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THE JOBS ACT AT FIVE: EXAMINING
ITS IMPACT AND ENSURING THE
COMPETITIVENESS OF THE U.S.

CAPITAL MARKETS

Wednesday, March 22, 2017

U.S. HOUSE OF REPRESENTATIVES,
SUBCOMMITTEE ON CAPITAL MARKETS,
SECURITIES, AND INVESTMENT,
COMMITTEE ON FINANCIAL SERVICES,
Washington, D.C.

The subcommittee met, pursuant to notice, at 2:05 p.m., in room
2128, Rayburn House Office Building, Hon. Bill Huizenga [chair-
man of the subcommittee] presiding.

Members present: Representatives Huizenga, Hultgren, Stivers,
Wagner, Poliquin, Hill, Emmer, Mooney, MacArthur, Davidson,
Budd, Hollingsworth; Maloney, Sherman, Lynch, Scott, Himes,
Vargas, Gottheimer, and Gonzalez.

Ex officio present: Representative Hensarling.

Chairman HUIZENGA. The Subcommittee on Capital Markets, Se-
curities, and Investment will come to order. Without objection, the
Chair is authorized to declare a recess of the subcommittee at any
time. Just for a situational awareness for everybody, we are antici-
pating votes on the House Floor sometime shortly after 3:00, maybe
3:15 or 3:30.

Today’s hearing is entitled, “The JOBS Act at Five: Examining
Its Impact and Ensuring the Competitiveness of the U.S. Capital
Markets.”

I now recognize myself for 3 minutes for an opening statement.

While small companies are at the forefront of technological inno-
vation and job creation, they often face significant obstacles in ob-
taining funding in the capital markets. These obstacles are often
attributable to the one-size-fits-all securities regulations intended
for large public companies, which are placed on small companies
when they seek to go public.

Signed into law on April 5, 2012, the bipartisan Jumpstart Our
Business Startups Act, properly known as the JOBS Act, consists
of six bills that originated here in the House Financial Services
Committee to help small companies gain access to capital markets
by lifting burdensome securities regulation.

By helping small companies obtain funding, the JOBS Act has fa-
cilitated economic growth and job creation. Additionally, the JOBS
Act has fundamentally changed how the Securities and Exchange
Commission approaches securities regulation.
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SEC Commissioner Michael Piwowar described how the JOBS
Act has changed the SEC’s mission this way: “The JOBS Act re-
quires the Commission to think of capital formation and investor
protection in fundamentally different ways than we have in the
past.

“The crowdfunding provision of the JOBS Act forces us to think
outside of our historical securities regulation box and to create a
different paradigm than the one we have used for the past eight
decades.”

The bipartisan JOBS Act was an attempt to remedy the SEC’s
inaction on capital formation, and even President Obama called the
law a “game changer” for entrepreneurs and capital formation.

Regrettably, though, the implementation of the JOBS Act by the
SEC languished under the chairmanship of both Mary Schapiro
and Mary Jo White. By failing to fulfill this important part of its
mandated mission, the SEC is hurting small businesses, impeding
economic growth, and hindering the creation of new jobs.

It is extremely troubling to me that the SEC seems more intent
on pursuing highly politicized regulatory undertakings outside of
its core mission. Instead of working to protect investors, maintain
fair and orderly and efficient markets, as well as helping to facili-
tate capital formation, the SEC has been more focused on exerting
societal pressure on public companies to change their behavior
through disclosure rules such as the conflict minerals and pay ratio
rules, et cetera.

It is time to refocus the SEC to advance a broader capital forma-
tion agenda. Let’s continue to build upon the successes of the bipar-
tisan JOBS Act by further modernizing our Nation’s securities reg-
ulatory structure to ensure a free flow of capital, job creation, and
economic growth.

It is time to get the Federal Government working to support in-
novation and to reward hardworking Americans. I yield back the
balance of my time.

The Chair now recognizes the ranking member of the sub-
committee, the gentlelady from New York, Mrs. Maloney, for 3
minutes for an opening statement.

Mrs. MALONEY. Thank you so much, Mr. Chairman, and I look
forward to working with you this Congress. And I want to welcome
everyone to the very first Capital Markets Subcommittee hearing
of the year.

The basic mission of the JOBS Act, and I am proud to have been
a sponsor of this bill, was to make it easier for companies to raise
capital from investors, whether that capital was being raised in the
public markets or the private markets.

Two of the main provisions of the JOBS Act have gone into effect
in the past year-and-a-half: Regulation A+ for small offerings; and
crowdfunding. Both of these provisions were designed to make it
easier and less expensive for small startup companies to raise cap-
ital, and both provisions targeted small companies that may not
have been able to raise capital using the traditional methods such
as an IPO or a private placement to sophisticated investors.

So this is a good time to step back and evaluate the progress of
these two provisions by asking some simple questions. Are they
working as intended? Are investors using them? Have they caused
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any investor protection problems? Are there any changes that need
to be made to improve either of these provisions?

The preliminary data suggests that both Regulation A+ and
crowdfunding are working broadly as intended, although there is
some room for improvement. Both provisions are being used by
very small startup companies.

The typical company using both Regulation A+ and crowdfunding
only has 3 employees and has less than $5,000 in cash and no reve-
nues. Crowdfunding is primarily being used by small companies
that can’t raise money any other way, and only to raise a small
amount of capital.

The median amount raised using crowdfunding was only
$171,000. Regulation A-Plus, on the other hand, is being used by
a wider range of companies, mostly very small startup companies,
but also some larger ones as well.

Most of the companies that use Regulation A+ have also raised
money by issuing private securities to sophisticated investors be-
fore, which indicates that Regulation A+ is being used as a supple-
ment to other offering methods.

I am concerned, however, about the fact that FINRA has already
had to terminate one crowdfunding portal for allowing several com-
panies that appear to be fraudulent from offering securities on its
platform. This raises serious investor protection concerns that we
have to keep in mind as we review the impact of the JOBS Act.

I look forward to hearing from my colleagues, and from all of the
panelists, and I yield back. Thank you.

Chairman HUIZENGA. The Chair now recognizes the vice chair-
man of the subcommittee, the gentleman from Illinois, Mr.
Hultgren, for 2 minutes for an opening statement.

Mr. HULTGREN. Thank you for convening this hearing, Chairman
Huizenga. Access to the capital markets and job creation is incred-
ibly important to my district and to all of our districts, and we need
to ensure that U.S. capital markets remain a competitive means of
financing.

It is very fitting that a review of the JOBS Act is our first sub-
committee hearing topic in this subcommittee, in this Congress. Be-
fore speaking any further, I would be remiss to not mention how
excited I am to be serving as the vice chairman of the Sub-
committee on Capital Markets, Securities, and Investment this
Congress.

We have our work cut out for us, but I am optimistic that we can
advance policy that will allow our economy to recognize its true po-
tential. Competitive capital markets are important to job creators
in my State and also to those who work to provide this financing.

There are a number of important financial services entities in
the Chicago area that are instrumental to ensuring robust access
to financing that make Illinois the home of Midwest finance.

To the point of today’s hearing, I know the JOBS Act has made
a meaningful impact in Illinois and in my district, and I am eager
to hear how Congress can do more. Understanding how difficult it
is to operate as a public company really struck me the other day
when discussing the reasons Michael Dell took his company pri-
vate.
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This gave Dell, which had long operated as a public company,
more flexibility to pursue what it determined to be best for its
growth. I am sure this statistic is going to be cited a number of
times today, but we should not lose sight of it.

The number of public companies today is about half of what it
was 20 years ago. We went from about 8,000 public companies in
1996 to some 4,400 public companies today. We need to learn more
about why this is and how we can help change this trajectory.

I believe it is important that job creators have both strong public
and private financing options available. I look forward to the testi-
mony today and to discussing some of the specific policy proposals
mentioned in the written testimony.

And I yield back.

Chairman HUIZENGA. The gentleman yields back.

The Chair now recognizes the gentleman from Connecticut, Mr.
Himes, for 2 minutes for an opening statement.

Mr. HiMES. Thank you, Mr. Chairman, and thank you for holding
this hearing. We rise and fall on our ability to innovate. Companies
everywhere are creating new products and new services that could
change the world, but we might not see the next Pinterest, Blue
Apron, Snapchat, or Google if we don’t make it easier for them to
jump from upstart to established.

Next month marks the 5th anniversary of President Obama sign-
ing the JOBS Act into law. The Act is an excellent example, in my
opinion, of how the Federal Government can support business and
job growth in our Nation by allowing fast growing firms to launch
an IPO when they are ready to do so and then scale up to the full
regulatory responsibilities and expenses associated with being pub-
lic.

At the crux of the JOBS Act, of course, is the creation of an IPO
on-ramp, which makes it easier for small- to medium-sized compa-
nies to undertake an IPO, and creates a new category of emerging
growth companies (EGCs) that would enjoy certain regulatory ex-
emptions as a result of that status.

EGCs now apparently dominate the IPO market, accounting for
almost 90 percent of IPOs that have gone effective since the JOBS
Act was enacted in April of 2012. The online travel site KAYAK,
headquartered in my district, was able to go public in 2012, thanks
to the JOBS Act, as an EGC.

I am proud of the bipartisan manner in which the JOBS Act
came into existence. It really serves as a model for how Repub-
licans and Democrats can work together to help advance one of the
primary American competitive advantages, which is good liquid
capital markets.

I do have one question which I hope the panel will address. In
life, there is rarely such a thing as a free lunch. And obviously,
every time we lighten regulations, there is always the possibility,
maybe even the probability that you have more scope for abuse,
bad behavior, and bad outcomes.

So I hope we hear as much as we celebrate this Act and what
it has allowed some companies to do, whether we have seen any
downside or bad outcomes associates with this Act.
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But nonetheless, this is proof of the progress we can make on be-
half of the American people when we work together, and I hope
that we won’t have to wait another 5 years to see similar successes.

With that, I yield back the balance of my time.

Chairman HUIZENGA. The gentleman’s time has expired.

Today, we welcome the testimony of Raymond Keating, the chief
economist of the Small Business & Entrepreneurship Council;
Brian Hahn, the chief financial officer of GlycoMimetics, Incor-
porated; Andy Green, the managing director of economic policy at
the Center for American Progress; Edward Knight, the executive
vice president, general counsel, and chief regulatory officer of
Nasdagq, Inc., in New York; and Thomas Quaadman, the executive
vice president of the Center for Capital Markets Competitiveness
at the U.S. Chamber of Commerce. Gentlemen, we welcome you all.

You will each be recognized for 5 minutes to give an oral presen-
tation of your testimony. As we had said, we are going to be a little
pressed for time for some votes. So feel free to shorten it up, if you
can. We do want to make sure we are able to get to some questions.
And without objection, each of your written statements will be
made a part of the record.

Mr. Keating, you are now recognized for 5 minutes.

STATEMENT OF RAYMOND dJ. KEATING, CHIEF ECONOMIST,
SMALL BUSINESS & ENTREPRENEURSHIP COUNCIL

Mr. KEATING. Mr. Chairman, I am from New York, so I will talk
fast. Mr. Chairman, Ranking Member Maloney, and members of
the subcommittee, thank you for hosting this important hearing
today on the JOBS Act and the competitiveness of U.S. capital
markets.

I am Raymond Keating, chief economist for the Small Business
& Entrepreneurship Council. We are a nonpartisan, nonprofit advo-
cacy, research, and training organization dedicated to protecting
small business and promoting entrepreneurship.

Gaining access to financial capital is essential to the creation and
growth of businesses. At the same time, access to capital remains
a major challenge for entrepreneurs starting up and building enter-
prises.

In my written testimony, I present data on the recent trends in
banks, small business loans, angel investment, and venture capital
investment. To sum up, the value and number of traditional small
business loans are still down from pre-recession levels.

Angel investment also remains down from its 2008 level, while
also experiencing stagnation over the last 2 years. In addition, ven-
ture capital has really shown the most life post-recession, but a de-
cline in 2016 is certainly troubling.

So what is going on? First, it is about reduced levels of entrepre-
neurship. We did a study in August on examining levels of entre-
preneurship in the economy. We looked at an assortment of data,
which all pointed to declining levels of entrepreneurship.

The mid-range of these data points we estimated about 3.7 mil-
lion missing U.S. businesses in 2015 compared to where we were
at previous times. Reduced levels of entrepreneurial activity natu-
rally mean reduced loan and investment demand.
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Number two is these loans and investment trends again speak to
the struggles of entrepreneurs to gain access to the financial re-
sources needed to start up and grow. Why does this matter? We all
know, I think, the answer to that. Quite simply, entrepreneurship
is the engine of innovation, productivity and income growth, and
job creation.

And in turn, entrepreneurship depends on the willingness and
ability of investors and lenders to supply investment and credit.

During the current recovery expansion period, the U.S. economy
has grown at half the rate it should. And that has largely been
about poor private investment growth.

So providing small businesses with more options or avenues to
expand access to financial capital is a clear positive. Two important
parts of the JOBS Act focused on opening up new avenues for indi-
viduals to invest in entrepreneurial ventures, such as via
crowdfunding.

Title II of the JOBS Act was about accredited investor
crowdfunding, and Title III was about crowdfunding for everyone
else, if you will. As for the investment under Title II, according to
a recent Crowdnetic’s report, the number of new offerings actually
declined over years 1 to 3, but capital commitments at the same
time rose substantially.

Meanwhile, according to Crowdfund Capital Advisors, since Title
IIT launched in May 2016, capital commitments registered almost
$30 million as of March 10, 2017.

Even given the positive changes, areas in need of improvement
always exist, including government placing too many limits on the
ability of entrepreneurs to gain access to capital, and/or on inves-
tors’ abilities to make investments in entrepreneurial ventures.

For example, crowdfunding opportunities should be expanded for
businesses of different sizes and stages, and therefore, the limit of
raising $1 million during a 12-month period under Title III,
crowdfunding, should be raised, for example, to $5 million.

Jason Best and Sherwood Neiss of Crowdfund Capital Advisors
have pointed out that 2.2 jobs are created within the first 90 days
after a company is successful with a securities crowdfunding cam-
paign. So we very much see job creation happening.

Also, the ability of investors to invest should be expanded. In ad-
dition, it should be clarified that funding portals cannot be held lia-
ble for material misstatements and omissions by issuers unless
portals are guilty of fraud or negligence. This assurance would re-
duce unnecessary risks for crowdfunding portals.

In conclusion, U.S. capital markets are the envy of much of the
world, but we must be vigilant in making sure that while regu-
latory policy protects against fraud and abuse, it also reflects the
reality that free markets provide the foundation upon which entre-
preneurship investment, innovation, and business can flourish,
thereby providing a breathtaking array of goods and services and
jobs that improve all of our lives.

Financial regulation must recognize these realities, recognize the
transparency that technology has imposed upon the system, and be
built on a respect for free enterprise. Thank you for your time, and
I look forward to the discussion and questions.
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[The prepared statement of Mr. Keating can be found on page 66
of the appendix.]

Chairman HUIZENGA. Thank you, Mr. Keating.

Mr. Hahn, you are now recognized for 5 minutes.

STATEMENT OF BRIAN HAHN, CHIEF FINANCIAL OFFICER,
GLYCOMIMETICS, INC.

Mr. HAHN. Thank you, Mr. Chairman, and Ranking Member
Maloney. As a CFO of a company that benefited from the JOBS
Act, I would like to personally thank the subcommittee for its hard
work as we celebrate the law’s 5-year anniversary.

The JOBS Act was a game changer for biotechs like mine, be-
cause it increases the capital formation potential of an IPO and de-
creases the capital diverted from science to compliance. Two-hun-
dred and twelve biotechs have gone public under the JOBS Act, a
fourfold increase from the 5 years before JOBS.

Since our IPO, we have nearly doubled our employee headcount,
and we have moved two additional new drug candidates into
human clinical trials. These 212 innovators are seeking treatments
for a wide range of devastating diseases.

At GlycoMimetics, we are working toward therapies for patients
suffering with sickle cell disease, acute myeloid leukemia, and mul-
tiple myeloma.

Under the JOBS Act, the industry has seen a surge in IPOs for
diseases that were previously difficult to finance, including diabetes
and Alzheimer’s. We have also seen a dramatic increase in early-
stage financing. There were just 3 early-stage IPOs in the 5 years
before JOBS, but since JOBS was enacted, there have been 48.

The JOBS Act’s testing-the-waters and confidential filing provi-
sions were vital to the success of our IPO, and we continue to ben-
efit from the 5 years of reduced compliance with costly burdens like
SOX 404(b). In short, the JOBS Act has changed the game for fi-
nancing therapeutic innovations.

JOBS Act’s biotechs have 696 therapies currently in develop-
ment, and the FDA has approved 18 new treatments from JOBS
Act’s companies. I am excited that the subcommittee continues to
consider ways to build on the success of the JOBS Act.

Many of the capital formation provisions for the Financial
CHOICE Act would further support the growth of small, public
biotechs. In particular, I strongly support the Fostering Innovation
Act introduced by Representatives Sinema and Hollingsworth.

The JOBS Act’s 5-year SOX exemption has saved millions of dol-
lars for growing biotechs, but most will still be pre-revenue when
the TPO on-ramp expires.

GlycoMimetics expects annual expense to increase by upwards of
$350,000 starting in year 6 on the market, capital that could treat
over a dozen patients in the clinic.

The Fostering Innovation Act would extend the JOBS Act exemp-
tion for pre-revenue companies. This bipartisan bill recognizes that
a low revenue company that has been on the market beyond the
5-year EGC window is still very much an emerging, growing busi-
ness.
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The continued cost-savings in the bill are vital because every dol-
lar spent on a one-size-fits-all burden is a dollar diverted from the
labs.

I also support Congressman Duffy’s Corporate Governance Re-
form and Transparency Act. Proxy advisory firms’ outsized influ-
ence on emerging companies has proven to be uniquely damaging
to growing biotechs, to say nothing of the firms’ conflict of interest
and opaque standard-setting processes.

Mr. Duffy’s bill to regulate proxy firms would be a welcome
change from the status quo that forces companies to contort them-
selves to satisfy proxy advisors rather than making decisions in the
best interest of the company and its shareholders.

These important bills and other capital formation provisions in
the CHOICE Act, like cost-savings from XBRL and SOX, will build
on the JOBS Act by supporting the growth of the 212 newly public
biotechs that have enjoyed big success over the last 5 years.

The JOBS Act has shown the strong impact that a policymaking
drive toward capital formation and away from one-size-fits-all regu-
latory burdens can have. I applaud the subcommittee for consid-
ering further initiatives to support small business innovators, and
I look forward to answering any questions you may have.

[The prepared statement of Mr. Hahn can be found on page 57
of the appendix.]

Chairman HUIZENGA. Thank you very much.

Mr. Green, you are recognized for 5 minutes.

STATEMENT OF ANDY GREEN, MANAGING DIRECTOR OF
ECONOMIC POLICY, CENTER FOR AMERICAN PROGRESS

Mr. GREEN. Thank you, Mr. Chairman, and Ranking Member
Maloney for the opportunity to testify on this important topic. I
would like to make three points overall. First, the impact of the
JOBS Act has been mixed, although many results are not in.

For the public markets, regulation is not the problem, rather a
focus on structural issues, which is where competition would be
very helpful. And then for the private markets, small business ac-
cess to capital impacts have also been mixed and investor risks re-
main. A new focus on the wealth, skills, and network gaps for
would-be entrepreneurs is needed.

One of the principal goals of the JOBS Act was to increase IPOs.
For better or worse, the IPO market is now dominated by EGCs.
But being an EGC has nothing to do with any particular nature of
the company itself, whether innovative and exciting or non-innova-
tive and not exciting. It is just a regulatory label.

Unfortunately, data suggests that these EGCs tend to be lower
in quality from a listing and investment perspective—46 percent of
EGCs that filed a management report on internal controls reported
material weaknesses in those controls.

One study found EGC companies had a 21.8 percent lower return
on assets, and a 3 percent lower stock performance on average.
Capital formation and market liquidity for any stocks also appears
negatively affected. And another study found that EGCs experi-
enced 7 percent more underpricing than similarly sized companies
prior to the JOBS Act.
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Another study was more positive about the JOBS Act effects on
IPOs. It found a 25 percent increase in IPO volume compared to
the 2001-2011 levels. But this was largely due to the confiden-
tiality and test-the-waters provisions that de-risked the offerings in
terms of their outward-facing communications with investors.

The de-burdening provisions such as reduced disclosure and
lighter accounting rules were not meaningful. And this is an impor-
tant conclusion because it shows that most provisions that reduce
investor protection were not important in terms of increasing IPO
availability. The study also found little evidence of improved ana-
lyst coverage despite the reductions in investor protection on con-
flicts of provisions.

Unfortunately, this good news did not last. In 2015 and 2016,
IPO volume fell to the lowest level since the Great Recession. I am
not pleased to note this. I would just highlight that other factors,
other than compliance requirements, may have a much stronger in-
fluence in ITPO behavior.

So the question than is whether the lighter compliance require-
ments of Title I make sense? It appears that the confidentiality and
test-the-waters provisions seem like good ideas, seem to be work-
irﬁg, and seem to have limited negative consequences, so let’s keep
them.

It may make sense to revisit some of the de-burdening provi-
sions, at least by giving the SEC more flexibility to restore those
that were removed by statute, given the somewhat lower quality
results in EGC companies.

If Congress wishes to boost the viability of the public markets
overall, it needs to turn its attentions to other factors. One I would
particularly like to highlight is competition policy. Mergers and ac-
quisitions are now the biggest reason for the market decline in list-
ed companies. And there is growing evidence of market concentra-
tion across the economy.

Stronger approaches to antitrust enforcement are needed. The
SEC may have a role to play as well. The Exchange Act, Section
23(a), mandates that the SEC consider competition as part of its
rulemakings.

Competition is sprinkled throughout the Federal securities laws
as an idea. It is even part of the title of this hearing. And the SEC
has a number of tools to boost transparency, better regulate M&A,
and help level the playing field back towards the public markets.

I don’t have specific recommendations today, but I think it is a
topic that I would encourage all of us to think about more as we
think about holistically how to boost our public markets.

Let me briefly say a word about the private market provisions
of the JOBS Act. First, old Rule 506(b) is still working very well.
The market more than doubled from 2000 to 2014 in terms of the
amounts raised annually.

The Title II provisions of 506(c) are not widely used. So 506(c)
is really the workhorse, and that is still a success. New provisions,
such as Title II crowdfunding, appear to be working well.

And we are in the early stages of Title III and State-based
crowdfunding, which are not part of the JOBS Act but are part of
the spirit of it. And I look forward to seeing the results as compa-
nies take advantage of it, and it goes well.
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Risks are yet to manifest and we still need to be very careful
about those. I remain deeply concerned about the broader reach so-
licitation. Even though most companies are not taking advantage
of it, it is still used.

And when there are problems, investors don’t get all their money
back, and the SEC does not have enough resources to track down
everything after the fact. That is why stricter requirements for fil-
ing Form D make a lot of sense.

Lastly, I would like to encourage a focus on the wealth, training,
and network gaps that would make a lot of difference in terms of
enabling entrepreneurs from minority and women-headed house-
holds to have more opportunities to access the capital markets.

There is a lot more I could say, and I look forward to answering
any questions you may have. Thank you very much.

[The prepared statement of Mr. Green can be found on page 38
of the appendix.]

Chairman HUIZENGA. Thank you.

Mr. Knight, you are recognized for 5 minutes.

STATEMENT OF EDWARD S. KNIGHT, EXECUTIVE VICE PRESI-
DENT, GENERAL COUNSEL, AND CHIEF REGULATORY OFFI-
CER, NASDAQ, INC.

Mr. KnNIGHT. Thank you very much for inviting us here today. I
want to highlight a few elements of my testimony. I have been gen-
eral counsel at Nasdaq now for 17 years. I have seen the markets
evolve a lot. One of the most consequential acts of Congress in that
period has been the JOBS Act.

It has been positive for both the public markets and the private
markets. But I want to say up front that Nasdaq believes in regu-
lation. We do a lot of regulation at Nasdaq. It is important to pro-
tect investors.

We looked at 46,000 SEC filings last year. We deregistered,
delisted 68 companies. We did background checks on 4,100 direc-
tors and officers before we allowed them to list.

But there is no doubt that listing on a public market does have
a positive impact in terms of, for instance, jobs creation. I think
there is just irrefutable evidence that jobs get created once compa-
nies go public. Most public companies grow by 100 percent to 150
percent in terms of their employment.

In the last 5 years, Nasdaq has taken 621 companies public.
They have a market cap of $850 billion. They raised about $100 bil-
lion in new capital in doing that. And it has had a huge impact,
we think a positive impact, on the economy.

The JOBS Act helped with that. I want to summarize what we
see as the effects of it. As others have said, the ability to file con-
fidentially, the ability to test waters, those provisions helped im-
mensely, particularly with companies that were on the edge of
going public. It pushed them to do it.

Many in the healthcare area did it. And we have seen, I think,
no adverse impact on investors because of these provisions. All we
have seen is more entrepreneurship, more job growth, and I think
a very positive impact.

But it petered out after a while as the chart will show you, I
think the number 2 chart in my prepared testimony. Over the last
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few years, the number of companies going public has gone down.
There are things that can be done to restore the vibrancy of these
markets, to create an ecosystem that will be more conducive to
companies going public. And I want to touch upon that.

I do want to note that at the same time, while the U.S. markets
have been dropping in terms of IPOs, other markets that we run
in Northern Europe, for instance, are having a vibrant IPO market.
So these things do react to public policy. This is not necessarily
something that has to happen.

I do also want to point out, even when the Government doesn’t
regulate, these markets regulate themselves in the sense that
major market participants, institutions, require of these companies
a lot.

It is not for everyone to go public. Not only is there regulation
by the Federal and State Governments, but large institutions re-
quire a lot of these companies. And it is not for everyone. But what
we are hearing over and over again from companies who are think-
ing about it, is not necessarily going private. It is the process of
staying private and what they have to accept in terms of regulation
that may not be directly related to running a company. In a highly
competitive, global marketplace, distraction from the job of running
that company and competing around the world is a cost that these
companies pay.

And you have to ask yourself, is this regulation really necessary
for the running of this company, building these companies, creating
opportunity, creating jobs, and creating innovation?

Another key aspect of a public company that gets lost sometimes
in the debate is when these companies go public, they are open to
investment by individual investors. You do not have to be an ac-
credited investor as you have to be in the private market.

In my testimony, you will see one of the most dramatic examples:
Amazon went from the 1990s with a market cap of $350 million to
a market cap of over $350 billion, employing hundreds of thou-
sands of people. In the last year alone, they have created 100,000
jobs.

What we think should happen more often is early stage compa-
nies having the opportunity to go public, having a market that is
more inviting than it is today, so that they will go public and grow
in the public markets, not only to create those jobs but also to give
the investing public an opportunity to grow with them, which they
do not always have today.

So there are a number of things we would focus on. One is the
Main Street Growth Act that Congressman Garrett introduced last
year that has been part of the CHOICE Act. We think that is posi-
tive legislation. The proxy reform legislation and modernizing dis-
closure in our markets, but we can get more into that. Thank you
very much.

[The prepared statement of Mr. Knight can be found on page 77
of the appendix.]

Chairman HUIZENGA. Thank you, Mr. Knight.

And Mr. Quaadman, you are recognized for 5 minutes.
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STATEMENT OF THOMAS QUAADMAN, EXECUTIVE VICE PRESI-
DENT, CENTER FOR CAPITAL MARKETS COMPETITIVENESS,
U.S. CHAMBER OF COMMERCE

Mr. QUAADMAN. Thank you, Chairman Huizenga, Ranking Mem-
ber Maloney, and members of the subcommittee. The Chamber ap-
preciates the continued work of this subcommittee on capital for-
mation legislation, including recent efforts with the FAST Act, leg-
islation to create the small business advocate in the SEC, as well
as the Poliquin legislation, which forces the SEC to either mod-
ernize regulations or to explain why not.

Yesterday, the Chamber, in conjunction with RSM, launched our
quarterly middle market survey. And next week, in conjunction
with the Morning Consult, we are going to release our small busi-
ness survey.

Both of these surveys find that while economic challenges still
exist, there is increased optimism amongst middle-market and
small business companies. However, that optimism is coupled with
an expectation for Washington to remove barriers to growth.

We need to have a balanced private and public capital market
system in order to support our diverse economy. The JOBS Act was
a bipartisan and helpful way of trying to address those imbalances,
and it provided rules that would allow businesses to grow from
small to large, make the IPO process easier, and to help companies
to go public and remain public.

There are initial successes with the JOBS Act, but the progress
has been halting, and in some ways the situation is worse today
than it was in 2012. More must be done and SEC implementation
Aiisues have also harmed and blunted the effectiveness of the JOBS

ct.

The public company markets are in worse shape today than they
were 5 years ago. As Mr. Hultgren mentioned, we have less than
half the public companies today than we did in 1996, and that
number has gone down in 19 of the last 20 years.

But let’s take a look at 1982. Since 1982, the population of the
United States has grown by 40 percent. Our real GDP has in-
creased by 160 percent. And we have roughly the same number of
public companies today as we did in 1982. To put it in other words,
the gains of the Reagan Administration and the Clinton Adminis-
tration have been wiped out.

There are four main drivers of this problem. One is structural
and managerial issues at the SEC. We have issued three separate
reports on that with 70 recommendations. I am not going to get
into that today. Also, financing issues, regulatory obstacles, and a
1930’s style disclosure regime that is increasingly used to embar-
rass businesses and not provide decision-useful information to in-
vestors.

Combined, these issues create a tax on innovation and growth.
And we if take a look at those numbers of public companies, as
Justice Marshall observed 200 years ago, that power to tax is a
power to destroy. We need to restore an ecosystem of growth that
provides benefits throughout the economy.

The Kauffman Institute did a study which showed that between
1996 and 2010, IPOs created 2.2 million jobs. Boosting growth from
2 percent to 3 percent takes 12 years off of the length of time need-
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ed to double the economy, and reduces the deficit by $3 trillion over
10 years. A 0.5 percent uptick in growth creates 1.2 million jobs
and $4,200 in additional income for workers.

We need to recreate that culture that rewards success, and cele-
brates when a UPS driver or a Microsoft executive assistant be-
comes a millionaire when their company goes public. In order to re-
balance this system and reverse this trend, we think the SEC and
Congress should do the following:

Disclosure effectiveness needs to be a top priority. We shouldn’t
talk about it any longer. The SEC needs to move forward and bring
a disclosure regime into the 21st Century. We need to pass proxy
advisory reform legislation that creates transparency, account-
ability, and oversight over proxy advisory firms.

We need to recognize that capital formation and corporate gov-
ernance are inextricably linked and have 14a-8 reforms, including
resubmission thresholds, overturning the Whole Foods decision so
the SEC is a fair umpire in the shareholder process, ownership
verifications so that we know that a shareholder proposal pro-
ponent actually owns shares in the company that they are making
proposals in. And Reg. D clarification to make the JOBS Act effec-
tive.

We need to fix financing through the passage of BDC legislation,
fixing crowdfunding, the Main Street Growth Act, as well as pro-
viding micro-offering safe harbors.

We need to modernize rules including expanding the eligibility
for Form S-3. Clarifying the definition of accredited investors ex-
empting emerging growth companies from XBRL, and simplifying
small private equity disclosure and registration.

And we should also pass those remaining provisions of Title X of
the CHOICE Act. These are, we think, very simple, common-sense
reforms. We think that others can be done as well. And I look for-
ward to answering your questions.

[The prepared statement of Mr. Quaadman can be found on page
85 of the appendix.]

Chairman HUIZENGA. Thank you for that. At this time, the Chair
will recognize himself for 5 minutes for some questions.

Mr. Quaadman, while we were having this discussion, you noted
that, I think, the average initial regulatory cost associated with an
IPO is $2.5 million. And the estimated annual compliance costs for
public companies average about $1.5 million. What are the main
drivers of these costs?

Mr. QUAADMAN. A lot of the costs that are associated with that
are legal costs. And it is also a matter of being able to go out and
talk to investors and the like. The JOBS Act actually did a lot to
help facilitate that. However, with every IPO, there is a securities
class action waiting to happen.

And so the legal costs are actually high and that company is also
going to be expected to be sued. So I would say that the costs are
even more than that, but the regulatory costs are in that ballpark.

Chairman HUIZENGA. And the significant portion of these costs,
are they relevant to all publicly traded companies regardless of
size? Or are some of them hit sort of disproportionally?

Mr. QUAADMAN. What the JOBS Act did that was very beneficial
is to allow emerging growth companies to ease into the regulatory
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process. As you are a public company for a longer period of time,
those costs are going to go up.

And they are going to go up dramatically, because you are going
to start to deal with different rules such as conflict minerals or
whatever, which impose very expensive reporting regimes on com-
panies.

And that is actually the reason why Michael Dell said he was no
longer going to run a public company, because he felt he would
rather manage a company than having to deal with those extra-
neous issues.

Chairman HUIZENGA. Okay. Mr. Knight, you testified that you
had a number of discussions with CEOs and that the primary chal-
lenge is not about going public, but about being public. And it
sounds like that is a consistent thing that you are hearing a lot.
Why is that? Can you elaborate on that a little bit?

Mr. KNIGHT. I will give you a statistic. If you asked a Silicon Val-
ley accomplished lawyer who takes companies public a few years
ago what the rule of thumb was in terms of revenues for a com-
pany before they go public, they would have said $30 million.

Today, they would say $100 million. The infrastructure that you
need in order to support all the reporting requirements and the
regulatory requirements—I am not talking about the financial dis-
closure. No one is arguing about financial disclosure. That is a key
to a well-run market and protecting investors.

It is the other public policy goals that have been put on the pub-
lic company model that makes the market look uninviting, particu-
larly at a time when—

Chairman HUIZENGA. Put on by whom?

Mr. KniGgHT. By a CEO or a board that is considering options.

Chairman HUIZENGA. Okay.

Mr. KNIGHT. Shall we go public? Shall we be acquired? If we get
acquired, maybe some of the R&D we are doing is going to be
thrown overboard and the innovation in that company by the ac-
quired company. The opportunity for investors to invest in that
company through an IPO will be lost.

The environment does not look very inviting, particularly when
you have $8 trillion in sovereign wealth funds available to invest
in these companies as private companies.

Chairman HUIZENGA. But to interrupt here just a moment, on
your Chart 1, that did strike me showing that—it is on page 2 for
anyone who wants to take a look at it here.

But you talk about the sovereign wealth funds and private equity
firms and how they are the ones now capturing all that initial
growth, rather than the public, who would be investing on that.

And you kindly included two companies from my district,
Macatawa Bank and Herman Miller, that have had that and have
had challenges. And stock prices are going up and down. But—

Mr. KNIGHT. And there is—

Chairman HUIZENGA. —elaborate on that a little bit.

Mr. KNIGHT. There is nothing wrong with this. The private mar-
ket is vibrant. That is great. It gives people funding choices they
might not otherwise have. But it won’t always be. And the public
markets need to be there. And they need to be there in a modern
way.



15

Many of the issues we are talking about on this panel are regu-
latory issues that haven’t been revisited in 20 years. We are not
talking about getting rid of them. We are talking about modern-
izing them.

We are not talking about getting rid of disclosure. We are talking
about bringing it into the 21st Century where there is electronic
disclosure.

Why do you have to file with the SEC? That is an 18th Century
concept. You can put it on a website. You can use other electronic
means of communication. And modernizing these markets will
make them more competitive with other markets at the same time.

Chairman HUIZENGA. I have run out of time, and that was going
to be one of my last questions, is what specifically can Congress do
to alleviate some of those crippling burdens, for you and for Mr.
Keating and others. But hopefully someone will be able to get to
that.

So with that, the Chair recognizes the ranking member of the
subcommittee for 5 minutes.

Mrs. MALONEY. Mr. Green, I would like to ask you about
crowdfunding. As you know, the crowdfunding rules have been in
place since last May. The SEC recently did a study of it and found
that it was broadly working as intended, but noted that one fund-
ing portal had been terminated by FINRA for failing to supervise
several potentially fraudulent companies that were trying to raise
money on their platform.

What is your take on how crowdfunding has gone so far? Is it
helping small companies get access to capital like we intended?
And are you concerned that one of the intermediaries that Con-
gress intended to reduce the risk of fraud has already been shut
down? What is your take on all of this?

Mr. GREEN. I thank you for that question. I think it is going well.
I think that it has only been a short period of time and the uptick
is increasing. And we need to let the market mature. I am actually
pleased to hear about this enforcement action because it shows that
our regulators are on the beat.

And one of the most important things to make crowdfunding be
successful is that investors have confidence that when they go to
the market, they are going to have opportunities to pick from reli-
able companies via reliable intermediaries, funding portals, and
other broker-dealers that are running portals.

So actually shutting down a portal that is not doing their job
makes me think that things are on the right track.

Mrs. MALONEY. Okay. Great. Does everybody agree? Are there
any other takes on it that they would like to add from any panel-
ists on crowdfunding?

Then, I will go to Tom Quaadman. I noted in my opening state-
ment that the new Regulation A+ has been used by a wide range
of companies. Some are extremely small, with 2 or 3 employees.
Some are much larger.

I found it very interesting that many of the community banks
have chosen to raise money through Regulation A+, even though
they can raise capital in other ways, such as private placement to
sophisticated investors.
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Was this the target market? Do you think it is a problem that
companies that can already raise money in other ways have been
using Regulation A+ to raise capital?

Mr. QUAADMAN. I think what the JOBS Act did is try to create
as many different options as possible for businesses to raise capital.
So if they could do it through Regulation A+, if they are eligible
for it, fine. If there are other ways to do it, that is fine too.

One of the things that Regulation A+ does is it creates a system
whereby a smaller company can raise capital from a known inves-
tor base, which is why you also don’t see the testing of waters as
you do in other places.

And it would make sense actually for community banks to use
that because as a smaller bank in a smaller community, they are
going to know that investor base a lot better. And they are going
to be able to use that as a device to try and raise capital from
them, as well as the fact that there may be other costs involved
with other systems that they may not have with Regulation A+.

Mrs. MALONEY. You mentioned the testing of the waters. The
vast majority of companies that have used Regulation A+ so far
have not taken advantage—

Mr. QuAaAaDMAN. Correct.

Mrs. MALONEY. —of this testing-the-waters option. So what do
you make of this? Is testing the waters with potential investors just
not that important for companies? Or is it too difficult and time-
consuming to go through the testing-the-waters process? What is
your take on all of that?

Mr. QuaaDMAN. No. Actually, I think it is a very important de-
vice to use, and also, you could look at it in one context in terms
of Reg D, general solicitation of Regulation A+. And I think with
Regulation A+, again, you are dealing with sometimes companies
that already exist that have a known investor based that they can
go after.

Obviously, you want to use testing of the waters when you are
talking about a newer company that doesn’t have that known in-
vestor base. So I think actually being able to do it both ways satis-
fies the needs of companies at different parts of a maturity scale.

Mrs. MALONEY. I would like to go back to Mr. Green. The current
SEC rules require issuers using Rule 506 to offer private securities
to file a form called Form D with the SEC only 15 days after the
first sale. In addition, there is no penalty or disqualification for
failure to file Form D.

The SEC proposed to change these rules in 2013 when it imple-
mented Title IT of the JOBS Act, to lift the ban on general solicita-
tion. Do you think these safeguards are important for securities of-
fered under the new rule 506(c)?

Mr. GREEN. I do think they are quite important. They are impor-
tant for a number of reasons. One is baseline data collection. We
don’t have a great deal of insights across the entire Reg D market.
So having a full compliance with the Reg D for the Form D filing
would be very helpful.

But the more important aspect really is investor protection. As
we move more towards making the private markets quasi-public by
having public advertising, which is what general solicitation is, we
need to be a lot more concerned about the impacts on ordinary in-
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vestor? who are liable to make bad decisions and be taken advan-
tage of.

And there is a very interesting study that the AARP put out only
a couple of days ago that I would recommend that everyone take
a look at. It has some amazing statistics.

Mrs. MALONEY. My time has expired. Thank you.

Chairman HUIZENGA. With that, the Chair recognizes the vice
chairman of the subcommittee, Mr. Hultgren, for 5 minutes.

Mr. HULTGREN. Thank you, Mr. Chairman. Again, thank you all
for being here. I really appreciate your valuable insight and testi-
mony here today.

Mr. Hahn, I would like to start with you. I was drawn to this
line in your testimony. You said, “The JOBS Act has been an un-
qualified success, enhancing capital formation and allowing compa-
nies to focus on science, rather than compliance.”

I am also a member of the House Science Committee, and I am
keenly aware of the innovative work that bio and its members are
doing. I wondered if you could provide some insight into how access
to the capital markets is driving changes in medicine?

We are really talking about making lives better, saving lives. I
wonder if you could just give a little insight into that?

Mr. HAHN. Thank you. As I had stated in my testimony, the test-
ing-the-waters provision of the JOBS Act was instrumental in our
successful IPO.

So at GlycoMimetics, it is a very novel, unique approach that we
are taking that takes a very sophisticated approach that—with a
single meeting with an investor before the JOBS Act in a 2-week
IPO roadshow, investors could not get comfortable with the science
and the technology.

And testing the waters allowed enough time leading up in the
months before the TPO to actually get their head around the tech-
nology and the science, and to ask follow-up questions. And that
was instrumental in helping a successful IPO.

Mr. HULTGREN. That is great. Thanks.

Mr. Knight, thanks for being here.

Mr. KNIGHT. Thank you.

Mr. HULTGREN. I wanted to follow up on your testimony. In your
testimony you mentioned the idea of permitting companies of all
sizes to file for their IPOs with the SEC on a confidential basis,
and permit other types of registration statements besides IPOs to
be initially submitted on a confidential basis.

Could you explain the benefits of filing under a confidential
basis, and what other type of registration statements you believe
that this might be able to be extended to?

Mr. KNIGHT. Yes. I think it is important to understand when
companies are considering going IPO, they are also looking at other
options. And they want to be able to explore the option of going
public while looking at these other options.

If you have to file in the public, you are committing yourself in
the sense that if you don’t do it, the market will exact a price on
you for having “failed.” So they don’t want to fail at that. They
want to explore it.

These companies, like all companies, are dealing in a very com-
petitive marketplace, and these filings often have information that



18

has a proprietary impact. And it is required. The public needs to
know what your strategic plans are before they invest. But you are
putting them out there for all of your competitors to see.

So to have the option of deciding not to go public, but perfecting
your disclosure, is very valuable to companies that are looking at
this.

Mr. HULTGREN. Mr. Knight, continuing with you, you mentioned
briefly in your testimony about this, but I wanted just to drill a lit-
tle bit further. As you are aware, the former chairman of this sub-
committee, Chairman Garrett, sponsored legislation that would
permit exchanges to list venture securities.

Do you believe such an exchange would improve liquidity and
price discovery for these securities? And could you explain how in-
telligent tick sizes would improve liquidity for these securities?
Also, do you have any other feedback on the Tick Size Pilot cur-
rently under way?

Mr. KNIGHT. The Tick Size Pilot, our current assessment is that
it is, frankly, too early. It does look like there is more liquidity that
is being generated, but it is too early to make conclusions. People
are still adjusting to it.

But Congressman Garrett’s bill had a number of what we think
are very important features. The market structure that secondary
trading occurs in has a cost associated with it. And we have a
structure today that is designed to facilitate trading of Google and
Amazon, which is great.

But it doesn’t work for smaller cap companies. And there needs
to be an examination of that to have a small cap company trade
across 11 stock exchanges in 40 dark pools, fragments that liquid-
ity. It undermines the price discovery process.

So the Garrett bill would allow the company that lists to decide
to aggregate that liquidity on one market. It would allow the ex-
change to adjust the tick size to encourage liquidity by having
wider tick sizes, bringing more market makers into it.

I would like to point out the Saudi Arabian stock exchange that
we sell technology to. It has intelligence tick sizes. We don’t have
it here. We petitioned the SEC to consider it. We have not ever got-
ten a response. So we think it is an intelligent idea, and we are
glad it was in that bill.

Mr. HULTGREN. Thank you all.

I yield back.

Chairman HUIZENGA. The gentleman’s time has expired.

With that, the Chair recognizes Mr. Lynch for 5 minutes.

Mr. LYNCcH. Thank you, Mr. Chairman. Mr. Chairman, I would
ask unanimous consent to enter into the record a statement writ-
ten by Mike Rothman, who is the president of the North American
Securities Administrators Association, Inc. And also, a communica-
tion to the committee from the Council of Institutional Investors.

Chairman HUIZENGA. Without objection, it is so ordered.

Mr. LyNcH. I thank the chairman.

I want to thank all of the witnesses here today for your help. It’s
very important, and Mr. Knight, I want to thank Nasdaq for its
help on the tick size experiment, and I am eager to hear what the
data might show.
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Mr. Green, last Congress, we had the chairman’s Financial
CHOICE Act, which seeks to expand some of the exemptions that
we included in the JOBS Act. It also increases the penalties that
the SEC might levy against some bad actors. But in an important
way, it imposed significant requirements on the Commission prior
to bringing an enforcement action.

For example, the bill would require the Commission to conduct
a cost-benefit analysis of whether the penalty would negatively af-
fect shareholders of the company of which we believe their officers
and employees may have broken the law.

In addition, the Financial CHOICE Act would permit defendants
to choose their own venue, which I have a problem with. It actually
creates an ombudsman to separately defend these bad actors before
the Commission. And there are several other opportunities in the
bill to slow down the enforcement process.

So how would provisions like these, that make it more difficult
for the SEC to hold wrongdoers accountable, harm the integrity of
our markets and a company’s ability to raise capital?

And does this framework that is being suggested here in the Fi-
nancial CHOICE Act create a moral hazard where it is so hard to
hold the bad actors accountable, people say why not?

Mr. GREEN. Congressman, I 100 percent agree that it creates a
very serious moral hazard. I think that there is a lot more that
needs to be done to improve the SEC’s enforcement ability and its
scope, but it is not going the direction of tying their hands and
making it harder for them to bring cases.

I think there has been 20 to 30 years of accumulated Supreme
Court and other precedents that make it hard for them to go after
anybody other than the immediate speaker, and a bunch of other
cases make it hard for private attorneys general to bring cases.

And all those things that you are talking about, being able to
choose your forum, doing cost-benefit analysis, not actually holding
the shareholders accountable for the decisions that their board and
their executives make with their money, those are all completely
the wrong direction.

And I also highlight one more part of the CHOICE Act that gives
me great concern is getting rid of the bad actor automatic disquali-
fications.

Mr. LYNCH. Right.

Mr. GREEN. These are forward-looking prophylactic things that
improve investor confidence in our markets. And I think we have
to come back to that, that the strength of our markets is investor
confidence.

Mr. LYNCH. But you would be hard-pressed to find an example
of the SEC actually enforcing the bad-actor provision. In case after
case after case after case, they don’t enforce that, even when we
have a successful enforcement action.

I have this issue with Sheila Bair and other folks there who gave
gs% to this too-big-to-jail accusation and a lot of criticism at the

EC.

Let me ask you as well, while we are on this, the CHOICE Act
would also allow emerging growth companies to be exempt from
Section 404(b). I know a lot of people hate this, but it does intro-
duce some accountability where the CFO has to sign off on the in-
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ternal controls audit. And I would like to have your thoughts on
that.

Mr. GREEN. I think the evidence from the data is that the EGCs
that don’t have to do this have much weaker internal controls and
are lower performing and there is greater investor risk. So I think
expanding that is the absolutely wrong way to go.

I think holding people accountable—and that is the point of cap-
italism. Your money is on the line. You are the board. You are the
CEO. You ought to sign on the dotted line and take responsibility.

Mr. Knight, if there were one recommendation that you would
like to make this committee aware of in order to increase the num-
ber of companies going public and creating the jobs—and I appre-
ciate the work that Nasdaq has done on this—what would that one
suggestion be?

Mr. KNIGHT. Part of the difficulty in answering that is the prob-
lem is death by a thousand cuts.

Mr. LYNCH. Yes, okay.

Mr. KNIGHT. It is not one issue.

Mr. LyNcH. All right.

Mr. KNIGHT. Two is, I will get back to the 404(b) issues if I could
respond to that also?

Mr. LYNCH. Sure.

Mr. KNIGHT. Our experience has been that companies going pub-
lic are not taking advantage of that. Why? Because there is a pri-
vate ordering that is going along here. Institutions do not like you
not doing 404(b).

Mr. LYNCH. Yes.

Mr. KNIGHT. So even though Congress may not require it, Fidel-
ity may not invest unless you do it.

Mr. LYNCH. Yes. That is a good point.

Mr. KNIGHT. So you have to keep that factor in mind also.

Mr. LYNCH. Yes, so it is positive peer pressure, as opposed to—

Mr. KNIGHT. It is the investing community.

Chairman HUIZENGA. The gentleman’s time has expired.

Mr. LYNCH. I'm sorry.

Mr. KNIGHT. It imposes a discipline.

Mr. LyYNcH. I thank you for your indulgence, Mr. Chairman. I
yield back.

Chairman HUIZENGA. The Chair now recognizes the gentleman
from Arkansas, Mr. Hill, for 5 minutes.

Mr. HiLL. I thank the chairman. I appreciate you holding this
hearing to assess what progress we have made under the JOBS
Act, clearly one of the most important and successful fiscal eco-
nomic policy acts passed during the Obama days.

I would like to start out—we have talked a lot about the costs
of being a public company and the challenges of being public be-
cause of those costs and the immense size of the market cap one
has to have to really kind of justify going public and the frustra-
tions of that.

And some of that is 404-related, for example, in hardcore ac-
counting costs, but I want to talk a minute and get people’s views
on the proxy process, and sort of the challenges of being a public
enterprise, 14a-8 for example, on proxy access.
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I will start with you, Mr. Quaadman. You referenced this in your
testimony. It was meant to be a way for shareholders and manage-
ment to communicate. That is why the Commission organized it
and to have a two-way dialogue, if you will.

But it has really, in my view as a former business guy, sort of
been taken over by various eccentric, occasionally volatile activist-
type topics and can be very distracting to corporate management,
not just on annual meeting day—

Mr. QuAADMAN. Right.

Mr. HiLL. —but as a general matter. Maybe driving up the cost
involved in being public, but maybe driving down the desire to be
public because it just is a distraction from the core business.

You talked a little bit about a policy that the incoming Commis-
sion might consider withdrawing: Staff Legal Bulletin 14H CF.
Would you comment a little bit more on that topic?

Mr. QUAADMAN. Sure, and I will actually give you, I guess, both
sides of the coin there. One is 92 percent of CEOs in the IPO Task
Force said that the reporting regime is very burdensome, and it
doesn’t allow for them to provide information in a constructive way
to investors.

Stanford University did a study 2 years ago where they surveyed
institutional investors with $17 trillion in assets. What those insti-
tutional investors came back with and said is: “The proxy is too
long; it doesn’t provide information; and only a third of the infor-
mation is relevant.”

Furthermore, when we were putting together a disclosure effec-
tiveness report a couple of years ago—and this is anecdotal—we
came up with everybody sort of thought that about half of the
proxy was repetitive for legal reasons, for liability reasons.

And somebody actually went back and ran some numbers
through EDGAR and it came out to be about a third. So all that
sort of encapsulates that that information, or those information de-
livery devices, are not providing decision-useful information to in-
vestors, and unfortunately, the SEC as well.

And this is why, also with what you had raised there, the SEC
has not been acting as the arbiter that they should be, where they
are being the umpire here.

So as an example, with the Whole Foods decision, Mary Jo White
issued it on a Friday night and effectively abdicated the SEC’s role
to be able to act as the arbiter for what proposals should be going
forward and not either. So the system is broken and neither side
sees it working.

Mr. HiLL. Thanks, Mr. Quaadman. I want to switch gears just
with the time remaining, and one of the issues I have been most
interested in is, can we make progress on crowdfunding?

I introduced a bill that exempts crowdfunding from the burdens
of Subchapter S filing for the IRS code as a way to encourage peo-
ple to use the Subchapter S technique.

I'll start with you, Mr. Knight. What problems have you identi-
fied with the SEC’s final crowdfunding rule? And then we probably
have time for one other person. If you would respond to that? What
can we do to make it better?

Mr. KNIGHT. Obviously, because there has not been the public re-
sponse that people expected, it needs to be revisited. And I just
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think from the outset, the SEC’s view of it was that they were not
for this. And they made it, shall I say, needlessly complicated and
did not approach it except as this was something where the public
is going to get harmed, and we need to narrow it as much as pos-
sible.

Mr. HiLL. Thanks for that.

In my time remaining, Mr. Chairman, I just would say to Mr.
Hahn, I think you referenced IPRs under the patent law in your
short-selling testimony.

I think, potentially, there is abusive use of IPRs. And I hope that
Mr. Clayton, once he gets his team in place at the SEC, will look
at this. I have heard about specific concerns in the district about
that issue. So I appreciate you raising that.

And with that, I will yield back, Mr. Chairman.

Chairman HUIZENGA. The gentleman’s time has expired.

And just for information, votes have just have been called.

So what I would like to do is go to Mr. Scott for his 5 minutes,
and then we will need to break. And hopefully, everybody can stick
around, if that is all right?

We anticipate walking off the Floor at about 3:50. And so I would
ask everybody to get back here as soon as they possibly can, as a
courtesy to our guests, our witnesses.

So with that, I recognize Mr. Scott for 5 minutes.

Mr. Scort. Thank you, Mr. Chairman, for squeezing me in before
the bell. I appreciate that.

Let me ask each of you, if you could change one thing about the
JOBS Act, what would it be? And as you are pondering that, do
you think the JOBS Act went too far in loosening security regula-
tions? And if so, why?

I understand that some of you certainly want to make it easier
for businesses to raise capital or for entrepreneurs to start that
new company, and so do I. But this is just me speculating, that is
why I want to find out. Do you think we went too far with these
regulations? What do we need to do with that?

Mr. Green, maybe you can start?

Mr. GREEN. If I could squeeze two in, it would be Title II, general
solicitation with the exception of the crowdfunding aspects of it,
and also Title V, if I remember correctly, the one that took it from
500 to 200 shareholders, because I actually think that works
against our desire to have a more robust public market by making
it much easier for companies to stay big and private for much
longer.

Mr. Scott. Okay.

Mr. Hahn? What would you change?

Mr. HaHN. I think targeted bipartisan acts like the Fostering In-
novation Act, is a one-size-fits-all regulation that—I appreciate
some of these large companies, but I am a very small biotech. So
a lot of the regulations that large companies have to adhere to, I
don’t think that same one-size-fits-all is appropriate for a company
of my size.

Mr. Scortt. All right.

Mr. Knight, what about you?
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Mr. KNIGHT. I think extending the confidential filing and testing-
the-waters provisions to all companies would be a positive develop-
ment. And I don’t think the JOBS Act went too far.

Mr. ScotT. Good. That is what I wanted to hear.

Mr. Quaadman?

Mr. QUAADMAN. Mr. Scott, I agree with Mr. Knight that the
JOBS Act could have removed more obstacles, but I think, more
importantly, Title I was self-effectuating. The other titles in the
JOBS Act were not, and that allowed a hostile SEC to either draw
out the implementation of the JOBS Act, or in fact, blunt its effec-
tiveness.

Mr. ScorT. Mr. Keating?

Mr. KEATING. I certainly don’t think that it went too far. I think
I mentioned raising the amount that a company can seek in a 12-
month period would be a good thing.

And one quick comment. I am on board with all of the comments
that we have talked about in terms of the problems of going public
versus staying private.

But when you look at Title III in particular, and what we are
talking about with crowdfunding, we are talking about the decision
really of, should I partake in entrepreneurship? Should I start up
and build a business or not? That is a very fundamental question,
and I appreciate that it was addressed in the JOBS Act.

Mr. Scott. Good.

Mr. Green, quickly? I have another point.

Mr. GREEN. I will just supplement by saying that one of the
things that the JOBS Act doesn’t do, is it doesn’t do things other
than deregulation. I think that deregulation has very limited, and
frankly, a lot of negative implications, a very limited impacts on in-
creasing access to capital.

We did a report of cap that looked at minority- and women-
owned businesses and the challenges for them in terms of access
to capital. And it is really the wealth gap. The average middle-class
family saw their wealth decline by 49 percent between 2001 and
2010. And it has only recovered a little bit. We need to do other
programs to boost that.

Mr. ScOTT. Right. Let me ask you this, because if you follow this
committee, you know that I have been very concerned about jobs,
unemployment, all of that. And while I have this brain trust before
me, how do we put more emphasis on this other feature of our
economy that is moving so fast, that has an impact on the jobless-
ness rate?

What I am talking about is this rapid expansion of technology.
Technology is being driven so fast that it is eliminating jobs. And
I don’t think we are all grabbing this as quickly as we could.

There are jobs now that we once had, we no longer have because
of automation. I always use the example out there, the elevator guy
or other examples. What do you think of it? Are we doing enough
to call attention to that?

Mr. GREEN. One of the things that we noted was that there is
a misalignment between the interests of the corporations and the
public interest. And we just took the issue of workforce training,
which is so essential to grappling with that.
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And we found that if we increased the disclosure of workforce
training and made it more like R&D, you would actually
incentivize companies to invest in their workforce to be able to re-
spond to these new, emerging technologies and changes.

And it is those types of expanded disclosures that are so impor-
tant to making the economy work for everyone long-term.

Mr. ScotT. It is so true in manufacturing now. We have the ro-
bots doing jobs that we used to do. It is thousands and thousands.
Thank you, Mr. Chairman.

Mr. GREEN. Yes.

Chairman HUIZENGA. The gentleman’s time has expired.

All right, with that, we will just remind everybody, we are going
to go and vote and then get back here as soon as we possibly can
after votes. And with that, the subcommittee is in recess.

[recess]

Chairman HUIZENGA. The subcommittee will reconvene, and I
appreciate the patience of our witnesses. Thank you very much for
that.

And with that, the Chair will recognize Mr. Emmer for 5 min-
utes.

Mr. EMMER. Thank you. Thanks to the chairman and the rank-
ing member for having this hearing and examining the JOBS Act
and how successful it has been, and things that still need to hap-
pen. I want to thank the panel for being here. And, like the chair-
man, thanks for your patience.

This place just never stops moving. Thank you for waiting. Very
quickly, I come from the great State of Minnesota, where we still
are home to 17 Fortune 500 companies, and agriculture and manu-
facturing drive our State’s private economy.

But in Minnesota, like in other States in the union, I suspect, it
is imperative that we are constantly starting new businesses, be-
cause today’s big business was yesterday’s startup. The Kauffman
Index is a publication that comes out and ranks States based on
new startups.

In 2014, in Minnesota again, a State with some very serious eco-
nomic activity, we ranked number 44 on the Kauffman Index in
terms of new business startups in this country. In 2015, we
dropped to number 47.

In the most recent rating, we really haven’t moved much. We are
still in that mid to low 40s range for new business startups. And
this is a State that is full of innovators and a highly educated
workforce. We have many things going for us.

So what is the problem? We look around and we see that it is
access to capital. It is access to capital that is so necessary to start
up these new businesses.

That is why in the short time that I have, I have a couple of
questions related to accessing capital and what maybe we could do
to hopefully enhance what the JOBS Act started.

Mr. Quaadman, in your testimony today, you talk about the need
to fix the current rules regarding crowdfunding. And to make them
“workable for businesses and their investors.” You, I believe men-
tion, at least in your written testimony, Representative McHenry’s
legislation, as well as a bill that I offered in the last Congress,
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called the Micro Offering Safe Harbor Act. It is two steps that
would be in the right direction.

Can you please explain in more detail on the record today how
these bills would help to provide early stage companies access to
the capital they so dearly need?

Mr. QuaaDMAN. Yes. Thank you, Congressman, for that question.
In fact, the head of the Minnesota State Chamber is a former col-
league of mine at the Chamber. He and I have spoken, so I under-
stand the issues there.

One of the things that we have found consistently, and we have
gone around the country doing different events with State and local
chambers, is that there has been a disconnect between Main Street
businesses and their traditional forms of financing. So they have
been cut off from community banks for a variety of different rea-
sons and other forms of financing.

And this is a point I was making with my answer to Ranking
Member Maloney before is, what the JOBS Act does and I think
what you are trying to do with your bill, and I think what Mr.
McHenry is trying to do to make crowdfunding more efficient, is
let’s create different options that allow those Main Street busi-
nesses to access different alternative means of funding. And let’s
create some new ones, and let’s see what works and what doesn’t.

I think also to Mr. Himes’ point, we have also asked the SEC as
they are putting rules together in each of these, that they do a
post-implementation study, both to check on how investor protec-
tion is working and also how the economics is working.

So I think your bill is very important. I think we need to restore
that access to funding to actually get the entrepreneurial machine
going again.

Mr. EMMER. And thank you for adding that on the SEC, because
that was going to be one of my questions. What can the SEC do
better? Why don’t I move on with the short time I have left?

Mr. Keating, in your written testimony, you indicate that despite
significant and positive changes created by the JOBS Act, there is
still need for improvement.

And again, back to this crowdfunding, could you please describe
some specific changes that you would suggest in the crowdfunding
regulations? What should be implemented to maximize the ability
of companies to raise capital through that process?

Mr. KEATING. Sure, and quickly, as a background to that, first
off, on our Small Business Policy Index, Minnesota ranks very
poorly. So there are a whole host of issues, I think, in the State
in terms of taxes and regulations that need to be dealt with.

But when you look at the financing issue, community banking,
earlier somebody mentioned that community banks were using the
JOBS Act. That is encouraging because community banks, small
banks, suffered the greatest declines since 2007.

So the large banks essentially remain steady, the number of
them. The small banks is where we sort of collapse. A Federal Re-
serve report said that also there was an unprecedented decline in
new bank entries. So we don’t have that replacement going on, new
banks coming into the marketplace.

Mr. EMMER. Right.
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Mr. KEATING. So these are all critical issues that actually have
to be dealt with on that side, but then in terms of the JOBS Act,
as I said, raising the level that companies can go out and raise in
Title III funding, for example, would be good.

Raising the limits that investors can put into these companies
would be positive. And then, in written testimony, we listed a
whole host of areas where just those costs, the tremendous—the
costs are still significant to go through this process.

I think it was David Burton at the Heritage Foundation who did
a study not too long ago talking about, when you look at the total
cost of crowdfunding, it is a significant percentage of what you
raise. And obviously the smaller you are, the greater those costs
are.

So anything in terms of lightening those requirements, those reg-
ulatory burdens would go a long way to help.

Mr. EMMER. Thank you very much.

I see my time has expired, Mr. Chairman.

Chairman HUIZENGA. With that, the Chair will recognize Mr.
Hollingsworth for 5 minutes.

Mr. HOLLINGSWORTH. Hi, good afternoon. Thanks so much for
being here. I really appreciate all the testimony this afternoon and
bearing the indulgence of a brief recess as well.

My question is for Mr. Hahn. Tell me a little bit about some of
the cures you are working? What are some of the ailments you are
working on to cure in business?

Mr. HAHN. I'm sorry, some of the—

Mr. HOLLINGSWORTH. Ailments, some of the illnesses, some of the
challenges that you are working on cures for?

Mr. HAaHN. Our lead asset is in a Phase III right now for vaso-
occlusive crisis for sickle cell disease.

Mr. HOLLINGSWORTH. All right.

Mr. HAHN. Our next compound that we have brought in the clin-
ic is for acute myeloid leukemia. We also have a trial in multiple
myeloma.

Mr. HOLLINGSWORTH. Most of those are certainly words that I
probably couldn’t even spell, frankly. So I am glad that you are
working on them and not me.

One of the big questions I continue to ask myself is, how do we
get capital in the hands of people who know how to innovate and
develop new products far beyond my meager comprehension?

And I think one of the things that I introduced, along with Rep-
resentative Sinema across the aisle, is the Fostering Innovation Act
that you had mentioned earlier today and how we enable and em-
power you to be able to devote more of your resources to science,
as you say, and not compliance.

And so I continue to be a big champion for that innovation. Tell
me a little bit about what the costs of complying with a 404(b)
audit might be, both internally and as well as the check you might
have to write to an accounting firm to verify that?

Mr. HAHN. First, thank you for sponsoring that Fostering Inno-
vation Act. To comply with 404(b), we are looking at upwards of
$350,000. So our external auditors have given me a number of
$150,000 to $200,000.
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Right now, we do have an outside firm that is auditing our inter-
nal controls. Those costs would increase up to $100,000 and up to
about $100,000 in internal costs, whether it is personnel or other
internal-related costs.

When you first think about a $350,000 to $400,000 number, it is
hard to believe at first. But if you take a step back and look, the
last year our external audit fees, the last year we were private, we
paid just under $50,000. In 2016, we paid $567,000 alone just to
our external auditors.

And that goes back to an earlier comment about the cost of just
being public for us is about $1.8 million to $2 million between the
lawyers, insurance, auditors, and reporting requirements.

Mr. HOLLINGSWORTH. Right. And to the best of your under-
standing with regard to the Fostering Innovation Act, there is
nothing in here that says, you absolutely cannot engage in a 404(b)
if you, as a company, deem that it was necessary to do so.

That you wanted to lower your cost of raising equity and follow
ons, et cetera, or investors pressured you to do so. You can still go
through a 404(b), but it would be a business decision, not a regu-
lator decision. Right?

Mr. HAHN. Correct. It is optional, and as with growing compa-
nies, it is what makes sense.

Mr. HOLLINGSWORTH. Right.

Mr. HAHN. Our 1231 financial statements, 95 percent of the as-
sets on our balance sheet were cash.

Mr. HOLLINGSWORTH. Right.

Mr. HAHN. So it doesn’t make sense to me to talk to investors.
They want all of the money they invest to go towards the science,
toward the clinical trials to get these therapies to market.

And to sit there and tell them, $350,000 just to make sure our
bank reconciliations and the cash confirmations, just to go an extra
layer there, the cost-benefit ratio just doesn’t make sense. Same
thing, we do 125 checks a month, and the CEO and I are still the
only check signers in the company.

Mr. HOLLINGSWORTH. Right.

Mr. HAHN. So we still have good controls around the cash dis-
bursements.

Mr. HOLLINGSWORTH. Right. And certainly, biotech is a risky
space. It is challenging to develop these new drugs, these new med-
ical devices, et cetera, and so it is certainly risky and some of those
companies do fail. Either the products didn’t work or they were un-
able to get the products that they thought they would when they
first raised capital.

But that doesn’t mean that we shouldn’t lower the regulatory
burden for the many companies that are trying to succeed and
bring drugs to the market. And so I certainly appreciate you being
here, and I appreciate your testimony on behalf of the Fostering In-
novation Act.

And with that, I yield back.

Chairman HUIZENGA. Okay. The gentleman yields back.

The Chair now recognizes the gentleman from New Jersey, Mr.
MacArthur, for 5 minutes.

Mr. MACARTHUR. Thank you, Mr. Chairman. This is kind of like
coming back from a rain delay in a ballgame. You have to get back
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into the swing of it. I am reminding myself of a few things that
we were talking about before the recess. And I just want to explore
them.

Mr. Quaadman, you represent a host of different kinds of compa-
nies, different sizes, very different capital structures. And just
briefly, because I only have a few moments, would you just remind
us what are the reasons for and the benefits of companies using a
public market capital structure?

Mr. QUAADMAN. Yes. The traditional form of businesses was to
go public. That was always the goal. And the reason for that is that
you can acquire or traditionally you could have acquired an amount
of capital that you normally could not have. So if you are a rapidly
expanding business, that allowed you to access those capital mar-
kets.

What has shifted in the last 20 years—I think there are two
shifts—one is there is more of a desire to remain private, partially
because of some of the rules that the SEC imposes on you. And a
fear, particularly amongst founders, of losing control.

The second is that there has been a fundamental shift in mindset
as well. I spoke before, a few years ago, to the top 100 entre-
preneurs under 30, and I asked them the question, “Do you want
to go public, remain private or be acquired?” And it broke out, a
third, a third, and a third.

If T had asked that question about 10, 15 years ago, it would
have been 95 wanted to go public.

Mr. MACARTHUR. Yes. And I think that has been my experience,
too. I was a lifelong businessman. And as I was thinking about
your four reasons why you think companies aren’t going public,
they were sort of environmentally structural issues. The way the
markets work, and I jotted them down.

You mentioned structural and managerial issues at the SEC, fi-
nancial hurdles, the regulatory environment, the disclosure regime.
It got me thinking about, I hit a tipping point in my business right
around that number you mentioned, $100 million in revenue, and
I was growing rapidly, needed to grow more rapidly, needed cap-
ital. And I had to assess how to get it.

Mr. QUAADMAN. Yes.

Mr. MACARTHUR. And I wanted to go public. Actually, I was one
of those 15 years ago, 90 percenters who thought that would be an
interesting way to evolve the company.

I chose to go in a different direction, private equity. I know why
I did. T will keep that to myself for a moment. But I am curious
why you think—and Mr. Knight feel free to weigh in, too—why do
you think companies are choosing, beyond the things you have al-
ready mentioned, to avoid the public markets?

Mr. QUAADMAN. Let me give you one very small example, but
then you start to multiply this out, as I think one of the issues I
was talking about internally, the disclosure regime, pay ratio.
Right?

So Congress decides companies now have to publish a pay ratio
between what the median average worker’s compensation is world-
wide versus the CEO. So some people look at that, well, that is sort
of an innocuous thing or whatever.
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Courts have recently started holding though, that disclosures like
that are really intended to embarrass companies, and they violate
the First Amendment.

But now look at what is also happening. You now have jurisdic-
tions that are passing a pay ratio tax, in Portland, Oregon. You
have others that are looking at it. And you sort of look at the pro-
gression of the Soda Tax. This is where it is going.

So when you start to multiply that out by hundreds, people look
at that those burdens are no longer necessary. You don’t want to
go through those in order to have to be public, and that is why Mi-
chael Dell decided to go private.

Mr. MACARTHUR. So it sounds like you are really saying that be-
coming public seems to create an opportunity for the same size
company it was before, same quality, same business, serving the
same customers with the same employees, being public now means
it is an opportunity to have other people exercising a good deal of
control and influence and—

Mr. QuaaDMAN. Control and influence and an injection of polit-
ical agendas which have nothing to do with running the business.

Mr. MACARTHUR. Mr. Knight, just briefly, do you think we have
evolved into a place where failure and bad management seems to
have been criminalized?

Mr. KNIGHT. I don’t think I would say criminalized. But I think
the markets don’t seem welcoming to entrepreneurs, the public
markets. And they have alternatives in the private markets.

But look at a company like Tesla, Elon Musk. He is investing for
the long term. He wants to take us to Mars. You cannot do that—

Mr. MACARTHUR. In a quarter.

Mr. KNIGHT. —in a few months or in a quarter. So the markets
aren’t designed today to accommodate that kind of vision. The pri-
vate markets do have funding available, but the public markets
won’t always have it, and they are not for everyone. The private
markets aren’t suited, for instance, to many things in the
healthcare area.

Mr. MACARTHUR. My time has expired, but that, by the way, is
probably the leading reason for me. I didn’t want to live under a
quarterly microscope. I had plans that were going to take some
years to evolve, and they did evolve.

But I thank you all for your testimony today.

Chairman HUIZENGA. The gentleman’s time has expired. With
the permission of our witnesses here, we are going to do a quick
second round.

And I recognize Ranking Member Maloney for 5 minutes.

Mrs. MALONEY. Thank you.

First of all, I would like to thank you, Mr. Quaadman, for the
Chamber supporting my legislation on just disclosing the number
of women who are on boards. Recently, a statue appeared in the
middle of the night, in the middle of Wall Street, with a little girl
demanding the same thing. And it just took off on social media
with great thunder.

I would like to ask you and Mr. Knight and Mr. Green, and any-
one who would like to comment, first of all, do you think the defini-
tion of accredited investor needs to be revisited?
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In 1982, an accredited investor was required to have $1 million
in assets or $200,000 in annual income. Now it is over 30 years
later and it is still the same definition. Should we update that and
change that?

And secondly, a common theme that we have seen in this com-
mittee’s capital markets bills is promoting capital formation by
eliminating or weakening investor protections. But it is important
to remember that investors are the ones who contribute, and if
they don’t think it is fair they are not going to invest or they are
going to require a higher return.

The Council of Institutional Investors is very strongly in support
of the principle of one share, one vote, for public companies. They
see this as particularly important. Yet as we saw earlier this
month, Snap Inc., went public with shares with zero voting rights.

And could you discuss the problems with permitting lower stand-
ards for investors among public companies, particularly from a U.S.
competitiveness perspective? And if anybody would like to comment
on Basel IIT and whether you think that is fair to American compa-
nies and American banks?

Anyway, just a few ideas if you have any comments on them, I
would like to hear them from anybody on the panel.

But I would start with the Chamber, Mr. Quaadman, in the dis-
trict I represent.

Mr. QUAADMAN. Thank you, Ranking Member Maloney, and I
also enjoyed working with you in a previous life on the 9/11 Health
bill, as well.

Mrs. MALONEY. Thank you.

Mr. QUAADMAN. Let me take those three things, as well. So one
is with the accredited investors, I think we need to look at the defi-
nition of accredited investors and who can be an accredited inves-
tor.

And I think Mr. Schweikert, during his time here, did a lot of
thinking on that, and I think looking at the expertise of an indi-
vidual is necessary to do that.

And if we take a look at where the courts have held what the
investment decision-making process is, both in the TSE case, and
basic in their progeny, I think that is something for us to look at.

With Basel III, Basel III creates different restrictions on our
banks in that banks are no longer acting like banks. So as an ex-
ample, under Basel III rules it is a disincentive for a bank to take
business deposits.

That is exactly why banking in the Western world started since
the Renaissance. What was the second question?

Mrs. MALONEY. The whole thing about Snap, Inc.—

Mr. QUAADMAN. Yes, what—

Mrs. MALONEY. —that it went public with zero—

Mr. QUAADMAN. —but what I would say there is we have to re-
member that corporate governance ultimately is an outgrowth of
State corporate law. And that has allowed for a diversity of dif-
ferent structures and different businesses and the like.

And investors can pick and choose exactly where they want to in-
vest. So if they don’t like that class share or whatever that Snap
has, they don’t have to invest in that company. So I think we are
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trying to drive towards a one-size-fits-all system, and that is ex-
actly where I think the public company model is breaking down.

And if we allow for a diverse system that allows for investors to
make choices, let them make those choices, and we will also have
market-based solutions.

Mrs. MALONEY. Okay. Would anyone else like to comment on any
of those things?

Mr. KNIGHT. I would agree with Tom, but highlight also that the
flexibility in the capital structure that we allow in the United
States, I think is perfectly suited for our culture and society and
laws and one of our strengths, which is the ability to attract entre-
preneurs to our shores, to grow entrepreneurs in the United States.

People, again like Elon Musk or Steve Jobs, and people want to
invest in these entrepreneurs. So creating a capital structure where
you have the choice to invest in those entrepreneurs, I think is
uniquely American and something we ought to preserve. We are
not forcing anyone to invest in these companies.

Mr. GREEN. If I could add a few thoughts? I am very concerned
about the trend away from one share, one vote. I think there is a
growing problem in this country of concentration of economic
power.

We see it in insufficient antitrust enforcement. We see it in more
concentration. It is the number one reason we are losing public
companies is we don’t have sufficient competition.

And I actually see this problem of corporate governance in terms
of moving away from basic shareholder accountability. That is cap-
italism as being a major risk to the vibrancy of our capital markets
and fundamentally to the way our capitalist system works, which
is empowering shareholders and investors to make good decisions
about where to allocate capital over the long run.

If T could just very briefly add two more thoughts? I would like
to commend the SEC for very recently putting out proposed new
Guide 3, disclosure guidance for bank holding companies. This is
a very important update and Acting Chair Piwowar and Commis-
sioner Stein have made good progress on that.

And so that is somewhat responsive to the question about Basel
III. T think we need to complement our capital rules with much
greater disclosure so that investors have an understanding of what
our big banks are doing.

Are they investing in the real economy, in the businesses that
need it? Or are they engaged in trading and other activities that,
although somewhat important, are not their core function?

Mrs. MALONEY. Okay. Thank you.

Chairman HUIZENGA. The gentlelady’s time has expired.

I will take my 5 minutes, and I am actually curious, Mr. Knight,
if you could comment on what Mr. Green just talked about. I too
am concerned about a concentration of wealth in vis-a-vis that peo-
ple are not having the opportunity to catch the upside of growth.

And I think that was what your Chart 1 was exactly trying to
address. It would seem to me, though, that continuing to add more
additional regulation, chasing people away from an IPO is actually
maybe compounding what Mr. Green was just talking about? But
I will have you comment, too.



32

Mr. KNIGHT. Early stage, high-growth companies, ideally retail
investors, can participate in the growth phase of those companies.
My mother paid for my law school education by investing in a local
company. That type of story doesn’t happen very often today.

If you put your savings in a savings account, you will get 1 per-
cent or 2 percent. That could be—

Chairman HUIZENGA. I would like to know where you are going
to get 1 percent or 2 percent?

Mr. KNIGHT. Yes, if you are lucky.

Chairman HUIZENGA. Quantitative easing has taken care of that.

Mr. KNIGHT. But funding education today, how are people going
to do it? One way to do it, of course, is by investing in early stage
companies. These companies, the rules, the market structure are
not attractive for them, and they have other choices. Without sacri-
ficing investor protection, I think you can make these markets
more attractive.

Chairman HUIZENGA. Yes, Mr. Green, briefly?

Mr. GREEN. If I could suggest just though that some of the inno-
vations in the JOBS Act, like Title III crowdfunding, like Title II
crowdfunding, if there are ways to make it at the very small levels
available, those are exciting things that we should see if they are
working out and provide greater opportunities.

But I think we also have to be very much aware that a lot of
small companies fail. And given the collapse in wealth in the mid-
dle-class in this country, we just need to be very aware of that.

Chairman HUIZENGA. Sure, but that is the risk and reward of a
free market.

Mr. Keating?

Mr. KEATING. Yes. I am not worried about wealth concentration.
I am worried about wealth creation. And I want to see widespread
wealth creation, and that is why I was so excited when the JOBS
Act passed because that is another avenue for entrepreneurship to
flourish.

When entrepreneurship flourishes, entrepreneurs create wealth.
They create jobs. They invest in technologies. We heard about tech-
nology earlier today. Technology improves productivity. Higher pro-
ductivity means higher incomes. That is the wonders of the free
market.

And if we get our regulatory structure right and our tax struc-
ture right, we can unleash some great things in this country, I
think, once again.

Chairman HUIZENGA. Right.

Mr. Hahn, I have a quick question for you. To the extent that
XBRL tagging may be of some use to small companies, do the bene-
fits for companies outweigh the cost at this point, and particularly
for smaller public companies with fewer resources?

Mr. HAHN. We support the Small Company Disclosure Simplifica-
tion Act targeting the XBRL. We spend upwards of $75,000 a year
for the XBRL that, again, the cost-benefit ratio right now for our
size company, it is just not a benefit for us.

Chairman HUIZENGA. Okay. And I believe that is, was Mr. Hurt’s
bill from last Congress and is part of the CHOICE Act at as we
are looking at it. And then I guess I will close with this in my re-
maining—
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Mrs. MALONEY. Then may I make a last question on XBRL?

Chairman HUIZENGA. I will yield to the gentlelady.

Mrs. MALONEY. Okay.

I just want to share, the former Secretary of the Treasury, Jack
Lew—the financial crisis started in America, yet we rebounded
faster than the rest of the world.

And the reason he gave—I would probably give the usual, that
our private sector is so innovative—was the amount of new things
that not only the private sector did but government did.

We just kept trying one thing after another. And if it worked, we
kept it. If it didn’t, we dropped it. And he attributed that to why
we came back so fast. But on XBRL, it became a debate amongst
some of us on this committee that it may not be as beneficial to
small companies as to large companies.

But I personally think it is extremely beneficial to small compa-
nies. And my question is, does this make sense? Investors to have
to do the research to figure out where to invest, they will go to the
big companies because it is out there, it is tested.

But if you had an easy way that they could access information,
which is what XBRL would give you, they would be able to make
a comparison between companies with innovation, ideas, which Mr.
Knight, you just mentioned the one area we lead the world in from
the beginning of our country is entrepreneurship.

That is the one thing that we do brilliantly and so much better
than practically all the other countries combined. But it seems to
me, as a small investor, to be able to compare the data that is accu-
rate, assuming it is accurate, then you could see a trend or an idea
or an innovation or a management team that was standing out.

And it seems like it would help small companies, because often-
times investors don’t have the time to read through the big inves-
tor portfolios, much less the small investor portfolios.

My friend, Mr. Hurt—whom I have missed because he retired—
and I had many conversations because I would argue with him that
in my opinion as a small investor, the XBRL to smaller companies
would increase the flow of money going to smaller companies.

And I represent a large investment community. And they tell me
that they would love that data. These angel investors are con-
stantly looking for the next new ideas. And I would like to ask that
question because this is an issue before the committee that the
chairman pointed out. So would anybody like to comment?

Chairman HUIZENGA. Yes, and yes, reclaiming my time.

Mr. QUAADMAN. Sure.

Chairman HUIZENGA. Go ahead, Mr. Quaadman.

Mr. QUAADMAN. Sure.

Chairman HUIZENGA. And I think the point of my question was
though, the cost. If it is costing $75,000 a year to a small company,
I understand how an angel investor would love to have standard-
ized information at no cost to them. It is the cost to that business
owner.

So maybe, Mr. Hahn, I will have you just answer that, and then
we will go to Mr. Quaadman.

Mr. HAHN. I think from our company, from GlycoMimetics, a
biotech company, more emphasis is put on the actual science, the
actual technology, more of the scientific publications. We have ASH
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in December, EHA in June. And I think most of our investors dig
into the scientific aspects of it.

The angel investors aren’t really the ones that we see or have
conversations with. The amount of capital we need to raise on any

iven round, we are talking $20 million, $30 million, $40 million,

%50 million. It is the large institutional investors who have the
M.D.s and the Ph.D.s on staff, who dig in to understand the
science.

So, I understand from being able to see the data, but in all of
our investor meetings, it is always about the science and what does
the data show, what are the risks around the data, not necessarily
the overall details in all the filings.

Chairman HUIZENGA. And we are a bit over time.

A bit, but Mr. Quaadman, if you could maybe really quickly ad-
dress sort of this disproportionate burden that may be hitting small
businesses?

Mr. QUAADMAN. Yes. So just a short-term and a medium-range
answer. I agree with Mr. Hahn. One is there is a Columbia Univer-
sity study showing that less than 10 percent of investors use
XBRL. So in that way, it is not an effective delivery device for in-
vestors to get information.

The second is a little longer-term answer, and this actually goes
to Mr. Scott’s point about technological changes. Companies are
looking at a blockchain for settling. If you have companies con-
nected through a blockchain on a common electronic ledger, XBRL
is out of date.

That has a real-time component for corporate disclosures and fi-
nancial reporting. That is what the SEC should be looking at. So
I think technology is outstripping this question actually.

Chairman HUIZENGA. Okay. And my time is well over.

But with that, I will recognize the gentleman from Ohio, Mr. Da-
vidson, for 5 minutes.

Mr. DAVIDSON. Mr. Chairman, thank you very much, and thank
you all very much for your testimony and the time that you spent
here before the subcommittee. It is an honor to just participate in
this dialogue.

One of the questions that I had is, with the propagation of ex-
changes that are out there, how is that affecting small capital,
whether it is venture-backed or private companies looking to be-
come public companies? I won’t ask anything further to kind of
lead the angle, but I'm just curious how you see that affecting
small capital?

Mr. KNIGHT. If I could, the purpose of the statutes that created
public stock exchanges is to create price discovery. With clear price
discovery, you attract liquidity. When you fragment that price dis-
covery across 11 stock exchanges and 40 dark pools, that might
work for Google, for Apple in trading.

There is enough liquidity there that the price discovery process

oes forward. But for a company that has a market cap of less than
%50 million, it means the price discovery process breaks down and
makes it more difficult for large institutions to invest and makes
the public company model less attractive.

And that is why we have said that market structure has a cost
associated with it. The SEC’s approach, although thoughtful, has
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not kept up with the needs of the marketplace. And they take a
one-size-fits-all approach.

We think there needs to be more flexibility, and that was an idea
that wasn’t also part of the venture market legislation that was in-
troduced last year that we support.

Mr. DAVIDSON. Thanks. Does that speak for everyone, the same
kind of observations?

Mr. GREEN. To be honest, I would have to think about it some
more.

Mr. DAVIDSON. Okay. Yes, that is my main question. I think all
the others have really been asked pretty extensively.

But I think one of the other key takeaways that I have on, not
so much public companies, but maybe you could give some thought
to it is, there is a large space between bank debt and mezz financ-
ing. And do you see anything out there that bridges that gap?

Do the market rules basically crowd that out? Are there regula-
tions that you see as helpful to creating some gap between the cost
of capital in the bank debt world? And then you have a, I don’t
know, 9 percent plus spread between bank debt financing and mezz
financing for most markets, which is a pretty big spread?

Mr. QUAADMAN. Yes, if I can answer it, and this relates back to
my answer also with Ranking Member Maloney on Basel III. A lot
of the Basel III capital rules are making banks recede from giving
business loans.

So therefore we are seeing alternative means of financing grow
up or sort of become attractive. This is what I was mentioning be-
fore, the legislation regarding business development corporations.
Making them a more active participant is something that can help
fill that space.

So I think unless the capital rules start to change and the risk
weights start to change under Basel III, we are going to have to
look at these other alternatives means of financing to help bridge
that gap.

Mr. DAvIDSON. All right, thanks.

I yield back.

Chairman HUIZENGA. Actually, will the gentleman yield to—

Mr. DAVIDSON. Yes, sir.

Chairman HUIZENGA. The ranking member has a question.

Mrs. MALONEY. Yes. I am incredibly interested in Basel III and
I will ask the chairman if he would have a hearing on it.

I hear from some banks that they feel like it is imposed on them
but it is not imposed on other banks around the world. In other
words, we have very tough regulation. I think that is one of the
reasons people like to invest in our markets. They trust them more.

But on the other hand, they feel like they are held to a higher
standard with capital requirements that put them at a disadvan-
tage. But I am fascinated with the fact that Basel III is discour-
aging two of the main functions that the banking systems was cre-
ated for: taking deposits; and making business loans.

And now I understand for the first time why some of my con-
stituents, who are extremely profitable, can’t get business loans. So
this is really bad. If we want to talk about getting capital out for
entrepreneurs and businesses, it is figuring out why in the world
would Basel III discourage business loans?
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It makes no sense. That was the main reason for banks to get
out and help start financing homes and financing businesses. So
could you comment on that? I am shocked at this.

Mr. QuaAaDMAN. What Basel III does is it—it is looked at in two
different ways. Remember, it is supposed to be an international
standard. However, European banking regulators look at it as a
ceiling. American banking regulators look at it as a floor. So tradi-
tionally, American banking regulators make it very tough.

The other thing it does is it creates an incredibly complex and
intricate set of risk weights that investors don’t understand what
they are looking at.

And then what that does is it creates perverse sets of incentives
and disincentives for activities for banks to undertake. And frank-
ly, you get to a point where some banks, some of the larger banks
have global presence and can work around those rules and adjust
their activities accordingly.

But when you start to get into the regional banks, including the
Dodd-Frank systemic risk thresholds, they suddenly have to start
to recede from activities where they are in fact the primary liquid-
ity provider for regions in the country. So that is what has caused
this disconnection between financing and Main Street businesses.

Mrs. MALONEY. What I don’t understand is if you are a regional
bank and a community bank, why are you being held to inter-
national banking standards, because they are not involved in inter-
national banking?

Mr. QuaaDMAN. That is a question we have asked as well.

Chairman HUIZENGA. Yes. And one we will continue to ask. I ap-
preciate our witnesses being here today. I feel we had a great hear-
ing.

The Chair notes that some Members may have additional ques-
tions for this panel, which they may wish to submit in writing.
Without objection, the hearing record will remain open for 5 legis-
lative days for Members to submit written questions to these wit-
nesses and to place their responses in the record. Also, without ob-
jection, Members will have 5 legislative days to submit extraneous
materials to the Chair for inclusion in the record.

And with that, again, thank you gentlemen for your time and
your patience as we had to break. And our hearing is adjourned.

[Whereupon, at 4:34 p.m., the hearing was adjourned.]
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Thank you, Chairman Huizenga and Ranking Member Maloney, for the opportunity to
testify on this important topic. Iam the Managing Director of Economic Policy at the Center for
American Progress, where I help lead our research on financial markets. Today, 1 aim to offer an
evaluation of the JOBS Act at five years, as well as some constructive suggestions on how to

improve and expand entrepreneurial opportunity.
The Impact of the JOBS Act Has Been Mixed At Best, Although Many Results Are Not Yet In

Five years out from enactment, it is worth taking a moment to recall the context of its
passage. On April 5, 2012, House Majority Leader Eric Cantor joined President Barack Obama
for a Rose Garden signing ceremony to celebrate the passage of the Jumpstart Our Business
Startups (JOBS) Act of 2012.7 Championed by its advocates as releasing start-ups and small
businesses from certain constraints of the federal securities laws, it pulled together a collection of
ideas that made it easier for companies to raise money. Some ideas, such as Title I's “IPO On-
Ramp” and Title IV’s “Regulation A+” focused on loosening the rules, respectively, for large
and small initial public offerings (IPO). Other ideas, such as Title II’s elimination of the ban on

general solicitation (i.e., public advertising) in private offerings and Title Vs dramatic raising of

112" Congress, H.R. 3606, now codified as Public Law 112-106, 126 Stat. 306, available at
hitps://www.gpo.gov/fdsys/pke/PLAW-112publ106/content-detail. html.

1
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the cap on the number of shareholders of record for companies that remained private, focused on
making it easier for a company to stay private longer, and not go public. Title lIl is an
innovative new hybrid approach that seeks to “democratize™ access to capital, deploying the
transparency of the Internet to enable ordinary retail investors to put small amounts of money in
higher risk start-ups and small businesses. Ultimately, what tied the JOBS Act together was a
desire to increase the amount of capital flowing to small business and start-ups, and thus boost
U.S. employment and growth prospects, which in 2012 were still suffering from the lingering
effects of the financial crisis and Great Recession. That is a worthy goal, and many of the ideas

in the JOBS Act reflect some attempt to address certain on-going issues in the capital markets.

However, the JOBS Act had its critics. They saw it as an exercise in deregulation that
would not yield many of its desired results — especially the goal of more initial public offerings —~
while exposing senior citizens and ordinary mom-and-pop investors to an array of fraud,
conflicted research, and high-risk investments they would be ill-prepared to manage effectively.’
These critics contended that simply loosening the securities laws would not lead to more
successful small business creation and growth, and that other tools were better equipped to
address those needs. Notably, this legislative debate play out only two years after the passage of
the largest effort to re-regulate Wall Street in 80 years, which as of today still has not been fully

implemented by the Securities and Exchange Commission (SEC).

2 The Editorial Board, “They Have Very Short Memories,” The New York Times, March 10, 2012, available at
http://www.nytimes.com/2012/03/11/opinion/sunday/washington-has-a-very-short-memory.htmi; Consumer
Federation of America, “Statement of CFA Director of Investor Protection Barbara Roper in Response to House
Passage of Anti-Investor, Anti-Jobs JOBS Act,” March 8, 2012, available at
http://consumerfed.org/press_release/statement-of-cfa-director-of-investor-protection-barbara-roper-in-
response-to-house-passage-of-anti-investor-anti-jobs-jobs-act/; Shepherd Smith Edwards and Kantas LTD LLP, "Will
the JOBS ACT Expand Private Offerings But Hurt Public Markets?”, July 6, 2012, available at
https://www.institutionalinvestorsecuritiesblog.com/2012/07/will_the_jobs_act_will_expand.html

2
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So who was right? To date, the record appears mixed. And while the preliminary data
suggests that the critics are in the lead, with so many rules only operational for a year or so it is

still too early to draw an overall conclusion.

Regulation is Not the Problem: To Improve the Public Markets, Focus on Structural Issues

Such as Competition

One of the principal goals of the JOBS Act was to increase IPOs. Advocates for [POs
argue that they bring outsized benefits, including greater job creation for the economy and
benefits to investors such as better oversight and accountability and greater secondary market

liguidity. On the IPO front, the record of the JOBS Act is mixed at best.

For better or worse, the IPO market is now dominated by companies going public under
the lighter “emerging growth company” (EGC) standards of Title I of the JOBS Act. A full 87
percent of all TPOs since the JOBS Act was enacted occurred under these lighter EGC standards.’
Being an “Emerging Growth Company” has nothing to do with being exciting or innovative; it is
just a regulatory label. As of mid-2016, there were 2,259 EGC filers, of which 312 were inactive,
and a full 8 percent of filers are simply blank check companies.* 47 percent of EGC filers by
assets, as of mid-2016, were real estate investment trusts, state and federally-chartered

commercial and savings banks, and pharmaceutical preparations.” These percentages are smaller

when listed by revenue or number of filers, but the point is still the same: EGC is a regulatory

3 EY, “Update on Emerging Growth Companies and the JOBS Act,” November 2016, available at
http://www.ey.com/Publication/vwlLUAssets/ey-update-on-emerging-growth-companies-and-the-jobs-act-
november-2016/$FILE/ey-update-on-emerging-growth-companies-and-the-jobs-act-november-2016. pdf.

4 Kevin Murphy et al, “White Paper on Characteristics of Emerging Growth Companies as of May 15, 2016,” Staff
Paper, Public Company Accounting Oversight Board, 12, available at
https://pcaobus.org/EconomicAndRiskAnalysis/ORA/Documents/White-Paper-on-Characteristics-of-Emerging-
Growth-Companies-May-2016.pdf.

S1d.
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label indicating lighter standards for listing; it is not a statement, one way or another, about the

kind of company going public.

In fact, EGC companies tend to be lower in quality from a listing and investment
perspective. Out of the 65 percent of active EGC filers that provided a management report on
internal controls (which became a permissive requirement under the JOBS Act until affer filing
one annual report), a whopping 46 percent reported material weaknesses in controls. ¢
Exchange-listed EGCs reported material weaknesses at only 12 percent, but that was still fwice
the rate of non-EGC exchange-listed filers. This suggests that the JOBS Act provisions
eliminating Sarbanes-Oxley auditor attestation for EGCs is having a negative impact on offering

quality.

Nor has profitability or operating efficiency made up for these investor protection risks.
One study recently found that the financial performance of EGC companies is significantly
worse than comparable firms, with on average a 21.8 percent lower return on assets and 3

percent lower stock performance.”

Capital formation for companies and market liquidity for their stock also appears
negatively affected. One study found that EGCs experienced 7 percent more underpricing than
similarly sized companies prior to the JOBS Act.® Investors are demanding a bigger bump to
accept the risks of what they do not know about companies, meaning less money going to job

creation and company growth. Non-EGC experienced 13 percent less underpricing than EGCs.

Sid at 13.

7 Kai Lu, “The JOBS Act and Post IPO Performance of EGC Firms,” Wash. Univ. Ofin Business School, Feb. 1, 2017,
20, available at https://ssrn.com/abstract=2927722.

® Sudip Gupta and Ryan D. Israelsen, “Indirect Costs of the JOBS Act: Disclosures, Information Asymmetry, and
Post-{PQ Liguidity,” Kelley School of Business Research Paper No. 2014-34, Aug. 29, 2014, 3, available at
https://papers.ssrn.com/sol3/Papers.cfim?abstract_id=2473509.
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The study also found reduced market liquidity in the form of higher spreads for EGC

companies.’

Another study was more positive about the JOBS Act’s effects, finding on a preliminary
basis a 25 percent increase in IPO volume over 2001-2011 levels.!” By analyzing which
provisions firms took advantage of, the study also concluded that the most helpful provisions
were the confidentiality and “test-the-waters” provisions that “de-risked” the offering in terms of
its outward facing communications that enabled it to more carefully control its reception in the
marketplace.!! In contrast, the “de-burdening” provisions, such as the opt-outs of accounting
rule changes, auditor attestation, say-on-pay, reduced compensation disclosure, and future
PCAOB rule changes, were not meaningful.’”? This is an important conclusion because it shows
that most of the provisions that reduced investor protection were not important in terms of

increasing [PO availability.

Overall, the study concluded that firms in biotech and pharma tended to benefit most than
other companies, noting a 307 percent increase in those IPOs as of March 2014. The study
questioned whether these companies would have staying power since one of the notable value-
maximization strategies in this sector, which is dominated by research life cycles, is to conduct
an [PO before being acquired by another firm."* The study also found limited evidence of
improved analyst coverage despite the reductions in investor protections from conflicts of

interest.'

%id. at 5.

10 michael Dambra, Laura Casares Field, Matthew Gustafson, “The JOBS Act and IPO Volume: Evidence that
Disclosure Costs Affect the IPO decision,” 21, available at: http://ssrn.com/abstract=2459591.

Hid. at 25.

24d. at 24.

¥ d. at 25.
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The authors noted that the study may not fully reflect the underlying dynamics of overall
market conditions, potentially overstating or understating the results. Indeed, as depicted in
Figure 1, the increase in IPO activity immediately after the JOBS Act was enacted subsequently
gave way in 2015 and 2016 to the lowest level of IPOs since the Great Recession. This may be
market clearing behavior, or it may give weight to the principle that many factors influence the

TPO market and that compliance requirements on companies are of lesser influential.*®

Figure 1: Number of Effective IPOs by Quarter
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3 Jay Ritter et al., “A Review of IPO Activity, Pricing, and Allocations”, Working Paper 8805, The National Bureau of
Economic Research, available at http//www.nber.org/papers/w8805.pdf; jay Ritter, “The Long-Run Performance
of Initial Public Offerings,” Journal of Finance, Volume 46, Issue 1 {March 1991), 3-27, available at

http://www kellogg.northwestern.edu/researchcomputing/workshops/papers/ritter_jf1991.pdf.
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The question then is whether the lighter compliance requirements of Title I still make
sense. Confidential filings and “test the waters™ provisions seem to be the most useful, and also
least harmful, and so are worth keeping for now. The other “de-burdening” provisions of Title I
both less impact on IPO volume and raise more serious investor protection concerns. For
example, allowing an IPO with only two years of financial statements represents a 33 percent
reduction in core financial disclosure and a departure from comparable jurisdictions
internationally. Permitting the types of conflicts of interest between research analysts and
investment banking that characterized the frauds of the “Dot Com” era also seems troubling. As
noted above, the provisions that eliminate auditor attestation have had a demonstrably negative

impact on the reliability of a company’s internal controls.

Given the dramatic decline in IPOs in 2016 and the limited positive impact of
deregulation, if Congress wishes to boost the viability of the public markets, it must clearly turn
its attention to other factors. One factor to consider is the impact of the JOBS Act itself, as the
provisions of Title 1T and Title V work at cross purposes with Title I’s goal of boosting IPOs.
Those titles, respectively, permitted public advertising for non-public companies and
dramatically loosened the requirement for a company to go public when it hits a certain growth
level determined by the number of shareholders. Data in this area is limited, but anecdotal
evidence dating back to the passage of the JOBS Act itseif is that companies are staying private

longer.'® Moreover, as discussed below, the nearly doubling in the size of the private market

16 jamie Hutchinson, “Why Are More Companies Staying Private?” February 15, 2017, available at
https://www.sec.gov/info/smallbus/acsec/hutchinson-goodwin-presentation-acsec-021517.pdf; Begum Erdogan,
Rishi Kant, Allen Miller, and Kara Sprague, “Grow Fast or Die Slow: Why Unicorns Are Staying Private” (McKinsey,
2016}, available at http://www.mckinsey.com/industries/high-tech/our-insights/grow-fast-or-die-slow-why-
unicorns-are-staying-private.
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(offerings under Rule 506(b) of Regulation D) indicates that the private markets are making large

amounts of capital available as needed.

In addition, greater attention should be paid to the role of mergers and acquisitions
(M&A) in the health of the public capital markets. According to a notable study, M&A is now
the biggest reason for the marked decline in public listings in the U.S.!7 The study rejects a
number of the usually cited reasons — the level of regulatory standards, reduced investment bank
analyst coverage or trading, economies of scale — and instead points to reduced antitrust
enforcement and resulting greater market concentration as causes.'® Ask any entrepreneur in
Silicon Valley and he or she will tell you that M&A is the most prominent exit strategy for start-

ups in recent years.

In this context, market concentration impacts the capital markets in at least two ways.
First, if large firms can extract above-market rents owing to their size, market dominance, or
other reasons, they may be able to share those rents with founders through M&A, making the
M&A exit more attractive than doing the hard work of growing a successful stand-alone
company. At the same time, if markets are not sufficiently competitive, founders may
increasingly believe that they have little real chance to compete against the largest firms, and so

sell out through M&A rather than compete on their own.

With growing evidence of market concentration across the economy, it is worth asking

the question whether the 30-year trend towards permissive enforcement of antitrust laws and

YCraig Doige, G. Andrew Karolyi, and Rene M. Stulz, “The U.S. Listing Gap,” July 2015, available at

https://www8 gsh.columbia.edu/faculty-research/sites/faculty-
research/files/finance/Finance%205eminar/Fall%202015/Doidge Karolyi Stulz Listing Gap July2015.pdf.

*8 Doige, 4-6; on antitrust also citing to Gustavo Grullon, Yelena Larkin and Roni Michaely, “The Disappearance of
Public Firms and the Changing Nature of U.S. Industries,” 2015, Working Paper, Rice University.
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other factors leading to market consolidation are hampering the ability or willingness of
companies to become and remain independent public companies.’® Much of the focus should
rightly be placed on the antitrust agencies, and additional enforcement can make a real difference

by deterring anti-competitive deals.?

The SEC too has a role to play. The Exchange Act section 23(a) mandates the SEC
consider competition as part of its rulemakings, and directives to promote competition are
sprinkled throughout the federal securities laws.?) Competition mandates have generally lay
dormant or interpreted narrowly for years. Competition is about more than simply lowering
costs, and it may be time to rediscover them and apply them more broadly. The SEC shouldn’t
be in the business of duplicating the work of the antitrust agencies, but it does have a unique role
to play in boosting transparency across the market. And, it may be appropriate to consider other
steps in areas under its control to tilt the playing field away from concentrated private markets
and towards competitive public markets. I do not have specific recommendations to offer today,
but this is a topic that | encourage us all to do more thinking about. Overall, it is important for
Congress to remember that the health of the capital markets is intimately connected to the

vibrancy of competition in our industrial landscape.

9 Marc Jarsulic, Ethan Gurwitz, Kate Bahn, and Andy Green, “Reviving Antitrust: Why Our Economy Needs a
Progressive Competition Policy” {Center for American Progress, 2016), available at
https://cdn.americanprogress. org/wp-content/uploads/2016/06/28143212/RevivingAntitrust.pdf.

® See, e.g., Joseph Clougherty, Tomaso Duso, Miyu Lee, and Jo Seldestachts, “Effective European Antitrust: Does
EC Merger Policy Generate Deterrence?”, DIW Berlin Discussion Paper 1523, 2015, available at
https://papers.ssrn.com/sol3/papers.cfm?abstract_id=2695314, finding that immediate actions on mergers
generated “robust deterrence,” reducing merger notifications in years following.

2 Securities and Exchange Act of 1934 as amended, section 23(a) and other provisions,
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The Small Business Access to Capital Impact Has Been Mixed, and Risks to Investors

Remain: A New Focus on the Wealth, Skills, and Network Gaps Is Needed

After boosting the number of IPOs, the second major promise of the JOBS Act was that it
would increase access to capital for start-ups and small businesses. However, those two groups
of companies tend to access capital differently. Start-ups in growth sectors tend to raise money —
at first from friends and family, and perhaps angel investors — with an eye towards future
fundraising rounds and a market exit of some sort. Here, think of the computer software
designer who has an idea. She will probably think about the securities laws and their
implications from an early stage, and if she has a network of wealthy backers, may use the

capital markets from day one.

Ordinary small businesses raise money from friends and family, credit cards, the equity
in the entreprencur’s own home, and perhaps a loan from a community development financial
institution (CDFI). Here, think of a young man starting a small vegan bakery that he aims to
operate on a popular street. As he develops a track record, he might get funded through an SBA-
guaranteed bank loan too. As a community-focused enterprise, the bakery’s initial foray into the
capital markets may take the form of a local or regional offering, as opposed to national offering.
If successful, the bakery might morph into a vegan baked-goods manufacturer, where national

capital markets funding may become relevant.

The JOBS Act aimed to have an impact on both forms of capital-raising. Title Il made it
casier for the software designer to instead tap an audience beyond her limited angel network.
For example, Title II’s crowdfunding provisions facilitates accredited investors to come together

online. Although data is limited, this appears to be one of the more successful parts of Title 1L

10
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The main thrust of Title I1, which enabled public advertising for these private deals, is
much more problematic in scope. Most companies are not taking advantage of this route and
instead are sticking to tried and true way of soliciting private investors. But to the extent that
some of the less scrupulous actors are already taking to the airwaves ~ which it appears they are

— this channel for capital raising becomes a venue for fraud.

Expanded general solicitation for private offerings has unfortunate implications all
around. Not only are senior citizens, immigrant communities, and plain ordinary people at
greater risk of falling victim to securities fraud, but if the public comes to associate general
solicitation for private securities offerings with fraud, it may undermine their confidence as
investors across the board. A recent study on investment fraud vulnerability by the AARP also
vielded striking results, with implications for the risks associated with general solicitation. For
example, investment fraud victims were more likely to agree that “The most profitable financial

2322

returns are often found in investments that are not regulated by the government.”~ And almost
six out of ten victims received at least one telephone call each month selling securities, nearly
twice the level or non-fraud victims. Victims also tended to be older, male, married, and
veterans (at varying rates.) A lot more study is needed to understand where investment fraud

vulnerabilities liec and what more can be done to protect against acts that rob the elderly and

others of their hard-earned savings.

It is also clear that SEC resources are simply not sufficient to monitor and crack down on
these small-scale offerings after the fact. That is why moving towards stricter enforcement of the

filing requirement of Form D with the SEC and the state securities regulators and a strong

2 Doug Shadel and Karla Pak, “AARP investment Fraud Vulnerability Study,” AARP, 2017, 5-6, available at
http://www.aarp.org/research/topics/economics/info-2017/investment-fraud-survey. html.

11
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approach to “bad actor” disqualification, along with FINRA’s supervision of the broker-dealer
marketplace, are more important than ever.2® To the extent that general solicitation seeks to
make private offerings look more like public offerings, the only reasonable solution to protect
the public is to make investors protections look more like those in public offerings.
Unfortunately, the SEC has not made progress on advancing proposed new investor protections
for Rule 506(c) offerings.>* At a minimum, the SEC should carefully monitor the market and

continue to make data available so we can all evaluate the results.

The JOBS Act offered other avenues to make it easier for start-ups and small businesses
to raise capital. As staff to the Senate’s lead author on what became Title Il crowdfunding, [
believe crowdfunding is one of the most interesting of these paths. Crowdfunding fills a
somewhat in-between niche. It will never be a true alternative to angel or venture capital for
start-ups with high growth potential, if for no other reason than that by its very nature it requires
disclosure to the public of the venture’s “big idea.” But for some ideas it may make sense.
Perhaps the entrepreneur lives far away from Silicon Valley or Silicon Alley, or the idea is
focused on serving a local community. Crowdfunding may then offer a genuinely valuable way
to expand the pool of capital available for worthy projects. The rules were only fully operational
about nine months ago and take-up appears to be growing.”® One of the biggest challenges is a

lack of awareness by small businesses and investors. Educating small business attorneys,

23 On this topic, see also Commissioner Kara M. Stein, “Remarks before The North American Securities
Administrators Association 2014 Public Policy Conference,” April 8, 2014, available at
https://www.sec.gov/news/speech/2014-spch040814kms.

% See Securities and Exchange Commission, Proposed Rule, Amendments to Regulation D, Form D and Rule 156,
Release No. 33-8416, july 10, 2013, available at hitps://www.sec.gov/rules/proposed/2013/33-9416.pdf.

 See Crowdfunding Indices, Crowdfunding Capital Advisors, available at
http://crowdfundcapitaladvisors.com/cca-regulation-crowdfunding-indices/.
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accountants and entrepreneurs, as well as investors, of both the availability of and how to

properly use this opportunity should be a priority.

One of the critiques of Title III crowdfunding is cost. However, costs to issuers are only
one part of the equation. Across the federal securities laws, we only place requirements on
issuers because they benefit investors and promote the public interest, which are critical to
having any market at all. Costs could be zero, but if investors do not show up, no capital will be
raised at all. Congress decided that it was worthwhile to invest, so to speak, upfront in building
investor confidence in this market. Small companies do fail at a high rate even when their

founders have the best of intentions.

Costs are also not set in statute. I believe it is worth seeing whether the market itself,
through innovative technologies or simply through scale, can help bring those costs down over
time. I have seen firsthand how a range of new, eager service providers offering smart
technologies to make Title Il much more cost-efficient. In addition, the SEC was smart to build
into its rule a review period to look back at whether it struck the right balance. To support that
lookback, the SEC should deploy its new investor testing tools that the Office of the Investor
Advocate has been pioneering.*® A better appreciation of what works effectively for retail

investors could help refine this and other markets.

Some have argued that cost is a function of the offering size. To that end, it is worth
noting that approximately 30 percent of Rule 506 offerings are $1 million or less, and $1 million

is the median offering size for non-financial issuers. It is thus perfectly reasonable to have set

* See Rick A. Fleming, Investor Advocate, U.S. Securities and Exchange Commission, “Iimproving Investor
Engagement: The SEC Speaks in 2017,” Feb. 24, 2017, available at https://www.sec.gov/news/speech/fleming-
improving-investor-engagement html.
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the Title 1l crowdfunding cap there.”” Higher levels appear to largely serve the interests of those
that seek to use crowdfunding for real estate investment, rather than small business start-ups. We

should be open to re-evaluating this approach, though, as additional data becomes available.

The SEC can also watch the natural experiments occurring through the several new
channels it has opened to permit crowdfunding via Regulation A+ and through rules overseen by
the states, specifically Rule 147, new Rule 147A, and updated Rule 504. One note of caution,
though. The SEC should guard against investor confusion, should problems that occur in one
market taint the reputation for crowdfunding under other rules. Ultimately, it is also important to
remember that there is a high risk of fraud, as well as plain old loss in these types of
investments.”® While we all hope these new markets can succeed, we should take a clear-eyed,
objective approach to whether they are or not. We should not permit them simply to linger on

and become problems.*

Before wrapping up our analysis, however, I would like to consider the relationship
between the JOBS Act and its baseline goal of expanding access to capital for startups and small
businesses. As Figure 2 below shows, the amount of capital raised under Regulation D, the

primary private offering channel, doubled between 2009 (§595 billion) and 2014 ($1.3 trillion).

27 §cott Bauguess, Rachita Gullapalli, and Vladimir lvanov, “Capital Raising in the U.S.: An Analysis of the Market for
Unregistered Securities Offerings, 2009-2014,” Securities and Exchange Commission Staff White Paper, Oct. 29,
2015, 15, 24, available at https://www.sec.gov/dera/staff-papers/white-

papers/30oct15 white unregistered offering.html.

28 Nathanie! Popper, “Doubts Arise as Investors Flock to Crowdfunded Start-Ups,” The New York Times, January 24,
2017, accessed at: hitps://mobile.nytimes.com/2017/01/24/business/dealbook/crowdfunding-fraud-investing-
startups htmi?ref=dealbook& r=0&referer.

» See, e.g., Joshua White, “Outcomes from Investing in OTC Stocks,” Securities and Exchange Commission Staff
White Paper, December 16, 2016, available at https://www sec.gov/dera/staff-papers/white-

papers/16decl6 white outcomes-of-investing-in-otc-stocks htmi; see also Commissioner Luis A. Aguilar, Securities
and Exchange Commission, “Addressing Known Risks to Better Protect investors: SEC Speaks,” Feb. 21, 2014,
available at https://www.sec.gov/news/speech/2014-spch020421]aa.
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Figure 2. Capital Raised Through Regulation D and Regulation D/A Offerings
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The overwhelming majority of that occurred under the old Rule 506(b). See Figure 3below. This
suggests that the old tools for capital raising were sufficient to support a very large expansion of

investor and company demand.
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Figure 3: Capital Raised Through Regulation D
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This is not to say that access to capital is ubiquitous or equitable. A recent Center for

American Progress report, “A Progressive Agenda for Inclusive and Diverse Entrepreneurship™

found that even at the same levels of education, income, and wealth African American
households, Hispanic houscholds, and single female-headed households had lower rates of
business ownership. The report found that (1) African American households are 5 percent less
likely to own a business than white households, even at the same levels of education, income,
and wealth; (2) Hispanic households are 6.7 percent less likely to own a business than white
households, even at the same levels of education, income, and wealth; and (3) business
ownership is also much lower among single women headed households, indeed 3.9 percent less
likely than among single men. The report identified several interrelated challenges underlying

these disparities: wealth, skills, and network gaps. None of them are amenable to a deregulatory

16
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solution. Instead, CAP encourages policymakers to adopt innovative, targeted policies such as
the State Small Business Credit Initiative (SSBCI), which supports a wide range of credit
enhancement initiatives run by state small business development programs. With bipartisan
support at both the federal and state level, SSBCI succeeded at leveraging $1.5 billion in federal

dollars yielding $15 billion in economic activity. It currently pending reauthorization.*’

Public investments in apprenticeships, entrepreneurship training and education among
young people, local “one stop shops™, and Self- Employment Assistance Programs (SEAPs) all
will yield dividends at closing the wealth, skills, and network gaps that are the real barrier to
access to capital for would-be entrepreneurs. Broader “middle out” policies that ensure small
business customer demand are also extremely important to small businesses success and the

ability for the next generation of entrepreneurs to thrive.

Conclusion: We Need to Rebuild Middle Class Economic Security and Restore Trust in

Public and Private Institutions

The JOBS Act had noble purposes: boosting IPOs and helping small businesses and start-
ups thrive. No one argues with those goals. As this testimony suggests, the toolkit that the
JOBS Act deployed has, however, yielded mixed results for companies and poses new
challenges for investors and the public. Some of the tools, such as crowdfunding, offer genuine
potential, and we should monitor them over the next two to three years, evaluate the results, and
then make tweaks as needed. I have offered at several places above various suggestions for how
Congress and the SEC can improve our capital markets so that they can better achieve to the

goals found in the JOBS Act. And, I have offered additional suggestions for policies, such as

3014.5. Department of the Treasury, “State Small Business Credit Initiative {SSBCI),” October 27, 2016, available at
https://www.treasury.gov/resource-center/sh-programs/Pages/ssbci.aspx.
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enhanced antitrust enforcement, and programs, such as SSBCI and small business training
programs, that can help enhance the dynamism and equity of our economy and its ability to
sustainably support — and in some cases, re build — the long-term health of American middle

class.

In the end, let’s not forget what we have been through. Between 2001 and 2010, the
average middle class household in America saw its real wealth collapse by 49 percent.’! And
while it rebounded under President Obama by 16 percent to 2013 and under the growing Obama
economy more since, ordinary American families were hit extraordinarily hard by the 2008
Financial Crisis and Great Recession, as well as policies that concentrated and hollowed out our
manufacturing industries.’? Family budgets are still squeezed by the high costs of big-ticket
items such as child-care and college, and the opportunities to save for retirement are slim to
none. Health care progress is under threat. And what’s more, trust in American institutions
overall, including business, is at deep lows. A succession of post-Financial Crisis scandals has
left Wall Street’s reputation more tarnished than ever. While the inability of prosecutors or
regulators to fully hold culprits accountable or bar bad actors from markets going forward leaves

the public deeply distrustful of the effectiveness of government, business, and markets generally.

The solution is not to keep doing what has been done before. Rather than seeking to
handcuff the SEC with even more “regulatory reform” burdens, eliminate the government’s
ability to bar “bad actor” institutions, and let dealer-banks get back in the business of betting

against customers — all of which seem to be on the table in this Congress ~ it is time to develop

1 Carmel Martin, Andy Green, and Brendan Duke, eds. “Raising Wages and Rebuilding Wealth: A Roadmap for
Middle Class Economic Security, (Center for American Progress, 2015), 2, available at
https://www.americanprogress.org/issues/economy/reports/2016/09/08/143585/raising-wages-and-rebuilding-
wealth/.

21d. at 3.
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strong approaches that ensure the financial markets accomplish their critical mission of
supplying capital to competitive businesses in a fair and efficient manner while protecting

investors, consumers, and the taxpaying public.
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Executive Summary

GlycoMimetics is a clinical-stage biotechnology company based in Rockville, Maryland. The
Biotechnology Innovation Organization (BIO) represents GlycoMimetics and 1,100 other
innovative biotech companies, the vast majority of which are pre-revenue small businesses,

GlycoMimetics undertook a successful IPO in January 2014 using key provisions in the
Jumpstart Our Business Startups (JOBS) Act. In the five years since the JOBS Act became
taw, 212 biotech companies have gone public as emerging growth companies (EGCs).

The next generation of medical advances is being funded by capital raised through JOBS Act
IPOs. JOBS Act biotechs have 696 therapies currently in development, and the FDA has
approved 18 new treatments from JOBS Act companies.

The JOBS Act has supported IPOs from companies across a wide range of therapeutic areas
and stages of development. Notably, the law has led to increased funding for early-stage
research and certain disease areas that have historically been difficult to finance.

BIO supports policies to build on the success of the JOBS Act that increase the flow of capital
to innovative small businesses and decrease capital diversions from the lab to unnecessary
compliance burdens.

BIO supports the Fostering Innovation Act, which would extend the JOBS Act’s Sarbanes-
Oxley (SOX) Section 404(b) exemption for an additional five years for former EGCs that
maintain a public float below $700 million and average annual revenues below $50 million.

BIO supports the Corporate Governance Reform and Transparency Act, which would provide
for SEC oversight of proxy advisory firms and foster accountability, transparency,
responsiveness, and competition in the proxy advisory firm industry.

BIO supports targeted capitai formation provisions in the Financial CHOICE Act, including the
Fostering Innovation Act, the Corporate Governance Reform and Transparency Act, the Small

Company Disclosure Simplification Act, the Small Business Capital Formation Enhancement
Act, and the proposed Small Issuer Exemption from Interpal Control Evaluation.

BI0O supports enhanced short selling transparency in order to shine a light on manipulative
trading behaviors that disincentivize long-term investment in innovation.

BIO Contacts: Chartes H. Fritts Charles Crain
cfritts@bio.org cerain@bio.org
(202) 962-6690 (202) 962-9218
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Testimony of Brian Hahn

Good afternoon Chairman Huizenga, Ranking Member Maloney, and Members of the
Subcommittee. My name is Brian Hahn, and I am the Chief Financial Officer of GlycoMimetics,
Inc., a 45-employee public biotech company based in Rockville, Maryland. I am also the Co-
Chair of the Finance and Tax Committee at the Biotechnology Innovation Organization (BIO),
which represents GlycoMimetics and over 1,100 other growth-stage biotechs that are driving
the search for the next generation of cures and breakthrough medicines.

1 am thrilled to be here today to talk about the successes of the Jumpstart Our Business
Startups (JOBS) Act, which over the last five years has spurred a surge of IPOs in the biotech
industry, allowing emerging companies developing a wide range of potential therapies to raise
the capital necessary to bring life-saving treatments to patients. The Financial Services
Committee should be commended for its hard work on the JOBS Act five years ago — which is
stilt paying dividends — and I would further like to applaud the ongoing bipartisan efforts to
build on the successes of JOBS in order to support the next generation of emerging growth
companies (EGCs).

The JOBS Act and the Biotech Industry

Since the JOBS Act was signed into law five years ago, 212 emerging biotech companies have
used provisions in the law to go public. (For comparison, there were just 55 biotech IPOs in
the five years leading up to the JOBS Act.) The ability of growing businesses to access the
public markets, as supported by the JOBS Act, is of paramount importance to biotechnology
innovation because investment capital is the lifeblood of scientific advancement. It costs over
$1 billion to develop a single life-saving treatment, and most companies spend more than a
decade in the fab before their first therapy is approved. During this long development process,
virtually every doliar spent by an emerging biotech comes directly from investors. Expenses
ranging from buy-in-butk beakers to $150 mittion clinical trials are ait funded by investment
capital because biotechs remain pre-revenue through their entire time in the fab and the
clinic.

Biotech IPOs Per Year, April 2007—March 2017
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Early-stage innovators do not have the luxury of funding their product development through
sales revenue. Instead, the groundbreaking research that leads to a company’s first product
is funded by a series of financing rounds from angel investors, venture capitalists, large
pharmaceutical companies, and, eventually, public market investors. The capital burden of a
pivotal clinical trial ~ which can require hundreds of patients in the clinic to meet the stringent
safety and efficacy standards necessary to ensure patient care - often necessitates an IPO to
fund this critical stage of the research process. The 212 IPOs undertaken using the JOBS Act
are the clearest indication of its success.

The next generation of medical advances is being funded by capital raised through these JOBS
Act IPOs. JOBS Act biotechs have 636 theraples currently in development, and the FDA has
approved 18 new treatments from JOBS Act companies.

Lead Phase of Development at IPO, Treatments Currently in Development,
JOBS Act Therapeutic Biotechs JOBS Act Therapeutic Biotechs
(n=189) (n=696)

NOA/BLA
3% Fre-Clinical

Phase 3
23%

# Preclinical # Phase T ®Phase IT ® Phase 111 # NDA/BLA

Phase 2
47%

Importantly, the success of the JOBS Act has supported a surge of financing for early-stage
research. In the last five years, there have been 48 IPOs by biotechs in the earliest stages
of research (pre-clinical R&D and Phase I clinical trials), compared to just three preclinical
and Phase 1 IPOs in the five years before the JOBS Act. Biotech investment is riskiest during
the early stages of development ~ scientists discover thousands of compounds for every one
that makes it through the FDA approval process ~ but early-stage innovation is critical to the
health of the biotech industry and to patients waiting for breakthrough treatments and cures.
The JOBS Act has allowed younger companies to access public financing, driving capital to
earty-stage research that holds the potential to lead to the next generation of innovative
medicines.

The promise of JOBS Act biotechs is also spread across a wide range of therapeutic areas.
The largest percentage of companies are working in the oncology space, advancing cutting-
edge treatment approaches like immune-oncoltogy, targeted antibodies, and selective kinase
inhibitors to treat deadly cancers that impact families across America. Other therapeutic
areas that have seen a large number of IPOs over the last five years include central nervous
system {(CNS) and infectious disease companies, which are leading the charge on pressing
health care challenges like Alzheimer’s disease and antibiotic-resistant bacteria, respectively.



Notably, the JOBS Act has also
allowed companies advancing
therapies in often-overlooked
disease areas to access capital.
For example, there were just two
IPOs  from endocrine-focused
companies from 2007 to 2011,
but there have been 13 under the
JOBS Act. The most common
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Therapeutic Focus of JOBS Act Biotechs
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Why the JOBS Act works

The many JOBS Act success stories in the biotech industry are attributable to the one-two
punch at the core of the law: First, it allows small companies enhanced access to investors,
increasing the capital potential of an offering. It then institutes a relaxed reguiatory burden,
decreasing the amount of capital diverted from research. This combination is critical for
biotech innovators and has increased the viability of the public market for growing companies
looking to fund their capital-intensive development programs.

GlycoMimetics was a key beneficiary of the new approach to a public offering created by the
JOBS Act’s IPO On-Ramp. During our 2014 IPO, which raised $64.4 million to fund our clinical
research into treatments for sickle cell disease, acute myeloid leukemia, and muitiple
myeloma, we took full advantage of the law’s testing-the-waters, confidential filing, and
reguiatory relief provisions.

In the lead-up to our IPO, the ability to conduct testing-the-waters meetings and increase our
dialogue with potential investors was a game-changer. More than half of our testing-the-
waters meetings eventually resulted in the investor participating in the IPO, and across the
board we saw substantially increased investor awareness of our company and interest in the
offering. Biotech companies like GlycoMimetics have complicated technology, an opaque
reguiatory pathway, and a complex commercial story - and the additional time with investors
gave us time to clarify questions about these aspects of our business in a more robust way
that would not have been possible in a traditional half-hour roadshow meeting.

This entire process took place while we were on file confidentially with the SEC. The JOBS
Act’s confidential filing provision allowed us to conduct our investor meetings out of the glare
of the media spotlight and without the heightened scrutiny that could have placed an undue
expectations burden on the company or our potential investors. Filing confidentially also
allowed us to effectively time our offering, enabling us to wait until the market was strong
before we made our S-1 public and began our roadshow.

Both at the time of our IPO and continuing for our first five years as a public company, the
JOBS Act’s regulatory relief provisions have helped preserve capital for R&D and allowed us
to focus on our research. The Act takes a significant step away from costly one-size-fits-all
regulations by reducing the regulatory burden on EGCs, ensuring that the capital raised in an
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offering is not subsequently diverted from R&D and company growth. In particular, the five-
year exemption from Sarbanes-Oxley (SOX) Section 404(b) continues to save us hundreds of
thousands of dollars per year.

Because pre-revenue small businesses like GlycoMimetics utilize only investment dollars to
fund our work, we place a high value on policies like the JOBS Act that incentivize investment
in innovation and prioritize resource efficiency. Any policy that increases the flow of
innovation capital to emerging companies could lead to funding for a new life-saving medicine
- while any policy that diverts capital to unnecessary and costly regulatory burdens could lead
to the same treatment being left on the laboratory shelf. The JOBS Act has been an
unqualified success, enhancing capital formation and allowing companies to focus on science
rather than compliance.

Building on the success of the JOBS Act

Given the strong impact that the JOBS Act has had on biotech capital formation, I am
encouraged that the Financial Services Committee has made progress over the past severat
years to continue to support the growth of small public companies. The 212 newly public
biotech EGCs benefitted greatly from the IPO On-Ramp, but they now face the day-to-day
chatlenges of being a pubtlic company. BIO appreciates the ongoing work to build on the
success of the JOBS Act, and we look forward to working with the Subcommittee to ensure
that emerging biotechs can continue to access innovation capital on the public market. BIO
supports many of the capital formation provisions found in Chairman Hensarling’s Financial
CHOICE Act, along with other targeted reforms that will support funding for life-saving cures
and treatments.

The Fostering Innovation Act

The most direct policy impact of the JOBS Act has been the five-year exemption from Section
404(b) of SOX. Section 404(b) requires an external auditor’'s attestation of a company’s
internal financial controls that provides little-to-no insight into the health of an emerging
biotech company ~ but is very costly for a pre-revenue innovator to comply with, making the
JOBS Act exemption extremely valuable.

Biotech investors demand information about the growth-stage companies in which they invest
~ and spend countless hours learning as much as they can about the company’s science, the
diseases it is treating, the patient poputation, the FDA approval pathway, and a hundred other
variables that will determine the company's ultimate success or failure. The testing-the-
waters process created by the JOBS Act has been so successful for the biotech industry
because it allows companies a platform to disseminate more and more detailed information
to potential investors. But the information that these investors want and need does not align
with what is required by SOX - and yet virtually all biotechs are subject to this one-size-fits-
all mandate that can cost them over $1 million per year once their EGC exemption expires.

QOver the last three years since our IPO, GlycoMimetics has benefitted from being able to
spend dollars on R&D and job creation that otherwise would have been earmarked for SOX
compliance, and we still have two years of IPO On-Ramp eligibility remaining. However, it
remains the case that the biotech development timeline is a decades-long affair. It is
extremely likely that GlycoMimetics will still be in the lab and the dinic when our EGC clock
expires ~ which is to say that we will still not be generating product revenue. Our audit fees
increased by roughly $400,000 after our IPO due to the existing regulatory environment for
public companies, and we expect our SOX 404(b) compliance obligations alone to further
increase costs by more than $350,000 annually starting in year 6 post-IPO. Those valuable
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funds could cover clinicat costs for a more than a dozen patients, but our innovation capital
will instead be spent on unnecessary reporting burdens.

Most biotechs that went public under the JOBS Act will find themselves in the same
predicament at the dawn of year 6 on the market - still reliant on investor capital to fund
their research, but facing a full-blown compliance burden identical to that faced by commerciat
leaders and multinational corporations.

In the 114%™ Congress, Rep. Kyrsten Sinema introduced the Fostering Innovation Act, which
would extend the JOBS Act’s SOX 404(b) exemption for certain small companies beyond the
existing five-year expiration date. This important bill recognizes that a company that
maintains the characteristics of an EGC but has been on the market beyond the five-year EGC
window is stilf very much an emerging company.

The Fostering Innovation Act would apply to former EGCs that have been public for longer
than five years but maintain a public float below $700 million and average annual revenues
below $50 million. These small businesses would benefit from an extended SOX 404(h)
exemption for years 6 through 10 after their IPO. The additional five years of cost-savings
would have the same impact as the first five years - emerging companies would be able to
spend investor capital on growing their business. In the biotech industry, that means small
business innovators can remain laser-focused on the search for breakthrough medicines.

If a company eclipses $50 million in average annual revenues, its full SOX 404(b) compliance
obligations would kick in. The Fostering Innovation Act does not grant a carte blanche
exemption - it is targeted specifically at pre-revenue companies, because revenue is the key
indicator of company size, and of the ability to pay for expensive compliance obligations like
Sarbanes-Oxiey. Maintaining the JOBS Act’s public float test of $700 million while drastically
lowering the revenue test from $1 billion to $50 million limits the Fostering Innovation Act to
a specific universe of truly small companies - instituting a company classification regime for
years 6 through 10 post-IPO that accurately reflects the nature of small businesses while also
supporting their growth.

Under current law, small, pre-revenue companies are often required to file the same reports
as revenue-generating, profitable muitinational corporations. Under the Fostering Innovation
Act, these emerging companies will save millions of dollars that can be utilized to fund
groundbreaking R&D and life-saving medical research. BIO commends Rep. Sinema for her
continued leadership in support of this vital legistation, which last year was approved on a
bipartisan basis by the House Financial Services Committee and then passed by the House
via voice vote. The bill is also included in the Financial CHOICE Act. I am hopeful that the
Subcommittee will support the Fostering Innovation Act in the 115" Congress in order to
enhance capital formation and company growth at America’s pre-revenue businesses.

The Corporate Governance Reform and Transparency Act

Proxy advisory firms often have outsized influence on the decision-making processes of
emerging companies and their shareholders. The firms' influence has grown in recent years,
with their rise to prominence largely coinciding with the rise in institutional ownership of
American stocks. Institutional investors currently own more than 70% of shares in public
companies, and 91% of these investors regularly vote their shares. Institutional investors’
reliance on proxy firms, combined with an overall rise in shareholder activism, has
dramatically increased the firms’ ability to influence proxy votes and company decisions.
Recent studies have shown that a firm’s recommendation can swing the shareholder vote by
as much as 25%.
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Despite their significant influence on emerging companies, proxy advisory firms (the universe
of which is functionally limited to just two firms) generally refuse to engage in a productive
or transparent dialogue with smaller issuers, instead relying on one-size-fifs-all
recommendations that do not take into account a company’s or its shareholders’ unigue
circumstances. Furthermore, the conflicts of interest inherent in the business model of those
firms which engage in business consulting in addition to providing proxy recommendations
raise serious concerns.

For growing biotech companies, these issues are particularly acute. Biotech small businesses
operate in a unique industry that values a strong relationship with investors, yet they often
are held to standards that are not applicable to their company and forced to engage in proxy
fights over issues that do not add value for shareholders. When a proxy firm issues a
recommendation that is not applicable to an emerging biotech and remains unwilling to
consider alternative approaches or methodologies, it can harm a company’s relationship with
its shareholders and distract management from the core business of the company. Even in
instances where a proxy firm has not yet made a recommendation, their influence is felt in
boardrooms across the industry as companies strive to structure their corporate policies to
satisfy the firms - rather than making decisions in the best interest of the company’s growth.

BIO believes that proxy advisory firms should be more transparent and open to input in their
standard-setting process, particularly with regard to issues unigue to small businesses. We
also believe that the firms with conflicted business models should be required to avoid
potential conflicts of interest.

In the 114™ Congress, Rep. Sean Duffy introduced the Corporate Governance Reform and
Transparency Act, which would provide for SEC oversight of proxy advisory firms; the bill was
also incorporated into the Financial CHOICE Act. The Corporate Governance Reform and
Transparency Act is designed to foster accountability, transparency, responsiveness, and
competition in the proxy advisory firm industry. By ensuring that firms have adequate
resources to provide accurate recommendations on emerging companies as well as processes
in place engage in a dialogue with smaller issuers, the legistation would make it more likely
that a firm’s recommendation is relevant to a company's business model. Further, the bill's
regulation of conflicts of interest would ensure that the proxy firms are actually acting in the
best interests of shareholiders.

BIO strongly supports the Corporate Governance Reform and Transparency Act, which last
year passed the House Financial Services Committee on a bipartisan basis. We applaud Rep.
Duffy for his continued interest in this important bill, and we are hopeful that the
Subcommittee will support it in the 115" Congress.

The Financial CHOICE Act

BIO appreciated the inclusion of both the Fostering Innovation Act and the Corporate
Governance Reform and Transparency Act in the Financial CHOICE Act in the 114t Congress,
and we are hopeful that they will both remain an important part of the CHOICE Act when
Chairman Hensarling re-introduces the fegislation this year. These bipartisan bills would
support small company growth and capital formation across the biotech industry. BIO aiso
supports other key provisions included in the Financial CHOICE Act in the 114%™ Congress that
incorporate the work done by the Financial Services Committee to ensure that America’s
capital markets allow for the capital formation necessary to fund the decades-long, billion-
dollar development timeline faced by emerging biotech companies, including:
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« Small Issuer Exemption from Internal Control Evaluation. Many
emerging biotechs have high public floats despite being small businesses
without any product revenue. The Financial CHOICE Act would reflect that
reality by expanding the existing small issuer exemption from SOX Section
404(b) to companies with a public float below $250 million. We understand
that the bill introduced for the 115% Congress may be updated to include an
expanded exemption for companies up to $500 million in public float. BIO
supports expanding the exemption beyond the current $75 million public float
cap in order to allow these growing companies to focus their precious innovation
capital on science rather than compliance.

« Small Company Disclosure Simplification. BIO believes that growing
companies should not have to bear the costs of the eXtensible Business
Reporting Language (XBRL) reporting requirement untél it has been
demonstrated to be cost effective and useful to investors. The Financial
CHOICE Act would exempt EGCs and certain low-revenue issuers from XBRL
while requiring the SEC to study and improve the compliance mechanism.

« Small Business Capital Formation Enhancement. The annual SEC
Government-Business Forum on Small Business Capital Formation has
historically been adept at suggesting policies that have a real impact on growing
companies, including many of the provisions that made up the JOBS Act. An
enhanced role for the Forum, as directed by the Financial CHOICE Act, would
provide an important opportunity for small businesses to recommend policy
changes to the SEC that would reduce regulatory burdens and enhance capital
formation.

Short Selling Transparency

The unique business model of groundbreaking innovation leaves emerging biotechs
particularly vulnerable to stock manipulation via abusive short selling strategies. Biotech
companies depend on the public market for the capital necessary to fund late-stage clinical
trials. However, the high-stakes nature of their research, their often-thinly-traded stocks,
the limited publicly available information about ongoing trials, and their dependence on a
small portfolio of products or product candidates can be exploited by short sellers who
prioritize short-term profits over the long-term health of patients. Abusive short trading
strategies harm growing companies and disincentivize long-term investment in innovation.

BIO acknowledges that appropriate shorting can support the stable, liquid markets that fue!
the growth of emerging biotech innovators. However, we strongly believe that the current
lack of transparency related to short positions is enabling trading behaviors that unfairly harm
growing companies, long-term investors, and, most importantly, patients. BIO members face
a consistent and significant risk of manipulation by short sellers, who are protected by the
tack of disctosure required of short positions.

Specifically, growing innovators face campaigns mounted by manipulative short investors who
spread online rumors about small biotech companies, or publish false or misleading data about
clinical trials or marketed therapies, in order to drive down their stock price. The end goal of
this manipulation is to generate a quick profit for short sellers at the expense of the long
investors who support life-saving innovation. Recently, a new strategy has emerged wherein
hedge fund managers take a short position in a biotech company’s stock and then immediately
file a series of spurious patent challenges through the Patent Office’s inter partes review (IPR)
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process, initiating a stock drop that, again, benefits short sellers but harms long-term
innovation.

BIO believes that increased short transparency, designed to complement the existing long
disclosure regime, would shine a light on manipulative behaviors, allow market participants
to make informed trading decisions, and ensure equitable rules for all types of investments.
As the Subcommittee continues to consider how to support the growth of EGCs and other
small business issuers, we look forward to continuing to discuss the manipulation that growing
biotechs face and how to ensure that long-term investment in innovation is encouraged.

Conclusion

The bipartisan JOBS Act showed that targeted policymaking designed to support job creation
and capital formation at small businesses can have a dramatic real world impact. The 212
biotech companies that have gone public over the last five years are living proof that Congress
can make a difference for emerging innovators. Many of these companies are conducting
promising early-stage research that might have been overlooked by investors before the JOBS
Act; others are working in a therapeutic area that has historically been difficult to finance.
uUnder the JOBS Act, they were able to raise the capital necessary to fund their life-saving
R&D, bringing the next generation of medical advances closer to patients.

The extraordinary success of the JOBS Act in the biotech industry means that the work of the
Subcommittee has taken on increased import for emerging biotech companies. The search
for capital in our industry is always ongoing - it does not end at the IPO. As such, BIO and 1
strongly support the efforts of the Subcommittee build on the success of the JOBS Act.
Legislation designed to enhance the capital formation ecosystem, reduce regulatory burdens,
and incentivize funding for the next generation of breakthrough medicines can have a
dramatic impact on pre-revenue biotech companies.

BIO and I believe that important reforms like the Fostering Innovation Act, the Corporate
Governance Reform and Transparency Act, the capital formation provisions in the Financial
CHOICE Act, and enhanced short selling transparency will support the growth of emerging
innovators beyond the IPO On-Ramp, incentivizing scientific advancement and sustaining
small innovative businesses as they continue their efforts to bring life-saving treatments to
patients who desperately need them.

I am thankful that Congress was able to pass the JOBS Act five years ago, which supported
GlycoMimetics’s public offering, and I am hopeful that it will be able to enact further legislation
that could support the search for breakthrough treatments at the next generation of emerging
growth biotechs. 1 appreciate your dedication to these vital issues, and I look forward to
supporting your work in any way I can.
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Chairman Huizenga, thank you for hosting this important hearing today on the JOBS Act and the
competitiveness of U.S. capital markets. The Small Business & Entrepreneurship Council (SBE
Council) is pleased to submit this testimony.

My name is Raymond J. Keating, and | am the chief economist for SBE Council, the author of
several books, including Unleashing Small Business Through IP: The Role of Intellectual
Property in Driving Entrepreneurship, innovation and Investment, and for a decade, 1 was an
adjunct professor teaching MBA students in the business school at Dowling College.

SBE Council is a nonpartisan, nonprofit advocacy, research and training organization dedicated
to protecting small business and promoting entrepreneurship. With some 100,000 members and
250,000 small business activists nationwide, SBE Council is engaged at the local, state, federal
and international levels on policies that enhance competitiveness, and improve the environment
for business start-up and expansion, and economic growth.

Small Business Challenged on Raising Financial Capital

Gaining access to financial capital — whether via equity or debt — is essential to the creation and
growth of businesses. At the same time, access to capital remains a major challenge for
entrepreneurs starting up and building enterprises across our economy. And since the financial
crisis and Great Recession, it arguably has become more difficult to access capital from
institutional banks and various capital market players.

Consider the trend in bank small business loans (less than $1 million) over the past several years
(as highlighted by the graph below). The value of small business loans outstanding hit a high of
$711.5 billion in 2008, and subsequently fell for five straight years (to a recent low of $581.9
billion in 2013), with growth subsequently resuming in the following three years. The 2016 level
came in at $614.2 billion, which is roughly where the small business loan level was in 2005-06.
So, in effect, we’ve seen no growth for a decade.
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It’s also worth noting that the small business share of commercial and industrial loan value
outstanding registered, for example, 33 percent in 1995, 35 percent in 2004, and 30 percent in
2007. As of the second quarter of 2015, however, it had fallen only 20 percent, and has remained
there since. Looking at nonfarm nonresidential loans, the small business share came in at 52
percent in 1995, and had declined to 39 percent in 2007. At the end of 2016, the small business
share further declined to 21 percent.

As for the number of small business loans, these rose steadily up to 2008 (hitting 27.1 million in
2008 compared to 6.3 million in 1995), and subsequently declined and struggled to recover. (See
graph below.) A recent step up in growth in 2015 and 2016 meant that the number of small
business loans hit 26.3 million in 2016 — which, however, was still below the 2008 level.
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Meanwhile, on the equity side, angel investment is a critical source of funding for start ups and
early-stage businesses. Unfortunately, the story has been troubling in recent years. According to
the Center for Venture Research at the University of New Hampshire, after a big drop in 2002,
coinciding with the aftermath of the 2001 recession (as well as the post “tech bubble™), growth
resumed from 2003 through 2007, with angel investments increasing from $15.7 billion in 2002
to $26 biltion in 2007. With the recession, a big drop-off followed in 2008 and 2009, and
subsequent growth has been underwhelming or, in effect, nonexistent. For all of 2013, angel
investment registered $24.8 billion, followed by $24.1 billion in 2014 and $24.6 billion in 2015.
And the center offered the following description for the first two quarters of 2016 (latest
available in “The Angel Investor Market in Q1Q2 2016: Caution Prevails™ by Jeffrey Sohl,
director, Center for Venture Rescarch):

“Angels continue to reduce their investment allocations in the seed and start-up
stage, with 27% of Q1,2 2016 angel investments in the seed and start-up stage.
The trend has been a steady decrease in seed and start-up distributions when
compared to similar periods in 2014 and 2015. In the first half 0f 2014 36% of the
angel deals where in the seed and start-up stage followed by 31% in the first two
quarters of 2015. There was an accompanying shift to early stage (post seed and
start-up) financing to 53% of investments in Q1,2 2016 from 51% in Q1.2 2015
and 42% in the first two quarters of 2014. Expansion stage financing also
increased from 15% in Q1,2 2015 to 19% in Q1,2 2016. Historically angels have
been the major source of seed and start-up capital for entrepreneurs and while that
stage remains over a quarter of angel investments, angel seed/start-up investments
have remained consistently below the pre-2008 peak of 55%. This steady decline
in allocations signifies that there continues to be a need for seed and start-up
capital for both new venture formation and job creation.”
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It also is worth taking a look at the recent trend in venture capital investment. Venture capital is
not really about start-up or early-stage investment, but it plays a vital role in subsequent growth
stages. Venture capital is about firms or funds that invest in enterprises that have reached a
certain level of development, often after reaching the “proof of concept™ stage. The trend in
venture capital in recent years has been similar to what has already been noted in other areas -
such as growth from 2002 to 2007, followed by a big drop off in 2008 and 2009, followed by
uneven growth from 2010 to 2013. However, venture capital experienced welcome strong
growth in 2614 and 2015, followed by a notable decline in 2016. As explained in the
PWC/Global Trends MoneyTree Report for Q4 and Full-year 2016:

“Investor caution prevailed as Q4’16 saw a 14% slowdown in deals and 17%
decline in total funding from the prior quarter. 2016 saw a total of $38.6B
invested across 4,520 deals, down 20% and 16%, respectively from 2015.”



71

Venture Capital Investment (in billions of dollars),
2002 %0 20186

L 40

Source: PWC/Global Trends

So, to sum up, the value and number of traditional small business loans are still down from pre-
recession levels. Angel investment also remains down from its 2008 level, while also
experiencing stagnation over the last two years. Also, venture capital has shown the most life
post-recession, but the decline in 2016 is troubling. (By the way, it should be noted that all of the
trends cited above are quoted in nominal dollars, so when inflation is added into the mix, any
growth trend is narrowed.)

These trends speak to primary phenomenon. First, it is about reduced levels of entrepreneurship.
As noted in an August 2016 SBE Council report — “Gap Analysis #3 - Entrepreneurship in
Decline: Millions of Missing Businesses” — according to various measures of the number of
businesses, the U.S. economy has suffered an estimated gap or shortfall of anywhere from
867,000 to 4.8 million businesses in the U.S. economy. For example, if we Jook at incorporated
and unincorporated self-employed, and employer firms as shares of the relevant population, we
see a significant gap in the number of businesses compared to where we should be. Indeed, these
numbers point to some 3.7 million missing businesses in the U.S. in 2015. Reduced levels of
entrepreneurial activity — due to an assortment of factors, but largely a policy environment
hostile to entrepreneurship and investment — naturally means reduced loan and investment
demand.
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Second, these trends speak to the struggles for entrepreneurs to gain access to the financial
resources needed to start up and grow.

Why does any of this matter? Quite simply, entrepreneurship is the engine of innovation,
productivity and income growth, and job creation. And entrepreneurship depends upon the
willingness and ability of investors and lenders to supply investment and credit.

Consider the broadest measure of our economy. Since the recession officially ended in mid-
2009, real GDP growth has averaged only 2.1 percent during this period of recovery/expansion.
That compares miserably to the average real growth rate of 3.1 percent prevailing over the past
six decades, and an average real rate of 4.3 percent during periods of recovery/expansion. That
is, on average, economic growth has been running at less than half of where it should be. The
reason for this woeful growth largely is anemic private investment. Consider that private fixed
investment peaked in the first quarter of 2006, declined dramatically through the fourth quarter
of 2009, and only climbed back to the first quarter 2006 level in the fourth quarter 2014 — more
than eight years of no growth. And the fourth quarter 2016 level (most recent) was only 3.7
percent higher than the first quarter 2006 — again, there’s been barely any growth in private fixed
investment in the U.S. economy for more than a decade. In addition, for all of 2016, private
nonresidential fixed investment declined versus the previous year for the first time since 2009.

Make no mistake, entrepreneurship, business expansion, investment and economic growth are all
tied together.

Therefore, providing small businesses with more options or avenues to expand access to
financial capital is a clear positive for the economy.

The JOBS Act

In response to broad concerns about business startup levels and the significant challenge
entrepreneurs continued to experience accessing capital, Congress passed and President Barack
Obama signed the JOBS Act into law in April 2012. The overwhelmingly bipartisan bill,
strongly supported by SBE Council, focused on helping to stimulate the U.S. economy by
promoting capital formation.

Two important parts of the JOBS Act focused on opening up new avenues for individuals to
invest in entrepreneurial ventures, such as via crowdfunding. Title 11 of the JOBS Act allowed
“accredited investor” crowdfunding and Title I1} crowdfunding for everyone else, if you will.
Title Il allows for, as phrased by the SEC, a company to “broadly solicit and generally advertise”
a private offering to “accredited investors.” Meanwhile, Title IIl “provides an exemption from
registration for certain crowdfunding transactions,” with a business limited to raising “a
maximum aggregate amount of $1 million in a 12-month period,” while investors having annual
income or net worth of less than $100,000 are limited during a 12-month period to the greater of
$2,000 or 5 percent of the Jesser of annual income or net worth (if both annual income and net
worth top $100,000 then the limit is 10 percent of the lesser of income or net worth).
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As for investment under Title I, according to Crowdnetic’s report “Title II Turns Three:
Crowdnetic’s Annual Title 11 Data Analysis for the period ending September 23, 2016™:

“Through CrowdWatch—— Crowdnetic’s centralized platform for the analysis of
private offerings conducted online—Crowdnetic has aggregated and normalized
6,613 Title II offerings from 16 leading platforms since September 23, 2013.
These offerings have generated more than $1.47 billion in capital commitments in
the aggregate. Although the number of new offerings has declined from year to
year, the annual aggregate amount of recorded capital commitments has increased
each year, with more than 40% of the 3-year total having been recorded during
the previous 12-month period.”

Specifically, the number of new offerings came in at 4,712 in year one, 1,351 in year two, and
550 in year three, while annual recorded capital commitments registered $385.8 million in year
one, $484.2 million in year two, and $603.4 million in year three.

Meanwhile, according to Crowdfund Capital Advisors, since Title 11l launched in May 2016
(unfortunately it took four years to implement this section of the JOBS Act), capital
commitments registered $29.7 million as of March 10, 2017.

Reforms and Improvements to Fully Leverage JOBS Act Crowdfunding

Even given the significant and positive changes being brought about for entrepreneurs and
investors with the JOBS Act, areas in need of improvement always exist, including government
over-regulating or placing too many limitations on the ability of entrepreneurs to gain access to
capital, and/or on investors’ abilities to make investments in entrepreneurial ventures.

For example, the following reforms would expand opportunities for entreprencurs and investors
when it comes to crowdfunding:

+ Crowdfunding opportunities shounld be expanded for businesses of different sizes and stages,
and therefore, the limit of raising $1 million during a 12-month period under Title IIT
crowdfunding should be raised, for example, to $5 miltlion.

According to Sherwood Neiss and Jason Best, co-founders and principals of Crowdfund Capitol
Adpvisors (and SBE Council members) writing in Crowdfundinsider.com on November 11, 2016
(“How Donald Trump Can Leverage Crowdfunding Under Reg CF to Double GDP Growth™):

“More capital means more ability for these entrepreneurs to hire Americans. Our
research found that 2.2 jobs are created within the first 90 days after a company is
successful with a securities-crowdfunding campaign.”

* Expand the ability of investors to invest by shifting income/net worth limits.

As noted earlier, investors having annual income or net worth of less than $100,000 are limited
during a 12-month period to the greater of $2,000 or 5 percent of the lesser of annual income or
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net worth (if both annual income and net worth top $100,000 then the limit is 10 percent of the
lesser of income or net worth). The application of the percentages should be altered from “lesser
of income or net worth” to the greater of income or net worth.

« Clarify that funding portals cannot be held liable for material misstatements and omissions by
issuers, unless portals are guilty of fraud or negligence.

This assurance would reduce unnecessary risks for crowdfunding portals. Again, Neiss and Best
explained:

“Reduce bureaucracy and create a statutory safe harbor for online platforms,
similar to what traditional broker dealers have had for decades. As it currently
stands, platforms are liable for any false statements made by an issuer. While that
might seem logical, a platform is just a technology-enabled way for entrepreneurs
to connect with investors. The platforms do not have the domain expertise of the
issuer’s company or technology and cannot verify the accuracy of all statements
made by issuers. Part of the role of the crowd (and the job that investors like
Angels and VCs perform) in crowdfunding is to do the diligence and verification
of a company’s offering documents. This role should remain with the investors
and not be the role or liability of the platform. By creating this safe harbor, more
platforms will emerge to support different verticals of the market (i.e.: Veterans,
Women and Minority business, etc). More platforms in more vertical means more
businesses and more economic output.”

* Neiss and Best call for allowing syndicate/lead investor models for crowdfunding.

They noted: “Increase efficiencies and allow ‘syndicate/lead investor models’ for all forms of
crowdfunding. Today, accredited investors can do this (sites like AngelList have used this
method very successfully). We believe that all investors should have the option to use investment
methods that enable a lead investor to validate a company’s valuation, strategy and investment
worthiness. Traditionally, angel investors have operated in groups and often follow a lead. This
recommendation puts all investors on a level playing field and will allow more capital to flow
into the space which will further economic development.”

« Vincent Bradley, CEO and co-founder of FlashFunders in a January 16, 2017,
Entrepreneur.com article, also pointed out the following items that can be improved:

- “Reg CF [Regulation crowdfunding] requires that businesses raising more than $500K have
GAAP Standard financials prepared and ready to share. While it’s important to provide potential
investors with transparency into your business, the reality is that early stage companies generally
don’t have GAAP financials prepared. And spending $5-10K on a CPA to prepare them is
excessive.

- “Reg CF requires businesses to file a Form C with the SEC before they can solicit investors. A
Form C is a 25-page document that can require upward of 50 hours of work to complete. You're
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going to want a lawyer to review and help prepare some of it, so expect anywhere from $1-5K in
legal costs, which most startups don’t have.”

- 12(g) rule “stipulates that if a business uses Reg CF to successfully raise capital and crosses
$25 million in assets, they’ll be required to begin reporting as a public entity. This potentially
creates a situation where a company could be forced to go ‘public” whether they’re ready to or
not.”

Conclusion

Few better understand the costs of government regulations, rules and restrictions than
entrepreneurs and small businesses owners, as they are on the front lines of having to deal with
the burdens of government red tape and costs. That is the case not only when it comes to
regulations that impact day-to-day operations, but also when government rules impede their
ability to access needed financial capital.

In many ways, the U.S. truly does have the “gold standard™ of financial capital markets. But the
threat always looms that government overreach will undermine the efficacy of these markets.
Regulatory policy needs to protect against fraud and abuse, but it also needs to reflect the reality
that free markets provide the foundation upon which entrepreneurship, investment, innovation
and business can flourish, thereby providing a breathtaking array of goods and services that
improve all of our lives in seemingly countless ways.

It is vital that financial regulation recognize these realities, the transparency that technology has
imposed upon the system, and be built on a respect to free enterprise. Thank you for your time
and the opportunity to provide testimony today. [ Jook forward to our discussion and your
questions.

About Raymend J. Keating

Raymond J. Keating serves as chief economist with the Small Business & Entrepreneurship
Council (SBE Council), a nonpartisan, nonprofit advocacy, research and training organization
dedicated to protecting small business and promoting entrepreneurship.

He writes, speaks and testifies on a wide range of issues affecting the entrepreneurial sector of
the economy. In addition to assorted policy papers and reports, he pens the weekly analyses on
SBE Council’s “Small Business Insider” blog at www.sbecouncil.org covering areas such as
taxation, regulation, the state of the economy, energy, capital and credit issues, state policy and
economic developments, telecommunications, and much more.

Keating also writes a regular column for RealClearMarkets.com, and wrote a newspaper column

for Long Island Business News for seven years, previously for Newsday on Long Island for more
than 11 years, and for the New York City Tribune for two years.
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Keating has written five nonfiction books — Unleashing Small Business Through IP: The Role of
Intellectual Property in Driving Entrepreneurship, innovation and Investment (2016 revised
edition), “Chuck” vs. the Business World: Business Tips on TV (2011), U.S. by the Numbers:
What's Left, Right, and Wrong with America State by State (2000), New York by the Numbers.
State and City in Perpetual Crisis (1997), and D.C. by the Numbers: A State of Failure (1995).
He also has contributed essays to four other books. For good measure, Keating is a novelist. He
has written six thrillers in his Pastor Stephen Grant novels series — Warrior Monk (2010}, Root of
All Evil? (2012), An Advent for Religious Liberty (2012), The River (2014), Murderer's Row
(2015), and Wine Into Water (2016).

Keating has written hundreds of articles, with pieces published in such periodicals as The
Washington Post, The Wall Street Journal, The New York Times, Boston Globe, National
Review, Investor’s Business Daily, Chicago Tribune, The Washington Times, New York Post,
Daily News, and many more.

In addition, for a decade, Keating was an adjunct professor in the Townsend Business School at
Dowling College, where he taught a wide variety of courses in the MBA program, including
Advanced Innovation and Entrepreneurship, International Business, Public Sector Economics,
and Organizational Theory.

His areas of expertise include taxation; federal, state and city budget issues; monetary policy;
regulation; energy policy; supply-side economics; the economics of sports stadiums and arenas;
the U.S. economy; trade; intellectual property and property rights in general; and a host of other
small-business issues.

Keating holds an MA in economics from New York University, an MBA in banking and finance

from Hofstra University, and a BS in business administration and economics from St. Joseph's
College.
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“The JOBS Act at Five:
Examining Its Impact and Proposals to Further Enhance Capital Formation”

March 22, 2017

Chairman Huizenga and Ranking Member Maloney,

Thank you for the opportunity to testify on “The JOBS Act at Five: Examining Its Impact and
Ensuring the Competitiveness of the U.S. Capital Markets.”

Almost one year ago, Nelson Griggs, Nasdaq’s Head of Listings, testified before this
subcommittee that, despite the success of the JOBS Act, “there (were) dark clouds still affecting
the private company view of the public markets.” Unfortunately, those dark clouds still exist
today.

I will review in my testimony how the JOBS Act affected the “going public” decision. There is
no doubt that the JOBS Act did ease some unneeded strictures that applied to public companies.
Still, despite these improvements and the benefits of going public to private companies. their
employees and the investing public, many private companies remain reluctant to take the next
step and go public. We believe these companies may view the public markets as too costly and
overburdened by ill-suited regulation. However, we feel that, with certain measured changes, the
public markets can be modernized and revitalized. We will then see the markets realize their full
potential to create jobs, increase the savings of the public investor and contribute to improved
productivity.

What we learned from the JOBS Act:

One of the most consequential examples of bipartisanship in the | 12" session of Congress was
the JOBS Act. By trimming unwarranted or outdated regulation, the JOBS Act enabled deeper
and vibrant markets without sacrificing investor protection. As we testified last year, we
identified several benefits to investors, and did not detect any investor profection concerns that
resulted from the JOBS Act.

it is also important to understand that Nasdaq does not benefit from taking a company public
before its time. Our strength as a global listing venue, which is home to five of the six largest
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companies in the world and the destination of 70% of all IPOs today, is due to our regulatory
. s
integrity.

That said, investors do not benefit from an overregulated public market. Indeed, they are
impacted when companies choose to avoid a public listing in order to escape unnecessary
regulation. Let me illustrate that point by referring to the growth experienced by Nasdaq's
largest listed companies. As you can see in Chart 1, most of the growth of these companies was
experienced while being listed on Nasdaq. Why is that important? It means that hundreds of
billions of dollars of wealth were created for the millions of individuals (including rank and file
employees) who invested in these companies through the public market.

Chart 1: Private-Investing Climate’

Private-investing Climate
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' in 2016, as part of our Listing Qualifications regulatory program, we reviewed 46,140 SEC filings, conducted over

4,100 background reviews of officers and directors, and delisted 63 companies for regulatory non-compliance.

2 https://www.wsi com/articles/americas-roster-of -public-companies-is-shrinking-before-our-eves-1483545879.
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Amazon is a dramatic example of this benefit: Amazon grew from a company with a market cap
of less than a billion dollars to one with a market cap of over $350 billion all while a public
company. Furthermore, Amazon grew from Jeff Bezos’ garage to a company with 341,000
employees, adding over 100,000 jobs last year alone’.

If these companies had stayed private, many investors would be less financially secure with the
inevitable adverse impact to the funding of their children’s education and their own retirements.

As the decline in Nasdaq 1POs over the last three to four years shown in Chart 2 demonstrates, it
appears companies are not fully embracing the public markets. This chart also shows the decline
in the number of Nasdag-listed companies over the last several years, as IPOs declined.!

Chart 2: Current State of Public Markets®
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Let's took more closely at the JOBS Act. The JOBS Act contained three primary areas of focus:

I. Supporting certain technology-enabled micro-financing known as crowd funding;
2. Allowing companics to stay private longer by increasing the threshold number of

sharcholders before the company must register; and

3 http://www.geekwire.com/2017/amazon-soars-340k-employees-adding-110k-people-single-year/
* The same trend is found on the NYSE.
? Source: Nasdaq data.




80

v Nasdag

3. Providing tailored regulatory exemptions for emerging growth companies (EGCs) to case
their path to a public company.

The provisions of the JOBS Act that allows companies to stay private fonger were successful,
enabling private markets that are global and deep. Private funding is plentiful for many private
companies that need capital at this time. Today, private capital has its source not just from
venture capital firms but also from private equity, corporate-controlled venture capital, hedge
funds, sovereign wealth funds and mutual funds. (Chart | shows how sovereign wealth funds
have grown from less than $2 trillion in assets to over $8 trillion in 10 years.) Many private
companies can also access the debt markets easily in today’s lower rate environment. Also,
raising the shareholder threshold from 500 to 2,000 holders (and by excluding employees from
that count) gave private companies more flexibility. Thus, the JOBS Act allows more companies
to take advantage of the private environment for much longer.

In response to the developments in the private market, Nasdaq created the Nasdaq Private
Market (NPM). Through NPM, Nasdaq leveraged its technological know-how and regulatory
experience to create a better experience for private companies.®

Yet, our focus on being the home of hundreds of companies that were once start-up’s and now
are multi-bitlion dollar enterprises still compels us. The continued health of the modern IPO
market, especially for early stage, high growth companies, is central to our corporate mission. In
our view, as the economic cycle shifts and the potential for liquidity in the private markets
abates, the need for a vibrant public market may become crucial to our economic health and we
need to prepare for that stage.

What we see clearly today, more than we did a year ago, is that the JOBS Act had a positive
impact on companies, particularly those that have been eager and ready to go public after the
2008 financial crisis and only needed a slight push. As it turned out, the JOBS Act’s more
significant exemptions were those that allowed EGCs to “test the waters™ and file confidentially.
Other regulatory exemptions are not relied upon as much, because the marketplace (which
includes investors, accountants, bankers, board members and the investment community) made
its own evaluation of the best practices for companies, as it always does.  Whether or not there is
a government mandate, demand in the marketplace continues to impose certain regulations,
especially as they relate to financial disclosure and controls.

Significantly, the JOBS Act also allowed companies that are focused on going public to do so.
Soon afler passage, Nasdaq saw an initial surge by hundreds of companies to list on the public
markets. This was most pronounced in the Healthcare sector. However, despite a favorable
environment in terms of volatility and valuation. the last year has seen a significant reduction in
new IPOs - - almost to a near standstill.

® Since 2014, NPM, has facilitated $4.3 billion in liquidity for 80 companies.
4
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Costs of compliance and mitigation of legal risks are too high:

Being a public company establishes a brand identity and credibility with customers, suppliers
and governments. As a public company, its stock obtains a liquid value that can be used to fund
critical R&D, update plants and equipment, upgrade technology. hire talented employees and
provide the currency for strategic mergers and acquisitions.

We believe “Listed on Nasdaq™ resonates with the global marketplace and with companies that
list on Nasdag, including Apple, Microsoft, Alphabet, Facebook, Herman Miller, which, Mr.
Chairman, is a great $1.8 billion manufacturer based in your hometown of Zeeland, Michigan,
and Macatawa Bank Corporation, a $345 million community bank with locations throughout
your district. Nasdaq believes that these inherent benefits are both deep and transformative for
everyone, including the company’s employees, officers and directors, and investor owners.
Therefore, we believe in the public company model.

Nevertheless, there are challenges that are unique to the public company experience, and, over
the years, it has become more costly. Being public is not for everyone, but it could and should
be for more.

We are privileged to talk to thousands of companies each year: some private and many already
public. What their CEOs tell us is that the primary challenge is not about going public. The
challenge today is being public. Being a public company is a major achievement. The company
self-selects to take on more regulation because it views the benefits as offsetting the burdens,
most of which are designed to promote transparency, facilitate a secondary market for shares and
protect investors. Public companies are the best of the best, choosing to live their corporate lives
with a high degree of discipline, scrutiny and transparency.

But, increasingly over the past decade, there is a new cost for public companies: that the
government will intervene into their business models (and not into their private competitors) to
impose mandates unrelated to core investor protection or financial performance - - for example,
certain policy issues like conflict minerals disclosure and pay ratio and political activity
disclosure are encroaching on the public company model. The idea that, by choosing to be a
public company. you are expected to accept the mingling of unrelated policy goal within the
public company structure is of concern to many.

Furthermore, the impact of new obligations on a public company includes not just costs of the
lawyers, accountants and technology support to comply but also expenditure of valuable time
and attention from senior management and the board. In a highly competitive global

marketplace, costs that do not relate to the core operations of the company are hard to justify.

Legal risks are another area where costs are exploding for public companies. As every study
points out, shareholder lawsuits tend to punish long term sharcholders to the benefit of short term
holders. Despite Congressional action in the 1990s, the number of securities class action cases
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has risen to its highest level in 20 years, according to Stanford University Law School’s
Securities Class Action Clearinghouse.

Let me cite a few examples where simple reforms could restore balance to the current rules.
First, as Congress has properly focused more recently, there are hidden costs associated with a
proxy advisory system that does not always balance standard-setting with a fair and transparent
process. Also, Nasdaq has petitioned the SEC to address the lack of disclosure by short term
investors with significant stakes, who may be pursuing well-funded strategies to invisibly drive
down a share price, in contrast to the significant disclosure requirements imposed on long term
investors. Further, the anachronistic regime currently in place for a public company to
communicate with its investors, characterized by “street name shares™ that are mostly held by
brokers at DTCC, seems ripe for the application of modern technology.

The SEC on its own or through Congressional action can update old standards that no longer
make sense in a digitized/internet capable world where information flows continuously and
immediately. We should address issues like the proxy access rules where investors with just
nominal ownership can advance a specific agenda that may detract from the creation of long-
term shareholder value. The SEC disclosure regime should be updated to eliminate unnecessary
duplication and provide more timely information to investors. For instance, many disclosures in
Forms 10-K and 10-Q are repeated quarter after quarter with no real investor benefit.

The SEC has also created a trading environment for public companics that fails to take into
account the size and needs of smaller public companies. Market structure is a real cost. M.
Chairman, a small regional bank in your district is expected to attract liquidity and trading
volume under the same rules that apply to trading Apple or Google. The smallest company listed
from Michigan has its trading spread out among 11 exchanges and about 40 dark pools. CEOs
and CFOs see the trading characteristics of small issues and are dismayed to observe that price
discovery is shredded over 50 venues in order to comply with a national standard designed for
the trading of billion dollar plus companies. Simply put, regulation that applies a one-size-fits-
all market structure does not serve investors well.

Consequences of companies shunning the public markets:

In the past, we have listcd many reasons to support a vibrant runway for companies to go public
through an IPO on Nasdaq or another exchange. These include the truly eye-opening figure that,
as indicated in the [PO Task [Force’s Report, the post-1PO job growth for a company is an

7

amazing 92%." Other studies put the job growth 156%.°

Simply put. public companies create more jobs. Mergers and acquisitions have many benefits
but they often fead to initial job losses. Often overlooked is the fact that, in many cases, the R&D

’ “Rebutlding the IPO On-Ramp,” available at: httpsi//www see soviinfo/smallbus/facsec/iebuilding the ipo_on-tamp.pdf.

8 Kenney, Patton and Ritter (2012} surveyed 1,700 companies that went public from fune 1996 to 2010.
6
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and strategic direction of the acquired company is fundamentally different from the acquirers, so

new and novel products and ideas are abandoned.

Today’s market, where companies elect to wait much longer to go public or choose never to go
public, also robs a group that is rarely mentioned in the debate about over-regulation. Remember

the investors who the rules are supposed to protect? They lose the opportunity to grow their

savings through investment in these companies. Companies no longer go public early in their

life-cycle. Today’s investors are often missing participation in the significant early growth that
occurs in a company’s life cycle or miss the investment opportunity altogether because the public
markets are not as attractive as they could be. Millions of Americans are depending on their
401(k) and investments to help them pay for homes, education for their children and retirement.
But, they are missing the opportunities that their parents had when they bought Apple in the
1980s or Microsoft in the 1990s or Google in the 2000s.

On the other hand, the SEC’s policies allow accredited investors to invest in companies early,
and be able to enjoy the growth phase of the company life-cycle. We need to reexamine this

system and ensure it is also fair to average investors.

Recommendations:

This Subcommittee has worked diligently to propose new initiatives that would modernize and
streamline regulation while preserving important investor protections. Many were included in the

Financial Choice Act released late last year.

For instance, included in the Choice Act is former Chairman Scott Garrett’s venture
exchange legislation, the Main Street Growth Act. This bill would fay the foundation for
a modern market structure for early stage. high growth companies, by allowing
companies to choose a market structure that aggregates liquidity for their shares and
allows exchanges to adopt intelligent tick sizes.

Second, Nasdaq remains supportive of Rep. Sean Duffy’s proxy advisory firm
transparency legislation, the Corporate Goverpance Reform and Transparency Act, which
among other things, requires proxy advisory firms to register with the SEC, disclose any
potential conflicts of interest and be more transparent about their methodologies for
formulating proxy recommendations.

Third, we renew our call from our testimony last year that Congress allow companies of
all sizes to file for their IPO on a confidential basis and permit other types of registration
statements, besides 1POs, to be initially submitted on a confidential basis. We also
believe the testing the waters flexibility could be extended to all companies without
harming investors.

Forth, the proxy access rules can be modernized and updated.

Fifth, the corporate disclosure rules could be streamlined, and modern technology could
be utilized to bring that system and shareholder record keeping and communication into
the 21* Century.
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We have worked constructively with this Committee, the Chamber of Commerce, TechNet, the
Business Roundtable and others in the past to add to this discussion. We are engaged internally
to identify the most complete range of solutions and the full policy implications of any proposed
solution. In the near future, we plan to release our full blueprint o revitalize the public company
model and incentivize more 1POs. We will certainly share that with the Committee.

Conclusion:

Nasdaq believes that the JOBS Act was a success, but the job is not over. We look forward to
continuing our collaboration with this Subcommittee to work towards a balanced public policy
that encourages capital formation through both the private and public markets.

We remain committed to advocating policies and legislation that foster efficient markets for
investors. We support business growth for companies large and small, public and private.

Thank you again for your invitation to testify. 1 look forward to your questions and discussion
on this critical topic.
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The U.S. Chamber of Commerce is the world’s largest business federation,
representing the interests of more than 3 million businesses of all sizes, sectors, and
regions, as well as state and local chambers and industry associations. The Chamber is
dedicated to promoting, protecting, and defending America’s free enterprise system.

Mote than 96% of Chamber member companies have fewer than 100
employees, and many of the nation’s largest companies are also active members. We
are therefore cognizant not only of the challenges facing smaller businesses, but also

those facing the business community at large.

Besides representing a cross-section of the American business community with
tespect to the number of employees, major classifications of American business—e.g.,
manufacturing, retailing, services, construction, wholesalers, and finance—are
represented. The Chamber has membership in all 50 states.

The Chamber’s international reach is substantial as well. We believe that global
interdependence provides opportunities, not threats. In addition to the American
Chambers of Commetce abroad, an increasing number of our members engage in the
expott and import of both goods and services and have ongoing investment activities.
The Chamber favors strengthened international competitiveness and opposes artificial
U.S. and foreign barriers to international business.
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Chairman Huizenga, Ranking Member Maloney and members of the
Subcommittee on Capital Markets, Securities, and Investment: My name is Tom
Quaadman, executive vice president of the Center for Capital Markets
Competitiveness (“CCMC”) at the U.S. Chamber of Commerce (“Chamber”). The
Chamber is the world’s largest business federation, representing the interests of mote
than three million businesses and organizations of every size, sector, and region. I
appreciate the invitation to testify today on behalf of the businesses that the Chamber
represents.

This hearing, “The JOBS Act at Five: Examining Its Impact and Ensuring the
Competitiveness of the U.S. Capital Markets” is the latest iteration of the good work
done by this subcommittee and the full Financtal Services Committee over the last six
years to modernize securities regulation for the benefit of small and medum-sized
businesses, investors, and the U.S. capital markets. The Chamber also commends the
full committee for its markup of six bills last week, many of which will help open up
funding channels for businesses that need capital, and create opportunities for low
and middle-income Ametican families to build wealth. '

The 2012 Jumpstart our Businesses Startups (“JOBS”) Act, as described in
greatet detail below, has provided significant capital-raising opportunities for both
public and private enterprises. But beyond its specific policy impacts, the JOBS Act
has also unleashed a new and positive way of thinking about the future of securities
regulation. Indeed, since the law’s passage in 2012, we have seen this committee
move dozens of “JOBS Act 2.0” measures, and market participants ranging from
“garage start-ups” to venture capital funds to secondary market makers have
collaborated with members of Congress, securities attorneys, and others to develop
ideas for how to get capital to the businesses in our country that most need it.

But the JOBS Act was just an initial step toward bringing our nation’s secutities
laws into the 217 Century, and some of the provisions in the law (as well as
subsequent freelancing by regulators) need to be revisited if it is going to achieve its
full potential. Congress should also continue to examine the reasons for the dramatic
decline in public companies over the last two decades, and the role that corporate
governance laws and regulation have in capital formation and the incentives for
companies to go public. The Chamber is eager to continue working with Congress on
these issues and to ensure our capital markets continue to play their vital role in
promoting American entreprencurship.

1. Our Financial Regulatory Structure is in Need of Serious Reform

3
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The 2008 financial crisis and the ad-hoc legislative and regulatory response that
followed the crisis made clear that the financial regulatory system in the United States
is badly out of date and in need of serious reform. Elements of our regulatory
framework date as far back as the Civil War, and many agencies that were created in
response to a particular historical event have struggled to meet the modern needs of
an economy as dynamic as the United States. It is little wonder that instead of a
strong rebound to the 2008-2009 financial crisis—which typically occurs after a severe
financial downturn—~our economy has meandered along between one and two percent
growth over the last decade.

Action is needed to promote policies that will spur economic growth. To put
our economic potental into petspective, if our economy moved from 2% to 3%
annual growth, that would mean doubling gross domestic product (GDP) per capita
12 years faster (23 years vs. 35 years); it would also reduce our annual deficit by over
$3 trillion over the next decade. If our economy went from 2.5% growth to 3%
growth, average annual incomes would rise by $4,200 and 1.2 million jobs would be
created over the next decade. These are mere statistics, but underlying them is the
opportunity for millions of Americans to create a better life for themselves and their
families. The time to pursue pro-growth policies is now.

In September 2016, the Chamber released a reform plan entitled Revtariing the
Growth Enpine: A Phan to Reform America’s Capital Markets' (Restarting the Growth F
Plan), which has over 100 recommendations for creating a regulatory system that
embraces stability and growth. The Chamber was pleased to see that the Financial
CHOICE Act approved by the Financial Services Committee during the 114™
Congress included a number of the recommendations in the Restarting the Growth
Engine Plan, including but not limited to:

1gine

¢ Structural and managerial reforms to the Securities and Exchange Commission
(SEC), as well as streamlining SEC enforcement authorities to ensurc fair
treatment and due process during the course of investigations.

¢ Congtessional oversight of the regulatory policy functions for all financial
regulators through the approptiations process.

¢ Recognition that several provisions of the Dodd-Frank Wall Street Reform and
Consumer Protection Act, including capital, liquidity, and other requirements,

¥ http:/ /www.centerforcapitalmarkets.com/wp-content/ uploads/2013/08/Restarting-the-Growth-Engine-A-Plan-to-
Reform-Americas-Capital-Markets.pd 2548633
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ate creating a severe drag on the economy and damaging the health of the
capital markets.

¢ Structural and authority modifications to the Financial Stability Oversight
Council (FSOC), in addition to greater transparency requirements for U.S.
participants in Financial Stability Board (FSB) decisions and actions, as well as
the actions of other international standard setters and regulators that report to
the FSB.

o Repeal of the Volcker Rule, as it has created impediments for non-financial
businesses to enter the debt and equity markets. The Volcker Rule has placed
market participants operating in the U.S. at a global competitive disadvantage.

* Incorporation of several bills that passed this Committee or the full House of
Representatives during the 114% Congress. These bills would help foster
capital formation by expanding opportunities for investors and ensuring that
regulators focus on the need of small and growing businesscs.

The Chamber is especially supportive of Title X of the CHOICE Act, which
would modernize securities regulation in a manner similar to the JOBS Act. We
would also note that there were several recommendations in the Restarting the
Growth Engine Plan that were not included in the previous version of the CHOICE
Act. As the Financial Services Committee develops the latest version of the CHOICE
Act for the 115™ Congress, we look forward to collaborating with you on many of
these important issues.

2. The Decline of Public Companies in the United States and Its
Consequences

The Chamber remains very concerned about the long-term decline in the
number of public companies in the United States, a development that has endured
through varied market and political cycles. As a recent article pomted out, the United
States is now home to roughly Az the number of public companies as twenty years
ago, and we have only slightly more public companies than existed in 1982.

This is a tragic outcome for our economy, partcularly given the body of
evidence which shows that both job and revenue growth increase significantly once a

2 “America’s Roster of Public Companies is Shrinking Before our Eyes.” Wall Street Journal January 6, 2017
https:/ /www.wsj.com/articles/ americas-roster-of-public-companies-is-shrinking-before-cur-eyes-1483545879
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company goes public. For example, a 2012 study done by the Kaufmann Foundation
found that from 1996-2010; the 2,766 companies that completed an initial public
offering (“IPO”) duting that period cumulatively increased their employment by over
2.2 million jobs.” Other studies have similarly shown the 1 importance of IPOs to
employrncnt as well as revenue growth. Whatever the exact economic consequences
may be, it is indisputable that fewer public companies means less jobs, less growth,
and less opportunity for American businesses and American workers.

Beyond the impacts on job creation and economic growth, there’s also the
issue of investor protection and investor choice. Less public companies means there
are fewer opportunmm for non-accredited investors to diversify their portfolios and
invest in companies with varying business models. The public markets are the only
means by which lower and moderate income houscholds may invest in U.S. equities,
so an environment that encourages companies to go public can also help produce
downstream effects in terms of investor choice and wealth creation.

The 2011 report of the TPO Task Force—which heavily influenced the
provisions which ultimately made up Title T of the JOBS Act—noted that “the
cumulative effect of a sequence of regulatory actions, rather than one single event, lies
at the heart of the [IPO] crisis.” Then-Commissioner of the SEC Dan Gallagher said
in a 2013 speech: “With the benefit of hindsight, we see that many of the SEC s rubes. . . bave been
the progeny of a one-sige-fits-all approach mm/zted to today’s markels. . . their gffect may bave been to
create barriers for small and emersing growth companies that want lo enter the capital markets.””

The Chamber could not agree more with these sentiments, as we have long
watned that the regulatory environment faced by companies serves as a deterrent to
gomg public. To emphasize this point, the IPO Task Force report included a survey
in which 92% of public company CEOs reported that the “administrative burden of
public reporting” was a significant challenge for their company becoming public.

Despite the clear evidence that regulation was negatively impacting the ability
of companies to raise capital or undergo an IPO, the SEC for years took little action
to address the problem. It was the SEC’s neglect of their statutory mission to
“facilitate capital formation” that led Congress to intervene and pass the JOBS Actin

? Post-IPO Employment and Revenue Growth for ULS. 1POs June 1996-2010
http:/ /innovation.ucdavis.edu/people /publications / kenney-m.-patton-d.-ritter-;.-2012 -post-ipo-employment-and-
revenue-growth

4 Report of IPO Task Force hrtps:,//www,scc.gov/info/smallbus/acsec/rcbuildiﬂg_lhe_ipoﬁonqamp.pdf

* Commissioner Dan Gallagher Remarks at FIA Futures and Options Expo, November 6, 2013
https:/ /www.sec.gov/ News /Speech/Detail/Speech /1370540289361
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2012, And while the “on-ramp” provisions included in Title I of the JOBS Act have
helped increase the number of IPOs in the immediate years following passage, the
market has since cooled and many long-term issues still remain.

The Chamber would urge Congress to consider whether further exemptions
from regulations for emerging growth companies (“THGCs”) are warranted. The SEC
has estimated, for example, that the average initial regulatory cost associated with an
IPO is $2.5 million, a significant amount for 2 company that may have modest
revenues.® Congress should consider further simplifying disclosure obligations for
EGCs in a manner that does not compromise transparency and investor protection.

3. Corporate Governance and the Incentive to Go or Stay Public: An
Inextricable Link

T'o be sute, there are several factors that a company takes into consideration
when deciding whether or not to go public. These include factors that cannot-and
should not—-be controlled by policymakers, such as market conditions, competitive
pressures, and cost of capital. However, many of the hurdles to going public are self-
inflicted and include the complexity of the SEC’s disclosure regime, recent attempts
by special interests to co-opt corporate disclosures in order to advance their agendas,
and the outsized influence that proxy advisory firms have on corporate governance in
the United States.

In 2014, CCMC released a report that included a number of recommendations
which would modetnize SEC disclosutes for the benefit of both issuers and
investors.” In addition to the average of $2.5 million in regulatory costs for
undergoing an IPO, the SEC has estimated that annual compliance costs for public
companies averages $1.5 million®~again, a not-insignificant amount of money for a
company thatis focused primarily on growth. Much of this cost stems from the
SEC’s overly complex and confusing disclosure regime, which even institutional
investors have a difficult ime understanding.” Under its Disclosure Effectiveness

6 See SEC 2013 proposed rules on crowdfunding hitps:/ /www.sec.gov/rules/proposed/2013/33-9470.pdf

7 Corporate Disclosure Effectiveness: Ensuring a Balanced System that Informs and Protects Investors and Facilitates
Capital Formation https://www.uschamber.com/sites/default/ files /021083 _ceme_disclosure.pdf

8 SEC 2013 proposed rules on crowdfunding https:/ /www.sec.gov/rules/proposed /2013 /33-9470.pdf

? A 2014 study by the Rock Center for Corporate Governance at Stanford University found that only 38% of
institutional investors believe disclosures related to executive compensation are “clear and easy to understand”
https: 7/ www.gsb.stanford.edu / faculty—research/ publications /201 S-investor-survey-deconstructing-proxy-
statements-what-matters
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Initiative and recent mandates from Congress, the SEC must work to modernize
disclosures to fit the needs of today’s businesses and investors.

Mote troublingly, there has been an increased push over the last decade-led by
well-funded special interests—to use the disclosure regime in order to advance a
political ot social agenda. These efforts have included provisions in the Dodd-Frank
Act mandating immaterial disclosures such as pay ratio and conflict minerals, as well
as continued efforts to mandate political spending disclosures. To help counter this
alarming trend, the CCMC issued a report last month emphasizing the need for
policymakers to adhere to the Supreme Court-articulated materiality standard, which
has cffectively governed corporate disclosure for decades.™

Congress should outright reject any further attempts to turn the SEC into an
arbiter of political or social causes, no matter their merit. American entreprencurs
don’t want to spend years building a business and completing their dream of going
public—only to find a cottage industry of activists waiting for them once they do,
looking for ways to embagrass the company or to have it adopt their tdiosyncratic
agendas. The potential long-term damage that will be done to America’s capital
matkets if the SEC’s independence is compromised cannot be overstated.

One area that has been particulatly prone to abuse by special interests is the
shareholder proposal rules under Rule 14a-8 of the Securities Exchange Act. These
rules were originally intended to facilitate communication and collaboration between
management and shareholders to help solve matters of importance related to the
company. Instead, the outdated rules under Rule 14a-8 have devolved into a vehicle
for activists to push pet issucs which are often wholly unrelated to enhancing the
undetlying value of a company’s stock. This has been a tremendously detrimental
development for corporate governance in the United States, and only serves as
another deterrent for companies to go public.

The SEC has exacerbated the problem in recent years by creating a high level
of uncertainty in the “no-action” process that companies rely on to exclude
shareholder proposals from their proxy. The sudden decision by then-SEC Chair
Maty Jo White in January 2015 to reverse a staff decision regarding a proxy access
proposal at Whole Foods was a consequential and unfortunate moment in the long
history of Rule 142-8."" A first step towards teform would be for the SEC to

0 Essential Information: Modernizing Our Corporate Disclosure System http:/ /www.centerforcapitalmarkets.com/wp-
content/uploads/2013/08/U.S.-Chamber-Essential- Information_Materiality-Report-W_FINAL-1.pd2x48633

" Corporate Governance Coalition for Investor Value Letter to Chair White regarding Whole Foods Decision
http:/ /www.centerforcapitalmarkets.com/wp-content/uploads/2015/02/2015-2-23-Coalition-letter-to-SEC-re-
whole-foods-decision pdfZx48633
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withdraw Staff Legal Bulletin 14H (CF) which has created a great deal of uncertainty
for the market.”? The SEC could also revive a 1997 proposed rulemuaking to raise the
“resubmission thresholds” under Rule 14a-8, so that activists cannot force
sharcholders to pay for the dissemination of the same proposal in multiple years, even
if that proposal gains meager support.'”

The Chamber has long called for reform of the shareholder proposal rules
under Rule 142-8 so that they can be restored to their original intent, and shareholders
are not forced to pay so that a vocal minority may have their day in the spotlight. The
hearing held by this subcommittee in September 2016 highlighted a number of the
problems with Rule 14a-8, and helped educate Congress and the public about the vital
need for reform.” The Chamber welcomes any opportunity to work with this
committee during the 115" Congress in order to modernize these rules.

Another pressing issue is the outsized influence that proxy advisory firms have
on corporate governance in the United States. The proxy advisory industry has been
dominated by two companies—Institational Shareholder Services (“ISS”) and Glass
Lewis & Co. (“Glass Lewis”), which collectively control 97% of the proxy advice
market.”® It has been estimated that 1SS and Glass Lewis effectively “control” 38% of
the shareholder vote because if the two firms make the same proxy voting
recommendation, it moves that percentage of the vote absent a vocal campaign
against their position.'®

ISS and Glass Lewis also continue to operate with an alarming lack of
transparency and accountability, which has the effect of undermining confidence in
the system of proxy voting in the United States. These two firms have yet to take
steps to ensure that their voting recommendations are developed on clear, objective,
and empirically-based corporate governance standards to help management and
mvestors evaluate and improve governance as a means of increasing sharcholder
value. They are also riddled with conflicts of interest and internal processes that have
not kept up with other changes in the proxy system.

2 hitps:/ /www.sec.gov/interps /legal /cfslb14h.htm
15 hetps:/ /www.sec.gov/rules/proposed /34-39093 . htm

1 “Corporate Governance: Fostering a System that Promotes Capital Formation and Maximizes Shareholder Value”
Capital Markets and GSE Subcornmittee, September 21, 2016
http:// financialservices. house.gov/calendar/ eventsingle aspx?Event]D = 401019

1% There are other firms such as Egan Jones which provides 4 full array of proxy advisory services and Manifest which

provides only research. However, these firms are negligible in their market impact.

16 1SS 24.7% Glass Lewis 12.9% Source: Ertimur, Yonca, Ferrd, Fabrizio and Oesch, David, Shareholder Votes and
Proxy Advisors: Evidence from Say on Pay (February 25, 2013). 7th Annual Conference on Empirical Legal Studies
Paper.
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For these reasons, the Chamber strongly supported HLR. 5311, the “Corporate
Governance Reform and T'ransparency Act of 20167 during the 114™ Congress. This
legislation would require proxy advisory firms to register with the SEC and become
subject to a robust and entirely approptiate oversight regime. We commend
Congressman Duffy for his work on this issue, and look forward to working with him
on the legislation during this Congress.

The Chamber raises these corporate governance concerns in the context of the
JOBS Act because we strongly believe they must also be viewed as “capital
formation” issues and be addressed 1f we ate truly going to arrest the long-term
decline of public companies in the United States. The fact of the matter 1s that the
public company regulatory regime remains inhospitable for many businesses, but we
welcome the opportunity to work with Congress and the SEC to change that reality.

4. The JOBS Act in Practice
Tite I-IPO “On-Ramp”

To date, the most impactful provisions of the JOBS Act have been those
included in Tide I, which established the EGC as a new class of issuer. Title I helped
turn around what had been a motibund TPO market in the years leading up to passage
of the JOBS Act. The number of IPOs jumped to 133 in 2012 (up from 101 in 2011).
In 2013, the first full year that the JOBS Act was in place, IPO listings increased to
226, then to 291 in 2014."7 The majority of these companies filed as EGCs and took
advantage of the provisions that Title I had to offer. While the TPO market has
cooled since 2014, there is no doubt that conducting an IPO is an easier process now
than it was before the JOBS Act.

The success of Title T also holds an important lesson for Congress as it
considers additional capital formation-related legislation. Unlike many of the other
provisions in the JOBS Act, Title I became effective the minute that President Obama
signed the legislation into law. This “self-effectuating” mechanism helped avoid some
of the regulatory discretion that has gummed up other parts of the JOBS Act
(described in more detail below). As it takes steps to further modernize securities
regulations, Congress should make every effort to assert its Article I powers under the
U.S. Constitution and leave as little discretion to the SEC or other regulators as
possible.

17 “Why are more companies staying private?” Ernst & Young report at meeting of SEC Advisory Committee on Small
and Emerging Companies htips:/ /www.sec.gov/info/smallbus/acsec/ giovannetti-presentation-acsec-021517 pdf

10
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Title II-General Solicitation for Offerings under Regulation D

The private offering market under Regulation D has long been an attractive
vehicle for businesses to raise capital. In fact, the Reg. D market has grown to well
over $1 trillion as issuers find it a more cost-effective alternative than undergoing an
IPQO, and are not subject to the arbitrary caps that exist with other exemptions, such
as Regulation A.

The concept of Title II was simple: Allow private businesses to solicit
mvestments in their company to the general public, with the stipulation that those
who ultimately purchase the securities be deemed “accredited investors.” This would
allow businesses to expand their investor base outside of their geographic area and
lead to a significant increase in private investment. In July 2013, the SEC 1ssued rules
to implement Title IT and created a new “Rule 506(c)” class of offerings that allow for
general solicitation.

In practice, however, the general solicitation provisions have become needlessly
complex and uncertain, effectively putting a lid on the Reg. ID market. This is due in
no small part to some of the liberties taken by the SEC with their Title IT mandates,
many of which would add burdens on investors and issuers that are simply
unnecessary. For example, when the SEC finalized its general solicitation rules, it
concurrently issued proposed rules—uncalled for by the JOBS Act—that would impose
further restrictions on Reg. D offerings, and would impose harsh penalties on issuers
that make even minor mistakes when completing SEC forms. Although these
proposals have not been implemented, their mere existence has caused many issuers
to think twice about undergoing a 506(c) offering. Indeed, post-implementation data
shows that the 506(c) market pales in comparison to the entire Reg. D market.”®

For these reasons, the Chamber last Congress fully supported H.R. 4852, the
“Private Placement Improvement Act”, which would prohibit the SEC from acung
upon some of these ill-advised proposals. We urge the committee to take up this
legislation during this Congress, or at the very least seek assurances from the SEC that
the agency has no intention of moving forward to implement the proposals.

The Chamber also supports updating the definition of an accredited investor so
that more Americans have an opportunity to invest in private offerings. The current
definition allows only those with $1 million in net worth or $200,000 in annual
income (or $300,000 in joint income with a spouse) to be deemed accredited. In

18 https:/ /www.sec.gov/dera/staff-papers/white-papers/unregistered-offering10-2015.pdf

11



96

other words, only very wealthy people are afforded the opportunity to invest in
private offerings. These arbitrary thresholds have the effect of being both under-
inclusive and over-inclusive at the same time: They allow someone who inherited a
fortune~but has no concept of financial matkets—to invest in private offerings, but
they won’t allow someone with a Ph.DD. in economics or finance to invest if their net
worth and income happen to be below the thresholds.

This makes litde sense, and has the effect of contributing to disparities in
income and wealth across our country. And as Acting SEC Chair Michael Piwowar
recently pointed out, allowing retail investors to invest in both public and private
companies can actually have the effect of redueing sisk in their overall portfolio.”

The Chamber supports efforts to include more qualitative criteria for
determining who is an accredited investor. We support the “Fair Investment
Opportunides for Professional Experts Act,” which passed the House by a vote of
347-8 during the 114™ Congress, and urge the committee to take the legislation up
again this year.

Title ITE: Crowdfunding

While companies or individuals have “crowdfunded” monetary contributions
from a large number of people for years, the JOBS Act provided-for the first time—
the legal framework for equity crowdfunding under the federal securities laws. But
much like general solicitation, what began as a simple and promising concept looked
completely different once it had gone through the legislative process.

Ever since the passage of the JOBS Act, the Chamber has been concerned that
the final provisions of Title 11T would limit the potential of crowdfunding in the
United States. Indeed, recent data from the SEC indicate that since the crowdfunding
rules went “live” in May of 2016, 163 crowdfunding deals have been initiated, and
only $10 million of funding has actually been raised.™

It is very possible some of what is contributing to these muted statistics are the
growing pains related to new rules as issuers struggle to understand—or even be
informed-about what the rules are and how they can use crowdfunding in practice.
However, the paternalistic view of American investors portrayed by Tide 111 (and

¥ “Remembering the Forgotten Investor” Speech by Acting Chairman Michael S. Piwowar February 24, 2017
hitps:/ /www.sec.gov/news/speech/piwowar-remembering-the-forgotten-investor.html

20 “UJ.S. securities-based crowdfunding under Title TTT of the JOBS Act” SEC Division of Economic Risk and Analysis
https:/ /www.sec.gov/dera/stafl-papers /white-papers/RegCIF_WhitePaper.pdf
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subsequent SEC rules)~with arbitrary limitations on how much be raised and the
amount an individual can invest—has no doubt dampened the utility of undergoing a
crowdfunding offering. The legal landmines that exist for issucrs and crowdfunding
portals also present serious challenges.

In order to “fix” Title 1T and make these rules wotkable for businesses and
their investors, the Chamber is fully supportive of Congressman McHenry’s aptly
named “Fix Crowdfunding Act” (FLR. 4855 in the 114" Congress) and urges the
committee to take up similar legislation this Congress. We are also fully supportive of
Congressman Emmer’s “Micro Offering Safe Harbor Act” (HLR. 4850, 114®
Congress) which would provide a safe harbor for small businesses that are looking to
raisc very small amounts of capital.

Title IV: Modernization of Regulation A

Regulation A is an exemption that has long existed in securities regulation for
issuers that may be secking public financing, but are not prepared to undergo the full
costs of an [PO. However, prior to the JOBS Act, the eligibility criteria under
Regulation A had not been updated since 1992, rendering the exemption useless for
the vast majotity of companies that would otherwise be interested in using it. A 2012
GAO report found that the low offering threshold (85 million and under), as well as a
contlicting maze of state “blue sky” laws contributed to the unpopularity of
Regulation A

Title TV sought to address this by raising the offering threshold from $5 million
to $50 million, and directing the SEC to implement rules that would ultimately
address some of the blue sky issues. The SEC’s final rules—which became effective in
June 2015-establish two tiers for new “Regulation A+ offerings. Tier I offerings
may not exceed $20 million and are required to meet state registrations requirements;
Tier I offerings may not exceed $50 million, ate exempt from blue sky requirements,
but are still subject to both auditing and ongoing reporting requirements.

As of October 31, 2016, approximately 81 offerings—seeking up to $1.5 billion
in financing-had been deemed “qualified” by the SEC. Approximately $190 million
had actually been raised using the new rules, with Tier 2 offerings being more
common than Tier 1. Notably, the vast majority of Reg. A+ offerings were direct

2 “Factors That May Affect Trends in Regulation A Offerings” Government Accountability Office July 3, 2012
hetp:/ /www.gao.gov/assets /600/592113 pdf
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offerings made by the issuers to the public, with only 18% of offerings involving an
underwriter.”

While Regulation A has become exponentially more popular than it has been in
the past, Congtess should monitor its progress and examine whether furthers steps
are necessary to ensute that Title IV reaches its full potential.

Congress and the SEC should also consider whether the secondary trading
environment for Reg. A+ companies is appropriate given the characteristics of the
companies that use Reg. A+ and their differences with large, established public
companies. One concept worth further exploring is the idea of “venture exchanges”,
which could be specifically tailored to support the secondary market trading of Reg.
A+ issuers, EGCs, and even possibly companies that are currently listed on a national
securities exchange.

The Financial Services Committee passed H.R. 4868, the “Main Street Growth
Act” last year, an innovative and positive bill which we believe could provide healthy
competition with existing systems, such as the Over the Counter (“OTC”) markets
and Alternative Trading Systems (“ATS”). The overall goal should be to increase
liquidity, research coverage, and efficiency in the secondary market for small public
companies, and we welcome opportunities to work with Members particular ideas
moving forward.

5. Exploring Further Ways to Facilitate Capital Formation

In addition to necessaty fixes to the JOBS Act, 2017 presents a great
opportunity for both Congress and the SEC to advance bold capital formation
agenda. As mentioned previously, the Chamber fully supports many of the capital
formation-related provisions included in Title X of the Financial CHOTICE Act,
including:

e Allowing mergers and acquisitions brokers to electronically register with the
SEC and not be subject to the full requirements for registration imposed upon
a full-service broker, provided that sach M&A brokers limit their activities to
transactions involving an “eligibly privately held company”;

s Exempting small issuers and EGCs from the requirement that they file their
financial information in XBRL format;

2 “Regulation A+: What Do We Know So Far?” SEC Division of Economic and Risk Analysis
https:/ /www.sec.gov/ dera/ staff-papers/white-papers/ Knyazeva_RegulationA-.pdf
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e Expanded eligibility for use of Form S-3 so that more companies can take
advantage of “short-form” registration;

o Modernizing the regulatory environment for business development companies
(BDCs) which have become an even more important source of capital for small
and medium-sized businesses in the wake of the Dodd-Frank Act;

e Clarifying the definition of an angel investor group for purposes of general
solicitation under Title II of the JOBS Act.

The newly created Office of the Advocate for Small Business Capital
Formation at the SEC also presents an opportunity for the SEC to re-focus on its
statutory mandate to “facilitate capital formation,” a mandate that the SEC has all too
often neglected. The Office will help provide a permanent voice for small business at
the SEC, and will serve as an important conduit between companics looking to raise
capital and the Chair of the SEC who sets the agenda.

6. Conclusion

The Chamber views the continued efforts of this subcommittee as an
important factot in providing the diverse capital structure our frec enterprise system
needs and to allow for the dynamic changes that make our economy and our capital
markets the envy of the world. We believe that the next few years present Congress,
the SEC, and the private sector with a golden opportunity to achieve great victories
for American businesses and investors, and we stand ready to assist in any way we
can.
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INTRODUCTION AND PRINCIPAL RECOMMENDATIONS

Al A
services industry, and the time has ¢

cars have 2 vested Intavest in strengthening Ameries’s financial

sroe to rally suppert for this effert”

1.5, capital markets are the lifeblocd of cur sconamy.”

Qver the past two decades, markets have corporations, ing
firms, investment banking firms, law firms and new stock sxchanges—all have hecome

internationafized. Yet, the U5, regulatory structure is deeply rooted in the reforms put In
phace in the 19305, » peried that is closer in tme to the Tivil Wor than it is to today”
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the most efficient, transparent and attractive o the world, The @
s 3

Of course, a crisis did arise—as did a massive legislative and regulatory response—but
those prescient words are truer today than they were in 2007. The challenges of 2007
still remain, but they have become more complex. New challenges have arisen as well.

Since the 2008 financial crisis erupted, the United States has seen a massive response fo
promote financial stability—the passage of the Emergency Economic Stabilization Act of
2008 and the Dodd-Frank Wall Sireet Reform and Consumer Protection Act (“Dodd-Frank
Act” or “Dodd-Frank™) and the development and implementation of Basel I, to name a few.
A massive new layer of regulation was added in the hopes of making our financial system
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more stable, but it has constrained credit and sapped liquidity from our capital markets. This
has impacted the businesses that rely on our capital markets for funds. Are the generators of
growth and jobs—American businesses—mote empowered now? Sadly, the answer is “no.”
Regulators have more regulatory powers than ever and engage in a micromanagement-
style of oversight, but they are unable—or unwilling—to consider the implications of
their actions on the markets they reguiate.

This has resuited in policies that have led to more inefficient markets that are a drag
rather than a boost for the economy. Today, corporate treasurers must deal with less
liquid and more inefficient markets. Since 1996, the number of public companies

has decreased by 50%. Economists are confounded by low productivity, and while
unemployment rates have dropped, labor participation has hit all-time lows. All of this is
happening while economic growth seems stuck at 2%—a growth rate sufficient to stave
off a recession, but not sufficient to provide Americans with the level of prosperity they
expect or can pass on fo the next generation.

While the responses to the financial crisis did address some of the root causes of the crisis,
many were left unaddressed. The 1930s regulatory system remains in place with layers
added to it. Regulators were not provided with the fools to keep up with dynamic, evolving
global capital markets. New agencies and rules were created, but obsolescence was never
addressed. There is a troubling pattern of systemic risk oversight and consumer protection
enforcement that “end-runs” the transparency, efficiency, and quality controls of the
Administrative Procedures Act (“APA”). Rulemaking,
in some areas, became more opaque and disregarded
the very real, adverse consequences that new rules
sometimes heap upon the economy. Tools needed

for smart regulation are often ignored. Rather

than ensuring an even playing field that promotes
competition, regulation has become a game of “gotcha” designed more to address
governmental reputational risk rather than enforcing the law in a fair and balanced way.

Yet the picture is not all doom and gloom.

The American economy remains the most resifient and nimble in the world and rewards
prudent risk takers. We have seen new markets and companies grow and thrive even

in these tough times. The American economy is still growing, while many economies
around the world are in a recession. Unfortunately, the tepid growth is occurring in spite
of, rather than due to, the regulatory structures currently in place.
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it is imperative that we make progress now-—with an increasingly global economy,
businesses must have the ability to compete and our regulators must be able to
coordinate with their counterparts.

The issue facing the next administration—regardless of parly affiliation—Iis this: how fo
ensure that the United States has the modern financial regulatory system needed so that
fair and efficient capital markets can provide the resources for businesses to compete
and for consumers to have affordable, accessible,
and fair financial products that they need.

The halimarks of the U.S. financial system have
been diversity, competition, and innovation. This
dynamic system has benefited businesses and investors alike. We need an efficient
nonbank financial sector to coincide with a stable banking system. Safety and
soundness must be paramount, but innovation and growth must also be encouraged.
The next administration has the opportunity to fix the mistakes of the past and address
the structural shortfalls that may limit the future horizons of growth. The right solutions
will allow resources to be deployed in the manner needed to achieve the rates of growth
and job creation we expect.
We believe that the focus for the next administration should be on the following subject areas:
* Regulatory reform of agencies to promote efficient capital markets;
* International coordination and process;

s Systemic risk monitoring and management to fit the circumstances and
business model;

* Retirement security to provide investors with transparency, options, and cerlainty;

« Financial reporting and corporate governance modernization to meet the needs
of businesses and their investors;

«  Capital formation and Financial Technology (“FinTech™), fostering innovation and growth;
« Litigation reform and restoring due process; and

* Consumer protection.
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With this agenda for the next administration, we provide some answers and suggestions
for the executive and legislative branches and regulatory agencies, both domestic and
global. While we do not expect to have all the answers, we think it is important to have
a debate of ideas, instead of competing sound bites, so we can make 2017 the year of
progress rather than another year of plodding along.

PRINCIPAL RECOMMENDATIONS:
= Create é Presidential Commissior} on Financial Qegulatofy Res‘tmtmring;

+ Reform and place the regulatory processes of the Federal Reserve
. and other banking reguiators or& par.with other agencies; :

< Reconstitute the Financial Stabt ity Board through a treaty to create transparent
‘and accountable regulatory and designation Processes,

« - iModernize rule writing thmugh srhianced econormic anaiysts and examendtxon of
; ex:stmg regulations before creatmg new vnes;

S Reform the Fmancqal Stability Overs:ght Couneil and cfamcy use of system:c nsk
des;gnataons and reguiatron,

L Provide rehet for small, medidr and regional banks from ephanded regulations
and systemic risk regula ations‘and tailor systemic risk regulation to the monbark
business model;

N Conduct a study of major regulatory nitiatives for cumu!ative‘i‘mp‘acis anall ﬁnar{ciai
institutions, ther customers and ecénomic growth;

7 Restructure the Consumer Financial Protechon Bureawinto'a comm\ss:on and place
it under congressional oversight through approprsatxom

« - Congress should create a speudl bs camera! committes to study the Finfech
landseape and its poixcy recommendations;

« " Repeal the Departinent of L'abor’s Fiduclary Duty Rufe and replaceiit:
“witha Security and Exchisnge Cpmnnssmn (SEC) uniform fiduciary standard rile;
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‘Creaté a Finankial Rkeporting[:ar‘umkm id‘entify and address emerging financial e
reporting issues; : T : : i

Reforrvcorporate governance 158 rules and irodertive shareﬁofder‘k
- resubmission thresholds; ; : : ;

: Ct}ng‘rjess;andk the SEC sﬁobfdi creats fair dus progess by creating righ‘ti of
: right of remaoval m épmplex cases; and preservation of right to jury triatiand

& paékég:e;
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STRUCTURAL REGULATORY REFORM

Presidential Commission on Financial Regulatory Restructuring

Throughout U.S. history, the common response to a financial crisis has been the
creation of new agencies to address the real or perceived underlying causes of the
emergency. This has led to a patchwork regulatory system where agency jurisdictions
overtap, turf battles are common, and regulatory dead-zones lead fo insufficient
oversight. This patchwork system was a problem before the 2007-2008 financial crisis
and may have contributed to the crisis.

The response to the 2007-2008 financial crisis exacerbated these problems and led to
the rise of new agencies instead of regulatory streamlining. Since 2008, we have seen
the creation of the Financial Stability Board (FSB), the Financial Stability Oversight
Council (FSOQC), the Office of Financial Research {OFR), the Federal Insurance Office
(F10), and the Consumer Financial Protection Bureau (CFPB). Existing agencies such
as the Federal Reserve Board ("Federal Reserve™}, the Federal Deposit Insurance
Corporation {FDIC), and the Commodities Futures and Trading Commission (CFTC) have
seen an expansive increase in their powers as well.

For instance, both the CFTC and SEC regulate derivatives, and the FIO, Federal Reserve,
and state regulatory bodies oversee insurance, yet no single regulator oversees FinTech.

The next administration should create a pathway to streamlining the U.S. regulatory
structure to minimize conflicts and ensure appropriate oversight and regulation needed
for vibrant capital markets. No regulatory

issue has proved as difficult as the actual
restructuring of our regulatory system. The
current overlapping and redundant framework
stands as testament to a history of ad hoc
responses to crises dating back to the financing
of the Civil War. Various efforts have been
made to address our regulatory collage, to no
avail. The Chamber believes that regulatory
restructuring can be a truly bipartisan accomplishment if sufficient pofitical capital

is dedicated to launching an effort. Any restructuring must encourage safety and
soundness of the financial system, as well as policies to foster innovation and growth.
Too often, these have been treated as mutually exclusive goals, but the truth is that one
cannot be achieved without the other.

AFINANCINGGROWTH



110

In past administrations, the Treasury Department has prepared reports on how to restructure
America’s financial regulatory architecture. We believe that the incoming administration
should make this policy a priority and put the clout of the Oval Office behind it.
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Modern Rulemaking

The current financial services regulatory system is unwieldy and overlapping, and at times
operates inconsistently with the principles of transparency, accountability, and effectiveness
embodied in the APA and the bipartisan Executive Orders on regulatory reform.

What follows is not a critique of the substance of any particular reguiation; rather, these
proposals address unnecessary burdens that result from duplicative oversight and
redundant responsibilities and rulemaking processes that are unnecessarily opaque and
unaccountable. Bipartisan agreement on policy may be difficult; agreeing on processes
that ensure transparent, fair, and effective rulemaking should not be.

Improve the rulemaking process to promote effective and efficient rulemaking

In 1981, President Reagan issued Executive Order no. 12291, requiring cabinet-level
departments and regulatory agencies to engage in broad-based cost/benefit reviews

of regulation. In 1993, President Clinton revoked EO 12291 and issued iis successor,
EQ 12866, EO 12866, along with the supporting Office of Management and Budget
(OMB) Circular A-4, remains in effect today. The logic of the reviews required by these
EQs is self-evident—when regulation is necessary to address some market dysfunction,
corrective actions should take the least invasive form possible. Any economic regulation
entails some drag. Regulators should make sure that the regulatory objective is met
with as little drag as possible. Clearly, the logic of such analyses applies to financial
regulatory agencies’ rulemaking no less than to Cabinet agency rules.

Unfortunately, these EOs do not apply to independent regulatory agencies, including
the SEC, CFTC, or the federal banking agencies (the Office of the Comptroller of the
Currency {OCC), as an office within Treasury, was subject to these orders; the Dodd-
Frank Act re-designated the OCC as an independent regulatory agency in order to
remove it from the review process). While financial regulatory agencies have been
encouraged to undertake economic analyses like those mandated by £EO 12866,

they have not shown a great appetite for doing so. Nor have they directed sufficient
resources toward complying with the cost/benefit analyses that are required under their
organic statutes (absent compulsion by federal courts to do so).

FRINANCINGGROWTH
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Consolidate data collection with other regulators

Many financial institutions are subject to examination by multiple federal and state
regulators. While some of these regulators focus on different functions and their
examinations look at different business lines, there is tremendous overlap of regulatory
responsibility, particularly with respect to depository institutions. Regulatory overlap
results in redundant, expensive, and time-consuming supervisory visits. It can also result
in conflicting directions from different regulators.

The Federal Financial Institutions Council has worked to improve the coordination of
on-site examinations and should be encouraged to continue to constantly improve
coordination. Regulators should also be mindful of the burden imposed by data
requests. Institutions receive multiple requests for data and records from muitipie
agencies—often the same data but in different formats.

Require memorandums of understanding {(MOUs) among functional regulators

Just as banks and nonbanks find themselves subject to examinations from muitiple
agencies, they are also subject to an increasingly complicated web of regulation across
the government. Often, regulatory agencies
with different goals send conflicting signals
to companies, making gocd-faith compliance
a challenge. Systematic, front-end regulatory
coordination would ensure a consistent
regulatory approach, help avoid conflicting
regulatory mandates, and avoid unnecessary and unintended market disruption.
Regulators should be mindful of the need to continue their work in this area.
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Federal Reserve Reform

The Federal Reserve has four important functions: it is the central bank of the United
States charged with setting monetary policy, it is the supervisory regulator for bank
holding companies and banks that are members of the Federal Reserve System, it is
the supervisory and prudential regulator of systemically important banks and nonbank
financial institutions, and it is one of the primary interfocutors for international financial
regulatory bodies, including the FSB and the Bank for International Settlements (BIS).

The Chamber has and will continue to strongly support the Federal Reserve’s independence
in setting monetary policy. Current recommendations to dictate monetary policy from
Capitol Hill not only are dangerous and unnecessary, but also fail to recognize how
political pressure in the 1970s led to stagflation. Over the past several years, the Federal
Reserve has taken steps fo give the public more insight into its monetary policy decisions
after the fact, but some lawmakers are proposing to go much further, by imposing front-
end conditions, formulas, or limitations on the Federal Reserve’s ability to manage the
money supply. While it is appropriate that Congress has set the broad objectives of U.S.
monetary policy—full employment and stable prices—managing to these goals requires
very strong analytical expertise, a long-term view,
and flexibility, all of which argue for the Fed
maintaining its unique independence in this area.

However, the Federal Reserve in its role as a
supervisor of the banking system, and as the
systemic risk regulator, should have to abide by the same basic principles as other
regulators—transparency, accountability, and due process in writing rules. The Chamber
strongly believes that all regulators must be fully transparent in their deliberations

and decision-making, and invite and address public input as part of the policymaking
process. And the Federal Reserve should be no exception. The Federal Reserve's role

as a regulator in the financial sector, both domestically and internationally, makes
transparency and process important, as its rules not only affect the financial institutions
it regulates, but also directly impact Main Street businesses. Those Main Street
businesses have seen a reduction in access to capital and liquidity. The Federal Reserve
needs to take into account factors such as competition and growth as well as financial
stability when writing rules. We therefore support both structural and process changes
that will make the Federal Reserve a more transparent and accountable reguiator.

These reforms will ensure that the Federal Reserve can continue to identify and address
systemic risk, but in a more targeted, coordinated way that more carefully considers
the individual and collective impacts on Main Street companies and the economy as
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a whole. Some of these recommendations will require legislation, but the Fed may
unilaterally implement many of these recommendations.

These principles for reform are centered on the Federal Reserve because of the broad
new powers granted under the Dodd-Frank Act and its central role in the increasingly
important FSB. We believe that many of the recommendations listed below could be

adopted by the FDIC and OCC as well.

 RECOMMENDATIONS:

CREATE A TRANSPARENT STRATEGIC REGULA
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SEC Reform

During the past 10 years, the Chamber has undertaken a series of reports on the SEC,
its regulatory policies and practices, and its relationship to capital markets and capital
formation in the United States. These reports have taken a constructive approach,
providing recommendations on how the SEC can better achieve its tripartite mission—
protecting investors, ensuring fair and orderly markets, and facilitating capital formation.
While the SEC has taken a number of steps that address specific recommendations
from these reports, there is much more that could be done. Rather than restate the
analysis contained in these reports, we have extracted several recommendations that we
believe should be priorities for the next administration.

Revamp the diverse ways the SEC interprets and applies its rules

While rulemaking is the foundation of SEC regulatory policy, it is augmented by a wide
range of other instruments used to interpret and apply statutory and regulatory policies.
Policy interpretations and applications are often found in SEC interpretive reieases,
exemptive orders, no-action letters, frequently asked questions (“FAQs”), speeches by
commissioners and senior staff, and, of course, settled enforcement orders and releases.
The continued use of this disparate array of policy pronouncements, some of which

are carefully negotiated by a single party or intended to apply to a single transaction,
imposes a substantial burden on regulated persons.

The Chamber studies have proposed several recommendations on how the SEC could

regularize these policy statements and provide clear guidance to the financial industry,
financial markets, and investors.

RECOMMENDATIONS:

|+ INCREASE THE ROLE OF COMMISSIONERS
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Refocus the SEC’s role in promoting capital formation, innovation, and market efficiency

The U.S. capital markets and America’s investors reap substantial benefits when new
investment products and services are developed. The days when an individual saved
through a savings account, invested by buying individual stocks from a broker, and
retired with a defined benefit pension offered by an employer are largely over. Today,
the typical American often saves in a money market fund, invests in mutual funds, and
prepares for retirement by investing in an individual retirement account, a 401(k} plan,
or an employer-sponsored defined contribution program.

Investment vehicles such as money market funds and exchange-traded funds are
examples of beneficial innovation that rely on SEC regulatory relief. Because of the
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substantial benefits that resuft from these innovations, an effective regulatory process
that fulfills its legal obligations and applies sound and prudent judgment in exercising
discretion should also appreciate and reflect the substantial benefits of timely action to
promote responsible innovation.

The SEC possesses broad statutory authority under the Investment Company Act of
1940 to exempt specified collective investment products from specific requirements of
the act. This authority has been the vehicle for profound changes in the mutual fund
industry. Because of the progressive use of this authority, investors have been provided
with a wide range of highly successful investment products, such as variable annuities,
money market funds, multiple classes of mutual funds, funds of funds, and exchange-
traded funds. Notwithstanding the successful creation of these new products, the
exemptive application process for a new product can be expensive and time-consuming.
For example, SEC approval of the first exchange-traded fund took more than four years.

The Chamber has in the past recommended the creation of an optional alternative
process that would provide expedited approval of a new investment company product or
a new exchange-traded product on a conditional or time-limited basis. A conditional order
would have to be structured to provide the applicant with sufficient time so that it could
justify the time and expense required to develop a new product, market it, and operate
it profitably. Furthermore, the conditionality of the order would have to be structured
and limited sufficiently so that an applicant could assess realistically the likelihood of
permanent approval and the requirements that would have to be met to obtain final
approval. Conversely, the SEC would have to be comfortable that it retains sufficient
authority under the order to take necessary regulatory action in the event that the
product or service fails to provide the necessary investor protections required by the law.

C RECOMMENDATION:
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INTER FOR-CAPITAL MARKETS
COMPETITIVENESS, ~

Reorganize the SEC and its management structure

During the past decade, the breadth and complexity of the capital markets regulatory
landscape has grown. The SEC’s legal authority has expanded substantially. The size of
the SEC staff has grown by roughly 33% since the turn of the century, and the agency
strongly believes that it is still understaffed. The agency has also begun to recognize
that to be effective it requires a staff that is composed of more than just lawyers. Today,
the development of effective regulatory policy requires staff with firsthand knowledge of
the markets, economics, financial risk calculation and management, and accounting.

The SEC is long overdue for a careful reorganization. s current structure is complicated,
confusing, and inefficient. Even after the reconsolidation of the Executive Director and
Chief Operating Officer's offices into a single unit that oversees the five administrative
support offices, there are still nearly two dozen divisions and offices that report

directly to the chairman and an additional 11 regional offices that report to the
chairman for certain purposes and jointly to the directors of enforcement and the

Office of Compliance, Inspections, and Examinations for
other purposes. No organization's chief executive should be
burdened with so many direct reports.

The chairman of the SEC has too many demands on his or

her time. One person cannot be responsible for supervising an agency of 4,000 with a
budget of more than $1 billion and simultaneously vote as one member of a collegial
body on every enforcement action, rule proposal and rule adoption, and disciplinary
opinion—while also serving as the public face of the agency, giving numerous public
speeches, testifying before Congress, and, post Dodd-Frank, participating as a voting
member of the FSOC.

The organizational structure of the SEC is not just confusing. It is also antiquated, built
on a functional regulation model that was created to mirror the clear separations in the
capital markets of the 1970s. These clear separations are now a relic of the past. The
dual problems of a convoluted reporting structure and a functional regulation model that
ne longer comports with the regulated industries have directly contributed to the SEC's
operational challenge. Frequently, new products and new business modeis do not easily
fit into the old regulatory structures. When the divisions compete to protect their turf,
decisions are delayed and innovation is stifled.

The reorganization of the SEC is decades overdue.




123

positd

onshatild be

i develvga compriel

 REALIGH DIVISIONS: The Divisian of Trading sl

“of trveste Manas

Should e assigned to these new divisions:




124




125

INTERNATIONAL COORDINATION AND PROCESS

One of the major difficulties of the financial crisis was the failure of adequate cross-
border cooperation. Perhaps the biggest change in capital markets regulation since the
crisis was the enhanced Group of Twenty (G20) consultation and the rise of the FSB. The
FSB has taken a lead role in developing policies, based upon G20 communiques, for
domestic regulators to implement. The FSB is not a treaty organization, and the FSB's
pronouncements are not legally binding on the United States or any other member state.
The track record of the G20 members in implementing FSB proposals varies wildly and, as
result, we continue to see discordant regulation. This dynamic is not confined to the FSB.
For instance, European banking regulators
view the Basel 1il capital rules as a ceiling,
while U.S. regulators view them as a floor.

No one denies the need for international
dialogue and coordination. However,
international directives can be used for back-
door regulation; that is, to formulate policy (behind closed doors) that U.S. regulators then are
“compelled” to implement. The Federal Reserve has a central role in the FSB, BIS, and BCBS.
Through these organizations, the Federal Reserve creates its own legal rationale for some of
the rules it writes, without the procedural safeguards or quality controls built into the APA.
These shortcomings are akin to the shortcomings surrounding the FSOC and its processes.

When policy can be formulated behind closed doors, and without public input that
regulators are obligated to address, the end result will be rules that the public will view
with suspicion, and that may be unnecessarily complex, burdensome, or unfeasible.

Financial Stability Board

The G20 established the FSB at its 2009 summit, to succeed the Financial Stability
Forum. According to its website, the FSB:

(Wlorking through its members, seeks to strengthen financial systems
and increase the stability of international financial markets, The policies
developed in the pursuit of this agenda are implemented by jurisdictions
and national authorities.

The FSB was established to assess potential sources of systemic risk, make proposals as to
how to best address these risks, and encourage coordinated responses to such threats and
mermber country implementation of proposed regulatory schemes to address identified risks.
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SOMPETIT

The FSB has been a driver of global regulatory policy. However, Congress has not
authorized U.S. participation in the FSB by treaty (which requires approval by a two-thirds
vote of the Senate) or by Congressional-Executive agreement (which requires a majority
vote of both the House and the Senate). This has been done for major trade agreements,
such as the North American Free Trade Agreement. FSB pronouncements do not have
the force of law. This is why, unlike the United States, some other G20 members have
declined to vigorously implement these pronouncements, resulting in a lack of giobal
coordination and competitive disadvantage to U.S. firms. Again, the FSB is not a treaty
organization and lacks the power to ensure uniform implementation of its directives.

To the extent that U.S. regulators treat FSB pronouncements as legally binding, it raises
separation-of-powers concerns, and heightens concerns regarding the opaque process
that the FSB uses to formulate policy.

In 2012, the G20 formalized the FSB structure on what the FSB describes as “an
enduring organisationat {sicl basis.” Unfortunately, the G20 established the FSB with

a governance structure that puts a low priority on transparency. Article 3 of the FSB
Charter states that the “FSB should have a structured process for public consultation on
policy proposals” [emphasis added]. Nevertheless, the FSB Procedural Guidelines put a
priority on confidentiality and provide complete discretion regarding public consultations.

As its name indicates, the focus of FSB directives has been global financial stability.
While financial stability is a goal we all share, it should not be forgotten that stability
comes at a price, and regulatory efforts in this regard need fo be fine-tuned through a
strong, inclusive regulatory review process. It should be recognized that the FSB has the
ability to initiate regulation that could severely constrict economic growth. This is why
the FSB's opaque deliberations are so problematic.

But how can we be certain that the FSB considers alternative approaches, or adopts
the best possible approach to ensure stability? In the United States we have dealt with
this dilemma through transparency, encouraging public input and holding regulators
accountable. Because of its important mission and its ramifications on growth, the
FSB’s proposals should always be tested through public comment. Passing this test will
help to ward off detractors when the proposals are implemented at the national level,
and help to support the final implementing rules.
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International Policy Organizations

The Chamber believes domestic regulators should provide Congress and the public at large
more meaningful notice and disclosure regarding international regulatory negotiations. This
will provide for a better understanding of U.S. positions and provide for more meaningful
input when domestic implementing rules are developed. Regulators will also benefit from
moare informed commentary providing for better rules and more efficient oversight.
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SYSTEMICRISK

The 2007-2008 financial crisis exposed the inability of financial regulators to identify,
regulate, and mitigate systemic risk. Cross-border coordination among regulators was
also difficult at best. Domestically and globally, regulators were granted new powers to
monitor and handle systemic risk. Despite these efforts, problems remain and the tools
to regulate systemic risk are primarily bank-centric and are not tailored to the varying
business models of nonbank financial companies. The rule-writing apparatus for systemic
risk regulation is opaque, and the rules are, at times, cumbersome. We believe that
cross-border issues and systemic risk can be handled in an open and flexible manner to
allow for reasonable risk-taking and oversight to provide businesses and their investors
with certainty. This agenda provides reforms to these systems to increase transparency
and effectiveness through a balanced approach of stability and pro-growth policies.

Financial Stability Oversight Council

The Dodd-Frank Act has fundamentally changed the regulatory landscape. Clearly,
regulators did not appreciate the confluence of events that caused the financial crisis,
nor did they take action to prevent it. Dodd-Frank tried to create an early warning
system for detecting sources of systemic risk, as well as a means of regulating firms or
activities that could be a source of systemic risk. This was done by creating yet another
regulatory layer in the form of the FSOC and the OFR. Unfortunately, the FSOC has
relied on the same regulatory platform that failed to foresee the last financial crisis,
while it is unclear how the OFR, which was established to assist the FSOC in its effort
to “look over the horizon” for systemic risk, has performed. Much of the OFR's work,
however, has been done though a bank-centric lens, for which it was roundly criticized
in its asset management study.

This new system has serious deficiencies.

First, the FSOC is not transparent or accountable for its actions and lacks procedural
protections associated with APA rulemakings.

Second, the FSOC is flawed in its design. In the case of regulators with a board
structure, the FSOC member is the head of the agency rather than the board, thereby
preventing the articulation of diverse viewpoints. The FSOC's makeup includes many
regulators with no institutional expertise with systemically significant institutions or
activities. The FSOC's member voting powers ensure that the Treasury Department
controls the apparatus while the Federal Reserve controls its workflows.

()
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The FSOC makes determinations, but does not have the legal authority to promulgate
rules, 1t is tasked with a forward-locking mandate intended to prevent future financial
crises. 1t selects individual companies for special, onerous Federal Reserve oversight,
even though the Federal Reserve has experience only with banking regulation. The
FSOC also can change the landscape of financial services by recommending that certain
activities receive special oversight. The FSOC can order highly disruptive regulation that
impacts the provision of financial services and the businesses that depend on those
services, Yet the FSOC’s decision-making is opaque, and public comment is not sought.
More transparency would help the FSOC avoid the pitfalls of “groupthink” and policy
tunnet vision to which any organization can fall victim.

Companies that are designated for systemic risk regulation are not given an opportunity
to engage the FSOC until the decision to designate is, as a practical matter, made. A
designee has scant opportunity to argue its case before the FSOC, and the grounds for
an appeal of the designation are very limited. Given the compliance expense associated
with designation and the resulting competitive impact, this is fundamentally unfair and
also unnecessary. Some companies would willingly divest of risky assets or withdraw from
certain business lines to avoid designation. The FSOC process does not afford a designee
this opportunity until the decision has been made to move forward with a designation.
The FSOC needs to establish a formal “off-ramp” process for designated companies that
restructure to have their designation removed. Moreover, giving companies an opportunity
to “de-risk” would further the FSOC goal of mitigating potential systemic risk.
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Systemic Risk Considerations

Dodd-Frank extended the Federal Reserve's regulatory reach to certain FSOC-
designated nonbank financial companies. To be designated, the statute requires that a
company be “predominantly engaged in financial activities." Congress did not want to
cast the net too wide—they realized that an expansive reading of this term would open
the door to regulate just about any company. With this in mind, the Senate adopted,
and the conference committee endorsed, language in paragraph 102(a)(6) of Dodd-
Frank that tightly defined “predominantly engaged in financial activities.” Only activities
that are “financial in nature” as such term is defined in subsection 4(k) of the Bank
Holding Company Act constitute financial activities for the purpose of paragraph 102(a)
(6). Despite this, the Federal Reserve in its implementing regulations used the clear
statutory limitations of Dodd-Frank as little more than rough guideposts, and expanded
the universe of financial activities that could determine that the predominance test had
been met. This is willful avoidance of a clear statutory mandate.

For example, under a plain reading of Dodd-Frank, certain asset managers, such as
mutual funds, would not be subject to the designation process. However, the FSOC
and FSB have moved forward with the consideration of such entities for potential
SIF1 designation even though their activities do not fall within the parameters of the
predominantly engaged test.

. RECOMMENDATION:
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Tailored Reguiation

A common complaint regarding Dodd-Frank and other initiatives is that they take a one-size~
fits-all approach to financial institutions of differing sizes. This creates regulatory mismatches
and regressive compliance costs. While regulators often have discretion to tailor certain
mandates, regulators have resisted using such authority. This reluctance is unfortunate since
the law uses asset size as an imprecise proxy for complexity or systemic significance. Because
of this, many banks that are not systemically significant are required to comply with regulations
intended for institutions that are. And compliance is not cheap—for instance, the Federal
Reserve's 2015 proposal to require banks over $50 billion to maintain a minimum amount of
unsecured fong-term debt comes with a $1.5 billion price tag. Other provisions, like the Volcker
rule, prohibit activities that are so hard to delineate, banks are forced to demonstrate that
their trading activities are not “proprietary trading”; in other words, they must prove a negative.
Furthermore, the application of bank-centric tools upon nonbank financial models ignores
stark differences in business models that grew out of different solvency regimes.

In short, regulatory oversight must be nuanced and appropriate to the risk profile of a
given industry, activity, or firm. Additionally, a balance must be struck between stability

and economic growth in rulemaking; when rules are applied in a manner that does not
promote stability, there is nothing but unnecessary drag on economic growth.

RECOMMENDATIONS:
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Small Bank Relief

The Dodd-Frank Act creates rigid thresholds that, once crossed, place a bank under
enhanced regulations. Many of those banks are regional or even large community banks,
and enhanced regulations harm their ability to execute their unique role in the American
economy—providing liquidity and financing to Main Street businesses. Because of their
smaller geographic footprint, lack of interconnectedness, and business models, these
banks are not systemically risky. Accordingly, many smaller banks are swept up in a
costly, burdensome systemic risk regulatory regime, while the smaller businesses that
create jobs and growth are starved for capital.

RECOMMENDATION:
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Cumulative Impact Study

Many of the major policy initiatives, undertaken under the auspices of Dodd-Frank,
Basel 11, or money market fund reforms, have had a dramatic impact for nonfinancial
business treasurers, This has impacted businesses’ ability to attract liquidity, manage
cash, and raise capital. However, many of those regulations were done without any
economic analysis. Yet, we have seen the cost of capital increase and strains and
inefficiencies rising in the capital markets. We believe that the regulatory agencies must
understand the individual and cumulative impacts of these regulations and include
public commentary in the process. Based upon those studies, regulators must address
unforeseen and adverse consequences and fix any damage fo the capital markets.

RECOMMENDATION:
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Living Wills

The {iving will requirement in section 165 of Dodd-Frank is infended to provide a guide for the
resolution of a financial institution pursuant to Title H of the act. While the efficacy of the living
will exercise will hopefully never be tested, it has clearly been among the most expensive of the
Dodd-Frank mandates. According to an April 2016 GAO report on resolution plans (GAO-16-341),
the cost of preparing resolution plans from 2012 through 2015 has in some cases exceeded $100
million. Given the expense, it is reasonable to ask whether the process is as effective and efficient
as possible. According to the GAQ, there is broad agreement that the Federal Reserve and the
FDIC need to be more transparent about their assessment framework. The GAO found that:

Disclosing the assessment framework, at least in an abbreviated form,
would provide companies with a more comprehensive understanding of the
principal factors that the regulators use fo identify plan deficiencies. (p. 28)

Because of the secrecy surrcunding the assessment frameworks, the public cannot
properly judge the regulators’ assessments, which can only damage the faith that the
public has that these institutions can be resolved fairly seamlessly. Transparency would
help filing companies to revise their plans in order to have them deemed credible and
improve performance in the future. It would also permit academics and professionals
with expertise in financial institution resolution to more accurately assess whether this
exercise, and the resolutions it envisions, could, in fact, result in a successful resolution.

RECOMMENDATIONS: ;
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RETIREMENT SAVINGS

A voluntary, private retirement system provides individuals with a secure financial

future and strengthens U.S, capital markets by markedly increasing investment funds
flowing into these markets. Accordingly, Congress and the new administration should
encourage employment-based retirement savings plans and investment in individual
retirement accounts. The current regulatory focus—shoehorning all retirement plans into
the constraints of the Employee Retirement Income Security Act (ERISA)—will likely
decrease retirement savings and result in conflicting regulatory mandates.

Private-sector retirement plays a larger role in ensuring the economic well-being of Americans
during retirement, Over the past four decades, more retirees have received income from private
retirement plans, and the amount of income generated from those plans has also increased—
as evidenced by the more than $24 trillion in retirement plan assets. Nonetheless, a number
of current issues must be addressed to strengthen and expand the success of the private
retirement system for generations to come. Moreover, people are living longer, retirements
last longer, and, as a result, many Americans outlive their retirement savings. As America has
grown older as a nation, the ratio of Social Security beneficiaries to Social Security contributors
is moving in the wrong direction. According to the Social Security Administration 2015
Trustees Report, beginning in 2019, Treasury will begin to deplete trust fund reserves to meet
Social Security obligations until total trust fund reserves are depleted in 2034. After 2034,
tax income is projected to be sufficient fo pay about three-quarters of scheduled benefits.

Clearly something needs to be done, and in a defined contribution world, a market-
based component has to be part of the picture. How do we make sure that as many
workers and individuals as possible are saving toward retirement? How do we optimize
the growth of those retirement savings?

The Chamber believes that retirement savers with a long view are best served by investing
with the guidance of investment professionals. The key is fo incentivize future retirees to begin
saving earlier and saving more. With this in mind, the Chamber proposes the following steps.

Small Business Retirement Plans

Small businesses represent over 97% of all employers in America. Many small
businesses do not offer retirement plans for employees because of the complexity of the
current system, onerous reporting requirements, increased liability, and attendant costs.
In 2007, the Chamber organized a bipartisan Commission on the Regulation of U.S.
Capital Markets in the 21st Century. One of the primary thrusts of the Commission’s
report is a series of recommendations designed to encourage small businesses to
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provide retirement benefits. These included creating a simplified structure for small
business retirement accounts and encouraging multiple employer plans (MEPs). All of
these ideas are worth revisiting and deserve serious consideration by policymakers.
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State-Sponsored Retirement Accounts

A growing number of states have enacted or are considering enacting faws to require
employers, including small businesses, to automatically enroli employees in a state-
sponsored retirement savings plan if the employer doesn’t offer a plan. President Obama
directed the Labor Department to clear federal obstacles to such plans. The DOL has
provided interpretive relief and finalized an ERISA safe harbor regulation clearing the
path for state plans for non-governmental employees. The Chamber believes that this is
a step in the wrong direction. States have a less-than-enviable track record as stewards
of public employee pension funds. Even the states themselves acknowledge that state
retirement plans are underfunded by as much as $1 trillion (based on the states’
extremely optimistic projections regarding investment returns). Pension obligations are
currently close to 130% of state and local government annual budgets. While it is true
that the state plans under current consideration would operate somewhat differently,
they would result in millions and ultimately billions of dollars withheld from employees’
paychecks being put into investment programs controlled by state bureaucrats who will
decide what investments are available at what price. Further, unlike the single set of rules
under federal law, employers would have to comply with potentially 50 different state
rules about when the state plan has to be used and how it works. An expansion of the
states’ role into retirement savings without the protections of ERISA is anti-competitive
and could jeopardize the retirement security of countless private-sector employees.

CRECOMMENDATION:

L RAINTAIN ERISA PREEMPTION OR IMBOSE ERISA REQUIBEMENTS




141

A

Economically Targeted Investment Bulletins for ERISA

A contributing factor to public pension performance is the penchant of certain systems for
environmental, social, and governance investing and related shareholder activism. While
many of the goals espoused by these investors may be worthy, the use of retirement
funds of thousands of Americans to try to push forward a policy wish list is irresponsible
arrogance. People cannot retire on good karma. The basic premise underlying ERISA is
that a fiduciary should act solely in the interest of the plan participant, so while social
causes may be a good alternative, investments without regard to social causes may yield a
higher return that would better secure the retirement of a participant. Therefore, economic
return should be the primary consideration for an ERISA fiduciary.

. RECOMMENDATION:
. REINSTITUTE THE ECONOMICALLY TARGETED INV
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Financial Transaction Tax

In the past, some policymakers have called for the imposition of a financial fransaction tax (“"FTT")
on stock trades and similar transactions in order to pay for various unrelated initiatives, such
as infrastructure spending, These proposals miss the fact that a FTT will hurt average investors,
reduce savings, and make it harder for America's job creators to contribute to economic growth.
In fact, FTTs have been tried in the past, both in the U.S. and abroad, and have failed fo either
raise revenue or curb undesired financial behavior. In fact, such taxes have created havoc in the
markets where they have been imposed. In short, an FTT will hurt the figuidity of the U.S, capital
markets and dramatically increase the cost of trading, further restricting retail investors from
accessing markets, reducing retirement saving balances, and damaging the American economy.

_ RECOMMENDATION:

PPOSE A FINANCIAL TRANS,

Post Cffices as Banks

Recently, there have been calls to transform the U.S. Post Office into a financial
institution, expanding its services into new offerings well beyond delivering and receiving
mail. However, the U.S. Postal Service (USPS) has no experience in the banking
business and would be taking on a substantial new role while struggling to meet its
current mission. Consequently, these proposals would steer consumers into a potentially
unsafe and unsound banking alternative at their own risk.

. RECOMMENDATION:

. OPPOSE EPEORTS TO TRANSEQRM THE USDS 1
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FINANCIAL REPORTING, CORPORATE GOVERNANCE,
AND DISCLOSURE EFFECTIVENESS

Different forms of business ownership have provided the American economy with a
unigue diversity that is a source of strength and resilience for entrepreneurial initiatives.
For generations, the public company model has been the predominant business structure
used to access capital for expansion, job growth, and the creation of shareholder value.

The systems of public company financial reporting and corporate governance provide
investors with the information, transparency, and confidence necessary to deploy capital
and for businesses to access the resources needed to grow. Over the past 10 years, the
state of financial reporting and corporate governance
has improved. Yet, at the same time, fewer
businesses are going public and fewer businesses
are staying public. It is clear that a 1930s-based
disclosure system cannot keep up with the needs
of 21st century investors, businesses, or markets. A
challenge for the next administration and Congress
will be to modernize these policies to keep pace with the changes in the marketplace
and to help ensure that regulators can promote investor protection, capital formation,
and competition.

Financial Reporting

In the wake of the Enron and WorldCom scandals and the subsequent passage of the
Sarbanes-Oxley Act (“SOX”) in 2002, the preparation and audit of financial reports

has undergone significant changes. Policymakers realized that financial reporting must
keep pace with those changes. Consequently, then SEC Chairman Chris Cox formed

the Advisory Committee on Improvements to Financial Reporting (CiFiR), which in
August 2008 reieased its report and recommendations to improve financial reporting.
Unfortunately, the demands of the financial crisis diverted the time and attention of the
SEC from its ongoing agenda of modernizing financial reporting. We believe that the
implementation of these recommendations remains an urgent item on the SEC’s agenda.

Adding to the urgency of these recommendations is the pace of change in financial reporting
that has taken place since the financial crisis. Among the many new legislative, regulatory,
and standard-setting requirements that have influenced financial reporting in the past few
years is the Jumpstart Our Business Startups Act (“JOBS Act”). Similarly, Dodd-Frank has
profoundly impacted and exacerbated many of the issues identified in the CIFIR report.

NCINGGROWTH
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For these reasons, it is important for the SEC to adopt a comprehensive approach

to modernizing financial reporting policies that includes, in addition to stepped-up
enforcement, increased communication and cooperation among regulators, standard-
setters, and stakeholders. This will reinforce the SEC's efforts to drive bad actors out of the
marketplace, by eliminating the complexity and ambiguity on which they thrive. In fact, the
CIFiR report found that financial reporting complexity is a key driver in the disconnection
between current financial reporting and the information necessary to make sound
investment decisions. Because keeping a clear focus on the SEC's mission to ensure that
investors receive relevant decision-useful information and to promote capital formation will
maximize the agency's chances of success in stamping out accounting fraud and financial
disclosure irregularities, we view this as a win-win for the SEC and its stakeholders.
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Corporate Governance

Effective corporate governance is essential to the long-term vitality of public companies.
Governance that is mindful of long-term growth is needed to provide investors with
appropriate returns, in turn providing businesses with the capital needed to grow and
operate. Traditionally, corporate governance is a triad among management, directors,
and shareholders. Since its beginnings, corporate governance, like all corporate law in
the United States, has been a matter of state law. While certain states like Delaware
have been leaders in the development of corporate law, the competition among

the states has resuited in a vibrant and nimble corporate law environment. Those
relationships have evolved over decades, aided by enlightened state corporate laws and
expert courts. This system, built upon the foundation of the Business Judgment Rule,
has created an environment conducive to the growth of public companies. Unfortunately,
this system has been increasingly infringed
upon by federal actions in recent years.

The federal government has increased its role

in establishing governance standards. This is a
troubling trend because the imposition of unitary,
one-size-fits-all rules only acts to supplant the
judgment of shareholders and directors. Policymakers in the past have not adequately
taken into account the unintended consequences of reform. One unfortunate consequence
has been the marked decrease in the number of public companies over the past 20 years.

As a result, the number of public companies in the United States has fallen in 19 of
the past 20 years, leaving the country with less than half of the public companies it
had in 1996. The recommendations provided here are designed to reverse these trends
and make the public company mode! attractive again and regain its place in spurring
economic growth and wealth creation.
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Disclosure Effectiveness

Disclosure is the foundation of the federal securities laws. The purpose of disclosure is to
provide investors with the material information they need to make informed investment
and voting decisions. I is crucial that investors have access to information that will
permit them to make fully informed decisions regarding when to invest, hold, or divest a
financial asset. Disclosure effectiveness, accordingly, should be measured by the degree
to which the disclosure regime helps investors understand and evaluate a business when
making these decisions. An effective disclosure regime provides investors the material
information they need to make objective decisions regarding the value of an investment,
but does not overwhelm them with extraneous
information that can obscure what is material and distract
investors from what really matters about a company.

QOver the decades since the securities laws were enacted,
and especially in more recent years, the disclosure
documents companies file with the SEC have continued to expand and today go on at
great length. More information is disclosed than ever before, as reflected, for example,
by the lengthy Forms 10-K and proxy statements provided to investors. It should
come as no surprise then, that “information overioad” has been identified as a leading
concern with the current disclosure regime.

In rethinking the disclosure regime, the guiding principle of disclosure reform should be
materiality. As investors become inundated with information, they struggle to identify
what is material. In some instances, investors simply ignore long, dense documents as
too challenging or time-consuming to struggle through.




150

Materiality has long been the touchstone for determining the line between what
should be disclosed (material information) and what should not have to be disclosed
(immaterial information) under the federal securities laws.

Considering materiality through the eyes of a reasonable shareholder is significant. Judging
materiality from a reasonable shareholder’s perspective reduces the risk that disclosure
documents will balloon even more based on the idiosyncratic interests of a particular
investor in issues that have no bearing on the financial soundness of an investment.
Furthermore, a focus on the reasonable shareholder helps ensure that what is disclosed is
tied to advancing the goals of the federal securities laws, as reflected in the SEC's mission
o protect investors; maintain fair, orderly, and efficient markets; and facilitate capital
formation. We should seek to put an end to using SEC disclosure documents to advance
policy goals that are unrelated to the policy objectives of the federal securities faws.

A more focused disclosure regime, focused on delivering actionable information that any
investors trying to maximize the value of their investment would want, will yield immediate
benefits. Capital should be allocated more efficiently, market discipline and corporate
governance should improve, and the costs and burdens companies incur when raising
capital should ease. Emerging growth companies—those newer and smaller entrepreneurial
businesses that are a vital source of innovation and job creation in the United States—
stand to benefit along with the individuals and institutions investing in them.

RECOMMENDATIONS;
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CAPITAL FORMATION AND FINTECH

Capital formation is critical for the American economy to grow, create jobs, and provide
its citizens with a prosperous future. Policymakers, entrepreneurs, and executives must
be cognizant of and receptive to market innovations and allow for new industries. This
will enable both the nonfinancial and financial private sectors to remain diverse and
vibrant. Federal regulators must allow market-based innovation to continue and allow
new business lines, such as FinTech, to develop and exist with established industries.
This will allow for the American financial system to keep its traditional diversity that
allows businesses of differing models and maturity to access varied forms of capital.

Capital Formation

The foundation of economic growth is access to capital. In recent years, and especially
since the enactment and implementation of the Dodd-Frank Act, regulatory burdens—
such as those placed on financial institutions, private
funds, and existing public companies—have made it
harder for businesses to access the capital they need to
innovate, grow, and create jobs. It is critically important
that lawmakers and regulators understand the importance of maintaining an economy
that features a diversity of capital sources offered on market-competitive terms.

 RECOMMENDATIONS: -

EASE SMALL BUSINESS ACCESS TO CAPITAL
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FinTech

With the growth of regulatory burdens on (and their associated costs to) traditional
capital sources, financial companies and even new market participants have increasingly
invested in, developed, and deployed technology to automate historically manual
processes and meet market demand. Thus it is often said that technology-driven
innovations have “disrupted” the financial services
industry, just as they have in past decades. One
thing is clear: new technologies are here to stay and
that has the potential to fundamentally impact the
delivery of financial services as diverse as paymentis
and clearing, small business lending, consumer
credit, and factoring. How FinTech is regulated in
the coming years will have significant effects on an already struggling credit market.

But first, policymakers and regulators should commit themselves to understanding

the new roles technology is playing in financial services. Then, with a clear picture

of the FinTech landscape, regulators can cooperate with the entire financial services
industry—traditional players and new entrants—to develop a sensible regulatory scheme,
developed in coordination with all appropriate regulators, that does not forsake growth

in the name of financial stability.

| RECOMMENDATIONS:
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LITIGATION REFORM AND RESTORING DUE PROCESS

When an event of the enormity of the financial crisis takes place, it is easy to lose sight
of urgent issues that faced our capital markets prior to that event. While Dodd-Frank
focused on a set of problems facing our markets, it completely ignored other problems
that predated the crisis. In some instances, Dodd-Frank has actually compounded
these problems. One such area is the seemingly endless growth of spurious litigation,
particularly class actions against financial intermediaries and public companies.
Securities class action litigation, and the settlements that defendants feel compelled

1o enter into to avold prolonged and expensive litigation, is too frequently without merit,
providing a windfail to a cadre of trial attorneys, and only nominal payments to the
putative victims who are members of the class. This is not to say that all litigation is
without merit; but a decline in a stock’s price in and of itself is no grounds for litigation.
The United States’ unpredictable litigation quagmire discourages foreign investment and
listings of public companies in the country.

The competitive implications of our ongoing litigation explosion was one of the focal
points of Mayor Michael Bloomberg and Sen. Chuck Schumer’s report titled Sustaining
New York’s and the US’ Global Financial Services Leadership. This detailed survey

of the competitive challenges facing our financial services markets documented the
dramatic and ongoing growth in litigation costs. The report noted that in 2004 the cost
of the U.S. tort systern was $260 billion, a figure that represented a 100% increase
over 1990 levels. At that time these costs were increasing by an annualized rate of
10%. This bipartisan report makes a compelling case for litigation reform, both to
abate unnecessary costs and to help America’s competitive position. A survey of senior
executives that was incorporated in the report was particularly telling on this point. The
survey found that after the quality of the professional workforce, a fair and predictable
legal environment was the most important factor determining a financial center’s
competitiveness, followed by an attractive regulatory environment.

Since the time of the Bloomberg/Schumer study, the litigation environment in this
country has only become worse. Dodd-Frank and other administration priorities have
created a maze of confusing and highly technical regulations that are fertile ground for
minor violations. For instance, the CFPB’s mandatory arbitration rulemaking threatens a
system of speedy alternative dispute resolution that has benefited aggrieved consumers.
Outside of Dodd-Frank, the DOL fiduciary rule creates a new cause of action under
state law against financial advisers trying to assist people saving for retirement. The
plaintiff's bar is aggressive and creative; therefore, litigation reform will be an ongoing
battle. But it is a battle that must be fought. The cost to our economy far exceeds the
dollar amount of settlements. There is a tremendous incidental cost to our economy
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when directors, management, advisers, and intermediaries have to make decisions
through the prism of harassment litigation avoidance. This is a cost ultimately borne by
shareholders, consumers, and retirement savers,

Regulators and law enforcement must also be mindful of the incidental costs of their
actions. Legal, regulatory, and enforcement processes in the United States must be fair,
balanced, and predictable. Regulators and law enforcement agencies should vigorously
enforce the laws to drive out bad actors and provide stakeholders with an even playing
field. At the same time, it is incumbent on the
government to protect the constitutional and due
process rights of individuals and businesses.

Shortcuts that deny the right to a jury trial in serious
cases, or subject a defendant to multiple enforcement
actions based on the same events, can run counter to the principles of fairness and due
process enshrined in the Constitution. We must have strong cops on the beat to put away
bad actors, but enforcement must be fair and predicated on clear rules of the road.

In certain instances, the intersection of regulation and law enforcement can be made
fairer simply if all stakeholders work together toward smarter solutions. Even the most
taudable policy goals can result in a quagmire of expensive, burdensome regulatory
paperwork that provides little or no meaningful benefit. Bank Secrecy Act compliance

is one such area. This law was intended fo make financial intermediaries the first line
of defense in detecting money laundering. What it ultimately spawned was a time-
consuming, incredibly expensive paperwork exercise that requires the collection and
reporting of data, most of which has no law enforcement value. In fact, the sheer
volume of data that must be manipulated may be counterproductive to law enforcement.

Money laundering detection is clearly a law enforcement priority, but the system must
be improved.

The Chamber recommends that the next administration support a few targeted revisions
(some specific recommendations regarding the SEC enforcement program are separately
enumerated in the section that follows).
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SEC ENFORCEMENT REFORM

SEC enforcement proceedings should be conducted in a manner that ensures fairness
and in a forum in which the rights of defendants are preserved. The purpose of these
recommendations is to ensure that the process is fair and that all stakeholders can
benefit from the SEC enforcement activities that will engender efficient capital markets.

. RECOMMENDATIONS:
‘ POLICY ON ADMINISTRATIVE PROCEEDINGS:
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CONSUMER PROTECTION

It is important for individuals to have the reliable access to credit needed for purchasing
goods and services, while having means of redress in the event of problems. Consumer
protection and good business practices are not mutually exclusive. Our markets cannot
operate without consumers, and consumers would not have the choice of products,
services, and innovation if not for businesses. Consumer protection should not be an
overtly adversarial exercise from the outset. Our recommendations seek to strike this
balance between consumer protection, on the one hand, and vibrant markets that are
responsive to customers' needs, and fo ensure
that the CFPB meets the same minimum levels
of accountability and transparency required of
any other government agency.

Strong, clear, and predictable consumer

protection policy is an important and necessary component of efficient capital markets.
The Chamber believes that clear rules of the road given prospectively are important

for both businesses and their customers. While these precepts seem incontrovertible,
perhaps no title of the Dodd-Frank Act was (and remains) as controversial as the title
that created the CFPB. Those who opposed the manner in which Congress insulated the
bureau from meaningful oversight—such as its single-director structure and “ask and
you shall recaive” funding mechanism from the Federal Reserve—have been justified
by the bureau’s continuous overreaching during its short five-year existence. The CFPB
is sorely in need of substantial structural reforms to make it more accountable to the
American people whose congressional representatives created it.

 RECOMMENDATIONS:
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CONCLUSION

Since the financial crisis of 2007-2008, policymakers and regulators have been solely
focused on financial stability; however, as is evident through the economic stagnation of
the past decade, stability is impossible without growth. Current policies that stifle growth
and job creation have left us with a system that is not able to support sustained growth
and innovative business models. The next administration must strike a critical balance
and pursue a pro-growth agenda to stimulate much-needed job creation. A vibrant,
diverse, and innovative financial system is critical to ensuring continued economic growth.

What is proposed in this agenda are reforms designed not to stand in the way of
vigorous, ongoing efforts to stop genuine fraud or criminal conduct in the financial
systemy; rather, these policies are designed to root out bad actions and strengthen our
regulatory system, creating clear and fair rules of the road that promote the efficient
capital markets necessary for investors fo rationally deploy capital and for business to
access the resources needed to expand.

The U.S. Chamber of Commerce is ready to work in partnership with all agencies,
policymakers, and market participants to move forward with proper fixes, working toward
reforming the financial system fo support a goal of increased growth and stability. A
modern and efficient regulatory system is unquestionably the foundation of the efficient
capital markets necessary for a continuously thriving, growing economy. We must break
through the political and regulatory standstill to make progress on alt the issues outlined
above to elevate job and economic growth past the stagnant 2% barrier.
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FAQ: Majority Voting for Directors

‘What is majority voting for directors?

CI considers companies to have majority voting when they require nominees to receive more “for™
votes than “against” votes to be elected (or re-elected) to the board. Majority voting helps make
board members responsive to the people they represent.

There is no standard definition of majority voting across the market. A company’s definition of
majority voting does not necessarily include permitting shareholders to vote against nominees, and it
almost never includes relinquishing the board’s authority to indefinitely retain majority-opposed
directors.

There are just two ways to elect directors: by a plurality of votes cast and by a majority of votes cast.
Policies and provisions determining what happens after the vote significantly affect how those vote
requirements impact board composition. CH therefore discusses in this FAQ four discrete iterations
of director election regimes:

strict plurality

“plurality plus” board-rejectable resignation
majority voting with board-rejectable resignation
consequential majority voting

* e e

Which approach do most companies take?

Although nearly 90 percent of S&P 500 companies use majority voting in some form, just 29 percent
of Russell 2000 companies use a majority vote standard in uncontested elections, according to
FactSet. Most mid-cap and small-cap companies elect directors (when there is no contest for seats)
by plurality vote. Most overseas markets use a majority vote standard in some form. Only a handful
of U.S. companies, such as Microsoft, provide for consequential majority voting.

What is plurality voting?

With plurality voting, the nominees who receive the most “for” votes are elected to the board until all
board seats are filled. In an uncontested election. where the number of nominees and available board
seats are equal, every nominee is elected upon receiving just one “for” vote.

A plurality standard is the best approach to contested elections and is appropriate for the small
number of U.S. companies that permit cumulative voting. But a plurality standard is not appropriate
for uncontested elections with no cumulative voting.

Almost all companies with plurality voting give shareholders an option on the ballot to “withhotd™
their vote. Withholding a vote allows shareholders to communicate their dissatisfaction with a given
nominee, but it has no legal effect on the outcome of the election. Withholding a vote is
fondamentally equivalent to an abstention, although as a practical matter, many interpret it as a non-
binding “against.” CII is concerned that some investors may believe incorrectly that a “withhold™
option has legal significance different from an abstention.
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Plurality voting in uncontested elections makes directors more accountable to each other than to the
sharcholders they represent. 1t’s a “rubber stamp” process that entrenches boards and, in rare
instances, elects directors who lack the confidence of shareholders representing a majority.

‘What is “plurality plus?”

In response to growing investor concems about the lack of accountability inherent in plurality voting,
since 2004 some companies have modified their plurality standard, either through non-binding
policies or bylaw amendments, to require that a majority-opposed director (for whorn “withhold™
votes withheld exceed “for” votes) must tender her resignation to the board. However, at “plurality
plus™ companies, a nominee who fails to receive majority support is legally elected for another term,
subject to board acceptance of the individual's resignation. Boards in the large majority of cases
have rejected resignations in this situation.

CII views plurality plus as a step in the right direction, but not the best way to elect uncontested
directors. Plurality plus preserves board control regardless of the voting results. Cll encourages
plurality companies to skip “plurality plus™ and adopt consequential majority voting.

What is majority voting with board-rejectable resignation?

With majority voting, uncontested nominees must receive more “for” votes than “against” votes to be
elected. mportantly, this standard properly denies majority-opposed nominees the honor of being
legally elected to the board. However, almost all companies with majority voting couple that
standard with a resignation requirement for defeated directors. Under the terms of the requirement,
the board retains nitimate control over whether the individual departs from the board or stays.

This is the form of majority voting found at most S&P 500 companies. Given its widespread
prevalence, CH currently accepts this form of majority voting if the company already has it in place,
and the board has a good-faith commitment to replace unclected directors within a reasonable period
of time. Yet the core problem persists; uncontested director elections remain functionally symbelic.
CII therefore recognizes consequential majority voting as best practice.

Shareholders have other non-binding mechanisms to express their collective views, including
shareholder proposals and non-binding “say-on-pay” votes. Director voting, the basis for board
legitimacy, should be binding. Plurality-plus and majority vote standards that permit the board to
reject a resignation or immediately reappoint the rejected director leave the actual decision on a
board member’s continued service in the hands of the board. In the rare cases in which directors are
rejected in uncontested votes, it is not clear that the board, which tends to be put on the defensive by
votes against any of its members, should be trusted to make this decision, except for a reasonable
holdover period to arrange for board change.

‘What is consequential majority voting?

Consequential majority voting requires an uncontested nominee to receive more “for” votes than
“against” votes in order to be elected and establishes a reasonable point at which an unelected
director may no longer serve on the board. It is the only approach that places ultimate authority in the
hands of the company’s owners. In this regard, it is the only approach with “teeth.”
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Some investors oppose this approach because in certain situations, shareholders oppose directors
based on a policy matter, and in the view of these investors it is acceptable for the individual to
continue on the board if the policy matter is resolved or meaningfully addressed. In some cases, this
even extends to the director’s behavior. For example, some incumbent directors are rejected due to
poor attendance at board meetings, and shareholders can be amenable to their continued service with
a pledge by the individual to improve attendance.

For sample bylaw language providing for consequential majority voting, please refer to Appendix 1,
which provides both a Delaware-compliant example and a Model Business Corporation Act (MBCA)
version.

Does a majority dard (whether traditional or q ial”) create the p ial for an
abrupt board vacaney upon a director’s defeat?

In order to be workable, any majority vote requirement must be coupled with some form of
“holdover” provision ensuring reasonable accommodation for a smooth transition in the event of a
director's defeat. The purpose of a holdover provision is twofold: to safeguard against a hasty
recruitment process for a suitable replacement, and fo maintain compliance with the company’s
governing documents, contractual agreements, exchange listing standards and regulatory
requirements throughout the transition pertod. Holdover provisions typically allow 90 days for the
tansition, and C1 believes a window of up to 180 days is reasonable in certain circumstances.

Is consequential majority voting permissible under state law?

Yes. Section 141 of Delaware General Corporation Law provides that cach director shall hold office
until such director’s successor is elected and qualified or until such director’s carlier resignation. A
2006 amendment to Section 141 clarified that “a resignation is effective when the resignation is
delivered unless the resignation specifies a later effective date or an effective date determined upon
the happening of an event or events {including failure to obtain a majority of votes cast]. A
resignation which is conditioned upon the director failing to receive a specified vote for reclection as
a director may provide that it is irrevocable.”

Although many Delaware companies since 2006 have amended their bylaws to adopt a majority vote
standard and a resignation requirement for directors who fail to obtain a majority of votes cast, these
bylaws generally preserve the board’s discretion to reject the resignation Jetter and keep the director

on the board indefinitely.

Consequential majority voting is also permitted under the MBCA. In states where corporate law is
based on the MBCA, mandatory departure of an unelected director can be tied to a fixed number of
days following the election, unlike in Delaware where departure must be tied to a resignation.

1s there evidence that sharcholders care about this issue?

standard received average support of 98 percent of shares voted (and 79 percent of shares
outstanding). In each year since 2007, average support for sharcholder proposals requesting majority
voting exceeded 50 percent. Since that year, average annual support has grown from 50.4 percent of
votes cast “for” and “against” to 73 percent in 2016. Most of these sharcholder proposals were
opposed by management.
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Would there be significant director turnover if every company had to replace majority-
opposed directors?

No. A tiny fraction of uncontested director elections result in failure to obtain majority support. In
2016, just 47 uncontested directors in the entire Russell 3000 did not receive majority support. These
failures affected only 28 companies, or less than 1 percent of the index.

Is there any evidence that having majority voting in place makes a difference in actual director
turnover when directors fail to obtain majority support?

Yes. Based on uncontested elections from 2013-2016 in which at least one director did not receive
majority support, the vote requirement matters. Overall, a rejected uncontested divector left the board
25 percent of the time. At “plurality plus™ companies, the departure rate was nearly the same—24
percent, as of the close of 2016.

By contrast, at companies with majority voting, seven of nine directors whe lost elections in the same
period permanently left the board. The numbers involved are small but encouraging. Of course, any
majority-opposed director at a company with consequential majority voting would have a 100
percent departure rate for unelected directors.

More details can be found on CI's website. These findings are generally consistent with a 2012
study by the IRRC Institute and GMI Ratings, which found that “companies with majority standards
are more likely than others to remove directors who receive minority support.”

Why do so few panies have q ial majority voting?

Many boards view themselves as best qualified to make final decisions about the fate of majority-
opposed directors, discounting shareholder views. Skeptics of consequential majority voting may
argue that requiring an unelected director to leave the board could cause the company to be out of
compliance with contracts, listing standards or corporate governing documents. (In fact,
consequential majority voting provides a grace period to maintain compliance.} Skeptics may also
claim that consequential majority voting empowers “special interests.” (This argument strikes Cll as
weak on its face, as holders of a majority of shares voting — the threshold for failure of a nominee
under consequential majority vote standard — should not be considered a “special interest™ in the
context of a widely held public company with one-share, one-vote.)

Additionally, statutory and regulatory history bends toward plurality voting. Most states have
corporate codes establishing plurality voting as the default standard, and companies are inclined to
follow the default. Although some states have made majority voting the default, no state requires
majority voting in uncontested director elections. CII petitioned the Delaware State Bar Association
and the American Bar Association (ABA) to embrace majority voting, first as a default, then as 2
universal standard for publicly-traded companies. The Delaware bar and the ABA declined to
support the proposals. The major 1.S. stock exchanges do not require listed companies to elect
directors by majority vote, despite CH requests to amend listing standards subject to SEC approval,
(Correspondence with the Delaware bar, the ABA and the exchanges can be found here.)

Isn’t the threat of a proxy fight from activist shareholders sufficient to hold boards accountable
to shareholders, without any need for shareholders to have an option to vote against directors
in routine, uncontested clections?



176

No. Even in uncontested situations, the election of directors should be more than an empty formality.
Director elections are the basis for legitimacy of boards of directors in their exercise of power over
property they do not own,

It is true that proxy fights for board seats are a critical accountability mechanism, but such fights
entail substantial cost, are ofien disruptive and in some cases can focus on financial engineering for
the benefit of short-term shareholders. Directors should be accountable to all shareholders on a more
routine basis. In addition to the traditional proxy fight, many companies now permit large long-term
holders to use “proxy access” to nominate a small minority of directors. However, we believe that
voting rights should be ful without a requi for a dissident nomination process and
escalation to a proxy fight, even including a tool like proxy access that empowers only long-term
shateholders. Moreover, proxy access has not been mandated market-wide.

Does the SEC regulate how companies describe their voting standards in SEC filings?
Yes. While staic law and companies’ governing documents define the voting standard, the SEC
regulates the contents of proxy statements and proxy catds.

But investors should be aware that some plurality-vote companies provide confusing descriptions of
their vote standard in their SEC filings. In particular, some:

* Use terminology such as “majority voting” and “majority vote standard™ in proxy
statements, when in fact they are referring to the support threshold at which a director is
required to submit a resignation letter for board consideration

e Provide an “against” choice on the proxy card, potentially leading shareholders to betieve
such votes have an impact on the outcome of the election, when in fact they do not

*  Avoid using the word “plurality” in the description of the vote requirement, for example by
stating that majority voting applies unless certain external documents provide otherwise

C1I raised concerns in 2015 with the SEC about companies” vse of confusing vote terminology. The
SEC on Oct. 26, 2016, proposed certain reforms (see p. 83). The most beneficial of these, in CII's
view, is the proposed requirement that plurality-vote companies disclose the effect of a “withhold”
vote. This would make it crystal clear to investors that uncontested plurality elections guarantee
vietory for all nominees. However, the SEC proposal would not require the handful of plurality
companies that provide an “against” choice to similarly disclose that voting “against” has no impact
on the election’s outcome. The SEC proposal would require companies with majority voting to
provide “against” and “abstain™ options, and bar them from providing a “withhold” choice.

EE Y

The Council of Institutional Investors (CII) is a nonpartisan, nonprofit association of employee
benefit plans, foundations and endowments with combied assets under management exceeding $3
teiliion. Member funds include major long-term shareholders with a duty to protect the retirement savings
of millions of workers and their families. CI’s associate members include a range of asset managers with
more than $20 trillion in assets under management. CII has advocated for majority voting since 2003,

-January 2017
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Appendix 1: Sample bylaw language for consequential majority voting

Sample bylaw language compliant in Delaware'

If, as of the record date for a meeting of stockholders for which directors are to be elected, the
number of nominees for election of directors equals the number of directors to be elected (an
“Uncontested Election™), each director shall be elected by the vote of the majority of the votes cast
with respect to that director’s election at such meeting of stockholders, provided a quorum is present.
For the purpose of an Uncontested Election, a majority of votes cast means that the number of votes
“for” a director’s election must exceed fifty percent (50%) of the votes cast with respect to that
director’s election. Votes “against” a director’s election will count as votes cast, but “abstentions”
and “broker non-votes” will not count as votes cast with respect to that director’s election.

If, as of the record date for a meeting of stockholders for which directors are to be elected, the
number of nominees for election of directors exceeds the number of directors to be elected, the
nominees receiving a plurality of the votes cast by holders of shares entitled to vote in the election at
a meeting at which a quoram is present shall be elected.

In order for any person to become a member of the Board of Directors, such person must agree to
submit upon appointment or first election to the Board of Directors an irrevocable resignation, which
resignation shall provide that it shall become effective, in the event of a stockholder vote in an
Uncontested Election in which that person does not receive a majority of the votes cast with respect
to that person’s election as a director, at the earlier of (i) the selection of a replacement director by
the Board of Directors, or (it} 90 for 180] days after certification of such stockholder vote.
Acceptance by the Board of Directors is not a condition to the effectiveness of the irrevocable
resignation.

Any director may resign at any time upon notice given in writing or by electronic transmission to the
Chairman of the Board or to the Secretary. A resignation is effective when delivered unless the
resignation specifies (i) a later effective date or (i) an effective date determined upon the happening
of an event or events (including but not limited to a failure to receive more than fifty percent

{50%) of the votes cast in an election).

! Following consultation with multiple Delaware securities law experts, CI believes this sample language complies
with Delaware General Corporation Law as currently interpreted. There can be no accounting for future litigation in
this area, however. Any company exploring revisions 10 its vote requirement should seek counsel on bylaw
language, including counsel on how to address extraordinary circumstances such as multiple failed clections
potentially triggering change-in-control provisions under material contracts and debt covenants,
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Sample bylaw language compliant with the Model Business Corporation Act

Companies incorporated in states that generally follow the Model Business Corporation Act may
consider the consequential majority voting bylaw at Microsoft?, which is incorporated in
Washington, an MBCA state:

2.2 Election — Term of Office. At each annual shareholders’ meeting the shareholders shall elect the
directors to hold office until the next annual meeting of the sharcholders and untii their respective
successors are elected and gualified. If the directors shall not have been elected at any annual
meeting. they may be elected at a special meeting of sharcholders called for that purpose in the
manner provided by these Bylaws.

Except as provided in Section 2.10 and in this paragraph, each director shall be elected by the vote of
the majority of the votes cast. A majority of votes cast means that the number of shares cast “for” a
director’s election exceeds the number of votes cast “against”™ that director. The following shall not
be votes cast: (a) 2 share whose ballot is marked as withheld; (b) a share otherwise present at the
meeting but for which there is an abstention; and (¢) a share otherwise present at the meeting for
which a sharcholder gives no authority or direction. In a contested election, the directors shall be
elected by the vote of a plurality of the votes cast.

A contested election is one in which (a) on the last day for delivery of 2 notice under Section 1.13(a),
a shareholder has complied with the requirements of Section 1.13 regarding one or more nominees,
or on the last day for delivery of a notice under Section 1.14(g), an Eligible Sharcholder has
complied with the requirements of Section 1.14 regarding one or more nominees; and (b) prior to the
date that notice of the meeting is given, the Board has not made a determination that none of the
candidacies of the shareholder or Eligible Shareholder’s nominees creates a bona fide election
contest. For purposes of these Bylaws, it is assumed that on the last day for delivery of a notice under
Section 1.13(a) or Section 1.14(g), there is a candidate nominated by the Board for each of the
director positions to be voted on at the meeting. The following procedures apply in a non-contested
election. A nominee who does not receive a majority vote shatl not be elected. Except as otherwise
provided in this paragraph, an incumbent director not elected because he or she does not receive a
majority vote shall continue to serve as a holdover director until the earliest of {a) 90 days after the
date on which an inspector determines the voting results as to that director pursuant to RCW
23B.07.290; (b) the date on which the Board appoints an individual to fill the office held by such
director, which appointment shall constitute the filling of a vacancy by the Board pursuant to

Section 2.10; or (¢) the date of the director’s resignation. Any vacancy resulting from the non-
election of a director under this Section 2.2 may be filled by the Board as provided in Section 2.10,
The Governance and Nominating Committee will consider promptly whether to fill the office of a
nominee failing to receive a majority vote and make a recommendation to the Board about filling the
office. The Board will act on the Governance and Nominating Commitiee’s recommendation and
within ninety (90) days after the certification of the sharcholder vote will disclose publicly its
decision. Except as provided in the next sentence, no director who failed to receive a majority vote
for election will participate in the Governance and Nominating Committee recommendation or Board

soft's complete bylaws, filed with the SEC in an 8-K on July 5, 2016, are available at
wawaysee.goviArchivesfedyar/data/789019/0001 193125 16641678/0001193)25-16-641678-index.htm
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decision about filling his or her office. If no director receives a majority vote in an uncontested
election, then the incumbent directors {a) will nominate a slate of directors and hold a special
meeting for the purpose of electing those nominees as soon as practicable, and (b) may in the interim
fill one or more offices with the same director(s) who will continue in office until their successors are
elected.



180

uop9a}a Ayjemyd € Ul 2AUILOU PAISIIUOIUN AJaAD ‘Aj[eatuyda ]

"uonuRIsqe ue Jo JusjeAinba [83a] oy s1 104 B Suipjoyyiim ssneoaq uontsoddo o1z pue poddns o001 saA190a1

*Ayoedeo [ejorgyoun ul Auo saunwou e asoddo,, 3104 113y PIOYYIAM O4M SIaploy

(Jepus|ed 01 Aj1oauIp S8}
H0In3 ‘ssuedwod yogn
40} ‘uo1IeUBISBS B|EIOABL]
01 5311 §§0In2 ‘s3juedwod
3Q 4o4) 'shep 081
10 (6 se yoans popad adedd
e pUOAaQ BAIRS JOUURD
SI0103.4P PIIIB|BUMN 'SIA

Uniieugisss
a3 1oafei io Jdasne
01 UOISIPBP 5RO BYL
BUIIpesp piey, 4L ‘oN

ipieoqg ayy

wouj yedap Ajjpnuana
siopap pasoddo
-Aiofew 1snip

‘HOoIs1A0Ld J3n0pioY
ein Ajpesodwa) Ajuo urewal
51012941 PaIIBBUN "ON

CAEUgenuUl
STIaWos yAnouy
UOIsIAOId IBAODIOY

. mS Ajiesoduwis) uipius;

L S10198p PIIIBIRUL O

. mmnegam Ay Emﬁmoz.

- Ainp:

EEST
Jsuiede, ueylsalon 1oy,
310U BUIAIBDSS SIBUIWON

BB

JsuieBe, UpyULSEI0A 0]

Hidkt 1)

240U BUABYEL STAUILIGN

i Mmmmc_Eac
ety a $810/ 40} 5o
ﬁms mnm: mmmgécz

ipJeoq ayy woly
yedap Aja1oipawiw
$1032841p pasoddo
-Muofew 1SNy

$Pa3391a 5198 oym

jsujede a10A

jsuiefe ajon

32 i ﬁ %ﬁ?x ;

Buniop
Ajiofew jelzuanbasuo)

(unneugisas sjaeiaaia

Bunop Aiiofeny

; Maammcmaﬁ mﬁﬁuﬁm&
. snigAEing

éadujwou e Hmmoaae
$I9pP|OYaIeys op MoK

?o;ﬁmﬁ& enw
3;&3& beility

ONILOA ALIMOIVIN

ONILOA >._.3<m3.E

SUOT}II[3 0)IAIIP PIISAJuodUN xof sawidos Jo wnnunuod oy, ;g xipuaddy




181

Ol

93110840 358q Se spoddng

;mu‘&a&; o1 s

. seluedwios ey

109

 Guerpooipue
Jeid U1 Apeaiie A Uaim

ggy Auedwod 3G 154y
fuolsiaa Juedwod-yogIN
3, OSCITA poresodiooul
-¥M 3pnjoul sajdwexa Ajiea
uasaad 1e Jusjensud 10N

1e849p 8yl
pasned Buiney se paapatad
{s)ansst anjosas 03 BuiBpa|d
10, 8ulny, sioaup
pR123jaun JO OlIBUBDS
81EPOWILLIOIIR 10U $30Q]

uslin 55y
SBURBWNS |

. fowedwon deoasiie

. ewedwoy
smd Aieanid, je ey

uonisod i3

Buowe jusjenasd
1sow Ajpuaung

pieog
uo Bujuiewad Ajpugapul
$101041p pajIdBUN
Jo Aljigissod ayi Guinowsd
Ag s18umo 5 Aueduwiod auy
40 spuey ay3 ul Ajuoyine
91w $82e|d Y1993,
Yum yoeosdde Ajuo ay

i

Buieq Aljesa) jo u

GEE sailisp o

Suiop
Muclep jenuanbasuo)

i

Bunop dauole

SNILOA ALIYOMYIN

HIBUsID
‘U Sioyoeup pasoddo
s
g Aeinid se awes

{uoneudissi sigeeled)

W

1suie8e yuswnsay

loney uj uswngiy




182

Via Hand Delivery

March 13, 2017

The Honorable Jeb Hensarling The Honorable Maxine Waters
Chairman Ranking Member

Committee on Financial Services Committee on Financial Services
United States House of Representatives United States House of Representatives
Washington, DC 20515 Washington, DC 20515

The Honorable Bill Huizenga The Honorable Carolyn B. Maloney
Chairman Ranking Member

Capital Markets, Securities, and Investment Capital Markets, Securities, and Investnient
Subcommittee Subcommittee

Committee on Financial Services Committee on Financial Services
United States House of Representatives United States House of Representatives
Washington. DC 20515 Washington, DC 20515

Re: Hearing entitled, “The JOBS Act at Five: Examining Its Impact and Ensuring
the Competitiveness of the U.S. Capital Markets”

Dear Chairman Hensarling, Chairman Huizenga, Ranking Member Waters, and Raoking
Member Maloney:

Tam writing on behalf of the Council of Institutional Investors (CIT). CIT is a nonprofit,
nonpartisan association of public, corporate and union employee benefit funds, and other
employee benefit plans, foundations, and endowments with combined assets under management
exceeding $3 trillion. Our member funds include major long-term shareowners with a duty to
protect the retirement savings of millions of workers and their families. Our associate members
include a range of asset managers with more than $20 trillion in assets under management.!

The purpose of this letter is to express our appreciation for holding the above referenced hearing
and to offer our views on an issue that is critically important to ensuring the competitiveness of
the U.S. capital markets—shareholder rights. As the Committee on Capital Markets Regulation
has previously stated:

The strength of shareholder rights in publicly traded firms directly alfects the
health and efficient functioning of U.S. capital markets. Overall, sharcholders of
U.S. companies have fewer rights in a number of important areas than do their
foreign competitors. This difference creates an tmportant potential competitive
problem for U.S. companies. 1f such rights enhance corporate value, capital will
be invested, at the margin, in foreign companies, and in the foreign capital

! For more information about the Council of Institutional fnvestors (“CIU™, including its members. please visit the
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March 13, 2013
Page20f 2

markets in which such foreign companies principally trade. The importance of
shareholder rights also affects whether directors and management are fully
accountable to shareholders for their actions.?

CII belicves there are at least two areas where it is importaat to enhance shareowner rights: (1)
majority vote standard in election of directors, rather than a plurality standard, and (2) one
share/one vote, ratber than unequal voting rights in common stock.

Attached are two recent CII documents explaining the importance of each of these issues to
investors and the capital markets: “FAQ: Majority Voting for Directors,” and “Remarks to the
SEC Investor Advisory Committee, Ken Bertsch, Executive Director, Council of Institutional
Investors, ‘Equal Voting Rights in Common Stock,” March 9, 2017." We respectfully request
that this letter and the related attachments be inciuded in the public recorded for the above
referenced hearing.

Please contact me with any questions at 202.822.0800 or jeff@cii.org.
Sincerely,

A Ty

Jeff Mahoney
General Counsel

Attachments

* Interim Report of the Committee on Capital Markets Regulation 93 (Nov. 30, 2006). available at
hupdivww capmkisregorghypeontent/uploads201 408/ Committees-November-2006-Interim- Report. pdf.
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REMARKS TO THE SEC INVESTOR ADVISORY COMMITTEE
KEN BERTSCH
EXECUTIVE DIRECTOR, COUNCIL OF INSTITUTIONAL INVESTORS
“UNEQUAL VOTING RIGHTS IN COMMON S§TOCK”
MARCH 9, 2017

Thank you Kurt and members of the JAC for your invitation to join the discussion today.

Snap Ine.’s PO tast week, featuring public shares with no voting rights, appears to be the first
no-vote listing at IPO on a U.S. exchange since the New York Stock Exchange (NYSE) in 1940
generally barred multi-class common stock structures with differential voting rights.

Members of the Council of Institutional Investors have watched with rising alarm for the fast 30
years as global stock exchanges have engaged in a listing standards race to the bottom. With
NYSE-listed Snap’s arrival with “zero” rights for public sharcholders, perhaps the bottom has
been reached.

The Snap IPO took place as the Singapore Exchange proposed to permit multi-vote common
stock, and Hong Kong Exchange leaders suggested their exchange may revive consideration of
the same. The Hong Kong Securities and Futures Commission, which has provided strong
leadership on the matter, blocked such a move just two years ago.

It is clear that Singapore and Hong Kong are responding to competitive pressure from low
standards at the NASDAQ and the NYSE, just as NYSE was pressured to relax its rules in 1986
by the fack of restrictions on dual-class listings at NASDAQ. The Council of Institutional
investors was founded in 1985, and this was the first issue we confronted. The Council at that
time adopted a strong policy setting one-share, one-vote as a bedrock principle. That remains our
policy today, with strong suppart from all of our constituent groups, including asset owners and
asset managers with varying investment methodotogics.

s common structures and their power to separate ownership from controf
with respect to all three aspects of the commission’s tripartite mission:

We believe multi-c
pose substantial ris

protecting investors; maintaining fair, orderly, and efficient markets; and facilitating capital
formation. it is time for the SEC to revisit with U.S.-based stock exchanges the rules on new
offerings of multi-class common structures with differential voting rights.
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CH Remarks 1o Investor Advisory Committee, March 9, 2017 Page 2

If the exchanges are not willing to bar future common share structures with differential voting
rights, the SEC should work with U.S.-based stock exchanges to:

« Bar future no-vote share classes:

*  Require true and reasonable sunset provisions for differential common stock voting rights
(that cannot be overridden by the controlting shareholder, as often happens); and

s Consider enhanced board requirements for dual-class companies to build greater
confidence that boards do not simply rubber-stamp founder managers or the controlling
family.

Some background: Soon after the NYSE matched NASDAQ on this in the 1980s, the SEC took
action itself to sharply limit muiti-class share structures with differential voting rights. But the
SEC rule was struck down by a court in 1990. Subsequently, the SEC approved new rules from
the U.S. stock exchanges themselves, While the rules created consistency between U.S.
exchanges, they bave proven weak and decreasingly successful in promoting equal voting rights.

The core concern here is corporate governance 101: Separation of ownership and control over
time can lead to a lack of accountability, and accountability to owners is necessary for course
corrections that are critical in our capitalist system. Private equity owned firms typically have
owners who are engaged and able to force change where management is failing. Public company
shareholders rely on the board members they elect to do the same. At Snap, public sharcholders,
who likely will come to be the dominant providers of capital, have no role in electing directors.
And disclosures may be fimited compared with true public companies, including no requirement
to file a proxy statement or hold an annual meeting open to public shareholders.

Corporations are led by human beings, who are fallible and who do not always see clearly their
own mistakes and limitations. Eventually, every company runs into problems, and there nceds to
be an effective mechanism of accountability to owners. The vitality of American capitalism
stems in large measure from U.S. companies” responsiveness to pressures for change from the
providers of capital, even when egos are bruised, strategies are upended and executive carecrs
derailed.

Proponents of shielding founders and managers from a company’s owners through multi-class
structures say that the public markets too often are impatient, and visionary leaders must be
protected from company owners 1o create value for the long-term. For example, Snap CEO Evan
Spiegel says it will be five years before markets will see what he can do.! That seems to be the
basis for Snap’s extreme disenfranchisement of public shareholders.

1 believe the assertion is dubious. But even if true, why not sunset the share structure in five
years, or at least provide an opportunity at the five-year mark for shareholders to vote on a one-
share, one-vote basis on whether to extend this protection for another five years?

' “We built our business on creativity,” Spiegel said. “And we’re going to have to go through an education process
for the next five years to explain to people how our users and thai creativity creates value.” See Los dngeles Times,
teehnology/la-fi-in-evansspicyel-bobby-murphy-201 70302-story html.

at htypfAwsw datimes, com/busines
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Snap has a type of sunset provision, but it is triggered only when both founders die (unless they
sell off their shares). One founder is age 26, and the other is age 28. Sumner Redstone turns 94
in May, and problems in recent years at Viacom, which he controls by virtue of dual-class
shares, are a good example of long-term pitfails of multi-class stock companies. Assuming that
Mr. Spiegel matches Mr. Redstone in longevity, Snap shareholders may be stuck with current
control for the next 66 years.

The Council’s membership of asset owners, mostly pension funds, have 25- or 30-year
investment horizons, They view the increasing prevalence of ever-worse multi-class share
structures as seeding problems that will manifest decades from now, harming pension
beneficiaries and others. And all on the basis of a theory for which there is little evidence — that
founders and controfling holders can grow companies more successfully if they are insulated
from accountability to sharcholders.

Evidence is lacking that, on net, the management teams, founders and families protected by dual
class shares outperform. An upcoming Council study comparing multi-class companies with
other firms finds that a multi-class structure neither increases nor decreases return on invested
capital (ROIC). The study, of 1,763 U.S. companies in the Russell 3000 index, looks at ROIC
from 2007 through 2015. Similarly, two IRRC Institute studies in recent years, including a 2016
paper, have found no clear advantage at controlled companies with differential voting rights, and
some evidence of underperformance.

We hear an argument that as fong as disclosure rules are good, multi-class structures are
acceptable, as purchasers of shares with inferior voting rights can factor that into pricing. To the
extent there is validity to that argument at 1PO, it breaks down over the longer term given the
present operation of our security markets, with long-term investors acting as universal owners,
and portfolios to one extent or another indexed to the entire market.

Indeed, the growing importance of indexed investment in the market has increased the need for
strong definitions around categories of securities. The idea of an endless variety of securities
offerings, with fuzzy, poorly defined boundaries between categories, is attractive to investment
bankers and law firms that can make a lot of money off'their creative ideas. Such creative ideas
include innovative structures that provide comfort to founder/managers that they will not be
challenged by company owners, even as they pull in significant capital from public markets. But
at some point there is substantial risk of market confusion, and disenabling of simple passive
approaches to investment, We learned in the financial crisis that greater complexity in financial
structures can have real downsides.

The Snap offering lacks some components for the definition of “equity security” that our
members regard as inherent in the definition of an equity, most importantly voting rights. We
have heard suggestions that Snap’s public share class is less like common equity and more Jike a
preferred share, or a derivative, or a master limited partnership unit. There is merit in these
comparisons, although the Snap public share class is a poor cousin to all of them as well. Just to
take the preferred shares comparison, the Snap security lacks a higher claim on company assets,
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and there is no mechanism for providing voting rights if the company fails to perform or falls
into distress.

Cll and a group of our members are approaching index providers to explore exclusion from core
indexes, on a prospective basis, of share classes with no voting rights.

But this does not absolve stock exchanges of responsibility. When the SEC worked with U.S.
stock exchanges in the 1990s to put the present rules in place, T do not believe many envisioned
significant classes of shares with zero voting rights. With the Snap [PQ, it is clearer than ever
that current rules are ineffective and need to be revisited. With each further step in enabling
multi-class stock structures, critical investor protections are eroded and the potential for strong
rules recedes. To the extent that Singapore, Hong Kong and other exchanges that bave
maintained strong standards on multi-class common share listings decide they cannot compete,
we will see further decline that will be very difficult to reverse.

We also hear an argument that investors should tolerate multi-class structures as they entice
private companies to go public when they might not otherwise. We believe the primary driver of
reduced IPO activity relative to other times in history is easy aceess to private capital, not a fear
among founders that their performance as managers will become subject to oversight from the
company’s owners. In our view, asking public company investors to accept multi-class structures
for the sake of IPO growth is as unreasonable as asking private company investors to cease
investing in private companies for the sake of PO growth.

I recognize that the chair-designee of the SEC, Jay Clayton, was intimately involved as a
securities fawyer in Alibaba, a Chinese company that succeeded in sharply limiting voting rights
of public shareholders only by listing at the NYSE rather than in Hong Kong. Nonetheless, |
hope that the Investor Advisory Commitiee will work with the Commission, including its new
chair, assuming that he is confirmed, on reviewing the adequacy of U.S. stock exchange rules.
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FAQ: Majority Voting for Directors

What is majority voting for directors?

CII considers companies to have majority voling when they require nominees to receive mote “for”
votes than “against” votes to be elected (or re-elected) to the board. Majority voting helps make
board members responsive to the people they represent.

There is no standard definition of majority voting across the market. A company’s definition of
majority voting does not necessarily include permitting shareholders to vote against nominees, and it
aimost never includes relinquishing the board’s authority to indefmitely retain majority-opposed
directors.

There are just two ways to elect directors: by a plarality of votes cast and by a majority of votes cast.
Policies and provisions determining what happens after the vote significantly affect how those vote
requiremients impact board composition. CI therefore discusses i this FAQ four discrete iterations
of director election regimes:

e strict plorality

»  “plurality plus” board-rejectable resignation

* majority voting with board-rejectable resignation
* consequential majority voting

Which approach do most companies take?

Although nearly 90 percent of S&P 500 companies use majority voting in some form, just 29 percent
of Russell 2000 companies use a majority vote standard in uncontested clections, according to
FactSet. Most mid-cap and small-cap companies elect directors {when there is no contest for seats)
by plurality vote. Most overseas markets use a majority vote standard in some form. Only a handful
of U.S. companies, such as Microsoft, provide for consequential majority voting.

‘What is plurality voting?

With plurality voting, the nominees who reecive the most “for” votes are elected to the board until all
board scats are filled. In an uncontested clection, where the number of nominees and available board
seats are equal, every nominee is elected upon receiving just one “for” vote.

A plurality standard is the best approach to contested elections and is appropriate {or the small
number of U.S. companies that permit cumulative voting. But a plurality standard is not appropriate
for uncontested elections with no cumulative voting.

Almost all companies with plurality voting give shareholders an option on the ballot to “withhold™
their vote. Withholding a vote allows shareholders to communicate their dissatisfaction with a given
nominee, but it has no legal effect on the outcome of the election. Withholding a vote is
fundamentally equivalent to an abstention, although as a practical matier, many interpret it as a non-
binding “against.” Cll is concerned that some investors may believe incorrectly that a “withhold”
option has legal significance different from an abstention.
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Plurality voting in uncontested elections makes directors more accountable to each other than to the
shareholders they represent. 1t’s a “rubber stamp” process that entrenches boards and, in rare
instances, elects directors who lack the confidence of shareholders representing a majority.

What is “plurality plus?”

In response to growing investor concerns about the lack of accountahility inherent in plurality voting,
since 2004 some companies have modified their plurality standard, either through non-binding
policies or bylaw amendments, to require that a majority-opposed direetor {for whom “withhold”
votes withheld exceed “for” votes) must tender her resignation to the board. However, at “plurality
plus” companies, a nominee who fails to receive majority support is legally elected for another term,
subject to board acceptance of the individual’s resignation. Boards in the large majority of cases
have rejected resignations in this situation.

CH views plurality plus as a step in the right direction, but not the best way to elect uncontested
directors. Plurality plus preserves board control regardless of the voting results. Cl encourages
plurality companies 1o skip “plurality plus” and adopt consequential majority voting.

What is majority voting with board-rejectable resignation?

With majority voting, uncontested nominees must receive more “for” votes than “against” votes to be
elected. Importantly, this standard properly denies majority-opposed nominees the honor of beiag
legally elected to the board. However, almost all companies with majority voting couple that
standard with a resignation requirement for defeated directors. Under the terms of the requirement,
the board retains ultimate control over whether the individual departs from the board or stays.

This is the form of majority voting found at most S&P 500 companies. Given its widespread
prevalence, CH currently accepts this form of majority voting if the company already has it in place,
and the board has a good-faith commitment to replace unelected directors within a reasonable period
oftime. Yet the core problem persists; uncontested director electious remain functionally symbolic.
ClI therefore recognizes consequential majority voting as best practice.

Shareholders have other non-binding mechanisms to express their collective views, including
sharcholder proposals and non-binding “say-on-pay” votes. Director voting, the basis for board
legitimacy, shouid be binding. Plurality-plus and majority vote standards that permit the board to
reject a resignation or immediately reappoint the rejected director leave the actual decision on a
board member’s continued service in the hands of the board. In the rare cases in which directors are
rejected in uncontested votes. it is not clear that the board, which tends to be put on the defensive by
votes against any of its members, should be trusted to make this decision, except for a reasonable
holdover period to arrange for board change.

‘What is consequential majority voting?

Consequential majority voting requires an uncentested nominee 1o receive more “for” votes than
“against” votes in order to be elected and establishes a reasonable point at which an unelected
directar may no longer serve on the board. It is the only approach that places ultimate authority in the
hands of the company’s owners. In this regard, it is the only approach with “tecth.”
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Some investors oppose this approach because in certain situations, shareholders oppose directors
based on a policy matter, and in the view of these investors it is acceptable for the individual to
continue on the board if the policy matter is resofved or meaningfully addressed. In some cases, this
even extends to the director’s behavior. For example, some incumbent dirvectors are rejected due to
poor attendance at board meetings, and shareholders can be amenable to their continued service with
a pledge by the individual to improve attendance.

For sample bylaw language providing for cousequential majority voting, please refer to Appendix 1.
which provides both a Delaware-compliant example and a Model Business Corporation Act (MBCA)
version,

Does a majority dard (whether traditional or * quential™) create the p ial for an
abrupt board vacancy upon a director’s defeat?

1n order to be workable, any majority vote requirement must be coupled with some form of
“holdover™ provision ensuring reasonable accommodation for a smooth transition in the event of a
director's defeat. The purpose of a holdover provision is twofold: to safeguard against a hasty
recruitment process for a suitable replacement, and to maintain compliance with the company’s
governing documents, contractual agr exchange listing dards and regulatory
requirements throughout the transition period. Holdover provisions typically allow 90 days for the
transition, and CH believes a window of up to 180 days is reasonable in certain circumstances.

Is consequential majority voting permissible under stafe law?

Yes. Section 141 of Delaware General Corporation Law provides that each director shall hold office
antil such director’s successor is elected and qualified or until such director’s earlier resignation. A
2006 amendment to Section 141 clarified that “a resignation is effective when the resignation is
delivered unless the resignation specifies a later effective date or an effective date determined upon
the happening of an event or events [including failure to obtain a majority of votes cast]. A
resignation which is conditioned upon the director failing to receive a specified vote for reclection as
a director may provide that it is irrevocable.”

Although many Delaware companies since 2006 have amended their bylaws to adopt a majority vote
standard and a resignation requirement for directors who fail to obtain a majority of votes cast, these
bylaws generally preserve the board’s discretion to reject the resignation letter and keep the director

on the board indefmizely.

Consequential majority voting is also permitted under the MBCA, In states where corporate faw is
based on the MBCA, mandatory departure of an unelected director can be tied to a fixed number of
days following the election, unlike in Delaware where departure must be tied to a resignation.

Is there evidence that shareholders care about this issue?

Yes. According to FactSet, the 89 management proposals from 2013- 2016 for a majority vote
standard received average support of 98 percent of shares voted {and 79 percent of shares
outstanding). In each year since 2007, average support for sharcholder proposals requesting majority
voting exceeded 50 percent. Since that year, average annual support has grown from 50.4 percent of
votes cast “for” and “against” to 73 percent in 2016. Most of these shareholder proposals were
opposed by management.
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Would there be significant director turnover if every company had to replace majority-
opposed directors?

No. A tiny fraction of uncontested director elections result in failure to obtain majority support. In
2016, just 47 uncontested directors in the entire Russell 3000 did not receive majority support. These
failures affected onty 28 companies. or less than | percent of the index.

Is there any evidence that having majority veting in place makes a difference in actual director
turnover when dircetors fail to obtain majority support?

Yes. Based on uncontested elections from 2013-2016 in which at least one director did not receive
majority support, the vote requirement matters. Overall, a rejocted uncontested director left the board
25 percent of the time. At “plurality plus™ companies, the departure rate was nearly the same—24
pereent, as of the close of 2016,

By contrast, at companies with majority voting, seven of nine directors who lost elections in the same
period permanently left the board. The aumbers involved are small but encouraging. Of course, any
majority-opposed director at a company with consequential majority voting would have a 100
percent departure rate for unelected directors.

More details can be found on Cli’s v These findings are generally consistent with a 2012
study by the IRRC Institute and GM1 Ratings, which found that “companies with majority standards
are more likely than others to remove directors who receive minority support.”

Why do so few panies have ¢ juential majority voting?

Many boards view themselves as best qualified to make final decisions about the fate of majority-
opposed directors, discounting shareholder views. Skeptics of consequential majority voting may
argue that requiring an unelected director to leave the board could cause the company to be out of
compliance with contracts, listing standards or corporate governing documents. (In fact,
conseguential majority voting provides a grace period to maintain compliance.) Skeptics may also
claim that consequential majority voting cmpowers “special interests.” (This argument strikes Cll as
weak on its face, as holders of a majority of shares voting ~ the threshold for failure of a nomince
under consequential majority vote standard — should not be considered a “special interest” in the
context of a widely held public company with one-share, one-vote.)

Additionally, statutory and regulatory history bends toward plurality voting. Most states have
corporate codes establishing plurality voting as the default standard, and companies are inclined to
follow the default. Although some states have made majority voting the default, no state requires
majority voting in uncontested director elections. CII petitioned the Delaware State Bar Association
and the American Bar Association (ABA) to embrace majority voting, first as a default, then as a
universal standard for publicly-traded companies. The Delaware bar and the ABA declined to
support the proposals, The major U.S. stock exchanges do not require listed companies to elect
directors by majority vote, despite Cll requests to amend listing standards subject to SEC approval,
(Correspondence with the Delaware bar, the ABA and the exchanges can be found here.)

Isn't the threat of a proxy fight from activist shareholders sufficient to hold boards accountable
to sharcholders, without any need for shareholders to have an option to vote against directors
in routine, uncontested elections?
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No. Even in uncontested situations, the election of directors should be more than an empty formality.
Director elections are the basis for legitimacy of boards of directors in their exercise of power over
property they do not own.

1t is true that proxy fights for board seats are a critical accountability mechanism, but such fights
entail substantial cost, are often disruptive and in some cases can focus on financial engineering for
the benefit of short-term shareholders. Directors should be accountable to all shareholders on a more
routine basis. In addition to the traditional proxy fight, many companies now permit large long-term
holders to use “pig ceess” to nominate a small minority of directors. However, we believe that
voting rights should be meaningful without a requirement for a dissident nomination process and
escalation to a proxy fight, even including a tool like proxy aceess that empowers only long-term
shareholders. Moreover, proxy access has not been mandated market-wide.

Does the SEC regulate how companies describe their voting standards in SEC filings?
Yes, While state law and companies’ goveming documents define the voting standard, the SEC
regulates the contents of proxy statements and proxy cards.

But investors should be aware that some plurality-vote companies provide confusing descriptions of
their vote standard in their SEC filings. In particular, some:

»  Use terminology such as “majority voting” and “majority vote standard” in proxy
statements, when in fact they are referring to the support threshold at which a director is
required to submit a resignation letter for board consideration

* Provide an “against” choice on the proxy card, potentially leading sharcholders to believe
such votes have an impact on the outcome of the election, when in fact they do not

*  Avoid using the word “plurality” in the description of the vote requirement, for example by
stating that majority voting applies unless certain external documents provide otherwise

Cli raised concerns in 2015 with the SEC about companies® use of confusing vote terminology. The
SEC on Oct. 26, 2016, proposed certain reforms (see p. 83). The most beneficial of these, in CIPs
view, is the proposed requirement that plurality-vote companies disclose the effect of a “withhold™
vote. This would make it erystal clear to investors that uncontested plurality clections guarantee
victory for all nominees. However, the SEC proposal would not require the handful of plurality
companies that provide an “against” choice to similarly disclose that voting “against™ has no impact
on the election’s outcome. The SEC proposal would require companies with majority voting to
provide “against” and “abstain™ options, and bar them from providing a “withhold™ choice.

EREE Y

‘The Council of Institutional Yavestors (CII) is a nonpartisan, nonprofit association of employee
benefit plans, foundations and endowments with combined assets under management exceeding $3
willion. Member funds include major long-term shareholders with a duty to protect the retirement savings
of millions of workers and their families. CII’s associate members include a range of asset managers with
more than $20 trillion in assets under management. CI1 has advocated for majority voting since 2005.

-January 2017
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Appendix 1: Sample bylaw language for consequential majority voting

Sample bylaw language compliant in Delaware'

1f, as of the record date for a meeting of stockholders for which directors are to be elected, the
number of nominees for election of directors equals the number of directors to be elected {an
“Uncontested Election”), each director shal} be elected by the vote of the majority of the votes cast
with respect to that director’s election at such meeting of stockholders, provided a quorum is present.
For the purpose of an Uncontested Election, a majority of votes cast means that the number of votes
“for” a director’s election must exceed fifty percent (50%) of the votes cast with respect to that
director’s election. Votes “against” a director’s election will count as votes cast, but “abstentions”
and “broker non-votes” will not count as votes cast with respect to that director’s election.

If, as of the record date for a meeting of stockholders for which directors are to be elected, the
numbes of nominees for election of directors exceeds the number of directors to be elected, the
nominees receiving a plurality of the votes cast by holders of shares entitled to vote in the election at
a meeting at which a quorum is present shall be efected.

In order for any person to become a member of the Board of Directors, such person must agree (o
submit upon appointment or first election to the Board of Directors an irrevocable resignation, which
resignation shall provide that it shall become effective, in the event of a stockholder vote in an
Uncontested Election in which that person does not receive a majority of the votes cast with respect
to that person’s election as a dircctor, at the earlier of (i) the selection of a replacement director by
the Board of Directors, or (i} 90 [or 180] days after certification of such stockholder vote.
Acceptance by the Board of Directors is not a condition to the effectiveness of the irrevocable
resignation.

Auny director may resign at any time upon notice given in writing or by electronic transmission to the
Chairman of the Board or to the Secretary. A resignation is effective when delivered unless the
resignation specifies (i) a later effective date or (ii) an effective date determined upon the happening
of an event of events {including but not limited to a failure to receive more than fifty perceat

{50%) of the votes cast in an clection).

! Fotlowing consultation with multiple Detaware securities law experts, CH believes this sample language complies
with Delaware General Corporation Law as currently interpreted. There can be no accounting for future Htigation in
this area, however. Any company exploring revisions to its vote requirement should seek counsel on bylaw
language, including counsel on how to address extraordinary circumstances such as multiple failed elections

ially triggering change-in-control provisions under material contracts and debt covenants.
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Sample bvlaw language compliant with the Model Business Corporation Act

Companies incorporated in states that generally follow the Model Business Corporation Act may
consider the consequential majority voting bylaw at Microsoft”, which is incorporated in
‘Washington, an MBCA state:

2.2 Election — Term of Office. At each annual shareholders’ meeting the shareholders shall elect the
directors to hold office untif the next annual meeting of the shareholders and until their respective
successors are elected and qualified. If the directors shall not have been elected at any annual
meeting, they may be elected at a special meeting of shareholders called for that purpose in the
manner provided by these Bylaws.

Except as provided in Section 2.10 and in this paragraph, each director shall be elected by the vote of
the majority of the votes cast. A majority of votes cast means that the number of shares cast “for” a
director’s election exceeds the number of votes cast “against” that director. The following shall not
be votes cast: (a) a share whose ballot is marked as withheld; (b) a share otherwise present at the
meeting but for which there is an abstention; and () a share otherwise present at the meeting for
which a shareholder gives no authority or dirsction. In a contested election, the directors shall be
elected by the vote of a plurality of the votes cast.

A contested election is one in which (a) on the last day for delivery of a notice under Section 1.13(a),
a shareholder has complied with the requirements of Section 1.13 regarding one or more nominees,
or on the last day for delivery of a notice under Section 1.14{g). an Eligible Shareholder has
complied with the requirements of Section 1.14 regarding one or more nominees; and (b} prior to the
date that notice of the meeting is given, the Board has not made a determination that none of the
candidacies of the shareholder or Eligible Shareholder’s nominees creates a bona fide efection
contest. For purposes of these Bylaws, it is assumed that on the last day for delivery of a notice under
Section 1.13(a) or Section 1.14(g), there is a candidate nominated by the Board for each of the
director positions to be voted on at the meeting. The following procedures apply in a non-contested
election. A nominee who does not receive a majority vote shall not be elected. Except as otherwise
provided in this paragraph, an incumbent director not elected because he or she does not receive a
majority vote shail continue to serve as a holdover director until the earliest of {a) 90 days after the
date on which an inspector determines the voting results as to that director pursuant fo RCW
23B.07.290; (b) the date on which the Board appoints an individual to fill the office held by such
director, which appointment shall constitute the filling of a vacancy by the Board pursuant to
Section 2.10; or (c) the date of the director’s resignation. Any vacancy resulting from the non-
election of a director under this Section 2.2 may be filled by the Board as provided in Section 2.10.
The Governance and Nominating Committee will consider promptly whether to fill the office of a
nominee failing to reccive a majority vote and make a recommendation to the Board about filling the
office. The Board will act on the Governance and Nominating Committee’s recommendation and
within ninety (90} days after the certification of the shareholder vote will disclose publicly its
decision, Except as provided in the next sentence, no director who failed to receive a majority vote
for election will participate in the Governance and Nominating Committee recommendation or Board

vlaws, filed with the SEC in an 8-K on July 5, 2016, are available at
hives‘edeardata/ 7890190061 193123 1664 1678/0001193125-16-641678-index him
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decision about filling his or her office. If no director receives a majority vote in an uncontested
election, then the incumbent directors (a) will nominate a slate of directors and hold a special
meeting for the purpose of electing those nominees as soon as practicable, and (b) may in the interim
fill one or more offices with the same director(s) who will continue in office until their successors are
elected.
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Good Afternoon, Chairman Huizenga, Ranking Member Maloney, and Members of the
Subcommittee. On behalf of the North American Securities Administrators Association, Inc.
(NASAA), I am pleased to submit this statement for inclusion in the record of the hearing entitled
“The JOBS Act at Five: Examining Its Impact and Ensuring the Competitiveness of the U.S.
Capital Markets,” held on March 22, 2017 by the Subcommittee on Capital Markets, Securities
and Investment.

NASAA was organized in 1919, and its membership consists of the sccurities
administrators in the 50 states, the District of Columbia, Canada, Mexico, Puerto Rico and the
U.S. Virgin Islands. State securities regulators have protected Main Street investors for the past
100 years, longer than any other securities regulator. State securities regulators are responsible
for administering state securities laws that both serve to protect investors and provide a
regulatory framework through which businesses can raise capital.

As Congress and this Subcommittee evaluate the JOBS Act on its five-year anniversary,
NASAA members continue to provide a level of accessibility to local, small business issuers and
investors that is unavailable from federal regulators. State securities regulators provide important
information that businesses need to know if they are contemplating raising capital. By providing
this information and conducting outreach programs, state regulators help to raise awareness among
businesses of the laws and rules that govern how companies raise money from investors.

State securities regulators enforce state securities laws by investigating suspected
investment fraud, and, where warranted, pursuing enforcement actions that may result in fines,
restitution to investors and in some instances jail time. Keeping the bad actors out of the markets
serves not only the interests of investors, but the businesses that rely on markets to raise money.
State securities regulators also ensure honest financial markets by licensing registrants — both firms
and investment professionals — and conducting ongoing compliance inspections and examinations.

L Goals of the JOBS Act of 2012

On April 5, 2012, the Jumpstart Our Business Startups Act JOBS Act was signed into law
by President Obama. The JOBS Act was designated as “A bill to increase American job creation
and economic growth by improving access to the public capital markets for emerging growth
companies.” President Obama made the following remarks at the JOBS Act signing:

Here’s what's going to happen because of this bill. For business owners who
want to take their companies to the next level, this bill will make it easier for you
to go public. And that’s a big deal because going public is a major step towards
expanding and hiring more workers. It's a big deal for investors as well, because
public companies operate with greater oversight and greater transparency. . . .

Because of this bill, start-ups and small business will now have access to a big,
new pool of potential investors -- namely, the American people. For the first time,
ordinary Americans will be able to go online and invest in entrepreneurs that they
believe in.
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Of course, to make sure Americans don’t get taken advantage of, the websites
where folks will go to fund all these start-ups and small businesses will be subject
to rigorous oversight. The SEC is going lo play an important role in
implementing this bill. And I've directed my administration 1o keep a close eye
as this law goes into effect and to provide me with regular updates.

The goal of JOBS Act was thus to lessen regulation governing capital formation, including
the process by which companies go public, to ultimately create jobs for American workers. A
secondary goal was to “democratize” access to capital markets by enabling ordinary investors to
participate more directly in the private securities markets.

While the JOBS Act was broadly designed to facilitate access to capital, it ultimately had
competing priorities ~ allowing more companies to stay private, while at the same time
encouraging a greater number of companics to become public. Despite the JOBS Act’s well-
intentioned goals, recent studies have shown that the number of U.S. listed public companies has
continued to decline significantly since its peak in 1997.2 Some have argued that a fundamental
and permanent shift in the types of businesses that are created today. rather than over-regulation,
explains the declining IPO market.’

1L NASAA Perspectives on the JOBS Act and Related Legislation

NASAA was an early and active contributor to the debate regarding many of the changes
to federal securities laws that would eventually be enacted under the JOBS Act. Prior to the law’s
passage, NASAA leaders testified about many of the law’s provisions before subcommittees of
the House Financial Services Committee and the Senate Banking Committee. As the primary
regulator of many small-sized offerings, especially offerings to retail investors, states had an
obligation to share with Congress their perspective on how the changes contemplated by the 2012
faw would affect investors and capital markets.

During the timeframe Congress was considering the JOBS Act, and subsequently
following, NASAA urged Congress to take a balanced approach to policies aimed at spurring
capital formation. Then, as now, the best policies are those that promote fairness and efficiency,
meet the legitimate and evolving needs of the marketplace, and maintain or expand investor
protection. As explained by then-NASAA President and Nebraska Securities Director Jack
Herstein during Congress’s consideration of legislation that ultimately became the JOBS Act,
“Main Street investors should not be treated as the easiest source of funds for the most speculative
business ventures.” While my former colleague Mr. Herstein acknowledged the utility of new and
“creative ways to spur economic development and job creation,” he reiterated the premise that “the

! Barack H. Obama, “REMARKS BY THE PRESIDENT AT JOBS ACT BILL SIGNING” (2012).

? See, e.g., Maureen Farrell, “America’s Roster of Public Companies Is Shrinking Before Our Eyes™, The Wall Street
Journal, Jan. 6, 2017, available ai wsj.convarticles/americas-roster-of-public-companies-is-shrinking-before-our-
eyes-1483545879.

* See, e.g., Gerald Davis, Capital markets and job creation in the 21st century, December 2015, The Brookings
Institution, December 2015, available at brookings.edu/wp-content/uploads/2016/07/capital_markets.pdf, and Post-
Corporate: the Disappearing Corporation in the New Economy, Third Way NEXT, Feb 1, 2017, gvailable at
$3.amazonaws.com/content.thirdway.org/publishing/attachments/files/000/001/047/NEXT-post-
corporate.pdf?1485968086.
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law should not provide lesser protections to the investors who can least afford to lose their
money.”* This remains NASAA’s position.

In the five years since the JOBS Act became law, NASAA has remained closely engaged
with Congress, testifying before this and other Congressional committees. In our testimony, we
have shared our perspectives on the law’s implementation, proposals intended to build upon the
provisions that make up the JOBS Act, and proposals aimed at addressing potential shortcomings.
In a number of cases, Congress has acted to improve legislation as a result of information provided
by state securities regulators acting through NASAA. We also remain engaged in the work of our
counterparts at the SEC and with several federal advisory forums that serve to organize and
consider proposals for improving capital formation.

State securities regulators look forward to continuing this constructive dialogue with the
115" Congress, as well as with businesses, issuers and others directly affected by these policies.

1II.  State Securities Regulation under the JOBS Act

The provisions of the JOBS Act, while primarily focused on changes to federal securities
laws, resulted in changes to state regulatory authority over certain securities offerings.
Specifically, Title IV of the JOBS Act added a new Section 3(b)(2) to the Securities Act of 1933
and directed the U.S. Securities and Exchange Commission (“SEC”) to adopt a new exemption
from registration by rule for public offerings of up to $50 million (which became known as
Regulation A+). Final SEC rules were adopted on March 25, 2015, over NASAA’s objections to
certain aspects of the rules, including the agency’s regulatory preemption of state review authority
in Tier 2 offerings contrary to Congressional intent.®

NASAA, however, instituted a new coordinated, multistate review system designed
specifically for Regulation A+, Tier 1 offerings. NASAA’s “Multi-State Coordinated Review
Program™ was implemented in April 2014 prior to the SEC’s final rule adoption. The Coordinated
Review Program has been used by issuers to raise capital under Tier 1, and NASAA continues to
explore ways that the program can be further improved and utilized.

As industry participants awaited final rule adoption of Title Il of the JOBS Act (i.e., federal
crowdfunding), many states adopted laws in the form of intra-state crowdfunding exemptions.
These exemptions allow small businesses to access capital from investors in their communities.
As of today, 31 states and the District of Columbia have cnacted state-based “equity”
crowdfunding laws, or other limited offering exemptions, and additional states are finalizing
rulemaking and/or legislation.® Although equity crowdfunding on a federal level was not yet legal

* Written Testimony of Jack E. Herstein, NASAA President and Nebraska Bureau of Securities Assistant Director to
Senate Banking Committee, 12/2011.  www.pasaa.org/wp-content/uploads/2011/12/NASAA-Testimony-Senate-
Banking-Crowdfunding-12-1-2011.pd{/

3 Letter from Andrea Seidt, NASAA President and Ohio Securities Commissioner, to Elizabeth M. Murphy, Secretary,
Securities and Exchange Commission, dated Mar. 24, 2014, available at www.nasaa.org/wp-
content/uploads/2011/07/NASAA-Comment-File-57-11-13-03242014.pdf.

¢ Alabama, Alaska, Arizona, Colorado, Delaware, District of Columbia, Florida, Georgia, Idaho, Illinois, Indiana,
Iowa, Kansas, Kentucky, Maine, Maryland, Massachusetts, Michigan, Minnesota, Mississippi, Montana, Nebraska,
New Jersey, Oregon, South Carolina, Tennessee, Texas, Virginia, Washington, West Virginia, Wisconsin, Vermont.

4



202

until final rules were adopted in May 2016, states found creative ways as early as 2011 to work
within existing federal exemptions to enable their local businesses to reach potential investors
while maintaining important investor protections. Local businesses such as breweries, grocery
stores, gyms, restaurants, senior care facilities, real estate platforms, and others have turned to
intrastate crowdfunding laws to raise seed capital for their businesses.

NASAA and state securities regulators also worked with members of Congress to seek
changes to the federal securities framework on which intra-state crowdfunding relies. On October
7,2016, Rep. Tom Emmer (R-MN), along with 14 other members of the House Financial Services
Committee sent a letter to the SEC requesting that it update and modemize federal Rule 147 and
504. In the letter, Congress suggested specific revisions while also preserving important investor
protections, including existing state authority.” On October 26, 2016, the SEC issued final rules
implementing those changes.

NASAA has been working on other initiatives over the last several years to help streamline
state filing requirements. For instance, in 2014, NASAA implemented an electronic filing system,
the Electronic Filing Depository (EFD), to allow private company issuers to clectronically file a
Form D for Regulation D, Rule 506 securities offerings in one or more states. This system
interfaces with the SEC’s EDGAR system and enhances the efficiency of the regulatory filing
process for certain exempt securities offerings. It also allows the public to search and view, free
of charge, state Form D filings.

NASAA also hosts a yearly Capital Formation Roundtable in Washington, D.C. that brings
together state securities regulators and stakeholders from private industry and the public sector.
The annual Roundtable is attended by small business owners, entrepreneurs, corporate finance
practitioners, representatives of venture capital and several major exchanges, academia, investor
advocates and others. One goal of the Roundtable is to learn more about the priorities of these
various stakcholders, and discuss how state and provincial securities regulators may work
effectively with investors, the regulated community, and advocates for both in shaping the future
of state and provincial capital formation regulation.

IV.  New & Future Legislative Proposals
One of the purposes of today’s hearing is to examine whether there are steps Congress and
regulators can take to identify “issues that are hampering the competitiveness of the U.S. capital

markets and what actions should be taken to address those issues.”

To the extent that our national securities and capital markets may be enhanced by making
these markets more efficient and open and fair for investors, then NASAA supports the goal, and

The following states are working on legislation and/or rulemaking: Arkansas, California, North Carolina, Ohio and
Wyoming,

7 Letter to SEC Chair Mary Jo White, Oct. 7, 2016, from Reps. Tom Emmer, Gwen Moore, Patrick McHenry, John
Carney, Scott Garrett, Denny Heck, Randy Neugebauer, Terri Sewell, Luke Messer, Keith Ellison, Peter King,
Robert Hurt, Robert Pittenger, Roger Williams and Stephen Fincher, available at
https://www.sec.gov/comments/s7-22-15/s72215-34.pdf.
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hopes to work with the 115" Congress in furtherance of the effort. We are optimistic that a number
of areas exist that are conducive to such collaboration.

For example, NASAA supports Chairman Huizenga’s legislation to establish a new and
limited exemption for M&A brokers, and we look forward to working with him to get the bill
passed this year. NASAA has long shared Congress’s interest in establishing a more streamlined
regulatory framework for persons serving as brokers in M&A deals that involve the transfer of
securities. NASAA recently adopted a Model Rule which exempts M&A brokers from state
securities registration pursuant to certain conditions.®

We also strongly support the Senior$afe Act legislation, sponsored in the House by Reps.
Sinema (D-AZ) and Poliquin (R-ME), and hope to work with the Committee to see the legislation
enacted promptly. The Senior$afe Act’s objectives and benefits are far-reaching. Older
Americans stand to benefit directly from such reporting, because early detection and reporting will
minimize their financial losses from exploitation, and because improved protection of their
finances ultimately helps preserve their financial independence and their personal autonomy.

NASAA looks forward to collaborating with Congress on the enactment of laws that put
the interests of investors first and provide for the strong enforcement of securities laws. These are
the hallmarks of healthy and vibrant markets. However, legislation that could weaken investor
protection or regulators’ efforts to maintain the integrity of the marketplace remain a concern for
NASAA. For example, proposals that would make it more difficult for states to police “private”
securities offerings, both in the context of Rule 506 offerings to accredited investors, and other
offerings made directly to retail purchasers pose significant potential investor protection concerns.
Congress has an obligation when creating these markets to provide regulators with all the tools
they require to keep the markets clean and to deter and punish fraud. NASAA also questions the
basis for proposals to establish certain new or overly broad securities registration exemptions, and
to expand demand and liquidity for these types of offerings through the regulatory engineering of
certain small-sized exchanges, especially if such exchanges are to be exempted from state
securities laws.

In conclusion, state securitics regulators ook forward to working with the 115" Congress,
and appreciate the opportunity to share their perspective with the Subcommittee today. While the
state and federal perspectives are often complimentary, they sometimes may differ. Nevertheless,
as the Subcommittee investigates how to further the competitiveness of America’s capital market
through policy innovation, state securities regulators will be very pleased to offer advice and
perspective on any important questions that Congress may confront.

# On September 29, 2016, NASAA adopted a Model Rule Exempting Certain Merger & Acquisition Brokers from
Registration.  The  NASAA  Model Rule is  available at  nasaa.cdn.s3.amazonaws.com/wp-
content/uploads/2011/07/MA-Broker-Model-Rule-adopted-Sept-29-20 1 5-corrected pdf.
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Brian Hahn
Chief Financial Officer, GlycoMimetics, Inc.
On behalf of the Biotechnology Innovation Organization (B10)

Written Responses to Questions from Rep. Sean Duffy

Proxy Advisory Firms

Mr. Knight and Mr. Hahn, 1 appreciate the support that you and other witnesses on this
panel have given in testimony to the Corporate Governance Reform and Transparency
Act. This legislation, which I sponsored last Congress with my friend and now Governor of
Delaware, Mr. Carney, passed our committee with solid bipartisan support. I intend to
reintroduce the bill this Congress.

¢ QUESTION: Do you have any suggestions for improvements to the bill?

As I noted in my testimony, BIO strongly supports this legislation, which we believe would
bring important transparency and accountability to the proxy firm industry. In terms of
improvements to the bill, BIO would support a requirement that the firms include a dissenting
opinion of sorts in their final report in instances where an issuer and a firm reach different
conclusions on a given recommendation. These statements could include an issuer’s reason for
disagreeing with the firm’s recommendation, or simple clarifications to misconceptions,
including data errors, in the report. With such an addendum, proxy firms’ clients would stili
have access to the recommendation and the firms’ reasoning behind it, but they would gain
insights into the company’s decision-making process and be able to make a voting decision
based on a full set of information.

Short Selling

Mr. Hahn, in your testimony you note that “BIO supports short selling transparency in
order to shine a light on manipulative trading behaviors that disincentivize long-term
investment in innovation.”

Last year, I sent a letter to Chair White about this issue following a story in the Wall Street
Journal that revealed a potentially deceptive and manipulative practice by some hedge
funds to challenge the legitimacy of a drug patent while simultaneously shorting the drug
manufacturer’s stock.

e QUESTION: Can you discuss the impact of this kind of tactic on the life sciences
innovation industry?

As you noted in your letter to Chair White, manipulative hedge fund managers have developed a
short selling strategy to abuse the U.S. patent system in order to inflate their own profits,
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Briefly, these individuals take short positions in a company’s stock and then file a series of
challenges through the Patent Office’s inter partes review (IPR) process. They do not have a
competing patent, or indeed any specific stake in the company’s science, yet the IPR process
allows them to file a challenge — which naturally impacts the company’s stock price as news
spreads that its patents may be in jeopardy. The short investors’ goal is not to actually impact
the long-term standing of the patent (nor the long-term health of patients), but rather to initiate a
short-term drop in the stock. The lack of transparency around short selling enables this behavior,
which is extraordinarily damaging to companies of all sizes in our industry.

In addition to the manipulation that biotechs experience through the patent system, they are also
subject to more “run-of-the-mill” manipulation wherein short investors spread rumors through
blog posts and social media about small biotech companies (often following positive clinical trial
data), driving down their stock price and generating a profit for short sellers at the expense of the
long investors who support life-saving innovation.

These abusive strategies have significant damaging effects on life-saving innovation. Targeted
rumors and insinuations can drive down a company’s stock price, divert long investors away
from potentially life-saving therapies, and harm the ability of biotech companies to advance
innovative treatments. This type of shorting behavior can also prevent growing companies from
raising valuable innovation capital, often placing an additional discount on the equity pricing of a
financing round.

Ultimately, this consistent risk of manipulation, and the lack of information available that would
allow companies to combat it, disincentivizes the long investment necessary to fund the decade-
long, billion-dollar biotech development pathway

o  QUESTION: What should Congress or the SEC do to address this?

BIO believes that increased short transparency, designed to complement the existing long
disclosure regime, would shine a light on manipulative behaviors, allow market participants to
make informed trading decisions, and ensure equitable rules for all types of investments.
Specifically, we would support required disclosures of investors taking significant short
positions, modeled after the beneficial ownership disclosure obligations in SEC Regulations 13D
and 13G.

The current disclosure regime for long positions exists to provide information regarding persons
that may have potential influence over, or control of, an issuer. Investors taking short positions,
on the other hand, face no public disclosure requirement, despite the significant influence they
exert on issuers. Their power stems not from voting rights, but rather from the ability to spread
rumors and engage in manipulative trading behaviors that harm growing companies and
disincentivize long-term investment in 21* century innovation and job creation — yet there is not
a parallel disclosure regime for the reporting of short positions.

Notably, BIO supports a short disclosure regime that is complementary, rather than identical, to
the existing long disclosure requirements. The long disclosure trigger in Regulation 13D (5% of
a class of an equity security) is unlikely to capture short manipulation for the simple reason that
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few short sellers take a large enough short position to cross the 5% threshold — yet still find it
easy to manipulate a company’s stock even if they are short far less than 5%. Bl1O would
support either a lower disclosure trigger or a standard based on a different metric than
outstanding shares (for example, trading volume could be a more appropriate measure given that
the depressive effect of short sales on a stock price is largely a function of the volume and
frequency of short transactions relative to the overall securities transaction volume).

Issuers, investors, and patients are all impacted by the current lack of short transparency. A
commonsense disclosure regime for short positions would shine a light on manipulative practices
while giving investors and companies the information they need to make informed market
decisions.
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Brian Hahn
Chief Financial Officer, GlycoMimetics, Inc.
On behalf of the Biotechnology Innovation Organization (BIO)

‘Written Responses to Questions from Rep. Randv Hultgren

Our markets are predicated on accurate and equal access to information to drive price
discovery, investment, and economic growth. For these reasons, the short-selling strategy
used to drive down the price of biotechnology start-ups, described on Page 8 of your
testimony, is troubling. I do not believe spreading online rumors, as raised in your
testimony, is constructive for our markets. Furthermore, I recognize that the business
model of start-up biotechnology companies makes them especially vulnerable to the news of
the day including unverified rumors or falsehoods.

1. Can you provide any examples of the spreading of “online rumors” or the
publication of “false or misleading data” about small biotech companies as
referenced in your written testimony?

Emerging biotechs face a consistent and significant risk of manipulation by short sellers, who are
protected by the lack of disclosure required of short positions. My colleagues across the industry
have shared stories with me ranging from “analyst” reports predicting clinical trial difficulties to
selectively edited data to social media rumors. Sometimes these strategies are undertaken with
the utmost secrecy — as when short sellers need to convince long investors to sell in order to
drive down the stock price to cover their short; other times, the process is much more public - as
with the manipulative hedge fund managers who publicize their challenges to a company’s
patents via the Patent Office’s infer partes review (IPR) process.

These experiences, combined with dramatically increased trading volume and a high percentage
of short interest, strongly suggest short manipulation — but the lack of transparency makes it
impossible to determine for certain. Despite companics’ best efforts to manage their stock in
such a way that protects long-term investments in innovation and allows for capital raises to fund
life-saving clinical trials, the information simply does not exist to connect the dots from
suspicious trading activity to specific bad actors.

Company management has a fiduciary duty to protect shareholders, but the lack of transparency
around short positions makes it exceedingly difficult to police short manipulation effectively.
This consistent risk of manipulation, and the lack of information available that would allow
companies to combat it, disincentivizes the long investment necessary to fund the decade-long,
billion-dollar biotech development pathway.

2. Are there any policy recommendations you would propose to address manipulative
trading strategies? What specific changes could be made to increase transparency
for short positions?
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BIO believes that transparency is the easiest and most direct way to combat these trading
behaviors — a short disclosure regime complementary to the existing long disclosure
requirements would shine light on the motivations of short sellers and provide valuable
information to issuers and the public.

Specifically, BIO support a short disclosure regime modeled after the beneficial ownership
disclosure obligations in SEC Regulations 13D and 13G. Such a regime would require short
sellers to file with the SEC if they take a significant short position in a company’s stock.

Notably, BIO supports a short disclosure regime that is complementary, rather than identical, to
the existing long disclosure requirements. The long disclosure trigger in Regulation 13D (5% of
a class of an equity security) is unlikely to capture short manipulation for the simple reason that
few short sellers take a large enough short position to cross the 5% threshold — yet still find it
easy to manipulate a company’s stock even if they are short far less than 5%. BIO would
support either a lower disclosure trigger or a standard based on a different metric than
outstanding shares (for example, trading volume could be a more appropriate measure given that
the depressive effect of short sales on a stock price is largely a function of the volume and
frequency of short transactions relative to the overall securities transaction volume).

Issuers, investors, and patients are all impacted by the current lack of short transparency. A
commonsense disclosure regime for short positions would shine a light on manipulative practices
while giving investors and companies the information they need to make informed market
decisions.
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Edward S. Knight

Executive Vice President &
General Counse!

1100 New York Avenue, NW
Washington, DC 20005

April 15,2016

The Honorable Sean Duffy

Chairman, Housing and Insurance Subcommittee
United State House of Representatives
Washington, DC 203515

RE: March 22, 2017 Capital Markets Subcommittee hearing question for the record response on ideas to
improve your legisiation, the Corporate Reform and Transparency Act.

Dear Chairman Duffy:

Over the past five years, Nasdaq has expressed deep concerns about the business models and practices of
Proxy Advisory Firms, and we are grateful for this opportunity to offer our thoughts on possible
improvements to the Corporate Governance Reform and Transparency Act.

It is because Proxy Advisory Firms serve an important function for market participants that Nasdaq has
judiciously approached the public policy process to recommend changes to their oversight and
transparency. As a regulator ourselves, we understand the critical need for transparency in standard
setting and the importance of making every effort to mitigate both functional and perceived conflicts of
interests. It is in this light that we previously endorsed, along with more than 100 publicly-traded
companies, your bipartisan legislation in the last session of Congress, H.R. 5311, which passed the House
of Representatives.

In the intervening time period, several ideas have been proposed and appeared in the public debate about
this issue aimed at improving your legislation. We believe that some of these ideas could enhance the
legislation and empower public companies to address and dispel mistaken assumptions and facts in Proxy
Advisory Firm recommendations.

One suggestion that we believe warrants serious consideration is to allow companies to include a
statemnent in the Proxy Advisory Firm’s report addressing any disagreement between the issuer and the
firm in terms of the firm’s analysis or the facts underlying its recommendations. This would provide
shareholders with a more complete picture and useful information to help inform their voting decisions.

It wouid also be similar to the process that permits shareholders to place a proposal on a company’s proxy
and for both the shareholder and company management to include their views on the proposal in the
proxy.

Thank you again for the opportunity to comment on your legislation. We are happy to work with you and
your staff on other ideas that will strengthen your bipartisan legislation and help it move along in the
legislative process.

Sincerely,

Std 5. s

Edward S. Knight
Executive Vice President and Chief Regulatory Officer
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Sharcholder Proposal Rule

Mr. Quaadman, the SEC’s Shareholder Proposal Rule has been a constant source of
frustration for many issuets who have called for its modernization.

Rule 14a-8 allows any shareholder with $2,000 or 1% of stock in a company —
whichever is less — to put a proposal on the company’s annual proxy ballot. The asset
threshold has not been updated for inflation since 1998.

* QUESTION: Would you support updating this number for inflation?

Yes. A significant issue that presents itself across a number of SEC regulations is
that specific dollar thresholds have not been updated for inflation throughout the
years, inhibitng the ability of market participants to utilize important exemptions
as our economy has grown larger. With the JOBS Act, Congress recognized that
this was a problem and therefore indexed for infladon the revenue thresholds for
Emerging Growth Companies under Titde I of that law, as well as the amount that
companies can raise through crowdfunding under Tide III Adjusting regulations
for inflation ensures that they remain relevant and accurately reflect the size and
scope of the American economy. We therefore fully support adjusting the initial
thresholds for eligibility under Rule 14a-8.

Some have advocated for eliminating the dollar-holding threshold and moving toward
a percentage ownership-only approach.

¢ QUESTION: Would you support that approach?

We believe it is important to recognize that there are many flaws both with the
substance of Rule 14a-8 itsclf as well as the SEC’s actions through the no-action
process, which have created a level of uncertainty for issuers and investors. While
the low inigal thresholds allow a shareholder who holds miniscule amounts of
stock (relative to a company’s overall market cap) to submit a proposal, the SEC
has in many cases allowed subject matter unrelated to enhancing long-term value
to make its way onto a company’s proxy. The latter is a significant problem that
cannot be fixed simply by making more investors ineligible to submit a proposal.

We also believe that it is important for all sharcholders to have a voice and to use it in
legitimate ways. In fact, the Chamber has strongly advocated that the SEC reverse the
benign neglect that have effectively disenfranchised retail shareholders from the

shareholder voting process. However, in a balanced system the SEC should also verify
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the ownership of stock to ensure that a shareholder proponent is an actual owner of
stock and not a gadfly pursuing causes unrelated to the company or interest of a
majority of actual owners of stock.

It is also important to keep in mind that much of the special interest activism
under 14a-8 comes not from small-dollar investors, but from public pension plans
that hold large amounts of stock. For example, the New York City Comptroller
has embarked on a campaign in recent years to target the oil and gas industry using
proposals related to proxy access. If Congress or the SEC moved towards a
petcentage ownership-only approach, public pension funds in New York City and
elsewhere would likely sdll remain eligible to submir proposals, and in fact could
become even more active under 14a-8.

We would support Congress or the SEC focusing primarily on 1) Increasing
thresholds under the Resubmission Rule which would make proposals excludable
based on past support instead of ownership levels and 2) the SEC reasserting the
intent of many of the provisions under 14a-8, which were originally drafted to
ensure that a company’s proxy did not simply become a repository for special
nterest prorities.

The resubmission threshold under Rule 14a-8 has also been criticized for being too
low. To avoid exclusion, a proposal needs to only receive 3 percent of the vote on its
first submission, 6 percent on the second, and 10 percent on the third. Currently, a
proposal with 90 percent opposition can be resubmitted indefinitely.

In 1997, the SEC proposed to increase these thresholds to 6 percent on the first
submission, 15 percent on the second submission, and 30 percent on the third.

* QUESTION: Would you recommend updating the resubmission
threshold and if so, what threshold would you recommmend?

We believe that the SEC’s 1997 proposal — put forth under a2 Democratic
Chairman — should be the “floot” for reform of the Resubmission Rule. The
6/15/30 thresholds make much more sense compared to the status quo and
could be implemented swiftly cither by the SEC or Congress. However,
Congress should also consider whether the final threshold should be set at 50%
- in other words, if you’ve submitted a proposal three times and have not
received majotity support, then sharcholders have stated in pretty plain terms
that they don’t believe the company should adopt the proposals.

O
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