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b The Financial Choice Act 2.0

//;'\’ The following is written by Laura Anthony, Esqg., a going public

attorney focused on OTC listing requirements, direct public offerings,

going public transactions, reverse mergers, Form 10 and Form S-1 registration
statements, SEC compliance and OTC Market reporting requirements.

On February 9, 2017, the Chair of the House Financial Services Committee issued a
memo outlining changes to the Financial Choice Act, dubbing the newest version the
Financial Choice Act 2.0. The memo was not intended for public distribution but found
its way in any event, causing a great deal of anticipation as to the amended Act itself.
The actual amended Act has not been released as of the date of this blog.

Introduction

As a reminder, the Financial Choice Act, which was passed by the House Financial
Services Committee on September 13, 2016, is an extensive, extreme piece of
legislation that would dismantle a large amount of the power of the SEC and strip the
Dodd-Frank Act of many of its key provisions. As first written, it would not be feasible for
the Act to pass into law, but it certainly illustrates the extreme views of members of the
House on the state of current over-regulation.

Moreover, the new administration continues that view and it is possible that the newer
version will be in a form that could gain traction. It is also possible that parts of the
lengthy Act could be bifurcated out and included in other Acts that ultimately are passed
into law.
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Summary of Original Financial Choice Act

The Executive Summary for the original Financial Choice Act lists the following seven
key principles of the Act:

1.

Economic growth must be revitalized through competitive, transparent, and
innovative capital markets;

Every American, regardless of their circumstances, must have the opportunity to
achieve financial independence;

Consumers must be vigorously protected from fraud and deception as well as the
loss of economic liberty;

Taxpayer bailouts of financial institutions must end and no company can remain
too big to falil;

Systemic risk must be managed in a market with profit and loss;

Simplicity must replace complexity, because complexity can be gamed by the
well-connected and abused by the Washington powerful; and

Both Wall Street and Washington must be held accountable.
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The Act focuses on dismantling Dodd-Frank. Many of the changes would repeal
provisions related to executive compensation (I note that the leaked memo on version
2.0 does not indicate any changes to these original provisions). Related to executive
compensation, the Financial Choice Act would include:

1. Pay Ratio. The Act would repeal the section of Dodd-Frank which requires
companies to disclose the pay ratio between CEO’s and the median employees.
This rule is under scrutiny and attack separate and apart of the Financial Choice
Act as well. On February 6, 2017, acting SEC Chair Michael Piwowar called for
the SEC to conduct an expedited review of the rule for the purpose of
reconsidering its implementation. It is highly likely that this rule will not be
implemented as written, if at all.

2. Incentive-based Compensation. The Act would repeal provisions of Dodd-Frank
that require enhanced disclosure related to incentive-based compensation by
certain institutions.

3. Hedging. Proposal to repeal the section of Dodd-Frank which requires
companies to disclose whether employees or directors can offset any increase in
market value of the company’s equity grants as compensation.

4. Say on Pay. The Act will amend the Say on Pay rules such that the current
advisory vote would only be necessary in years when there has been a material
change to compensation arrangements, as opposed to the current requirement
that a vote be held at least once every 3 years.

5. Clawback Rules. The Clawback rules would prohibit companies from listing on an
exchange unless such company has policies allowing for the clawback of
executive compensation under certain circumstances. This would be in the form
of additional corporate governance requirements.

On the bank-specific side, the Act would eliminate bank prohibitions on capital
distributions and limitations on mergers, consolidations, or acquisitions of assets or
control to the extent that these limitations relate to capital or liquidity standards or
concentrations of deposits or assets.
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Related to bailouts, the Act would, in summary:

1. Repeal the authority of the Financial Stability Oversight Council to designate
firms as systematically important financial institutions (i.e., too big to fail);

2. Repeal Title 1l of Dodd-Frank and replace it with new bankruptcy code provisions
specifically designed to accommodate large, complex financial institutions. Title I
of Dodd-Frank is the orderly liquidation authority, granting authority to the federal
government to obtain receivership control over large financial institutions; and

3. Repeal Title VIII of Dodd-Frank, which gives the Financial Stability Oversight
Council access to the Federal Reserve discount window for systematically
important financial institutions (i.e., gives the federal government the money to
bail out financial institutions) as well as the authority to conduct examinations and
enforcement related to risk management;

Legal & Compliance, LLC

330 Clematis Street, West Palm Beach, FL. 33401

Local: 561-514-0936 Toll-Free: 800-341-2681

LAnthony@LegalAndCompliance.com

www.LegalAndCompliance.com

www.SecuritiesLawBlog.com

www.Law(Cast.com Page 4



mailto:LAnthony@LegalAndCompliance.com
http://www.legalandcompliance.com/
http://www.securitieslawblog.com/
http://www.lawcast.com/

Legal & Compliance, LLC
A Corporate, Securities and Going Public Law Firm

Related to accountability from financial regulators, the Act would:

1.

Make all financial regulatory agencies subject to the REINS Act related to
appropriations and place all such agencies on an appropriations process subject
to bipartisan control;

Require all financial regulators to conduct a detailed cost-benefit analysis for all
proposed regulations (provisions analogous to this are already required, but this
would be more extreme);

Reauthorize the SEC for a period of 5 years with funding, structural and
enforcement reforms (i.e., dismantle the current SEC and replace it with a
watered-down version);

“Institute significant due-process reforms for every American who feels that they
have been the victim of a government shakedown”;

Repeal the Chevron Deference doctrine. Under this doctrine, a court must defer
to an agency’s interpretation of statues and rules;

Demand greater accountability and transparency from the Federal Reserve; and

Abolish the Office of Financial Research.
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Under the heading “[U]leash opportunities for small businesses, innovators, and job
creators by facilitating capital formation,” the Act would:

1. Repeal multiple sections of Dodd-Frank, including the Volker Rule (which
restricts U.S. banks from making speculative investments, including proprietary
trading, venture capital and merchant bank activities);

2. Repeal the SEC’s authority to either prospectively or retroactively eliminate or
restrict securities arbitration;

3. Repeal non-material specialized disclosure; and

4. Incorporate more than two dozen committee- or House-passed capital formation
bills, including H.R. 1090 — Retail Investor Protection Act (prohibiting certain
restrictions on investment advisors), H.R. 4168 — Small Business Capital
Formation Enhancement Act (requiring prompt SEC action on finding of the
annual SEC government business forum), H.R. 4498 — Helping Angels Lead Our
Startups Act (directing the SEC to amend Regulation D, expanding the allowable
use of solicitation and advertising), and H.R. 5019 — Fair Access to Investment
Research Act (expanding exclusion of research reports from the definition of an
offer for or to sell securities under the Securities Act).

Financial Choice Act 2.0

As mentioned, the described changes come from a leaked memo from the Chair of the
House Financial Services Committee. The actual changes have not been made public
as of yet. The vast majority of changes in the memo are related to banking provisions
and the Consumer Financial Protection Bureau; however, below is a summary of those
directly impacting the federal securities laws and potentially my client base.
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Key provisions of the newer version of the Financial Choice Act include:

1. An increase in the Sarbanes-Oxley Act (“SOX”) Rule 404(b) compliance
threshold from $250 million public float to $500 million. Currently smaller
reporting companies and emerging-growth companies are exempted from
compliance with Rule 404(b). A “smaller reporting company” is currently defined
in Securities Act rule 405, Exchange Act Rule 12b-2 and Item 10(f) of Regulation
S-K, as one that: (i) has a public float of less than $75 million as of the last day of
their most recently completed second fiscal quarter; or (ii) a zero public float and
annual revenues of less than $50 million during the most recently completed
fiscal year for which audited financial statements are available.

Interestingly, when the SEC proposed an increase in the threshold definition of “smaller
reporting company” in June of last year, from $75 million to $250 million, it specifically
chose to concurrently amend the definition of an “accelerated filer” to eliminate the
benefit of an exclusion from the SOX 404(b) requirements for companies with a float
over $75 million. In particular, the SEC proposed to amend the definition of “accelerated
filer” to eliminate an exclusion for smaller reporting companies such that a company
could be a smaller reporting company but also an accelerated filer. The SEC noted in its
rule release that it intended to be sure that companies with a float over $75 million,
whether a smaller reporting company or not, would have to comply with SOX 404(b)
and the accelerated filing schedule for quarterly and annual reports.If passed, the
Financial Choice Act 2.0 would override the SEC’s current proposal on this point.
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2. The Financial Choice Act 2.0 would increase the registration threshold
requirements under Section 12(g) of the Securities Exchange Act for smaller
companies. The Act 2.0 would also index the thresholds for inflation moving
forward. In addition, the Act would eliminate the requirement to obtain ongoing
accredited investor verifications for determining the Section 12(g) registration
requirements. On May 1, 2016, the SEC amended Exchange Act Rules 12g-1
through 12g-4 and 12h-3 related to the procedures for termination of registration
under Section 12(g) through the filing of a Form 15 and for suspension of
reporting obligations under Section 15(d), to reflect the higher thresholds set by
the JOBS Act. The SEC also made clarifying amendments to: (i) cross-reference
the definition of “accredited investor” found in rule 501 of Regulation D, with the
Section 12(g) registration requirements; (ii) add the date for making the
registration determination (last day of fiscal year-end); and (iii) amend the
definition of “held of record” to exclude persons who received shares under
certain employee compensation plans. Under the rules, a company that is not a
bank, bank holding company or savings-and-loan holding company is required to
register under Section 12(g) of the Exchange Act if, as of the last day of its most
recent fiscal year-end, it has more than $10 million in assets and securities that
are held of record by more than 2,000 persons, or 500 persons that are not
accredited.

3. The Financial Choice Act 2.0 would expand the coverage under Title 1 of the
JOBS Act to allow all companies to engage in certain test-the-waters
communications in an IPO process and to file registration statements on a
confidential basis. Title 1 of the JOBS Act specifically only applies to emerging-
growth companies (EGC’s). In particular, Section 105(c) of the JOBS Act
provides an EGC with the flexibility to “test the waters” by engaging in oral or
written communications with qualified institutional buyers (“QIB’s”) and
institutional accredited investors (“IAl's”) in order to gauge their interest in a
proposed offering, whether prior to (irrespective of the 30-day safe harbor) or
following the first filing of any registration statement, subject to the requirement
that no security may be sold unless accompanied or preceded by a Section 10(a)
prospectus. Generally, in order to be considered a QIB, you must own and
invest $100 million of securities, and in order to be considered an IAl, you must
have a minimum of $5 million in assets.
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The Financial Choice Act 2.0 will also expand the ability to file a registration statement
on a confidential basis to all companies and not just EGC’s. Currently, an EGC may
initiate the “initial public offering” (“IPO”) process by submitting its IPO registration
statements confidentially to the SEC for nonpublic review by the SEC staff. A
confidentially submitted registration statement is not deemed filed under the Securities
Act and accordingly is not required to be signed by an officer or director of the issuer or
include auditor consent. Signatures and auditor consent are required no later than 15
days prior to commencing a “road show.” If the EGC does not conduct a traditional road
show, then the registration statements and confidential submissions must be publicly
filed no later than 15 days prior to the anticipated effectiveness date of the registration
statement. | note that the JOBS Act had originally set the number of days for
submission of all information at 21 days and the FAST Act shortened that time period to
15 days.

4. A requirement that the SEC Chair conduct a study and issue a report on self-
regulatory organizations, including recommendations to eliminate duplications
and inefficiencies amongst the various organizations.

5. The Financial Choice Act 2.0 would increase the allowable offering amount for
Tier 2 of Regulation A (i.e., Regulation A+) from $50 million to $75 million in any
12-month period. | often write about Regulation A/A+.

6. The Financial Choice Act 2.0 would prohibit the SEC from requiring the use of
‘universal proxies” in contested elections of directors. Pre-change in
administration, on October 16, 2016, the SEC proposed a rule requiring the use
of the use of universal proxy cards in connection with contested elections of
directors. The proposed card would include the names of both the company and
opposed nominees. The SEC also proposed amendments to the rules related to
the disclosure of voting options and standards for the election of directors.

7. An inflation update to the minimum thresholds for shareholders to be able to
submit proposals for annual meetings. Currently Rule 14a-8 permits qualifying
shareholders to submit matters for inclusion in the company’s proxy statement for
consideration by the shareholders at the company’s annual meetings.
Procedurally to submit a matter, among other qualifications, a shareholder must
have continuously held a minimum of $2,000 in market value or 1% of the
company’s securities entitled to vote on the subject proposal, for at least one
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year prior to the date the proposal is submitted and through the date of the
annual meeting. The Financial Choice Act 2.0 would update the ownership
requirement thresholds for inflation.

8. Delay the repeal of the Chevron doctrine for two years. Under the Chevron
doctrine, a court must defer to an agency’s interpretation of statutes and rules.
The Financial Choice Act called for the immediate repeal of this doctrine. The
Act 2.0 would delay such repeal for two years.

9. Increase the limits on disclosure requirements for employee-issued securities
under Rule 701 from $10 Million as set forth in version 1.0 to $20 million with an
inflation adjustment. Rule 701 of the Securities Act provides an exemption from
the registration requirements for the issuance of securities under written
compensatory benefit plans. Rule 701 is a specialized exemption for private or
non-reporting entities and may not be relied upon by companies that are subject
to the reporting requirements of the Securities Exchange Act of 1934, as
amended (“Exchange Act”). The Rule 701 exemption is only available to the
issuing company and may not be relied upon for the resale of securities, whether
by an affiliate or non-affiliate. Currently, additional disclosures are required for
issuance valued at $5 million or more in any 12-month period.
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Thoughts

In recent years we have seen the most dramatic changes in capital formation
regulations and technological developments in the past 30 years, if not longer.
Significant capital-formation changes include: (i) the creation of Rule 506(c), which
came into effect on September 23, 2013, and allows for general solicitation and
advertising in private offerings where the purchasers are limited to accredited investors;
(if) the overhaul of Regulation A, creating two tiers of offerings which came into effect on
June 19, 2015, and allows for both pre-filing and post-filing marketing of an offering,
called “testing the waters”; (iii) the addition of Section 5(d) of the Securities Act, which
came into effect in April 2012, permitting emerging-growth companies to test the waters
by engaging in pre- and post-filing communications with qualified institutional buyers or
institutions that are accredited investors; and (iv) Title 11l crowdfunding, which came into
effect on May 19, 2016, and allows for the use of Internet-based marketing and sales of
securities offerings.

At the same time, we have faced economic stagnation since the recession, a 7-year
period of near-zero U.S. interest rates and negative interest rates in some foreign
nations, nominal inflation and a near elimination of traditional bank financing for start-
ups and emerging companies. If bank credit was available for small and emerging-
growth companies, it would be inexpensive financing, but it is not and | do believe that
Dodd-Frank and over-regulation are directly responsible for this particular problem.

| am extremely optimistic that this trend is changing. According to an article published
by CNN on March 10, 2017, the U.S. economy added 235,000 jobs in Trump’s first full
month in office. In the year prior, the average was about 190,000 jobs per month. In the
same time period, the unemployment rate dropped from 4.8% to 4.7%. The same article
reports that consumer and business confidence is high and as we all know, the stock
market is at a record high. Wage growth continued to show signs of progress after
persisting at a sluggish pace for years. Wages grew a solid 2.8% in February compared
with a year ago.
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In my practice, optimism and growth are the buzzwords. My clients are universally
enthusiastic about the state of the economy and business prospects as a whole. The
consistent mantra of decreasing regulations is universally welcomed with a sense of
relief. The SEC will not be immune to these changes, and we are just beginning to see
what | believe will be an avalanche of positive change for small businesses and capital

formation.
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Securities Law Blog is written by Laura Anthony, Esq., a going public lawyer focused on
OTC Listing Requirements, Direct Public Offerings, Going Public Transactions, Reverse
Mergers, Form 10 Registration Statements, and Form S-1 Registration Statements.
Securities Law Blog covers topics ranging from SEC Compliance, FINRA Compliance,
DTC Chills, Going Public on the OTC, and OTCQX and OTCQB Reporting
Requirements. Ms. Anthony is also the host of LawCast.com, the securities law
network.

Contact Legal & Compliance, LLC. Inquiries of a technical nature are always
encouraged. Follow me on Facebook, LinkedIn, YouTube, Google+, Pinterest and
Twitter.

Download our mobile app at iTunes and Google Play.
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Legal & Compliance, LLC makes this general information available for educational
purposes only. The information is general in nature and does not constitute legal advice.
Furthermore, the use of this information, and the sending or receipt of this information,
does not create or constitute an attorney-client relationship between us. Therefore, your
communication with us via this information in any form will not be considered as
privileged or confidential.

This information is not intended to be advertising, and Legal & Compliance, LLC does
not desire to represent anyone desiring representation based upon viewing this
information in a jurisdiction where this information fails to comply with all laws and
ethical rules of that jurisdiction. This information may only be reproduced in its entirety
(without modification) for the individual reader’s personal and/or educational use and
must include this notice.
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