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Abstract

Capital formation improves economic growth, boosts productivity, and
increases real wages. So does entrepreneurship—which also fosters discovery and innovation. Entrepreneurs engage in the creative destruction
of existing technologies, economic institutions, and business production
or management techniques by replacing them with new and better ones.
Entrepreneurs bear a high degree of uncertainty and are the source of
much of the dynamism in the U.S. economy. New, start-up businesses account for most of the net job creation. Entrepreneurs innovate, providing
consumers with new or better products. By providing other businesses
with innovative, lower-cost production methods, entrepreneurship is one
of the key factors in productivity improvement and real income growth.
To promote prosperity, Congress and the Securities and Exchange Commission need to systematically reduce or eliminate state and federal regulatory barriers hindering entrepreneurs’ access to capital. Due to the
many regulatory provisions blocking entrepreneurs’ access to capital, a
large number of policy changes are warranted.
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apital formation improves economic growth, boosts productivity, and increases real wages.1 So does entrepreneurship.2 It
also fosters discovery and innovation.3 Entrepreneurs engage in the
creative destruction of existing technologies, economic institutions,
and business production or management techniques by replacing
them with new and better ones.4 Entrepreneurs bear a high degree
of uncertainty and are the source of much of the dynamism in the
U.S. economy.5 New, start-up businesses account for most of the
net job creation.6 Entrepreneurs innovate, providing consumers
with new or better products. By providing other businesses with
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Capital formation and entrepreneurship improve economic
growth, productivity, and real
wages. Existing securities laws
impede entrepreneurial capital formation.
To promote prosperity, Congress
and the Securities and Exchange
Commission need to systematically reduce or eliminate state
and federal regulatory barriers
hindering entrepreneurs’ access
to capital.
The regulatory environment needs
to be improved for primary and
secondary offerings by private
and small public companies. Steps
should also be taken to improve
small firms’ access to credit and to
reduce the regulatory burden on
small broker-dealers.
Due to the many regulatory provisions blocking entrepreneurs’
access to capital, a large number of
policy changes are warranted.
Entrepreneurs are central to the
dynamism, creativity, and flexibility that enable market economies to grow, adapt successfully
to changing circumstances, and
create sustained prosperity.
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innovative, lower-cost production methods, entrepreneurship is one of the key factors in productivity
improvement and real income growth.7 Entrepreneurs are central to the dynamism, creativity, and
flexibility that enable market economies to grow,
adapt successfully to changing circumstances, and
create sustained prosperity.8
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Securities Laws: Major Impediment to
Entrepreneurial Capital Formation

The evidence indicates that entrepreneurship in
the U.S. is in decline.9 While there are many causes
of that decline,10 securities laws and regulations are
major barriers to entrepreneurial success because
they impede entrepreneurs’ access to capital. Businesses that cannot raise capital cannot launch
or grow.
Current securities laws and regulations:
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Harm investors by reducing the return on
their investment and by limiting their investment choices;
Harm entrepreneurs by impeding their ability
to raise the capital needed to launch and to grow
their enterprises;
Harm consumers by reducing competition from
new entrants to the marketplace, by preventing entrepreneurs from developing and bringing
to market new and better products and services,
and by preventing entrepreneurs from developing and bringing to market new and better production processes that will reduce costs;
Harm workers by harming the firms that
account for most of the net job creation and much
of the dynamism in the economy; and
Harm taxpayers, as the securities laws and regulations have a macro-economically significant
adverse impact on economic growth and reduce
the tax base, forcing tax rates to be higher than
they would otherwise be.

At least five groups notably benefit from current
securities laws and regulations. These groups usually support the current complex, expensive, and economically destructive system or support only minor
incremental reforms:
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Regulators support complexity because it augments their budgets, salaries, and power and
improves their employment opportunities upon
leaving government;
Incumbent firms benefit from reduced competition and, unlike entrepreneurial new entrants to
the marketplace, they usually have the resources
and expertise to comply with needlessly complex
laws and regulations;
Large broker-dealers and other regulated
financial professionals benefit from reduced
competition, from the barrier to entry caused by
needlessly complex and expensive laws and regulations, and from legal provisions that de facto or de
jure force issuers or investors to use broker-dealers;
The securities bar has a strong interest in complexity because it generates large legal fees; and
The accounting profession benefits from fees
generated by securities laws that require internal control reporting and audits, and from needlessly complex financial accounting and laws that
require the generation and reporting of information that is, at best, peripherally related to the
needs of investors.

Securities regulation reform is needed to remove
these obstacles to economic growth and prosperity.
How Entrepreneurs Raise Capital. Sometimes, an entrepreneur has sufficient capital to
launch and grow his or her business from personal
savings, including profits from previous entrepreneurial ventures and retained earnings.11 Banks usually will not make unsecured loans to risky, start-up,
or young firms. Thus, an entrepreneurial firm will
often need capital from outside investors.12 Other
than friends or family, outside investors are typically described as “angel investors” or “venture capitalists.”13 Typically, angel investors are individuals who
invest at the early “seed stage,” while “venture capitalists” are firms or funds that make investments
later in the firms’ life cycle after “proof of concept.”
Firms seeking outside investors are often the most
dynamic, high-growth companies.14 The process of
raising capital from investors is heavily regulated at
both the state and federal level. State laws governing
securities are known as blue sky laws.15
2

BACKGROUNDER | NO. 3182
February 14, 2017

Which Securities Laws Matter to
Entrepreneurs

The Securities Act of 193316 makes it generally
illegal to sell securities unless the offering is registered with the Securities and Exchange Commission
(SEC).17 Making a registered offering (often called
“going public”) is a very expensive 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.18 The
act, however, exempts various securities and transactions from this requirement. There are three longstanding exemptions and one new exemption from
the requirement to register a securities offering with
the SEC that, in principle, are of particular importance to entrepreneurs:
1. The “Intrastate Exemption.” This exemption is important if the entrepreneur raises capital in only one state.19 Some states have used this
exemption to establish an intrastate crowdfunding
exemption.20 In the modern, mobile, interconnected
U.S. economy, this exemption is of declining importance except to the smallest businesses.
2. The “Small-Issues Exemption.” This
exemption was meant to provide an exemption for
small firms.21 This exemption is implemented by
Regulation A.22 Although this exemption is important in principle, it has been, in practice, of virtually no value to small firms due to overregulation
(primarily by state regulators). Until 2015 it was
almost never used.23 The 2012 Jumpstart Our Business Startups (JOBS) Act may change this. On April
20, 2015, the SEC adopted final rules24 effective June
19, 2015, to implement Title IV of the JOBS Act.25
The SEC’s revisions to Regulation A, while a marked
improvement over the previous version of Regulation A, are, nevertheless, cause for serious concern.26
Given the rules that the SEC adopted, Tier 1 offerings will remain unattractive,27 and Tier 2 offerings
are unlikely to be as attractive as they should be.
3. The “Exemption for Private Offerings.”28
The primary means of implementing this exemption is Regulation D.29 The SEC adopted Regulation D in 1982 during the Reagan Administration.30
Although private offerings do not necessarily have
to be in compliance with Regulation D, Regulation D provides a regulatory safe harbor such that
if an issuer meets the requirements of Regulation D,
the issuer will be treated as having made a private


offering (often called a private placement). As discussed below, Regulation D investments are generally restricted to accredited investors, who are affluent individuals or institutions. The vast majority of
Americans are effectively prohibited from investing in Regulation D securities.31 Regulation D has
become the most important means of raising capital in the United States, particularly for entrepreneurs.32 According to SEC data, in 2014, registered
(public) offerings accounted for $1.35 trillion of new
capital raised, compared to $2.1 trillion raised in
private offerings. Regulation D accounted for $1.3
trillion (62 percent) of private offerings in 2014.33
The Three Rules of Regulation D. Rule 50434 and
Rule 50535 were meant for use by small firms. Rule
504 allows firms to raise up to $1 million annually.36 Rule 505 allows firms to raise up to $5 million
annually.37 In practice, 99 percent of capital raised
using Regulation D is raised using Rule 506.38 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.39 Issuers using Rule 506, therefore, do not have to bear
the expense and endure the delay of dealing with as
many as 52 regulators.40 Thus, even though the federal regulatory burden is less under Rules 504 and
505 than under Rule 506, even small issuers use
Rule 506 to avoid the burden of state blue sky laws.
Overregulation by state regulators destroyed the
usefulness of Rules 504 and 505, just as state blue
sky laws effectively destroyed the usefulness of Regulation A.41
Under Rule 506, a company may raise an unlimited amount of money and sell securities to an unlimited number of “accredited investors,” and up to 35
non-accredited but sophisticated investors. Under
Regulation D, an “accredited investor” is, generally,
either a financial institution or a natural person who
has an income of more than $200,000 ($300,000
joint) or a residence-exclusive net worth of $1 million
or more.42 Unlike under Rule 505, under Rule 506 all
non-accredited investors, either alone or with a purchaser representative, must be “sophisticated.” Rule
506 does not actually use the term “sophisticated.”43
“Sophisticated investor” is an almost universal
shorthand for an investor who has “sufficient knowledge and experience in financial and business matters to make them capable of evaluating the merits
and risks of the prospective investment”—the language actually used in Rule 506(b)(2)(ii). Given the
3
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ambiguity of this sophisticated investor definition
and the fact that the price of failing to comply with
Regulation D is that the entire offering may be treated as unlawful, the vast majority of issuers sell only
to accredited investors. SEC data show that 90 percent of offerings involve only accredited investors
and even those that are not exclusively composed of
accredited investors are composed overwhelmingly
of accredited investors.44
4. The “Crowdfunding Exemption” of the
JOBS Act, discussed below, is the fourth exemption
of importance to entrepreneurs.
Companies that issue securities that are not
exempt or exceed various thresholds must register
with the SEC. Registered companies (also called
reporting or public companies) do not all have the
same obligations. Companies with a public float of
less than $75 million are deemed smaller reporting
companies and have less onerous disclosure obligations and do not need to comply with the Sarbanes–
Oxley Act Section 404(b) internal control reporting
requirements.45 Title I of the JOBS Act created a new
concept of emerging growth companies (EGCs).46
EGCs are excused for five years from complying with
a number of onerous disclosure requirements and
from Sarbanes–Oxley Act Section 404(b) internal
control reporting requirements. Moreover, they may
submit a confidential draft registration statement to
the SEC for review.47
Securities Act section 4(a)(1) exempts “transactions by any person other than an issuer, underwriter, or dealer” from registration. Thus, the resale
of restricted securities purchased by an investor in
a private placement is permitted provided that certain requirements are adhered to so that the seller
is not deemed an underwriter.48 Rule 14449 and Rule
144A50 provide regulatory safe harbors. So-called
section 4(a)(1-½)51 is a body of case law (and practices and SEC guidance) that generally allows private resales, subject to restrictions, without the seller being deemed an underwriter, and therefore the
seller is able to undertake such resales without registration.52 A provision in the 2015 Fixing America’s
Surface Transportation (FAST) Act53 provides a safe
harbor meant to codify this exemption subject to a
number of previously non-existent conditions.54
The Securities Exchange Act of 193455 established
the SEC and sets forth the general rules governing
securities exchanges and broker-dealers. It is often
not possible as a practical matter for small public

companies to be cost-effectively listed on national
securities exchanges,56 such as the New York Stock
Exchange or NASDAQ.57 Instead, they are more
often traded on the over-the-counter (OTC) market.
However, stocks traded off the national securities
exchanges are subject to blue sky laws,58 and secondary-market blue sky compliance is expensive and
sometimes simply not possible.59

The Jumpstart Our Business Startups Act

The 2012 JOBS Act60 was a bipartisan achievement of consequence.61 It has improved the regulatory environment for entrepreneurial capital formation. The final SEC rules implementing the JOBS
Act are, however, cause for serious concern and will
limit its positive impact.62
The changes made by the JOBS Act fall into five
categories. Those relating to:
1. Smaller public “emerging growth companies”
(Title I);
2. General solicitation under Regulation D (Title II);
3. Crowdfunding (Title III);
4. An improved small-issues exemption (often
called Regulation A+) (Title IV); and
5. Changes to the registration threshold allowing more companies to remain private (Titles V
and VI).
Title I: Emerging Growth Companies. Title
I of the JOBS Act—sometimes called the IPO onramp—created a new concept of EGCs.63 Generally,
a company qualifies as an EGC if it has total annual
gross revenues of less than $1 billion during its most
recently completed fiscal year and, as of December 8, 2011, had not sold common equity securities
under a registration statement. For five years, EGCs
are excused from complying with a number of onerous disclosure requirements and from Sarbanes–
Oxley Act Section 404(b) internal control reporting
requirements. Moreover, they may submit a confidential draft registration statement to the SEC
for review64 and communication with institutional
accredited investors or qualified institutional buyers before or after the filing of the registration statement is permitted.65
4
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Title II: General Solicitation and Title II
Crowdfunding. Title II eliminated the prohibition
against general solicitation or general advertising
for Regulation D Rule 506 offerings, provided that all
purchasers of the securities are accredited investors
and that the issuer takes “reasonable steps to verify”
that purchasers of the securities are accredited investors, using such methods as determined by the SEC.66
Title II also provided an exemption from brokerdealer registration for platforms that facilitate trading of Regulation D securities provided that the platforms meet certain requirements.67 This provision is
of limited value since the platforms are barred from
taking any form of compensation in connection with
the purchase or sale of securities via the platform.68
Although platforms trading securities issued pursuant to Regulation D have grown rapidly since the
passage of the JOBS Act, it is far from clear that this
provision in the JOBS Act is the reason. Most are
presumably relying on other exemptions (such as
4(a)(1-½) and the recently added Securities Act section 4(a)(7)).69
Title III: Crowdfunding. Title III establishes
the framework for a new crowdfunding exemption.
Issuers may offer up to $1 million in securities annually using this exemption. Investors may not invest
in any Title III offering more than (1) the greater
of $2,000 or 5 percent of the annual income or net
worth of the investor if either the annual income or
the net worth of the investor is less than $100,000,70
or (2) 10 percent of the annual income or net worth
of such investor if either the annual income or
net worth of the investor is equal to or more than
$100,000.71 The total amount invested may not
exceed $100,000.72 The crowdfunding offering must
be conducted through a broker-dealer or funding
portal. Both the issuer and intermediary must comply with numerous requirements.
Title IV: Regulation A Plus. Title IV creates
what has come to be known as Regulation A+. It
added a new small-issues exemption under which
issuers could raise up to $50 million in a public
offering and sell unrestricted securities subject to
such initial and continuing disclosure requirements
as the SEC may determine.73 The commission has
issued a final rule that was effective June 19, 2015.74
In that rule, the commission took the necessary
and very positive step of pre-empting state blue sky
registration and qualification requirements with
respect to “Tier 2” Regulation A+ primary offer-

ings.75 It also conditionally exempted Regulation A
companies from the requirements that they become
a reporting company if they exceed the Securities
Exchange Act section 12(g) holder-of-record threshold. Thus, Regulation A+ could become an important
means of raising capital for larger small companies.
However, the failure to pre-empt blue sky laws with
respect to secondary sales of Regulation A+ Tier 2
securities and for all Tier 1 securities will substantially limit the usefulness of the exemption, particularly for smaller firms. Tier 1 is substantially similar
to the old Regulation A and can be expected to prove
as unpopular as the previous Regulation A.
Allowing More Firms to Remain Private or
Quasi-Public. Titles V and VI increased the number of holders of record a firm can have before being
required to register under section 12(g) of the Securities Exchange Act from 500 persons to 2,000 persons, or 500 non-accredited investors.76 Title V also
excluded from the count securities held by persons
who received the securities pursuant to an employee
compensation plan.77

Reform Needed to Reduce Regulatory
Burden on Entrepreneurial Capital
Formation

The list of securities-law provisions that impede
small and start-up firms’ ability to access the capital
they need to launch and grow is long. Hence, the list
of proposed reforms is accordingly long. The discussion of each item below is necessarily brief.
Regulation D Reform. In order to improve
entrepreneurs’ access to capital, Congress should:
nn

nn

Repair Regulation D by pre-empting blue sky
registration and qualification requirements
for Regulation D Rule 505 offerings (originally meant for smaller firms).78 This can be accomplished by defining Rule 505 securities as covered
securities, or by defining “qualified purchaser”
to include all purchasers of Rule 505 securities,
or both.
Establish a statutory definition of “accredited investor” that maintains the existing
thresholds.79 Regulation D is the most important means of entrepreneurial capital formation
today. Congress should prevent the SEC from
reducing the number of Americans who have the
opportunity to invest in private companies.80
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Stop the promulgation of Regulation D
amendments proposed in July 2013.81 These
proposed rules would substantially increase the
regulatory burden on smaller companies seeking to use Regulation D, and have no appreciable
positive impact.82 They would require filing three
forms instead of one, and would impose a variety
of other burdensome requirements.83
Change the definition of “accredited investor” for purposes of Regulation D to include
persons who have met specific statutory
bright-line tests that determine whether an
investor has the “knowledge and experience in
financial and business matters” to be “capable of
evaluating the merits and risks of the prospective
investment.” In practice, sophisticated investors
without high incomes or net worth are unable
to invest in the companies with the most profit
potential. People that fall in this category are disproportionately young. It also means that young
entrepreneurs seeking to raise capital from their
non-wealthy peers find it more difficult to raise
capital. For example, Congress could provide that
someone is an accredited investor for purposes
of Regulation D who has (1) passed a test demonstrating the requisite knowledge, such as the
General Securities Representative Examination
(Series 7), the Securities Analysis Examination
(Series 86), or the Uniform Investment Adviser
Law Examination (Series 65),84 or a newly created accredited investor exam; (2) met relevant
educational requirements, such as an advanced
degree in finance, accounting, business, or entrepreneurship; or (3) acquired relevant professional certification, accreditation, or licensure, such
as being a certified public accountant, chartered
financial analyst, certified financial planner, or
registered investment advisor.85
Specify that the receipt by an issuer of a
self-certification of accredited investor status constitutes taking “reasonable steps to
verify that purchasers of the securities are
accredited investors” for purposes of the JOBS
Act. Most people would probably be surprised to
know that until September 23, 2013, it was illegal
for an inventor or entrepreneur to place an advertisement in the newspaper or online seeking rich
investors to back their idea. Title II of the JOBS


Act changed that by permitting “general solicitation” in Rule 506 offerings, provided that issuers
“take reasonable steps to verify that purchasers
of securities sold” in the offering are all accredited investors.86 This is one of the most important
reforms made by the legislation. Small businesses
can seek affluent investors using the Internet or
otherwise without having a pre-existing relationship or going through broker-dealers. The SEC
promulgated rules implementing these provisions, albeit more than a year after the legal deadline.87 This provision (called Rule 506(c) after the
relevant section in the regulation) is giving rise to
new opportunities to raise capital. Some are now
using the Internet or traditional media to seek
accredited investors.
The rules implementing Title II of the JOBS Act,
however, are too onerous.88 They impose costs on
issuers and investors, and raise privacy concerns
that make investors reluctant to invest in Rule
506(c) offerings. The traditional and almost universal current practice in Regulation D offerings not
involving general solicitation is to use investor-suitability questionnaires combined with investor selfcertification to establish accredited investor status.
Congress did not intend to dramatically undermine
the laudable policy goals of the JOBS Act by changing this current long-standing practice with respect
to verifying accredited investor status.89
The final rule creates a safe harbor that inevitably,
in practice, will become the rule that “reasonable
steps to verify” means obtaining tax returns or comprehensive financial data proving net worth. Many
investors will be reluctant to provide such sensitive
information to issuers with whom they have no relationship, as the price of making an investment and,
given the potential liability, accountants, lawyers,
and broker-dealers are unlikely to make certifications except perhaps for very large, lucrative clients.
Self-certification should continue to be allowed
for all Rule 506 offerings, and obtaining an investor self-certification should be deemed to constitute
taking “reasonable steps to verify that purchasers of
the securities are accredited investors,” as required
by the JOBS Act. Should policymakers choose not to
adopt this approach, it would be possible to remove
many of the problems associated with the new SEC
rule while still addressing unease that traditional
self-certification is inadequate by requiring inves6
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tors to make their self-certifications under penalty
of perjury. This would make investors less willing to
lie on their certifications to issuers.
Crowdfunding Reforms. The story of the
investment crowdfunding exemption is an object
lesson in how a simple, constructive idea can be
twisted by the Washington legislative process into
a complex morass. Representative Patrick McHenry
(R–NC) introduced his Entrepreneur Access to Capital Act on September 14, 2011.90 It was a mere three
pages; less than one page, if the actual legislative language were pasted into a Word document. It would
have allowed issuers to raise up to $5 million, and
limited investors to making investments of the lesser of $10,000 or 10 percent of their annual income.91
The exemption would have been self-effectuating,
requiring no action by the SEC in order to be legally
operative. The bill that was reported out of Committee and ultimately passed by the House was 14 pages
long.92 By the time the Senate was done with it, it
had grown to 26 pages.93 Many of the additions were
authorizations for the SEC to promulgate rules or
requirements that it do so. The bill was incorporated
into the JOBS Act as Title III of the act. The PDF of
the October 23, 2013, proposed crowdfunding rule is
585 pages (although double spaced) and sought public comments on well over 300 issues raised by the
proposed rule.94 The PDF of the final rule was 685
pages long.95 This is far from the simple, straight-forward means of raising capital for small businesses
laid out in Representative McHenry’s original bill.96
University of Florida law professor Stuart Cohn
put it this way:
Is there any regulatory burden left unchecked by
this supposedly favorable-to-small-business legislation? If so, Congress put icing on the cake by
authorizing the SEC to make such other requirements as the Commission prescribes for the
protection of investors.… Opportunity knocked,
but what began as a relatively straightforward
approach to assist small business capital-formation ended with a regulatory scheme laden with
limitations, restrictions, obligations, transaction
costs and innumerable liability concerns.97

The primary advantages of crowdfunding are that
it enables small firms to access small investments
from the broader public (that is, from non-accredited investors), and that resale of the stock will not be

restricted after one year.98 In addition, crowdfunding shareholders are excluded from the count for purposes of the section 12(g) limitation relating to when
a company must become a reporting company99 and
crowdfunding securities are treated as covered securities (that is, blue sky registration and qualification
laws are pre-empted for crowdfunding offerings).100 If,
however, the regulatory costs associated with crowdfunding are too high, issuers will either use other
means to raise capital or be unable to raise capital
at all. Moreover, ordinary investors will be denied
the opportunity to make these investments. This
is no idle possibility. The history of the small-issues
exemption (Regulation A), and Regulation D Rule 504
and Rule 505, demonstrates that overregulation can
destroy the usefulness of an exemption.101
Given the structure of the underlying statute and
the proposed rule, there is strong reason to doubt
whether Title III crowdfunding will achieve the
promise of the original idea.102 Following are core
solutions to some of the Title III problems that Congress should undertake:
nn

nn
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Increase the amount that can be raised using
Title III to $5 million. In order for crowdfunding to be an attractive option for all but the very
smallest start-ups, the amount that can be raised
using Title III should be increased.103
Make it clear that funding portals are not
liable for the misstatements of issuers. The
SEC final rule treats funding portals as issuers,
turning the funding portals into insurers of issuers against fraud by issuers that use their funding
portal. This dramatically increases the risk that
funding portals face and makes funding portals
a much less viable alternative to a broker-dealer.
Funding portals are intermediaries not issuers.
Funding portals should only be liable for fraud
or misrepresentation if they participated in the
fraud or were negligent in discharging their due
diligence obligations. 104
Repeal the requirement that crowdfunding
issuers raising $500,000 or more provide
audited financial statements.105 Except for
start-up firms with no operating history, audits
are expensive. There are many other exemptions,
usually used by much larger firms, which do not
have this requirement.
7
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Repeal restrictions on curation by funding
portals.106 Funding portals are prohibited from
offering “investment advice or recommendations.”107 Moreover, funding portals are required
to “take such measures to reduce the risk of fraud
with respect to such transactions, as established
by the Commission, by rule.”108 How, exactly, the
portals are to reduce the risk of fraud and limit
their own liability without adopting a position on
the merit or lack thereof of any potential offerings is a congressionally created mystery that the
SEC attempts to solve in its final rule.109
Assuming that policymakers want to retain the
prohibition on personalized “investment advice,”
a potential solution to the existing statutory
cross purposes would be to allow funding portals to provide “impersonal investment advice”
as defined in Advisers Act Rule 203A,110 to wit,
“investment advisory services provided by means
of written material or oral statements that do not
purport to meet the objectives or needs of specific individuals or accounts.” Applying the distinction between “impersonal” and “personalized”
investment advice in the funding portal context
would permit responsible curation where a funding portal chose to exclude certain offerings from
its platform but did not suggest specific investments. Congress should either repeal the restriction on providing investment advice entirely or
explicitly permit “impersonal investment advice.”
It should also be clear that a portal may bar an
issuer from its platform if the portal deems an
offering to be of inadequate quality without fear
of liability to issuers or investors, and that this
would not constitute providing prohibited investment advice.

nn

Substantially reduce the complex initial and
ongoing mandatory disclosure requirements
on crowdfunding issuers. The disclosure
requirements in the final rule are voluminous.
There are 25 specific disclosure requirements—
(a) through (y)—most of which have multipart
requirements.111 The statute is less demanding with 12 specific requirements.112 Companies
that raise money via crowdfunding have significant ongoing-disclosure requirements as well. In
furtherance of the one-sentence statutory continuing reporting requirement,113 the final rule

requires continuing reporting with respect to 12
multipart matters.114 The bottom line is that these
requirements are nearly as burdensome as those
found in Regulation A and constitute a large fraction of the burden imposed on smaller reporting
companies. Crowdfunding companies are the
smallest issuers, and it is inappropriate to impose
this level of burden on the smallest companies. A
better-scaled disclosure regime is needed.
nn

Clarify that funding portals are not subject
to the anti-money laundering, “Know Your
Customer” and associated Bank Secrecy Act
requirements.115 Funding portals do not handle
customer funds; the JOBS Act prohibits them
from doing so.116 The banks and broker-dealers
that do handle customer funds must comply with
these rules. Requiring funding portals to also
do so is duplicative and unnecessary. The Treasury’s Financial Crimes Enforcement Network
(FinCEN) has proposed rules that would require
funding portals to comply with these rules.117
The Financial Industry Regulatory Authority
(FINRA) and the SEC both originally proposed
requiring funding portals to comply with the
anti-money-laundering rules but did not include
the requirement in their final rules.118

Overall, Congress may want to simply start over
using Representative McHenry’s original bill as
the template.
Reform Regulation A. Congress should take a
number of steps to make the small-issue exemption
a better means for small firms to raise capital:
nn

nn

nn

Pre-empt state blue sky registration and
qualification requirements for all primary
Regulation A offerings (as it has done for Rule
506 and crowdfunding offerings).119 State antifraud laws should remain fully operative.
Codify the exemption from the section 12(g)
holder-of-record limitations for Regulation A securities (as was necessarily done
for crowdfunding).
Specify a limited scaled disclosure regime
for Regulation A offerings.120 In particular,
Tier 1 Regulation A offerings must have reasonable requirements for offering statements and
8
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nn

periodic disclosure. These provisions should be
self-effectuating without having to wait for the
promulgation of SEC regulations. The current
Tier 2 requirements, which are the “price” of blue
sky exemption for primary offerings, are similar
to the burden imposed on smaller reporting companies and not feasible for most companies raising only a few million dollars.

private placement offering memorandum, and file a
Form D or otherwise risk being pursued by federal
or state regulators, or more likely, being successfully
sued by disgruntled investors if the business fails or
does not have the hoped for returns.
Congress should amend the Securities Act to
create a safe harbor so that any offering (within a
12-month period),

Make clear that investor limitations restricting the amount that investors may invest
in Regulation A offerings (added by the SEC
in its proposed and final rule) to no more
than 10 percent of income or net worth are
not permitted. This rule, while not objectively
unreasonable for most people, is unreasonable
for certain entrepreneurs and, more important,
it establishes the precedent of the SEC regulating
the content of investor-portfolio composition.

1. to people with whom the issuer (or its officers,
directors, or 10 percent or more shareholders)
has a substantial pre-existing relationship;

Pre-empt blue sky laws with respect to secondary sales of Regulation A securities
(along with securities of reporting companies trading on OTC markets). This will make
these securities more liquid and attractive, helping investors to achieve a higher price at a lower
cost and helping issuers raise capital, since these
securities will be more attractive to investors.121

Statutory Private Placement Micro Issues
Safe Harbor. Section 4(a)(2) of the Securities Act
exempts “transactions by an issuer not involving
any public offering.” There is no definition of a public
offering or, conversely, of what is not a public offering (that is, a private placement) in the Securities
Act or, for that matter, in the securities regulations.
Thus, in principle, a few guys forming a small little
business (such as a local restaurant) who are a little
too public in seeking investors (for example, telling
a local reporter about their plans when they run into
him at the local high school football game, or standing up at the local Rotary Club meeting seeking partners) can run afoul of the securities laws.122
Nevertheless, in this hyper-litigious country, and
given the potentially catastrophic impact that unjust
enforcement of the law would entail, it is appropriate to create a bright-line safe harbor for very small
offerings. If you are raising a small amount of money
from a few people most of whom you know already,
you should not have to hire a securities lawyer, do a

2. involving 35 or fewer other persons; or
3. of less than $500,000,
is deemed not to involve a public offering for purposes of section 4(a)(2).123 The anti-fraud provisions of
federal and state laws would remain fully applicable.

Finders, Business Brokers, and Small
Broker-Dealers

A finder is a person who is paid to assist small businesses to find capital by making introductions to
investors, either as an ancillary activity to some other
business (such as the practice of law, public accounting, or insurance brokerage), as a Main Street business colleague, or as an acquaintance or friend or
family member of the business owner.124 Finders are
sometimes called private placement brokers.125 They
are typically paid a small percentage of the amount of
capital they helped the business owner to raise. Business brokers (also called M&A brokers)126 help entrepreneurs to sell or acquire businesses for a fee. They
are typically paid a percentage of the sales price of
the businesses. Neither finders nor business brokers
should be treated the same for regulatory purposes as
a Wall Street investment bank.127
Congress should create a statutory exemption needed for small-business finders who are not
“engaged in the business” of “effecting transactions in
securities for the account of others”128 or of “buying
and selling securities.”129 As an integral component
of that exemption, it is necessary to create a brightline “small finder” safe harbor such that small finders are deemed not to be engaged in the business of
being a securities broker or dealer. Such a bright-line
safe harbor would eliminate much of the regulatory
uncertainty associated with the use of finders.
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Specifically, an exemption should be created for
finders from the Section 15 registration requirement
providing a safe harbor such that a finder is deemed
not to be engaged in the business of effecting transactions in securities for the account of others if the
finder meets one or more of the following criteria:
1. The finder does not receive finder’s fees exceeding $300,000 in any year,
2. The finder does not assist an issuer in raising
more than $10 million in any year,
3. The finder does not assist any combination of
issuers in raising more than $20 million in any
year, or
4. The finder does not assist any combination of
issuers with respect to more than 15 transactions
in any year.
For those “larger” finders (those who do not meet
the above criteria), which really are holding themselves out as in the business of being a “private placement broker,” something more akin to the American
Bar Association proposal to have finder registration
and limited regulation of private placement brokers
may make sense.130 Some states have pursued this
approach, but so long as the SEC holds to its current
position, these licensing regimes will be of limited
utility (except in the case of intrastate offerings).131
It would be reasonable to prohibit finders from
engaging in certain activities to be eligible for this
exemption on the grounds that such activities would
constitute crossing the line to effecting transactions
in securities or providing investment advice (thus
triggered investment advisory registration requirements). Among those activities that would be proscribed would be:
1. Holding investor funds or securities,
2. Recommending the purchase of specific securities,132 and
3. Participating materially in negotiations between
the issuer and investors.
Small Broker-Dealers. Congress should amend
the law to pre-empt state regulation of broker-deal-

ers except with respect to sales practices and fraud.
Small broker-dealers are an important part of the
small-firm capital-formation process, particularly
for those firms seeking to move beyond the friendsand-family stage of raising capital. Requiring small
broker-dealers to comply with 51 state securities
laws133 governing broker-dealers raises their costs
and is a barrier to entry that reduces competition. It
places large broker-dealers at a competitive advantage. All broker-dealers are already regulated by the
SEC and FINRA.

Other Reforms

S Corporations. In 2012, 4.2 million S corporations with 9.2 million shareholders filed tax
returns.134 Almost all of these businesses are small
businesses. S corporations are subject to three
restrictions. They may not have (1) more than one
class of stock; (2) non-resident alien shareholders; or
(3) more than 100 shareholders.135 The third restriction limiting the total number of shareholders to no
more than 100 is extremely problematic for S corporations that hope to take advantage of either Regulation A+ or crowdfunding. Both of these exemptions contemplate issuers raising relatively small
amounts of capital from a large number of investors.
An S corporation will be unable, as a practical matter, to make use of these exemptions to raise capital
without endangering its pass-through tax status.136
Congress should amend the Internal Revenue
Code so that Title III crowdfunding and Regulation
A investors are disregarded for purposes of determining whether an S corporation has more than 100
shareholders.137
Secondary-Markets Reform. When an equity or debt interest in a company is issued or sold by
that company, it is called a primary securities offering. A secondary securities offering is when an investor who owns a security sells it to another investor, and a secondary securities market is a market
where investors trade securities among themselves.
Stock exchanges are the leading example of secondary markets. However, a secondary market exists in
securities not listed on stock exchanges.
Robust secondary markets are important because
their existence facilitates primary securities offerings, because they enhance investor returns, and
because they foster a more efficient allocation of
scarce capital. The secondary market for large public companies is robust; the secondary market for
10
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smaller firms is much less so. The primary reason for
this is the U.S. regulatory regime, particularly blue
sky laws.
U.S. law should allow the development of venture
exchanges138 similar to the Canadian TSX Venture
Exchange139 and the United Kingdom’s Alternative
Investment Market,140 so that a robust secondary
market for the securities of smaller companies can
develop. The most important step that can improve
U.S. secondary markets is to reduce the burdens
imposed by blue sky laws. In some cases, it is simply
impossible to achieve blue sky compliance.141 This
means that companies not traded on a national securities exchange,142 and therefore not having their
securities treated as covered securities exempt from
blue sky compliance, have serious regulatory difficulties in secondary markets. In order to improve
small-firm secondary markets, Congress should:
nn

nn

Amend section 18(b) of the Securities Act to
treat all securities as covered securities that
(1) are traded on established securities markets and (2) have continuing reporting obligations as (a) a registered company; (b) pursuant to Regulation A; or (c) pursuant to regulation
crowdfunding. An established securities market
should be defined to include those on electronic
markets such as an SEC-designated alternative
trading system (ATS).143 This would probably be
sufficient to allow venture exchanges to develop
in the United States without having to adopt an
alternative, separate regulatory framework for
venture exchanges.
Establish an alternative regulatory regime
for venture exchanges that would treat venture
exchanges as national securities exchanges for
purposes of blue sky pre-emption, but more like
ATSs for regulatory purposes.144 The Main Street
Growth Act145 would create venture exchanges
along these lines.

Reducing Regulatory Burdens on Small Public Companies. Requiring public companies to
disclose information that is material to investment
decisions has positive economic effects and protects
investors.146 Excessive disclosure mandates, however, have two adverse effects. First, the costs imposed
impede capital formation and have a disproportionate negative impact on small and start-up compa-


nies. This, in turn, harms economic growth and job
creation. Second, once disclosure documents reach a
certain length, they obfuscate rather than inform.147
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
ongoing compliance cost, once public, of $1.5 million per year.”148 This is probably an underestimate.
Costs of this magnitude make going public uneconomic for most smaller firms. Public company compliance costs have grown sufficiently high that many
smaller firms are “going private.”149 Sarbanes–Oxley
(2002),150 Dodd–Frank (2010),151 and other legislation
and regulatory actions have contributed to these
costs. Moreover, U.S. initial public offering (IPO)
costs are considerably higher than those abroad.152
Although the number of IPOs and amounts raised
have recovered somewhat recently due to the strong
stock market and the IPO On-Ramp provisions of
the JOBS Act,153 the number of U.S. IPOs remains
considerably lower than in the 1980s and 1990s,
and the amount raised is lower than in the 1990s—
despite the fact that the economy is six times larger
than 1980 and two and a quarter times larger than
1995.154
For small and medium-sized firms seeking to
raise capital, these costs make access to the public capital markets prohibitively expensive. Obviously, $2.5 million imposes a hefty 10 percent deadweight cost even on a $25 million offering. But the
continuing costs—$1.5 million annually on average
according to the SEC—are more problematic. A company with shareholders’ equity of $10 million with
a healthy return on equity of 20 percent will earn
$2 million. Net of public company regulatory costs,
however, that company will earn only $500,000 and
have a return on equity that is an anemic 5 percent.
In effect, there is a $1.5 million annual toll charge for
being a public company. This makes going public out
of the question until companies reach a sufficient
size that compliance costs can be borne without
having a dramatic negative impact on their earnings. Reducing this toll charge would make the public market available for more companies and enable
them to grow more rapidly. Another way of looking
at this is to capitalize the $1.5 million annual cost.
Using a discount rate of 10 percent, this additional
$1.5 million cost is the equivalent of erasing $15 million from shareholders’ equity.155 This kind of shareholders’ equity erasure cannot be justified by the
11
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CHART 1

Overview of Bank Lending
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higher price-earnings ratio that a public company
commands until expected risk-adjusted earnings
are quite high.
In short, ever-increasing regulatory barriers have
cut small and medium-sized companies off from the
public capital markets. This needs to change.
Currently, smaller reporting companies (generally those with a public float of less than $75 million)156
and emerging growth companies157 have lower regulatory burdens than larger and older reporting companies. In order to improve capital access for smaller
reporting companies, Congress should:
nn

Increase the smaller-reporting-company
threshold to $300 million, and conform the
accelerated filer definition.158 This would,
among other things, eliminate the internal control reporting and assessment requirements of
Sarbanes–Oxley section 404(b) for companies
with market capitalizations of $300 million or
less.159

nn

nn

heritage.org

Make all emerging growth company advantages permanent for smaller reporting
companies.160
Provide a statutory, coherent, and reasonable scaled disclosure regime for smaller
reporting companies.161

Improving Access to Borrowing

A Federal Reserve Bank of Cleveland study has
found that while large business loans have increased
to record levels in the recovery, small business lending has declined.162 A Small Business Administration
study had similar findings.163
The question is why.164 If, as some argue, it is
because regulators (especially bank examiners)
have without justification deemed small-business
loans to be riskier assets and therefore banks struggling to meet capital requirements have become less
willing to lend to small firms, it is a phenomenon
caused by regulators.165 Regulators generally deny
12
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this.166 Community bankers often claim this.167 If the
cause of the problem is regulators, a congressional
response is appropriate, although it is not yet clear
what the response should be.
If, as others argue, the decline in small-business
lending is simply a function of small businesses seeing their balance sheets weaken during the recession
compared to larger firms, and become less credit
worthy, or, alternatively, that small businesses have
been demanding less credit because they have fewer
business opportunities, it is a market phenomenon
and a specific congressional response is unnecessary.168 The solution would be for Congress to enact
general pro-growth policies to improve overall economic performance.169 The decline of community
banks relative to large money center banks caused
by the marked increase in bank regulation is another possible factor.170 The facts matter. However, the
facts of the matter remain very unclear. Of course,
it may well be that there are multiple reasons for
the decline.
Congress should instruct the Government
Accountability Office to investigate the cause of the
decline in small-business lending. Congress should
repeal the arbitrary limit on credit union smallbusiness lending. Section 107A of the Federal Credit
Union Act171 imposes a limit on credit union business
lending (which is almost exclusively small-business
lending). The limit is equal to 1.75 times the Section 216 net worth requirement of 7 percent. Thus,
no more than 12.25 percent of loans can go to small
businesses. As there is no reason to believe that
small-business loans involve any more risk than
consumer loans, this is an unwarranted restriction
from a safety and soundness perspective. It is an
artificial impediment to small-business lending by
credit unions.172
Peer-to-peer (P2P) lending represents a way of
making financial intermediation for consumer and
small-business loans much more efficient to the benefit of consumers, small-business owners, and small
lenders.173 There is a very strong need to cut down the
regulatory weeds and allow the potential efficiencies
of Internet lending and borrowing to take place.
The key substantive, non-legal point here is that a
loan is a loan, not a security.174 Whether that loan is
from a bank, a credit union, a non-bank lender, or an
individual via a P2P lending portal should not matter. Under the current regulatory regime and SEC
practice, loans to small businesses by banks, credit

unions, finance companies, or individuals not using
a P2P lending platform are almost always treated
as exempt from registration requirements. Loans
via P2P lending platforms are not. This fundamentally irrational disparity in treatment creates a
major regulatory impediment to both consumer and
small-business lending using P2P lending platforms,
harming both small-business and consumer borrowers, as well as investors seeking a better return.
It also protects banks from competition from nonbank financial intermediation and protects the two
incumbent consumer P2P lending platforms from
competition from new entrants.175
There are three means of eliminating, or reducing, the regulatory impediments to P2P lending generally, and P2P small-business lending, in particular.
nn

nn

Congress should exempt P2P lending from
the federal and state securities laws. The
House-passed version of the Dodd–Frank legislation adopted a version of this approach.176 It
exempted “[a]ny consumer loan, and any note
representing a whole or fractional interest in any
such loan, funded or sold through a person-toperson lending platform,” and defined a consumer loan as a “loan made to a natural person, the
proceeds of which are intended primarily for personal, family, educational, household, or business
use.”177 Such an exemption should also include
loans to small businesses. This approach is the
preferred approach. To the extent that Congress
wishes to have a regulator overseeing this market, it could assign that task to one of the bank
regulators,178 whose primary role would be antifraud enforcement.
Congress should amend Title III of the JOBS
Act to create a category of crowdfunding
security called a “crowdfunding debt security” or “peer to peer debt security”179 whereby
the issuer offering securities pursuant to Securities Act section 4(a)(6)—the crowdfunding
exemption—would be exempt from much of the
continuing disclosure requirements. Continuing disclosure requirements may be appropriate with respect to an equity investment, but are
entirely inappropriate for debt securities.180 Valuing equity securities requires making a judgment
about expected future returns. Ergo, significant
disclosure is appropriate. Moreover, some form
13
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of equity security will exist so long as the company exists. In the case of a loan, disclosure related
to future earnings prospects is much less appropriate. The question is simply whether the loan
is being repaid and, of course, once it is repaid,
there is no need for continued disclosure. The
exemption should include single-purpose entities whose sole purpose is to allow investors to
invest in an entity that holds the debt securities
of a single issuer. This approach, which should be
adopted in addition to the first approach, might
give some vitality to lending via Title III crowdfunding platforms. The statutory peer-to-peer
debt security exemption should be self-effectuating and not rely on the SEC to issue rules to
become effective.
nn

Congress could adopt an alternative regulatory regime for P2P lending. Such an approach
has already been proposed.181 It would require
some regulatory agency (usually the Consumer
Financial Protection Bureau is suggested) to promulgate rules, create a division to regulate P2P
lending, and, undoubtedly, bureaucratize the
entire field. This is the least attractive approach.

Conclusion

Capital formation and entrepreneurship improve
economic growth, productivity, and real wages.
Existing securities laws impede entrepreneurial
capital formation. To promote prosperity, Congress
and the SEC need to systematically reduce or eliminate state and federal regulatory barriers hindering entrepreneurs’ access to capital. The regulatory
environment needs to be improved for primary and
secondary offerings by private and small public companies. This Backgrounder outlines a series of specific steps that should be taken to improve entrepreneurial capital formation.
—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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