ALIGNING THE RULES ON CROWDFUNDING 2021 WITH THE EXISTING
LEGAL FRAMEWORK REGULATING NIGERIA'S SECURITIES MARKET**

ABSTRACT

To a large extent, the relatively recent introduction of web-based crowdfunding into Nigeria’s
capital market space and its wide patronage by micro, small and medium enterprises
(MSMEs), has lessened the conundrum associated with accessing investment funds by
Startups and MSMEs in Nigeria. Sadly, despite the prominence, this laudable development is
without statutory backing. The absence of a legal framework poses some measure of risk for
investors as well as regulatory challenges. One nagging truism is that legislation in Nigeria
usually lags heavily behind developments. Thus, to cure the regulatory gap, the Securities
and Exchange Commission (SEC) in protection of the investing public and to provide
regulators with legal tools to regulate the use of investment-based crowdfunding in Nigeria
made the Rules on Crowdfunding 2021. This article interrogates the extent to which the
existing principal statutes regulating the Nigerian capital market sanction the use of financial
instruments of the nature of investment-based crowdfunding to raise capital by MSMEs and
the validity of the SEC Rules on Crowdfunding 2021 vis-a-vis the statutes.

Keywords: Securities, MSMEs, Crowdfunding, Equity-Crowdfunding, FinTech, Fund

INTRODUCTION

Ordinarily, dealing in company securities or capital (employed interchangeably), like most
other private arrangements creates contractual relationships. Under Nigeria’s corpus juris
contractual relationships are generally regulated by Common Law principles of the law of
contract except where such relationship is expressly regulated by statute. Contractual
relationships arising from dealings in corporate entities’ securities qua capital market is one
of the areas that are statutorily regulated in Nigeria. The necessity for legislative intervention
in the securities sector finds justification based on the need to ensure market predictability,
certainty and transparency. This is predicated on the need to protect investors’ funds, by
ensuring that transactions are conducted fairly and transparently,! coupled with the need to
prevent systemic failure. At the international level, the International Organisation of
Securities Commission (I0SCO),? the global watchdog of the securities sector,® has over the

years been vigorously encouraging nations to put laws in place to regulate all facets of the
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securities market. Explaining the significance of the tripod provided by the law in this regard,
the body claims that it offers protection to investors by ensuring that the markets are fair,
efficient and transparent, thereby reducing the incidents of systemic risk.*

Against the backdrop of the dwindling oil revenue receipts, more than ever before, the need to
diversify the Nigerian economy has become imperative. To be sustainable, it is essential the
process of diversification is made inclusive and driven by all sectors of the economy,
particularly the micro, small and medium enterprises (MSMES); who are the major employers
of labour and producers of goods and services in the country. One major setback in achieving
an inclusive sustainable development is the difficulties faced by start-ups and MSMEs in
accessing capital funds. On the bright side, recent developments in Nigeria show that some
start-ups and MSMEs in addressing the issue of paucity of capital funds are resorting to
Financial Technology (FinTech) hoisted on Nigeria’s cyberspace to access funds via the
instrumentality of crowdfunding. Laudable as this development, the question is does Nigeria’s
legal framework accord every entity in Nigeria the right to source for investment or capital
funds from the public? In providing answer, this piece evaluates the extent to which Nigeria’s
securities legal framework directly or indirectly accommodates or permits the use of the
emerging FinTech phenomenon of crowdfunding by MSMEs, start-ups and social
entrepreneurs to access unsecured finances from the public. In doing this, this piece shall
consider the nature of crowdfunding within the scope of the new rules made by the Securities
and Exchange Commission (SEC), including some salient provisions of the Investments and
Securities Act 2007, cum Companies and Allied Matters Act 2020.

LEGAL FRAMEWORK REGULATING THE SECURITIES MARKET

Over the years a plethora of federal statutes designed to regulate the securities/capital market
has been signed into law. Incidentally, the legal basis for the enactment of these federal
statutes is traceable to the Constitution of the Federal Republic of Nigeria 1999 as amended
(CFRN 1999). The CFRN allocates legislative powers over items contained in the Exclusive
Legislative List to the Federal Government of Nigeria; the items include capital, corporate
bodies and the likes.® In line with these powers so conferred, both general and specialized
federal statutes with direct and indirect implications for the capital market have been made,

4 10SCO, Obijectives and Principles of Securities Regulations (2003) 5,
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some of which are the Companies and Allied Matters Act,® Central Bank of Nigeria
(Establishment) Act,” Nigerian Investment Promotion Commission Act of 199528 the
Investments and Securities Act 2007(ISA) and others. Among these statutes, the legislation

with the greatest impact on the Nigerian securities market is the ISA.

Without gainsaying, the statute in many respects meets with the proclivity of contemporary
best practices. A perusal of the ISA reveals that its provisions are to a large extent very robust.
The ISA established the Securities and Exchange Commission as the apex regulator of the
capital market.® From the long title, the objectives of the Act include the promotion of sound
corporate governance principles, building confidence in the Nigerian securities system,
upholding the integrity of the market and guaranteeing a free, fair and transparent market.
Section 13 of the ISA enumerated the basic functions of SEC. The common thread that binds
the enumerated functions is the objective of protecting the interest of investors along with
enhancing ‘their confidence in the capital market and ensuring orderly and equitable dealings

in the securities business.’!!

Nevertheless, as laudable as the provisions appear to be, recent developments in the capital
market expose some legislative gaps not envisaged by the lawmakers. These gaps, if not
expeditiously addressed may impinge upon the confidence and integrity of the Nigerian
capital market, as well as deter investors and hamper the ease of accessing capital finance in
Nigeria. Among these gaps is the regulatory challenge posed by emerging FinTech products
particularly the information and communications technology (ICT) based modes of corporate

financing known as Crowdfunding.

STATUTORY REGULATION OF PUBLIC SALE OF SECURITIES

Taking into consideration the mode of sourcing for investors qua funds, one query that
logically arises is whether investment-based crowdfunding is a kind of public offer (public
sale of securities)? Over the years, public offer of securities has proven to be an efficient
method of accessing long term unsecured capital finance by public companies. Generally, the
capital market is bifurcated into the primary and secondary markets. The primary market

deals with new issues; this includes Initial Public Offering or raising additional capital. Under

62020
72007 No. 63.
8 Cap N 117, LFN 2004
%1SA, s 13
10 ibid
11 perekedou James Fawei, ‘An Analysis of the Roles of Regulatory Agencies in the Nigerian Capital and Stock
Market’ (2016) 1 (1), Ajayi Crowther University Law Journal, 1, 8
3



Nigerian law, in line with the provisions of the ISA, the term securities mean debentures,
stock, shares, bond or notes issued or proposed to be issued by a government or a body
corporate as well as any right or option in respect of any such instrument and include
commodities, futures, contracts, options and other derivatives, which may be transferred
utilizing any electronic mode approved by the ISA and which may be deposited, kept or
stored with any licensed depository or custodian company.'? Similarly, as mentioned above,
investment-based crowdfunding in the Nigerian context is “the process of raising funds from
the public through an online portal in exchange for shares, debt securities or other investment

instruments ...”"13

As part of the strategies to protect investors from the danger of losing their money to
fraudulent offers, the ISA places several restrictions on invitations by corporate entities to the
public to buy securities.!* A cursory reading of the provisions shows that the stringent
conditions and procedures laid down by the Act are mandatory and every company is obliged
(along with other conditions prescribed by other statutes) to comply with them before its
securities can be legally offered to the public. The ISA contains copious provisions designed
to protect investors from becoming victims of fraudulent offers and to prevent companies at
the brink of collapse from accessing the securities market.® Thus, the ISA requires that
before the securities of any company or collective investment schemes are introduced to the
securities market, they must have been compulsorily scrutinized and registered by SEC.
Upon scrutiny by the SEC, if it finds it necessary for the protection of the investors and other
market operators, it may refuse, suspend or prohibit further trading in the securities as the
case may be.'’

In addition to these prudential requirements, the ISA expressly limited the right to make
public offers to certain categories of corporate entities. One inescapable deduction arising
from the combined reading of sections 67(1) ISA and 22(5)(b) Companies and Allied Matters
Act 2020 (CAMA 2020), is that the use of public sale of securities by corporate entities is
only available to public companies, statutory bodies, banks or an entity empowered by a

federal statute. For emphasis, section 67, ISA states that

121SA, s 315
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(1) No person shall make any invitation to the public to acquire or
dispose of any securities of a body corporate or to deposit money with any
body corporate for a fixed period or payable at call, whether bearing or not
bearing interest unless the body corporate concerned is-

(@ a public company, whether quoted or unquoted, and the
provisions of sections 73 to 87 of this Act are duly complied with; or

(b) a statutory body or bank established by or pursuant to an Act of
the National Assembly and is empowered to accept deposits and savings
from the public or issue its own securities (as defined under this Act),
promissory notes, bills of exchange and other instruments:

Provided that nothing in this subsection shall render unlawful the
sale of any shares by or under the supervision of any court or tribunal as

may be authorised by law.

On its part, CAMA expressly (but subject to other statutory provisions) prohibits a private
corporate entity from sourcing for finances through Public Offers. It states that ‘a private
company shall not, unless authorised by law, invite the public to (a) subscribe for any shares
or debentures of the company; or (b) deposit money for fixed periods or payable at call,
whether or not bearing interest.”*® A violation of this provision may give rise to both criminal

(a fine) and civil (right to rescind the contract or claim compensation) actions.

For the avoidance of doubt, an invitation will qualify as an invitation to the public if it is an
offer or invitation to make an offer published, advertised or disseminated by a newspaper,
broadcasting, cinematography or any other means like the internet or circulated among any
person whether selected as members or as debenture holders of the company concerned or as
clients of the persons making or circulating the invitation or in any other manner. It also
includes an invitation to acquire securities dealt in on a Securities Exchange or Capital Trade
Point. It, however, excludes invitation directed to a particular person or a domestic concern of

the persons making and receiving it.*°

NATURE OF CROWDFUNDING
Raising capital for companies is usually somewhat of a conundrum, particularly for start-ups

and MSMEs. Incidentally, as mentioned earlier, one of the modes statutorily designed for
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accessing unsecured finance by corporate entities from the capital market is usually through
public offer (public sale of securities). This mechanism in Nigeria as shown above is
statutorily reserved for the benefit of public companies and other statutorily empowered
entities to the exclusion of private companies; the bulk of which are usually MSMEs. Sequel
to the digitalization of the global and local economy, which incidentally has created a robust
world of financing, there appears to be a paradigm shift in the mode of sourcing for funds by
some MSMEs.?’ The shift involves a recalibration from traditional private sourcing to
sourcing for unsecured funds directly from the general public by way of public invitations; a
phenomenon known as crowdfunding. Though the concept of crowdfunding is believed to
have originated in the USA in the 1800s, modern crowdfunding became more popular in the
wake of the 2008 global financial crisis when banks cut-back on small business lending

thereby making access to finances more difficult.?*

As in most climes, the basic impetus for the expanding crowdfunding ecosystem in Nigeria is
the untrammelled spread and access to the internet as well as FinTech tools by a large chunk
of the Nigerian population, coupled with the ease of inviting investors through the medium by
fundraisers.? Initially, crowdfunding was considered as an infinitesimal method of finance
not warranting any regulatory concern beyond issuing a caution. For instance, in 2014 the
Central Bank of Ireland merely issued a notice warning consumers to exercise caution in
investing through crowdfunding.?® The SEC in Nigeria merely warned against patronising the
different platforms.?* However, with the rapid growth and projected value of funds invested
through the medium, it became expedient for regulators to intervene. However, regulating the
novel practice posed some challenges to existing laws. This is because most pre-FinTech laws
did not envisage the development. At the moment, there are not so many countries in the world
that regulate crowdfunding. However, countries like the United States of America, Canada,

New Zealand some European countries® and recently Nigeria, are among the countries that do.
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Regulation™) Adopted 7 October 2020. < https://eur-lex.europa.eu/legal-
content/EN/TXT/PDF/?uri=CELEX:32020R1503&from=EN> accessed 20 February 2022. In the UK Equity
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Responding to the growing interest in the use of crowdfunding as a means of raising capital by
some MSMEs in Nigeria, the SEC in the protection of the investing public (the crowd)
released Rules on Crowdfunding 20212° (the "Rules on Crowdfunding™) effective from 21
January 2021.2" The new Rules on Crowdfunding described the concept as ‘The use of small
amounts of money, obtained from a large number of individuals or organizations, to fund a
project or, a business through an online web-based platform.”?® This definition is largely
similar to the definition given by the United States of America Securities and Exchange
Commission (US SEC), which defines it as ‘... a financing method in which money is raised
through soliciting relatively small individual investments or contributions from a large

number of people.’?®

Similarly, crowdfunding service within the European Union means “... the matching of
business funding interests of investors and project owners through the use of a crowdfunding
platform and which consists of any of the following activities: (i) the facilitation of granting of
loans; (ii) the placing without a firm commitment basis, ... of transferable securities and
admitted instruments for crowdfunding purposes issued by project owners or a special purpose
vehicle, and the reception and transmission of client order, ... in relation to those transferable
securities and admitted instruments for crowdfunding purposes.”*® While “crowdfunding
platform means a publicly accessible internet-based information system operated or managed
by a crowdfunding service provider.”! The common thread from the foregoing is that
crowdfunding is a mode of finance/funding by which many individuals (the crowd) pooling
their money together for a common goal, usually conducted in contemporary times through
different online platforms (internet) addressed to the general public.3? The individuals or
crowd are generally invited from among the members of the general public using the medium

of the internet.

% <https://sec.gov.ng/wp-content/uploads/2021/01/Jan-2021-Executed-Rules.pdf> accessed 24 February 2022.
The Rules came into effect on 21 January 2021.
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B<ywww.investor.gov/introduction-investing/investing-basics/glossary/regulation-crowdfunding> accessed 29
July 2020
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As crowdfunding activities continue to ramp-up, over the years, different models of the
phenomenon emerged. Presently the different models can be categorised into four broad
spectrums. These are, (i) ‘Donation’ crowdfunding (sometimes referred to as charitable
crowdfunding; non-profit corporate entities use this type of crowdfunding to raise funds for
charitable purposes), (ii) ‘Reward’ (also known as ‘Royalty; under this model, fund are
sourced in exchange for a reward in the future), (iii) ‘Loan based’ crowdfunding (sometimes
referred to as ‘debt’, ‘lending-based’ ‘peer-to-peer (P2P) lending’; here, the investors are
considered as lenders while the receiving entity is the borrower. The loan is expected to be
paid back within a specified period along with accrued interest, at a rate agreed or fixed via
the crowdfunding platform), and (iv) Investment crowdfunding otherwise known as ‘Equity’
or equity-based Crowdfunding (under this model, the investor directly or indirectly purchases
an interest in the receiving corporate entity or project in the form of shares, debenture, Sukuk,

etc.).>

Under the extant rules regulating crowdfunding in Nigeria, there is no clear-cut distinction
between lending-based and equity crowdfunding; they are jointly referred to as investment-
based crowdfunding.®* The Rule on Crowdfunding describes investment-based crowdfunding
as a “...process of raising funds from the public through an online portal in exchange for
shares, debt securities or other investment instruments approved by”*® SEC. Subject to the
terms of the offer, the investment instruments that may be issued to an investor may take the
form of ordinary shares, plain vanilla bonds or debentures, and simple investment contracts.
Thus, the definition of investment-based crowdfunding, includes both lending-based and

equity crowdfunding.

A perusal of the practice in most jurisdictions where crowdfunding is regulated reveals a global
pattern of regulating only lending-based and equity based crowdfunding, as is the case in
Nigeria. Understandably, this position is justifiable since the other types of crowdfunding do not
primarily involve what in economic parlance may be termed as financial services. In most of the
jurisdictions, while lending-based and investment-based crowdfunding are regulated, others

like donation and reward-based crowdfunding are not, primarily because they do not involve

3Ying Zhao (n 21)

3 Rule on Crowdfunding, r 1, New Rules and Amendments to the Rules and Regulations of the Commission
(Rules on Crowdfunding), < https://sec.gov.ng/wp-content/uploads/2021/01/Jan-2021-Executed-Rules.pdf>
accessed 24 June 2021.

% Rules on Crowdfunding, r 1.



the issuance of investment instruments;® though in some of the jurisdictions there are

minimal regulations designed to exclude fraudulent practices in these areas.

WHY REGULATE CROWDFUNDING

From the definition of crowdfunding above, vis-a-vis the meaning of public offer, it is safe to
conclude that crowdfunding qualifies as an invitation to the public to buy the securities of the
fundraiser. The EU Regulations aptly captured the essence or the targeted investors of
crowdfunding, when it defined a crowdfunding platform as “... a publicly accessible internet-
based information system operated or managed by a crowdfunding service provider.”®’
However, despite its numerous advantages for start-ups and MSMEs, being in the nature of a
public offer, crowdfunding carries with it several inherent risks.%® For instance, the potential
of loss of investment due to unprofessional conduct perpetrated by intermediaries or
fundraisers’ or related parties such as fraud, misappropriation or outright inadvertent breach
of obligations assumed under the crowdfunding arrangement, etc.3® There is also the potential
of being used as a money laundering destination; a risk that possesses a prospect of great loss
for innocent investors and fundraisers (for instance where the assets of the fundraiser are
confiscated as a result). Additionally, because start-ups and MSMEs companies are inherently
volatile and make extremely risky investments; projections on returns on securities are hardly
accurate.®® There is also the likelihood of the absence of transparency or the use of inaccurate
information touching on the level of hazard connected to the investment or projected returns,
to attract and mislead potential investors.** The likelihood of these and other anomalies
including aligning the practice with the existing laws reinforces the need for statutory
backing.

REGULATING CROWDFUNDING IN NIGERIA
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Until 2021, the practice of crowdfunding was unregulated in Nigeria. However, as a result of
the sustained interest in crowdfunding and the continuous expansion of its ecosystem, SEC in
2021 released the Rules on Crowdfunding 20214 (the "Rules"). The Rules purportedly made
on the authority of the ISA, rather than allow fundraisers to approach the market directly,
introduced crowdfunding intermediaries. Towards this end, only registered crowdfunding
intermediaries are allowed to register and manage crowdfunding portals in Nigeria. The Rules
define the intermediary as ‘[A]n entity organized and registered as a corporation to facilitate
transactions involving the offer or sale of securities or investment instruments through a
Crowdfunding Portal.’*® In other words, crowdfunding intermediaries are crowdfunding
service providers and operators of crowdfunding platforms. Accordingly, any person wanting
to raise funds through crowdfunding in Nigeria (referred to as a ‘fundraiser’ in the Rules)

must go through an intermediary.*

The Rules impose a plethora of prudential requirements on the intermediaries and other
parties. First, an intending intermediary must be registered and licenced to operate in Nigeria
by the SEC. Whether the intermediary operates or is located within or outside Nigeria, so long
as it provides a platform for interface between fundraisers and investors (crowd) in Nigeria,
the intermediary is considered as targeting the investing public in Nigeria and as result must
be registered and licenced to so operate. This requirement is designed to enable the SEC to
regulate and supervise crowdfunding service providers. Failure of any intermediary to comply
may result in regulatory sanctions which may include the imposition of fines, stoppage of
operations and labelling the operation as illegal. An intending intermediary must be a
corporate entity with a minimum paid-up capital of N100, 000,000.00 (One Hundred Million
Naira). In addition, such intermediary must have a fidelity insurance bond whose value must
not be less than 20% of the required minimum paid-up capital, must show evidence of having
in its employment sufficient and qualified personnel, coupled with the provision of adequate
‘security measures, systems capacity, business continuity plan and procedures, risk

management, data integrity and confidentiality

To mitigate investors’ risk exposures, intermediaries are required to conduct due diligence on

fundraisers, comply with all know Your Customer and Anti-Money Laundering /Combating

42 https://sec.gov.ng/wp-content/uploads/2021/01/Jan-2021-Executed-Rules.pdf . The Rules came into effect on
21 January 2022.
4 The Rules on Crowdfunding, r 1
4 The Rules on Crowdfunding, r 4(4).
4 The Rules on Crowdfunding, r 6(xxiii)
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the Financing of Terrorism regulations and ensure that fundraisers comply with the Rules and
the requirements of all existing laws.*® Where the intermediary, reasonably believing that the
fundraiser or the offering presents the potential for fraud or otherwise raises concerns about
investor protection, such intermediary is required to deny to such fundraiser the use of its
platform. In addition, during the course of the offer, the intermediary is obliged to detect and
prevent violations of the securities laws and the regulations and make periodic reports to the
SEC.*” Towards this end, every intermediary is obliged to be ‘knowledgeable about the

general structure, features and risks of investment instruments presented on its portal.’4®

To qualify as a fundraiser under the Rules, the corporate entity must be an MSME with less
than Five Hundred Million Naira assets, incorporated in Nigeria, and has been operating for
not less than two years.*® Companies with complex structures including listed companies and
their subsidiaries, companies lacking a specific business plan or set up solely to merge with or
acquire unidentified business concerns, and companies that propose to use the funds raised to
provide loans or invest in other business entities are disqualified from raising funds through
crowdfunding portals.>® Nevertheless, where an entity has less than two years operating track
record, and yet seeks to raise funds through a crowdfunding platform, the MSME may be
permitted to if it has a strong technical partner that possesses a minimum of a 2-year operating
track record or a core investor.®! The crowdfunding offer remains open for acceptance for a
period of 60 days. However, if the total subscription realised is less than the targeted amount,
the period may be extended for another 30 days, subject to conditions that may be specified by
the intermediary.® Thereafter, if the targeted amount is not realised, the offering must be
withdrawn. Where an offer has been withdrawn, a new offer cannot be made by the same
fundraiser until 30 days and the fundraiser has updated all financial information to the

satisfaction of the crowdfunding intermediary.>3

Presumably, still acting from the standpoint that MSMEs and start-up investees pose a high-
risk investment and in the protection of investors, the Rules places a ceiling on how much
money the different sizes of companies can raise on a crowdfunding platform within twelve

calendar months (for medium enterprises the amount is N100Million; a small enterprise is

46 The Rules on Crowdfunding, r 12.

47 The Rules on Crowdfunding, r 13.

48 The Rules on Crowdfunding, r 23.

4 The Rules on Crowdfunding, r 3

%0 The Rules on Crowdfunding, r 39.

51 The Rules on Crowdfunding, r 3.

52 The Rules on Crowdfunding, r 26.

%3 The Rules on Crowdfunding, r 26(C)(i)&(ii).
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N70Million; and micro enterprise N50Million).>* By the same token, the Rules divided
investors into Retail Investors, Sophisticated Investors, High Net Worth investors and
Qualified Institutional Investors. As earlier mentioned, while crowdfunding promises the
potential of increasing access to funding, it also constitutes a riskier investment destination,
particularly for retail investors.® This is because the majority of such investors may not
possess sufficient knowledge or experience, or have access to financial advice, to assess
offers. To limit the potential harm to which this group of investors may be exposed, the Rules
limit the investment any retail investor may make within a calendar year to not more than 10%
of his net annual income; understandably the other classes of investors are not subject to any

limit.>®

To avoid the risk of insolvency, prevent intermediaries from absconding or tampering with
investors’ funds, the Rules require every intermediary to appoint a custodian who must also be
registered with the SEC. The role of the custodian includes the establishment and maintenance
of a distinct trust account for each fundraising. The funds must be kept in an interest yielding
trust account.®” The total funds raised and the accruing interest are released to the fundraiser
within 24 hours of closing the offer®® on the authorisation of the intermediary subject to (a) the
targeted amount or the minimum threshold been met; (b) an absence of material adverse
change relating to the offer; and (c) all other requirements under the Rules including the
registration of securities have been met.® It is important to note that where the targeted
amount sought to be raised is not met, but the minimum threshold has been met, the custodian
IS not obliged to release the funds until the fundraiser has provided a revised plan for the
proposed use of the funds to the investors and the intermediary within one week of the end of
the offer, and the intermediary is satisfied that the proposed venture can be downscaled and
effectively executed with the funds raised. However, where the minimum threshold is not

reached at the end of an offer, the Intermediary is obliged to make a refund to all investors

% The Rules on Crowdfunding, r 4(1)(b). The Small and Medium Enterprises Development Agency of Nigeria
(SMEDAN) designates an enterprise as Micro, Small or Medium if has less than 10, 50 or 200 employees or
assets (excluding land and building) less than N5million, N50million or 500million respectively. See National
Policy on Micro, Small or Medium Enterprises < https://smedan.gov.ng/images/PDF/MSME-National-
Policy.pdf> accessed 11 July 2021
5 World Bank Group, [2021] POLICY RESEARCH PAPER Consumer Risks in Fintech New Manifestations of
Consumer Risks and Emerging Regulatory Approaches. <
https://documents1.worldbank.org/curated/en/515771621921739154/pdf/Consumer-Risks-in-Fintech-New-
Manifestations-of-Consumer-Risks-and-Emerging-Regulatory-Approaches-Policy-Research-Paper.pdf>
accessed 11 July 2021.
%6 The Rules on Crowdfunding, r 4(3)
5" The Rules on Crowdfunding, r 15(c)
%8 The Rules on Crowdfunding, r 15(d)
%9 The Rules on Crowdfunding, r 15(b)
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within 48 hours,®® unless the time is extended as mentioned above. Where, at the end of the
offer the fund realised is released to the fundraiser, in exchange the fundraiser is required to
Issue investment instruments which may take the form of shares, plain vanilla bonds or
debentures or any other investment instruments that may be approved by SEC subject to the

terms of the offer.

Undoubtedly, these are salutary and laudable provisions, and to a large extent, they meet with
international best practices. As mentioned earlier, prior to the release of the Rules and against
the backdrop of the absence of legislative backing, SEC sternly warned investors against
investing through Equity Crowdfunding because of the absence of statutory backing. The
question is why revisit the concept of crowdfunding in the absence of a new law on

crowdfunding or amendment to the ISA?

LEGALITY OR OTHERWISE OF THE RULES

Apparent from the foregoing, the entrance of equity crowdfunding into Nigeria’s capital
market and the need to regulate it posed significant challenges to the pre-existing legal
framework regulating the capital market, ipso facto public offer or sale of companies’
securities.®? Presumably to bridge the gap and protect the investing public, the SEC made the
Rules on Crowdfunding. Accepted that the ISA grants the SEC wide discretionary powers to
make rules and supervise the securities and exchange market including novelties that might
arise in the future as a result of advancements in the economy and the capital market,®? the
question is if the Rules on Crowdfunding is juxtaposed with the relevant provisions of ISA
and CAMA 2020 discussed above, can the Rules be said to be valid?

There is no gainsaying that the oversight cum regulatory functions of the SEC (also a creation
of statute) is expressly derived from statute; ISA along with other statutes. It follows that
being a creature of statute, the extent and limit of the powers of SEC are statutorily defined
and spelt out.%® Thus without an enabling statute, the SEC lacks the authority to regulate
trading on some of the emerging securities not envisaged by enabling statutes. The implication

is that in the absence of enabling provisions, the regulation of such securities is ultra vires the

60 The Rules on Crowdfunding, r 26(i)
61 See ISA, Pt IX
62 Fawei (n 11) 9; see also JO Orojo, Company Law and Practice in Nigeria, (5th edn., LexisNexis Publishers
2008) 367.
83 Eperokun & Ors v University of Lagos [1986] 4 NWLR (PT.34) 162; Owena Bank (Nigeria) Plc v Nigerian
Stock Exchange Limited [1997] 8 NWLR (Pt. 515) 1 S.C.
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powers of the SEC and void.®* In other words, the SEC cannot legally exercise any powers,
carry out any duty or execute any functions outside the parameters of its enabling statute or
statutes;®® and lacks law-making powers to amend any of the provisions of CAMA 2020 and
ISA.

As mentioned earlier, the provisions of CAMA 2020 and ISA expressly prohibit private
companies in Nigeria from offering their securities to the public at large. Section 22(5)
CAMA 2020 provides that private companies cannot invite the public to subscribe for shares,
deposit money for a fixed period, or deposit money payable at call unless authorized by law.
Similarly, section 67 of ISA provides that no person can make an invitation to the public to
acquire or dispose of any securities of a body corporate unless the body corporate is a public
company. One incontestable fact is that “[T]he provision of crowdfunding services aims to
facilitate the funding of a project by raising capital from a large number of people who each
contribute relatively small investment amounts through a publicly accessible internet based
information system.” Indeed, Merriam-Webster dictionary defines crowdfunding as “the
practice of obtaining needed funding (as for a new business) by soliciting contributions

from a large number of people especially from the online community”®

Under the ISA, a Prospectus - a financial security instrument expressly reserved for the use of
public companies, is defined as “... any written or electronic information, notice,
advertisement or other forms of invitation offering to the public for subscription or purchase,
any shares, debentures or other approved and recognised securities of a company and other
issues or scheme.”®” In the strict legal sense, private companies utilization of investment-
based crowdfunding as it is currently understood as well as under the Rules on Crowdfunding,
is tantamount to making offers to the public as defined under CAMA 2020 and ISA. Without
express statutory backing, such an offer violates the provisions of the two principal statutes®®
regulating the Nigerian capital market.

It is trite that subsidiary legislation, (in this case the Rules on Crowdfunding) derives
its authority and validity from the substantive law (ISA and CAMA). It follows that any Rule

purportedly made on the authorization of a principal legislation cannot extend the scope of the

8 University of Nigeria Teaching Hospital Management Board v Hope Chinyelu Nnoli [1994] 8 NWLR [Pt.
363] 376
8 Owena Bank (Nigeria) Plc (n 63)
8 <https://ww.merriam-webster.com/dictionary/crowdfunding> accessed 24 June 2021.
671SA, s 315.
8 CAMA 2020 and ISA.
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law.®® In this instance, the Rule on Crowdfunding made by the SEC does not have the
authority to extend the scope of the ISA by allowing private companies to make public offers
against the express prohibition of the ISA and CAMA 2020 - the substantive laws which
exclude private companies from making a public offer. The power vested in the SEC to make
rules and regulations for the capital market does not include the power to amend the principal
statute.”® Subsidiary legislation is designed to support, aid, assist, supplement and be
subordinate to existing legislation and not to supplant or repeal it.”* The Rules on
Crowdfunding is ultra vires the statutory powers of the SEC. A subordinate legislation ‘is
prima facie ultra vires if it is inconsistent with the substantive provisions of the statute by
which the enabling power is conferred.’’? That being so, the Rules on Crowdfunding cannot
stand.

Again, the SEC cannot hide under the canopy of collective investment schemes to regulate
crowdfunding or to issue Crowdfunding Rules. On the contrary, a careful perusal of the SEC’s
obligations under the ISA reveals that the SEC is obliged to prohibit the practice and
prosecute violators. Though collective investment schemes, which may be operated by non-
public companies, are statutorily permitted’® to invite the public to invest or contribute money
or other assets to and to hold a participatory interest in the scheme, it would, however, be
wrong to equate equity crowdfunding with collective investment scheme as envisaged by the
ISA. The Act expressly defines persons that can engage in the business of collective
investment scheme and states that ‘No person shall perform any act or enter into any
agreement or transaction for the purpose of administering a scheme, unless such person is (a)
incorporated under the Companies and Allied Matters Act; (b) registered as a fund or portfolio
manager by the Commission.”’# It follows that only entities registered as portfolio managers
or trustees or custodians of a collective investment scheme under ISA that may administer a
collective investment scheme;” and not an investee. In other words, an entity not registered as
a manager or a trustee or a custodian, carrying on the business of collective investment ipso

facto a fundraiser under a crowdfunding platform, cannot be validly referred to as a collective

% Gov Oyo State v Folayan (1995) 8 NWLR (Pt. 413) 292; see also SEC v Kasunmu [2009] 10 NWLR (Pt.
1150) 509
0 Kennedy v INEC [2009] 1 NWLR (Pt 1123) 614, 642
L Conac Optical (Nig.) Ltd, v Akinyede [1995] 6 NWLR (Pt. 400) 212, 222; Phoenix Motors Ltd v NPFMB
[1993] NWLR (Pt. 272) 718, 728-729.
2 .G.P. v Mobil Producing (Nig.) Unltd [2018] NWLR (Pt. 1639) 379, 393, See also Volume 36 Halsbury,
Laws of England, 3rd Edition, Pages 491-492, Paragraph 743
B1SA, ss 152-196
"1SA, s 158
B 1SA, s 159(1)
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investment scheme unless it is so registered by the SEC and the funds utilized as statutorily

directed.

LESSONS FROM OTHER JURISDICTIONS

In the United States of America where the concept of organised crowdfunding emanated, in
regulating crowdfunding, the US SEC relied on the provisions of the Jumpstart Our Business
Startups Act 2012 (the “JOBS Act”). The JOBS Act legalised equity crowdfunding in that
country by relaxing various laws and regulations which placed restrictions on the sale of
securities to the public.”® The JOBS Act by implication imposed on the US SEC the
obligation to make rules amending the existing exemptions from registration under the
Securities Act of 1933 and creating new exemptions that permit issuers of securities to raise
capital without registration.”” In compliance, the US SEC has since 2013 amended its rules to
implement the requirements. And in 2016 it adopted Regulation Crowdfunding.”® The
regulation among others provides the framework for regulating crowdfunding.

In Canada, the Securities Act of Ontario and that of the other provinces empowers the various
Securities Commissions upon application to make orders for exemptions regarding
registration and the filing of prospectuses by dealers and issuers respectively, as it may deem
appropriate.”® Canadian Securities Administrators (CSA)® have recently developed an
instrument — NI 45-110, targeted primarily at start-ups’ and early stage issuers, released in
June 2021 and to come into force in September 2021.8! The Instrument already adopted by
the Securities Commissions of the different Canadian provinces allows an issuer to distribute
eligible securities through an online funding portal while being exempted from the
requirement of publishing a prospectus. The NI 45-110 also provides an exemption from the
dealer registration requirement for funding portals that facilitate online distributions by
issuers that rely on the Start-ups crowdfunding prospectus exemption.8? The primary
objective of these Rules is to foster the use and efficiency of securities crowdfunding as a

6 Mollick, E. ‘The dynamics of crowdfunding: An exploratory study’ (2014) 29(1) Journal of Business
Venturing, 1 < https://doi.org/10.1016/j. jbusvent.2013.06.005> accessed 11 July 2021.
7 JOBS Act, Title 111, s. 201(a).
78 < https://www.sec.gov/rules/final/2015/33-9974.pdf> accessed 11 July 2021.
7 Ontario Securities Act R.S.0 1990, s 74(1)
8 The umbrella organization of Canada’s provincial and territorial securities regulators <www.securities-
administrators.ca/aboutcsa.aspx?id=45> accessed on 28 July 2021
81 CSA Notice of Publication — National Instrument 45-110 Start-up Crowdfunding Registration and Prospectus
Exemptions <www.osc.ca/sites/default/files/2021-06/csa_20210623_45-110_crowdfunding-registration-
prospectus-exemptions_0.pdf >accessed 28 July 2021
82 CSA Notice of Publication. Annex C
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means for start-ups and early stage issuers to raise capital for their businesses while

maintaining adequate investors’ protection.

In the UK, the Financial Services and Markets Act 2000 regulates both loan-based and
investment-based crowdfunding,®® while crowdfunding in countries under the European
Union will starting from 1 November 2021 be regulated by the EU Regulation 2020/1503 on
European Crowdfunding Service Providers for Business; an international binding legal

instrument, binding on member states.

RECOMMENDATIONS

Understandably, the quest to strike the right balance between encouraging financial
innovations on the one hand and ensuring an appropriate level of investor protection on the
other, explains the SEC’s regulation of crowdfunding as a means of raising capital from the
public. Flowing from the foregoing analysis, the following are suggested to further promote
the ease of doing business in Nigeria and the pursuit of achieving the goal of sustainable
inclusive development.

First, equity and debt-based crowdfunding have been shown to be a viable alternative to the
traditional ways of raising funds. However, the SEC as shown above lacks the statutory
backing to introduce regulations or rules on the use of crowdfunding by private companies to
raise finance in Nigeria. If nothing else, one lesson from the jurisdictions reviewed above is
the absolute reliance on statutes or its equivalence for legal backing to regulated
crowdfunding ecosystems within their domains. The current SEC Rules on Crowdfunding can
only be valid if the relevant statutes (ISA and CAMA 2020) are amended to provide the
needed statutory backing, or an entirely specialised statute is enacted to close the existing
statutory gap. Consequently, it is recommended that section 22 of CAMA 2020 and section
67 of the ISA be amended to such an extent that private companies are allowed to utilize

equity and debt-based crowdfunding to finance their activities or a new statute of the nature

8 Financial Conduct Authority ‘Crowdfunding and Authorisation” <www.fca.org.uk/firms/authorisation/how-to-
apply/crowdfunding> accessed 11 July 2021.
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of the US JOBS Act be enacted to regulate crowdfunding in Nigeria. This would be a more
cheering news for the MSMEs and start-ups that are looking for viable non-traditional

financing methods to raise capital for their business activities.

CONCLUSION

In addition to providing an alternative source of financing, crowdfunding offers other benefits
to businesses such as validating a business idea, giving entrepreneurs access to a large number
of people who may provide greater insight and information, and simultaneously serving as a
marketing tool.2* The regulation of such sensitive aspects of the financial market cannot be
effectively regulated by soft law or statutory unsupported subsidiary legislation, in this case,
the Rules on Crowdfunding. Towards maximising the benefits of crowdfunding there is a dire
need to review and amend the extant statute to align it with the proclivity of modern

commercial best practices or enact a law on crowdfunding in Nigeria.

8 The EU Regulation.
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