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Offerings of securities must be registered with the Securities and Exchange Commission under the
Securities Act of 1933 or made in reliance on an available exemption. Understanding the costs associated
with registration of offerings, the SEC used the small issues exemptive authority under Section 3(b) of the
Securities Act to first adopt a version of Regulation A in 1936." In 1941, Regulation A was reorganized and
provided for an exemption from registration for offering under $100,000.2 Because such offerings are not
restricted to particular investors or to the non-public markets, they are often referred to as “exempt public
offers.”

Until 1996, both private placements and public offers had to comply with both federal and state securities
laws. In that year, with the passage of the National Securities Markets Improvement Act, public offerings of
securities listed on national securities exchanges and non-public offerings made under Section 4(a)(2) of
the Securities Act were pre-empted from state registration requirements.® Since 1997, the use of
Regulation A to publicly offer securities without undergoing full registration has declined precipitously.* A
2012 report by the Government Accountability Office concluded that certain aspects of Regulation A,
including the cost of completing the qualification of the offering, inconsistency of state review, low offering
limit and availability of other exemptions from registration, made the exemption unappealing to small- and
medium-size businesses raising capital.® In response, Congress directed the SEC to amend existing
Regulation A as part of Title IV of the Jumpstart Our Business Startups Act of 2012.° Specifically, Congress
directed the SEC to increase the offering limit from $5 million to $50 million,” and allow issuers to solicit
interest from investors prior to making any filings with the SEC.®

The SEC issued its proposed rules to amend Regulation A Dec. 18, 2013.° The SEC received more than
100 comment letters on the proposed rule and met with public policy organizations and state securities
regulators.'® On March 25, the SEC issued final rules to amend Regulation A. The rules were published
April 20 and will go into effect June 19."" This article will provide an overview of the new rules, popularly
known as Regulation A+.
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Summary of the Changes

The biggest change to Regulation A is the creation of two tiers of offerings with different requirements.

In Tier 1 offerings, issuers may raise up to $20 million over a 12 month period, including no more than $6
million on behalf of selling securityholders (such as founders looking for liquidity). Issuers beginthe
process with the SEC by filing an “Offering Statement,” which includes a prospectus-like "Offering Circular,”
on Form 1-A.'2 These materials are subject to review by the SEC and any state in which the company is
planning to offer its securities. This procedure is essentially the same as for the current version of
Regulation A, but with a larger offering limit.

In Tier 2 offerings, issuers may raise up to $50 million over a 12 month period, including no more than $15
million on behalf of selling securityholders. While the issuer completes the same Form 1-A and Offering
Circular as in Tier 1 offerings, the only review will be by the SEC. States are preempted from reviewing the
offering. The price for this preemption is that companies will be required to provide audited financial
statements in a specified format and be subject to ongoing reporting requirements. Additionally, individual
investors in Tier 2 offerings who are not “accredited investors” will be limited to investing up to 10 percent
of the greater of the investor's annual income or net worth.

Recognizing the potential for informational asymmetries, the SEC has created limitations on secondary
sales of securities under Regulation A by affiliates of the issuer within the first year after qualification of the
offering. During the first 12-month period after the qualification of a Regulation A offering statement, the
aggregate value attributable to selling, affiliate security holders may not exceed 30 percent of the value of
the particular offering.

An additional change is an increased ability to “test the waters” for interest in an offering under Rule 255,13
as discussed in more detail below, allowing issuers to freely communicate with prospective investors and
solicit interest in the offering prior to spending the time and money necessary to prepare the Offering
Statement.

Issuers Eligible to Use Regulation A

The final rules do not change the type of issuers that are eligible to use Regulation A. Regulation A is
limited to issuers organized in and with their principal place of business in the U.S. or Canada. The
exemption is unavailable to issuers that are already subject to the reporting requirements of the Securities
Exchange Act of 1934, investment companies or funds (including business development companies),
blank-check companies, and companies issuing fractional interests in oil and gas developments.™

The new rules adopt the more stringent Bad Actor disqualification provisions that the SEC previously
adopted for Rule 506 of Regulation D.'S The disqualification provision prevents any issuer from using the
exemption if the issuer or any of its “covered persons” have committed any one of the enumerated bad
acts. Covered persons include the issuer and any predecessor of the issuer or affiliated issuer; any
director, executive officer, other officers participating in the offering, general partner or managing member
of the issuer; any beneficial owner of 20 percent or more of the issuer's outstanding voting equity
securities; any promoter connected with the issuer; any underwriter or person paid for solicitation of
purchasers (as well as any general partner, managing member, officer or director of the underwriter or
solicitor).'® The new Bad Actor prohibition expands the scope of the bad acts that were previously included

hitp://www.bna.com/regulation-new-opportunities-n 17179927615/



1132016 Regulation A+: New Opportunities for Capital Formation | Bloomberg BNA

in Rule 262 to include regulatory orders of the SEC, federal financial regulators and state financial
regulators.’”

Additionally, the SEC has created disqualifications for any issuer that is or has been subject to an SEC
order under Section 12(j) of the Exchange Act within the past five years, as well as issuers that are
required to file, but have not filed, ongoing reports under the new Regulation A rules. '8 Unlike the Bad
Actor rules, which attach to the principals of an issuer and follow them to new issuers, the disqualification
that results from being subject to an order under Section 12(j) of the Exchange Act or failure to file ongoing
reports under Regulation A is only attached to the issuer.

Of note, the restriction on use of Regulation A by investment companies has important implications for
issuers that would otherwise have used a special purpose vehicle (SPV). Issuers in the Regulation D
private placement market frequently use the SPV structure in order to maintain clean capitalization tables
without lots of small investors, and some online platforms use a fund structure for their investments in
order to avoid registration as a broker-dealer.’® Under Regulation A, an issuer will not be able to use a
special purpose fund that takes direct investments from investors and invests into the underlying company,
because that fund would be an “investment company.“?® Exemptions from registration as an investment
company that are available for offerings to fewer than 100 investors or to "Qualified Purchasers” only are
often relied on for offerings under Regulation D.2" These exemptions are only available for non-public
(even if “generally solicited") offerings, and Regulation A is a public offering.? Instead, issuers will likely
want to carefully craft the terms of any investor agreements to provide maneuverability if future plans
involve being acquired or taking on a large, strategic investor. Similarly, real estate projects that in
Regulation D offerings often use SPVs as part of the capital stack will be likely have to allow investors to
invest directly in the property-owning entity in order to make equity offerings under Regulation A.

Regulation A Is Limited
To Debt and Equity Securities

Regulation A restricts the types of securities that may be sold to investors. However, the allowable
securities are likely to satisfy the capital raising needs of most operating companies (whether they are C
corporations or LLCs). The types of securities that are eligible for Regulation A are equity securities, debt
securities, and debt securities convertible or exchangeable into equity interests, including guarantees of
such securities.2®> Warrants are permitted as well. In effect, this limitation only restricts companies from
selling exotic asset-backed securities and derivatives.

Investor Limitations

As with Regulation A in its original form, there are no limitations on the amount an investor can investin a
Tier 1 offering. Individual investors in Tier 2 offerings who are not accredited investors?* are limited to
investing up to 10 percent of the greater of the investor's income or net worth in any one offering.2® The
individual investor limitations of Tier 2, which were not mandated by the JOBS Act, are similar to the
limitations imposed in the “crowdfunding” provisions of the JOBS Act.?® Investors may self-certify as to
their accredited status or the fact that they are not exceeding the investment limits.2” Doubtless anticipating
arguments that investors in offerings made under Rule 506(c) of Regulation D should be able to self-certify
as to their accredited status, as opposed to requiring issuers to take “reasonable steps to-verify” that
status,?® the Commission cited the additional investor protections of Regulation A as a reason for not
requiring issuer verification of investor status.?®
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There is no limit on the number of people to whom a company can sell. Some of the comments on the
proposed revisions to Regulation A expressed concern that there would be an implicit limit on the number
of potential equity investors because under Section 12(g) of the Exchange Act, if a company acquires
2,000 shareholders of record, or 500 shareholders who are not accredited and meets specified asset tests,
it is required to become a fully reporting company under the Exchange Act.? The SEC has granted a
conditional exemption from full registration. So long as a company engages a registered transfer agent®' to
keep its shareholder records, complies with the continuing disclosure requirements outlined below and
does not have a “public float” (total value of traded shares) more than $75 million, or revenues more than
$50 million, it does not have to become an SEC-reporting company.?? Keeping accurate records of the
shares that were issued, and the type of offering they were issued in, will be essential.

Disclosure Requirements

The disclosure requirements that apply to companies raising funds under either Tier 1 or Tier 2 are
essentially a scaled down version of Form S-1 (although the disclosure requirements of Form S-1 can be
followed instead).®® Some of the elements of a full S-1 filing that prove most burdensome, such as the
“Compensation discussion and analysis,"3 “Internal controls over financial reporting”*® and “Quantitative
and qualitative analysis about market risk"*® are not included in the Form 1-A. The item that may prove
most difficult for early-stage companies to comply with is likely to be "Management's discussion and
analysis of financial condition and results of operations” (MD&A), which call for more detailed analysis of
the company's financial status than is common in the private placements that early-stage companies
generally make.

The issuer must produce financial statements for the two most-recently completed fiscal years, including
balance sheets, income statements, cash flow and changes in stockholders' equity. If the issuer is less
than two years old, it must produce financial statements for the period since inception. If more than nine
months has elapsed since the last fiscal year, interim financial statements covering a date no sooner than
six months after the fiscal year-end are required.>” These timings apply to both the date of filing with the
SEC, and the time the Offering Statement is qualified by the SEC, so an update of financial statements
may be required midway through the process.

The financial statements must be prepared in accordance with U.S. Generally Accepted Accounting
Principles (GAAP) unless the issuer is Canadian, in which case it may use international standards.%®

Tier 2 financial statements must be audited and must be prepared in accordance with Article 8 of
Regulation S-X, which specifies the content and format of financial statements produced by smaller
companies (except for the provisions of Article 8 relating to age of financials).*® Special rules apply to oil
and gas producers. Tier 1 financial statements need not be audited, unless an audit has been prepared for
other purposes, and they do not have to comply with Regulation S-X.

The absence of the audit requirement may make Tier 1 look like a more atiractive option for companies
raising a smaller amount of money and only intending to target investors in one state. This may prove
illusory, however. Financial statements even for Tier 1 must be prepared in accordance with U.S., GAAP.
Many small companies do not have personnel who are experienced in the application of accounting

hittpi//www.bna.com/regulation-new-opportunities-n 17179927615/



111312016 Regulation A+: New Opportunities for Capital Formation | Bloomberg BNA
principles, and it is easy to imagine circumstances in which SEC comments during the review process,
either on the financials themselves or on the MD&A informed by such financials,*® would lead to questions
with respect to GAAP compliance of financials produced--for example, by popular accounting software
such as QuickBooks. In order to ward off delays created by having to revise or reformat financial
statements, having a qualified accountant at least compile the financial statements, even if the company
cannot afford an audit, might prove wise.

In order to ward off delays created by having to revise or reformat financial statements, having a
qualified accountant at least compile the financial statements, even if the company cannot afford
an audit, might prove wise.

Further, even though audited financial statements may not be required to qualify a Tier 1 offering under
Regulation A with the SEC, many states require audited financials in order for the offering to be qualified in
the specific state.*! Even in states that do not require audited financials, the absence of audited financials
may create concerns for regulators in merit review states where regulators believe that the unaudited
financial statements do not present a fair picture of the issuer's operations.

Ongoing Reporting Requirements for Tier 2

For Tier 1 offerings, the only required disclosure after a qualification of an Offering Statement under
Regulation A is the filing of the Form 1-Z exit report within 30 calendar days after the termination or
completion of the offering.%? The Form 1-Z includes information such as the date the offering was qualified
and commenced, the amount of securities qualified, the amount of securities sold in the offering, the price
of the securities, the portions of the offering that were sold on behalf of the issuer and any selling
securityholders, any fees associated with the offering, and the net proceeds to the issuer. That is the end of
the reporting obligation after a Regulation A offering under Tier 1.

Tier 2 offerings, in anticipation of a more active trading market in the securities, include an ongoing
reporting regime that is robust, but less burdensome than for fully reporting companies. The various
reports must be filed following specific events, on an annual basis and on a semi-annual basis.

The annual reports for Tier 2 offerings are required to be filed on Form 1-K and filed within 120 calendar
days after the end of the issuer's fiscal year.*® Form 1-K includes two parts. Part | includes identification
that is based on the previously disclosed identifying information about the issuer previously filed Part | of
Form 1-A when the offering was qualified. Part | also includes the reporting information required by the
Form 1-Z exit report for Tier 1 offerings. Part Il includes a greater amount of detail on the company's
operations, including audited financial statements.
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The semi-annual reports for Tier 2 offerings are required to be filed on Form 1-SA and are most similar to
the 10-Q quarterly reports for registered companies. The semi-annual reports primarily consist of
unaudited financial statements and MD&A. The Form 1-SA must be filed within 90 calendar days after the
end of the first six months of the issuer's fiscal year.

The current event reports for Tier 2 offerings are required to be filed on Form 1-U.** Current reports must
be filed with the issuer experiences events such as the following:

* fundamental changes;

« bankruptcy or receivership;

» material modification to the rights of security holders;

«changes in the issuer's certifying accountant;

* non-reliance on previous financial statements or a related audit report or interim review;
« changes in control of the issuer;

« departure of the principal officers of the issuer;

* unregistered sales of 10 percent or more of outstanding equity securities; and

« other events issuers would want to disclose to the market.

The Form 1-U must be filed within four business days after the occurrence of any triggering events.

Additionally, when there is an extended gap between the financial statements included in the offering
circular under a Tier 2 offering and the first periodic report, a special financial report will be required of
issuers.

Expanded Communication Before
And After Filing With the SEC

The new rules for Regulation A modernize the scope of allowable communications for offerings and do so
in a way to reflect analogous provisions of the Securities Act registration process. For Tier 2 offerings, the
SEC has preempted state securities laws registration and qualification requirements in such a way that
companies may communicate relatively freely with potential investors about their offerings using the
Internet, social media and other means of widespread communication, without concern that such
communications might trigger registration requirements under state law. The ability to solicit interest in
offerings under revised Regulation A was specified in the JOBS Act, %% and the SEC has expanded the
ability of companies to “test the waters” for a Regulation A offering in Rule 255.46

An issuer may test the waters (“TTW") and solicit interest in its offering from potential investors at any time
before the qualification of an offering under Regulation A. It may ask whether an investor might be
interested in investing and in what amounts, which securities would be of most interest, and where the
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investor lives, in order to determine whether it is worth the cost of hiring lawyers and accountants to file an
Offering Statement with the SEC.

The TTW communications may continue even after the Offering Statement is filed and SEC review has
begun, so issuers have the ability to use the feedback from the TTW process to decide whether any
changes to the offering need to be made prior to finalization of terms, although it should be noted that
major changes may result in additional review time by the SEC.

Issuers should bear in mind that these communications are offers of securities that are subject to the
antifraud provisions of state and federal securities laws. However, these offers will not trigger a violation of
federal or state securities registration requirements so long as the issuer includes the required notices. Any
solicitation made during the testing the waters period must include specific notices to prospective investors
that:

* no money or consideration is being solicited and will not be accepted until after the offering is qualified;

= no offer to buy can be accepted nor can any part of the purchase price be accepted prior to qualification;
and

« that a person's indication of interest involves no obligation or commitment of any kind.*”

If a preliminary Offering Circular has been filed, but is not yet qualified, any TTW communication must
include information on how to obtain the Offering Circular.

The SEC has adopted an “access equals delivery” model of document delivery for Regulation A, which
means that requirements that investors be provided with an Offering Circular can be complied with by
delivering the document or linking to where the document is posted. Thus, issuers will be able to effectively
use social media, e-mail and targeted advertising where character limits apply. In those communications,
issuers may provide the URL where the Final Offering Circular or the offering statment in which the Final
Offering Circular was filed may be obtained.*® However, issuers should be very careful that the
communication that contains the link to the Offering Circular or materials does not include any misleading
statements or any information inconsistent with the materials it links to.

The expansion of the TTW provisions is of most use in Tier 2 offerings. TTW communications are “offers”
of securities*® and thus must be made in accordance with both federal and, unless pre-empted, state law.
State law is only pre-empted for Tier 2 offerings, so TTW communications must comply with state law
regarding the offering of securities. Since some states impose substantive requirements on such
communications,®® the ability to use the Internet to make TTW communications is much more limited for
Tier 1 offerings, a fact criticized by Commissioner Gallagher.’

The preliminary Offering Circular may also be used to solicit interest in the offering from the time it is filed
with the SEC, and once the offering is qualified by the SEC, only the Offering Circular may be used.5?

Liability
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The applicable anti-fraud provisions of the federal securities laws include Section 12(a)(2) of the Securities
Act, Section 17 of the Securities Act and Rule 10b-5 under the Securities Exchange Act of 1934. State
anti-fraud rules are also applicable.

By statute and convention, offers under Regulation A are subject to the strict anti-fraud provisions of
Section 12(a)(2);, which allows for a private right of action. This liability provision extends to all persons who
“offers or sell” the security, which includes the issuer itself, any broker-dealer involved in the transaction,53
and any compensated solicitor selling on behalf of the issuer. In an action proceeding under Section 12(a)
(2), any claim for damages is limited to the recovery of any consideration paid plus interest. As there is no
requirement that a plaintiff demonstrate scienter on the part of a defendant under Section 12(a)(2), the only
defense available is for the defendant to show that it did not know, and in the exercise of reasonable care
could not have known of the misstatement or omission.* This is known as the “due diligence defense” to a
securities fraud claim.

Offerings made under Regulation A are also subject to the anti-fraud liability provisions of Section 17.
Similarly to Section 12(a)(2), Section 17 does not require a demonstration of intent. However, there is no
private right of action under Section 17, and actions may only be brought by the SEC.

Issuers in offerings relying on Regulation A are also subject to Rule 10b-5. An action under Rule 10b-5
may be brought by the SEC or private plaintiffs. In a private action under Rule 10b-5, the plaintiff must
demonstrate that the defendant has the intent to deceive and that the plaintiff relied on the deception when
making the decision to buy or sell securities. The damages in a private action under Rule 10b-5 are limited
to the actual damages incurred by the plaintiff.

Intermediaries

Regulation A offerings are not required to be made online or through intermediaries, in contrast to offerings
under the “crowdfunding” provisions of Title Ill of the JOBS Act, codified as Section 4(a)(6) of the Securities
Act (still awaiting implementing regulations at the time of writing).3® However, in the event an intermediary
is used, that intermediary is likely to be required to be a broker-dealer, registered under the Exchange Act,
to the extent the intermediary solicits sales of securities.*®

While the series of no-action letters that relates to the use of "passive bulletin boards” to sell privately
placed securities may give some general indication of the principles that apply to determination of broker-
dealer status,”’ it is important to note that these specifically apply to securities sold in reliance on
Regulation D. No equivalent guidance yet exists in the context of Regulation A. Therefore, although it may
seem logical to assume that the placement of TTW materials or an Offering Circular on an online site that
does no more than host those materials, and which does not solicit investors to invest in the offerings
posted, is no more a broker-dealer than a newspaper in which the same materials are published, it is not
advisable to rely on that logic without SEC guidance. In any case, any such sites will be subject to the
payment disclosure requirements of Section 17(b) of the Securities Act.>®

Integration of Offerings

Generally, securities offerings made at the same time, or close in time, may be “integrated™-- treated as if
they were part of the same offering, and subject to all the conditions that apply to each type of offering. For
small- and medium-sized companies relying on the new Regulation A rules, the most likely type of offering
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that would be occurring on a contemporaneous basis is a private offering to accredited investors relying on
Rule 506(b) or 506(c). However, offerings under Rule 506 are not covered by the express non-integration
safe harbor contained in Rule 251(c) of Regulation A5

Conclusion

What sort of market will develop under the new Regulation A is completely unknown. At this point it is
easier to list just a few of the “known unknowns" rather than make any predictions:

+ Will Regulation A steal the crowdfunding thunder from the yet-to-be adopted Regulation CF?
* Will complete start-ups use Regulation A?

« Will Tier 1 be used by any company?

« Will any companies choose to use Regulation A instead of Regulation D?

* Will the SEC review process be flexible enough to encourage the use of Regulation A?

» Will the primary users of Regulation A be larger issuers making traditionally underwritten offerings at the
$50 million limit, or smaller issuers making smaller online offerings?
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See CAL. CORP. CODE §25102.

51 Daniel Gallagher, Commissioner, Securities and Exchange Commission, Grading the Commission's
Record on Capital Formation: A+, D, or Incomplete? (March 27, 2015).

52 Final rules at 21,898; 17 C.F.R. §230.254.

53 See Pinter v. Dahl, 486 U.S. 622, 646 (1988).

54 Securities Act §12(a)(2), 15 U.S.C. §771(a)(2).

55 JOBS Act, Pub. L. No. 112-106, §301 et seq, 126 Stat. 315-23.

5 See, e.g., Securities and Exchange Commission, Guide to Broker-Dealer Registration, April 2008,
http://www.sec.gov/divisions/marketreg/bdguide.htm.

57 See, e.g., Angel Capital Electronic Network, SEC No-Action Letter (publicly available Oct. 25, 1996).
58 Securities Act §17(b), 15 U.S.C. §77q(b).

59 Final rules at 21,895; Scope of the exemption, 17 C.F.R. §230.251(c).
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