a\
The ‘
Heritage Foundation

BACKGROUNDER

No. 2874 | FEBRUARY 5, 2014

Don’t Crush the Ability of Entrepreneurs
and Small Businesses to Raise Capital

David R. Burton

Abstract

The Securities and Exchange Commission (SEC) is considering a
regulatory change—increasing the “accredited investor” income and
net worth thresholds in Regulation D—that would reduce the pool of
potential investors in small businesses and start-up companies by
60 percent to 70 percent. This would have a devastating impact on
the ability of entrepreneurs to launch new enterprises and impede
the capacity of small firms to grow, innovate, and create jobs. These
small firms account for most of the dynamism and job creation in the
economy. Restricting their access to needed investment capital would
be highly counterproductive. Given that Regulation D accounts for
about $900 billion in new investment each year, two-thirds of which
Is equity investment, this change would have a macroeconomically
important negative impact. The proper way to examine the ques-
tion of whether the accredited investor definition should be changed
to account for inflation is not blind adherence to a largely arbitrary
threshold chosen in 1982. The correct approach is to determine
whether evidence indicates that the current thresholds are problem-
atic, and the answer to that is no. Proponents of increasing the thresh-
old offer no evidence demonstrating the alleged problem. Moreover,
there is little reason to believe that increasing the accredited investor
thresholds would materially affect the level of fraud. Given the lack of
evidence of a problem and the large adverse economic impact of the
proposed increases, the SEC should not adopt this policy, and Con-
gress should prevent the SEC from doing so.
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KEY POINTS

m The Regulation D capital market
accounts for about $900 billion
in new investment each year. Sub-
stantially restricting this market
will slow economic growth.

m The SEC is considering amend-
ing Regulation D by raising the
income and net worth thresholds
for who may invest in private
companies to levels so high that it
would reduce the pool of poten-
tial investors in small and start-up
companies by 60 percent to
70 percent.

m These increases would deny
some of the best investment
opportunities to 98 percent of the
American public.

m This would dramatically impede
the ability of small, dynamic com-
panies to raise capital, innovate,
and create jobs.

m The SEC should not raise the
income and net worth thresholds
in the Regulation D marketplace,
and Congress should take steps
to prevent it from doing so.
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he Securities and Exchange Commission (SEC)

is considering substantial increases in the Regu-
lation D thresholds for “accredited investor” income
and net worth, which would reduce the pool of
potential investors in small businesses and start-
up companies by 60 percent to 70 percent. This will
impede these firms’ access to capital and, therefore,
slow economic growth.

Among others, this policy will harm:

= Entrepreneurs seeking to launch new compa-
nies or grow existing ones;

m Investors who could invest under the current
thresholds but not under the proposed thresh-
olds;

m Millions of American workers who will not
secure good, well-paying jobs because the firms
that create those jobs will not exist;

m Millions of other American workers whose
real wages will stagnate because the economy
will remain mired in its current slow growth con-
dition; and

m The federal government because anemic eco-
nomic growth will reduce tax revenues and
increase expenditures on federal programs.

The SEC should not raise the accredited investor
thresholds, and Congress should prevent the com-
mission from doing so.

Securities Law and Regulations

Securities regulation dates back many centuries.
Modern securities regulation began in Kansas with
the adoption of a comprehensive state regulatory
regime in 1911. Many states soon followed Kansas’s
example. Federal securities regulation began with
the Securities Act of 1933 and the creation of the
Securities and Exchange Commission by the Securi-
ties Exchange Act 0of 1934.

The Securities Act of 1933. The Securities
Act of 1933 generally prohibits selling securities
unless they are registered with the Securities and
Exchange Commission.! The act exempts various
securities and transactions from this requirement.
Making a registered offering (often called going pub-
lic) is expensive and well beyond the means of most
small and start-up companies.

Private Placements. Section 4(a)(2) of the Secu-
rities Act exempts “transactions by an issuer not
involving any public offering.”* Neither the statute
nor securities regulations define what is a “public
offering” or what is not a public offering. A non-pub-
lic offering is generally called a private placement,
and Section 4(a)(2) is usually called the private
placement exemption.

Primarily because of this provision, three friends,
for example, could join together to form a business
without running afoul of federal securities laws.?
Nevertheless, they would need to be careful. If they
are alittle too public in seeking investors, they could
run afoul of federal or state securities laws. For
example, telling a local reporter about their plans
when they runinto him at alocal high school football
game or standing up at the local Kiwanis or Rotary
Club seeking investors would probably be deemed a

1. See Securities Act of 1933, §5, Public Law 73-22, 48 Stat. 74,15 U.S. Code §77a et seq. For the text of the law, see Securities Act of 1933
[Public Law 112-106 as amended through April 5, 2012], http:/www.sec.gov/about/laws/sa33.pdf (accessed November 25, 2013).

2. Securities Act, §4(a)(2), 15 U.S.C. § 77d(a)(2). Prior to the Jumpstart Our Business Startups (JOBS) Act (Public Law 112-106, April 5, 2012),

the exemption was in Section 4(2).

3. The prohibitions on selling unregistered securities contained in Section 5 of the Securities Act relate to “interstate commerce” or activities
involving the mail. Supreme Court constitutional jurisprudence regarding what constitutes interstate commerce is such that it is doubtful
whether such a thing as an intrastate securities offering actually exists absent an explicit statutory exclusion. For example, see Wickard
v. Filburn, 317 U.S. 111 (1942), in which the Supreme Court ruled that a farmer growing his own grain to feed to his own pigs, which he
slaughtered to feed to his own family—all of which happened on his own farm—was subject to federal regulation because he “affected
interstate commerce.” However, Section 3(a)(11) of the Securities Act provides a statutory exemption for any “security which is a part of an
issue offered and sold only to persons resident within a single State or Territory, where the issuer of such security is a person resident and
doing business within or, if a corporation, incorporated by and doing business within, such State or Territory.” Thus, the three friends might
avoid having to comply with federal securities laws if they all lived in and did business in the same state or territory and did not offer any

securities out of state.
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public offering (unless they have a “substantial pre-
existing relationship” with everyone in the room).

Regulation D. The SEC adopted Regulation D
in 1982.* An issuer who complies with the require-
ments of Regulation Dwill be treated as exempt from
the registration requirements of the Securities Act.
Regulation D achieves this by creating three exemp-
tions under Rule 504, Rule 505, and Rule 506.° Rule
506 accounts for about 94 percent of Regulation D
offerings and over 99 percent of the capital raised
via Regulation D.°

Under Rule 506, a company may raise an unlimit-
ed amount of money and sell securities to an unlim-
ited number of “accredited investors” (and up to 35
non-accredited, but sophisticated investors).” Criti-
cally, Rule 506 offerings are not subject to most
aspects of state securities regulation because the
National Securities Markets Improvement Act of
1996 (NSMIA) preempts most state regulation of
Rule 506 offerings.® Thus, although Rule 506 impos-
es agreater federal regulatory burden than Rule 504
or Rule 505, small issuers making small offerings

usually use Rule 506 to avoid the costs, delay, and
regulatory risk involved in complying with multiple
state securities laws (usually called “blue sky laws”).?
Rule 504 and Rule 505 offerings involve about 0.1
percent of the Regulation D capital raised.!

Accredited Investors. An issuer using Rule 506
may sell to an unlimited number of accredited inves-
tors. Under Regulation D, an accredited investor is
generally either a financial institution or a person
with an income of more than $200,000 ($300,000
joint) or aresidence exclusive net worth of $1 million
or more."

The idea underlying the exemption for accredited
investors is that they are either sophisticated them-
selves or affluent enough to acquire advice from
sophisticated advisors. They can therefore “fend
for themselves” and do not require protection of the
Securities Act. This analysis largely follows the lead-
ing Supreme Court case of Ralston Purina in inter-
preting what is and is not a public offering under the
Securities Act.'?

4.  See "Revision of Certain Exemptions from Registration for Transactions Involving Limited Offers of Sales,” Federal Register, Vol. 47
(March 16, 1982), p. 11251. Regulation D is found at 17 Code of Federal Regulations $230.500-508. For the original proposed rule, see
“Revision of Certain Exemptions from the Registration Provisions of the Securities Act of 1993 for Transactions Involving Limited Offers of

Sales,” Federal Register, Vol. 46 (August 18, 1981), p. 41791.

Rule 504 replaced Rule 240. Rule 505 replaced Rule 242. Rule 506 modified Rule 146.

6.  Vladimir lvanov and Scott Bauguess, “Capital Raising in the U.S.: An Analysis of Unregistered Offerings Using the Regulation D Exemption,
2009-2012," U.S. Securities and Exchange Commission, Division of Economic and Risk Analysis, July 2013, p. 7,
http://www.sec.gov/divisions/riskfin/whitepapers/dera-unregistered-offerings-reg-d.pdf (accessed November 20, 2013).

7. Unlike Rule 505, under Rule 506 all non-accredited investors, either alone or with a purchaser representative, must be “sophisticated.” A
sophisticated investor must have “sufficient knowledge and experience in financial and business matters to make them capable of evaluating
the merits and risks of the prospective investment.” Given the 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 shows 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. See lvanov and Bauguess, “Capital Raising in the U.S.,” p. 15.

8. NSMIA amended Section 18 of the Securities Act (15 U.S. Code § 77r(a)) to exempt from state securities regulation any covered security. The
amended law provides that “[a] security is a covered security with respect to a transaction that is exempt from registration under this subchapter
pursuant to...[clommission rules or regulations issued under section 77d(2) of this title, except that this subparagraph does not prohibit a State
from imposing notice filing requirements that are substantially similar to those required by rule or regulation under Section 77d(2) of this title
that are in effect on September 1,1996." 15 U.S. Code § 77r(b)(4)(E). Section 77d(2) is the U.S. Code reference to Section 4(2) of the Securities
Act (now Section 4(a)(2)), to wit, transactions by an issuer not involving any public offering. Only Rule 506 explicitly invokes Section 4(2).
Accordingly, Rule 505 and Rule 504 offerings have not been treated as covered securities by the SEC or the state regulators.

9.  For afull discussion of this, see Rutheford B. Campbell Jr., “The Wreck of Regulation D: The Unintended (and Bad) Outcomes for the SEC's
Crown Jewel Exemptions,” Business Lawyer, Vol. 66, No. 4 (August 2011), p. 919.

10. Ivanov and Bauguess, “Capital Raising in the U.S.," p. 7.

1. The statutory basis for the use of accredited investor in Regulation D is Section 2(a)(15) of the Securities Act, 15 U.S. Code § 77b(a)(2). 17
CFR § 230.501(a) defines accredited investor for purposes of Regulation D.

12. “The focus of inquiry should be on the need of the offerees for the protections afforded by registration. The employees here were not shown to
have access to the kind of information which registration would disclose.” “The applicability of § 4(1) [now § 4(a)(2)] should turn on whether
the particular class of persons affected need the protection of the Act. An offering to those who are shown to be able to fend for themselves is
a transaction ‘not involving any public offering.” SEC v. Ralston Purina, 346 U.S. 119 (1953).
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TABLE1

Capital Raised Using Regulation D

Total Amount Sold

Mean Amount Sold Median Amount Sold

Year Regulation D Filings (billions of dollars) (millions of dollars) (millions of dollars)
2009 20,841 $595 $36 $1.50
2010 29,445 $1,025 $26 $1.40
2011 30,710 $863 $28 $1.50
2012 31,471 $903 $27 $1.50

Note: “Regulation D" figures include Regulation D and amended Regulation D (D/A) filings.

Source: Vladimir lvanov and Scott Bauguess, “Capital Raising in the U.S.: An Analysis of Unregistered
Offerings Using the Regulation D Exemption, 2009-2012," U.S. Securities and Exchange Commission,
Division of Economic and Risk Analysis, July 2013, p. 4, http://www.sec.gov/divisions/riskfin/

whitepapers/dera-unregistered-offerings-reg-d.pdf (accessed November 22, 2013).
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Regulation D Is Economically Important

In 2012, more than three times as much capital
was raised under Regulation D as through public
sales of equity (i.e., ownership shares).’® Total pri-
vate placements ($1.7 trillion) exceeded public (i.e.,
SEC-registered) securities sales ($1.2 trillion), and
Regulation D offerings ($903 billion) accounted for
over half of all private offerings."* Two-thirds of Reg-
ulation D offerings were equity."”® More than 234,000
investors participated in Regulation D offerings, of
which more than 90,000 participated in offerings by
nonfinancial issuers.'

Although the amount of capital raised through
Regulation D offerings is large, the average offering
size is only $30 million, and the median offering size
is just $1.5 million."” Regulation D is the primary
means by which new companies and young growing
companies raise equity capital.’® As two SEC ana-
lysts put it, “Consistent with the original intent of
Regulation D to target the capital formation needs
of small business, there have been more than 40,000

issuances by non-financial issuers since 2009 with a
median offer size of less than $2 million.”"

One goal of Regulation D was “a substantial
reduction in costs and paperwork to reduce the bur-
dens of raising investment capital (particularly by
small business).”?° It is imperfect, but compared to
previous regulations governing private placements,
Regulation D has achieved that goal, particularly
since NSMIA was enacted.

Recent Developments
and Cause for Concern

Section 413(a) of the Dodd-Frank Wall Street
Reform and Consumer Protection Act* required
the SEC to modify the net worth qualification for an
accredited investor to exclude the equity in a per-
son’s residence when calculating that person’s net
worth. In addition, Section 413(b) invites the com-
mission to analyze whether the $1 million net worth
standard “should be adjusted or modified for the
protection of investors, in the public interest, and in

13. Ivanov and Bauguess, “Capital Raising in the U.S.," pp. 8-9.
14. 1bid., pp. 4 and 8.

15, Ibid., p. 10.
16. Ibid., p.15.
17. Ibid. p. 5.

18.  Many of the smallest firms rely on the private offering exemption without using the Regulation D safe harbor. These firms raise the bulk of
their funds from family and friends, with whom they have a “substantial pre-existing relationship.”

19. Ivanov and Bauguess, “Capital Raising in the U.S.," p. 3.

20. "Revision of Certain Exemptions from the Registration Provisions,” (1981), p. 41791.
21.  Dodd-Frank Wall Street Reform and Consumer Protection Act, Public Law 111-203, July 21, 2010.
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light of the economy.” The SEC may undertake this
review as early as July 21, 2014, but no later than
2018. Continued quadrennial reviews are required.

Section 415 of Dodd-Frank required the Govern-
ment Accountability Office (GAO) to conduct a study
of the accredited investor thresholds. In July 2013,
the GAO released this study: “Alternative Criteria
for Qualifying as an Accredited Investor Should Be
Considered.”*?

On July 24, 2013, the SEC proposed a series of
revisions to Regulation D that would substantial-
ly increase the burden on Regulation D issuers.
Tucked in the discussion of these proposed rules is a
request for comments regarding the definition of an
accredited investor.**

The commission is specifically seeking comment
on the following points:

Are the net worth test and the income test cur-
rently provided in Regulation D the appropriate
tests for determining whether a natural person
is an accredited investor? Do such tests indicate
whether an investor has such knowledge and
experiencein financial and business matters that
he or she is capable of evaluating the merits and
risks of a prospective investment? If not, what
other criteria should be considered as an appro-
priate test for investment sophistication?

Are the current financial thresholds in the net
worth test and the income test still the appropri-
ate thresholds for determining whether a natu-
ral person is an accredited investor? Should any
revised thresholds be indexed for inflation?

Currently, the financial thresholds in the income
test and net worth test are based on fixed dollar
amounts (such as having an individual income
in excess of $200,000 for a natural person to
qualify as an accredited investor). Should the
net worth test and the income test be changed
to use thresholds that are not tied to fixed dollar
amounts (for example, thresholds based on a cer-
tain formula or percentage)??°

The Flawed Arguments
for Raising the Thresholds

A wide variety of pro-regulation organizations
have taken this opportunity to indicate to the SEC
their support for increasing the accredited inves-
tor thresholds and a variety of other provisions that
would make Regulation D more complex.

For example, the North American Securities
Administrators Association, which represents state
and provincial securities regulators, supports more
than doubling the net worth threshold to a residence
exclusive net worth of $2.4 million and increas-
ing the income thresholds from $200,000 to nearly
$500,000 to account for inflation since Regulation
D was adopted in 1982.2° Americans for Financial
Reform, a coalition of 250 pro-regulation groups,
believes that updating the definition for inflation
since 1982 “is the single most important step the
Commission can take to ensure that unregistered
securities sold under Rule 506 are sold only to those
investors who are financially sophisticated enough to
understand the risks and wealthy enough to absorb
potential losses.”?” AARP supports dramatic increas-
es, seemingly to at least $2.5 million in investments
and $400,000 in income.?® The Consumer Federa-

22. U.S. Government Accountability Office, “Alternative Criteria for Qualifying as an Accredited Investor Should Be Considered,” July 2013,
http://www.gao.gov/products/GAO-13-640 (accessed November 20, 2013).

23. "Amendments to Regulation D, Form D and Rule 156,” Federal Register, Vol. 78, No. 142 (July 24, 2013), p. 44806.

24. Ibid., pp. 44829-44830.
25. Ibid.

26. A.Heath Abshure, “"NASAA Comments in Response to Release Nos. 33-9416, 34-69960, IC-30595 (File No. S7-06-13), ‘Amendments to
Regulation D, Form D and Rule 156 Under the Securities Act,”" letter to Elizabeth M. Murphy, September 27, 2013,
http://www.sec.gov/comments/s7-06-13/s70613-430.pdf (accessed November 20, 2013). See also Karen Tyler, “Revisions of Limited
Offering Exemptions in Regulation D, Release No. 33-8828; IC-27922; File No. S7-18-07," letter to Nancy M. Morris, October 26, 2007,
http://www.nasaa.org/wp-content/uploads/2011/07/34-NASAACommentLetter_Revisions_of_Limited_Offering_Exemptions_in_

Regulation_D.pdf (accessed November 20, 2013).

27. Americans for Financial Reform, “Release No. 33-9416, File No. S7-06-13," letter to Elizabeth M. Murphy, September 26, 2013,
http://www.sec.gov/comments/s7-06-13/s70613-434.pdf (accessed November 20, 2013).

28. David Certner, "Amendments to Regulation D, Form D and Rule 156 Under the Securities Act,” letter to Elizabeth M. Murphy, September 24, 2013,
http://www.sec.gov/comments/s7-06-13/s70613-429.pdf (accessed November 20, 2013).
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tion of America (CFA) supports not only increasing
the thresholds dramatically, but additional changes
that would substantially narrow the definition of
accredited investor. The CFA’s Director of Investor
Protection Barbara Roper opines:

But the burden of proof should be on those
groups resisting change to demonstrate that the
existing threshold satisfies the Supreme Court
test of identifying a group of investors with the
financial sophistication to understand the risks
of investing in private offerings and the financial
wherewithal to withstand potential losses. We
have little doubt that, to the degree that it ever
did, the current definition has long ceased to
identify a population of investors who are capa-
ble of “fending for themselves” without the added
protections afforded in the public markets.*

The primary argument for raising the thresh-
olds is simply that they have not been raised since
they were adopted in1982 and that inflation has
effectively reduced the original thresholds in real,
inflation-adjusted terms. Table 2 shows what the
accredited investor thresholds would be if they
had been indexed for inflation during the past
three decades.

Logically, the inflation adjustment argument
rests on the idea that the number picked by the SEC
in 1982 was correct. A review of the discussion in the
proposed and final rule shows that the number was
not based on any sophisticated economic analysis.*°
It was, in effect, the best guess of people involved
with the markets at the time. In the proposed rule,
the SEC chose a net worth test of $750,000 and an
income test of individual adjusted gross income of
$100,000 or more in the most recent year. Based on
comments to the SEC, these were increased in the
final rule to $1,000,000 in net worth for the inves-
tor and his or her spouse® and $200,000 of income
in the past two years combined with a reasonable

TABLE 2

Accredited Investor Thresholds
Adjusted for Inflation

Existing Adjusted for
Threshold Inflation
(1982 to present) (1982 to 2012)
Net Worth $1,000,000 $2,400,000
Income (Single) $200,000 $475,000
Income (Joint) $300,000 $715,000

Note: Bureau of Labor Statistics data show that the CPI-U index
(1982-1984=100) for 1982 was 96.5 and for 2012 was 229.6.
The ratio, therefore, is 2.38 representing inflation over the
period of 138 percent.

Source: Author's calculations using data from the U.S.
Department of Labor, Bureau of Labor Statistics, Consumer
Price Index.
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expectation of this level of income in the current
year. The use of the tax concept of adjusted gross
income was dropped.

The proper way to examine the question of
whether the accredited investor definition should be
changed to account for inflation is not blind adher-
ence to a largely arbitrary threshold chosen in 1982.
The correct approach is to determine whether evi-
dence indicates that the current thresholds are prob-
lematic, and the answer to that is no. Proponents of
increasing the threshold offer no evidence demon-
strating the alleged problem.

Regulation D works and has become an integral
part of the U.S. capital market. Of course, there is
some fraud in the Regulation D market, just as in
the public market or any other market. Such fraud
is unlawful, and vigorous enforcement of the laws
against securities fraud is entirely warranted. How-
ever, no evidence suggests that fraud is more com-
monplace in Regulation D offerings than in other
offerings.?> Moreover, there is little reason to believe

29. Barbara Roper, “File No. S7-06-13," letter to Elizabeth M. Murphy, September 23, 2013,
http://www.sec.gov/comments/s7-06-13/5s70613-393.pdf (accessed November 20, 2013).

30. “Revision of Certain Exemptions from Registration for Transactions,” (1982), p. 11251. For the proposed rule, see “Revision of Certain

Exemptions from the Registration Provisions,” (1981), p. 41791.

31.  This was done primarily because of problems that arose for those in community property states or those who held assets jointly with their spouse.

32. It would be helpful if the SEC were to compile and release statistics on what kind of offerings involve the most fraud (both in number of
instances and amounts) and what kind of fraud was the most common. This would enable state and federal policymakers in the executive and

legislative branches to adopt more nuanced policies.
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that increasing the accredited investor thresholds
would materially affect the level of fraud in any event.

Prior to the 2012 Jumpstart Our Business Start-
ups (JOBS) Act, it was illegal for an inventor or
entrepreneur to place an advertisement in a newspa-
per or on the Internet seeking rich people to invest
in the idea unless he or she went public. Going pub-
licis prohibitively expensive for most start-ups. Now,
Title IT of the JOBS Act permits general solicitation
or advertising seeking accredited investors for Rule
506 offerings. Opponents of the JOBS Act argue that
it “increases the risk of fraud and misleading prac-
tices in the vast and increasingly important Regula-
tion D market.”®® They propose increased accredited
investor thresholds as the solution to this alleged
problem.

The argument that the general solicitation provi-
sions of the JOBS Act require increased accredited
investor thresholds is simply mistaken. First, over
the objection of the CFA, AARP, state regulators,
and many others, Congress decided by huge biparti-
san majorities to permit general solicitation in Rule
506 offerings. The SEC should not seek to thwart
congressional purposes by increasing the regulatory
burden on Rule 506 offerings to such an extent that
they are no more attractive (or potentially less so)
than there were before the JOBS Act became law.**
The opponents of the JOBS Act are trying to accom-
plish through SEC rule-making what they could not
accomplish in Congress. Moreover, Congress should
not allow the SEC to do so.

Second, the JOBS Act contains provisions ensur-
ing that only accredited investors may invest in
Rule 506 offerings involving general solicitation.
The SEC recently adopted rules—a year after the
congressionally imposed deadline—governing gen-
eral solicitation in Rule 506 offerings. These rules
impose strict requirements on Rule 506 issuers
engaging in general solicitation. They must use tax
returns or other information to verify that inves-
tors have income or net worth sufficient to qualify
as accredited investors.*®

Raising the Thresholds
Is Bad Economic Policy

Raising the accredited investor thresholds would
devastate the ability of entrepreneurs to launch new
enterprises and impede the capacity of small firms to
grow, innovate, and create jobs. This dramatic nega-
tive effect on the economy substantially outweighs the
highly speculative improvement in investor protection
that proponents of higher thresholds are claiming.

The GAO estimates that the proposed increase
in the net worth thresholds for accredited investors
would reduce the number of potential small business
investors from 8.5 million to 3.4 million, a reduc-
tion of 60 percent. Adjusting the income thresholds
would reduce the pool of small business investors
from 6.1 million to 1.7 million, a reduction of 72 per-
cent. (See Table 3.)

Per the GAO:

According to SEC [sic], when the standard was
first created, 1.87 percent of households qualified
as accredited investors. SEC staff estimate that
9.04 percent of households would have quali-
fied as accredited investors under the net worth
standard in 2007; we estimate that removing the
primary residence from households’ net worth,
as required in the Dodd-Frank Act, dropped the
percentage to 7.2 percent (based on 2010 data).?¢

The wealthiest 7 percent of the public are not
poor, uneducated people incapable of securing
investment advice or making informed decisions
themselves. Nor are they incapable of bearing finan-
cial risk. Increasing the thresholds to the 1982 levels
ininflation-adjusted terms would reduce the pool to
about the top 2 percent of households.

Economic research has increasingly demon-
strated that most job creation comes from young,
dynamic companies, which some call “gazelles.”
These companies need equity investment to
launch and grow. A recent survey of the econom-
ics literature on the subject reached the conclu-

33. Americans for Financial Reform, “Release No. 33-9416, File No. S7-06-13," p. 3. For another expression of this point of view, see Luis A. Aguilar,
“Facilitating General Solicitation at the Expense of Investors,” speech, Washington, DC, July 10, 2013,
http://www.sec.gov/News/Speech/Detail /Speech/1370539684712#.Ul1_KBC_OkI (accessed November 20, 2013).

34. Yetthat is exactly what they are attempting to do. See "Amendments to Regulation D, Form D and Rule 156," p. 44806.

35. “Eliminating the Prohibition Against General Solicitation and General Advertising in Rule 506 and Rule 144 A Offerings,” Federal Register,

Vol. 78, No. 142 (July 24, 2013), p. 44771.

36. U.S. Government Accountability Office, “Alternative Criteria for Qualifying,” pp. 9-10.
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TABLE 3

Estimated Number of Households Eligible for Accredited Investor Status, 2010

INCOME THRESHOLD
Existing and Hypothetical
Thresholds Number of Households
$100,000 21,600,000
$200,000 6,100,000
(existing for individuals)
$300,000 3,300,000
(existing for couples)
$400,000 2,400,000
$500,000 1,700,000

NET WORTH THRESHOLD
Existing and Hypothetical
Thresholds Number of Households
$250,000 23,200,000
$1,000,000 8,500,000
(existing)
$1,750,000 4,600,000
$2,500,000 3,400,000
$3,250,000 2,700,000

Source: U.S. Government Accountability Office, “"Alternative Criteria for Qualifying as an Accredited Investor Should

Be Considered,” July 18, 2013, p. 18, http:/www.gao.gov/products/GAO-13-640 (accessed November 21, 2013).
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sion that gazelles “create all or a large share of net
new jobs.”%”

Adopting policies that impede these dynamic
firms’ access to capital will exacerbate unemploy-
ment and hold down improvements in real wages.
They will harm millions of Americans who will not
be able to secure good, well-paying jobs because
the firms that create those jobs will not exist. Given
the size of the Regulation D capital market and the
critical role of gazelles in job creation and econom-
ic growth, these effects will be macroeconomically
important.

Fairness Considerations

Most proponents of increasing the accredited
investor thresholds believe that they are protecting
investors from themselves—from making unwar-
ranted investments. They do not believe that the
wealthiest 7 percent of the population have the
sophistication or the financial wherewithal to make
investments beyond the public marketplace. They
believe that they are too unsophisticated to seek and
pay for sophisticated advice.

Yet is it fair, in the name of federal paternal-
ism, to limit some of the best investment opportu-
nities to those who are already wealthy with a net
worth exceeding 98 percent of their fellow citizens?
Certainly such a policy will thwart upward mobil-
ity. Preventing all but the very richest Americans
from investing in the most promising companies in

America is inappropriate and unfair as well as eco-
nomically destructive.

Policy Recommendations
Congress and the SEC should not limit investing
to only the very richest. Specifically:

m The SEC should refrain from increasing the
accredited investor thresholds and from adopt-
ing other restrictions that would limit which
investors can invest in Rule 506 offerings.

m Congress should repeal Section 413(b) of Dodd-
Frank, which requires continuing review of the
accredited investor thresholds.

m  Moreover, Congress should amend the statutory
definition of accredited investor to ensure that
the thresholds are not increased by the SEC.

Conclusion

Although imperfect, Regulation D works. It funds
most of the dynamic companies that account for
the bulk of U.S. economic growth. The solution to
the potential problem of higher accredited investor
thresholds is straightforward. The SEC should leave
well enough alone.

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