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Introduction 
 

 Chairman Reed, Ranking Member Crapo, and members of the Subcommittee, I 

want to thank you for inviting me to testify.  Effective and efficient securities regulation 

is a foundation for economic growth, and I am honored to comment on the topic of 

protecting investors in the capital-raising process.   

 In Part I of my remarks, I make three preliminary and general points:  (1) the 

proposals under review all raise the same general trade-off, which is best understood not 

as economic growth vs. investor protection, but as increasing economic growth by 

reducing the costs of capital-raising vs. reducing economic growth by raising the costs of 

capital; (2) neither I, nor any other witness, nor the SEC, nor any third party, can with 

any degree of certainty predict whether any proposal on its own, much less in 

combination, will in fact increase economic growth or reduce it, because the evidence 

that would allow one to make that prediction with confidence is not available; and (3) the 

proposals are thus all best viewed as proposals for risky but potentially valuable 

experiments, and should be treated as such – with an open mind, but also with caution 

and care.  In Part II, I make a general suggestion that could be applied to any of the 

proposals that are adopted that is in keeping with the need for cautious and careful 

experimentation.  In Part III, I provide responses to specific questions I was asked to 

address in the invitation to testify, including comments on each of the pending bills.     

 

I. Growth vs. Growth, Uncertainty, and Experiments 

While the various proposals being considered have been characterized as promoting 

jobs and economic growth by reducing regulatory burdens and costs, it is better to 
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understand them as changing, in similar ways, the balance that existing securities laws 

and regulations have struck between the transaction costs of raising capital, on the one 

hand, and the combined costs of fraud risk and asymmetric and unverifiable information, 

on the other hand.  Importantly, fraud and asymmetric information not only have effects 

on fraud victims, but also on the cost of capital itself.  Investors rationally increase the 

price they charge for capital if they anticipate fraud risk or do not have or cannot verify 

relevant information.  Anti-fraud laws and disclosure and compliance obligations coupled 

with enforcement mechanisms reduce the cost of capital. 

Each reform bill proposes a different way of achieving growth:  lowering offer costs 

but raising higher capital costs (because of fraud risk and asymmetric information).  

Whether the proposals will in fact increase job growth depends on how intensively they 

will lower offer costs, how extensively new offerings will take advantage of the new 

means of raising capital, how much more often fraud can be expected to occur as a result 

of the changes, how serious the fraud will be, and how much the reduction in information 

verifiability will be as a result of the changes. 

Thus, the proposals could not only generate front-page scandals, but reduce the very 

thing they are being promoted to increase:  job growth.  Suppose, for example, that the 

incidence of fraud is likely to be higher among issuers that rely on the reforms.1  If so, 

and if investors cannot distinguish between new, higher-fraud-risk issuers from the 

current flow of lower-fraud-risk issuers, the changes may increase the cost of capital for 

all issuers at a rate in excess of the increase in new offerings facilitated by lower offering 

costs.2  There is rarely a truly free lunch in this world.    
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The reform proposals all present difficult judgments about what will best increase job 

growth – and not a simple choice between generating job growth versus protecting 

investors.  The trade-offs are highly uncertain, one by one, and even more uncertain in 

combination.  Specific ways the proposals risk increasing the cost of capital to all 

entrepreneurs are discussed in Part III below.   Between them, the SEC, the PCAOB, and 

FINRA already have authority to enact all or nearly all of the proposals without a 

Congressional act.  These bills can thus only be understood as experiments in 

Congressional micromanagement of those agencies, which in general terms have more 

expertise and resources dedicating to studying the trade-offs than any other group of 

public officials.   

It is true, however, that the agencies would need to get public comments on any of the 

reforms before adopting them.  In the process, they probably would improve the results.  

But they would take a long time to do that, even in the best of times.  And these are times 

of stress for the financial regulatory agencies as much as for the financial markets.  Fewer 

than one in five of the rules required of the SEC and other financial regulatory agencies 

under Dodd-Frank have been finalized, and the public is in the middle of commenting on 

(and the agency staff are still trying to digest comments on) more than 50 pending 

regulatory proposals from the SEC alone.3  Congress did not give the SEC self-funding 

authority in Dodd-Frank, and as a result, the SEC is budget-constrained,4 and cannot 

devote the resources that would be ideal to trying to move towards smarter regulation.   

(This is a point that those who oppose “active” regulatory agencies often miss – the 

same procedures and budget constraints that slow or deter regulation also slow and deter 

deregulation or improved regulation.  Congress could fix this by giving the SEC the same 
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self-funding authority it has given to the Federal Reserve Board, or by requiring the SEC 

to devote a portion of its budget to deregulatory proposals, or simply by giving the SEC 

enough funds that it has no excuse for moving slowly on reform proposals.  Even if one 

of these proposals were implemented, however, the Administrative Procedures Act 

(APA)5 would mean that the SEC would move slowly on any reform proposal in any 

event.) 

In addition, finally, the agencies would have also to worry about being sued.  In 

recent years, it has become an almost predictable ritual that any new and controversial 

rulemaking by the SEC will attract litigation by trade groups that perceive their members 

as having been disadvantaged by the rule, even for what distant observers would view as 

“deregulation.”  Frequently, the SEC has lost this litigation,6 at times on grounds that 

have been in my view legally dubious.7  Knowing that court scrutiny of this kind is likely 

even when an agency advances a modest but controversial reform would make any 

regulatory agency rationally reluctant to move quickly, and instead will lead it to act 

deliberately to pile up as impressive a record as possible to present in the expected 

litigation. 

As a result, given the urgency of the political and economic situation, and given that 

no more straightforward jobs proposal seem to be acceptable to both parties, it is 

understandable why these experiments are being proposed now, despite their already 

being underway SEC studies of several of the proposals, and despite the uncertainties 

they raise.  It would also be understandable if lawmakers ultimately choose to act now, 

and not wait on agency action.  But if it does that, it should do so with the uncertainty 

about the growth-growth trade-offs presented by the reform experiments in mind. 
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II. A General Suggestion 

Given that any of these proposals will entail risks of increasing fraud and capital 

costs, even if modified as I suggest in Part III below, or as suggested by others, it would 

make sense to include in all of the adopted proposals a sunset provision, such that the 

proposals would by their terms last for no more than two or three years (or, in the case of 

S. 1933, seven years).  At the end of that testing period, they would remain in place if – 

but only if – the SEC affirmatively finds that the benefits of continuing the proposals 

would outweigh their costs.  During the testing period, the SEC would be able to 

complete its currently underway studies, as well as track the use of the new capital-

raising options, as well as the extent of fraud that they permit.  If the fears of fraud are 

overblown, and capital has been raised as their backers suggest will be the case, then the 

cost-benefit analysis should be simple, and the reforms would become permanent.  If, 

however, large amounts of fraud occurs in the test phase, or if even a modest amount of 

fraud occurs but the reforms do not permit meaningful amounts of new capital-raising, 

then the agencies might not be able to conclude their benefits outweighed their costs, and 

the reforms would end.   

To be practical, this suggestion might in some cases involve grandfathering market 

participants, as well as simple and inexpensive notice provisions to allow the agencies to 

track the use of the reforms, as already reflected in the crowdfinancing proposals.  The 

reforms could be tested in this way individually, so that some could remain in place and 

other not. 
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The advantage of the sunset approach would be to generate at least some of the 

information that would be needed to evaluate the reforms, to allow the reforms to be used 

but only for a modest time before that evaluation is completed, to allow for capital raising 

in the short-term, while the economy is stressed, and allow for a measured revisiting of 

the reforms once (we all hope) the economy has returned to a more normal state.  

Congress could, of course, re-enact the reforms on a permanent basis if it disagrees with 

the agencies. 

 
III. Specific Responses and Comments 

The following remarks respond to comments in the invitation to testify: 
 

1. What factors influence the timing and extent of an issuer’s access to the 
capital markets? How does investor confidence impact markets?  What 
factors contribute to a high degree of investor confidence in the 
securities markets? 

 
The extent and timing of an issuer’s access to capital markets depends on both 

demand and supply side factors.  On the demand side are the number,8 wealth,9 

intelligence,10 liquidity- and risk-appetites, and confidence of investors, which affects 

market liquidity,11 as well as the attractiveness of opportunities to spend or invest their 

money elsewhere.  On the supply side, the foremost factors are those that make a given 

issuer a potentially good investment:  the quality of the issuer’s management, business 

plan, and its growth prospects, etc.  But other supply side factors are important, include 

the legal protections afforded investors (including both the laws and the enforcement 

mechanisms for those laws),12 the information required or voluntarily disclosed to 

investors,13 including by way of analyst coverage,14 and the direct offering costs of 

raising capital from investors.   
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The largest single direct offering cost for any public offering is usually the cost of 

hiring underwriters – which almost uniformly charge 7% for initial public offerings in the 

US, as compared to 4% in the EU.15  Offering costs also include those that are the focus 

of the pending reform proposals:  legal, compliance and audit costs, both for the offering 

and on an ongoing basis as a result of laws triggered by capital-raising on the markets, 

which can be significant, particularly for smaller issuers.  As noted, however, a reduction 

in these costs can be more than offset in an increase in capital costs, if the reduction in 

direct offering costs decreases investor confidence or the content or reliability of 

information required by investors.  

 
2. What legal, financial, and practical risks do companies face when 

offering securities through the Internet or other social media? 
 

In general, the use of the internet and social media do not in my view dramatically 

change the risks that companies face when offering securities from the risks that are 

present whenever the public is solicited to invest, except that offers via internet and social 

media are able to reach a much larger potential investor group more quickly, and without 

care and expense, their internet-based efforts will be treated (as they should be) as a 

general solicitation covered by Section 5 of the 1933 Act.  I discuss the effects of the 

internet more particularly below, in the context of commenting on the crowdfinancing 

proposals below.   

 
3. What risks do investors face when investing in publicly held securities?   
 

The economic risks include fraud, expropriation, and loss of investment, risks present 

in any investment.  Many investors also fall prey to the illusion (sometimes reinforced by 

luck) that they can safely trade in and out of publicly held securities on a frequent basis, 
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not focusing on the dramatically negative effects that frequent trading by uninformed or 

poorly informed investors typically have on their total returns over time.  The risks are 

generally lower for publicly held securities, because the investments are liquid, because 

the issuers are required to make disclosures, reviewed by the SEC staff, because the 

issuers are subject to greater compliance obligations, and because more public 

enforcement resources are devoted to public companies than to private companies.  

Nevertheless, the risks remain. 

 
4. What investor protections (e.g. basic disclosures, liability, etc.) should 

exist when securities are sold to investors in public or private markets?  
Should those protections vary with the size of the offering, whether they 
are public or private, and whether they are offered to mainstream 
investors or accredited investors?  

 
Investors should receive the most efficient bundle of protections that trades off the 

marginal cost of capital-raising, which represents the cost of those protections, against the 

marginal cost of capital, which is determined in part by the value of those protections.  

The precise configuration of protections is likely to vary across investments, investor 

dispersion (widely held vs. closely held), firm and offering size, and the nature of the 

investors.  In general terms, the current SEC approach makes sense:  generous 

exemptions and relatively light requirements for securities privately placed with qualified 

institutional buyers, narrow exemptions and heavier requirements for securities sold to 

the dispersed and often unsophisticated retail investors.  One observation is that in my 

view the current “accredited investor” test is too weak – too many nominally accredited 

investors obtain the wealth that qualifies them as such in ways that do not reflect any 

ability or training to invest wisely  (e.g., inheritance, gifts, high salaries for talented 

young athletes).  It would be better if the SEC took more seriously the job of dividing 
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knowledgeable investors from others, through the use of tests – such as we require for 

everyone to legally drive, and create incentives for those who cannot or do not have the 

interest in so qualifying to invest through intermediaries, such as diversified mutual 

funds.16  Congress could direct the SEC to do so. 

 
5. Do secondary market investors face risks different from those who 

purchase securities primary offerings?  How does the availability of 
information in the secondary market affect liquidity and price?  

 
Yes, the risks are different in secondary and primary offerings.  In a primary offering, 

there is usually no prior market price, and investors must decide on a price on their own, 

based on their due diligence and information received from the company.  In a secondary 

offering, at least one in a genuinely liquid market, a new investor can rely to an extent on 

prior market prices to at least simplify the task of price formation.  Of course, secondary 

market prices can be manipulated, particularly if the market is illiquid, and secondary 

market prices are only as good as the information on which the prior trades were based.  

More and better information typically increases liquidity and price.   

 
6. How would current legislative proposals affect investors? What changes, 

if any, should be considered in these proposals? 
 

The proposed reforms fall into four categories:  (1) crowdfunding (S.1791 and 

S.1970); (2) small offerings (S.1544); (3) 1934 Act registration triggers (S.556, S.1824 

and S.1941); and (4) initial public offerings (IPOs) (S.1933).  I address each in turn.   

1. Crowdfunding.  

The one genuinely new reform proposals on the table relate to crowdfinancing.  

Modeled on crowdsourced volunteer successes such as Wikipedia, person-to-person 

lending platforms such as Prosper Marketplace, Inc.,17 and crowdfunded (but not 
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financed) schemes for authorship or ownership rights to new music, plays, and discrete 

products (but not securities or investments), such as Kickstarter,18 crowdfinancing 

promises to allow for entrepreneurs otherwise unconnected to conventional early-stage 

financing sources (family, friends, angels) to connect through the internet to “investors” 

who would be willing to risk small amounts to strangers for the hope of angel-

investments-like returns.  For fans of the internet, and for entrepreneurs unable to raise 

capital in other ways, would-be crowdfinanciers make an appealing pitch.  Proponents 

add a dash of anti-Wall-Street and/or Silicon Valley sentiment – crowdfinancing will 

enable the common man to avoid entanglements with the corrupt traditional centers of 

capital formation – and then point to a handful of experiments in other countries to show 

that the model can work.   

The entirety of the crowdfinancing concept suggests nothing to me so much as a 

catchy, high-risk, and very possibly fraudulent investment scheme.  It might work.  It 

might turn out to be a neat new thing.  Or it might turn out to be mostly a cheaper, better 

vehicle for fraud, with negative spillover effects on the current person-to-person lending 

and crowdfunding project sites.  Let me sketch some reasons to be cautious about 

crowdfinancing per se, as opposed to crowd-sourced lending or product funding or social 

entrepeneurship. 

From the perspective of the honest entrepreneur, what does crowdfinancing promise?  

Given the limits that all crowdfinancing proposals currently include – particularly the cap 

of $1 million per firm – the fund you can obtain this way will practically only benefit a 

limited class of entrepreneurs – those working on low-capital-expenditure, low operating-

expenditure projects (such as software products) that can be produced with sweat equity, 
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a laptop, bandwidth, and a coffeemaker.  Still, these firms may find the prospect of cheap 

financing attractive, and the past twenty years have demonstrated repeatedly that such 

firms can create real value.   

Nevertheless, creators of such firms should think carefully before moving to 

crowdfinancing.  Without significant investment of time on your part to screen investors, 

a host of strangers will end up owning a chunk of your company.  You will have 

obligations to them as a fiduciary.  Among them may be competitors, gadflies, 

journalists, cranks, and crooks.  They will have rights to get information from your firm.  

They have standing to sue you.  True, their rights are practically useless to them in 

protecting their legitimate interests as shareholders, but they can cause havoc in your 

already overworked schedule simply by making demands or filing a complaint.  Almost 

by definition, they will be good at using the Internet to retaliate – with gossip, rumors, 

exaggerations, or lies -- if you treat them in ways they do not think appropriate.  If you 

succeed, their expectations will soar, and if as is likely you eventually sell more equity – 

to a venture capital fund, for example – you will likely need to cash out the 

crowdfinancing investors in order to get the venture capitalists to come in.  If you ever 

need them to commit to a lock-up agreement or otherwise facilitate an initial public 

offering, good luck trying to get them all to agree.  (Contrast this with person-to-person 

lending, where the recipient receives cash in return for a fixed repayment obligation, no 

different in kind than a credit card, that can generally be paid off at any time.) 

From the perspective of investors, crowdfinancing should be understood as an act of 

faith, at least as it would play out under S. 1791.  Investors would have no practically 

effective ways to collect any return on their investment, except to the extent shares could 
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be sold to some other investor equally or more optimistic or irrational or charitable or 

profligate, depending on one’s point of view.   

Under S. 1791, securities regulators will have no ex ante role to play in reviewing 

disclosures.   Ex post fraud liability, even if the heightened standards normally applied 

under the 1933 Act were applied, would do little to protect against such ordinary 

corporate transactions as recapitalizations at a low price, low-price mergers with 

companies controlled by the entrepreneurs, asset sales at a low price, or high 

compensation reducing to nearly zero any cash flow that the firm were to generate.  

While such actions might be actionable as breaches of fiduciary duty under corporate 

law, they would not likely constitute “fraud” in the narrow sense that courts have 

interpreted Rule 10b-5.  As a practical matter, the small amount of money to be invested 

by any one crowdfinancier would make a private corporate law suit cost-prohibitive, and 

no self-respecting class action plaintiffs’ attorney could be relied upon to know about 

much less police start-ups that are too small to even be called “microcap.”   

Unlike crowdfunded products, where a song or other computer-based good can be 

obtained and its quality verified, investments take time to grow in value, are constantly 

fluctuating in value, and are inherently based on future – indeed, the standard finance 

model of the value of a stock is to project future cash flows generated by the firm that has 

sold that stock.  Unlike person-to-person lending, where the borrower has immediate 

interest or repayment obligations that can be monitored cheaply, the entrepreneur 

receiving a crowdfinanced investment will have no fixed obligations unless and until the 

firm is sold or liquidated, before which time many corporate finance transactions can 

rewrite the terms of the deal on a difficult-to-police basis.  While it is possible to imagine 
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an honest entrepreneur using crowdfinancing to generate a firm of great value and then, 

out of honesty, sharing that value with the initial investors, a well-advised investor would 

have to recognize that such outcomes will depend almost entirely upon the character of 

the entrepreneur.  While crowdfinancing is unlikely to reach the scale to cause any 

serious systemic financial problems, it would be well to remember that in the last 

financial bubble, “liar’s loans” were a common way for borrowers to obtain a mortgage – 

essentially loans based on character.  That method of finance did not turn out so well.   

In sum, crowdfinancing should be recognized as a long shot for both entrepreneurs 

and investors alike.  It might work, in very limited contexts, if the participants have some 

social or other extra-legal reason to trust one another, and to fulfill that trust.  To the 

extent crowdfinancing genuinely is meant to resemble its predecessors in the internet 

space, the investments would be made by numerous investors (contrary to the usual angel 

or venture capital model) who nevertheless know and vet each other through an existing 

and ongoing online community, who can identify each other in a verifiable way (and so 

weed out sock-puppets and shills) for can communicate with one another about their 

common investments, rely on each other for information and advice, and would only 

make small diversified investments with specific safeguards, such as an escrow account 

into which investments would be placed until a designated project amount was reached – 

the idea being that no one investor’s money would be used until the project had been 

“approved” by virtue of a large number of other investors committing their money.  And 

at the end of the day, the investors would make their investments knowing, in effect, not 

simply that the investments were “risky” or even “highly risky,” but near-charitable 

donations that might produce a windfall – more akin to a lottery than anything else. 
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While we can rely to an extent on reputation to substitute for law in some contexts, 

and crowdfinancing intermediaries might be able to develop and impose similar rules of 

the road on participants, we can also count on some intermediaries to not do that extra 

work, and to try to generate revenues in the short run on the hopes and dreams of 

entrepreneurs and investors alike.  When they do, and when the conflicts and fraud 

emerge, the effects will spill over onto the otherwise legitimate crowdfinancing 

intermediaries, and will further spill over onto firms already successfully operating 

person-to-person lending platforms and crowdfunded product platforms.  In some ways, 

those firms have the most to lose from an ill-considered experiment with crowdfinancing.   

Moreover, the limits that are currently in S. 1791 are not practically enforceable.  

While individual investments are limited to $1,000 per year, and any one firm can only 

raise $1 million in a year, there is no mechanism required of issuers, investors, or crowd-

financing intermediaries to verify whether the individual has complied with the limit, 

other than the vague requirement that intermediaries “take reasonable measure to reduce 

the risk of fraud.”  (Even under current rules, requirements that “accredited investor” 

status be verified are weak at best, with investor self-certification and a short delay 

sufficing at many online stock-trading platforms.)  Even if we did not feel sorry for 

investors who lied their way into a crowdfinanced website, a fraudster could set up 

multiple fraudulent firms and attract multiple investments of $1,000 each, greatly 

exceeding the savings of most typical Americans.19  When that fraud is uncovered, all 

web-based financing efforts are likely to lose reputational capital, even the diligent ones 

that do a good job of screening and monitoring investors and entrepreneurs. 
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In contrast, the requirements of S. 1970 are more robust, and more likely to prevent 

reputational spillovers of fraudulent crowdfinancing schemes onto legitimate internet 

based financial firms. By building in express authority for the SEC to condition 

intermediary status on various forms of investor protection, S. 1970 is a more thoughtful 

delegation of difficult implementation issues.  However, let me caution that – as noted 

above – the current litigation climate affecting all SEC regulation means that the SEC’s 

ability to act on its authority cannot be taken for granted.  Thus, I would condition any 

sales under the crowdfinancing exemption upon prior SEC rulemaking that is currently in 

effect, so that if the rules were to be struck down by a court, the exemption too would 

fall.  And, as noted above, I would suggest having any crowdfinancing exemption sunset 

by its terms after two or three years to permit a careful review of how it is being used, 

before permitting it to continue.   

2. Small Offerings.   

The effort to reinvigorate Regulation A small offerings represented by S. 1544 strikes 

me as neither promising nor threatening.  It is not particularly threatening (to capital costs 

or investor protection) because without blanket preemption of state blue-sky laws, it is 

unlikely to be used.  It is not promising for the same reason, and because Regulation D 

coupled with Rule 144A and innovations such as SecondMarket make the small offering 

path to capital formation both unattractive for policy reasons (why invite middle class 

investors to invest with the least protections?) and practical reasons (if a firm cannot raise 

funds from qualified institutional buyers, how likely is that a firm could do so from 

unaccredited investors – other than by misleading them?).   
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If enacted, and particularly if a blanket blue-sky preemption clause were included or 

added later, it seems to me that moving from $5 million to $50 million in one swoop is 

unnecessarily risky, dramatically so in light of its reduced liability standards relative to 

conventional public offerings, and even more so if Section 12(g) triggers are raised, as 

separately proposed.  Even though a good case can be made for reducing disclosure, audit 

and compliance costs for smaller companies selling shares to the public, relative to large 

existing public companies, this is better addressed by S. 1933, and there is no clear reason 

to reduce the disclosure and liability standards applicable to any public offering in which 

hundreds of unaccredited investors are asked to speculate simultaneously on an unproven 

technology and a control-free cash management system.  If S. 1544 is adopted, I would 

combine the use of a sunset clause suggested above with a more gradual approach to the 

amount:  begin with a $15 or $25 million exemption, which would revert to $5 million if 

the SEC did not find that the higher threshold met a cost/benefit test, and condition any 

further increase on a similar subsequent testing phase, sunset, with review and re-

approval by the SEC.  In addition, caution with this experiment would also suggest 

adding an all-time fund-raising cap that integrates all offerings under this modified 

exemption over time, and also integrates it with offerings under Regulation D, rather than 

simply capping the amount that can be raised in one year.  Without those changes, the 

combination of Regulation A and manipulation of the “record holder” formality under 

current Section 12(g) could open up a path to complete evasion of public registration 

requirements, which would not be in keeping with the idea of a “limited” or “small” 

offering exemption. 
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3. 1934 Registration Triggers. 

Two of the pending bills propose raising the triggers for 1934 Act registration from 

the current 500 record holder trigger, one for banks, one for all companies, and, in 

addition, to exempt employee owners from counting towards the trigger.  In my view, 

these are the riskiest proposals being discussed.  Raising the cap to 2,000 record holders 

would allow more than half of all public companies to go “dark.”20  This might be a 

boon to some companies, which could immediately cut compliance costs.  But for 

investors who have already invested in the suddenly much larger number of firms that 

could “go dark,” such a radical change would upset legitimate investment expectations, 

and have spillover effects on liquidity, capital costs, and value of the firms that choose to 

“remain lit.”21  Particularly if combined with permission for private offerings to target the 

public in general solicitations, as in S. 1544, raising the Section 12(g) limit in this way 

would effectively gut the securities laws for all but the largest issuers.  Such a dramatic 

change would, if proposed by the SEC, almost certainly generate a great deal of comment 

and discussion, and rightly result in an extensive public debate.  Does it make sense for 

the Congress to rush in radical deregulation on the hope that it might generate short-term 

job growth? 

If the objection of proponents to public registration under the 1934 Act centers on 

control systems and compliance costs, the better path is that represented by S. 1933 – and 

also even more straightforwardly by demanding that the PCAOB use its existing 

authority to tailor the requirements under Section 404(b) of the Sarbanes-Oxley Act as 

applied to smaller or newer companies.  The objection may, however, be primarily about 

wanting to keep investors in the dark about executive compensation, corporate 
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governance, insider trading, proxy manipulation of the kind documented at over-the-

counter companies in the SEC’s 1963 Special Study,22 conflict of interest transactions, 

earnings “management,” capital expenditures, and other ways in which investors and 

their money can be misused.  Perhaps the reduction of capital-raising costs entailed by 

such changes is worth trading off against the increased cost of capital for widely held 

firms generally, on an experimental basis.   

But if so, a better case needs to be made than the one thus far presented by advocates, 

who simply repeat the talking point that the 500 record holder limit is “out of date.”  

Advocates do not ever explain why dispersed investors today are any less in need of 

strongly enforced disclosure laws, or better capable of protecting themselves without 

such laws, than they were in 1964.  (By contrast, it makes obvious sense that the asset 

trigger in the 1934 Act would need to be raised, to reflect growth in the economy and 

average investor wealth.)  Ample research shows that dispersed shareholders remain 

usually unable to easily or cheaply use their existing rights to protect even their most 

basic rights to elect the boards of directors of the companies in which they invest. 

Carving out employee ownership of stock would at least be consistent with SEC 

exemptions or no-action positions on options and restricted stock units.  However, it is 

unclear why employees are less in need of information and anti-fraud protection than 

outside investors.  While they are in a good position to monitor some aspects of a firm, 

and equity ownership is clearly an incentive tool for many companies, particularly cash-

constrained firms, such as start-ups, few employees have access to or an ability to check 

the members of the C-suite, and the fact that their investments represent a doubling down 

on the human capital investment they have in the form of firm-specific knowledge and 
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relationships built up in their employment has long meant that employee investors are 

peculiarly exposed to the investment risks represented by employer stock.  Some of the 

current use of employee stock or stock option compensation is generated by tax 

incentives similar in kind to the mortgage interest deductions – seemingly attractive ideas 

that are in need of rethinking.   

A better case can be made to raise the limits in this fashion for banks, since they are 

directly regulated by bank regulatory agencies and are required to file call reports and 

make other disclosures to depositors, which equity investors can also access.  However, 

these disclosures may not be widely known to many bank investors, and if the goal of 

S. 556 is in fact to permit the continued family or community ownership of community 

banks without triggering SEC registration, it would be better to develop tailored 

exemptions for ownership by direct or indirect heirs, or community-based owners 

geographically proximate to the bank with some long-standing depositor or other 

relationship to the bank, to increase the odds that the investor has information about and 

can protect their interest in the issuing bank.   

Finally, it should be emphasized that the current use of “record holders” as a trigger 

for 1934 Act reporting is in fact “out of date,” not because of the number 500, which 

while arbitrary seems reasonable as a measure of “dispersion” of shareholders, but 

because of the use of “record holder” as the thing to count.  As others have previously 

testified, the methods of distributing equity have long made the use of record ownership 

an anachronism.  While record holder counts correlate with beneficial owner counts, they 

do so weakly, and increasingly weakly, over time.  Firms that make disclosures to their 

shareholders already have beneficial owner counts, in order to know how many annual 
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reports or proxy or information statements to provide to record holders to pass through to 

beneficial owners, and it has long been a puzzle to outsiders why the SEC not have 

moved to using beneficial ownership as the relevant metric.  To be sure, there are many 

beneficial owners who object to having their identities known to a company, but it is hard 

to see why any beneficial owner would object to being counted for disclosure purposes.  

To be sure, there are fluctuations in beneficial owner counts, and they are probably 

measured with more noise and greater lags than record holder counts, but the rules could 

allows firms to rely upon record holder reports of beneficial owners as of a certain date, 

eliminating such uncertainties for issuers’ legal obligations.  Alternatively, one could 

imagine moving to a “public float” trigger measured by reference to value of unaffiliated 

investments, rather than counts of outside investors, as others have suggested.  However, 

doing so will increase to some extent the arbitrariness of the test, since it will focus less 

on ownership dispersion – which presumably is the theoretical reason that investors 

cannot be counted on to demand information on their own – and more on market 

valuations, which can vary rapidly without regard to the relative power or information 

needs of investors.  Nevertheless, either method of counting would be great improvement 

over the current trigger, which effectively rewards well-advised firms who carefully 

structure their investors’ investments in order to keep their nominal record holder count 

down, and punishes older firms like Wa Wa, Inc., which has long done the more 

straightforward thing and issued stock to employees as holders of record.   

4. IPOs.   

Last, I address S. 1933, the “Reopening American Capital Markets to Emerging 

Growth Companies Act of 2011.”  This bill is the most thoughtful and carefully 
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structured bill being considered, and (with two caveats, discussed below) raises the 

fewest risks.  While I would shorten the start-up period to four years, rather than five, and 

couple it with a sunset – after six or seven years, rather than two or three as for the other 

proposals, in order to let the four-year ramp-up period play out – I believe that the 

relatively modest reductions in investor protection that it would permit pose the least risk 

to the current regulatory system while holding out the promise of at least some 

meaningful non-fraudulent capital formation.    

To be sure, I am not sure that the bill will dramatically increase the number or reduce 

the size of IPOs, as advocates of this reform seek to do, or whether IPOs are as central to 

job creation as the investment banking community would like to believe.  While a case 

can certainly be made that compliance costs have impeded marginal firms in the last 10 

years, the fall-off in IPOs began well before Enron, much less Sarbanes-Oxley, and 

microcap firms have never been subject to Section 404(b) of that law, yet there has been 

no resurgence of IPOs by 404(b)-exempt firms, even after the exemption for microcap 

companies was made permanent.  More serious impediments to a renewals of IPOs, it 

seems to me, is the increased “deretailization” of the equity markets, which in many 

respects is a good thing, as retail investors have increasingly realized that they are the 

most likely to make poor investment decisions, and have increasingly come to rely on not 

on broker-dealers paid to generate value-destroying churn, but on fee-only advisers, 

particularly advisers to mutual funds and other regulated collective investments, who in 

turn increasingly invest through private equity funds.  Institutions seek not just 

investments but liquidity depth, making smaller or thinly traded IPOs that might once 

have attracted a retail investor following unlikely to generate the same interest from the 
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institutions that now bundle those investors’ dollars and invest collectively.  Where the 

institutions are content without that liquidity, they have Regulation D and Rule 144A, 

which permit issuers to raise a great deal of liquid capital from dispersed institutional 

investors without going public.   

Nevertheless, there probably are at least some firms that would be able to reduce their 

capital costs by going public, that are nonetheless deterred by the marginally higher 

offering costs generated by 404(b) and other disclosure requirements.  Thus, the bill may 

do some good.  Because the firms would still need to meet all of the other requirements 

of the 1933 and 1934 Acts, including obtaining audited financial statements (albeit for a 

reduced period), and because the sponsors would remain subject to the full liability 

regime of the securities laws, the risks of the deferral of some of the disclosure 

obligations under the 1934 Act seem appropriately small, and worth taking, particularly 

because the result is to increase the amount of publicly traded securities, with spillover 

liquidity benefits for other firms.   

I add two caveats.  First, I have not had a chance to think carefully about the 

provisions of the bill that relate to research analysts.  They are modestly complex, as they 

require thinking through the potential conflicts of interest between underwriters, dealers, 

and firms issuing research, under both the SEC’s rules and the rules of FINRA.  Analyst 

coverage is clearly a key linch-pin in developing a liquid market for a prospective public 

company, but analysts, too, have played a sad role in recent bubbles, particularly in the 

build-up of telecoms in the late 1990s and early 2000s.  The bill proposes to explicitly 

and clearly take away authority from the SEC and FINRA to regulate analysts in the IPO 

context, and it is not clear to me – and, since this bill was introduced only 10 calendar 
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days ago, I suspect it is not clear to anyone other than the sponsors and those who advise 

them whether this narrowing of regulatory authority makes sense, or is necessary, in its 

current form, to accomplish the legitimate goal of increasing analyst coverage of newly 

public firms.  Second, I would have thought a more straightforward way to accomplish at 

least the goal of reducing SOX 404(b) costs would be to command the SEC and the 

PCAOB to use their authority to better tailor the compliance, audit and attestation 

requirements for newly public companies.  Spurring regulatory innovation is one of the 

most important tasks Congress has.  One way to do it is to deregulate and hope for the 

best.  Another way to do it is to command the agencies to regulate in a more sensible 

way, with explicit metrics to show that it has worked.  For example, Congress could 

require the agencies to take action within a set period of time to modify the SOX 404(b) 

requirements, and then report on the effects on compliance costs using surveys of firms.  

If the costs had not come down, the agencies would be required to go further.  While this 

would take time – and not generate any new jobs before the next election – it would be 

more likely to produce an efficient trade-off between capital-raising costs and capital 

costs than the cycle in which we seem to be currently stuck:  deregulating, hoping for the 

best, and then rushing to reregulate after the next scandalous financial collapse. 
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