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I. Introduction

1. Small businesses are an integral part of the American landscape. In the big picture, they function as a key
element of the country’s economy by creating jobs and developing new products. On a more personal scale,
the small business is an American icon: the ability to establish one’s own business and pursue success,
depending only upon one’s own mind and muscles, is a fundamental premise of the "American Dream."
Those who take this step, however, will learn that they face unique challenges as they seek to establish their
business in the marketplace. One such challenge is obtaining sufficient financing to grow and exploit new
opportunities, or in some cases, simply to survive. 

2. While adequate access to capital has plagued small businesses for decades, perhaps new technologies exist
or are being developed which can be used to mitigate the problem. One such possibility seems to be the
Internet. The goal of this article is to examine the long-standing small business access to capital problem and
ask whether the Internet, which has revolutionized many segments of our lives, might likewise be a tool for
revolutionizing, and thereby improving, the ability of small businesses to obtain the capital they need.
Specifically, this article asks whether the Internet holds promise for allowing small businesses to access the
equity markets in ways which, up to this time, have been impossible. 

3. With this goal in mind, Part II of this article examines the ability of small businesses to obtain financing,
asking whether there really is a problem and, if so, whether it is a problem about which we should worry.
Part III then focuses on whether improving access to equity financing is a vital part of the solution. Turning
to the Internet itself, Part IV explores the allure of the Internet as a tool for helping small businesses better
access the equity markets, looking at various ways the Internet might be used and the concomitant problems
that might thwart such uses. Finally, Part V looks at the posture adopted by the Securities and Exchange
Commission (the "SEC" or "Commission") in the face of pioneering attempts to harness the Internet for
financing purposes.

II. Small Business’ Access to Capital

4. Small businesses vary widely in the amount of capital they need depending upon the type of product or
service offered, maturity of the company, and plans for the future. Despite these variances, however, all
businesses need some amount of capital to establish operations and expand to meet demand. This section
starts by briefly exploring whether a problem that affects small businesses is something of general relevance
or something about which only small business owners should worry. The section then goes on to describe
two scenarios which illustrate the typical effects of insufficient capital. Typical patterns of financing among
small businesses are also examined. Finally, the section then moves on to ask whether, as a general matter,
small businesses are able to capture sufficient financing, looking at both systemic problems and recent
developments which may have coalesced to exacerbate the situation.

A. Is Small Business Access to Capital a Problem Deserving of Widespread Attention?

5. Before embarking upon an exploration of whether small businesses are able to obtain sufficient financing, it
makes sense to ask whether, even if such a problem exists, it is something that should cause worry. Is access
to capital an issue that small business owners alone need worry about, or does the issue have implications
that should cause wide-ranging concern? Given the significant role of small businesses in the American
economy, it seems this latter question should be answered in the affirmative. 

6. Small businesses[1] make up a considerable part of the economic engine of this country. First, small
businesses have significant productive output: they accounted for fifty percent of the United States’ private
gross domestic product in 1994.[2] Second, small businesses are important employers: in 1994 they
employed fifty-four percent of the private work force in this country and were responsible for sixty-two
percent of the new jobs created.[3] In light of their important role, evidenced by these statistics, any problem
which affects the health of small businesses will likely affect the nation’s overall economy. Therefore, if it
turns out that access to capital is a problem which negatively affects small businesses, it seems reasonable to
be concerned about the problem and to expend some energy in search of a remedy.

B. The Importance of Capital to Small Businesses

7. One scenario in which it is easy to see the importance of sufficient capital is the start-up business. A
company in this phase may have a terrific product or idea and may have spent significant time and money
developing and refining that product or idea. However, if the business lacks sufficient capital to invest in the
facilities or people needed to actually produce the product, the business may fail before it ever gets its
product into the marketplace. Or, the company may manage to produce the product, but may fail before
revenues begin to come in as a product of having insufficient working capital to meet short-term operating
expenses. The rate of failure among new businesses is high and "[u]ndercapitalization is one of the chief
causes of failure of start-up businesses."[4] 

8. Another scenario illustrating the importance of adequate capital involves a more mature but rapidly growing
company. Such a company, likely started out of personal resources of the owner, has funded its growth only
by reinvesting its profits. In such a case, the company’s growth is limited by its sales. A problem arises,
however, if the company’s product becomes hot, orders begin coming in faster than expected, and the
company lacks the capital required to fund the production of the stock to fill the orders. These rapidly
growing companies can consume large amounts of capital as they try to balance simultaneously normal
operations and expansion, requiring investments in new equipment and facilities.[5] An undercapitalized
company in this situation can fail even though it was about to grasp success. 

9. These two illustrative cases show that sufficient capital is important to a small business: it can mean the
difference between success and failure. Even if failure is not the result of insufficient capital, other harmful
effects can follow. In a survey of small business owners, respondents who reported a shortage of capital
noted the following effects:

Unable to grow or expand operations (73%) 
Unable to finance increased sales (44%) 
Unable to meet demand (34%) 
Reduced the number of employees (25%) 
Reduced the benefits to employees (24%) 
Closed stores or branches (2%)[6]

10. Clearly, inadequate financing can have deleterious effects on a company. While the lack of capital may not
always cause failure, it is likely to have a negative impact on the vitality of the company.

C. Typical Small Business Financing Strategies

11. In looking at whether small businesses are able to get the capital they need, the first step is to look at the
sources most often used. A large number of small businesses are launched with, and rely in their early stages
upon, personal resources of their owners.[7] In such cases, the small business owner turns to his or her
savings, personal loans, or even credit cards to supply the money needed in the business. "Angel" financing
is another common source of capital for small businesses. These so-called Angels are usually wealthy
friends, family, or clients of the business owner. Such individuals may contribute fairly substantial amounts
of money and may accordingly take substantial ownership positions in the business; rarely, however, do they
seek to be involved in the day-to-day operations of the company.[8] Finally, for established small businesses,
retained earnings are a standard source of capital.

D. Are Small Businesses Able to Obtain Sufficient Financing?

12. Given these common sources, the question remains: are small businesses able to obtain sufficient capital?
For at least some businesses, the answer is clearly no: in 1995, nearly one out of four small businesses
reported that during the preceding year they had been unable to secure needed financing.[9] Others contend
that while most financing needs are met, there remain "gaps" in availability that can pose serious problems
for those small businesses that happen to encounter one of these "gaps."[10] 

13. There appear to be two types of problems behind small businesses’ difficulty in raising capital. First, there
are systemic problems which have hindered small businesses for decades.[11] These problems appear
endemic to the current capital-raising structures used in this country. Second, there are recent developments
which have further handicapped small businesses in their attempts to get adequate financing.

1. Systemic Problems

14. Systemic problems exist for small businesses with regard to securing debt financing. Banks are often
hesitant to lend to small businesses because of the inherently risky nature of such enterprises. Also, small
but rapidly growing businesses typically exhibit erratic bursts of growth and downturn, a pattern which
makes banks nervous since they cannot tell if the latest downturn is just part of the pattern or is the
beginning of the end for the company.[12] Finally, when banks are willing to lend to small businesses, they
will usually want the personal guarantee of the owner. Even if the owner has sufficient assets to provide such
a guarantee, he or she might hesitate to risk complete personal solvency for the sake of financing the growth
of their business. 

15. There are also systemic problems faced by small businesses with regard to securing equity financing. First,
since much of the cost of an equity offering is essentially fixed,[13] the marginal cost of capital becomes
increasingly higher for a small offering. Second, actually placing stock of a small company can be difficult
because potential purchasers will be worried about the stock’s lack of liquidity.[14] Third, finding an
intermediary to assist in the process of a smaller offering may not be possible: investment banks usually do
not want to handle deals for less that $10 million.[15] To the small business owner seeking to raise capital, it
likely appears that while the equity markets have developed into a machine for funneling money into large
businesses, there is no similar mechanism to help with his needs.

2. Problems Arising Out of Current Trends

16. In addition to these two categories of systemic problems, there are two recent trends which have made
access to capital an increasingly forbidding proposition for the small business. First, following the S & L
crisis in this country came a period of increased regulation of banks by the federal government. The
regulations placed upon banks, whether requirements for loan loss reserves, capital ratios, or lending
portfolio concentration, had the effect of causing banks to restrict their lending practices. Smaller banks,
traditionally the main lender to small businesses, showed the greatest reduction in lending activities in
response to the increased regulatory activities.[16] 

17. Second, there is a rising tide of bank mergers and consolidations. As a part of this trend, many small, local
banks are being bought by larger regional or national banks; this supplanting of local banks with larger
banks has an effect on loan availability for small businesses. Where a small business owner once had a long-
standing, carefully cultivated relationship[17] with a local bank, she might now be forced to deal with a new
entity unfamiliar with the owner and her business. Apart from the problem of reestablishing relationships,
larger banks are generally less interested in making loans to small businesses. When a large bank acquires a
small bank with a portfolio of small business loans, the usual result is that the number of such loans
declines.[18] If the trend of bank mergers and consolidations continues, as it seems likely to do,[19] it will
become increasingly difficult for small businesses to find alternative banks to satisfy their credit needs.[20] 

18. The implication of both the systemic problems and the recent developments is that small businesses face
considerable barriers in their drive to raise capital. One part of the solution may be to push for less bank
regulation in hopes of increasing access to loans. Another part may be to encourage lending by non-bank
financial institutions, such as commercial finance companies, insurance companies, and private/public sector
cooperative organizations.[21] Yet another piece of the solution might be to explore ways of increasing the
access of small businesses to equity financing. That is the solution upon which this article focuses.

III. Equity: Why and How?

A. Debt vs. Equity

19. Why might a small business decide to seek equity financing? As intimated by the discussion in the preceding
section, a company might have to seek equity financing out of necessity - the firm may have explored all
avenues for additional debt financing and found them insufficient. Even if further loans were possible, the
company may have reached the point where it makes sense to shift to equity because of the inherent
drawbacks of debt. Such drawbacks include forcing the company to adhere to a set repayment schedule and
requiring the company to enter into restrictive loan covenants. Additionally, having too much debt in relation
to equity can be risky for a business. If a company is too highly leveraged and business takes a downturn or
interest rates fluctuate too much, there is no operating cushion, and the company can quickly find itself in
financial trouble.[22] 

20. Apart from problems with debt financing,[23] there are affirmative reasons why a company might seek
equity. Foremost among these reasons is the fact that money raised through selling shares of the company is
money that does not have to be repaid. This new capital can be used to invest in equipment or to develop a
new product without regard to a fixed repayment schedule as would be the case with a loan. Another reason
for adding equity is that it will improve the company’s debt-to-equity ratio and may thereby open up
additional debt financing, possibly at better terms than previously offered.[24]

B. Questions Facing A Company Poised to Pursue Equity Financing

21. When a company reaches the point of deciding that it wants or needs to pursue equity financing, it will need
to address the question of whether doing so is feasible. An initial public offering ("IPO") is the goal many
companies have when they make this decision. Two threshold issues must be addressed by the company at
this point. 

22. First, the company must look at the market conditions and ask whether it makes sense to try to place an
offering into the market at that time. Market conditions can seriously impact investors’ receptiveness to the
offering as well as the pricing of the offering.[25] An offering that might do well given one set of market
conditions may fizzle in another. 

23. Second, the company should try to determine whether it, as a company, is really suited for an IPO. In
general, a company considering an IPO should have annual sales of at least forty million dollars, have a
profit history equal to or better than industry averages, and be in a large, stable or growing market.[26] An
important exception to these guidelines would be so-called "glamour" companies. These are companies in
industries which have received significant attention from the media and investors and may thereby have an
easier time placing securities. 

24. A recent example of the glamour phenomenon is the plethora of high technology companies producing
Internet-related products that went public in 1996. Companies producing such products were undoubtedly
hot that year and many who went public probably would not have done so, or at least would not have had
their offerings fully subscribed at such high prices, were it not for the glamour effect. Interestingly, the
glamour effect can have a backlash: the poor performance of many of those 1996 offerings have made
investors in 1998 hesitant to purchase securities of companies in the Internet product arena.[27] At any rate,
it is clear that only companies of certain size with certain financial credentials, or maybe those in certain
glamour industries, should seriously entertain going public.

C. Going Public - Advantages and Disadvantages

25. If a company determines that it is indeed a good candidate and the market conditions are right for an IPO, it
should then look at the benefits and burdens that accompany the move to becoming publicly held. Although
a careful examination of these is outside the scope of this article, a quick discussion of a few such benefits
and burdens follows. 

26. There are many advantages that going public will provide to a company. First, if the IPO goes well and a
vigorous aftermarket develops, the company will likely be able to raise additional capital in the near future --
something a growing company will have to do -- at favorable terms and with minimal worry.[28] A second
advantage is that being publicly held will allow for effective use of stock options and other stock rights in
programs designed to attract and retain top employees or meant to increase employee productivity. Third, a
public company is more visible and often enjoys an increase in prestige.[29] Fourth, being a publicly held
company may improve credibility with suppliers and customers: they may feel more confident in entering
into relationships with a public company.[30] This may even lead to better credit terms with suppliers. A
fifth advantage to going public is that doing so will give the owner or owners of the company liquid and
marketable securities, something which may be important for a large holder who wants to diversify his
portfolio. Holding marketable securities also allows exit for those who may be ready to leave the company. 

27. Offsetting these advantages, however, are some considerable burdens which accompany the decision to go
public. First, the cost of the offering itself can be burdensome. Combined costs of accounting, legal,
printing, and registration fees added to the underwriter’s commission can result in total costs as high as 35%
of the offering price in some cases.[31] Second, being a public company will entail continuing costs after the
offering from preparing the requisite disclosure documents and updating such information. A third
disadvantage is that being publicly held can change management focus from long-term to short-term as a
product of pressure from shareholders for constant increases in growth, earnings and dividends.[32] Fourth,
management’s freedom will be greatly constrained, requiring approval of the board for major matters and
even shareholder approval for fundamental changes such as mergers.[33] Fifth, there is the potential that the
owner could lose control of the company if a large block of shares come under the control of dissidents.[34]
Finally, the disclosure requirements incumbent upon public companies will mean a loss of privacy.
Information the company would prefer to keep secret, and which it was able to do so when privately held,
may now have to be disclosed.

D. Alternatives to Going Public

28. After weighing all these considerations, many small businesses will decide that going public may not be the
right thing to do. Perhaps the company will decide it did not have the reputation or financial vigor to attract
enough investors for a successful IPO. Or maybe the public offering process will simply seem too expensive
in relation to the amount of capital desired. For a business that reaches such a conclusion, there are
alternatives to going public which may make sense. These alternatives are possible by way of exemptions
from the registration requirements of the Securities Act of 1933[35] (the "Securities Act"). Avoiding the
registration process means a substantial savings of time and money for the company. Also, not having to
register means the offering can be completed more quickly, thereby making it easier to take advantage of
good market conditions.[36] 

29. Regulation A and Regulation D of the Securities Act offer appropriate exemptions[37] for small business
issuers. These exemptions are based either on the fact that the public offering is small or of limited character,
[38] or on the idea that the transaction does not involve a public offering.[39] Accordingly, there are
restrictions which accompany these exemptions, either limiting the amount of stock that may be offered[40]
or restricting to whom the stock may be sold.[41] Depending upon the exemption used, there may be other
applicable restrictions under the Securities Act, such as a ban on general solicitation or general
advertising[42] and limitations on resale of the securities.[43] On the other side of the coin, these
exemptions incorporate some unique features that make them particularly useful for small issuers. One
example when operating under a Regulation A exemption is the ability of the issuer to "test the waters" to
determine likely investor response to the contemplated offering.[44] This provision, as well as other
beneficial features of the exemptions, will be discussed in the context of their application to Internet use in
the next section.

IV. Can the Internet Improve Access to the Equity Markets?

30. Many of the hurdles mentioned above,[45] which prevent small businesses from fully exploiting the equity
markets, have been recognized for decades.[46] Technological innovations that have occurred in the
meantime, such as the proliferation of computers, have not yet provided a solution. Are there any reasons to
believe that the great innovation of the past decade, the Internet, will be any different? Or can the Internet be
harnessed to solve some of these long-standing problems? 

31. What is the unique promise offered by the Internet, if any? Given the needs of small businesses, the
mechanics of IPOs and private placements, and the attributes of the equity markets, is the Internet a tool
which can specifically address and facilitate small business access to equity financing? If so, are there are
any lurking problems which threaten to minimize the advantage delivered by using the Internet? 

32. It is clear that the Internet has made an auspicious debut in the universe of investing. On-line trading of
stocks has become quite commonplace, with various firms offering Internet trading services.[47] The
number of on-line accounts continues to grow, and it is estimated that over nine million such accounts will
exist by the year 2001.[48] As the Internet continues to penetrate into more homes, and as those most
comfortable with computers and the idea of investing in cyberspace age and begin to accumulate wealth to
invest, it seems that the Internet will find expanded use in the investment realm. 

33. Even if the Internet has gained some acceptance as a tool in personal investing, what assistance might it be
able to offer a business wanting to access the equity markets? Are there any particular advantages that an
Internet-based IPO or private placement might hold over a traditionally executed offering? It seems that the
Internet does have certain characteristics which make it uniquely suited to helping a small issuer carry out an
offering. These characteristics hold out the promise of revolutionizing certain parts of the offering process
and thereby mitigating some of the problems that have prevented small businesses from raising equity
capital. Along with this promise, however, are some obstacles.

A. Disintermediation

34. Perhaps the most revolutionary change the Internet may offer is the elimination of underwriters and other
traditional intermediaries normally associated with a stock offering. The idea behind "disintermediation" is
that by helping the issuer reach potential buyers, technology such as the Internet could take the place
traditionally filled by underwriters.[49] An advantage of this "direct" public offering ("DPO") would be
significant cost reduction for the issuer. Part of the savings would be in avoiding the underwriters'
commission, which can be as much as ten percent of the offering price.[50] Additionally, since there is
evidence that IPOs conducted by underwriters are systematically underpriced,[51] the price of capital might
be further reduced by avoiding this underpricing phenomenon. 

35. On the other hand, there is considerable skepticism among commentators over the idea that the Internet will
completely replace traditional intermediaries.[52] Underwriters perform many functions in an offering
beyond merely giving the issuer access to potential purchasers. Most of these functions, it appears, cannot be
readily duplicated merely by shifting the offering to the Internet. One such function is in the lending of the
underwriter’s reputation to the offering. The reputation of the underwriter is important in generating investor
interest and confidence in the offering.[53] Similarly, the underwriter will have a client base upon which it
can draw in placing the stock. The underwriter will also assist in sustaining interest in the stock by issuing
reports to securities analysts and making presentations to investor groups.[54] Working from its experience
and expertise, the underwriter may also be able to provide the issuer with valuable research and analysis
during the planning stages of the offering.[55] Finally, there is the saying that "securities aren’t bought,
they’re sold." In this regard, the underwriter makes selling efforts that many convince may investors to buy
the stock and thus help guarantee the success of the offering. 

36. It is clear that the Internet cannot, in and of itself, address all of these concerns; the Internet is merely a tool
available for shaping and implementation by outside agents. Thus, an issuer who chooses to undertake a
DPO is not going to get any "reputational claim" regarding the quality of the offering by way of the Internet
as it would by using a well-known investment bank. Accordingly, what is developing, and what is likely to
be the most effective use of the Internet in this regard, is an amalgam of the traditional underwriter and the
Internet-based IPO. 

37. One such approach is that of Wit Capital, an on-line investment banking and brokerage firm which bills
itself as "a pioneer in the offering and trading of securities through the Internet."[56] Wit Capital does not
seek to dispose of outside underwriters; rather, the company’s claim is that it offers issuers and its members
a chance to connect in IPOs lead managed by major investment banks. By avoiding the process whereby
underwriters traditionally sell newly-offered shares to preferred customers such as institutional investors and
certain wealthy individuals who often seek to profit by "flipping" these shares to smaller investors, Wit
Capital claims it "eliminate[s] layers of intermediaries and reduce[s] transaction costs."[57] The result,
claims the company, is cost savings to issuers and unprecedented access for individual investors to shares at
the offering price.[58] Wit Capital offers similar services for private placements, promising a unique ability
to match issuers interested in such placements with its member base of accredited investors.[59] 

38. While Wit Capital’s approach is novel, it certainly does not represent complete disintermediation. Even apart
from the fact that the issuer retains a lead underwriter, Wit Capital itself functions as an intermediary, albeit
one which is nontraditional. Nonetheless, the approach does streamline the offering process by exploiting
the ability of the Internet to provide low-cost, widespread distribution of information. This is
disintermediation to a limited extent, eliminating some, but not all, of the offering intermediaries. 

39. Another approach to blending the traditional underwriter with the Internet-based IPO is being investigated
by some major investment banks. These institutions are seeking to marry their reputation and expertise with
the advantages of Internet communication and distribution by acquiring on-line brokerages.[60] Such
combinations would allow these underwriters to bridge the gap between their traditionally executed
offerings and Internet-based IPOs. This approach may produce some gains in efficiency; however, like the
Wit Capital approach, it does not represent the achievement of disintermediation. 

40. Implicit in these "hybrid" approaches to Internet-based offerings is perhaps a recognition of the value of
intermediaries. It seems that underwriters perform services sufficiently important to a successful offering to
ensure that true DPO’s remain at the fringe of capital formation strategies. Nonetheless, the Internet’s ability
to reduce some of the intermediary involvement, such as in WitCapital’s approach, could still work to reduce
costs and bring stock offerings within the reach of a wider range of companies.

B. Access to Prospective Investors

41. Given the sheer volume of individuals with access to the Internet, an offering conducted on-line has the
potential to reach many millions of investors. It is this potential that is perhaps the most often mentioned
feature of the Internet and which is at the root of the disintermediation hope. But while there are millions of
individuals "surfing the ‘net," does that fact necessarily mean that small issuers can achieve meaningful
access to those individuals? Isn’t it more likely that the issuer’s information will merely be lost in the
proliferation of information on the Internet? Even if such access can be achieved, are those individuals really
the kind of investors to which an issuer wants to market its offering? 

42. For a small business looking to carry out an Internet-based IPO, making sure enough investors become
aware of the offering is of primary concern. How can such an issuer guarantee that anyone apart from its
customers and employees will notice? Simply posting information on-line and hoping a sufficient number of
investors stumble upon it does not seem a very sure strategy. One solution may be to conduct the offering
through an on-line service formed specifically to advertise and promote such small offerings. Such a service
might provide a locus listing a sufficient number of small issuers to achieve the critical mass necessary for
investors to take notice. While a lone issuer posting his information on-line might very well pass unnoticed,
a group of such issuers listed at a single location may be able to generate enough commotion to draw the
attention of investors from beyond the company’s normal sphere of recognition. 

43. One company exploiting this concept is Direct Stock Market. This company seeks to provide an "Internet
marketplace for public offerings and private placements."[61] During 1997, it listed twenty-three public
offerings and five private placements and has a goal of listing 150 such offerings in 1998.[62] On the
company’s web site, an investor can access a list of current offerings and download the accompanying
offering documents. The issuers listing on the site are diverse, ranging from high technology to restaurant to
film companies.[63] The hope, of course, is that a sufficient number of small issuers located in one place
will draw attention where alone they all might just slip through the cracks. Although Direct Stock Market is
new and it is too early to tell how successful its plans will be, its concept appears to be one way for small
issuers to make their direct offerings known to the investing public. 

44. A slightly different approach is taken by Angel Capital Electronic Network, or ACE-Net, which was started
by the U.S. Small Business Administration.[64] ACE-Net aims to pique the interest of Angel investors[65]
through an on-line listing of small corporate securities. Companies looking to raise anywhere from $250,000
to $5 million can post their securities on ACE-Net. Since the concept was approved by the SEC in October
1996[66] it has been gaining momentum; currently, eleven states have decided to set up ACE-Net nodes, or
local gateways.[67] The more interest ACE-Net can generate, the greater the chance that it will be a forum
in which small issuers can feel confident that a sufficient number of investors will notice their offering. 

45. Another line of thought might assert that for many small businesses, reaching a large number of investors
beyond customers and employees is not a major concern. Small businesses making products that appeal to
people’s interests and passions may have, among their customers and customers of similar products, a prime
base for potential investors. Such investors, people who are apt to invest their money in things they like or
enjoy, are known as "affinity" investors.[68] Golf equipment companies and wineries are representative
examples of companies that might attract large numbers of affinity investors. Customers of these companies,
in addition to being disproportionately wealthy, are often single-minded in their devotion to certain products.
They do not need to be convinced that the company is "on to something." If such a company purchased a
banner on a general industry web site[69] with a hyperlink to its home page, it would likely generate
significant traffic to its site. Additionally, since most small businesses will be seeking to raise a fairly limited
amount of capital, generating tens of thousands of investors will not be necessary.[70] Thus, although not
true for all companies, many small businesses will find that their customer base provides sufficient investors
to support a stock offering and therefore raising the interest of the general investing public is not a primary
concern.[71] 

46. So while there are certainly questions about whether investors may actually notice an Internet offering by a
small issuer, there seem to be a few strategic responses which may mitigate the problem. On the other hand,
assuming the issuer is able to reach a large audience, what is that audience going to look like? Does the
composition of this audience make the success of on-line offerings more or less likely? 

47. Given the widespread use of the Internet by all facets of the public, it seems likely that the average Internet
investor will be relatively unsophisticated. Also, younger investors are more likely to use the Internet as an
investment tool than are older investors.[72] Thus, the typical investor reached by an Internet-based offering
will have limited investment experience and modest financial resources.[73] Initially, reaching mostly
investors of limited means certainly appears to be a drawback of using the Internet as an offering vehicle.
From another viewpoint, however, this observation could be viewed as a gateway to a segment of the
investing public that may not be reached by traditional means.[74] Moreover, the fact that the stock offered
by small issuers is likely to have a fairly low price is another reason that this segment may invest more
vigorously than otherwise expected.[75] 

48. While the largest number of investors prowling the Internet may be of the order just discussed, there are also
sophisticated investors searching the Internet for investment opportunities.[76] One group of such investors
is comprised of professional buyers, often drawing upon expertise in a single industry, who spend their time
looking for good, small companies to buy into early and then ride to success.[77] Another group is made up
of investors trying to buy shares of small companies with potential for growth in the hope that the company
will go public in the near future, allowing them to cash-in for big gains at that time.[78] These are investors
at which an Internet-based private placement could feasibly be targeted. Since these kinds of investors are
already combing the Internet in search of such opportunities, a small issuer should not have to work too hard
to make its offering sufficiently visible for such investors to take notice. 

49. Finally, there is reason to think that using the Internet as an offering vehicle may be of particular advantage
to high technology companies. Technology-savvy investors are likely to be active in using the Internet to
accomplish their goals, one of which may be investing. It also stands to reason that technology-savvy
investors will be drawn in some measure to high technology companies.[79] Investors drawn to such
companies may be more likely than ordinary investors to view the use of the Internet for financing as an
indication of the company’s progressive thinking and evidence of smart, aggressive planning.[80] Thus, this
category of investor offers the small high technology company a natural investor base at which it can target
an on-line direct offering. Unfortunately, however, the converse of this observation means that certain
investors may be naturally averse to an on-line offering, either reacting negatively out of a technology-
phobia or else simply viewing use of the Internet as a gimmick.[81] 

50. In sum, although the Internet gives small businesses unmatched ability to get inexpensive access to a large
number of potential investors, there is concern that this access to everyone may amount to access to no one
because no one will notice the company’s offering materials among the ocean of web pages. However, the
above discussion indicates that there may be some ways for the careful issuer to overcome this worry and
make meaningful contact with potential investors.

C. Testing the Waters

51. Since many small businesses will likely take advantage of the Regulation A exemption if they decide to
issue equity, the ability to "test the waters" effectively before undertaking the offering is of concern.[82] In
essence, the provision for testing the waters helps a potential Regulation A issuer to gauge likely response to
the offering by allowing a mass solicitation of investors announcing consideration of an offering and inviting
inquiries.[83] The ability to plumb investor reaction before committing scarce resources to an offering is
especially valuable to a small, first-time issuer. 

52. The question, of course, is whether the Internet can offer a potential issuer any substantial advantages in the
process of testing the waters.[84] One commentator has stated that through using the Internet, testing the
waters "becomes much simpler and more effective."[85] It seems that the process would indeed be made
simpler by using the Internet: preparing a web page or mass e-mailing is obviously simpler and cheaper than
preparing, printing and mailing a traditional mass mailing. 

53. On the other hand, it is not immediately apparent that testing the waters via the Internet would necessarily be
more effective. While the claim of effectiveness is probably rooted in the ability of the Internet to reach a
wide audience,[86] the benefit of this ability is tempered by the fact that such wide access does not guarantee
that anyone will actually take notice.[87] Where this might actually be attractive, however, is in the case of
an issuer contemplating an Internet-based direct offering. In such a case, testing the waters on-line may give
the issuer an indication of whether anyone will notice the on-line offering. Spending a modest amount to
find out that an insufficient number of investors became aware of the on-line testing the waters materials is
certainly preferable to reaching the same realization as to actual offering materials.[88] In this way, testing
the waters is a kind of "testing the medium" or "testing the offering vehicle." That is, it functions as much to
test the feasibility of using the Internet for an offering as it does to test investor enthusiasm for the offering.
In this regard, using the Internet to test the waters reduces uncertainty and may make an Internet-based
direct offering more viable.

D. Virtual Road Shows

54. Traditional road shows involve a series of meetings designed to introduce the issuer’s management to
selected investors and at which the management makes oral presentations about the issuer and its business.
These meetings are usually hosted by the lead underwriter and are designed to enhance the marketing of the
offering and build long-term interest in the issuer among institutional investors, portfolio managers, and
analysts. Depending upon the size of the issuer, its industry, and targeted investors, the road show may be
regional, national, or international, and may last from a few days to many weeks.[89] 

55. Can the Internet revolutionize road shows? With regard to both on-line as well as traditionally executed
offerings, the Internet may be able to provide some advantages over the standard road show. There are some
reservations, however, and for many issuers the traditional road show will remain the best choice. 

56. The current paradigm for using the Internet to carry out road shows is the effort of Net Roadshow, Inc.[90]
Net Roadshow’s web site provides an index of road shows available for viewing by qualified investors
(those typically invited to ordinary road shows) and underwriting investment banks.[91] Those wishing to
view one of the road shows are required to obtain a password, thus allowing Net Roadshow to control access
to the materials.[92] The road show that is available to view is the same show that is seen live -- the shows
are filmed in their entirety, including questions and answers, and transmitted on a web site via streaming
video and audio.[93] Last November, Net Roadshow’s first virtual road show garnered approximately 200
viewers for a $55 million registered offering underwritten by BT Alex Brown.[94] 

57. The clear advantage that Net Roadshow’s system offers an issuer is a substantial savings of time and money.
Since the show is filmed, it can be performed live just once and still be available to more viewers than if it
was performed many times in many different cities. Even if the issuer decides to perform the road show
more than once, perhaps to present it live in a few major cities, having the virtual version available still
means access to more viewers than otherwise possible. The savings involved in limiting the number of live
performances could be substantial. In addition to saving on travel costs, other costs, such as those associated
with pulling key management away from their normal duties for the extended periods needed to put on a
traditional road show, can be avoided as well. These savings, particularly allowing management to stay in
place and remain focused, offer an advantage especially salient to small businesses.[95] 

58. On the other side of the scale, some aspects of a virtual road show may weigh against its use. First, in
addition to showcasing a company’s potential, one of the purposes of a road show is to highlight the
"executive capacity" of the management team.[96] Will a filmed road show allow the viewers to sufficiently
interact with and thereby assess the abilities of the issuer’s management? If the virtual version of a road
show leaves viewers feeling they have only part of the information they need to accurately appraise the
offering, it certainly is not a viable option. 

59. One way to mitigate this drawback may be to make the virtual road show as interactive as possible. Rather
than a pre-recorded performance, a live performance could be transmitted in which the viewer could
participate to some extent, perhaps by asking questions via e-mail or a chat room-type feature. These
questions could be read aloud at the performance and subsequently answered by management. Such an
interactive virtual road show might allow "viewers" to become "participants" and thereby better acquire the
information they need. 

60. Another drawback to virtual road shows is potential liability for statements made in the course of the
performance. Some fear that unlike the oral communications made at a traditional road show, a statement
made in a road show transmitted over the Internet might, like written communications and radio or
television broadcasts, be deemed a "prospectus" under section 2(10) of the Securities Act. While the SEC
has intimated that it does not consider a road show transmitted over the Internet to be a prospectus,[97]
many issuers and underwriters still feel there are risks involved in using virtual road shows.[98] 

61. In the eyes of many small businesses, this discussion may appear irrelevant - small or exempt offerings
rarely include road shows. Given the costs involved, including a road show as part of a $2 million offering
simply does not make sense. Internet technology may nonetheless hold some promise for assisting small
issuers in this regard. If costs are brought down sufficiently, a road show may begin to make sense for
smaller offerings. Additionally, although short of an actual road show, issuers under Regulation A may be
able to include multimedia presentations with Internet-based offering circulars. 

62. In sum, virtual road shows offer the possibility of streamlining the road show process for some issuers.
Efforts at road shows over the Internet are still largely investigative; what is revealed through the efforts of
Net Roadshow should tell us more clearly whether virtual road shows will become a fixture in securities
offerings or fade from existence. Although they promise significant cost savings, whether virtual road shows
can equal their traditional counterparts in generating investor interest in an offering remains to be seen.

E. Secondary Markets

63. A traditional drawback to small company offerings is low liquidity in the issued stock. Even if an offering
can be successfully completed, small company offerings usually suffer a discount to compensate for the
reluctance of most investors to risk their money in a stock for which a secondary market is uncertain.
Investors want to be sure they can resell the stock for liquidity and fear they will be forced to do so at a large
discount if there is not a ready secondary market. In a standard offering, the underwriter may function as a
market maker for the stock, facilitating secondary trading. This can be especially valuable in a small offering
of a stock which does not qualify for listing on a traditional exchange such as the NYSE or NASDAQ.
However, since one of the possible advantages of an on-line direct offering is the elimination of
intermediaries,[99] thereby removing the underwriter as market maker, whether the Internet can also offer a
solution for the lack of liquidity that would follow is important. 

64. Various efforts have been devised to bring the advantages of the Internet to bear on the secondary markets.
At one end of the spectrum are Internet-based "alternative trading systems"[100] that are roughly analogous
to traditional exchanges in that they serve as a trading forum for various stocks. These systems implement
proprietary matching or auction programs to connect buyers and sellers. For instance, in matching systems
like Instinet participants enter firm, priced orders which the system executes automatically if there is another
matching order in the system.[101] Crossing systems, by contrast, execute unpriced orders at a price
typically acquired from a primary public market.[102] Finally, participants in single-price auction systems
such as the Arizona Stock Exchange enter priced orders from which the system determines "the single price
at which the largest volume of orders can be executed."[103] These alternative trading systems are closely
related to traditional exchanges, aspiring to handle trades in various securities and improve on the efficiency
of such exchanges.[104] 

65. At the other end of the sophistication spectrum are alternative trading systems that consist merely of Internet
bulletin boards maintained by the issuer of a stock upon which investors can post indications of interest to
buy or sell stock of the issuer at a given price. Ideally, these bulletin board systems[105] provide "an
inexpensive mechanism for shareholders [of a small issuer] to adjust their holdings."[106] These systems
generally are not involved in facilitating the settlement of the trade; rather, the posted offers to buy or sell
the issuer’s security would contain sufficient information for the participants to contact each other and effect
the trade themselves.[107] 

66. The more ambitious alternative trading systems that mirror traditional exchanges, such as the Arizona Stock
Exchange, are still developing and at this time do not have the volume to make them a viable solution for
liquidity.[108] Given their meager volume, it seems unlikely that sufficient traders are using the system to
generate interest in, and provide a liquid market for, an obscure issuer’s securities. But since some of these
systems are growing rapidly,[109] they may yet come to play a role in providing liquidity. 

67. For the small business looking to make an offering, the simple, inexpensive bulletin board system is
probably of at least some help in providing shareholder liquidity. As for regulatory worries, the SEC has
provided assurances to various issuers that it will not take enforcement action if they operate such bulletin
board trading systems without registration as a broker-dealer or as a national exchange.[110] Further, given
that many of the investors in a small, relatively unknown issuer will likely be drawn to that company
because of affinity, interest in a proprietary product, or as a customer, it makes sense that such investors
would be amenable to a system which draws them together. They may have some sense that other like-
minded investors, who appreciate the uniqueness or appeal of the company, will be there as potential buyers
should they need to sell for liquidity. 

68. Apart from these trading systems, the Internet may assist in developing liquidity for small issuer stocks
through increasing the securities markets’ informational efficiency. As the Internet is used increasingly for
collection and dissemination of information about securities, investor access to information and analysis
about an increasing number of companies should be possible.[111] As investors become informed as to a
wider range of issuers, small issuers should be drawn into the circle of companies about which investors
have sufficient information to make informed investment choices. This is a product of the idea that "in an
electronic environment, more informed investors can act with respect to a greater range of stocks."[112] The
noteworthy result for our purposes is that since investors with access to useful information will be more
willing to risk their money on small issuer stocks, the liquidity obstacle for small company stocks should be
mitigated. 

69. This section began with the question of whether the Internet could improve small business access to the
equity markets. In one respect, the answer certainly seems to be yes. As discussed, the Internet offers a less
expensive medium for accomplishing many of the tasks associated with a stock offering, such as printing
and mail. However, most of these cost advantages are incremental; it seems unlikely that the ability to save
on printing and mailing will open up equity financing to a whole new class of issuer. Disintermediation and
other principal cost saving measures that are key to any hope of revolutionizing equity offerings are, at this
time, beset by problems. In certain places, it seems likely that effective solutions may lie within the scope of
the Internet as a medium and will be devised over time. The answers to other issues, such as developing the
ability to duplicate the reputational function of underwriters, seem to lie beyond mere exploitation of the
Internet’s potential. 

70. It is not clear whether enough of these problems can be overcome to allow the Internet to have a significant
impact on small business capital formation. There does not seem to be a clear consensus among issuers,
investors, and commentators about whether the Internet will end up a serious force or a minor ripple in the
way issuers offer securities.[113] In sum, while the Internet provides some advantages that improve the
ability of small businesses to access equity markets, it seems unlikely that these improvements will instigate
a sweeping revolution of the way small businesses raise capital in the near future.

V. The Internet and SEC Regulation

71. Because regulatory action by the SEC has the potential to stifle the development of the Internet as a capital-
raising tool, it is worthwhile to look at the SEC’s treatment of Internet issues thus far and examine the
philosophy underlying its pronouncements. Rather than survey and summarize the various SEC No-Action
Letters and Interpretive Releases on point, this section seeks to uncover and discuss the underlying goals and
concerns of the SEC as evidenced by the content of SEC actions and statements 

72. Harkening back to the first section of this article, the SEC is aware that small businesses face hurdles in
securing sufficient financing and that it plays a role in either solving or entrenching this problem. The SEC
"has long recognized that a critical aspect in the continued viability of small businesses is access to capital
above and beyond that which can be provided by banks."[114] The Commission further acknowledges that it
has a part to play in guaranteeing that small businesses can gain such access, aware that if its regulations
make raising capital in the domestic markets too difficult, small companies will try to find financing in
foreign markets.[115] Rather than force small companies to look abroad for financing, the SEC wants to
"ensure the continued pre-eminence of [domestic] securities markets."[116] In the past, the Commission has
taken measures designed to relieve some of the regulatory compliance burden on small companies.[117]
This desire to keep regulation friendly to the needs of small businesses coupled with a realization that the
Internet may be a useful tool in small business capital-raising will likely steer the SEC toward measures
designed to preserve and promote innovation in on-line offerings. 

73. To this point in time, the Commission has indeed shown a willingness to be flexible in order to advance the
use of the Internet in financing applications. For example, when considering guidelines for Internet-based
offshore offerings, the SEC declined to adopt a blanket rule requiring registration for any Internet offering
that U.S. residents could access.[118] It noted that "the adoption of such an approach by securities regulators
could preclude some of the most promising Internet applications by investors, issuers, and financial service
providers."[119] Likewise, the SEC has consciously avoided treating alternative trading systems[120] as
exchanges and forcing them to register as such for fear that doing so would stifle their development.[121] It
is this philosophy which indicates that the Commission will continue to regulate with an eye toward
preserving enough "space" around the Internet to allow development of its potential. 

74. The Commission’s proclamations are uniformly couched in language indicating that it wants to be viewed as
a friend of new technology. In response to the first foray into Internet offerings, the SEC stated that it wanted
"to encourage . . . modernization" and recognized that "innovation and creativity are the hallmark of our
nation’s securities markets."[122] The Commission has also asserted that it is "mindful of the benefits of
increasing use of new technologies for investors and the markets" and wants to encourage "experimentation
and innovation by adopting flexible interpretations of the federal securities laws."[123] 

75. While clearly supporting the exploitation of the Internet for securities purposes, the SEC is also cognizant of
the fact that some of the same features that make the Internet a valuable tool also make it an effective
weapon with which to perpetrate securities fraud.[124] Awareness of these problems may temper the
enthusiasm of the SEC’s apparent support for unbridled cyber-exploration. 

76. For instance, while the ability of the Internet to disseminate information to millions of people very quickly
makes it useful in increasing the information available to investors, this same trait makes the Internet a
potent means of manipulating the market. Investors ranging from individuals in their homes to multi-billion
dollar mutual fund managers are studying the investment information posted on Internet bulletin boards and
discussed in newsgroups.[125] The effect is that information posted on the Internet "can, within minutes of
posting, influence the price of a stock or group of related stocks."[126] While this has the benefit of enabling
the market to react quickly and efficiently with respect to information, such an ability can also be exploited
by the unscrupulous to manipulate stock prices to their advantage. This danger of manipulation is especially
pernicious since the technology can be used to give the author of such messages a false identity and the
pretense of being an insider -- it is even possible to use the e-mail identity of a real person for the purposes
of impersonation.[127] Another example grows out of the ability of almost anyone to cheaply and easily
create an impressive Web page. While this enables even the smallest issuer to generate an outstanding site to
generate interest in its securities, it also allows scam artists to easily achieve the impression of legitimacy by
creating slick Web pages. 

77. The SEC is aware of these problems and is thus far pleased with the results of enforcement efforts.[128]
However, should such problems prove intractable, they may well chill the Commission’s current enthusiasm
toward the Internet. Whereas developments in shaping the Internet for useful applications in securities
offerings and trading have progressed unchecked and with the SEC’s blessing, if the Commission determines
that close regulation of Internet offerings is needed, it would surely delay or prevent full utilization of this
medium’s potential.

VI. Conclusion

78. The Internet is a potent new technology whose full promise, it seems fair to say, has not yet been explored.
While other landmark technologies, such as the telegraph, telephone, and even the computer, have not
significantly altered the methods by which companies raise capital, the Internet may. The Internet combines
the communications abilities heralded by the telegraph with the computer’s ability to speedily process vast
quantities of information. More importantly, it does these things in an engaging, user-friendly medium.
Furthermore, the Internet is a very flexible, fluid technology; its protean nature makes it the most promising
technological development yet for capital-raising applications. The speed at which the Internet continues to
expand and be harnessed for new uses suggests that there remain undiscovered ways to apply it to securities
offerings. 

79. Such is conjecture. In its current form, the Internet does not represent a coming revolution in securities
offerings. It does not portend a mighty wave of direct stock offerings, it should not send underwriters
scrambling for alternative work. Nonetheless, there are ways in which the Internet streamlines portions of
the offering process. Whether by partial disintermediation, virtual road shows, or enhanced liquidity through
alternative trading systems, the Internet may reduce the cost of capital for small issuers. Though such cost
reductions appear incremental rather than extensive at this point, even gradual reductions are encouraging
and may bring the cost of a securities offering within the reach of many small companies. When this point is
reached, it will signify a great step forward in the ability of small businesses to access the equity markets
and thereby secure the financing they need to prosper.
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