1nancial
Fraud
[Law

Report

AN A.S.PRATT & SONS PUBLICATION OCTOBER 2013

SEC ELIMINATES THE BAN ON GENERAL SOLICITATION, AND DISQUALIFIES PARTICIPATION BY “BAD
ACTORS,” IN CERTAIN PRIVATE SECURITIES OFFERINGS
Lily J.Lu and Theresa Nguyen




EDITOR-IN-CHIEF
Steven A. Meyerowitz
President, Meyerowitz Communications Inc.

BOARD OF EDITORS
Frank W. Abagnale William J. Kelleher ITI Sareena Malik Sawhney
Author, Lecturer, and Consultant ~ Corporate Counsel Director
Abagnale and Associates People’s United Bank Marks Paneth & Shron LLP
Stephen L. Ascher James M. Keneally Mara VJ. Senn
Partner Partner Partner
Jenner & Block LLP Kelley Drye & Warren LLP Arnold & Porter LLP
Thomas C. Bogle H. David Kotz John R. Snyder
Partner Director Partner
Dechert LLP Berkeley Research Group, LLC  Bingham McCutchen LLP
David J. Cook Richard H. Kravitz Jennifer Taylor
Partner Founding Director Partner
Cook Collection Attorneys Center for Socially McDermott Will & Emery LLP
Responsible Accounting
David A. Elliott Bruce E. Yannett
Partner Frank C. Razzano Partner
Burr & Forman LLP Partner Debevoise & Plimpton LLP
Pepper Hamilton LLP

The FINANCIAL FRAUD LAW REPORT is published 10 times per year by Matthew Bender & Company, Inc.
Copyright 2013 Reed Elsevier Properties SA., used under license by Matthew Bender & Company, Inc. All rights
reserved. No part of this journal may be reproduced in any form — by microfilm, xerography, or otherwise — or
incorporated into any information retrieval system without the written permission of the copyright owner. For permis-
sion to photocopy or use material electronically from the Financial Fraud Law Report, please access www.copyright.
com or contact the Copyright Clearance Center, Inc. (CCC), 222 Rosewood Drive, Danvers, MA 01923, 978-750-
8400. CCC is a not-for-profit organization that provides licenses and registration for a variety of users. For subscrip-
tion information and customer service, call 1-800-572-2797. Direct any editorial inquires and send any material
for publication to Steven A. Meyerowitz, Editor-in-Chief, Meyerowitz Communications Inc., PO Box 7080, Miller
Place, NY 11764, smeyerow@optonline.net, 631.331.3908 (phone) / 631.331.3664 (fax). Material for publication is
welcomed — articles, decisions, or other items of interest. This publication is designed to be accurate and authorita-
tive, but neither the publisher nor the authors are rendering legal, accounting, or other professional services in this
publication. If legal or other expert advice is desired, retain the services of an appropriate professional. The articles
and columns reflect only the present considerations and views of the authors and do not necessarily reflect those of the
firms or organizations with which they are affiliated, any of the former or present clients of the authors or their firms
or organizations, or the editors or publisher.

POSTMASTER: Send address changes to the Financial Fraud Law Report, LexisNexis Matthew Bender, 121 Chan-
lon Road, North Building, New Providence, NJ 07974. ISBN: 978-0-76987-816-4



SEC Eliminates the Ban on General
Solicitation, and Disqualifies Participation
by “Bad Actors,” in Certain Private
Securities Offerings

LILY J.LU AND THERESA NGUYEN

This article summarizes the final rules adopted by the Securities and Exchange
Commission eliminating the ban on general solicitation and general advertis-
ing for private securities offerings, the proposed rules on Regulation D offer-
ings, and discusses some of the more important practical effects of the final rules
— particularly permitting general solicitation and general advertising — on
market participants, including start-up and emerging companies, private
[funds, registered broker-dealers, and issuers and underwriters who engage in
concurrent U.S. and offshore private securities offerings.

ecently, the Securities and Exchange Commission (“SEC”) adopted fi-

nal rules (“Final Rules”) eliminating the ban on general solicitation and

eneral advertising for private securities offerings under Rule 506 of
Regulation D under the Securities Act (“Regulation D”) and Rule 144A under
the Securities Act (“Rule 144A”). The Final Rules also make Rule 506 unavail-
able for offerings if the issuer or any related “covered person” is a “bad actor”
(i.e., has engaged in a “disqualifying event”). The adoption of these rules by the
SEC was required under Section 201(a) of the Jumpstart Our Business Startups

Lily J.Lu is a partner in the corporate and securities group in the New York office
of Arnold & Porter LLP. Theresa Nguyen is an associate in the firm’s corporate
and securities group in Washington, D.C. The authors may be contacted at lily.
lu@aporter.com and theresa.nguyen@aporter.com, respectively.

812

Published by Matthew Bender & Company, Inc.in the October 2013 issue of
Financial Fraud Law Report. Copyright © 2013 Reed Elsevier Properties SA.




SEC ELIMINATES THE BAN ON GENERAL SOLICITATION

Act (“JOBS Act”) and Section 926 of the Dodd-Frank Wall Street Reform and
Consumer Protection Act (“Dodd-Frank Act”), respectively. The Final Rules
became effective on September 23, 2013.

In connection with the adoption of the Final Rules, the SEC also pro-
posed certain rule amendments that, if adopted, would impose significant
new requirements on Regulation D offerings. These proposed amendments
stem from concerns raised by commentators and SEC commissioners that
permitting general solicitation and general advertising in private securities
offerings, without additional protections, is inconsistent with the goal of in-
vestor protection and will result in an increase in fraudulent activity in the
private placement market.

The adoption of the Final Rules represents a significant shift from the
SEC’s longstanding view that securities may only be sold pursuant to SEC
registration, or otherwise privately, with substantially no solicitation or ad-
vertising. This article summarizes the Final Rules and proposed rules and dis-
cusses some of the more important practical effects of the Final Rules — par-
ticularly permitting general solicitation and general advertising — on market
participants, including start-up and emerging companies, private funds, reg-
istered broker-dealers and issuers and underwriters who engage in concurrent
U.S. and offshore private securities offerings.

ELIMINATION OF BAN ON GENERAL SOLICITATION FOR CERTAIN
RULE 506 OFFERINGS

Background

An issuer who seeks to offer and sell securities in the United States must
either register the offering under the Securities Act of 1933 (“Securities Act”) by
filing a registration statement with the SEC or rely on an exemption from the
registration requirements of the Securities Act. Section 4(a)(2) of the Securities
Act (formerly Section 4(2) of the Securities Act) exempts securities offerings
by issuers that do not involve a “public offering.” The courts and the SEC
have developed a substantial body of judicial interpretations and administrative
guidance interpreting the phrase “not involving a public offering.” One factor
is whether the issuer engaged in any general solicitation or general advertising
relating to the securities being offered and sold. Examples of general solicita-
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tion and general advertising include advertisements published in newspapers
and magazines, communications broadcast over television and radio, informa-
tion available on unrestricted Web sites, and seminars where attendees have
been invited by means of general solicitation or general advertising. Forms of
general solicitation and general advertising that may find more utilization after
effectiveness of the Final Rules include social media, forms of short-term static
advertising such as kiosks, and offers to potential investors who have no “preex-
isting, substantive relationship” with the issuer or its agent.'

The SEC adopted Regulation D in 1982 to provide issuers with a non-
exclusive safe harbor from the registration requirements of the Securities Act.
An issuer that makes a securities offering in compliance with Regulation D
can be confident that the offering does not in fact “involve a public offering,”
and is therefore exempt from the registration requirements of the Securities
Act. In addition, because the Regulation D safe harbor has historically been
non-exclusive, the issuer could rely on the registration exemption under Sec-
tion 4(a)(2) of the Securities Act even if the offering failed to satisfy all of the
requirements of Regulation D.

Prior to the effectiveness of the Final Rules, Regulation D included three
available safe harbors from the registration requirement of the Securities Act,
as follows:

*  For offerings up to US$1 million under Rule 504 of Regulation D;
*  For offerings up to US$5 million under Rule 505 of Regulation D; and

*  For offerings without regard to dollar amount under Rule 506 of Regula-
tion D.

Historically, issuers have relied on the Rule 506 safe harbor most frequently,
which permitted an issuer to offer and sell an unlimited amount of securities
without registration under the Securities Act if (among other things):

e The issuer sells the securities to an unlimited number of “accredited in-

vestors” (as defined in Rule 501(a) of Regulation D);

e The issuer sells the securities to not more than 35 investors who are not
accredited investors but meet certain requirements for being sophisti-
cated investors; and
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* Neither the issuer nor any person acting on its behalf offers or sells the
securities through any form of general solicitation or general advertising.

In April 2012, Congress passed the JOBS Act, which required, among
other things, that the SEC eliminate the ban on general solicitation and general
advertising in private securities offerings under Rule 506 of Regulation D. The
intention underlying this mandate in the JOBS Act is to facilitate capital raising
by permitting issuers to use previously unavailable solicitation and advertising
methods to seek investors and thereby encourage the creation of new jobs.

NEW RULE 506(C) OF REGULATION D PERMITTING USE OF
GENERAL SOLICITATION

On July 10, 2013, the SEC adopted new Rule 506(c) of Regulation D,
which now provides an additional safe harbor from the registration require-
ments of the Securities Act for issuers that use general solicitation or general
advertising to seek investors.” Issuers will be permitted to use general solici-
tation and general advertising to offer securities under new Rule 506(c) of
Regulation D if:

e All of the purchasers of the securities are accredited investors (or reason-
ably believed to be accredited investors at the time of sale); and

*  The issuer takes “reasonable steps to verify” that the purchasers are ac-
credited investors.

Whether an issuer has taken “reasonable steps to verify” that an investor
is an accredited investor will depend on the particular facts and circumstances
of each investor and transaction. Factors include the nature of the investor
and the type of accredited investor that the investor claims to be (e.g., an
individual, an investment company or a broker-dealer), the amount and type
of information that the issuer has about the investor and the nature of the
offering (e.g., the minimum investment amount). The SEC also identified
four non-exclusive, non-mandatory methods of verifying accredited investor
status for natural persons that, if used, will be deemed to satisfy the verifica-
tion requirements of new Rule 506(c):
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* Reviewing a copy of an Internal Revenue Service form that reports in-
come of the purchaser for the two most recent years and obtaining a writ-
ten representation from the purchaser that he or she reasonably expects
to reach the necessary income level during the current year;

*  Reviewing certain listed types of documentation, dated within the prior
three months, showing assets and liabilities and obtaining a written rep-
resentation from the purchaser that all liabilities necessary to make a de-
termination of net worth have been disclosed;

* Relying on a written confirmation from a registered broker-dealer, an
SEC-registered investment adviser, an attorney or a certified public ac-
countant regarding the purchaser’s accredited investor status; or

* Relying on a certification from an existing investor who previously in-
vested in the issuer’s Rule 506(b) offering prior to the effective date of
new Rule 506(c).

Issuers that conduct offerings without general solicitation and general
advertising under the existing Rule 506(b) exemption need not comply with
the new verification requirements.

In adopting new Rule 506(c), the SEC confirmed that private funds will
be permitted to engage in general solicitation and general advertising in com-
pliance with the requirements of Rule 506(c) without losing the exclusion
from the definition of “investment company” under Section 3(c)(1) or Sec-
tion 3(c)(7) of the Investment Company Act of 1940, which requires, among
other things, that an issuer relying on either exclusion not make a public of-
fering of its securities.

Additional Proposed Rules that Would Apply to Regulation D Offerings

In connection with its adoption of new Rule 506(c) of Regulation D, the
SEC also proposed rule amendments that would apply to Regulation D offer-
ings. These amendments are intended to enhance the SEC’s ability to moni-
tor the private placement market after lifting the ban on general solicitation
and general advertising and to address investor protection concerns related to
the use of general solicitation and general advertising.? The proposals include,
among other things:
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*  Requiring issuers to file a Form D with the SEC at least 15 calendar days
before general solicitation or general advertising begins in reliance on
new Rule 506(c) and a closing amendment to Form D no later than 30
days after the closing of a Rule 506 offering;

*  Expanding the disclosure required on Form D;

*  Requiring legends in written general solicitation materials that would
inform potential investors of certain risks and the requirement that sales
are limited to accredited investors;

* Requiring a private fund that includes information about past perfor-
mance in its written general solicitation materials to include in its materi-
als information on the limitations on the usefulness of that information;

*  Temporarily requiring issuers to submit to the SEC written general solici-
tation materials;

* Disqualifying any issuer from eligibility to rely on Rule 506 in future
offerings if the issuer, or any predecessor or affiliate of the issuer, did not
comply within the last five years with Form D filing requirements in a
Rule 506 offering; this disqualification would end one year after required
Form D filings are made; and

*  Extending the antifraud guidance contained in Rule 156 under the Se-
curities Act to the sales literature of private funds. Rule 156 provides
guidance regarding when information in sales literature by an investment
company registered with the SEC could be fraudulent or misleading for
purposes of the federal securities laws.

These proposals are subject to an initial 60-day public comment period,
which ended on September 23, 2013, and significant changes may be made
to the proposed rule amendments prior to adoption of any final rules. Al-
though many of the SEC commissioners appear to support the imposition
of additional restrictions to protect investors following the elimination of the
ban on general solicitation and advertising, it remains to be seen if these rule
amendments (as proposed or modified) will be adopted.
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ELIMINATION OF BAN ON GENERAL SOLICITATION FOR RULE
144A OFFERINGS

Section 4(a)(1) of the Securities Act (formerly Section 4(1) of the Secu-
rities Act) exempts from the registration requirements of the Securities Act
transactions by any person “other than an issuer, underwriter, or dealer.”
Rule 144A is a non-exclusive safe harbor from the registration requirements
of the Securities Act pursuant to Section 4(a)(1) of the Securities Act. The
Rule 144A safe harbor permits persons other than the issuer to resell securi-
ties without registration if the transaction meets certain specified conditions.
Prior to the effectiveness of the Final Rules, one of the conditions was that
the securities be “offered or sold” only to persons the seller and any person
acting on the seller’s behalf reasonably believe are qualified institutional buy-
ers (“QIBs”). As a result, Rule 144A effectively prohibited general solicitation
and general advertising.

By its terms, Rule 144A is available solely for resale transactions. How-
ever, market participants frequently use Rule 144A to facilitate capital-raising
by issuers through a primary offering of debt or equity securities to one or
more financial intermediaries (commonly called “initial purchasers”) in a
transaction exempt from registration requirements pursuant to Section 4(a)
(2) of the Securities Act or Regulation S under the Securities Act, followed by
the immediate resale of these securities by the initial purchasers to QIBs in
reliance on Rule 144A.

Section 201(a)(2) of the JOBS Act directed the SEC to revise Rule 144A
to permit offers to persons other than QIBs, if the securities are sold only to
persons that the seller and any person acting on behalf of the seller reasonably
believe are QIBs. Following the effectiveness of the Final Rules on September
23,2013, revised Rule 144A no longer refers to “offers” and “offerees” in the
conditions to be met under paragraph (d)(1) of Rule 144A. Thus, sellers may
now rely on revised Rule 144A even if the securities are offered to non-QIBs,
and even if there has been general solicitation or general advertising, if the
securities are sold only to QIBs or persons that the seller and any person act-
ing on behalf of the seller reasonably believe are QIBs.
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“BAD ACTORS” AND RULE 506 OFFERINGS

Section 926 of the Dodd-Frank Act required the SEC to issue rules dis-
qualifying certain felons and other “bad actors” from Rule 506 offerings. Sec-
tion 926 further provided that the new rules must be “substantially similar”
to the disqualification provisions set forth in Rule 262 of Regulation A under
the Securities Act, but must also include certain other disqualifying events
(including certain state regulatory orders and bars).

“Bad Actor” Disqualification from Reliance on Rule 506 of Regulation D

On July 10, 2013, the SEC adopted new Rule 506(d) of Regulation D.*
Under new Rule 506(d), an issuer cannot privately place its securities in reli-
ance on Rule 506 of Regulation D if the issuer or any other “covered person”
engaged in a “disqualifying event” after September 23, 2013, which is the effec-
tive date of new Rule 506(d). New Rule 506(d) applies to all offerings intended
to comply with Rule 506, including those that do not use general solicitation
or general advertising.

The definition of “covered persons” under new Rule 506(d) is substantially
the same as under Rule 262, with some exceptions, including the following:

e The beneficial ownership threshold was raised from 10 percent to 20 per-
cent so that the definition of “covered persons” under new Rule 506(d)
includes any beneficial owner of 20 percent or more of the issuer’s out-
standing voting equity securities; and

*  The definition of “covered persons” under new Rule 506(d) includes any
investment manager to an issuer that is a pooled investment fund and
any person compensated (directly or indirectly) for soliciting investors on

behalf of the issuer.

“Disqualifying events” under new Rule 506(d) generally include securities-
related bad acts, such as criminal convictions in connection with the sale
or purchase of any security, bars by certain federal or state regulators from
engaging in the business of securities, insurance or banking or from savings
association or credit union activities, certain cease-and-desist and other or-
ders by the SEC and certain suspensions, expulsions or bars from association
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with a registered national securities exchange. The “look-back” periods for
disqualifying events generally cover the past five or ten years, although for
certain events, the injunction, order, investigation or similar event must be in
effect and continuing at the time of the Rule 506 sale.

An issuer will not be disqualified if it establishes that it did not know and,
in the exercise of “reasonable care” could not have known, that a disqualifying
event existed. To exercise “reasonable care,” an issuer must have engaged in a
factual inquiry, and facts and circumstances affect the steps an issuer should
take in its factual inquiry. Examples of steps an issuer may take to exercise
“reasonable care” include the use of questionnaires or certifications, contractual
representations and warranties and/or searches of publicly available databases
(e.g., Financial Industry Regulatory Authority, Inc.’s BrokerCheck). In addi-
tion, in offerings made on a continuous basis under Rule 5006, such as offerings
by hedge funds, “reasonable care” will require updating the factual inquiry on
a reasonable basis, depending on the facts and circumstances. Unless the issuer
is aware of facts that would merit closer monitoring (e.g., the issuer has notice
that a “covered person” is the subject of an applicable judicial or regulatory
proceeding), periodic updating should be sufficient.

Rule 506(d) includes a waiver provision, under which the Director of the
SEC’s Division of Corporation Finance may waive disqualification upon a
showing of good cause. Additionally, any court or regulatory authority enter-
ing an order, judgment or decree that would cause an actor to be disqualified
under the rule may advise in writing that disqualification should not arise as a
consequence of the order, judgment or decree, and as a result, disqualification
will not arise.

Mandatory Disclosure of “Disqualifying Events” That Existed Before
Effectiveness of the“Bad Actor” Disqualification Rule

If any “disqualifying event” existed before September 23, 2013, which is
the effective date of new Rule 506(d), then new Rule 506(e) now requires the
issuer offering securities under Rule 506 to disclose the “disqualifying event”
to investors within a reasonable time prior to sale. In the view of the SEC, any
failure to provide adequate disclosure of a pre-existing “disqualifying event” is
not an “insignificant” deviation from the requirements of Regulation D and
could result in the loss of the exemption. However, an issuer may rely on Rule
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506 if it establishes that it did not know, and in the exercise of “reasonable
bl . .

care” could not have known, of the existence of the undisclosed matter or

matters. Like the “reasonable care” exception to disqualification, this “reason-

able care” exception to mandatory disclosure will require factual inquiry.

EFFECT OF THE FINAL RULES

The elimination of the prohibition against general solicitation and gen-
eral advertising in Rule 506 and Rule 144A offerings will permit issuers,
including start-up and emerging companies, to use a number of previously
unavailable solicitation and advertising methods. For example, issuers who
previously would only offer securities to a potential investor with which the
applicable issuer has a “preexisting, substantive relationship” — or would be
required to engage a financial intermediary or solicitor to offer its securities
to potential investors with which the financial intermediary or solicitor has
a “preexisting, substantive relationship” — to avoid engaging in a general
solicitation may, after September 23, 2013, use other methods of offering
securities to different and larger pools of potential investors (e.g., purchasing
from third parties’ pre-screened lists of potential investors that are accredited
investors and meet other eligibility criteria and cold calling and/or commu-
nicating with new clients or contacts (including from purchased pre-screened
lists)). However, the utility of this change to most issuers™ capital raising ef-
forts remains to be seen and will likely be somewhat limited.

First, the SEC has the power to impose additional obligations on issuers
relying on the private placement safe harbor of Regulation D, and, as evi-
denced by the SEC’s proposals on July 10, 2013, it appears that the SEC will
adopt additional obligations that will be particularly burdensome on issu-
ers using general solicitation and general advertising in offerings under Rule
506(c) of Regulation D.

Secondly, the SEC has made clear that the ban on general solicitation and
general advertising remains a condition for reliance on the statutory registration
exemption under Section 4(a)(2) of the Securities Act. Accordingly, if an issuer
engages in any general solicitation or general advertising in an offering that is
intended to be made in compliance with the requirements of Rule 506(c) of
Regulation D, but the offering loses the safe harbor under Rule 506(c) because
of a significant compliance failure, the issuer will also be unable to rely on the
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statutory exemption under Section 4(a)(2) of the Securities Act.

Thirdly, engaging in any general solicitation or general advertising in an
issuer’s private securities offering will preclude reliance on “self-executing”
exemptions under many state Blue Sky laws and may therefore increase the
costs and expenses associated with the offering. Although securities issued
in Rule 506 offerings are exempt from registration requirements under state
Blue Sky laws, issuers are subject to notice filing requirements under appli-
cable state Blue Sky laws. Many state Blue Sky laws also provide exemptions
for certain de minimis offerings that do not require a filing with the applicable
state securities commissioner, but these exemptions are often available only
for securities offered without the use of general solicitation or general adver-
tising. Therefore, securities offered under new Rule 506(c) in certain states
will no longer be eligible to rely on this exemption, and the only available
exemption will require a notice filing (and the payment of related fees).

The Final Rules adopted by the SEC on July 10, 2013, will have addi-
tional effects on certain types of market participants, including private funds,
registered broker-dealers and issuers and underwriters who engage in concur-
rent U.S. and offshore private securities offerings.

Effect on Private Funds

Under current law, private funds and their investment advisers are subject
to significant regulatory requirements, and these requirements likely limit the
ability of many private funds and their investment advisers to take advantage
of the new rules and engage in any general solicitation or general advertising
in connection with private securities offerings. First, many private funds that
invest in or trade commodity interests (including swaps) rely on the exemption
from registration as a commodity pool operator under Commodity Futures
Trading Commission (“CFTC”) Rule 4.13(a)(3), and the continued availabil-
ity of this exemption is conditioned on, among other things, the private funds
not being “marketed to the public in the United States.” In the absence of any
new guidance from the CFTC, the use of general solicitation and general ad-
vertising in a private securities offering by a private fund that relies on CFTC
Rule 4.13(a)(3) may be prohibited. Secondly, an investment adviser who wishes
to be exempt from the registration requirements under applicable state law or
the Investment Advisers Act of 1940 (“Advisers Act”) must generally not hold
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itself out to the public as an investment adviser. If such an investment adviser
engages in general solicitation or general advertising to offer and sell securities
of a private fund that it manages, it may be deemed to be holding itself out to
the public as an investment adviser, thereby requiring such investment adviser
to register with the SEC or one or more states. Thirdly, all investment advisers
(whether registered or unregistered) remain subject to anti-fraud provisions,
and therefore, additional care must be given to the scope and content of any
general solicitation or general advertising materials used by an investment ad-
viser on behalf of the private fund that it manages to ensure compliance.’

If an investment adviser is considering offering and selling securities of
a private fund it manages under new Rule 506(c), including by offering se-
curities to potential investors with which neither it nor any placement agent
or solicitor has a “preexisting, substantive relationship,” then it should also
consider the following:

* Investment advisers that are registered with the SEC are only permit-
ted to charge performance fees to investors who are “qualified clients”
(as defined in Rule 205-3 under the Advisers Act), and such investment
advisers should consider whether the proposed method of general solici-
tation or general advertising is likely to attract prospective investors who
are “qualified clients” (which would be a smaller subset of investors than
accredited investors due to the higher net worth requirements).

* Inaddition, investment advisers should have adopted — or should adopt
as soon as possible — appropriate policies and procedures to engage in
the required factual inquiry (and periodic updates) to detect and monitor
whether each of their private funds and the related “covered persons” (in-
cluding placement agents, compensated solicitors and promoters) have
engaged in any disqualifying event that may cause any of such private
funds to become ineligible to offer securities in reliance on Rule 506(b)

or 506(c) of Regulation D.

Effect on Broker-Dealers

For securities broker-dealers, the Final Rules and proposed rules have sev-
eral implications. First, any broker-dealer that seeks to rely on the Final Rules
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should carefully examine how a relevant offering would fit into its overall
compliance program. Broker-dealers remain subject to laws, regulations, and
Financial Industry Regulatory Authority, Inc., rules that require communica-
tions with the public to be fair and balanced, to be based on principles of fair
dealing and good faith, and to provide a sound basis for evaluating the facts in
regard to any particular security or type of security. In addition, broker-deal-
ers should carefully review the procedures and techniques that they employ in
order to ascertain that an investor meets the required qualification standards.

Finally, the SEC’s release announcing the proposed rules notes that the
staff will “execute a comprehensive work plan” to review the effects of elimi-
nating the general solicitation ban. This work plan will involve all of the
SEC’s core divisions and offices, including the Office of Compliance Inspec-
tions and Examinations and the Division of Enforcement. It will examine,
among other things, investor qualification and verification practices, the form
and content of promotional materials and statements, and whether non-ac-
credited investors end up with inappropriate investments. Accordingly, bro-
ker-dealers that seek to rely on new Rule 506(c) should expect a high degree
of focus from regulators in the future.

Effect on Issuers Who Engage in Concurrent U.S.and Offshore Unreg-
istered Securities Offerings, Including Issuers in the High-Yield Bond
Markets and Offshore Private Funds

Issuers conducting concurrent Regulation S/Rule 144A offerings should
not be affected by the rule change allowing general solicitation. Under the
Regulation S safe harbor, offers and sales of securities outside of the United
States are exempt from the registration requirements of the Securities Act,
provided that: (i) the securities are sold in an offshore transaction; (ii) there
are no directed selling efforts in the United States or to U.S. persons; and (iii)
with respect to certain types of securities offerings, other offering and transac-
tion restrictions are imposed to prevent the flow back of the offered securities
into the United States.

In its adopting release, the SEC confirmed that the use of general solicita-
tion and general advertising in a Rule 506(c) or Rule 144A offering will not
cause a concurrent offshore offering under Regulation S of the Securities Act
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to be integrated with the Rule 506(c) or Rule 144A offering. Although not
expressly stated, it appears that general solicitation conducted in compliance
with the Final Rules for the U.S. offering would not constitute “directed sell-
ing efforts” in the U.S. that would jeopardize a concurrent Regulation S of-
fering in which the issuer or its underwriters use existing traditional methods
to qualify sales to non-U.S. persons under Regulation S.

NOTES

! The SEC staff has offered guidance through no-action letters that an offer
to a potential investor will not constitute a “general solicitation” if the issuer or
its agent has a “preexisting, substantive relationship” with the potential investor
at the time the offer is made. See, ¢.g., Mineral Lands Research and Marketing
Corp., SEC No-Action Letter (Dec. 4, 1985); E.E Hutton & Co., SEC No-
Action Letter (Dec. 3, 1985).

* See SEC Release No. 33-9415, Eliminating the Prohibition Against General
Solicitation and General Advertising in Rule 506 and Rule 144A Offerings,
available ar htep:/[www.sec.gov/rules/final/2013/33-9415.pdf.

3 See SEC Release No. 33-9416, Amendments to Regulation D, Form D
and Rule 156 under the Securities Act, available at http://www.sec.gov/rules/
proposed/2013/33-9416.pdf.

4 See SEC Release No. 33-9414, Disqualification of Felons and Other “Bad
Actors” from Rule 506 Offerings, available at http:/[www.sec.gov/rules/
final/2013/33-9414.pdf.

> See, e.g., Rule 206-4(8) under the Advisers Act.
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