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Recently, the concept of crowdfunding has reignited a desire
among both entrepreneurs and investors to harness technology to as-
sist smaller issuers in the funding of their business ventures. Like the
online auction IPO of the previous decade, equity crowdfunding
promises both to disintermediate capital raising and democratize re-
tail investing. In addition, crowdfunding could make capital raising
more accessible to small issuers than any type of IPO or private offer-
ing. Until the passage of the Jumpstart Our Business Startups Act
(“JOBS Act”) in 2012, however, crowdfunding sites operated in a
netherworld of uncertain regulation. In this crowdfunding Wild West,
various types of entrepreneurs raised monies in various ways, some in
obvious violation of the Federal Securities Acts.

The passage of Title 111 of the JOBS Act, the Capital Raising
Online While Deterring Fraud and Unethical Non-Disclosure Act
(“CROWDFUND” Act) seemed to bless the attempts of crowdfund-
ing pioneers in the area of capital raising. The statutory language,
however, does not exempt early entrants’ efforts; instead, it provides a
mechanism for future attempts to qualify for an exemption. The pro-
posed Regulation Crowdfunding leaves little doubt that crowdfunding
will not be easy: disclosure requirements, portal registration, and
capital limitations are just a few of the costly burdens added to this
would-be alternative. Even if crowdfunding may not be the optimal
path for startups with an ultimate goal of a successful IPO, though,
crowdfunding may be useful for other types of for-profit ventures.
Regardless of the future of the SEC regulations, the legal charitable
crowdfunding of donations will be unaffected and will continue to in-
crease in popularity and acceptance. With the growth of charitable
crowdfunding, for-profit social entrepreneurship may find equity
crowdfunding both appealing and available as an attractive alterna-
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Annual Conference, and workshop participants at BYU Law School.

217



218

UNIVERSITY OF ILLINOIS LAW REVIEW [Vol. 2015

tive to private equity financing, which may be tempting but may also
lead to mission drift and loss of founder control.
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I. INTRODUCTION

Fifteen years ago, the explosion of the Internet promised to democ-
ratize the capital markets, increasing both access to capital for new com-
panies and access to investments in initial public offerings to retail inves-
tors. One innovation born of this opportunity was the online auction
initial public offering (“IPO”)," an alternative to the traditional book-
building method of underwriting IPOs that allocates IPO shares to val-
ued customers of the underwriters, often at a discount to market value.
The promised magic of the online IPO, however, was never realized.?
Though several large investment banks were granted permission to host
online IPOs through no-action letters by the Securities and Exchange
Commission (“SEC”)* and many created online auction platforms, only
one investment bank, W.R. Hambrecht + Co., commercialized such a
platform for public offerings of equity securities.” Moreover, one of the
largest IPOs of this millennium, the Google IPO, was characterized as an
online auction IPO," but few others have followed in the wake of
Google’s shaky launch. The roughly twenty auction IPO issuers may
have avoided Wall Street underpricing and preferential allocations, but
they also forewent Wall Street salesmanship’ and analyst research.® With

1. See Christine Hurt, Moral Hazard and the Initial Public Offering, 26 CARDOZO L. REv. 711,
769 (2005) (“The availability of onlinc IPO auction mechanisms promisc a much morc democratic IPO
process whereby the larger public has the opportunity to participate.”).

2. See Scan J. Griflith, Spinning and Underpricing: A Legal and Economic Analysis of the Pref-
erential Allocation of Shares in Initial Public Offerings, 69 BROOK. L. REV. 583, 594 (2004) (“By grant-
ing highly profitablc IPO allocations to savvy busincss-pcople who well understand that nothing in this
world is free, underwriters can expect real returns on their investment in goodwill.”).

3. See Mark Lewis, Online IPO Revolution Postponed, FORBES (Mar. 14, 2001), http://www.
forbes.com/2001/03/14/0314banks.html (reporting that Walter Cruttenden, CEO of E*Offering, had
predicted that by 2002, “80% of IPOs would be completed online™).

4. The first no-action letter issued by the SEC to an underwriter purporting to offer equity
sharcs in an initial public auction was to Wit Capital in 1999, and it allowed onlinc auctions in IPOs,
though technically SEC rules concerning the timing of offers and sales of securities did not correspond
with an ongoing bidding mechanism. See Wit Capital Corp., SEC No-Action Letter, [1999 Transler
Binder| Fed. Sec. L. Rep. (CCH) { 77,577 at 78,906 (July 14, 1999).

5. See About WR Hambrecht + Co., WR HAMBRECHT + CO., www.wrhambrccht.com/about
(last visited Oct. 20, 2014).

6. See Op-Ed., Review & Outlook: Google’s Dutch Treat, WALL ST. J., May 3, 2004, at A20.

7. See Christine Hurt, What Google Can’t Tell Us About Internet Auctions (And What It Can),
37 U. ToL. L. REV. 403, 428 (2006) [hcrcinalter Hurt, Google] (“Auction opponcnts criticized
Google’s confusing auction and managerial missteps for destroying much of the value that could have
been captured in the TPO and depressing the price. Critics blamed Google both for alicnating institu-
tional investors and for scaring away retail investors.”); see also Mark Calvey, IPO Rebel Defies Wall
Street, S.F. Bus. TIMES, Jan. 30, 2005, htip://www.bizjournals.com/sanfrancisco/storics/2005/01/
31/story2.html?page=all (quoting Thomas Weisel, CEO of Thomas Weisel Partners (one of Google’s
underwriters) as saying the Google auction was a [ailurc because only two Icgitimate institutional in-
vestors participated in the instant auction).

8. See Christine Hurt, Initial Public Offerings and the Failed Promise of Disintermediation, 2
ENTREPRENEURIAL BUS. L.J.703, 735-37 (2008) [hereinafter Hurt, Disintermediation] (positing that
issuers attempting to yield onc hundred percent of market value (X) instead of eighty-two percent of
X in a bookbuilding TPO instead yielded one hundred percent of X less the added value of a Wall
Street underwriter (Z), and that .82(X-Z) is greater than 1(X)).
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a loss of less than one percent of IPOs to the auction IPO format, the
death of the expensive bookbuilding method was much exaggerated.

Recently, the concept of crowdfunding has reignited a desire among
both entrepreneurs and investors to harness technology to assist smaller
issuers in the funding of their business ventures. Like the online auction
IPO, equity crowdfunding promises both to disintermediate capital rais-
ing and democratize retail investing. In addition, crowdfunding could
make capital raising more accessible to small issuers than any type of
IPO or private offering. Until the passage of the Jumpstart Our Business
Startups Act (“JOBS Act”) in 2012, however, crowdfunding sites oper-
ated in a netherworld of uncertain regulation. In this crowdfunding Wild
West, various types of entrepreneurs raised monies in various ways, some
in obvious violation of the Securities Act of 1933 (the “Securities Act”).
Many of those raising funds were individuals or small groups of individu-
als, requesting funding for projects ranging from artistic endeavors to
philanthropic causes to commercial inventions. Platforms emerged to of-
fer templates and traffic, such as Kickstarter, RocketHub, and Indiegogo.
Some fundraisers were registered not-for-profit corporations; some were
registered corporate entities such as corporations or limited liability
companies; most were individuals or unincorporated groups. Some fund-
raisers promised rewards or preordered products; some promised return
of principal; some promised returns on principal; some promised nothing.

For entrepreneurs looking to raise startup capital, crowdfunding
was attractive but dangerous. The riskiest incentive for crowdfunding en-
trepreneurs to offer funders was interest on principal or an equity
stake —the two models most likely to raise the attention of the SEC as
the offer or sale of securities without the benefit of registration."” Though
commercial ventures could offer funders a different incentive, such as
early delivery of a proposed product, such a model necessarily limited
the amount of funds that could be raised. Some portals, such as Pro-
Founder, Prosper, and Lending Club, purported to give entrepreneurs an
easy and legal way to crowdfund equity capital or interest-bearing loans;
however, regulatory scrutiny caught up with those skirting the securities
laws."

The passage of Title III of the JOBS Act, the Capital Raising
Online While Deterring Fraud and Unethical Non-Disclosure Act

9. Jumpstart Our Business Startups Act, Pub. L. No. 112-106, 126 Stat. 306 (2012). The JOBS
Act is a package of legislation designed to spur economic growth through loosening regulations on
capital [ormation by small businesscs. The creative acronym points to the argument that most ncw jobs
are created by new small businesses. See Spurring Job Growth, Through Capital Formation, Hearing
Before the S. Comm. on Banking, Housing & Urban Affairs, 112th Cong. 1 (2012) (statement of
Timothy Rowe, CEO, Cambridge Innovation Center) [hereinafter Rowe Testimony] (citing statistics
that for every job lost by firms six years old or older, firms less than six years old created three).

10. These types of returns constitute “securities” under Section 2(a)(1) of the Securities Act. 15
U.S.C. § 77(b) (2012). See infra Section IV.A (detailing the securities laws implicated by the sale of
“shares,” “investment contracts,” and “notes” without registration).

11.  See infra Scction IV.A (describing the fates of various investor crowdfunding sites).
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(“CROWDFUND Act”)"” seemed to bless the attempts of crowdfunding
pioneers in the area of capital raising, at least in theory. The statutory
language, however, does not exempt early entrants’ efforts; instead, it
merely provides a mechanism for future crowdfunding attempts to quali-
fy for an exemption.” Even with proposed SEC rules nearing finaliza-
tion" the question remains—which types of entrepreneurs and funding
models will survive and thrive under a new crowdfunding regime? The
statutory provisions of the JOBS Act leave little doubt that crowdfund-
ing will not be easy: disclosure requirements, portal registration, and cap-
ital limitations are just a few of the details that may not be substantially
alleviated by the SEC in regulations.” The most optimistic commentators
hope that crowdfunding eases access to capital markets for promising
for-profit ventures, creating a new step in the life cycle of a startup:
friends and family funding, crowdfunding, angel investing, venture capi-
tal (“VC”), and then IPO. On the other hand, critics predict that crowd-
funding will go the way of the online auction, an unnecessarily compli-
cated mechanism that stigmatizes those issuers who try to sidestep tradi-
traditional Wall Street intermediaries.

Even if crowdfunding may not be the optimal path for startups with
an ultimate goal of a successful IPO, crowdfunding may be useful for
other types of for-profit ventures. Regardless of the future of the SEC
regulations, the legal, charitable crowdfunding of donations will be unaf-
fected and will continue to increase in popularity and acceptance. With
the growth of charitable crowdfunding, for-profit social entrepreneurship
may find equity crowdfunding both appealing and available. For-profit
social entrepreneurs may be able to use the crowdfunding vehicle to
brand themselves as prosocial, attracting individual and institutional
cause investors who may operate outside of traditional capital markets
and may look for intangible returns. Just as charitable crowdfunders re-
but the conventional wisdom that donors expect tax deductibility, proso-
cial equity crowdfunders may rebut the conventional wisdom that early
equity investors expect high returns or an exit mechanism. This avenue
may be an attractive alternative to private equity financing, which may

12.  CROWDFUND Act, Pub. L. No. 112-116, 126 Stat. 306 §§ 301-305 (2012) (codified as
amended in scattered sections of 12 U.S.C. and 15 U.S.C.).

13. In fact, the mere passage of the Act exempting crowdfunding meeting the new requirements
implicitly condemncd cxisting investor crowdlunding. See JOBS Act Implementation: Hearing Before
the H. Comm. on Small Bus., 113th Cong. 8 (2013) (statement of James J. Angel, Assoc. Prof.,
McDonough School of Business, Georgetown University) [hercinalter Angel Testimony] (describing
how passage of the Act instantly signaled that crowdfunding was illegal until such time as the SEC
adopted proposed rules, which experienced substantial delay).

14. See Crowdfunding, 78 Fed. Reg. 66,428 (proposed Nov. 5, 2013) (to be codified at 17 C.F.R.
pts. 200, 227, 232, 239, 240, 249) [hereinafter Proposed Regulation Crowdfunding]. Comments on the
proposed regulations were open for ninety days. As of this writing, the rules have not been amended
or made final.

15.  See infra Section V (describing the restrictions in both the statute and the regulations, and
the criticisms of them).
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be tempting but may also lead to mission drift and loss of founder con-
trol.'s

Part II of this Article will briefly describe the allure and origins of
internet crowdfunding. Part III will chronicle the history and current
state of online auction IPOs. Part IV will provide a background of the le-
gal crowdfunding landscape prior to passage of the JOBS Act, drawing
on the scholarship of others who have been drawing the parameters of
future investor crowdfunding under the JOBS Act and early glimpses of
SEC regulation implementing those crowdfunding provisions. Part V dis-
cusses the legal avenues for crowdfunding under the JOBS Act. Part VI
will explore theories that investor crowdfunding may fail, either because
of regulatory cost, capital structure, or negative signaling to the market.
This Part will also discuss how, by liberalizing other private placement
safe harbors, Congress may have made crowdfunding less necessary or
attractive for some companies. In addition, the predicted failure of equity
crowdfunding will be compared to the realized failure of the online auc-
tion TPO format. Finally, Part VII will propose that the success of donor
charitable crowdfunding and its implications for prosocial enterprises
and “low-profit” corporations.

II. CROWDFUNDING AND THE PROMISE OF DISINTERMEDIATION
A. Crowdsourcing and Crowdfunding

Though the SEC did not issue crowdfunding regulations until 2013,
crowdfunding by that time had already become a well-known avenue for
funding projects ranging from musical recordings, theater performances,
theater preservation, dance performances, documentaries, and films to
new products, video games, and phone/tablet applications. Crowdfunding
is a familiar concept within a larger umbrella of crowdsourcing, which is
an open call to the public to provide information or monies for a cause or
project. At its most general level, pledge drives for public radio stations'
and charity telethons' are time-honored examples of crowdsourcing for

16.  See J. Haskell Murray, Choose Your Own Master: Social Enterprise, Certifications and Bene-
fit Corporation Statutes,2 AM. U. BUS. L. REV. 1, 22-24 (2012) (discussing the potential of bencefit cor-
poration statutes to remedy the plight of social entrepreneurs who wish to take on outside capital but
not at the cost of mission drift); Antony Page & Robert A. Katz, Freezing Out Ben & Jerry: Corporate
Law and the Sale of a Social Enterprise Icon,35 VT. L. REV. 211, 211-12 (2010) (chronicling the sale of
Ben & Jerry’s ice cream company).

17. See JACK W. MITCHELL, LISTENER SUPPORTED: THE CULTURE AND HISTORY OF PUBLIC
RADIO 165-66 (2005) (rclating the rise of donation drives for public radio stations to the Reagan
budget cuts of the early 1980s).

18. See David Johnston & Jennifer Leonard, TV Charities: Let the Giver Beware, L.A. TIMES,
Jan. 20, 1985, http:/articles.latimes.com/1985-01-20/entertainment/ca-10627_1_tv-charity (chronicling
the rise of telethons from the [irst hosted by United Cerebral Palsy in 1951, which raised $276,408, to
1985, in which seven national and more than fifty regional or local telethons were broadcast). From
1972 to 1983, the Democratic National Committee hosted several national telethons to raise campaign
contributions. Democrats Say “Jamming” by GOP Hurt Telethon, N.Y. TIMES, May 30, 1983, http://
www.nytimes.com/1983/05/30/us/democrats-say-jamming-by-gop-hurt-telethon.html  (reporting that
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funds over radio or television, but the advent of global connectivity via
the Internet has fueled a revolution for crowdsourcing not just funds, but
information and political support. Endeavors such as Wikipedia are ex-
amples of crowdsourcing of information.” MoveOn.org reinvented polit-
ical fundraising by using the Internet to mobilize younger voters and
their dollars.”® Change.org crowdsources signatures and attention for in-
ternet petitions sent to corporations, politicians, and others.? Disaster
websites asking for donations for groups, such as One Fund Boston, or
for particular victims of the Boston Marathon bombing tragedy, are
crowdsourcing compensation for tort victims.”? Donations by mobile
phone texting have also changed disaster relief.”? DonorsChoose lets po-
tential donors choose among ideas from public school teachers near and
far.* Small donations from many individuals source the success of these
projects.”

But online platforms do not solely have to be used as a way to min-
imize transaction costs to solicit donations for traditional causes and

ninety percent of calls in the first few hours were “hostile” calls from Republican party members);
John W. Elwood & Robert Spitzer, The Democratic National Telethons: Their Successes and Failures,
41 J. oF POL. 828, 830 (1979) (listing net protfits of four telethons in the 1970s as ranging from a high of
$1.9 million in 1972 to a low of $909,771 in 1975).

19.  See Eric Goldman, Wikipedia’s Labor Squeeze and its Consequences, 8 J. ON TELECOMM. &
HIGH TECH. L. 157, 158 (2010) (“Thc Intcrnct allows geographically dispersed individuals to voluntar-
ily contribute their time and expertise towards socially productive tasks. Wikipedia is a shining exam-
ple of this phenomenon.”); Beth Simone Noveck, Wikipedia and the Future of Legal Education, 57 J.
LEGAL EDUC. 3, 4 (2007) (explaining how “wikis™ are used and the collaborative editing software on
which wikis arc based).

20. What is Move On?, MOVEON.ORG, http:/front.moveon.org/about/#.VAiSSGSWx74 (last
visited Oct. 20, 2014). See Nathanicl J. Gleicher, Moneybombs and Democratic Participation: Regulat-
ing Fundraising by Online Intermediaries, 70 MD. L. REV. 750, 766-67 (2011) (describing the creation
of MoveOn.org in 1998, as well as the creation ol other onlinc independent fundraising groups such as
FreedomWorks).

21. About Change.org, CHANGE.ORG, https://www.change.org/about (last visited Oct. 20, 2014).
See Nicholas D. Kristof, After Recess: Change the World, N.Y. TIMES, Feb. 5, 2012, http://www.
nytimes.com/2012/02/05/opinion/sunday/kristof-alter-reecss-change-the-world.html - (describing  suc-
cessful Change.org petitions by children and other average individuals that caused large corporations
to change policics). Causcs.com, run by a for-prolit corporation, also hosts petitions and allows uscrs
to raise money for causes. CAUSES.COM, https://www.causes.com (last visited Oct. 20, 2014).

22.  See Christinc Hurt, One Fund Boston, Torts and Social Capital, CONGLOMERATE (Apr. 23,
2013), http://www.theconglomerate.org/2013/04/one-fund-boston-torts-and-social-capital.html.

23.  See Suzannc Martindale & Gail Hillebrand, Pay at Your Own Risk? How to Make Every
Way to Pay Safe for Mobile Payments, 27 BANKING & FIN. L. REV. 265, 270 (recounting how the
Amcrican Red Cross raised $5 million in [orty-cight hours through SMS (short message scrvice) mo-
bile phone texts after the 2010 hurricane in Haiti).

24. See Ryan Mac, DonorsChoose’s Charles Best: Pioneering Citizen Philanthropy, FORBES
(Sept. 18,  2012),  http://www.forbes.com/sites/ryanmac/2012/09/18/donorschooses-charles-best-
pionccring-citizen-philanthropy/ (describing the creation of DonorsChoosc.org by a young history
teacher, who can now count Oprah Winfrey and Stephen Colbert among his board members).

25. Other websites that offer fundraising platforms for soliciting donations are Fundly.com,
GoGetFunding.com, and Crowdrise.com. FUNDLY.COM, https:/fundly.com (last visited Oct. 20, 2014);
GOGETFUNDING.COM, http://gogetfunding.com (last visited Oct. 20, 2014); CROWDRISE.COM, https://
www.crowdrise.com/ (last visited Oct. 20, 2014). CauseWish.com is a website for soliciting donations
for personal medical costs. CAUSEWISH.COM, http://causewish.com (last visited Oct. 20, 2014).
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charities. Razoo” and StartSomeGood? are websites that focus on newer
or smaller nonprofits and social entrepreneurs, many of which would not
be able to raise funds without an internet platform. Soon, website portals
such as Kickstarter,” RocketHub,” and IndieGoGo* emerged to provide
platforms for individuals and groups to ask the public to fund various
types of projects, from artistic to altruistic to technology-related projects.
According to statistics updated daily on its website, Kickstarter, the lead-
ing crowdfunding platform, has featured 169,845 projects, of which
40.06%, or 68,048, have been successfully funded, as of August 2014."
Over 6.8 million “backers” have pledged to projects, and over 2 million
are repeat backers.” In all, the projects have attracted 17,166,433 pledges
since 2009.% Over all platforms, an estimated $3 billion was crowdfunded
in 2012.%

B. Disintermediation by the Crowd

Crowdfunding has the potential to disrupt early stage equity invest-
ing in the same way that auction IPOs promised to subvert the book-
building paradigm. In traditional IPOs, underwriters have significant
control over pricing, allocation, and underwriting fees. The auction IPO
attempted to reduce costs and democratize the distribution to retail in-
vestors. Likewise, the angel investing industry and venture capital indus-
try have their own inherent biases. Early round investing depends greatly
on networks and geography;® almost all startup companies with VC

26. RAzZ0O, www.razoo.com (last visited Oct. 20, 2014). Razoo also allows individuals to fund-
raisc [or personal causcs. Why Individuals Love Razoo, RAZOO, www.razoo.com/p/lor_individuals
(last visited Oct. 20, 2014).

27. STARTSOMEGOOD, www.startsomcgood.com (last visited Oct. 20, 2014). StartSomeGood
divides causes into eleven categories, ranging from Art & Culture to Human Rights. /d.

28. KICKSTARTER, www.kickstarter.com (last visited Oct. 20, 2014).

29. ROCKETHUB, www.rockethub.com (last visited Oct. 20, 2014).

30. INDIEGOGO, www.indicgogo.com (last visited Oct. 20, 2014).

31. Stats, KICKSTARTER, https://www kickstarter.com/help/stats?ret=tooter (last visited Oct. 20,

2014).
2. 1d.
33, Id

34.  See David Zvilichovsky et al., Playing Both Sides of the Market: Success and Reciprocity on
Crowdfunding Platforms 2 (Social Scicnee Rescarch Network, Working Paper No. 2304101, 2013)
available at http://ssrn.com/abstract=2304101 (2013); Anita Hamilton, How to Crowdfund Your Crea-
tive Project, TIME (Oct. 22, 2012), http://busincss.time.com/2012/10/22/how-to-crowdlund-your-
creative-project/slide/introduction/ (citing estimates that $3 billion would be crowdfunded in 2012,
twice the $1.5 billion raised in 2011).

35. See Rowe Testimony, supra note 9 (testifying as to the uneven distribution of risk capital
across regions of the United States); Equity Finance: Catalyst for Small Business Growth Hearing Be-
fore the Subcomm. on the Economic Growth, Tax, and Capital Access of the H. Comm. on Small Bus.,
112th Cong. (2012) (statement of Jason W. Best, Colounder, Startup Exemption) (giving as cxamples
entrepreneurs in Natchitoches, Louisiana or Arnold, Nebraska who may not have access to angel in-
vestors but have great ideas); Ethan Mollick, Swept Away By the Crowd? Crowdfunding, Venture Cap-
ital, and the Selection of Entrepreneurs 8 (Social Science Research Network, Working Paper 2239204,
2013), available at http://www.ssrn.com/abstract=2239204 [hercinalter Mollick, Selection] (citing stud-
ies that show that the average distance between a venture capital firm and an entrepreneur is seventy
miles).


http://www.razoo.com/
http://www.startsomegood.com/
http://www.kickstarter.com/
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funding were founded by men and led by men.* Crowdfunding can elim-
inate these biases and democratize both the investing side, allowing retail
investors to participate in early stage investing, and also the entrepreneur
side, giving access to capital to a wider range of founders.”’ Just as auc-
tion IPOs were an alternative to pricey investment banks, crowdfunding
could be an alternative to angel investing and venture capital investing
that can cost founders managerial control. Before focusing attention on
the regulatory concerns related to crowdfunding, a brief history of the
online auction IPO may be instructive.

III. THE BIRTH AND DEATH OF THE ONLINE IPO
A. The Bookbuilding IPO

Corporations (and other types of for-profit entities) seeking equity
capital beyond the capital of existing shareholders have few options for
legal capital-raising. Selling equity (and debt) securities is highly regulat-
ed by the SEC, and the Securities Act provides a costly and complicated
structure for selling securities to the public. SEC regulations provide var-
ious avenues for privately placing securities with investors in nonpublic
offerings, but there is only one pathway to harness the capital-raising po-
tential of an initial public offering: share registration under the Securities
Act. IPOs raise capital for the issuer and create liquidity for early share-
holders, but they also entail a lengthy and expensive registration process
and lock in the issuer to mandatory periodic disclosures with the SEC.*
The registration process also submits the issuer to the antifraud provi-
sions of the Securities Act and the Securities Exchange Act of 1934 (the
“Exchange Act”).

Another aspect of the IPO process that increases the cost of capital
raising is the distribution method employed by the underwriters of the
offering. In the United States, the near-exclusive method of distributing
shares in an IPO is the bookbuilding method. In this method, the under-
writer seeks indications of interest from large, institutional investors and
other wealthy investors concerning the number of shares that an investor
might purchase at certain prices. This information gathering happens
during the registration waiting period, often at road shows or at individu-
al face-to-face meetings. Though regulations limit the distribution of
written information that issuers may provide investors during the regis-

36.  See Mollick, Selection, supra note 35 (citing evidence that 6% of venture capital funding goes
to companics with a [emale CEO, and only 1.3% (o companics with a fcmale founder or cofounder,
compared with a population of companies in which females constitute 40% of business owners).

37. See Ajay Agrawal ct al., The Geography of Crowdfunding, (Nat’l Burcau of Econ. Rescarch,
Working Paper No. 16820, 2011) (studying the Amsterdam portal Sellaband and noting that the aver-
age distance between the crowdfunder and the project owner was 3000 miles); Mollick, Selection, su-
pra note 35, at 16 (noting in the author’s crowdfunding sample, gender was not predictive).

38. See Michacel D. Guttentag, Patching a Hole in the JOBS Act: How and Why to Rewrite the
Rules that Require Firms to Make Periodic Disclosures, 88 IND. L.J. 151, 181-84 (2013) (discussing the
negative repercussions of costly disclosure for all firms with registered securities).
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tration process, oral communications are unregulated, giving increased
information to investors with personal access to the issuer or underwrit-
ers. As the registration of the shares becomes effective, the underwriter
allocates IPO shares to institutional investors, regular individual custom-
ers, persons on the issuer’s “friends and family list,” and other individu-
als at the discretion of the underwriter.* Through this bookbuilding pro-
cess, the vast majority of the original IPO shares will be distributed to
known investors through the underwriters.”’ Retail investors, then, pur-
chase the shares that these recipients sell in the first few hours of the [PO
and the small number of shares that were not allocated.”

In “hot” IPO markets, underwriters may have an incentive to “un-
derprice” IPO shares, knowing that allocating underpriced shares to its
customers has the effect of giving investors prepackaged profit.” IPO re-
cipients can then sell these underpriced shares at market prices on the
first day, pocketing the difference.* Underwriters may use this ability to
strengthen relationships with potential, new, or favored customers.*
Many have suggested more legitimate reasons for underpricing—
marketing strategy,” lowering liability risk,” compensating for under-

39.  See Therese H. Maynard, Spinning in a Hot IPO— Breach of Fiduciary Duty or Business as
Usual?, 43 WM. & MARY L. REV. 2023, 2031 (2002) (“In general, the lead underwriter’s decision as to
how to allocate the shares of an IPO is not subject to substantive regulation under the terms of either
the 1933 or 1934 Acts.”).

40. See Reena Aggarwal et al., Institutional Allocation in Initial Public Offerings: Empirical Evi-
dence, 57 J. OF FIN. 1421, 1430 (2002) (stating that institutional investors receive approximately seven-
ty-five percent of all original TPO shares).

41.  See Bceatricc Bochmcer ¢t al., Do Institutions Receive Favorable Allocations in IPOs with Bet-
ter Long Run Returns?, 41 J. OF FIN. & QUANTITATIVE ANALYSIS 809, 814 (2006) (stating that in their
sample, seventy-nine pereent of the shares in the IPOs were allocated by the underwriter).

42.  See Francois Derrien & Kent L. Womack, Auctions vs. Bookbuilding and the Control of Un-
derpricing in Hot IPO Markets, 16 REV. OF FIN. STUD. 31, 31 (2013) (concluding that in hot markets,
underpricing of IPO shares can be “double-digit” or “triple-digit”); Jay Ritter & Ivo Welch, A Review
of IPO Activity, Pricing, and Allocations, 57 J. FIN. 1795, 1816 (2002) (stating that between 1980-1997,
IPO shares had offering prices fifty percent higher than the share prices of comparable publicly-held
companics with similar [undamentals).

43.  See In re eBay, Inc. S’holders Litig., No. C.A. 19988-NC, 2004 WL 253521, at *1 (Del. Ch.
Jan. 23, 2004) (“For these scrvices, cBay has paid Goldman Sachs over $8 million. During this same
time period, Goldman Sachs ‘rewarded’ the individual defendants by allocating to them thousands of
IPO sharcs, managed by Goldman Sachs, at the initial oflcring price. Because the IPO market during
this particular period of time was extremely active, prices of initial stock offerings often doubled or
tripled in a single day. Investors who were well connected, cither to Goldman Sachs or to similarly
situated investment banks serving as IPO underwriters, were able to flip these investments into instant
prolfit by sclling the cquiltics in a few days or cven in a [ew hours alter they were initially purchased.”).

44.  See id. The eBay case interestingly involved shareholders alleging a breach of fiduciary duty
against officers of a Goldman Sachs client that accepted PO shares that were instantly profitable be-
cause the profit belonged to the corporation. Id. Other lawsuits attempting to litigate underwriter allo-
cations werc largely unsuccessful, though one class action lawsuit alleging scrics of various IPO abuscs
was defended vigorously for a decade before settling. /n re Initial Pub. Offering Sec. Litig., 241 F.
Supp. 2d 281, 293, 295-98 (S.D.N.Y. 2003) (partial dcnial of motion to dismiss); 671 F. Supp. 2d 467,
470 (S.D.N.Y. 2009) (preliminary approval of settlement).

45. See HERSH SHEFRIN, BEYOND GREED AND FEAR: UNDERSTANDING BEHAVIORAL FINANCE
AND THE PSYCHOLOGY OF INVESTING 248 (2000) (hypothesizing that investment banks underprice
issues to create demand for the purpose of motivating investors to form a “bandwagon”).

46. See Janet Cooper Alexander, The Lawsuit Avoidance Theory of Why Initial Public Offerings
Are Underpriced, 41 UCLA L. REV. 17, 24-26 (arguing that because securitics fraud lawsuits require
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writer liability risk,” assisting a firm-commitment offering,” compensat-
ing institutional investors for price discovery,” placing shares with long
term investors®—but allocation abuses during hot [PO markets have
been well-documented.

In the last hot IPO market in the late 1990s, underpricing happened
frequently” and spurred a sentiment that issuers were leaving large
amounts of capital on the table that was enriching intermediaries,” but
not issuers’ coffers.” One way to avoid underpricing would be to avoid
the bookbuilding process by creating an online auction.

B.  The Birth of the Online IPO Auction

If the primary justifications of IPO underpricing are information
discovery and an effective distribution, then technology promised a
cheaper solution than the bookbuilding process. An online IPO auction,
used in other countries to some success,” seemed like a revolution for the
retail investor. In the purest form of online auction, the underwriter has
little to no discretion in determining either the price of the IPO shares or
the recipients of the distribution. The resulting offering price is the high-
est price at which all shares are sold, reflecting full demand for the IPO
shares. Once the initial shares are sold, then secondary trading takes
place on an exchange, such as the New York Stock Exchange (“NYSE”)
or the NASDAQ. Because the auction captured the highest price at
which bidders offered to purchase the shares, the share price should not

evidence of price drops and because damages are calculated based on that drop that underpricing mit-
igates both litigation risk and liability amounts).

47. Seeid. at47.

48.  But see Riller & Welch, supra note 42, at 1807 (providing the counterargument that this the-
ory is weak because underpricing is more severe in hot IPO markets when shares are easiest to sell).

49. See Ann E. Sherman & Sheridan Titman, Building the IPO Order Book: Underpricing and
Participation Limits with Costly Information, 65 J. FIN. ECON. 3, 4, 20 (2002); see also Ritter & Welch,
supra notc 42, at 1805.

50. See A.C. Pritchard, Revisiting “Truth in Securities” Revisited: Abolishing IPOs and Harness-
ing Private Markets in the Public Good, 36 SEATTLE U. L. REV. 999, 1014 (2013).

51.  See, e.g., Debra Baker, Who Wants to Be a Millionaire?, 86 A.B.A. J. 36, 36-37 (2000) (re-
porting that VA Linux Systems, Inc. stock was priced at $30 per share, then closed on the first day of
trading at more than $239 per share); Devra Vrana, California Dealin’: In Both Price and Volume, I1P-
Os End 1999 with a Bang, L.A. TIMES, Dcc. 27, 1999, htip://articles.latimes.com/1999/dec/27/
business/fi-47884 (reporting that TPO shares in 1999 jumped an average of sixty-seven percent on the
first day, and for Calilornia [irms, the average first-day pop was nincly-cight pereent).

52. See John C. Coffee, Ir., The IPO Allocation Probe: Who is the Victim, N.Y. L.J., Jan. 18,
2001, at 5 (describing as dysfunctional an IPO system that sces up to scventy-live pereent ol the mar-
ket value of the TPO shares going to either underwriters or institutional investors and not the issuer).

53.  Generally, IPO shares do not do well over the [lirst few years of trading, but underpriced IPO
shares do even worse, contributing to a theory that issuers lost much-needed capital due to underpric-
ing. See Rajesh K. Aggarwal ct al., Strategic IPO Underpricing, Information Momenium, and Lockup
Expiration Selling, 66 J. FIN. ECON. 105, 106 (2002); Alexander P. Ljungqvist et al., Hot Markets, Inves-
tor Sentiment, and IPO Pricing, 79 J. BUs. 1667, 1690 (2006) (showing that companics with first-day
returns over sixty percent have the worst one-year returns of all issuers in the same year); Ritter &
Welch, supra note 42, at 1817 (concluding that IPO shares have negative three year returns and per-
form 23.4% worse than the average market portfolio over the same time period).

54. Hurt, Google, supra note 7, at 408-09.
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rise appreciably in the first few days. The result should be that issuers
raise more capital in an online auction IPO than in a bookbuilding IPO.
Assuming average underpricing of eighteen percent,” theoretically an
online auction IPO should yield an issuer $100 million for the same offer-
ing in which a bookbuilding IPO would generate $82 million.

In 1999 and 2000, multiple investment banks applied and received
permission from the SEC to use Internet auctions for the distribution of
IPO shares in online auctions.” These no-action letters were necessary
because in an online auction, both the bidders and the issuer would need
to be bound to the submitted bids before the price of the shares was set
by the auction mechanism; in a registered offering under the Securities
Act, no offers to purchase or sell may be made or accepted until the reg-
istration statement, including the set price, is declared effective.” In an
online auction, technology would, in effect, disintermediate IPOs, shift-
ing both pricing and allocation power from underwriters to the issuer.
Not only would issuers be able to sell their shares at a higher price, but
the process would be democratized. Retail investors would be able to
purchase at the market price,”™ not at a bandwagon price created by un-
derpricing. By January 2000, “about a dozen” investment firms had cre-
ated online systems to distribute IPOs and thirty-eight percent of all
IPOs in the last half of 1999 had an online component combined with a
traditional bookbuilding IPO.” Three full-fledged online IPOs were also
conducted in 1999.%

55.  See Ritter & Welch, supra note 42, at 1795.

56.  See Wit Capital Corp., SEC No-Action Letter, 1999 WL 49854 (July 14, 1999) [hercinaflter
Wit Capital, 1999 Letter|; WR Hambrecht + Co., SEC No-Action Letter, 2000 WL 987735 (July 12,
2000) (approving onlinc auctions [or distribution of registered debt sccuritics); Bear, Stearns & Co.,
Inc., SEC No-Action Letter, 2000 WL 1013584 (July 20, 2000) (describing Bear, Stearns’ Dutch Auc-
tion internet Syndication System (“DAiSS™) [or registered debt sceurities); Wit Capital Corp., SEC
No-Action Letter, 2000 WL 1013585 (July 20, 2000) [hereinafter Wit Capital, 2000 Letter| (stating the
auction will be used for follow-on, sccondary, and combination offcrings).

57. The Wit Capital letters described various ways to fine-tune the online auction, including giv-
ing bidders a range ol prices approved by the SEC, then aceepling conditional bids within that range.
If not enough customers bid for shares at even the minimum price then the minimum price would be
the sharc price and the issucr would scll all the shares to the underwriter at the pricc under a firm
commitment underwriting. If bids at the share price exceeded the number of shares available, the issu-
cr would allocate the shares (o the bidders based strictly on the highest price bid by the bidder and the
time of the bid. See Wit Capital, 2000 Letter, supra note 56, at *7-9. The 1999 Wit Capital Letter re-
served the right of the issuer to require the underwriter to set aside “a specificd number of sharcs in an
offering for certain categories of employees or customers of the issuer or other person with an atfinity
rclationship with the issucr.” See Wit Capital, 1999 Letler, supra note 56, at *12.

58. See Steven Davidoff Solomon, After Years Without Change, Cracks Appear in I.P.O. Process,
N.Y. TIMES DEALBOOK (Junc 15, 2011), http://dcalbook.nytimes.com/2011/06/14/alter-ycars-without-
change-cracks-appear-in-i-p-o-process/ (noting that one advantage to the auction model is “[i]t brings
rctail investors back into the process because they can frecly bid on issues” instcad of subsidizing [irst-
day gains).

59. See Laura S. Unger, Commissioner, SEC, Technology and Regulation: The Road Ahead,
Address at the San Diego Securities Institute (Jan. 27, 2000), available at http://www.sec.gov/
news/speech/spch343.htm.

60. See Superior Results for Companies We Are Proud to Call Our Clients, WR HAMBRECHT +
Co., www.wrhambrecht.com/clients (last visited Oct. 20, 2014).
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Even so, the second half of 2000 signaled a cooling of the [PO mar-
ket. The general reluctance of Wall Street to embrace the online PO,
combined with the decline of the U.S. economy, did not encourage the
fledgling online IPO industry. Only one investment bank commercialized
and maintained an online PO auction platform: W.R. Hambrecht + Co.*
In the fourteen years since 2000, Hambrecht has hosted a mere twenty
online IPOs.*

TABLE 1
Issuer Name Date of Size of Offer- | Offering | Closing | Percent
IPO ing Price Price Change
Truett-Hurst, 6/19/2013 $16,200,000 $6.00 $5.80 -3.333
Inc.®
Rackspace 8/08/2008 $187,500,000 $12.50 $10.01 | -19.920
Hosting, Inc.
NetSuite Inc. 122012007 | $161,200,000 $26.00 $35.50 36.538
Clean Energy 512512007 $120,000,000 $12.00 $12.04 0.333
Fuels Corp.
Interactive Bro- 51472007 $1,200,400,000 $30.01 $31.30 4.298
kers Group, Inc.

FortuNet, Inc. 1/31/2006 $22,500,000 $9.00 $9.05 0.555
Traffic.com, Inc. | 1/25/2006 $78,600,000 $12.00 $12.01 0.083
Dover Saddlery, | 11/17/2005 $27, 500,000 $10.00 $10.25 2.500

Inc.
Avalon Pharma- | 9/28/2005 $28,875,000 $10.50 $9.49 -9.619

61. Hambrecht + Co. was launched in 1998 by Bill Hambrecht, a former investment banker at

his own firm, Hambrecht + Quist. See Joe Nocera, Open and Fair: Why Wall St. Hates Auctions, N.Y.
TIMES, Mar. 18, 2006, http://query.nytimes.com/gst/fullpage.html?res=990DEOD91E31F93BA25750
COA9609C8B63 (quoting Hambrecht as saying that when he started auctions at the age of sixty-two, “I
honestly thought that the abuses in the LP.O. market were becoming so obvious that other [irms
would follow us”); see also Christian Berthelsen, Investment Banker Fights the System: Plan for Cutting
IPO Conflicts Gets Attention, but Wall Street Dubious, S.F. CHRON., Sept. 22, 2002, http://www.s[gatc.
com/business/article/Investment-banker-fights-the-system-Plan-for-2794048.php(describing Open TPO
as “an altcrnative open-bidding process modceled on Duteh flower auctions to climinate scerctive IPO
pricing strategies and what many experts consider allocation favoritism™).

62. Superior Results for Companies We Are Proud to Call Our Clients, WR HAMBRECHT +
Co., https://www.wrhambrecht.com/clients/ (last visited Oct. 20, 2014). This number overstates the
casc somewhat in that it includes the Google IPO, which was actually not hosted by Hambrecht, but by
Morgan Stanley. Paul R. La Monica, Google Sets $2.7 Billion IPO, CNN MONEY (Apr. 30, 2004),
http://moncy.cnn.com/2004/04/29/icchnology/google/.

63. Truett-Hurst, Inc., Registration Statement (Form S-1) (Mar. 11, 2013), available at http://
www.nasdaq.com/markets/ipos/filing.ashx?filingid=8744846. According to Tructt-Hurst, Inc.’s Form S-
1, William R. Hambrecht is a director of Truett-Hurst and a major investor through Hambrecht Wine
Group, L.P. Id. In addition, Tructt-Hurst leases land and buildings from Hambrecht Wine Group as
well as vineyards from Hambrecht Trust. /d. The Truett-Hurst IPO was criticized for raising only $14
million in capital, though costing over $2 million in fees. See Paul Franson, Truett Hurst Goes Public at
Reduced Value, WINES AND VINES (June 26, 2013), http://www.winesandvines.com/template.cfm?
section=news&content=118483.
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ceuticals, Inc.
CryoCor, Inc. 7/14/2005 $40,799,990 $11.00 $10.87 -1.181
Morningstar, 5/2/2005 $140,831,250 $18.50 $20.05 8.378
Inc.
Bofl Holding, 3/15/2005 $35,100,001 $11.50 $11.50 0.000
Inc.
Google Inc. 8/18/2004 | $1,666,429,400 $85.00 $100.34 | 18.047
New River 8/5/2004 $33,600,000 $8.00 $7.50 -6.250
Pharmaceuticals,
Inc.
Genitope 10/30/2003 $33,300,000 $9.00 $10.00 -11.111
Corporation
RedEnvelope, 9/25/2003 $30,800,000 $14.00 $14.55 3.928
Inc.
Overstock.com 5/29/2002 $39,000,000 $13.00 $13.03 0.231
Briazz, Inc. 5/2/2001 $16,000,000 $8.00 $8.03 0.375
Peet’s Coffee 1/25/2001 $26,400,000 $8.00 $9.38 17.250
& Tea
Nogatech, Inc. 5/17/2000 $42,000,000 $12.00 $9.41 -21.583
Andover.net 12/8/1999 $82,800,000 $18.00 $63.38 | 252.111
Salon.com 6/22/1999 $27,300,000 $10.50 $10.00 -5.000
Ravenswood 4/9/1999 $11,550,000 $10.50 $10.88 3.600

Though very few companies have chosen the online auction route to
IPO,* the auction mechanism has been successful in reducing the under-
pricing phenomenon of the average bookbuilding IPO. Some commenta-
tors point to the average first-day pop of all twenty-three auction IPOs
and conclude that the auction does not significantly reduce underpric-

64. According to Prolessor Jay Ritter, 1568 opcrating companics went public in the United
States between January 1, 2000, and December 31, 2012. See JAY RITTER, INITIAL PUBLIC OFFERINGS:
UPDATED STATISTICS 12 (2013), http://bear.warrington.ull.edu/ritter/IPOs2012Statistics.pdl. In addi-
tion, the aggregate dollar version of capital raised in all IPOs between January 1, 2001, and December
31,2012, was $315.43 billion, compared with $3.905 billion raiscd in online IPOs. Id. at 3. Omitting the
Google auction, the aggregate amount of capital raised in the same time period in auctions as $2.239
billion. Id. at 29. By both numbers of offerings and aggregate amount of offerings, auctions appear to
represent approximately one percent of the U.S. IPO market. /d. at 29-30. This percentage may be
exaggerated, however, as it compares the total number of auction ITPOs with the number of operating
company IPOs, which omits other types of IPOs, including REITs, SPACs, S&Ls, foreign corporations
already listed elsewhere, and unit trusts. Id. at 2.
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ing.65 This set of issuers, however, contains one outlier IPO, Andover.net,
which had a 252.08% first-day share price increase in 1999.% Omitting
that observation yields an average first-day increase among auction IPOs
of .725% .7 If the Google auction, which was run by Morgan Stanley, is
omitted, the average first-day pop is -.01 %.%® The median first-day pop of
all twenty-three auctions is .333%.% If the goal of the online auction is to
reduce the first-day share price increase to zero, then, on average, the
IPO auction is well-suited to that goal.”

C. The Death of the Online Auction IPO

Other than the Truett-Hurst IPO in 2013, Hambrecht + Co. has not
hosted an online auction IPO since 2008. In other words, no issuer that is
not owned by William Hambrecht has chosen an online auction IPO in
over five years, compared to over three hundred thirty bookbuilding
IPOs during that same period.” The one IPO that might have been a
turning point for the auction process was Google. The Google IPO, how-
ever, was fraught with legal and technical problems, and ended up being
fairly bad publicity for the auction method.”

The conventional wisdom is that [PO auctions are challenging be-
cause an issuer has to forego a Wall Street investment bank™ and the an-

65. Peter B. Oh, The Dutch Auction Myth, 42 WAKE FOREST L. REV. 853, 885-87 (2007) (arguing
that auction IPOs arc not more clficient than bookbuilding because ol a 20.3% average [irst day pop).

66. Ritter, supra note 65, at 29.

67. Id. at29-30.

68. Id.

69. Id.

70. TIronically, financial reporters tend to characterize IPOs without a first-day price increase as
disappointing, creating a Catch-22 for auction IPOs. If an onlinc auction IPO has a first-day pop, then
critics argue that the auction is no better than the bookbuilding method. If the online auction IPO
docs not have a first-day pop, then the IPO is viewed as unsuccess(ul. See Phil Wahba, Michaels Heary
Debt Weighs on Market Debt, FORTUNE (June 27, 2014), http:/fortune.com/2014/06/27/michaels-ipo-
disappointment/.

71. William Hambrecht, head of WR Hambrecht + Co, had a stake in Truett-Hurst at the time it
went public. Telis Demos, A Different Kind of Wine Auction, WALL ST. J. MONEYBEAT BLOG
(Apr.17, 2013, 12:36 PM), http:/blogs.wsj.com/moneybeat/2013/04/17/a-ditferent-kind-of-wine-
auction/. See Hurt, Disintermediation, supra notc 8, at 733-34 (describing Google’s hybrid model and
its unique attempt to have the Wall Street demand network along with the less costly online TPO).

72. See Hurt, Disintermediation, supra notc 8, at 733-36 (describing Google’s attempt to com-
bine the demand networks of Morgan Stanley and Credit Suisse First Boston with the democratic
branding of the online auction). Many of the noted missteps of Google included (1) initially requiring
bidders to have a Morgan Stanley or CSFB account with a high balance; (2) having a complicated two-
stage bidding proccss; (3) pricing the issuc below the auction “clearing price”; (4) declaring the auction
open in August, prime vacation time for many bidders; (5) encountering legal problems from violating
SEC rules by having too many cxisting sharcholders and giving an interview to Playboy magazine that
was published during the “quiet period.” Id. Moreover, institutional investors were said to have boy-
colted the auction process, only to purchase sharcs in the altermarket, causing the price to steadily
increase. See also Hurt, Google, supra note 7, at 425-27.

73.  See Jell Sommer, No Bitter Aftertaste from this Stock Offering, N.Y. TIMES, Feb. 18, 2012,
http://www.nytimes.com/2012/02/19/your-money/an-ipo-process-that-is-customer-friendly.html?page
wanted=all&_r=0 (quoting Professor Matthew Rhodes-Kropf of the Harvard Business School as say-
ing “Wall Street will always hate IPO auctions . . . because Wall Street is all about insider access, and
these auctions take it away”).
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alysts and institutional investors that come with it.” If [PO shares are
“sold, not bought,” then an auction IPO loses out on the selling efforts of
the brand name investment bank.” Venture-capital backed firms in par-
ticular tend to want to stick to cultivated relationships with investment
banks.” Besides path dependence, issuers may realize that the value add-
ed by the investment bank more than compensates for the underpricing
of the bookbuilding method.

Of the issuers that have tried the online IPO method, the long term
share value results are mixed. With only twenty-two or twenty-three is-
suers in the cohort, making generalizations about returns is difficult.
However, of the six issuers that chose an auction IPO following the 2004
Google TPO, none of those issuers currently trade above or even near
their IPO price, if they trade at all.” Many others have delisted or filed
for bankruptcy. Another piece of evidence that might show a backlash
from established Wall Street demand networks would be analyst cover-
age. For a public company, lack of analyst coverage can artificially de-
press the price of a stock.” In keeping with a hypothesis that auction IPO
firms would have low analyst coverage, of the twelve firms that have not
been acquired or declared bankruptcy, three have no analyst coverage,”

74.  See Michacl T. Clilf & David J. Denis, Do Initial Public Offering Firms Purchase Analyst
Coverage with Underpricing?,59 J. OF FIN. 2871, 2898-99 (2004); Laurie Krigman et al., Why Do Firms
Switch Underwriters?, 60 J. FIN. ECON. 245, 248-50 (2001).

75. Scott Reeves, Google’s Flub, Flop and Bomb, FORBES (Sept. 17, 2004, 6:00AM), http:/
www.lorbes.com/2004/09/17/cx_sr_0917ipooutlook.html.

76. See Nocera, supra note 61, at 12 (describing situations in which Hambrecht would make a
pitch for the auction IPO to “an independent-minded chicl exceutive who found the cgalitarian nature
of the auction appealing” only to have the venture capital investors choose a Wall Street financial firm
to run the IPO instcad).

77. Four of the issuers were acquired at “fire sale” prices: CryoCor ($1.35/sh); Avalon Pharma-
ccuticals (.05/sh of Clinical Data/sh); Traffic.com ($8/sh); and ForuNct, Inc. ($2.25). See Boston Scien-
tific Completes Acquisition of CryoCor, REUTERS (May 28, 2008, 835 AM), http://www.reuters.
com/article/2008/05/28/idUS132403+28-May-2008+PRN20080528; Clinical Data Completes Acquisition
of Avalon Pharmaceuticals, BUSINESS WIRE (May 28, 2009, 4:06 PM), http:/www.businesswire.
com/ncws/home/20090528006129/cn/Clinical-Data-Complcics-Acquisition-Avalon-Pharmaccuticals#.
VAjiSGSWx74; NAVTEQ Closes Acquisition of Traffic.com, BLOOMBERG (Mar. 6, 2007), http://www.
bloomberg.com/apps/news?pid=ncwsarchive&sid=aX3FO4NcSiUU; Yuri Itkis Gaming Trust Of 1993
Begins Tender Offer To Acquire Remaining Public Stake In FortuNet, RTT NEWS (Jan. 15, 2015, 6:11
AM), http://www.rttnews.com/1181108/yuri-itkis-gaming-trust-of-1993-begins-tender-offer-to-acquire-
remaining-public-stake-in-fortunet-quick-facts.aspx.

78. See Romain Boissin, Orphan Versus Non-Orphan IPOs: The Difference Analyst Coverage
Makes, in HANDBOOK OF RESEARCH ON IPOs 257, 258 (Mario Levis & Silvio Vismara eds., 2013)
(finding after five years that the average negative return of an IPO issuer with analyst coverage was-
8.07%, compared with an average negative return of -52.95% for an IPO issuer without analyst cover-
age); see generally Simona Mola et al., Is There Life After the Complete Loss of Analyst Coverage?,
88 AcCT. REV. 667 (2013) (finding that companies without analyst coverage for a year were much
morc likely to delist than similar [irms duc to the name recognition benelit of analyst coverage).

79. The three forms are: Genitope (GTOP), Dover Saddlery (DOVR), and Salon.com, now
Salon Media (SLNM). Genitope Corporations Analyst Stocks Recommendations, NASDAQ, http:/
www.nasdaq.com/symbol/gtop/recommendations (last visited Oct. 20, 2014); Dover Saddlery, Inc. Ana-
lyst Stock Recommendations, NASDAQ, http://www.nasdag.com/symbol/dovr/recommendations (last
visited Oct. 20, 2014); Salon Media Group, Inc. Analyst Stock Recommendations, NASDAQ, http:/
www.nasdaq.com/symbol/sinm/recommendations (last visited Oct. 20, 2014).
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two have just one analyst each covering its stock,* and one issuer has two
analysts covering its stock.* Three high performers have robust analyst
coverage.®

IV. THE WILD WEST DAYS OF CROWDFUNDING

The vast majority of these crowdfunding projects seek altruistic or
artistic funding, but many sites, such as Kickstarter, feature entrepre-
neurs with projects that have commercial promise.® To encourage back-
ers of projects that either are truly charitable or may not be profitable for
a long time or ever, artists or entrepreneurs may offer products or re-
wards,* but anything more is legally problematic. Generally, five catego-
ries have emerged: (1) donor crowdfunding, (2) reward crowdfunding,
(3) prepurchase crowdfunding, (4) non-interest-bearing loan crowdfund-

80. Morningstar (MORN) and Tructt-Hurst (THST). Morninsgstar, Inc. Analyst Stock Recom-
mendations, NASDAQ, http://www.nasdaq.com/symbol/morn/recommendations (last visited Oct. 20,
2014); Truett-Hurst, Inc. Analyst Stock Recommendations, NASDAQ, http://www.nasdaq.com/symbol/
thst/recommendations (last visited Oct. 20, 2014).

81. Overstock (OSTK). Overstock.com, Inc. Analyst Stock Recommendations, NASDAQ, http:/
www.nasdaq.com/symbol/ostk/recommendations (last visited Oct. 20, 2014).

82. Google (GOOG) has nincteen [irms covering its stock. Google.com Analyst Stocks Recom-
mendations, NASDAQ, http://www.nasdaq.com/symbol/goog/recommendations (last visited Oct. 20,
2014). Rackspace Hosting (RAX) has sixteen [irms covering its stock. Rackspace Hosting, Inc Analyst
Stocks Recommendations, NASDAQ, http://www.nasdaq.com/symbol/rax/recommendations (last visited
Oct. 20, 2014). NetSuite (N) has cight firms covering its stock. NetSuite Analyst Stocks Recommenda-
tions, NASDAQ, http://www.nasdaq.com/symbol/n/recommendations (last visited Oct. 20, 2014). A cur-
sory, nonscicnlific cxploration ol analyst coverage for other technology firms yiclds the following: Fa-
cebook (FB) has seventeen firms covering its stock; Zynga (ZNGA), ten; Groupon (GRPN), thirteen;
LinkedIn (LNKD), 11. Facebook Analyst Stocks Recommendations, NASDAQ, http://www.nasdaq.com/
symbol/fb/recommendations (last visited Oct. 20, 2014); Zynga Analyst Stocks Recommendations,
NASDAQ, http://www.nasdag.com/symbol/znga/rccommendations (last visited Oct. 20, 2014); Groupon
Analyst Stocks Recommendations, NASDAQ, http://www.nasdaq.com/symbol/grpn/recommendations
(last visited Oct. 20, 2014); LinkedIn Analyst Stocks Recommendations, NASDAQ, htip://www.nasdag.
com/symbol/Inkd/recommendations (last visited Oct. 20, 2014).

83.  For cxample, Kickstarter projects include consumer products, books, songs, graphic novcls,
and films that are meant to someday be commercial successes. Kickstarter backers have backed movie
projects that did not initially attract investor funding, such as the Veronica Mars Movie and Zach
Braff’s movie Wish I Was Here. See Maria Elena Fernandez, Zach Braff Sold His Movie, Kickstarter
Backers Await Rewards, NBC NEws (Jan. 22, 2014, 11:45 AM), hup://www.nbenews.com/pop-
culture/movies/zach-braff-sold-his-movie-kickstarter-backers-await-rewards-n14031  (reporting  that
aflter the Sundance Film Festival, Brafl sold the distribution rights to his movie to Focus Featurces for
$2.75 million, but many crowdfunders had yet to receive their promised rewards). Actor James Franco
criticized Brall [or using Kickstarter to fund a movic, the procceds of which would go to Brall.
Margaret Eby, James Franco Slams Zach Braff’s Kickstarter Campaign, N.Y. DAILY NEWS (July 2,
2013, 4:08 PM), http://www.nydailynews.com/cntertainment/tv-movies/james-[ranco-slams-zach-brafl-
kickstarter-campaign-article-1.1388496.

84. Most sites cncourage the olfcring of some type of “reward,” “perk,” or “the Goods.” See
How It Works, STARTSOMEGOOD, https://startsomegood.com/HowItWorks#StepOneC (last visited
Oct. 20, 2014) (“Rewards offer a way to show gratitude to your supporters and allow them to form a
stronger connection with your cause. They’re a tangible reminder to your supporters of the part they
played in getting your project off the ground. The more directly relevant they are to the impact you’ll
make, the more connected supporters will feel towards your cause. The best rewards are unique, rele-
vant and desirable.”).
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ing, and (5) return crowdfunding.® As the names suggest, donor crowd-
funding involves backers pledging money without receiving anything in
return.* Donors in reward crowdfunding receive public radio-type “re-
wards” that increase in attractiveness at higher levels of giving.*’ In pre-
purchase crowdfunding, entrepreneurs promise delivery of a finished
commercial product, financed through the project offering, either for free
or at a discount;* however, this promise of an early delivery seems to be
unenforceable or at least conditional upon the project being operational-
ly successful.®* Finally, Kiva is the most well-known example of lenders
loaning small amounts of money with an expectation of having the prin-
cipal loan amount returned, but not with interest.”

These first four types of crowdfunding are examples of patron fund-
ing: project supporters, whether they consider themselves donors or fun-
ders or backers, are giving the project owners either the permanent or
temporary free use of their capital for very little in return. If the project
owner has created its rewards or prepurchases strategically, the funds re-
ceived will dwarf the cost of the token awards, however creative or inter-
esting.” Patrons choose projects that they believe are important, inspir-
ing, or even urgent. Patron crowdfunding has flourished for many
reasons, not the least of which is that donations, gifts, and prepurchase
are unregulated beyond basic laws of fraud and deception. If patrons
want to give money, then laws are unnecessary to give them much more
protection than that they were not duped into giving.

85. C. Steven Bradford, Crowdfunding and the Federal Securities Laws, 2012 COLUM. Bus. L.
REV. 1, 14-15 (2012) [hercinalter Bradford, Federal Securities).

86. Fundraising by individuals and non-profits receive no tangible rewards on sites such as
Crowdrise, but thc platform may run promotions and contests [or donors. See Promotions,
CROWDRISE.COM, http://www.crowdrise.com/give/promotions (last visited Oct. 20, 2014). (featuring
contests to win Beats hecadphones and iPad minis).

87. Great Perk Ideas, INDIEGOGO, http://support.indiegogo.com/hc/en-us/articles/201875343-
Great-Perk-Idcas (last visited Oct. 20, 2014) (“Perks cnable you to engage fans, build trust and pro-
vide an opportunity for more people to get involved. You can offer one-of-a-kind experiences, special
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