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The Future of Dispute
Resolution for
Crowdfunding Websites
BY HUU NGUYEN, BRIAN HALBERG, AND PETER M. BEAN

I. Popularity of Crowdfunding
Websites
Online crowdfunding websites are a fast
growing FinTech phenomenon on which
not just accredited, but also non-accredited
investors may invest in businesses, subject
to certain restrictions that govern the use
of crowdfunding and responsibilities of
intermediaries. For example, the authors
are aware of potentially over one hundred
crowdfunding websites in the real estate
space.1 Setting aside the issue of whether a
large number of potential real estate crowdfunding investors may create Real Estate
Investment Trust (“REIT”) problems for
these real estate crowdfunding websites, it
is good practice for crowdfunding websites
in general to put in place arbitration and
anti-class action terms of use, along with
practices and mechanisms to improve the
terms of uses’ enforceability, and to the
extent possible under the crowdfunding
websites’ business model, avoid being investment advisers.

II. Crowdfunding Under the
JOBS Act
The Securities and Exchange Commission (“SEC” or “Commission”) recently
promulgated the so-called Reg A+ rules2
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for Title IV of the Jumpstart Our Business
Startups Act (“JOBS Act”).3 These rules
provide various exemptions from registrations, permissions for certain non-accredited investor participations, and other limits on crowdfunding websites. However,
rules for Title III of the JOBS Act that will
provide more flexibility for crowdfunding
websites, called “funding portals” under
the Act, have yet to be promulgated.4
Under Title III of the JOBS Act, Congress sought to spur crowdfunding by
adding section 6 to 15 U.S.C. § 77d (the
Securities Act of 1933),5 which provides
certain exemptions. Specifically, the statute provides that:
(a) The provisions of section 77e of this
title shall not apply to—
…
(6) transactions involving the offer or
sale of securities by an issuer (including all entities controlled by or
CONTINUED ON PAGE 3
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under common control with the issuer),
provided that—
(A) the aggregate amount sold to all investors by the issuer, including any
amount sold in reliance on the exemption provided under this paragraph during the 12-month period
preceding the date of such transaction, is not more than $1,000,000;
(B) the aggregate amount sold to any
investor by an issuer, including any
amount sold in reliance on the exemption provided under this paragraph during the 12-month period
preceding the date of such transaction, does not exceed—
(i) the greater of $2,000 or 5 percent of the annual income or
net worth of such investor, as
applicable, if either the annual
income or the net worth of the
investor is less than $100,000;
and
(ii) 10 percent of the annual income
or net worth of such investor, as
applicable, not to exceed a maximum aggregate amount sold of
$100,000, if either the annual
income or net worth of the investor is equal to or more than
$100,000;
(C) the transaction is conducted
through a broker or funding portal
that complies with the requirements
of section77d–1 (a) of this title; and
(D) the issuer complies with the requirements of section 77d–1 (b) of this
title.6
To take advantage of Title III, a crowdfunding
website must comply with the following:
(80) Funding portal. The term “funding portal”
means any person acting as an intermediary
in a transaction involving the offer or sale
of securities for the account of others, solely
pursuant to section 4(6) of the Securities Act
of 1933 (15 U.S.C. 77d (6)), that does not —
(A) offer investment advice or recommendations;
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(B) solicit purchases, sales, or offers to buy
the securities offered or displayed on its
website or portal;
(C) compensate employees, agents, or other
persons for such solicitation or based on
the sale of securities displayed or referenced on its website or portal;
(D) hold, manage, possess, or otherwise handle investor funds or securities; or
(E) engage in such other activities as the
Commission, by rule, determines appropriate.7
While the SEC has promulgated rules concerning certain parts of the JOBS Act that affect
crowdfunding websites, the SEC has not yet
promulgated rules for Title III of the JOBS
Act.8 There are both opportunities and risks for
crowdfunding websites under the current and
expected rules. One of the challenges is in how
a crowdfunding website might benefit from the
various rules, limit their risks by requiring arbitration and prohibiting class action litigation because of the large number of potential accredited
and non-accredited investors, and not run afoul
of potential arbitration restrictions as discussed
below.

III. Arbitration

One of the ways that crowdfunding websites
may limit their risks with respect to customer
and investor disputes is to require arbitration
under the websites’ terms and agreements. By
avoiding protracted and expensive court proceedings, arbitration may limit both monetary
and reputational damages.
The courts, including the United States Supreme Court, have generally been favorable to
the enforcement of arbitration clauses, including
the prohibition of class action suits under arbitration. For example, in American Express Co.
v. Italian Colors Restaurant,9 the Supreme Court
held that the Federal Arbitration Act (“FAA”)
does not permit courts to invalidate a contractual waiver of class arbitration simply because a
plaintiff’s cost of individually arbitrating a federal
statutory claim exceeds the potential recovery.10
In so holding, the Court upheld the “overarch-
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ing principle that arbitration is a matter of contract,” and thus may not be easily disturbed by
courts.11 The Court in Italian Colors concluded
that the courts must “‘rigorously enforce’ arbitration agreements according to their terms.”12 Such
enforcement is necessary even for claims alleging
a violation of a federal statute, “unless the FAA’s
mandate has been overridden by a contrary congressional command.”13
While the effectiveness of particular online arbitration terms is beyond the scope of this article,
we note that it is common practice for the Financial Industry Regulatory Authority’s (“FINRA”)
and FinTech websites to require arbitration terms.
For example, FINRA’s proposed funding portal rules require funding portals registered with
the organization to implement arbitration under
FINRA Rule 12000 Series (Code of Arbitration
Procedure for Customer Disputes), FINRA Rule
13000 Series (Code of Arbitration Procedure for
Industry Disputes), and FINRA Rule 14000 Series
(Code of Mediation Procedure).14
AngelList, one of the most well-known crowdfunding websites, has the following arbitration
provision in its terms of use:
Users have waived the right to bring suit
in a court and/or to participate in “class
action” suits. Instead, we will use binding
arbitration with each party in the event of
a dispute.15

Crowdfunding website Fundersclub includes
arbitration provisions in its terms of use, with a
prohibition on class action suits:
This Agreement (and any further rules,
policies or guidelines incorporated by reference herein) shall be governed by and
construed in accordance with the laws of
the State of Delaware, without giving effect to any principles of conflicts of law.
Unless otherwise agreed in writing by User
and FundersClub, any dispute arising out
of or relating to the Agreement, or the
breach hereof, shall be finally resolved by
arbitration administered by the American
Arbitration Association (“AAA”) under its
Commercial Arbitration Rules. If parties
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are unable to select an arbitrator then AAA
shall select the arbitrator. Judgment on
any award entered by the arbitrator may
be entered in any court having jurisdiction thereof. User agrees that it may bring
claims against FundersClub only in an individual capacity and not as a plaintiff or
class member in any purported class or
representative proceeding.16

Another Crowdfunding website, Circleup, also
includes similar arbitration provisions:
This Agreement (and any further rules, policies or guidelines incorporated by reference
herein) shall be governed by and construed
in accordance with the laws of the State
of Delaware, without giving effect to any
principles of conflicts of law. Unless otherwise agreed in writing by User and CircleUp, any dispute arising out of or relating to
the Agreement, or the breach hereof, shall
be finally resolved by arbitration administered by the American Arbitration Association (“AAA”) under its Commercial Arbitration Rules. If parties are unable to select an
arbitrator then AAA shall select the arbitrator. Judgment on any award entered by
the arbitrator may be entered in any court
having jurisdiction thereof. User agrees
that it may bring claims against CircleUp
only in an individual capacity and not as a
plaintiff or class member in any purported
class or representative proceeding.
FINRA BrokerCheck Hotline - The Financial Industry Regulatory Authority, Inc. offers investors information and education
through the FINRA BrokerCheck Hotline at
800-289-9999 and FINRA website at www.
finra.org.17

As common practice, websites also often require
users to affirmatively agree to their terms of use.
For example, in a recent case, the United States
District Court, Eastern District of New York
found that online retailer Amazon’s mandatory
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arbitration provision on its website was enforceable.18 Specifically, the court held that:
Given (1) the conspicuous placement of
the hyperlink to the current Conditions of
Use on the checkout page, (2) the express
warning at checkout that his purchases
were subject to the terms of the current
Conditions of Use, and (3) the fact that he
expressly agreed, when signing-up for an
Amazon.com account, to be bound by the
terms of the Conditions of Use (including a
provision notifying him that the conditions
are subject to change), this Court concludes that Plaintiff assented, each time
he made a purchase on Amazon.com, to
be bound to the terms of the then-current
Conditions of Use. Thus, he is bound to the
mandatory arbitration clause and class action waiver contained in the 2012 Conditions of Use.19

In the context of crowdfunding websites, such
sites should consider making their terms, including arbitration terms, conspicuous; warn investors that their use of the crowdfunding website is
subject to the terms of use; and expressly require
potential investors to agree to terms before they
can sign up.

IV. Restrictions on Arbitrations
Under the Dodd-Frank Act
One potential law that might limit arbitration
for crowdfunding websites can be found in the
Dodd-Frank Wall Street Reform and Consumer
Protection Act (“Dodd-Frank Act”).20 The DoddFrank Act permits the SEC to restrict mandatory
pre-dispute arbitration of customers or clients of
any broker, dealer, or municipal securities dealer.
The language of the Act reads, in relevant part:
Subtitle B—Increasing Regulatory Enforcement and Remedies
SEC. 921. AUTHORITY TO RESTRICT MANDATORY PRE-DISPUTE ARBITRATION.
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(a) AMENDMENT TO SECURITIES EXCHANGE ACT OF 1934.—Section 15 of the
Securities Exchange Act of 1934 (15 U.S.C.
78o), as amended by this title, is further
amended by adding at the end the following new subsection:
‘‘(o) AUTHORITY TO RESTRICT MANDATORY PRE-DISPUTE ARBITRATION.—
The Commission, by rule, may prohibit,
or impose conditions or limitations on
the use of, agreements that require
customers or clients of any broker,
dealer, or municipal securities dealer to
arbitrate any future dispute between
them arising under the Federal securities laws, the rules and regulations
thereunder, or the rules of a self-regulatory organization if it finds that such
prohibition, imposition of conditions,
or limitations are in the public interest
and for the protection of investors.”.
(b) AMENDMENT TO INVESTMENT ADVISERS ACT OF 1940.—Section 205 of the Investment Advisers Act of 1940 (15 U.S.C.
80b– 5) is amended by adding at the end
the following new subsection:
‘(f) AUTHORITY TO RESTRICT MANDATORY PRE-DISPUTE ARBITRATION.—The
Commission, by rule, may prohibit, or
impose conditions or limitations on
the use of, agreements that require
customers or clients of any investment
adviser to arbitrate any future dispute between them arising under the
Federal securities laws, the rules and
regulations thereunder, or the rules
of a self-regulatory organization if it
finds that such prohibition, imposition
of conditions, or limitations are in the
public interest and for the protection
of investors.’’.21

The SEC has not yet promulgated rules for
Section 921.22 However, regulators may have
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increasing appetite for regulating arbitration
to the extent they have authority to do so. For
example, the Consumer Financial Protection Bureau (“CFPB”) recently published its Arbitration
Study23 as required under Section 1028 of the
Dodd-Frank Act, which is similar to Section 921
but in the context of consumer financial products or services.24 In the study, the CFPB engaged
in an empirical analysis of the value, economic
and otherwise, of restricting pre-dispute arbitration. The results and analysis of this study are
still being reviewed by industry experts.

V. Potential Applicability of DoddFrank Act Arbitration Restrictions to
Crowdfunding Websites

The threshold inquiry concerning whether the
Dodd-Frank Act might be used by the SEC to limit arbitration for a particular crowdfunding website is whether the crowdfunding website is an
investment adviser under the Investment Advisers
Act of 1940, which defines “investment adviser”
in the following manner:
(11) “Investment adviser” means any person who, for compensation, engages in the
business of advising others, either directly
or through publications or writings, as to
the value of securities or as to the advisability of investing in, purchasing, or selling securities, or who, for compensation
and as part of a regular business, issues or
promulgates analyses or reports concerning securities … 25

However, an investment adviser does not include:
(D) the publisher of any bona fide newspaper, news magazine or business or financial publication of general and regular
circulation.26

The JOBS Act does not require that a crowdfunding website be an investment adviser, and it
is not completely clear if the JOBS Act’s prohibition against funding portals offering investment

6
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advice or recommendation27 will necessarily
mean that the funding portal will or will not be
considered an investment adviser under the Investment Advisers Act. The question of whether
a crowdfunding website is an investment adviser
under the Investment Advisers Act, and thus the
potential arbitration restriction under the DoddFrank Act, is likely very fact specific. However,
it is significant to note that AngelList,28 Fundersclub,29 and Circleup30 and/or their related companies are registered as investment advisers with
the SEC.
The potential rules discussed in this article will
affect more than crowdfunding websites. However, the proposed rules may have particularly acute
effects on crowdfunding websites, which, because
of the large number of investors, could expose
these websites to class action lawsuits – a result
that crowdfunding websites’ various arbitration
provisions seek to prevent.
With the Dodd-Frank Act’s focus on the protection of investors and the SEC’s concern about
abuse of crowdfunding, the SEC may look more
favorably upon enacting aggressive rules prohibiting arbitration with respect to investment advisers in general, and may consider crowdfunding
websites, to the extent they fall under the definition of investment advisers, to be subject to the
arbitration restrictions.
NOTES
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pdf/PLAW-111publ203.pdf.
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