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Recommendation of the Investor Advisory Committee: 
Crowdfunding Regulations (AprillO, 2014) 

Preliminary Observations: 

• 	 Title III of the Jumpstart Our Business Startups Act (JOBS Act) provides the framework 
for a new online marketplace where companies can raise small amounts of seed capital 
from investors. 

• 	 Investing in early stage start-up companies of the type expected to raise capital through 
crowdfunding carries inherent risks. A high percentage of start-up companies fail. Their 
shares are difficult to value. Liquidating the investment can prove challenging. 

• 	 Even when the company succeeds, these companies will likely need additional capital to 
grow and flourish. Early crowdfunding investors may not know or be able to take 
appropriate actions to protect their interests to ensure that the value of their shares is not 
inappropriately diluted in subsequent financing rounds. 

• 	 Additionally, one of the benefits ofcurrent financing models is that either a skilled 
investor, a close-knit family or community, or a third party institution such as a bank 
providing debt financing, is reviewing, investing and then monitoring the investment. In 
contrast, crowdfunding enables a broad and diverse investing community where there 
may or may not be a person or entity that has the means or the interest to engage in such 
pre-investment review or post-investment monitoring. 

• 	 Recognizing these and other risks associated with crowdfunding, Congress included a 
number of provisions in the crowdfunding title of the JOBS Act designed to address those 
risks. These include first and foremost provisions to limit the amount individuals can 
invest through crowdfunding, to give crowdfunding intermediaries a role in ensuring 
compliance by issuers, and to educate investors about the risks of crowdfunding. 

• 	 Implementation of the crowdfunding title poses a significant regulatory challenge for the 
Commission, which must be sensitive both to the cost of compliance for issuers and 
intermediaries and the risk that investors will suffer unaffordable losses. Although these 
goals are sometimes seen as operating at cross purposes, crowdfunding ultimately cannot 
succeed unless investors perceive the marketplace as fair and believe they have a 
reasonable chance ofprofiting on their investments. 

• 	 While the crowdfunding title of the Act is quite prescriptive, the Commission has broad 
responsibility for drafting the implementing regulations. How those regulations are 
implemented will play a significant role in determining whether crowdfunding provides 
the reasonable investor protections, and the fair and cost-effective marketplace, necessary 
to ensure its viability as a small company capital formation tool. The current proposed 
rules issued by the Commission do not, in our view, achieve that balance as we believe 
they can. 



Recommendations 
, I • • ·, ";.' :. '• , .• 

The. Committee; recommends that the: ~onimission adQpt.regulations implementing· 
c:rowdfunding .that are. both. consistent with the· statute and ·commensurate with the risks i.nhetent J 

in allowing early ·stage start-up companies-to sell _securities based on.limited information to 
unsophisticated, low -net.worth investors. , To .achieve. that goal; the Commission will need to 
strengthen 'its proposed·rules in.several key areas:.: The Committee believes the following 
changes are needed to better ensure that investors understand the risks· of crowdfunding and· 
avoid unaffordable financial losses. · 

Recommendation 1 
,o I ,f .-·: 

·The-Commission should,. as an initial matter, adopt tighter restrictions on the amounts 
that investors can invest in crowdfunding. Specifically, the Committee recommends that the : 
Commission initially use a."lesser. of' _approach to setting investment limits (as.explaine.d 
below), .with the exception that: investment limits for accredited investors.-be calculated using the 
"greater of' methodology. If experience s.ugge.sts that. crowdfunding is a·success for investors, 
the Commission can consider whether to expand the amount that individual investors can place 
at risk by adopting a "greater of' methodology. 

\ _. : ~ • . ~ . s 

· Supporting Rationale 

.··' ' 

· Experience tells us that early stage start;oup .companies have v.er.y high failure rate_s. 
According to the Bureau of Labor. Statistics (BLS), for example, roughly half of all startups .are 
out ofbusiness after five _years. While imP.roving.access to. capital for· start-up companies could.· 
help to improve their prospects, it :is equally possible that the very early stage companies that 
choose to rely on crowdfunding, especially with lesser levels :of pre-investment review and post-: . 
investment monitoring,. will have even higher failure rates. :As a.result, even with the best of . 
regulatory protections, crowdfunding inv.estors.are likely to be at high risk of losing som~. or all 
of the money they invest in crowdfunding offerings. · =· ••. • · 

The central provision Congress included in the crowdfunding title to minimize the risk of 
devastating fmanciallosses. is a-limit .on the amount that investors can invest in .crowdfunding in 
a given 12.-month period. Under the statute, any investor, no matter how low their income or11et 
worth, can invest up to $2,000 through crowdfunding in a 12-month period.· And, no matter how 
high their income or net worth, no investor can-in"est1more than $100,900. In-between these two 
outside limits, the statute allows for investments ofup to five percent. for investors with incomes 
or net worth below $100,000 and ten percent for: inve~tors :with incomes or. net worth at or above 
$100,000. Net,worth is bas.ed -on th~ accredited investor definition, which e~cludes the value of 
the primary residence. 

,.', ·-;- ,i 

. Unfortunately; the legislative ·l~guag~ .~round .these liroits is ambiguous: Five or ten 
percent of which amount, in~ame or net. wo.rtb or. both? And..-what is. the Commission t.o do about 
the many individuals .who will have income ·below $100,000 and net worth above, or vice versa:­



where the statutory provisions seem to be in conflict? The statute allows for any number of 
interpretations. 

: ' 

The Commission has proposed to adopt a "greater of' approach that maximizes the 
permitted investment amounts. Sp.ecifically, it has proposed to apply the ten percent calCulation 
if either.·.income or net worth is at or ·above the' $ 100;0001dividing line. And ·it proposes to allow 
the limit to be calculated based On·the ·greater oftncome or net worth. So, a person with an 
income of$ 150,000 and a net worth of $25,000.would be allowed to invest $15,000 every 12. .. 
months in these early stage start-up companies through crowdfunding platforms:Similarly, a 
person earning $25,000 with a net worth of·$150·;ooo would be allowed to invest up to $15,000 
annually in these early stage start-up companies. 

The Committee believes that this "greater of' approach, while one of several approaches 
that is generall y consistent with the statutory language, is inconsistent with the intent of the 
provision to minimize the risk that investors will suffe r unaffordable losses, The percent limits 
in the statute are already quite high. The Committee believes that few fi nancial professionals 
would recommend that even their wealthiest clients put anything close to ten percent of their net 
worth in the individual stocks of early stage start-up companies. This concentration issue would 
be even more of a concern for the moderate income individuals.. who will be permitted to 
participate in·crowdfunding; 

While some assert that max imizing the permissible investment amounts could increase 
the ability of investors to diversify across multiple crowdfunding offerings, tHe Committee 
believes, based on what is currently expected in the crowdfunding space, that the risks of over­
investing in the general category of companies that use crowdfunding 'far outweigh the benefits 
of increased potential fo r diversification within this category. ·Fu11herinore, increasing the 
investment limits without also limiti ng the amounts that can be put into any one individual 
company will not necessarily result in greater .diversification across·multiple offerings; it could 
just as easily result in investors' making a bigger bet on a s ingle offering. Indeed, the latter may 
be more li kely to ·occur, since investing in a single offer.ing is simpler than researching and 
investing in a multi tude of offerings. In add ition, significant diversification could still be 
achieved even within much lower investment limits if -in vestors chose to invest small amounts. 

The Committee therefore urges the Commission to adopt an interjJretation of the statute 
that would be more consistent with congressional intent to limi t investor losses. Specifically, the 
Committee recommends that, at least as an initial matter, the Commission adopt a " lesser of''· 
approach for those investors who are riot accredited investors. This is the opposite of the 
Commission' s proposed app'roach. It would·base the calculation on the lesser of income or net · 
worth and make the calculation using the lower·five percent amount if either income or net worth 
fell below the $ 100,000 threshold. This approach would mean that unless both an investor' s . 
income and net worth exceeded $100,000, they would only be allowed to invest up to five 
percent, and that five percent ca lculation would be applied to the lower of either their net worth 
or income. If both an investor' s net wo11h and income exceeded $ 100,000, then they could 
invest up to ten percent, but that percent would still be c.alculated based on the lower of either 
their income or net:worth . Additionall y, however; the Committee believes it would be · . 
appropriate for the Commission to retain the "greater of' a pproach to setting investment limits 



for accredited investors, ·who:are at teast in th~ory better positioned: to understand the risks and. 
absorb potential losses} < · · · ·. ; · · . : · .. · ... , · .. 

. ! 't· 

·Adopting a "lesser of' approach initially· would. enable the· Commission to gain 
experience with crowd:funding in order to· better understand~ the risks to investors. and. the· : ·.... , · 
effectiveness -of the ~'Wisdom~of the· crowd~'.. in addressing those risks. If crowdfunded companies 
enjoy a lower-thad-feared faih.tre,rate; ifconcems about unfair. valuations,: liquidation risk, and ·. · 
risk:of dilution arefowid:to-have-been exaggerated; and if.efforts to ensure that investors .. 
understand the risks of crowdfunding ·prove- effective,. then the Commission .could consider · 
adopting a "greater of' approach to setting investment limits for all crowdfunding investors . 

• t t ' 

Recommendation.2 
• I •' ',· 

The Commission should strengthen the mechanisms for the -enforcement of the 
investment limits in order to better'prevent errors and evasion. To reduce errors. in calculating · · 
investment limits; the,.Cortunittee recommends that intermediaries be required to. create a tool 
that investors would use to· assemble the underlying data·on which investment, limits are · · 
ealculated and to perform the calculations electronically.. The Committee also recommends that 
the Commission view the provision allowing reliance. ori investor representations to enforce 
compliance with investment limits across platforms· to be ..a temporary one. The. Commission 
should monitor the effectiveness of this approach in order to determine whether it should be 
continued or whether a more stringent. enforcement mechanism· is needed. 

I• • • ·.... -1 

1,'·;· ··Supportiilg Rationale .. · · · 

The Committee is ·concerned that investors will not receive· the. full benefits of tighter 
investment limits unless the Commission also significantly strengthens the mechanisms for 
enforcing the limits. 'Although Congress intended intermediaries to play an active-role in~ · .. 
enforcing ·the· limits, the Commission. proposes to allow· intermediaries to· rely solely _on the 
representations of investors to meet this requirement.· The Committee believes there is a high 
likelihood of unintended errors in making _these calculations. ·The most likely error- failing to 
subtract the value of the home from the net worth calculation - could have an enormous impact 
on the oirtcoihe of the calculation.- That one mistake could ·move many investors above the 
$100,000 threshold and increase by tens or even hundreds of thousands of dollars .the amount .on 
which the investment limit is based. 

,·• ~ j . 

· Investor education .advocates ·and .financial· surveys all refleet that most Americans do not 
have a finanei~ll plan, making .it more likely than not that they do not know what -their net worth 
is. At a mirtimUrh, therefore,!the·Cornmittee believes it is essential that intermediaries create an 
electronic ·work sheet to prompt investors to enter a setofrequired underlying data on which the 
investment limits are ba5ed: Instead of simply requiring investors to .enter their net worth, for .· . 
ex·ample; platforms should be required to create a. tool for .. investors to use to calculate their.net 
worth appropriately, identifying categories ofassets and liabilities (bank accounts, investment 

1 The Committee has previously suggested and continues to believe that changes are needed to the accredited 
investor definition to ensure that it achieves this goal. 
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accounts, house value, etc.) on which net worth-is .typically-based. ·Prompts could be irtcJuded . 
informing investors of the need to deduct outstanding liabilities or exclud~ t.he value of.the . : . 
principle residence and providing fields for the investor to use to enter those amounts. The 
portal software would -then :peiform the actual computation of net worth: and~ the investment limit 
based on the infermation pr.ovided~: ·Such anapproach :would not pr.ev~ntall eqors, but it would .. 
in:o~~ew be significantly more acctirate·than.fu.erCommission's:proposed·apprqach. . . . 
Moreover; we believe: this improved,protection forjovestorscould· be acbieyed,a,tminimal cost. 
and inconvenience to investors. This~clear-eutsoftw~ to.ol could also help to serve.part of the_; 
critical educational.role the JOBS Act contemplated for, portals ... · · · , . 

While such a tool would reduce the likelihood of unintentional ·errors, that still leaves 
unaddressed the question ofhow much intermediaries are required to do to substantiate the data 
underlying those calculations. Congress made portals responsible for enforcing both the ; 
individual and aggregate investment limits, but the proposed rules would allow portals simply to 
rely on investor representations. AS discussed further in·the following recommendation, the 
Commission could provide a safe harbor that allows .for reliance on investor representati.ons with 
regard· to the .underlying income and. net worth information on .which the calculation is based in 
cases where the investment amount is:quite. small, such·as $500- in a single offering and.$2,000, 
overall during a 12-month period.J This c<;>uld further benefit 'investors by providing an: incentive 
for issuers and platforms to allow·small investments, something they may be reluctant to do if 
the costs ofcompliance make. that unaffordable. ~ . -~ , - ~ · .. _, .. 

·. 
. A second issue stems from· the fact that some investors will likely use multiple crowd 
funding portals, and there is no easy method for determining eligibility or tracking an investor's 
total investments for compliance with the annual cap. The investment limit$ .:in the crowdfunding 
title are intended to apply cumulatively to all ofan investor's crowdfunding investments. within a 
12-morith period, as· well as: to investments in an individual offering. As Senator Jeff Merkley, a 
key author of the crowdfunding title stated,. "Without aggregate caps, someone could in. theory 
max out a per-company investment in a single company and then repeat ·that bet ten, a hundred, 
or a thousand times, perhaps unintentionally wiping outtheir entire savings. " 2 

, Congress clearly 
saw the aggregate caps as a significant component of.the bill's overall investor· protecti,ons. They 
do; however, pose significant implementation· challenges.. =, . · • 

. I .' 

-As the Commission notes in the proposing· release, .there curre.ntly is no central database 
that portals could rely on to monitor investments across multiple portals .. However,. even if a · 
centralized database were developed that would enable funding. portals to easily and affordably . 
monitor cumulative investments across different portals, the proposed rule as currently drafted 
would arguably not ·require portals to avail· themselves· of that information. The Committee is 
concerned that this approach· fails to create an incentive for private parties to develop this sort ..of 
technological solution to the problem .of cross-portal monitoring. The Committee urges th~ 
Commission to create an incentive· to improve cross-portal.monitoring by including. an . 
expectation that it will not only monitor the effectiveness of this provision but also· that it woulq 
expect to terminate it·if a cost-effective ..and suitable .cross-portal monitoring sy~tem.is. qev~lqped. 

. ', . 
. . t 

2 See 158 Cong. Rec. 85476 (July 26, 2012) 
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Specifically, dudngthe monitoring ,period in which reliance on investor representations is 
allowed, the Commission ·should ·review both -the, effectiveness of this approach and. subsequent 
developments. · Depending ·on what -it!found; the Commission oould .then de~ermine whether to 
extend the rule allowing for reliance on investor representations, if that proved effective,, o~ adopt 
a more rigorous approach to enforcement of the investment limits if it did not. If some 
alternative enforceqtent mechanism-emerged diu:ing.this time; tSuch as development of a ' 
centralized database~: the €ommission could determine ~whether that provided a more effective . 
means of monitoring investments across platforms ·at an affordable. cost .. At the same time; the 
Collimission could determine~what regulatory. requirements should be applied to the operators of 
such a database in order to ensure the security, privacy, and accuracy of information collected 
and the: smooth functioning of the marketplace. 

•• 1Recommendation 3 ...• '0 . 

. .. 
The Commission should clarify and strengthen the obligations of crowdfunding 

intermediaries to. ensure. compliance by issuers· with. the crow~funding title and relevant 
regulations. The Commission should clarify the requirements· for background checks. It should 
also clearly.affirm;the right ofpor.tals~to ~'curate~? offerings, irtcluding:the right. to· reject offerings 
based onwhatever factors the portal deems appropriate (including the issues of liquidity ·and. 
dilution referred to in our Pre)iminary .Observations) without automatically triggering regulation 
as a broker-dealer. In revising the compliance. obligations of intennediaries, the Commission . _ 
should consider adopting a tiered.approachr based.on such factors as.the:size of the offering,. 
permitted investment amounts, and: participation by: indiyiduals with a record of·Securities law: 
violations - in order to minimize r.egulatory~costs where the risks are smallest and maximize 
protections where risks· are· greatest. · .. 

Supporting Rationale . .. . 

Many of the small, early stage.start-up.companies expected to raise capital through 
crowdfunding will be headed by individuals with little or no previous experience in conducting 
securities offerings. Moreover, many of these issuers will not have the benefit of advice from 
legal counsel with extensive capital markets experience er ·expertise. Even under the relatively 
streamlined approach imposed on crowdfunding,.issuers' legal.obligations are .complex. and,. for 
the neophyte, often confusing. As a result, absent an effective means of ensuring compliance . . . 
with the crowdfunding title and relevant regulations, violations. can be expected to be common 
even among the best intentioned of issuers. In addition, crowdfunding. may become a magnet .for 
the types of fraudulent offerings that have traditionally beenJound. in·the less. regulated private 
offering markets. 

; Congress anti~ipated this problem and, in .response,· gave crowdfunding. intermediaries a 
role in ensuring compliance .by .issuers. In implementing this requirement, the Commission '. 
proposes to: require interme'diaries to have.a reasonable basis for ·believing 'issuers are in: . . 
compliance but to allow them to satisfy their general obligations in this regard by relying on the 
representa#o:qs .of is~u~r~ tha~ they are in ~ompliance, ".absent .knowledge. or. other .inforniaiion or 
indications that' the repre.sent~ti~ns are not tiue·.'' The Corri.iliittee believes this appro~ch~ If ..· . 
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adopted; will be ineffective in preventing either inte~tional fraud. or:the inadvertent, but. 
potentially serious,: compliance violations:ofihonest isstiers. We 'urge the Commission to require 
intermediaries to. play a more active ·role :in insuring compliance'by issuers;· both before and 
during the offering .. : · . · · · · · 

.,
' \ . ~ ' '·. ·'': j .. '.:. : • • ' 

One of the most cost-effective ·ways;to ·reduce·.~he·:ITisko£ serious. compliance vie lations. is 
to give crowdfunding intermediaries a. free hand to:reject anyoffering they believe could: pose an 
undue compliance or fraud·risk. The proposed rule lays,the·groundwork for such an approach .. •It 
would, for· example, require ·an intermediary to deny acce$ to·i.ts .platform to an offering if the · 
intermediary believes that the issuer or the offering presents the potential· for fraud or otherwise 
raises concerns regarding investor protection. But this is a vague standard that will inevitably be 
interpreted differently by different intermediaries. It is unclear, moreover, how this proposed 
approach would function in conjunction with the proposed limitations on activities that portals 
are permitted to engage in without triggering full-scale regulation as broker-dealers.~ As· a result, 
the effectiveness of this proposed approach could be compromised. 

The release ·states, for example, that" a funding·portal that wishes to av.oid.regulation as a 
broker-dealer may not use criteria based on an assessment of the merits or the shortcomings·of a 
particular issuer otoffering ·to restrict its· offerings. The rule as proposed creates an unanswered 
question regarding:what would"raise a concern with regard to investor protection" but not 
constitute an assessment of the shortcomings ofa particular· offering. This is at best ambiguous, 
and that ambiguity· would likely.make intermediaries reluctant to exercise this authority in a way 
that would maximize the benefits to investors:- .For example, could.an intermediary reject an · 
offering based on the participation of individUflls who~ but for. the forward-looking. nature bf the 
bad actor rules, would be defined as bad actors based on their pastactions?·3 ·Could an · · · · 
intermediary that wished to do so reject an offering based on its•belief that the securities: were 
unfairly valued or that it failed to adequately protect investors against dilution of the value of 
their shares? These are among the primary threats to investors identified by the Commission in 
its economic analysis accompanying the proposed rule. The Committee therefore urges the 
Commission to clarify that funding portals' would. be free (though.not required) to "curate" their 
offerings based on these or other factors. · 

,\. ·. 
Moreover, while we appreciate the·Commission's efforts to carefully consider what 

actions rby funding portals would necessitate regulation as broker-dealers, the Committee · 
questions the logic of. restricting funding portals' right to curate offerings based on its evaluation 
of the quality of those offerings or on any other criteria determined by the portal. Just as brokers 
are permitted .to restrict the range of their offerings without being deemed to be making a . 
reconimendation, funding portals should enjoy a similar freedom subject to· appropriate 
restrictions designed to ensure that they do not present their offerings in a way that will .be· 
perceived as making a specific recommendation by investors. In determining whether a 
recommendation has been made, the Commission should .look ·to its existing :guidance (with 
regard to the presenc·e or absence of a '~call to action" for example) to draw thatdistinction .. 
While there are risks that some funding portals will either intentionally ·or inadvertently cFoss the 

3 The.bad actor rule identifies·a series oftegtilatory and' legal sahcti~nstflat·wtiutd'disq~alify ~ individJ~I 'trbni . . · 
participating in crowdfunding offerings.· However, the rules do' not api)Iy to sanctions ttiat occurred before the rules 
were adopted. 
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• • 

line, the.poten~iatbenefits ofe_nabljJJg.pprtals tQ ~pecializein:certaill types ofofferings or: 
co111pete· base_d 9Q:th~ q1:1ality Qf.their offeriqgs appefU". self-e~ident. Ind~ed;:with regard ·to. the 
Ia~er..ppint,;w~ ei}.col.rrage.the .Commission_.tQ exploiT~ .whether it would be possible to require or 
e.ncQu_rage int~~ediaries to:post standarqiz~d jnfqrmation;about .the failure rates; .returns rand .. 
other relevant information of start-up companies funded through their portals. 

• ~ I • ' • • • • • : : • .. } • 1 ' • • • , • • ~ I : • .'· I :: 'i •..... '. I : ·.: ; :·.: ,·. ~! .. : 1 . . . ,. I ' ;.' : ' ' i , 

:.· :J~,a related: .pro~isiQ~, .tbe p;ropos~d rul~-also .requires int~rmediaries to deny access to 
their platfQrm ifthe intermediary has· a.reasqn..~ble basis . .for believing that an issuer, or any of its 
o.(fi_c~rs,,dire~to,rs (or any p~r~on occupying a similar status or p~rforming a.similar function) or 
20 Percent _BepeficiaJ O:wner.s, is· sqbject t<;> a disqualification under the proposed rules. As ·,part 
oftheir.ol?Iigations to fulfill this requirem.~nt, intermediaries are required to conduct background 
and secUrities enforce111ent regulatory history checks·on individuals associated with an offering. 
However,.the Conlmission has failed.toset·any standards for these.background checks, relying .. 
inste~d q~ intermediarjes to use their."experienc~ and judgment ..... to design systems.and ..· 
process~s to help r~duce the ris~ of.fr~ud in securities-based crowdfunding •." The Committee is 
concerned. that this appr9ach js likely to. res~lt i~ background checks of uneven quality. We 
therefore urge the Commission. to,clru::ify iJ)te~.diaries' obligations .in this regard in ord.er to 
ens~e that. a minimw.n standar4 ofquality.is~met. 

• , l J , ~ J I I . , • ' ~ ~ ; 

-Th~ C~mmitt~~. urges the. Commissio.n to. re.qpire that a summ&cy. of th~ som-ces· consulted 
as part of the background check be poste~ Qil th~ websit~ along with a description of the portal's 
standards for determining which offerings present a risk of fraud. Requiring posting of 
information about the sources consulted in compiling the reports would better enable investors to 
evaluate the thoroughness of the background check, thus creating an incentiv~ for i~termedi¢es 
to conduct thorough reviews in the absence of clear Commission guidelines. Moreover, as 
noted aboye, upd~r th~ Colllmjssion~s.propqsed:regulatory appro~ch, jntermediaries would be 
expecte({ to use· their own judgm~Qt in determinjp.g.. whether a particular issuer presents the · · .. 
"potential for fraud or otherwise raises concerns regarding investor protection." Investors ·may · , 
judge the issues differently from intermediaries. Requiring portals to clearly describe the criteria 
they use in determining which offerings may pose a fraud risk, including the types,_offindings 
that would and would not be viewed as disqualifications, would better enable investors to 
determine fqr themselves. how carefuJiy offeri11gs are being screened. and whether additional 
research or action by the investor is Qeed~d. ' - ' i 

. . 
. While cl~fying mteqnediaries' rights to t;eject offerings and responsibilities with .regard 

to background checks could reduce the risk 9f fraud, these steps are, unlikely to address the 
problem ofmore rou~~n~ violatjon~ of th~ cro_wdfunding tit~e and ~e rele~ant regulations. The : 
Commi~ee believes t~at inve~tprs would benefit if in~ermediaries played a mpre active role in 
pre:vepting thes.e violations t';han the. <;ommissiop rule~ requireJ This could include, for exampl~, . 
ensuring that all th~. required_disclos:ur~s CJ,re provided py ..the i.ssuer-,4 enswing that the issuer ·. 
meets the criteria app,:c;>priate tp_its offering amount (sqch as providing E:tudited financial - . 
statem~nts foroffering$ raising.more than $500,000),'~dstays within the fundmg cap .. We are · 

4 We refer here to ensuring that there is indeed a "risk factors" section, but we are not suggesting the portal should 
be required to attempt to detennine if the risks listed are a comprehensive list of risks for that issuer or are properly 
and fully stated. The Committee u(lderstands that effort would necessitate a due; diligence review by the ·portal, . 
which the Committee is not suggesting. . 



concerned that simply relying on 'representations by issuers'.thatthey are in compliance;will not 
significantly inhibit either intentional or unintentional;vi.otations. If more· rigorous compliance 
requirements are adopted, intermediaries could choose whether to perform some or all ofthese 
functions.in-house.or rely on independent compliance services, whichever is ni<?re c6st..;effective. 

t ; ' ' i • • I • • I ' ' o • ; .-. : •• ' • • -. ~ ,/' ' • 

We recognize, however, that imposing greater oversight obligations on intermediaries 
will also· impose greater ·costs and ·"that~ taken 'to: the extreme;· this- ~otild 1make ·crowaftmding 
unaffordable for the issuers crowdfunding is interided.te·Serve: To reduce-that risk,!'we·; .· ··. • ·.: · 
encourage the Commission to consider atiered· approach to; compliance obligatiohsthgt impose's 
heightened obligations as the risks to investors increase~ justas- the legisl~ti6n itself tiers·· · · 
requirements regarding fmancial disclosures: Under such ail· approach, for small offerings that 
cap investments at a low level, $500 for example, and ·where there is ·no ·participation by ·. · 
individuals with a history of security law violations, the intermediary could he permitted to rely 
on representations by issuers to satisfy their obligation to ensure compliance~ As the size of the · 
offering, the size ofpermitted investments, or other· risk factors increase, the· Commission should 
consider requiring intermediaries ·to conduct more rigoFous compliance; reviews. In addition, the· 
Commission could. take a similarly tiered approach to the reporting obligations of issuers, 
requiring more detailed disclosure by issuers with regard to such factors as their business plan, · 
pricing of the securities, their financial condition, and the risks of the particular offering. This 
would impose the greatest costs where the risks to investors are greatest while minimizing costs 
where risks ofunaffordable financial losses are reduced. 5 

• · . • · · · · • • : · • . 
... ·::. 
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Reconunendation 4. ' •j -: ! . ' 

The Commission should take further steps to ensure that educational materials clearly 
convey the required information and are reviewed ~d, to· the degree possible, .understood by· 
investors. 

Supporting Rationa:le 

tn order to better ensure that investors :understand the· risks aSsociated with crowdfunding, 
the statute makes intermediaries responsible for ensuring that: investors review educational · · 
materials, positively affirm that they understand that they could lose all their money and that they 
can afford to do so~ and "answer questions demonstrating an ·understanding ofthe level of risk 
generally applicable to investments in startups, emerging businesses and ·small issuers, the risk of 
illiquidity and such other matters as the Commission determines appropriate." While we · . 
recognize. that regulatory flexibility can ·lead:to innovation; the Committee is concerned that · 
crowdfunding intef.mediaries will be· reluctant to do anything that could discourage investment. 
As a result, the flexibility that the proposed rules·provide·could leave room for intermediaries to·· 
develop educational materials ·that downplay the risks and to deliver them in·ways·that minimize· 
the likelihood that they will be read and understood. we·therefore urge the·Commissioti'to · -·· 
strengthen requirements with regard to content and delivery of educati<?,n~l materia!~ in or4er to . 

. . ' ...'· 
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5 The Committee recognizes that small offerings may have a high level of compliance violations. 'The risk we refer 
to here is the risk that investors will, as a result, suffer serious financial harm. · 

http:functions.in-house.or


increase t~ likelihood h9th-·that. th~ywiU be re~d and tha~ they ·will clearly. convey the essential 
~ormatio1:1~ .- : , . :_ . . · i .·. · . • . . ~· ·\ • ·-~ · : ·: · .. · · · · i , 
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The Committee believes it would be appropriate for regulators (the Commission, state 
secl¢ti~s reg~lators, ,F;JNRA or ~1 three.working.tog~ther)..to·.develop a sample guide designed 
to alert .iny~stor~ to.the risks o(crow~funding._, Such a guide should cqver, in plain language, the 
key .ri~ks.to invest()rs -lisks..that are·c.learJi}',identifted iQ the e~o~omic analysis accompanying_·· 
the proposeqruJ.e ... -~Y such material should. higJtlight th~ high failure rate of small startup . 
comp~jes; .$~ fact._th~at:sbares:wjll npt be~ set .ba$ed on market data an4 may therefore be 
mi~pric~d, the lack of li_qui9ity, and !Qe risk ~hat,- ab~ent appropriat~ protections, the value of 
their s}:lares co~ld -be diluted .. It sho\lld iqclude .e;xplicit warnings that investors should not invest 
in crc;>wdfunding unless they e~ afford to lose the entire amount of their investment or if they · 
expect to have an immediate need for_the funds. Ideally, regulators would test the materials with 
in~_estors to en~ure their ttffectivep.ess ... ~ -.. 

:.! . . I 

Instead of allowing interm~~jarie_s to rely on ~he representati.on& of investors .that they 
have reviewed the material, the Commission should consider requiring or encouraging the 
mat~rial to be presented in the form ofparticipatory educatiQn such as an inte~active 
questionnaire $at investors are .reqwr~d tQ. complet¢ succ~sst~llly before being~a,Ilowed to invest 
through the i1;1~ermediary's .porta}. Tl)e_ questio.nn~ir~. ~ould be d~s.igned in s.uch· ~ way th_at jt 
combin~s a. te~t of:the investor's under~tanping.pf the~e. basic cQnc!epts with educational i · . : 

messages designed to increase that understanding. This would satisfy the statutory requirement 
that the investor actually review the material in a way that the proposal to rely on investor 
representations would not. Much as the proposal currently requires, the Commission could then 
require that investors reaffirm each time they invest that they understand the ri~~s ass~cia~ed 
with crowdfunding, can afford to lose their entire investment, and to not expect to need the funds 
be~ng invested in the. n~ar term. _.. . . . ! 

.... '·· 
Recommendation 5 

·, 

The Commission should withdraw its proposed definition of electronic delivery, which 
fails t~. ensure that .investors actually receive: ~e required disclosures _and educational materials, 
and continue to rely instead o~ the strong and eff~ctiv~ policy for electronic delivery adopted, by_ 
the Co~ission .in the mid-199Qs. 

,. .. Supporting Rationale . 
. , I I • • , • 

The Co~ittee agrees that it is appropriate in the context of an entirely online 
marketplace to ·require investors to agree to· electronic delivery ofdisclosures. We are deeply 
disturbed,. however, that the Commission.h~ proposed a defi~tion ofelectronic. delivery that 
could be satisfied_ by deliv~ry of"an electronic message .that provides noti~e ofwhat .the · 
information is and that it is located on the intermediary's platform or on the issuer's website." 
As drafted, the proposal would not even require that the message clearly identify in general tertrts 
whereorl the·\veJ:>site the inf9fn;lation is l~cated~Je~·alone·req~i~¢ !4at it.J>rovide a specific U~L 
that would take the i'nvestor directly to tpe aocument. The information that could be delivered . 

' . • : ·. • - . , '\ , 'I ' • • . 
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through this method includes information that is essential to an infonried investment decision, 
such as financial information about the issuer, the background of individuals associated with the 
offering, the risks specific to the offeri~g, ~d much more. 

.. . 

: · ·::··Past experience.and·reseatch tellsus-.thatj'ifwe want investors to read disclosures,·we 
need·.to:·make it as easyas poSsible for them to:access·iliatinfortnationi··Thi'~·:is particularly 
important. for the unsophisticated and· inexperienced investors· -who:are:expected to participate in 
crowdfunding. By potentially forcing these ;inve~tors to actively ·seek out disclosures·,:.the · - : · :·: 
Commission's proposed approach fails to meet this standard and thus·reduces·the likelihood:'tliat 
investors will base their crowdfurtding investments on• a' careful' consideration of all the' relevant I 

information issuers are required to provide.·· In short, the· propo:sed approach would ~mpose · ~ 
inappropriate and unwarranted burdens on 'investors to seek out required disclosures; particularly 
in circumstances where-issuers have information they are reluctant for investors· to see. In 
addition, it poses a significant risk that issuers and intermediaries would use this le'ss transparent 
delivery mechanism to deliver information they prefer to obscure, thus lending itself to 
disclosure practices that are not simply opaque but also abusive. ·· · 

Finally, there 'is simply-no reasonable justificatiori·for permitting this approach. It is a 
simple matter to require that arty electronic message through which disclosures ate delivered 
include, at a minimum, the specific URL where the required disclosures can ·be found. · The·.costs 
to issuers and intermediaries would be insignificant, fat outWeighed by the potential· benefits to 
investors.. 

Recommendation 6 

The Commission should require crowdfunding offerings to be integrated with-offerings in 
reliance on a separate exemption where needed and appropriate to prevent evasion of regulatory 
requirements. 

Supporting Rationale 

The Commission has ·proposedto eliminate application of the integration doctrine in alf 
circumstances~. The Committee is concerned that, if adopted, the. approach will allow issuers to 
circumvent many of the protections for investors proposed in Regulation: Crowdfunding·.· In the · 
absence of integration, issuers would be able to conduct offerings simultaneously under multiple 
exemptions with potentially conflicting regulatory requirements. Senator Merkley,. one•ofthe 
drafters of the legislation, recognized these concerns. He specifically noted, for example, that 
"[i]t is critical ... that the now-looser solicitation rules.for a post-JOBS Act Regulation ·n 
offering not be permitted to underm:ine the centralized transparency protections of · · ·· · · 
crowdfunding's restrictions on advertising.~'~ To address these concerns, the Committee·urges 
the Commission tot~e a narrower approach toward ·the integrati0n docttine. _Rather' than · 

6 ; . • . . . . . . . . ' . . . . : . . . . . • . : .. 

See_J58 Cong. Re. 85476 (Jtdy 26, 2012) (Statement by Senator M~r:klt:Y) ("This is.a diffic,ult issue, espe~iaUy as_.. 
Regulation D's restrictions on ·general solicitation have been loosened by Title II of'the iOBS Act: I believe that . . 
carefui study and attention needs to be paid to how the tWo should interact in various contexts, including with .. 
respect to integration."). 



eliminate the doctrine, for example, the Commission could provide a safe harbor from 
integration that is shorter than the six-month period in Regulation D. A two-month period, for 
example, would facilitate the use ofother exemptions yet allow much of the market conditioning 
that resulted from a general solicitation to dissipate. In determining the application of the 
integration doctrine, the Commission may determine that there are some exemptions that need 
not be prohibited or integrated at all. The Committee believes that the Commission should 
examine those offerings that may be used by an issuer and more finely tune its integration policy 
to include those offerings that may present an abuse or evasion of the various offerings' 
limitations, while not requiring integration that would interfere with needed capital raises when 
no possibility for abuse or evasion exists. 


