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Roy G. Smith - Kenneth Langone Professor 0f Finance and Entrepreneurship, Stern School of Business, NYU
Won Jun Hong - Former Research Assistant, Stern School of Business, NYU

Abstract

The Jumpstart Our Business Startups (JOBS) Act was passed by
Congress with bipartisan support and signed into law in 2012. Many
regulators and investor advocates opposed the new law because
the securities it was enabling the sale of were very risky, and the
public at large was unlikely to fully understand these risks, which
include over-promotion, misrepresentation, mispricing, and manip-
ulation of prices in aftermarket trading.

The first IPO under the new crowdfunding rules, a U.S.$17 million

issue by Elio Motors, has now been completed successfully. Be-
tween the SEC’s new rules and new procedures developed in the
market, a different way to access investors in start-up companies
has been created which could provide an alternative pathway for
many companies to raise early state capital. If it catches on, then
much of what we know about start-up financing could be changed
forever; the new pathway could disintermediate the risk capital
industry, just as Uber has done to taxis, and Amazon has done to
retailing. The change could be very big.
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The Jumpstart Our Business Startups (JOBS) Act was passed by
Congress with bipartisan support and signed into law in 2012. Its
purpose was to enable “emerging growth” startup companies to
raise capital directly from the public through the internetin order to
help them grow and create more jobs. Many regulators and inves-
tor advocates opposed the new law because the securities it was
enabling the sale of were very risky, and the public at large was
unlikely to fully understand these risks, which include over-promo-
tion, misrepresentation, mispricing, and manipulation of prices in
aftermarket trading.

EARLY FORMS OF CROWDFUNDING

The basic idea behind crowdfunding is to establish internet sites
through which companies can announce themselves and their
business plans and solicit funding without going through expensive
venture capital or underwriting processes.

Kickstarter, founded in 2009, is a for-profit “benefit corporation”
that is permitted to consider benefits to society as well as prof-
its in its business activities. Kickstarter enables artists and other
creative people, and companies with interesting new products or
designs, to demonstrate their products usually through a 30-day on-
line “campaign,” and to receive funding in the form of “donations”
in exchange for rewards, premiums, or an opportunity to acquire
the product as soon as it becomes available to the public. Kickstart-
er does not sell or broker stocks in companies, but it does enable
startups to raise small amounts of initial funding to launch their first
batch of products.

Since 2009, Kickstarter has raised over U.S.$2 billion in campaigns
for 100,000 projects from nearly 10 million people, including 135
campaigns that raised more than U.S.$1 million for companies like
Oculus Rift (virtual reality), Pebble Time (electronic smart watch),
Dash (Wireless Smart Headphones), and the Micro (3D Printer).!

Kickstarter is not the only player in this crowdfunding sub-market.
GoFundMe has raised over U.S.$1 billion for personal advocacies,
such as education, environment, and minority empowerment relat-
ed issues. Indiegogo competes directly with Kickstarter and has a
presence in Canada, U.K,, France, and Germany. Smallknot offers
similar features as well.

STARTUP FINANGING

New “startup” businesses typically obtain their initial financing
from their founding investors, friends and family members, angel
investors or corporate partners, and from venture capital invest-
ment firms (VCs). Many startups, failing to have access to the other
sources of funds, appeal to VCs for their initial financing in what is
essentially an asymmetrical market. VCs reject most of the propos-
als made to them, and only investin companies at pricing levels that
could provide a high return to them, and thus involve considerable
dilution of their founders’ equity, along with other terms that reduce
the founders’ powers of control, and leave the company committed
to the VC relationship indefinitely.

According to The National Venture Capital Association, in 2015, VCs
invested U.S.$58.8 billion, about half of which was in seed capital or
early stage investments. 1,400 companies raised venture capital for
the first time in 2015. VC funds were also selling shareholders in 45
IPOs (27% of all such issues), valued at U.S.$17.4 billion.

Thus it is clear that VCs control an important pathway to startup
financing in the U.S., but, at the same time, the total number of com-
panies able to access this pathway is quite small relative to the
number seeking startup funds.

INITIAL PUBLIC OFFERINGS (IPOS)

IPOs are an important part of the market for new issues of equity
securities. In 2015, 169 companies raised around U.S.$30 billion via
IPOs (a 35% decline from 2014 and the lowest volume in six years).
Of these issues, only about 30 were IPOs of U.S.$50 million or less.?
Consequently, the IPO market is also not a major source of startup
or early stage financing, relative to the demand for such funds.

IPOs are filed with the SEC on standard Forms S-1 (but with reduced
disclosure and exemption from audits of internal controls avail-
able to “emerging growth” companies, thanks to the JOBS Act).
According to the SEC, around 75% of all smaller company IPOs is-
sued after April 2012 were undertaken by companies that identified
themselves as emerging growth companies. These issues had to be
sold only to “accredited investors,” meaning that the investor must
have more than U.S.$1 million in net worth (excluding their primary

1 https://www.kickstarter.com
2 http://www.renaissancecapital.com/ipohome/press/ipopricings.aspx
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residence) or income of over $200,000 per year ($300,000 if married)
for the past two years and expect the same level of income in the
current year.

On Oct. 30, 2015, the SEC released further rules applicable to ex-
emption from registration for certain smaller crowdfunding trans-
actions (under Title Il of the JOBS Act), and provided a framework
for the regulation of “registered funding portals” and broker-deal-
ers that issuers are required to use under the new rules.

The requirements for obtaining the exemption under Title Il are that
(a) the amount raised not exceed U.S.$1 million in a 12-month pe-
riod, (b) that individual investments in all crowdfunding issuers in
a 12-month period are limited to the greater of U.S.$2,000 or 5% of
annualincome or networth, if such is less than U.S.$100,000, or 10%
of netincome or net worth (not to exceed U.S.$100,000) if annual net
income or net worth of the investors is U.S.$100,000 or more, and (c)
transactions are conducted through a registered broker-dealer or a
registered funding portal.

SEC REGULATION A+

On June 19, 2015 (as required by the JOBS Act), the SEC announced
new crowdfunding rules for sales to “non-accredited issuers” (i.e.,
more or less ordinary retail investors) under its “Regulation A+.”
These issues are divided into Tier-1 and Tier-2 offerings. Tier-1 of-
ferings are limited to U.S.$20 million within a 12-month period and
require compliance with State “Blue Sky” securities laws that au-
thorize the sale of possibly speculative securities in the state.

Tier-2 offerings are capped at U.S.$50 million within a 12-month
period. Tier-2 offerings, however, preempt State Blue Sky securi-
ties laws. This provides a significant advantage as it eliminates the
burden and expense associated with compliance with numerous
individual State Blue Sky securities laws.

For Reg A+ offerings, issuers must file registration statements on
(a new) Form 1-A that, though abbreviated compared to Form S-1,
still must contain all information material to an investment decision.
These issues may be sold to non-accredited investors if the inves-
tors certify that their investment in the issue being offered will not
exceed 10% of the greater of their netincome or net worth.

StartEngine Crowdfunding, a for-profit affiliate of a corporate “ac-
celerator” founded in 2011,° was formed to assist startup compa-
nies issue new stock under Regulation A+. It does not underwrite
issues or take positions in them. It is not licensed as a broker; it

Iu

is, however, “an SEC registered funding portal” that connects
startups to unaccredited investors via the Internet. In 2015, Start-
engine Crowdfunding was charging issuers U.S.$20 per investor,
regardless of the size of the purchase; however, this was raised to
U.S.$100 per investor after the Elio offering.

ELIO MOTORS IPO

On August 28, 2015 Elio Motors, a startup manufacturer of a slick
looking, U.S.$6,800 two-passenger, three-wheeled minicar that gets
84 miles per gallon, filed the first Form 1-A registration statement
for a Type-2 IPO.

Elio’s founders invested U.S.$5 million in the company at an average
price per share of U.S.$0.26. Accredited investors have also pur-
chased an additional U.S.$9 million of shares at an average price of
U.S.$1.48 per share through private placements. In 2015, the com-
pany issued U.S.$3 million of subordinated secured notes convert-
ible into common stock at U.S.$5.98 per share. By the end of 2014,
the company had also raised U.S.$58.6 million of long-term debt.*

This financing was done with no investment by VCs.

It is not that the founder, Paul Elio, did not reach out to VCs. Every
time he pitched his idea to one of them, he encountered skepticism
that there would ever be a mass-market for the tiny, three-wheeled
commuter car. No single small-sized vehicle has ever had a materi-
al success inthe U.S.; even the globally successful small cars, such
as Daimler Benz's Smart and Fiat's 500C, ended up being uninterest-
ing economically in the U.S. Small cars that are popular in European
markets did not appeal to American consumers, who are used to
larger vehicles. Besides, the VCs said, the costs of just testing the
idea were quite high relative to the expected payoff. The automo-
tive industry was not really suitable for VC investments, they said,
Tesla Motors notwithstanding.

To demonstrate market demand and raise some startup funds, in
January 2013 Elio began introducing a two-tier (refundable and
non-refundable) vehicle reservation system. A potential buyer
can reserve a spot for future delivery of a vehicle by depositing

3 Its founders are Paul Kessler, a prolific venture capitalist who has invested in and/or
worked with over 500+ companies, and Howard Marks, a founder of Activision (now a
part of Blizzard-Activision), known for its blockbuster games Call of Duty.

4 Elio Motors Form 1-A, November 20, 2015

5 http://online.wsj.com/mdc/public/page/2_3022-autosales.html
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an amount from U.S.$100 to U.S.$1,000. Non-refundable depositors
will have priority for vehicle delivery and receive a discount that
amounts to 50% of the committed deposit.® Tesla employed such a
two-tier scheme for its Model S reservation.

By January 1, 2016, Elio had collected more than 50,000 reserva-
tions for vehicles on its website, locking in more than U.S.$340 mil-
lion in advanced product orders, and U.S.$21.1 million in deposits
(80% of which are nonrefundable). Advanced reservations for vehi-
cles are different from equity crowdfunding. Kickstarter and similar
crowd-accessing donation platforms are closer to advanced reser-
vations than to actual equity fundraising.

Elio hoped to raise sufficient funds from its equity crowdfunding is-
sue to fund prototype building and testing of 25 vehicles to be used
to demonstrate various performance and safety features required
to obtain a major loan from the U.S. Department of Energy.

If the Elio car meets the required performance tests it may be able
to tap into the U.S. Energy Department’'s Advanced Technology Ve-
hicles Manufacturing (ATVM) loan fund.” If so, this could provide up
to U.S.$185 million of additional capital for the company.® The most
noteworthy recipient of ATVM loan was Tesla Motors with a loan of
U.S.$465 million in January 2010.° ATVM loans are highly attractive
to the automotive industry since the loans carry low interest rates
with long maturities and minimal fees.

In order to qualify for ATVM loans, the company must show that it is
financially and technologically capable of vehicle production. In ad-
dition, the company’s vehicles must meet the Energy Department's
fuel efficiency, component quality and manufacturing location stan-
dards, which requires that all vehicles be assembled in the U.S.

Thus, in order to raise the U.S.$235 million of startup capital it re-
quires to begin production, Elio must be able to qualify for an Ener-
gy Department loan, and to obtain the loan it must first raise about
U.S.$20 million in additional equity capital.

Enabled by Startengine Crowdfunding, Elio Motors sought non-bind-
ing “indications of interests” for up to U.S.$25 million of equity from
accredited and non-accredited investors over a three-month, on-
line testing period. The idea was to gauge market sentiment to de-
termine an appropriate price level and number of shares to be sold
from the indications of interest.

For traditional public offerings of equity shares in startup compa-
nies, a registration statement containing voluminous information
about the company and the risks involved in investing in it is filed
with the SEC, at considerable expense to the company. (Regulation

A+ does allow emerging growth enterprises to offer shares with
less cumbersome SEC disclosures than are required for traditional
IPO processes). Underwriters must also be retained to purchase
and resell the stock being offered based on demand estimated by
pre-offering marketing and sales efforts.

In August 2015, Elio Motors closed its non-binding, three-month
market test with over U.S.$42 million of interest in purchasing the
shares indicated by 11,000 (mostly non-accredited) investors with
an average order of U.S.$3,820."

On August 29, Elio Motors filed a registration statement on the new-
ly approved abbreviated Form 1-A to obtain SEC approval for the
offering. The proposed offering was to be of a minimum of 1 million
and a maximum of 2 million shares. The expected offering price, set
by the Company, was U.S.$12 per share.

The registration statement disclosed that Elio had not yet sold
any vehicles, and in 2014 had lost U.S.$20.7 million and ended the
year with a cumulative shareholder deficit of $45 million. For the
six months ended June 30, 2015, the unaudited results showed a
net loss of U.S.$8.8 million and an accumulated deficit of U.S.$53.8
million. The SEC reviewed the registration statement over a period
of about three months, requesting changes or additions as appro-
priate. After a series of amendment filings, Elio Motors finally ob-
tained approval for the offering from the SEC in late November 2015.

Elio retained Fund America Securities, a registered broker dealer,
to perform several administrative functions under the new rules in
connection with the offering, including determining investment lim-
its for subscribing investors, certifying that investors are qualified,
applying checks against money-laundering, serving as a registered
agent for Blue Sky filings, and transferring subscription information
to Elio’s transfer agent.

6 Investor information can be found at: http://ir.eliomotors.com/

7 "To date, the program, which is administered by the U.S. Department of Energy’s Loan
Programs Office, has made over $8 billion in loans, including loans to Ford ($5.9 billion),
Nissan ($1.45 billion) and Tesla. The ATVM loans are made attractive to applicants due to
their low interest rates (set at U.S. Treasury rates (approximately 2% to 4%), minimal fees
(no application fees or interest rate spread and only a closing fee of 0.1% of loan principal
amount), and long loan term life of up to 25 years (set at the assets’ useful life).” Source:
Security and Exchange Commission EDGAR Database

8 Wall Street Journal, http://www.wsj.com/articles/Mr. Elio-elios-quest-to-build-a-three-
wheel-car-1433301222

9 US Department of Energy, Loan Programs Office, http://energy.gov/Ipo/tesla

10 Eliomotors.com
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RESULTS OF THE ELIO OFFERING

The offering was conducted online via the Startengine Crowdfund-
ing website for 74 days from late November 2015 to late February
2016, during a period in which the S&P 500 stock index dropped
6.8% and VCs and other investors in many high visibility technology
“unicorns” took substantial write-downs.

In February 2016, the company announced that it had accepted or-
ders for U.S.$17 million of shares (5.3% of the company) from 6,600
investors, which capitalized the company in the market initially at
U.S.$321 million.

Trading in the shares began on February 19, 2016 on OTCQX, an
over-the-counter exchange. One week after the offering, shares
were trading at U.S.$16.50 and soon thereafter increased to U.S.$37
per share, and by February 29 reached a high of U.S.$75 per share,
before dropping sharply to U.S.$20.75 on March 4, underscoring the
extreme volatility that can occur in thinly traded markets. Trading
volume was only in the hundreds of shares during most of the pe-
riod following the offering. The tradable “float” in the company's
shares, even after a tripling of the share price, was still only U.S.$52
million, an amount too small to attract interest from large institu-
tional investors.

WHAT IS DIFFERENT ABOUT THE ELIO OFFERING?

Since Elio had been denied venture capital financing, the offering
essentially allowed the company to turn to ordinary investors as an
alternative source of startup capital, and to do so at a much lower
cost than VC investors would have required had they been willing to
invest. The offering represented only 5.3% of total shares outstand-
ing; VC investors, as a group, typically own 30%-50% of outstanding
shares by the time of a traditional IPO.

The Elio IPO involved no underwriters or underwriting fees. Le-
gal and other fees associated with the offering, excluding fees to
Startengine and Fund America Securities, a broker-dealer acting
as a sales agent, amounted to approximately U.S.$150,000, or only
0.1% of the amount raised. Total expenses of the offering, based on
pro-rating Elio’s estimated minimum and maximum amounts, were
U.S.$1,689,000, or 9.9% of the proceeds received. Of these, per-in-
vestor fees to Startengine Crowdfunding at U.S.$20 per investors
were U.S$132,000; fees paid to Fund America totaled approximate-
ly U.S.$649,000. We also estimate that Elio spent approximately
U.S.$750,000 on marketing and public relations in connection with
the offering. Traditional IPOs of comparable size generally involve

underwriting fees and commissions of approximately 7% plus legal,
auditing, and other expenses of another 2% to 3%.

Shares were priced by Elio (not by underwriters or venture capital
investors) after a three-month market trial at U.S.$12 per share (up
from U.S.$5.98 per share for a private placement of convertible de-
bentures earlier in 2015).

The shares were marketed entirely thorough the Internet using us-
er-friendly Startengine and Elio’s websites, which enabled potential
investors to “reserve” shares in the offering on a “non-binding”
basis (as well as reserving the company’s product when it became
available). Once the SEC permitted the offering to be sold, investors
were contacted by email to confirm their acceptance of their allo-
cation of shares.

After the offering the shares were traded on 0TCQX, an over-the-
counter exchange specializing in small companies operated by OTC
Markets. The shares are not being listed on NASDAQ or the NYSE.
Trading in the shares is limited and in small amounts, suited to “or-
dinary” retail investors. However, despite that, in the after-market
following the IPO, Elio shares initially rose to a 38% premium over
the offering price despite a significant downturn in the stock mar-
ket indices, and in preliminary pre-IPO valuations of high-visibility
technology companies.

Although Elio’s Reg A+ fundraising did not meet its maximum goal
of U.S.$25 million, raising U.S.$17 million still impressed a lot of
entrepreneurs. Following Elio’s offering, over 40 companies made
Form 1-A filings and 12 had received their approvals by February
20, 2016." Startup companies in many different industries, including
healthcare, banking, and even cannabis distributers, are now eye-
ing crowdfunding as an alternative to traditional venture capital or
initial public offerings in order to tap a different source of funds with
less equity dilution.

IS GROWDFUNDING AN “UBER?”

“Uber” refers in this context to the ridesharing company's disrup-
tive challenge to a settled industry. Bypassing venture capital or
private equity investors and the traditional Wall Street dominat-
ed IPO process to access ordinary investors through the Internet
could certainly be disruptive if Elio’s success is repeated by other
companies.

11 Porter Wright Morris & Arthur LLP, 2015, “Diverse companies receive SEC approval to
raise fund with Regulation A+,” Federal Securities Law Source, December 15.
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Whether it will or not will depend on the longer-term success of the
investments, i.e., whether investors will be able to expect to sell
shares purchased in the IPO at a later date at a profit, and whether
the issuers of the shares will find the process easier and cheaper
to use than the traditional methods.

It is possible, however, that the very limited liquidity in the crowd-
funding stocks will cause prices to decline and exit opportunities
to be constrained, which could discourage future offerings. If
crowdfunding investor demand is reduced by poor performance
of the initial issuers or by frustrations with the available liquidity,
then crowdfunding may fail to offer a viable alternative to traditional
methods.

This could happen because of the inability of ordinary investors to
analyze risky investment opportunities, or their inability to endure
high levels of volatility associated with risky investments, or be-
cause of over-promotion or mispricing by the companies involved.

Bypassing the skilled financial intermediaries also deprives com-
panies of their experienced advice and counsel that many VCs and
underwriters highlight as a compelling reason for using them.

In the traditional early stage financing methods, venture capitalists
or underwriters vet the companies thoroughly and agree to pric-
ing levels at which they are willing to risk their own money. It has
long been thought that this screening process generates value to
investors, and that investors are prepared to reject alternative pro-
cesses that do not include it. Crowdfunding now presents this un-
screened alternative, and the Elio Motors offering suggests that the
perceived value of the vetting may have been exaggerated.

For many years, angel investors (individuals investing in startup sit-
uations) have grown to become significant players in the venture
finance area, with 316,000 investors funding 73,000 companies in
deals worth U.S.$28 billion in 2015."2 Angel financing assists more
startups than traditional VCs do. Angels do not rely on VCs or other
traditional intermediaries to do their screening, they do their own.
Crowdfunding increases angel investors’ knowledge of and access
to deals well beyond what they might encounter on their own.

In addition, for many years the U.S. IPO market has included many
smaller companies issuing shares in modest amounts. Biotech
companies, in particular, tend to use the IPO and follow-on equity
markets as a substitute for additional rounds of venture capital fi-
nance, despite limited liquidity in their shares. On the whole, there
has been enough success in smaller size IPO market for it to con-
tinue to attract investment capital.

Further, ordinary investors have been able to purchase shares
in traditional IPOs for years, but rarely get a chance to do so be-
cause underwriters allocate shares in the IPOs to hedge funds and
favored high-net-worth clients. Even then, despite considerable
vetting by underwriters, many IPOs disappoint investors in the af-
termarket. Crowdfunding certainly removes barriers to entry that
prevented ordinary investors from participating in the IPO market.

What crowdfunding does is to bring the power of the Internet to
the startup funding market. Between the SEC’s new rules and Start-
engine’s new procedures, a different way to access investors in
startup companies has been created that, after some early learning
experience, should provide a viable pathway for many companies
to raise early state capital.

If it does work, then much of what we know about startup financ-
ing could be changed forever. Most startups have to fight for VC
attention, and submit to tough pricing demands and loss of control
when they do get noticed. By the time a company is ready for an IPO
(something usually decided by the VCs), they must submit again to
considerable legal and accounting expenses and the 7% commis-
sions that have been demanded by underwriters for generations,
and considerable legal and accounting expenses and then take
their chances that aftermarkets will provide adequate liquidity to
sustain the price level.

If it catches on, platform companies like Startengine will expand,
improve, and attract competition which may lower fees. They will
be able to disintermediate the risk capital industry, just as Uber has
done to taxis, and Amazon has done to retailing. The change could
be very big.

12 Torres, N., 2015, “What angel investors value most when choosing what to fund,” Harvard
Business Review, August 6. Available at: https://hbr.org/2015/08/what-angel-investors-
value-most-when-choosing-what-to-fund.
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