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Abstract

The adverse impact of the current securities disclosure regime on

small entrepreneurial and start-up firms, as well as on innovation, job

creation, and economic growth is substantial. Moreover, disclosure

requirements have become so voluminous that they obfuscate rather

than inform. This Heritage Foundation Backgrounder outlines a

program of interim reforms to improve the existing disclosure re-
gime. It recommends specific changes to Regulation A, crowdfunding,
Regulation D, and the regulation of small public companies and of
secondary markets to improve the current requlatory environment.
This Backgrounder also outlines a program of fundamental reform

that would dramatically simplify the existing disclosure regime to

the benefit of both investors and issuers. This proposal would replace

the current 14 disclosure categories with three disclosure regimes—
public, quasi-public, and private—and disclosure under the first two

categories would be scaled based on either public float or the number

of beneficial shareholders.

his Backgrounder examines the law and economics of mandato-

ry disclosure requirements both in connection with securities
offerings and the ongoing disclosure obligations of companies that
have issued securities. It discusses both interim reforms to improve
the existing disclosure system to the benefit of both investors and
issuers, and fundamental reform to create a much simpler, more
coherent disclosure regime. Disclosure requirements have become
so voluminous that they obfuscate rather than inform, making it
more difficult for investors to find relevant information. It is quite
clear that existing regulations, usually imposed in the name of
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KEY POINTS

m The current securities disclosure
regime has a substantial adverse
impact on entrepreneurship, inno-
vation, and economic growth.

m The existing rules contain at least
14 different categories of firms
issuing securities, each with a dif-
ferent set of exemption and disclo-
sure rules.

m Reasonable, scaled mandatory
disclosure requirements have a
positive economic effect. Aspects
of the current securities disclosure
regime harm, rather than help,
investors.

m Substantial improvements to
Regulation A, Regulation Crowd-
funding, Regulation D, and the
regulation of public companies
arerequired to improve the cur-
rent system.

m Because the benefits of mandatory
disclosure are so much smaller
than usually assumed, policymak-
ers need to adopt a more skeptical
posture toward the existing disclo-
sure regime. Fundamental reform
would dramatically reduce the
complexity and regulatory burden
of the current system and enhance
investor protection.
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investor protection,' go beyond those necessary to
deter fraud and achieve reasonable, limited, scaled
disclosure for firms. The existing rules have a par-
ticularly negative impact on the ability of entrepre-
neurial firms to raise the capital they need to start,
to grow, to innovate, and to create new products and
jobs.?

The existing rules contain at least 14 different
categories of firms issuing securities, each with a
different set of exemption and disclosure rules. The
categories are as follows:

m (1) Private companies using section 4(a)(2);

m (2)-(6) Private companies using Regulation
D (Rule 504, Rule 505 (with and without non-
accredited investors) and, primarily, Rule 506
(with and without non-accredited investors);?

m (7)-(8) Small issuer Regulation A companies
(two tiers);

m (9)-(1) Crowdfunding companies (three tiers);
m (12) Smaller reporting companies;

= (13) Emerging growth companies; and

m  (14) Fully reporting public companies.

Each of these categories has different initial and
continuing disclosure obligations. The rules also
create different classes of investors that can invest
in securities offerings, and a host of other obliga-
tions that vary across the 14 categories. The exist-
ing disclosure regime is not coherent: In many cases
smaller firms have greater disclosure requirements,
and the degree and type of disclosure differs signifi-
cantly by the type of offering even for firms that are
otherwise comparable in all meaningful respects.

The Core Purpose of Securities
Regulation

The core purpose of securities market regula-
tion is deterring and punishing fraud, and fostering
reasonable, scaled disclosure of information that is
material to investors’ choices. Fraud is the misrep-
resentation of material facts or the misleading omis-
sion of material facts for the purpose of inducing
another to act, or to refrain from action, in reliance

on the misrepresentation or omission.* A transac-
tion induced by fraud (misrepresentation) is not vol-
untary or welfare enhancing in that it would not be
entered into in the absence of the fraud (or would
be entered into at a different price).® Federal law
prohibits fraudulent securities transactions.® So do
state “blue sky” laws.”

The second important purpose of securities laws
is to foster disclosure to investors by firms that sell
securities of material facts about the company need-
ed to make informed investment decisions.® Appro-
priate mandatory disclosure requirements can pro-
mote capital formation, the efficient allocation of
capital and the maintenance of a robust, public, and
liquid secondary market for securities.” The reasons
for this are that (1) the issuer is in the best position
to accurately and cost-effectively produce informa-
tion about the issuer; (2) information disclosure
promotes better allocation of scarce capital resourc-
es or has other positive externalities;" (3) the cost of
capital may decline because investors will demand a
lower risk premium;'? (4) disclosure makes it easier
for shareholders to monitor management;*® and (5)
disclosure makes fraud enforcement easier because
evidentiary hurdles are more easily overcome.™

The baseline for measuring the benefits of man-
datory disclosure is not zero disclosure. Firms
would disclose considerable information even in
the absence of legally mandated disclosure. It is,
generally, in their interest to do so.” Even before
the New Deal securities laws mandating disclosure
were enacted, firms made substantial disclosures,
and stock exchanges required disclosure by listed
firms.' Firms conducting private placements today
make substantial disclosures notwithstanding the
general absence of a legal mandate to do so.”” The
reason is fairly straightforward: In the absence of
meaningful disclosure about the business and a
commitment, contractual or otherwise, to provide
continuing disclosure, few would invest in the busi-
ness and those that did so would demand substantial
compensation for the risk they were undertaking by
investing in a business with inadequate disclosure.”
Voluntary disclosure allows firms to reduce their
cost of capital and, therefore, they disclose informa-
tion even in the absence of a legal mandate to do so.

Mandatory disclosure laws often impose very
substantial costs. These costs do not increase lin-
early with company size. Offering costs are larg-
er as a percentage of the amount raised for small
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offerings. They therefore have a disproportionate
adverse impact on small firms. Moreover, the ben-
efits of mandated disclosure are also less for small
firms because the number of investors and amount
of capital at risk is less. Since the costs are dispro-
portionately high and the benefits lower for smaller
firms, disclosure should be scaled so that smaller
firms incur lower costs."

Disclosure also has a dark side in countries with
inadequate property-rights protection. In a study
examining data from 70,000 firms, the World Bank
found that, in developing countries, mandatory
disclosure is associated with significant exposure
to expropriation, corruption, and reduced sales
growth.?®

Nor should it be forgotten that many large busi-
nesses and large broker-dealers are quite comfort-
able with high levels of regulation because regula-
tory compliance costs constitute a barrier to entry,
limiting competition from smaller, potentially dis-
ruptive, competitors.?’ Some have been quite forth-
right about this. As Goldman Sachs CEO Lloyd
Blankfein, for example, said:

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

The securities bar, accounting firms doing com-
pliance work, and regulators all have a strong pecu-
niary interest in maintaining complex rules. One
former Securities and Exchange Commission (SEC)
Commissioner noted that:

The other Commissioners seemed to feel that the
staff was their constituency and that by support-
ing staff they were necessarily acting in the pub-
licinterest....

Most of my close business and personal friends
are securities lawyers, and many of them are SEC
alumni. I belong to a tight-knit community of
interesting and decent people, whose livelihoods
depend on the continued existence and vitality of
the SEC.?

Empirical Measures of Disclosure Benefits.
There is no small degree of truth in the observation
of Georgetown law professors Donald Langevoort
and Robert Thompson that “[m]ost all of securities
regulation is educated guesswork rather than rigor-
ous cost-benefit analysis because we lack the ability
to capture the full range of possible costs or benefits
with anything remotely resembling precision.”?* The
benefits, and to a lesser extent the costs, of manda-
tory disclosure are difficult to measure although the
benefits are probably substantially less than com-
monly thought.?® The limited empirical literature
examining the issue tends to find little, and often no,
net benefit.?s As Yale Law School Professor Roberta
Romano has written, “the near total absence of mea-
surable benefits from the federal regulatory appara-
tus surely undermines blind adherence to the status
quo.”?’

On the other hand, the United States securities
markets are the largest, deepest capital markets in
the world. At more than $25 trillion in 2015, the U.S.
stock market capitalization accounts for nearly two-
fifths of global equity values.?® The U.S stock market
dwarfs the securities markets of most countries.?
U.S. market capitalization as a percentage of nation-
al income is greater than that of all major developed
countries’ except Switzerland’s.?® U.S. private capi-
tal markets are broad and deep compared to those in
other countries.® This implies that the U.S. securi-
ties regulatory regime is generally reasonable com-
pared to those in most other countries, although
other factors, such as property rights protection,
taxation (of both domestic and foreign investors),
the legal ability or willingness of banks to undertake
equity investment, and the degree of corruption,
should also be considered.

It is quite clear that existing regulations, usu-
ally imposed in the name of investor protection, go
beyond those necessary to deter fraud and achieve
reasonable, limited, scaled disclosure for small
firms. Existing rules seriously impede the ability of
entrepreneurial firms to raise the capital they need
to start, to grow, to innovate, and to create new prod-
ucts and jobs.

Investor Protection Examined

“Investor protection” is a central part of the SEC’s
mission.* It is quite clear that existing regulations,
usually imposed in the name of investor protec-
tion, go beyond those necessary to deter fraud and




BACKGROUNDER | NO. 3178
FEBRUARY 13,2017

achieve reasonable, limited, scaled disclosure for
small firms. A main problem is that the term “inves-
tor protection” is a very ambiguous term that can
cover, atleast, four basic ideas. The first is protecting
investors from fraud or misrepresentation. This is a
fundamental function of government. The second
is providing investors with adequate information
to make informed investment decisions. Although
a legitimate function of the securities laws, this
requires policymakers to carefully balance the costs
(which are typically underestimated by regulators
and policymakers) and benefits (which are typically
overestimated by regulators and policymakers) of
mandatory disclosure.?

The third is protecting investors from invest-
ments or business risks that regulators deem
imprudent or ill-advised. This is not an appropriate
function of government and can be highly counter-
productive. The fourth is protecting investor free-
dom of choice or investor liberty and, thereby, allow-
ing investors to achieve higher returns and greater
liquidity. This primarily requires regulators to exer-
cise restraint, or eliminate existing regulatory bar-
riers, both in the regulation of primary offerings by
issuers and of secondary market sales by investors
to other investors. In practice, this aspect of inves-
tor protection is almost entirely ignored by state and
federal regulators.

Disclosure requirements have become so volumi-
nous that they obfuscate rather than inform, making
it more difficult for investors to find relevant infor-
mation.?* Over the past 20 years, the average number
of pages in annual reports devoted to footnotes and

“Management’s Discussion and Analysis” has qua-
drupled.® The number of words in corporate annual
10-Ks has increased from 29,996 in 1997 to 41,911 in
2014.%¢ Very few investors, whether professional or
retail, are willing to wade through lengthy disclo-
sure documents, often running hundreds of pages
of dense legalese, available on the SEC’s EDGAR
database® or multitudinous state blue sky filings in
the forlorn hope that they will find something mate-
rial to their investment decision that is not available
elsewhere in shorter, more focused, more accessible
materials. Many of these more accessible materials
are, of course, synopses of both the mandated dis-
closure documents® and other voluntarily disclosed
information, such as shareholder annual reports or
materials provided to securities analysts by compa-
nies. But the fact that the vast majority of investors

rely on these summary materials strongly implies
that the legal requirements exceed what investors
find material to their investment decisions.

The law should not, even in principle, adopt a reg-
ulatory regime that is designed to protect all inves-
tors from every conceivable ill. Even in the case of
fraud, there needs to be a balancing of costs and ben-
efits. Securities law should deter and punish fraud,
but, given human nature, it can never entirely elim-
inate fraud. The only way to be certain that there
would be no fraud would be to make business impos-
sible. In other words, the socially optimal level of
fraud is not zero.** While fraud imposes significant
costs on the person who is defrauded, preventing
fraud also has significant costs (both to government
and to law-abiding firms or investors), and at some
point the costs of fraud prevention exceed the ben-
efits, however defined.*® It is up to policymakers to
assess this balance and make appropriate judgments
in light of the evidence.

About three-fifths of the states conduct what is
called “merit review.”™ Under merit review, state
regulators decide whether a securities offering is too
risky or too unfair to be offered within their state,
effectively substituting their investment judgment
for that of investors. Merit review is wrong in prin-
ciple. Moreover, it is very unlikely that regulators
make better investment decisions than investors.
Lastly, merit review is expensive and it delays offer-
ings considerably.*?

In a free society, it is inappropriate paternalism
for the government to prevent people from investing
in companies that they judge to be good investment
opportunities, or in which they may invest for rea-
sons other than pecuniary gain (personal relation-
ship or affinity for the mission of the enterprise).*®
It is a violation of their liberty and constrains their
freedom. Citizens, not government, should be the
judge of what is in their interest. This idea, however,
is under sustained assault both by progressives and
by “libertarian paternalists.”* Both progressives
and libertarian paternalists rely on the common
sense findings of behavioral economics that people
are not always rational, sometimes make poor deci-
sions, and respond to sales pressure or disclosure
documents differently.*> Securities regulators are
increasingly looking to this body of literature to
inform or justify their actions.*¢

There are at least eight reasons to doubt that
government regulators have better investment
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judgment than private investors investing their
own money. First, there is the inability of a central
regulatory authority to collect and act on informa-
tion as quickly and accurately as dispersed private
actors.”” There is a reason why government has a
reputation for being ponderous and slow to act.*®
In the context of securities regulation, it is highly
doubtful that government regulators have a better
understanding of business and the markets than
those participating in those markets. Second, pri-
vate investors have strong incentives to be good
stewards of their own money, both in the sense of
not taking unwarranted risks, and in the sense of
seeking high returns. Investors may also seek to
invest for reasons that do not involve pecuniary
gain, including support of the persons launching
an enterprise or support for a social enterprise that
has a dual mission. Government regulators have an
entirely different set of incentives.

Third, individuals, not government officials,
know their own risk tolerance and their own portfo-
lios. Investing in a riskier security*’ can reduce the
overall risk of a portfolio if the security in question
is negatively correlated or even not highly covari-
ant with price movements of the overall portfolio.®°
Fourth, government officials are people too, and
exhibit the same irrationality and tendency to some-
times make poor decisions as anyone else. There is
absolutely no reason to believe that regulators are
less subject to the concerns identified by behavioral
economics and the “libertarian paternalists” than
are others. Moreover, since most securities regula-
tors are lawyers, and a legal education provides no
training for making investment decisions, there is
no particular reason to believe that they have any
relevant “expertise” that will make their investment
decisions objectively better than those investing
their own money.

Fifth, as public-choice economics has demon-
strated, government officials are not angels but actin
their own self-interest.” This, too, is in keeping with
basic common sense. Government officials have
an interest in enlarging their agencies, increasing
their power, and improving their employment pros-
pects.”® They are no more benevolent than any other
group of people, including issuers and investors,
and there is no reason to believe that government
regulators will act in the interest of investors when
those interests conflict with their own interests.
The analysis of politics, and the politicians and reg-

ulators who conduct politics, should be stripped of
its “romance.”®® Sixth, government officials making
investments have a notoriously bad track record.**
Perhaps the most famous example of poor entrepre-
neurial investment judgment by regulators is when
securities regulators in Massachusetts barred Mas-
sachusetts citizens from investing in Apple Comput-
er during its initial public offering.® The regulators
had deemed it too risky of an investment.

Seventh, in their capacity as risk assessors, regu-
lators have an increasingly obvious bad track record.
In the most recent financial crisis, government reg-
ulators’ judgment proved no better than that of pri-
vate actors.”® Eighth, it is a reasonable hypothesis
that government regulators are unduly risk averse.
There are at least two reasons for this: (1) Govern-
ment tends to attract people who are risk averse.
They have a lower risk tolerance than those mak-
ing entrepreneurial investments.®” (2) Government
regulators’ incentives tend to make them unduly
risk averse. An investment that goes bad may make
the headlines and their regulatory judgment may
be criticized. An investment that never happens
because it does not receive regulatory approval will
not make the headlines, and their judgment will not
be second-guessed.

Those states that do not undertake merit review
rely on anti-fraud laws and the disclosure of the
material facts by issuers but allow investors to
make their own decisions, just as federal securities
laws rely primarily on disclosure and anti-fraud
enforcement.”®

Current Investor-Protection Regime Is
Counterproductive. While doing little to actual-
ly protect investors, the current array of state and
federal regulatory excesses impose costly require-
ments and restrictions that have a disproportionate
negative impact on small and start-up firms. Fur-
thermore, although the Jumpstart Our Business
Startups (JOBS) Act mitigated the problem, exist-
ing rules often, in practice, force these firms to use
broker-dealers or venture capital firms to raise capi-
tal.®® This often raises issuer costs. Being reliant
on broker-dealers or venture capital firms to raise
capital also increases the likelihood that the entre-
preneur will lose control of the company he or she
founded because these firms so often require large
fees, a large share of the ownership of the company,
or effective control of the firm when raising capital
for new, unseasoned issuers. The law should allow




BACKGROUNDER | NO. 3178
FEBRUARY 13,2017

entrepreneurs to effectively seek investors without
reliance on broker-dealers or venture capital firms.

The Private-Public Distinction

The securities laws draw a distinction between
public and private companies, imposing a wide vari-
ety of disclosure obligations on public companies
that are not imposed on private companies. Original-
ly, this distinction was generally one between firms
whose securities were traded on stock exchanges
and those that were not. The Securities Acts Amend-
ments of 1964°° broadened the requirements to reg-
ister and make periodic disclosures to any company
with 500 or more shareholders of record.® The 2012
JOBS Act liberalized this rule by allowing a firm to
have up to 2,000 accredited investors before being
required to register.®?

It is far from clear that the current “holder of
record” method of drawing the distinction between
public and private firms is the best. The number of
beneficial owners, public float, or market capital-
ization—all metrics used in connection with other
securities law provisions—are probably better than
the traditional shareholder-of-record measure.®®
The number of holders of record bears little relation-
ship to any meaningful criteria of when disclosure
should be mandated or when disclosure or other
requirements should be increased. Its primary vir-
tue is ease of administration.

The distinction between public and private firms
is probably best thought of as between a firm with
widely held ownership (public) as opposed to close-
ly held ownership (private).°* Given the breadth of
ownership, the aggregate value of investments made,
the fact that management is a more effective produc-
er ofinformation than multiple outside investigators
with limited access to the relevant facts absent man-
datory disclosure, the agent-principle or collective-
action problem and various other factors imposing
greater disclosure obligations on larger, widely held
firms is appropriate. It is, however, important that
even the disclosure and other obligations of public
companies be scaled. Compliance costs have a dis-
proportionate adverse impact on small firms, and
the benefits are correspondingly less because small
firms have fewer investors with less capital at risk.

Interim Securities Regulation Reform
Fundamental securities regulation reform is nec-
essary, and discussed below, under “Fundamental

Securities Regulation Reform.” In the interim, there
are steps that should be taken to improve the regu-
latory environment for small firms seeking access
to the capital markets. The major components of
an interim disclosure reform program are outlined
below.6®

Reducing Barriers to Raising Private and
Quasi-Public Capital. The Securities Act of 1933°%
makes it generally illegal to sell securities unless
the offering is registered with the SEC.” Making a
registered offering (“going public”) is a very expen-
sive proposition and well beyond the means of most
small and start-up companies. In addition, the costs
of complying with continuing disclosure and other
obligations of being a registered, public company
are quite high.®® The act, however, exempts various
securities and transactions from this requirement.

Regulation A. The original 1933 Securities Act
contained the small-issue exemption that is the
basis for Regulation A. Congress has increased the
dollar amount of the exemption over the years.®®
Overly burdensome regulation by state regulators
and, to a lesser extent, by the SEC combined with
the opportunity for issuers to avoid burdensome
blue sky laws since 19967° via Rule 506 of Regulation
D rendered Regulation A a dead letter.”* In 2011, only
one Regulation A offering was completed.”> SEC data
show that between 2009 and 2012, companies used
Regulation A to raise only $73 million. Comparably
sized Regulation D offerings raised $25 billion and
comparably sized public offerings raised $840 mil-
lion.” Thus, in the aggregate, over that three-year
period, Regulation A accounted for less than three-
tenths of 1 percent of the capital raised in offerings
of $5 million or less.”

Title IV of the JOBS Act demonstrates a clear,
bipartisan consensus that this is unacceptable and
that the section 3(b) small-issues exemption needed
to be rethought to promote small-business capital
formation. Title IV has come to be known as Regula-
tion A+. It allows Regulation A offerings of up to $50
million. The SEC promulgated a rule implementing
Title IV that went into effect on June 19, 2015.7 This
regulation creates two tiers, but only the more heav-
ily regulated second tier would be blue sky exempt.
Smaller, “Tier 1” companies remain subject to the
expense and delay of blue sky laws. Moreover, sec-
ondary trading’ of Tier 2 securities remains subject
to blue sky laws. Congress should implement the fol-
lowing two Regulation A reforms:
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1. Congress should pre-empt state registration and
qualification laws governing all Regulation A
company securities. These companies have sub-
stantial initial and continuing disclosure obliga-
tions. Congress should either define covered secu-
rities to include securities sold in transactions
exempt pursuant to Regulation A, or define quali-
fied purchasers to include all purchasers of secu-
rities in transactions exempt under Regulation A,
or both. The recent Regulation A+ rule would do
this for primary offerings of Tier 2 securities.

2. Congress should simplify the statutory small-issue
exemption. Specifically, Congress should amend
Securities Act section 3(b)(1) so that Tier 1 Regula-
tion A offerings have reasonable requirements for
offering statements and periodic disclosure, and
that the provisions are self-effectuating without
having to wait for the promulgation of SEC regula-
tions. The current rules are nearly as complex as
those governing smaller reporting companies.

Regulation D. The Securities Act provides an
exemption for offerings “not involving any public
offering.” Regulation D, adopted in 1982, provides a
safe harbor such that offerings that are compliant
with the requirements of Regulation D are deemed
not to involve a public offering.””

Regulation D has three parts. Rule 504" and
Rule 5057 were meant for use by small firms. Rule
504 allows firms to raise up to $1 million annual-
ly.®° Rule 505 allows firms to raise up to $5 million
annually.® In practice, 99 percent of capital raised
using Regulation D is raised using Rule 506.% This is
because Rule 506 offerings, in contrast to Rule 504
or Rule 505 offerings, are exempt from state blue sky
registration and qualification requirements.® Issu-
ers using Rule 506, therefore, do not have to bear
the expense and endure the delay of dealing with as
many as 52 regulators,®* about three-fifths of whom
engage in “merit review” where regulators purport
to decide whether an investment is fair or a good
investment. Regulation D has become the domi-
nant means of raising capital in the United States,
particularly for entrepreneurs.?® According to SEC
data, in 2014, registered (public) offerings account-
ed for $1.35 trillion of new capital raised, compared
to $2.1trillion raised in private offerings. Regulation
D accounted for $1.3 trillion (62 percent) of private
offerings in 2014.5¢

Most Regulation D offerings are sold entirely to
accredited investors because selling to non-accred-
ited investors triggers additional disclosure require-
ments under Regulation D and creates other regu-
latory risks.®?” In general, an accredited investor is
either afinancial institution or a natural person who
has either income greater than $200,000 ($300,000
joint) or a residence exclusive net worth of $1 million
or more.®® There is a major push by liberal organiza-
tions and state regulators to increase these thresh-
olds dramatically.®

Rule 506 also permits up to 35 “sophisticated
investors” to purchase Rule 506 offerings. The prob-
lem is that the regulatory definition of what consti-
tutes a sophisticated investor is very amorphous. It
turns on whether the investor has such “knowledge
and experience in financial and business matters”
that the investor “is capable of evaluating the merits
and risks of the prospective investment.”®

Congress should prevent the promulgation of
the Regulation D amendments proposed in July
2013.” These rules would substantially increase the
regulatory burden for smaller companies seeking
to use Regulation D and have no appreciable posi-
tive impact. They would require filing three forms
instead of one, and would impose a variety of other
burdensome requirements.’” In addition, a pro-
posed temporary rule would require the mandatory
submission of written general solicitation materials,
including Web pages.”®

Crowdfunding. The story of the investment crowd-
funding exemption is an object lesson in how a simple,
constructive idea can be twisted by the Washington
legislative process into a complex morass. Represen-
tative Patrick McHenry (R-NC) introduced his Entre-
preneur Access to Capital Act on September 14, 2011.°*
It was three pages long—less than one page if the actu-
al legislative language were pasted into a Word docu-
ment. It would have allowed issuers to raise up to $5
million, and limited investors to making investments
equal to the lesser of $10,000 or 10 percent of their
annual income.”® The exemption would have been
self-effectuating, requiring no action by the SEC in
order to be legally operative. The bill reported out of
Committee and ultimately passed by the House was
14 pages long.’® By the time the Senate was done with
it, it had become 26 pages long.”” Many of the addi-
tions were authorizations for the SEC to promulgate
rules or requirements that it do so. The bill was incor-
porated into the JOBS Act as Title III. Firms may
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raise no more than $1 million annually using Title I1I
crowdfunding.”® Soitis only an option for the smallest
of firms. The PDF of the October 23, 2013, proposed
crowdfunding rule is 585 pages long (although dou-
ble-spaced) and sought public comments on well over
300 issues raised by the proposed rule.”” On Novem-
ber 16, 2015, the SEC issued its final 685-page rule.!*®
These rules were effective May 16, 2016.

If Congress decides to work with the current
crowdfunding statute rather than start over, there
are at least eight changes that should be made if
crowdfunding is to achieve its promise. Six of these
changes relate to how the crowdfunding exemption
operates.'” The following two changes relate to dis-
closure rules for crowdfunding:'°?

1. Congress should eliminate the audit requirements
in crowdfunding offerings over $500,000 required
by Securities Act section 4A(b)(1)(D)(iii).

2. Congress should reduce the mandatory disclo-
surerequirementson crowdfundingissuers. They
are much too burdensome for the very small firms
that are permitted to use Title ITI crowdfunding.

Congress would probably do better by simply
starting over and replacing the existing Title III
with a simpler statute more appropriately crafted
for very small firms.

Other Improvements. Extremely small firms
should not be forced to comply with complex secu-
rities laws, including mandatory federal disclosure
requirements, to launch a business.

Congress should amend the Securities Act to create
a statutory “micro-offering” safe harbor so that any
offering is deemed not to involve a public offering for
purposes of section 4(a)(2) if the offering (1) is made
only to people with whom an issuer’s officers, directors,
or 10 percent or more shareholders have a substantial
pre-existing relationship; (2) involves 35 or fewer pur-
chasers; or (3) has an aggregate offering price of less
than $500,000 (within a 12-month period).'*®

Reducing Regulatory Burdens on Small
Public Companies

Regulation S-K'* is the key regulation governing
non-financial statement disclosures of registered
(public) companies. The list of items to be disclosed
pursuant to Regulation S-K runs to nearly a hun-
dred pages of small type. Regulation S-X'°° gener-

ally governs public company financial statements
in registration statements or periodic reports. The
list of items to be disclosed pursuant to Regulation
S-X runs to nearly a hundred pages of small type,
not counting the many items incorporated by refer-
ence.'’® These two rules, including the various rules
and accounting policies that they incorporate by ref-
erence (including those of the SEC, the Public Com-
pany Accounting Oversight Board, and the Finan-
cial Accounting Standards Board), impose the vast
majority of the costs incurred by public companies.

The SEC has estimated that “the average cost of
achieving initial regulatory compliance for an initial
public offering is $2.5 million, followed by an ongo-
ing compliance cost, once public, of $1.5 million per
year.”'?” This is probably a significant underestimate
for many firms.

Costs of this magnitude make going public uneco-
nomic for most smaller firms. Table 1 shows the
composition and magnitude of the costs, according
to the SEC. It also shows that the costs are dispro-
portionately higher for firms conducting offerings of
$50 million or less.

Although there have been some efforts to scale
disclosure requirements, notably the emerging
growth company provisions contained in Title I
of the JOBS Act and the smaller reporting compa-
ny rules promulgated by the SEC, public company
compliance costs have grown sufficiently high that
many smaller firms are “going private.”°® Sarbanes—
Oxley (2002),'° Dodd-Frank (2010),"° and other
legislation and regulatory actions have contributed
to these costs. Moreover, U.S. initial public offering
costs are considerably higher than those abroad.!
Congress should implement the following public-
company disclosure reforms:

1. Pre-empt blue sky registration and qualification
requirements with respect to public companies
not listed on national exchanges,

2. Increase the smaller reporting company thresh-
old from $75 million to $300 million of public float
and confirm the “accelerated filer” definition,?

3. Make all emerging growth company advantages
permanent for smaller reporting companies, and

4. Improve the disclosure requirements under Reg-
ulation S-K for smaller reporting companies.'®
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TABLE 1

IPO-Related Fees

AS A PERCENTAGE OF OFFERING SIZE, 1996-2012

Offering $5 Million to Offering More than
All Offerings $50 Million $50 Million
(N=4,868) (N=2,017) (N=2,851)
Total Fees 9.55% 11.15% 8.44%
Compliance Fees 1.39 1.91 1.03
Registration Fees 0.03 0.04 0.02
Blue Sky Fees 0.03 0.07 0.01
Accounting Fees 0.53 0.72 0.40
Legal Fees 0.80 1.08 0.60
Underwriter Fees 6.45 6.87 6.17
Printing Fees 0.32 0.47 0.22

NOTE: Figures exclude offerings from non-Canadian foreign issuers and blank-check companies.
SOURCE: U.S. Securities and Exchange Commission, Division of Economic and Risk Analysis, “Proposed Rule Amendments for Small and Additional
Issues Exemptions Under Section 3(b) of the Securities Act,” Federal Register, Vol. 79, No. 15, January 23, 2014, p. 3978, https:/www.gpo.gov/fdsys/

pkg/FR-2014-01-23/pdf/2013-30508.pdf (accessed December 15, 2016).
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Fundamental Securities Regulation
Reform

There is a need to fundamentally rethink the
regulation of small-company capital formation. The
SEC is considering reforms to the current disclosure
regime. It has completed a congressionally mandat-
ed study,"* and in April 2016 issued a Regulation S-K
Concept Release seeking public comment on 340
specific issues.'® This process, while constructive, is
unlikely to result in fundamental reforms. Congress
must develop and implement a coherent scaled dis-
closure regime.

This new disclosure framework should address
both initial and continuing disclosure. It should
be integrated across the various exemptions and
categories of reporting companies such that larg-
er firms with more investors and more capital at
risk have greater disclosure obligations. Congress
should consider the cost of compliance, the investor
protection benefits of the added disclosure, the cost
to investors of being denied investment opportuni-
ties by investment restrictions, and the cost to the
public of lost economic growth, capital formation,
innovation, and job creation caused by the regula-
tion of issuers.

Congress should reduce the number of catego-
ries of firms issuing securities. There are currently
14 categories, each with its own set of exemptions
and disclosure rules. One possibility is to establish
the following three categories: (1) Private, (2) Quasi
Public, and (3) Public. (See Table 2.)

In a regime consisting of such categories, com-
panies would report based on the category they
were in (private, quasi-public, or public). Blue sky
laws regarding registration and qualification would
be pre-empted in all cases, but state anti-fraud laws
would remain operative. Private companies would
have no legally mandated disclosure requirements.
Disclosure requirements would be negotiated by
the private parties involved much as they usually
are now. A company would be deemed private if it
did not engage in general solicitation, was below
some specified number of beneficial owners,"® or
perhaps, some measure of non-insider share value
(analogous to public float)—threshold A—and its
shares were not traded on a national securities
exchange, venture exchange, or alternative trading
system (ATS).

Public companies could engage in general solici-
tation and would be (1) above a specified measure
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TABLE 2

Proposal for a Reformed Disclosure Regime

Size
Type of (Public Float/Number of
Type of Issuer Solicitation Beneficial Owners) Secondary Market Status
Private Private and Below specified Threshold A and Not traded on a National Securities
Exchange, a Venture Exchange, or

an Alternative Trading System (ATS)

Quasi-Public General or  Above specified Threshold A and Not traded on a National Securities
Exchange; may be traded on a
Venture Exchange or an ATS

Public (Registered) General and Above specified Threshold B or National Securities Exchange traded

BG3178 & heritage.org

of size (threshold B) or (2) have shares traded on a
national securities exchange. Disclosure obligations
would be scaled based on some measure of size (prob-
ably public float). This is the category into which
most full-reporting companies, smaller reporting
companies, emerging-growth companies, and per-
haps some Regulation A+ companies would fall.

Companies that were neither “public” nor “pri-
vate” would be intermediate “quasi-public” compa-
nies. They could engage in general solicitation and
sell to the public. Disclosure obligations would be
scaled based on some measure of size (perhaps pub-
lic float if traded on a venture exchange or an ATS;
the number of beneficial owners otherwise). These
are the kind of companies that are meant to use the
crowdfunding, Rule 505, and Regulation A exemp-
tions, and would include some companies that are
smaller reporting companies today.

Disclosure obligations would be scaled within the
quasi-public and public category (larger and small-
er). Registration statements would be dramatically
simplified, describing the security being offered, but
the annual (10-K), quarterly (10-Q), and major event
(8-K) reporting would become the core of the dis-
closure system rather than registration statements
(except in the case of initial quasi-public offerings
(transitioning from private company status) or ini-
tial public offerings (transitioning from private or
quasi-public status)).

Although it is far from clear that they should be
retained, some accredited investor limitations mea-
suring wealth, income, or sophistication could be

applied to private offerings should policymakers
wish to limit those who may invest in private com-
panies. In that case, however, something similar to
the current section 4(a)(2) exemption should remain
combined with a statutory exemption for micro issu-
ers. Otherwise, two guys starting a bar would run
afoul of the securities laws. Such a regime would
constitute a major improvement over the current
one. It would be simpler, result in fewer regulatory
difficulties and costs, protect investors, and promote
capital formation.

Fundamental Reform: More Detailed
Guidance

To accomplish disclosure reform while maintain-
ing the basic current exemption structure, Congress
would need to amend:

1. Securities Act Schedule A (which currently
contains a list of 32 disclosure requirements and
is about five pages long);

2. Securities Act sections 7 and 10 (relating to
registration statements and prospectuses); and

3. Securities Exchange Act sections 13, 14,
14A, 16, and 21E (relating to periodic and other
reports, proxies, shareholder approvals, disclo-
sure concerning directors, officers, and principal
shareholders, and the safe harbor relating to for-
ward-looking statements).'
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A revised Schedule A would list all disclosure
requirements applicable to a fully reporting public
company and also indicate which provisions did not
apply to smaller reporting companies and compa-
nies falling into other categories. It would, in effect,
become the roadmap with which companies had to
comply for disclosure requirements.

Implementing the complete reform program out-
lined above would involve substantial changes to other
provisions in the law, notably sections 3, 4, and 4A of
the Securities Act (relating to exempted securities,
exempted transactions, and crowdfunding, respec-
tively). This would replace the current patchwork of 14
different categories, each with a different set of exemp-
tion and disclosure rules, with three major issuer cat-
egories (private, quasi-public, and public), and two
scaled disclosure categories (larger and smaller) with-
in the quasi-public and public exemption categories.

Conclusion

Because the benefits of mandatory disclosure are
so much smaller than usually assumed, policymak-
ers need to adopt a more skeptical posture toward
the existing disclosure regime. The costs are sig-
nificant and have dramatically increased in recent
years. The adverse impact on small and start-up
entrepreneurial firms, innovation, job creation, and
economic growth are substantial. Moreover, disclo-
sure requirements have become so voluminous that
they defeat their alleged purpose. They obfuscate
rather than inform.

Because the costs are disproportionately high
and the benefits lower for smaller firms, disclosure
should be scaled so that smaller firms incur lower
costs. The current system—a set of 14 different
disclosure regimes—is incoherent. In many cases,
under current law, smaller firms have greater disclo-
sure requirements than large firms, and the degree

and type of disclosure differs significantly by the
type of offering even for firms and offerings that are
otherwise comparable in all meaningful respects.

Blue sky laws raise costs and create delays. States
that engage in merit review are particularly prob-
lematic. There is ample evidence that blue sky laws
are one of the central impediments to both primary
offerings by small companies and secondary mar-
ket trading in small company securities by inves-
tors. There is little evidence that the registration
and qualification provisions of state blue sky laws
protect investors. In fact, there is evidence that
they hurt investors. State blue sky registration and
qualification provisions should be pre-empted by
Congress with respect to companies that have con-
tinuing reporting obligations, including public com-
panies and those issuing securities under Regula-
tion A or under Regulation Crowdfunding.

This Backgrounder outlines a program of interim
reforms to improve the existing disclosure regime.
It recommends specific changes to Regulation A,
crowdfunding, Regulation D, and the regulation of
small public companies and of secondary markets
that, taken as a whole, would dramatically improve
the current regulatory environment.

This Backgrounder also outlines a program of
fundamental reform that would dramatically sim-
plify the existing disclosure regime to the benefit
of both investors and issuers. This proposal would
replace the current 14 disclosure categories with
three disclosure regimes—public, quasi-public, and
private—and disclosure under the first two catego-
ries would be scaled based on either public float or
the number of beneficial shareholders.

—David R. Burton is Senior Fellow in Economic
Policy in the Thomas A. Roe Institute for Economic
Policy Studies, of the Institute for Economic Freedom,
at The Heritage Foundation.
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