investors. As a result, we have settled on techniques that
protect investor’s interests while still encouraging capital formation for good companies.
Unfortunately, some of those techniques to protect investors would not be legal under the final
crowdfunding rules. HR 2855, the “Fix Crowdfunding Act,” would go a long way towards
improving the underlying crowdfunding measure adopted four years ago. We filed comments
with the SEC based on our experience suggesting ways to better align the statute with the
realities of how companies raisc money today. I have attached AngelList’s letter to the SEC as
an appendix and ask that it be a part of my testimony.

The first set of suggestions address an issue that complicates effective crowdfunding
implementation: crowdfunding shouldn’t be so onerous for companies that it becomes a “last
resort” for those that can’t raise money elsewhere. Making it perfectly safe but guaranteed to lose
money in the aggregate would not be a good outcome for the companies nor do we think it would
reflect the vision articulated by the Congress.

HR 4855 addresses the burden in several ways:

. The original act required all companies to bear the legal and accounting costs of
preparing for a crowdfunding campaign even if their campaign failed. On AngelList, less
than 10% of companies trying to raise succeed, so it’s important to put the costs only on
the companies that already know they will raise. HR4855 contains a “test the waters”
provision that allows companies to gather interest prior to going through the legal and
accounting steps (but still requires them before company takes any money).
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2. The SEC’s final crowdfunding regulations contained a provision that required companies
to register, similar to a pubic company, within 2 years of crossing $25 million in assets if
they had 500 or more unaccredited investors (the so-called “12g problem”). That would
dissuade later investors from investing in fast-growing companies if doing so would put
the company in a 24-month path to meeting public company requirements; the very
companies the need the most money to grow would be dissuaded from raising it because
of the carlier registration requirernent.

The second set of issues were suggestions to improve investor protections in the law by applying
lessons we learned from allowing larger groups of aceredited investors to invest.
1. Portals should have more leeway in who to include. This bill goes part way there by
specifying that any evidence of fraud would be disqualifying.
2. As written, the current JOBS Act version of crowdfunding forbids the use of what 1
described earlier in my statement as “Syndicates”, where a fund is formed to look out for
- the interests of the investors (and compensated transparently to do so). This bill allows
single-security venture fnds to be used as a vehicle for the investors. It simply brings the
protections afforded to accredited investors to the unaccredited investors where they are
likely to be even more necessary.

Finally, on HR 4852, the “Private Placement Improvement Act”, we have also attached our letter
to the SEC as an appendix to my testimony and ask that it be included in the written record. The
changes to Reg D financing that the SEC was considering would be very impractical for startups
- the very companies the JOBS Act was intended to help. Startups learn by copying one another.
Sceing a successful company talk about their financing publicly would lead another to do so.
Today, that would be called general solicitation and the company would have to verify the
accredited status of their ultimate investors. If the proposed changes requiring Form D filing 15
days in advance of discussing a financing were adopted, however, that same company could be
banned from using Reg I to finance their company at all. This seems against the spirit of the
JOBS Act and we believe there are much better way to get at the stated goals of the proposed
changes. HR 4852 would clarify for the SEC the methods that they can use to achieve those
goals and would be a welcomed by the startup community.

Thank you very much for this opportunity to share AngelList’s experience since the passage of
the original JOBS Act and for your continued attention to the issues affecting capital formation
for very young companies that don’t usually have a voice. This is an unusual area in that the
companies hurt the most by high friction in capital formation don’t exist yet; with your continued
support we hope thousands more of them can begin to make use of the JOBS Act to do what
Congress originally intended: making it easier for good companies to raise capital and to create
jobs.
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Via electronic mail at rule-comments@ sec.gsov

January 24, 2014

Ms. Elizabeth M. Murphy

Secretary

Securities and Exchange Commission
100 F Street, N.E.

Washington, D.C. 20549

Re:  Crowdfunding
File No. §7-09-13

Dear Ms. Murphy:

Thank you for the opportunity to provide comments to the Securities and
Exchange Commission on its proposed rules for Crowdfunding.

AngelList is a web-based platform that helps connect startups in need of financing
with accredited investors. While we operate only with accredited investors, we believe
that our experiences operating a platform that is in some ways similar to what’s
envisioned under the Crowdfunding rules may help inform your deliberations as you
work on the new Crowdfunding rules.

Over time, we have developed a set of mechanisms that work well for a large
investor base to ensure that things flow smoothly and without fraud on both the investor
and company side. While there are many alternative ways to accomplish the same thing,
we do believe that allowing platforms like ours to extend a similar model to the crowd
would be valuable.

We were very pleased to see that the Crowdfunding regulations do allow a
simultaneous Reg D offering; this will allow the crowd to get the benefit of a
sophisticated investor group vetting the company and terms.

We believe there are scveral improvements that could further improve the
likelihood of a functioning Crowdfunding marketplace within the scope of the JOBS Act:

1. Allow issuers to “test the waters”. The proposed regulations don’t allow
companies to “test the waters” by seeing what investor interest would be before
bearing the regulatory expense. We belicve the same investor protection goals
could be met by requiring the disclosures, bad actors checks, etc., 15 days before
accepting cash rather than before just soliciting interest. Using the SEC’s own
regulatory burden cstimates, the current regulations would imply $350,000 of
expenses for every successful raise if Crowdfunding issuers see the same success
rate as open non-equity crowdfunding portals or foreign equity crowdfunding
portals (1 success for every 10 trics, but with all 10 companies bearing the costs
of trying).
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2. Allow Funding Portals to curate oppertunities. While we are mindful that the
law bans “investment advice or recommendations” from Funding Portals, we arc
looking to the Commission to clarify the line between curation and
recommendation. We believe the proposed regulations go too far by banning any
form of judgment, including which issuers to allow on the Funding Portal.

AngelList would not function if we could not provide that service for accredited
investors. We do not make recommendations to our investors (they would ignore
them if we did). However, investors value that we rank order investments by
likelihood of interest to them and only feature or notify them of those most likely
to be worth reviewing. With near 100,000 companies, the site would fail if we did
not, as investors would find themselves seeing poor quality businesses next to
great startups. The net effect would be the same as your email provider or ISP not
being allowed to provide the service of filtering out spam. Your ISP is not
“recommending” the emails that pass the filter, but if they didn’t provide that
service, you would be awash in junk.

Our ability to use our judgment to sort, filter, and feature (while not crossing over
into telling investors what they should and shouldn’t invest in) is critical to the
fact that over 1,300 companies have found investors on AngelList and we have
reported instances of fraud. I would be very concerned about removing that
important protection from the market, which the current proposal appears to do.

Likewise, I'm uncertain what protection is added by banning the intermediary
from that critical function. There is a very important distinction between
screening & sorting (which is done absent any judgment to customize to specific
users or to identify specific portfolios to invest in) as separate from
recommendations or investment advice (whereby we would select specific
companies for investors and recommend they buy into them).

3. There should be no “issuer liability” for the intermediary. The JOBS Act s
quite specific about liability. For example, it extends the definition of issuer to
include individuals associated with the company. However, it does not place
additional liability on the intermediary. We were surprised to see an opinion in the
regulations that the intermediary bears liability as an issucr. When combined with
the ban on Funding Portals choosing who can be an issuer on the platform, this
appears to make Funding Portals untenable.

4. Encourage intermediaries to take equity for services, The current proposal
bans the intermediaries from taking equity in the underlying company in return
{or services. So long as the program was consistently applied without judgment
by the intermediary, the net cffect would purely be to align the interests of the
intermediary with the investor. In a market characterized by such extreme
information asyrmetries, this is an important investor protection. The proposals
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appear to go to the other extreme and ban this important investor protection in a
way that doesn’t appear to be based on the requirements of the law.

We would be happy to make ourselves available to discuss our views on this at
more detail at your convenience if you would like to know more about how AngellList
handles the investor protection issues that arise in a marketplace similar to this one.

Sincerely,

s

al Ravikant
CEO, AngelList
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Via electronic mail at rule-comments(@ sec.gov

August 12, 2013

Ms. Elizabeth M. Murphy

Secretary, Securities and Exchange Commission
100 F Street, N.E.

Washington, D.C. 20549

Re:  Amendments to Regulation D, Form D and Rule 156 under the Securities Act
File No. $7-06-13

Dear Ms. Murphy:

Thank you for the opportunity to provide comments to the Seccurities and
Exchange Commission on its proposed amendments to Regulation D under the Securities
Act of 1933, and Form D!

AngelList is a web-based platform that, among other things, helps accredited
investors connect with startups in need of financing. Congress sought to encourage
platforms precisely like AngelList by passing Section 201(c) of the Jumpstart Our
Business Startups Act (the “JOBS Act”). With over 100,000 startups on AngelList and
almost 20,000 accredited investors, we have a view into how most modern technology
startups finance the early stages of their growth.

We are concerned that the newly proposed Form D filing rules could create
disastrous unintended consequences for the startup community. We will explain how the
proposed rules are a poor mix with modern startup financing and suggest some
alternatives that better support the stated goal of monitoring general solicitation financing
activity.

AngelList would be happy to discuss any of our concerns or recommendations
further as you develop your proposcd regulations on this matter.

Overview of Modern Startup Financing

The proposed rules appear to be tailored to how Wall Street raises funds, not the
startup community. If the issuer generates a detailed Private Placement Memorandum
(PPM) and circulates it to a varicty of investors, then most of the steps detailed in the
proposal may not be difficult: just filc a Form D 15 days before you circulate the PPM,
file the PPM with the SEC, and amend the Form D when the financing is complete. The
fact that non-compliance is severely punished is not a concern in this scenario, because
the issuers, investment banks, and law firms know and implement the rules carefully.

! See Amendments to Regulation D, Form D and Rule 156 under the Securitics Act, 78 Fed. Reg.

44806 (July 24, 2013) (the “Release™).
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However, the same rules applied to early stage startups will prevent them from
forming. Since young companies are responsible for most of the job growth in the US, we
believe this is against the spirit of the JOBS Act. Modern entrepreneurs usnally are not
well-financed business people; they are engineers and designers who realize their idea is
growing fast enough that they need capital to feed it. They often need small amounts of
capital (less than $1 million) and can’t afford the lawyers, investment bankers and broker
dealers the proposed rules imply must be available to them. The proposed requirements
involve many technical legal determinations, which most startups will not be able to
afford at that stage. Because the rules are written with well-financed and well-lawyered
issuers in mind, the result will be inadvertent non-compliance by otherwise well-meaning
startups. Combined with the stiff penalties, this can prevent the early stage startups from
fandraising entirely We believe the requirements should take into account the more
limited resources of the startup community.

Unlike the Wall Street fundraising envisioned by the proposed rules,
entreprencurs are open to fundraising throughout their growth. In most cases, that’s
before they even have a lawyer (and they rarely, if ever, use bankers for this stage). The
materials are usually pictures of the product in action, a constantly-updated profile on a
site like AngelList, and links to bios of founders and others associated with the company.
Investor questions and concerns are addressed transparently and instantly by
modifications to the materials, emails, or postings on private forums. If investors keep
asking about potential market size, for example, the startup will add a few sentences to
their overview, or a slide to a presentation available online.

In that environment, rules that may be easy for Wall Street are a death sentence
for startups. They are easy to break accidentally and the penalty for noncompliance is
severe. There isn’t a “start” to a formal financing round that a startup controls. They are
constantly testing the waters to see whether their venture is far enough along that it can
attract investor interest at a high enough valuation. Over time, startups “soft circle”
investors and know they have enough interest to close a financing. The lead investor or
startup proposes terms then a close happens very quickly. Chance meetings or
opportunities to promote your startup rarely come with a 15-day advance notice built in.
More importantly, many entrepreneurs will see others publicly discussing fundraising and
will do the same — without filing papers first, since they didn’t know it was required.
Fundraising startups aren’t profitable yet, so the penalty for non-compliance - a one-year
financing ban — often means death for the startup.

There isn’t a PPM. Materials entrepreneurs share with mvestors change daily —
transparently, since investors are often following the startups on Angellist and arc
notified of the changes. This transparency supports good investment decisions. At
AngelList, we’ve facilitated introductions that have resulted in over 2,000 financings
with zero reported cases of fraud. That transparency disappears if entrepreneurs are told
that every change the public can see requires a new SEC filing (the rule “510T”).
Ironically, this will have the impact of moving information flow to conversations only,
where it can’t be monitored — the exact opposite of transparency.
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There is an irony in these proposals. The stated reason for them is to track gencral

solicitation financing activity - the very activity that is now entirely out in the open and
trackable on sites like AngelList without needing additional regulation. The net effect of
these proposals will be reduce transparency and real-time communication rather than
merely measuring it as it happens.

Alternative Solutions

To summarize the problems that the proposed regulations will imposc on the startup
community:

The requirement to file a Form D 15 days prior to the financing, or at the close of
financing even if a financing doesn’t close, is meaningless in our world. Startups
are always financing.

The requirement to formally file all written materials provided to investors with
the SEC is not feasible in a world where the materials are updated continuously.

The requirement to include disclosures every time you mention a financing
doesn’t work for most places those appear (try tweeting boilerplate legal text in
140 characters, or requiring reporters to include it in stories).

These technical legal requirements place burdens on startups at a stage before
they may have legal advice, and the very severe penalty for non-compliance (not
fundraising for a year) is a death penalty for a not-yet-profitable business.

Specifically relevant to AngelList, “affiliates” or “promoters” of startups that
violate these rules are also subject to penalty. Given our neutral role, we are
concerned that a broad interpretation there could lead us to accidentally be swept
up in this. With over 100,000 companies I'm quite certain at least one will
accidentally miss something and not cure with the SEC, potentially barring
offerings by AngelList and all other companies listed on AngelList for one year.

We believe the SEC can monitor financing activity even better without putting the
startup ccosystem at risk. Here are some suggestions that overcome the specific problems
outlined above:

Allow third parties to do the filing on issuer’s behalf via APP. Sites like
AngelList can automatically register, via API, some very simple data with the
SEC: Company, founder, contact information, date when they tumed on
financing, optional URL to view financing materials. We can help both
communicate the new regulations and facilitate compliance with them. This

% An AP1 (application programmer interface) allows a program to automaticaily communicate with another
program. In this case, AngelList’s site could automatically file the correct information with the SEC in the
normal course of an entreprencur kicking off fundraising. To really encourage compliance, filing
requirements should be limited to information already collected while setting up a profile.
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only works if we don’t have to collect heavyweight information envisioned in a
Form D — just a lightweight “we’re raising” sent at any time up to close.

2. Allow the company (or a third party like Angellist) to hold the financing
materials so the SEC can access them. Companics should just nced to give the
SEC a simple URL where most of the financing activity happens, as opposed to
making a formal filing with the SEC every time an update is made. Angell.ist
or other sites can keep change logs so the SEC can see what the materials
looked like at a point in time.

3. Only require legends and disclosures when terms are comununicated.
Acknowledging the existence of the financing somewhere publicly (media,
Twitter, conferences, ete.) shouldn’t require legends and disclosures.

4. Drop the 15-day-in-advance before financing rule entirely. This creates a
minefield for startups without actually helping anybody — even the SEC states
that they won’t review the materials at that time. Make the Form D filing “after
the fact” as it is today.

5. Den’t impose death penalties for noncompliance. Instead, reduce the costs of
compliance. The reason for the high non-compliance rates in the venture and
startup community is that the information made public by the Form D is usually
highly confidential. Startups often want to control the timing of their financing
announcement and prefer not to reveal amounts raised for competitive reasons.
If more of the Form D information was confidential rather than public,
compliance rates would jump dramatically.

6. Don’t be overly broad in the penalty application. There are many businesses
like AngelList, incubators, and VCs that surround startups. These businesses
are built to avoid getting in the way of a startup’s autonomy — they should not
be penalized for activities that a startup undertakes on their own that the
business can’t control. The current penalties seem to apply broadly; any
penalties should be applied only to the entity that doesn’t comply, not to all of
the supporting businesses surrounding it.

Thank you for your attention to these matters. We remain excited by the opportunities
new startup companies will have to reach capital and grow more quickly. We just want to
make sure the SEC can mect the public needs without accidentally harming the startup
community we believe the JOBS Act was intended to foster.

We would be happy to make ourselves available to discuss our views on this at more
detail at your convenience. We believe that implemented correctly, the JOBS Act will be
a boon to the startup community, and are willing to help in any way we can.

Sincerely,

wﬁ//'(kagt?“

CEQ, AngellList
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Analysis
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Fix Crowdfunding Act
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J. Robert Brown, Jr.}

Micro Offering Safe Harbor Act. The proposed legislation would add a number of new
exemptions to the Securities Act of 1933 (“1933 Act™). Adoption of these exemptions would
result in a significant change in the operation of the 1933 Act.

The legislation would exempt from registration sales of securities by an issuer that met
one or more of the following requirements: (1) purchasers had a “substantive™ preexisting
relationship with an officer, director or 10% shareholder of the issuer; (2) there were no more
than, or the issuer “reasonably believes that there are no more than”, 35 purchasers during a 12
month period; or (3) the “aggregate” amount of securities sold by the issuer during a 12 month
period did not exceed $500,000.

First, although the proposed legislations refers to “micro” offerings, there is no guarantee
that offerings under the exemptions will in fact be “micro.” With respect to sales to persons with
preexisting relationships and sales to no more than 35 investors, there is no limit on the dollar
amount that can be raised. As a result, the dollar amounts may be significant.? With respect to
sales to persons with preexisting relationships or in offerings raising less than $500,000, there is
no limit on the number of investors. Particularly in the case of preexisting relationships,
promoters could raise an unlimited amount of capital from an unlimited number of investors.

Second, nothing in the proposed exemptions ensures that sales are made to persons who
understand the risks of the investment or who have the financial ability to withstand the loss.
Investors are not required to be accredited or sophisticated or to be given information about the

} Professor of Law and Director of the Corporate & Commercial Law Program, University of Denver Sturm College of
Law; Secretary, Investor Advisory Committee, Securities and Exchange Commission.

* Offerings involving a small number of investors can still raise significant sums. See In re Daspin, Exchange Act
Release No. 74799 (admin proc. April 23, 2015} (allegations that unregistered offering “raised a total of $2.47 mitlion
from seven investors™).
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risks associated with the investment. Unlike the crowdfunding exemption® or Regulation A+,*
nothing in the proposed legislation seeks to cap the amount of losses that an unaccredited or
unsophisticated investor may incur in connection with an exempt offering.

The proposed exemption for those with a “substantive” preexisting relationship does
apparently require some type of nexus between the investor and the company. Nonetheless, the
term is not defined and does not guarantee that, as a result of the relationship, investors will be
knowledgeable about the business of the company or will understand the risks of the investment.
The exemption could apply, for example, to offerings made by bad actors who create
relationships by joining affinity organizations (such as churches) and then sell unregistered
securities to the members.®

Third, exemptions are unaccompanied by any requirements designed to protect
investors.® There is, for example, no restrictions on the use of general solicitations (blast emails
and social media). Where general solicitations are otherwise permitted, they are usually
accompanied by other requirements designed to protect investors. Rule 506(c) allows general
solicitations but requires that purchasers be accredited and that issuers take “reasonable steps™ to
ensure that they have such status.”

No similar protections are included in the proposed legislation. Those relying on the
exemptions, including unscrupulous promoters, could, therefore, use general solicitations to
target unsophisticated investors. The Commission in the 1990s allowed general solicitations for
offerings under Rule 504 of Regulation D (offerings up to $1 million).? The SEC, however,
became concerned that the changes facilitated fraud’® and, as a result, re-imposed the prohibition
on general solicitations.'®

3 Exchange Act Release No. 76324 (Oct. 30, 2015) (“under the final rules, an investor will be limited to investing: (1)
The greater of: $2,000 or 5 percent of the lesser of the investor's annual income or net worth if either annual income or
net worth is less than $100,000; or (2) 10 percent of the lesser of the investor's annual income or net worth, not to exceed
an amount sofd of $100.000, if both annual income and net worth are $100,000 or more.”).

* Rule 25 H{d}2)(iC), 17 CPR 23025 {dX2)(XC). See also Securities Act Release No. 9741 (March 25, 2015) (under
Regulation A+, “nonaccredited, non-natural persons are subject to the investment limitation [in Tier 2 offerings] and
should calculate the Timitation based on no more than 10% of the greater of the purchaser’s revenue or net assets (as of
the purchaser’s most recent fiscal year end)”).

* For a discussion of affinity fraud, see htips://www.sec.gov/investor/pubs/affinity.htm

¢ For example, unlike Rules 505 and 506 of Regulation D, Regulation Crowdfunding, and Regulation A+, the
exemptions are not subject to the bad actor provisions.

7 Rule 506(c), 17 CFR 230.506(c).

§ See Securities Act Release No. 7644 (Feb. 25, 1999) (“The [1992] amendments eliminated all restrictions on the
manaer of offering and on resales under Rule 504. As a result, a non-reporting company could offer up to $1 million of
securities in 2 12-month period and be subject only to the antifraud provisions of the federal securities laws. General
solicitation and general advertising were permitted for all Rule 504 offerings.”).

? See Exchange Act Release No. 8828 (Aug. 3, 2007) (“The Commission had been concerned for some time with abusive
practices in Rule 504 offerings, many of which involved *purmp and dump’ schemes for securities of non-reporting
companies that traded over the counter.”); see also Securities Act Release No. 7644 (Feb. 25, 1999) (“Unfortunately,
there have been recent disturbing developments in the secondary markets for some securities initially issued under Rule
504, and to a lesser degree, in the initial Rule 504 issuances themselves.”).

10 See Securities Act Release No. 7644 (Feb. 25, 1999) (“As amended, the rule establishes the general principle that
securities issued under the exemption, just like the other Regulation D exemptions, will be restricted, and prohibits
general solicitation and general advertising, unless the specified conditions permitting a public offering are met.”}.

2
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Fourth, the adoption of the proposed legislation will likely result in the migration of a
significant number of offerings currently made under exemptions that provide investors with
some transparency and some protection to those that do not. SEC data shows that “the vast
majority of Regulation I) offerings™ likely involve investors with preexisting relationships with
the company or management.!" Similarly, many offerings under Regulation D involve Jess than
35 investors.'? The proposed exemptions could and often would likely be used in place of
offerings currently made under Rule 506 or Section 4(a)(2) of the 1933 Act.

Private Placement Improvement Act of 2016. The proposed legislation would
essentially prohibit the SEC from requiring more than a single Form D in connection with an
offering under Rule 506. The proposed legislation would also prohibit the SEC from
conditioning the availability of “any” exemption under Rule 506 on the filing “with the
Commission™ of a Form D “or any similar report” and from requiring the filing of general
solicitation materials under Rule 506(c) except when the Commission requested the materials
under specified sections of the securities laws.!?

The proposed legislation raises a number of concerns.

First, the approach is inflexible and narrow in application.'® While the SEC only requires
a single Form D and currently does not condition the exemption on the filing of the Form, the
proposed legislation would lock in this approach, depriving the SEC of the flexibility to respond
to changed circumstances.”

Second, the proposed legislation seeks to regulate the timing of the filing of the Form D
by prohibiting the filing of a notice “no earlier than the date of first sale of securities in the

Y See Securities Act Release No. 9416 (July 10, 2013) (“the vast majority of Regulation D offerings are conducted
without the use of an intermediary, suggesting that many of the investors in Regulation D offerings likely have a pre-
existing refationship with the issuer or its management because these offerings would not have been conducted using
general solicitation.™).

'* See Exchange Act Release No., 69959 (July 10, 2013) (“More than two-thirds of these offerings [under Rule 506] have
ten or fewer investors, while less than 5% of these offerings have more than 30 investors.™).

' The proposed legislation would also prohibit the application of the requirements of Rule 156 to “private funds.”

17 CFR 230.156. Finally, the fegislation compels the Commission to define as an accredited investor a
“knowledgeable employee” of a private fund or the fund’s investment adviser “for purposes of a Rule 506 offering

of a private fund with respect to which the person is a knowledgeable employee.” Whatever the merits to the
proposed change in the definition of accredited investor, revisions should be left to the Commission as part of a
comprehensive reexamination of the definition. See J. Robert Brown, Jr., Reforming the Definition of Accredited
avestor and Business Development Companies, Testimony before the House Subcommittee on Capital Markets and
Government Sponsored Enterprises, June 16, 2015, availuble at
hitp://papers.ssm.com/sol3/papers.cfm?abstract_id=2619739

" The proposed legislation, for example, applies for the most part to offerings under Rule 506. As a result, nothing in
the proposed legislation regulates the SEC's authority with respect to Rules 504 or 505 under Regulation D. In those
cases, the SEC could require the filing of multiple versions of Form D and could condition the availability of the
exemption on the filing of the forms.

'* Indeed, these initiatives would have the effect of preventing the adoption of amendiments to Rule 506 proposed by the
SEC in 2013. See Securities Act Release No. 9416 (fuly 10, 2013).

3
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offering.”'® As a result, the Commission will be unable to collection information on issuers that
engage in offerings but do not actually sell securities.'” The lack of information will interfere
with the SEC’s understanding of the use of Regulation D and potentially interfere with the SEC’s
ability to effectively regulate offerings under Rule 506.

Third, by providing that the failure to file the Form D cannot result in the loss of the
exemption under Rule 506 (which is currently the case but the SEC’s rule proposal could change
that), the proposed legislation eliminates a significant mechanism for ensuring that issuers in fact
file the Form D. The current absence of meaningful penalties for the failure to file the Form D'8
has resulted in substantial noncompliance with the filing requirement.™

Noncompliance raises substantial concerns. It creates significant gaps in the data
provided to the SEC about the actual use of Rule 506 and interferes with the development of
efficient and effective regulation. The Commission has indicated a desire to “develop risk
characteristics regarding the types of issuers and market participants that conduct or participate
in Rule 506(c) offerings. . " With substantial noncompliance in the filing of the Form D, these
characteristics will be much harder, if not impossible, to develop.

Noncompliance also affects investors. The Form D may provide the only available source
of public disclosure about the issuer or the offering.?! Form I includes information about the
size of the issuer, the industry group, the principle place of the business, sales commissions and
finders fees, and the identities of directors and executive officers.”? The failure to file the Form,
therefore, can deprive investors of important information useful in making an informed decision
on whether to participate in an offering under Rule 506.

' The requirement applies to notices filed “with the Commission.” Presumably, the requirement does not apply to
filings with other agencies or self-regulatory organizations such as FINRA. See FINRA Rule 5123 (requiring members
to file certain materials in connection with private placements).

V7 Securities Act Release No. 9416 (July 10, 2013) (“Currently, Form D is required to be filed only after the first sale of
securities, which means that issuers that offered securities, but did not complete a sale, are not required to file a Form D,
thereby limiting the Commission’s ability to determine which issuers are facing challenges raising capital under Rule
506(c) and whether further steps by the Commission are needed to facilitate issuers’ ability to raise capital under Rule
506(c).”). Similarly, the prohibition on the filing of general solicitation materials would likewise deprive the SEC on
information about ongoing practices that could facilitate more effective regulation.

¥ The failure to file the Form can resuli in the loss of the exemption only if the issuer is subject o a court order. See
Rule 507, 17 CFR 230.507.

' See Securities Act Release No. 9416 (July 10, 2013) (“We understand that some issuers are not making a Form D
filing for Rule 506 offerings because the filing of Form D) is not a condition of Rule 506.”). The Division of Economic
and Risk Analysis (DERA) did a study and found substantial noncompliance with the filing of the Form. DERA
concluded that approximately 9% of the offerings disclosed in FINRA filings by brokers “did not have a corresponding
Form D” while “as many as 11% of the private funds advised by registered investment advisers did not file a Form D
when relying on the Regulation D exemption.” /d. The statistics likely understate the degree of noncompliance. See
Brown, supra note 13.

0 Securities Act Release No. 9416 (July 10, 2013).

! Exchange Act Release No. 57280 (Feb. 6, 2008) (“Form D filings also have become a source of information for
investors.™). Most companies relying on Rule 506 are not public and, as a result, do not file periodic reports. See
Securities Act Release No. 9416 (July 10, 2013) (“Reporting companies account for 2% of the total amount sold
through Regulation D, on average, although this varies significantly by year™).

= A copy of the Form is here: https:/www.sec.gov/about/forms/formd.pdf

4
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Finally, the benefit of the proposed legislation to issuers is unclear. The filing of the
Form D imposes no meaningful burden on issuers. The Form is executed online, is designed to
be casy to fill out and file,” and provides information “quickly. reliably, and securely.”* The
cost savings arising from the elimination of multiple filings of the Form D are, therefore, likely
to be negligible.

Fix Crowdfunding Act. The proposed legislation would amend the existing exemption
for crowdfunding offerings by: (1) increasing the offering cap from $1 million to $5 million, (2)
increasing the limits on the amount investors can annually invest in crowdfunding offerings, (3)
reducing the standard of liability for funding portals, (4) defining circumstances that will
constitute a “reasonable basis™ for disqualifying issuers on a portal, (5) clarifying the obligations
to reduce the risk of fraud, (6) reducing the risk of liability for funding portals, (7) reducing
Commission discretion with respect to the applicability of Section 12(g)(6) to crowdfunding
securities, (8) allowing single purpose funds, and (9) authorizing issuers to engage in
“solicitations of interest.”

The title of the legislation suggests the need to “fix” the existing crowdfunding
exemption. The implementing rules, however, have not yet gone into effect.™ As a result, the
decision about what to “fix” is not influenced by actual practice. Legislation in this area should
wait until empirical evidence more clearly demonstrates the areas, if any, that need legislative
revision. This is particularly true with respect to the changes in liability for funding portals, the
elimination of SEC rulemaking authority under Section 12(g)(6) of the Exchange Act (15 U.S.C.
781{2)(6)), and the allowance of single purpose funds to engage in crowdfunding offerings.

Nonetheless, there are some provisions in the proposed legislation that raise immediate
concerns. Foremost, the proposed addition of “the greater of” language has the potential, at least
in some cases, to increase the investment limits currently in place in a manner that can impair
retirement assets.

‘The most significant protection for investors in the crowdfunding exemption is the [imit
on the amount that can be invested over a 12 month period. The limit is expressed as a
percentage (cither 5% or 10%) of an investor’s income or net worth.2® Regulation Crowdfunding
provides that, in calculating the percentage, the percentage should be based upon “the lesser of”
the investor's income or net worth. As a result, an investor with $50,000 in income and
$750,000 in retirement assets can invest 5% of the lesser of the two amounts. An investor could,
therefore, invest 5% of $50,000 ($2500).

2 Fillable forms have been descried as “convenient,” see Securities Act Release No. 9741 (March 23, 2015), and “casy
to fill out. .. Securities Act Release No. 9497 (Dec. 18, 2013) (noting that proposed fillable form under Regulation
Crowdfunding “would capture key information about the issuer and its offering using an easy to fill out online form,
simifar to Form D).

* See Securities Act Release No. 8891 (Feb. 6, 2008) (“*We believe these system features, among others, will help
facilitate a relatively easy-to-use filing process that will deliver accurate information quickly, reliably, and securely.™).
* The rules and forms were made effective on May 16, 2016, Exchange Act Release No. 76324 (Oct. 36, 2015).

¢ See supra note 3.
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The proposed legislation would reverse this approach and allow the percentage to be
calculated on the basis of “the greater of” the net worth or income.?” The investor with $50,000
in income and $750,000 in retirement assets would, therefore, be able to invest up to $37,500
(5% of $750,000). In these circumstances, an investor with modest income seeking to invest the
maximum amount would at least sometimes replace conservative retirement assets with
securities in high risk crowdfunding ventures. This possibility would be of particular concern for
elders, retirees, and others who have amassed significant retirement assets while maintaining

modest income levels.

The provision in the proposed legislation that would permit a non-binding “solicitation of
interest” also raises concerns. The authority has the potential to circumvent the prohibition on
general solicitations under Section 4(a)(2) of the 1933 Act and Rule 506(b). The existing rules
in Regulation Crowdfunding permit issuers to make a general solicitation by advertising a
crowdfunding offering.2® Issuers can do so through the use of a “tombstone™ style notice.”® The
advertisement, however, applies to an actual offering and must direct investors to the online
platform where the offering is taking place.*

The “solicitation of interest” would allow issuers to broadly advertise the sale of
securities in the absence of an actual crowdfunding offering. Thus, expressions of interest would
presumably be directed to the issuer rather than an online platform. An issuer deciding not to
engage in a crowdfunding offering would be in a position to sell securities to these investors
under other exemptions, including Section 4(a)(2) or Rule 506(b).

Supporting America’s Innovators Act of 2016. The provision would provide that
“venture capital funds” that were “beneficially owned by not more than five hundred persons”
would be exempt from registration under the Investment Company Act of 1940 (“1940 Act™).
The “venture capital fund” cannot, however, “purchase more than $10,000,000 in securities of

» 31

any one issuer”.

Section 3(c)(1) exempts from registration under the 1940 Act certain investment

companics with fewer than 100 beneficial owners.3? The number represents a balance between
the burdens placed on an issuer in complying with the 1940 Act against the benefits to investors

¥ The Commmission considered both standards when adopting Regulation Crowdfunding. See Exchange Act Release No.
76324 {Oct. 30, 2015) (“some commenters supported a “greater of approach to implementing the two statutory
investment limits, while others supported a “lesser of” approach. After considering the comments received, we have
decided 1o adopt a “lesser of” approach.”™).

* Securities Act Release No. 9416 (July 10, 2613) (“the final rules do not impose limitations on how the issuer
distributes the notices. For example, an issuer could place notices in newspapers or post notices on social media sites or
the issuer’s own website.”).

17 CFR § 227.204.

%17 CFR § 227.204(b).

* Qualifying venture capital fund is defined in the proposed legisiation as “any venture capital fund (as defined pursuant
to section 203(1X(1) of the Investment Advisers Act of 1940 (15 U.S.C. 80b-3(1)(1}) that does not purchase more than
$10,000,000 in securities of any one issuer™.

#2715 U.S.C. § 80a-3(c)(1). In addition, the fund cannot be “making and does not presently propose to make a public
offering of its securities”,
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from registration.® The proposed legislation would alter this balance by significantly increasing
the threshold for one type of fund, qualified venture capital funds.

The increase to 500 raises concerns. Exempt funds were recently permitted to use
general solicitations to sell securities in offerings under Rule 506(c).** Investors can qualify as
accredited with a net worth of $1 million, something that can include farmland or retirement
assets. Moreover, to the extent learning about an offering through a general solicitation,
investors will likely have no preexisting relationship with the fund. Such investors will not
necessarily understand the risks associated with an investment in a venture capital fund. Asa
result, they will likely need and benefit from the substantive protections that accompany
registration under the 1940 Act.

1 See Paradise & Alberts, 1975 WL 9516 { October 27, 1975) (" This policy reflects a determination that, on balance, the
burden placed upon an issuer of complying with the Act together with the administrative burden on the Commission of
regulating the issuer outweigh the benefits to the public to be derived from registration.”).

* Securities Act Release No. 9415 (July 10, 2013)(“As we stated in the Proposing Release and reaffirm here, the effect
of Section 201(b) is to permit private funds to engage in general solicitation in compliance with new Rule 506{c) without
losing either of the exclusions under the Investment Company Act.”).

7
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; Jim Nussfe

Cradit Union National Association | President & CEQ
April 13,2016
The Honorable Scott Garrett The Honorable Carolyn Maloney
Chairman Ranking Member
Subcommittee on Capital Markets and Subcommittee on Capital Markets and
Government Sponsored Enterprises Government Sponsored Enterprises
United States House of Representatives United States House of Representatives
‘Washington, DC 20515 ‘Washington, DC 20515

Dear Chairman Garrett and Ranking Member Maloney:

On behalf of the Credit Union National Association (CUNA), thank you for holding this week’s hearing
on “The JOBS Act at Four: Examining Its Impact and Proposals to Further Enhance Capital Formation.™
CUNA represents America’s credit unions and their more than 100 million members.

Today, there are over 28 million small businesses in America that create the majority of our nation's new
jobs. Unfortunately, the current environment has made it increasingly difficult for America’s small
businesses to obtain credit. As you consider issues surrounding small businesses and job growth, we
encourage your support for two pieces of legislation: H.R. 1188, the "Credit Union Small Business Job
Creation Act," and H.R. 1422, the "Credit Union Residential Loan Parity Act."

Credit unions across the country want to be a greater resource to help consumers and our members stand
ready to support small businesses with increased access to capital. In order to do so, Congress needs to
remove the arbitrary barriers that severely restrict the ability of credit unions to provide loans to small
businesses, namely the statutory lending limits and a disparity in the treatment of certain residential
loans.

Under current law, credit unions are restricted from member business lending in excess of 12.25 percent
of their total assets. H.R, 1188, the “Credit Union Small Business Job Creation Act,” introduced by
Representatives Royce (R-CA) and Meeks (D-NY), would permit credit unions to more fully meet the
credit needs of America’s Smail Businesses by increasing the statutory credit union member business
lending (MBL) cap to 27.5 percent.

The current cap severely restricts the ability of credit unions to provide loans to small businesses at a
time when small businesses are finding it increasingly difficult to obtain credit from other types of
financial institutions, especially larger banks. A Small Business Administration report showed that 80
percent of lending created by increasing the cap would be new lending. In other words, credit unions are
offering small business loans that large banks simply will not provide.

In June 2015, the National Credit Union Administration (NCUA) issued a rule that will modernize the
antiquated and cumbersome MBL rule. These welcome changes to the rule allow for the installment of
modern commercial lending practices and streamline a credit union’s ability to serve their members
commercial credit needs. However, the rule does not lift the statutory cap that is currently in place; only
Congress can accomplish that goal.

cUnSiorg OFFICE LOCATIONS . Wa : Mudison. Wiseon:



108

Chairman Scott Garrett

Ranking Member Carolyn Maloney
April 13,2016

Page Two

Congress can also correct a disparity in the treatment of certain residential loans made by banks and
credit unions. When a bank makes a foan to purchase a 1-4 unit non-owner occupied residential
dwelling, the loan is classified as a residential real estate loan; however, if a credit union were to make
the same, it would be classified as a business loan and therefore would be subject to the cap on member
business lending under the Federal Credit Union Act.

H.R. 1422, the “Credit Union Residential Loan Parity Act,” introduced by Representatives Royce (R-
CA) and Huffman (D-CA), would amend the Federal Credit Union Act to provide an exclusion from the
cap for these loans. While we disagree that any statutory business lending cap is appropriate for
credit unions, surely if there is such a cap, it ought to be focused on business loans, not
residential real estate loans, The exclusion provided by this bill would be consistent with the
treatment of these loans proposed under the National Credit Union Administration’s pending
risk-based capital regulation. In addition, H.R. 1422 would authorize the National Credit Union
Administration to apply strict underwriting and servicing requirements for the loans.

Enactment of this legislation would not only correct this disparity but it would also enable credit unions
to provide additional credit to borrowers seeking to purchase residential units, including low-income
rental units. If this important legislation were enacted, credit unions would be better able to meet the
needs of their members and affordable rental housing would become available for more Americans.

Credit unions understand that in order for the economy to fully recover, small businesses need access to
credit. Credit unions have capital to lend because of a history of prudent and safe small business
lending, and a mission to help provide access to credit to their members, including their small business-
owning members. To help small businesses thrive, Congress needs to pass H.R. 1188 and FLR. 1422.

On behalf of America’s credit unions and their more than 100 million credit union members, thank you
for your consideration.

Sincerely,




