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§ 7A.1 Introduction

The JOBS Act (“Jumpstart Our Business Startups Act of 2012 ”),1 signed by
President Obama on April 5, 2012, radically changes the legal landscape for
businesses that want to raise capital without making a full registered public offering
of securities.  The purpose of the Act is to reduce the cost of capital to small to
medium size businesses by easing regulatory burdens, thereby spurring job creation.



2  SEC Rel. No. 33-9415 (July 10, 2013).  The Release may be found at
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The JOBS Act does not repeal the law concerning private placements.  Rather,
it creates two new exemptions that permit issuers that might otherwise raise capital by
private placements to advertise and make general solicitations of investments publicly
without having to register the offerings with the SEC or state securities regulators. 

One of these exemptions is a new exemption under Rule 506 of Regulation D,
which contains safe harbors for the non-public offering exemption of section 4(a)(2)
of the Securities Act of 1933 (“Securities Act”).  The SEC recently exercised the
authority that Congress gave it and made the Rule 506 exemption available in
offerings conducted by general solicitation and general advertising (together, “general
solicitation”) so long as all purchasers are accredited investors.  At the same time, the
SEC proposed additional changes to Rule 506 as well as changes to Form D, and these
proposed changes are also discussed.  These proposed changes are intended to
facilitate the SEC’s monitoring of offerings made with general solicitation under the
expanded Rule 506 exemption. (This chapter refers to the entire amended Rule 506
as “New Rule 506”; it refers to the subsections of the new rule by their subsection
letters (Rule 506(b), Rule 506(c), and Rule 506(d)).  The rule as it formerly read is
referred to as “Former Rule 506.”  Section 4(a)(2) and Former Rule 506 are discussed
in Chapters 5 and 6 in the main volume of this book.)  This part of the chapter will
also address briefly parallel changes made to Rule 144A, which exempts resales to
qualified institutional buyers (“QIBs”).  Both of these changes were adopted by the
SEC in a Release entitled “Eliminating the Prohibition Against General Solicitation
and General Advertising in Rule 506 and Rule 144A Offerings” (“Adopting
Release”).2 They become effective on September 23, 2013. 

The second of the two new exemptions is a brand new exemption for securities
offered and sold by “crowdfunding.”  It will allow issuers to raise up to $1 million in
any 12-month period from an unlimited number of investors who may be unaccredited
but who are limited in the amount that they can invest.  The crowdfunding exemption
is not yet available, however, because the SEC has not yet published even proposed
rules for implementing it.  

The JOBS Act creates a third new exemption that may prove attractive for some
issuers: a new “Regulation A+” that contemplates a public offering of up to $50



3   Rutheford B Campbell, Jr., Regulation A and the JOBS Act: A Failure to Resuscitate, 7
OHIO ST. ENTREPRENEURIAL L.J. 317 (2012).

4  For companies whose need for capital grows beyond that which can be raised by exempt
offerings or that have other reasons to “go public,” the JOBS Act reduces some regulatory burdens
on issuers that are “emerging growth companies” (“EGCs”) making initial public offerings
registered under the Securities Act of 1933 (“Securities Act”).  The JOBS Act defines an emerging
growth company as one with annual gross revenues of less than $1 billion.  Because the rules on
EGCs are keyed to registered public offerings, they are beyond the scope of this book.  For a general
overview of provisions applicable to EGCs (as well as the other provisions of the JOBS Act), see,
e.g., David McDaniel & Geoffrey Neal, JOBS Act Seeks to Ease Restrictions on Access to Capital
for Small and Medium-Sized Businesses, ARKANSAS LAWYER 26 (Winter 2013).

5  17 C.F.R. § 230.502.
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million pursuant to a “mini-registration” procedure.  Like the crowdfunding
exemption, Regulation A+ awaits SEC rulemaking.  Whether Regulation A+ will
prove attractive to small businesses depends in large part on whether the SEC exempts
Regulation A+ offerings from state securities registration requirements.3 Finally, the
JOBS Act increases the threshold for registration under the Securities Exchange Act
of 1934 (“Exchange Act”), a change that will enable many more businesses to avoid
the disclosure requirements of that Act.4

§ 7A.2 Rule 506 After the JOBS Act

§ 7A.2[1] Text of JOBS Act Title II: APPENDIX A

§ 7A.2[2]  Text of New Rule 506: APPENDIX B

§ 7A.2[3] Structure of New Rule 506: “Old” Rule 506(b), New Rule 506(c), and
New Rule 506(d)

In New Rule 506, the SEC amends Former Rule 506 to provide for two safe-
harbor exemptions.  New Rule 506(b), captioned “Conditions to be met in offerings
not using general solicitation or general advertising,” simply restates the conditions
of Former Rule 506, i.e., all of the general conditions set out in Rule 5025 (integration,
information requirements, limitation on manner of offering, and limitations on resale),
as well as the two specific conditions: (1) limitation to a maximum of 35 “purchasers”
as calculated according to Rule 501(e) and (2) the requirement that each purchaser,



6  See 17 C.F.R. § 230.502(b) (information requirements).

7  The SEC is reviewing and seeking comment on the definition of accredited investor as it
applies to natural persons.  The SEC invites comment on whether income and net worth should be
used as surrogates for investor sophistication or whether there are other criteria that should be
considered by a test for investor sophistication.  If income and net worth are appropriate measures,
should their dollar thresholds be raised, and how?  Amendments to Regulation D, Form D and Rule
156 under the Securities Act, SEC Rel. No. 33-9416 (July 10, 2013) (“New Proposing Release”).

8  17 C.F.R. § 230.501(a).

9  17 C.F.R. § 230.502(a).

10  17 C.F.R. § 230.502(d).
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either alone or with his purchaser representative, have sufficient knowledge and
financial and business experience that he is capable of evaluating the merits and risks
of the proposed investment, or that the issuer reasonably believes that the purchaser
has such knowledge and experience.  New Rule 506(b)(2)(ii).  In other words, Former
Rule 506 is preserved in toto as subsection (b) of New Rule 506.  It may continue to
be attractive in at least two different circumstances: (1) an issuer that has established
relationships with prospective investors may not want to engage in general solicitation
and thereby become subject to the reasonable verification duty discussed below and
(2) an issuer might wish to sell securities to unaccredited investors who have a
particular interest in the offering, despite the increased burden of making required
disclosures to unaccredited investors.6

The brand-new exemption appears in subsection (c) of New Rule 506,
captioned “Conditions to be met in offerings not subject to limitation on manner of
offering.” It permits general solicitation when an issuer sells exclusively to accredited
investors.  The definition of “accredited investor” has not changed; it still includes
institutions with substantial assets and individuals who meet a minimum income or
minimum net worth test.7  And it continues to include not only persons who fall within
one of the categories of accredited investors listed in the rule, but also to “any person
who . . . the issuer reasonably believes comes within any of the following categories,
at the time of the sale of the securities to that person . . . .”8  The two general
conditions that continue to apply to such sales are integration9 and limitations on
resale.10  The restriction on manner of offering and the information requirements,
however, do not apply.  There are two specific conditions: (1) all purchasers in the
Rule 506(c) offering must be accredited investors, as defined above, and (2) the issuer



11  17 C.F.R. § 506(c)(2)(ii).  According to the Adopting Release, the requirement that the
issuer take reasonable steps to verify accredited investor status “is separate from and independent
of the requirement that sales be limited to accredited investors, and must be satisfied even if all
purchasers happen to be accredited investors.”  Adopting Release at 26. 

12  Section 201(a) (emphasis added).

13  Eliminating the Prohibition Against General Solicitation and General Advertising in Rule
506 and Rule 144A Offerings, SEC Rel. No. 33-9354 (Aug. 29, 2012) (available at
http://www.sec.gov/rules/proposed/2012/33-9354.

14  Proposing Release at 14.  The SEC explained, “We are . . . concerned that a prescriptive
rule that specifies required verification methods could be overly burdensome in some cases . . . and
ineffective in others.”  Id. at 26.
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has a new duty, i.e., “[t]he issuer shall take reasonable steps to verify that purchasers
of securities sold in any offering under paragraph (c) of this section are accredited
investors . . . .”11

In new Rule 506(d), the SEC implements Congress’ directive in the Dodd-
Frank Wall Street Reform and Consumer Protection Act by adopting a “bad actor”
rule that disqualifies certain securities offerings from relying on the exemptions
afforded in Rule 506 based on certain criminal, fraudulent, or other “bad” pre-offering
behavior by an issuer, persons associated with an issuer, or other participants in the
offering. 

§ 7A.2[4] “Reasonable Steps to Verify” Accredited Investor Status

The SEC’s original approach to the “reasonable steps to verify” condition
caused  some consternation among the securities bar, among potential issuers who
wish to take advantage of the new exemption, and among the broker-dealers and
others who assist in offerings.  In the JOBS Act, Congress provided that issuers would
be required “to take reasonable steps to verify that purchasers of the securities are
accredited investors, using such methods as determined by the Commission.”12

However, when it published its proposed rule in August 2012 (“Proposing Release”),13

the SEC provided little guidance; it did not specify what methods an issuer should use
to comply with the verification duty, opting instead for an objective facts-and-
circumstances approach.14  The final rule retains the facts-and-circumstances
approach, termed “Principles-Based Method of Verification,” but supplements it by
adding four non-exclusive, non-mandatory safe harbors.  



15  Adopting Release at 27-28.

16  Rule 501(a), 17 C.F.R. § 230.501(a).

17  Adopting Release at 29-31.
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§ 7A.2[5] Principles-Based Method of Verifying Accredited Investor Status

The Principles-Based Method is a facts-and-circumstances test that applies to
each purchaser and each transaction.  The SEC gives three non-exclusive examples
of relevant factors: “(1) the nature of the purchaser and the type of accredited investor
the purchaser claims to be;” (2) “the amount and type of information that the issuer
has about the purchaser;” and (3) “the nature of the offering, such as the manner in
which the purchaser was solicited to participate in the offering, and the terms of the
offering, such as a minimum investment amount.”15  The Adopting Release then
elaborates on each of these factors, as described below.

Nature of the Purchaser.  Accredited investors vary widely in type.  The term
embraces persons who are accredited investors because of their status, such as
registered broker-dealers and registered investment companies; persons who are
accredited investors because of a combination of their status and the amount of their
total assets, such as government employee benefit plans, business entities, and section
501(c)(3) nonprofit organizations, all of which are accredited investors if they have
total assets in excess of $5 million; and individuals who are accredited investors based
on either their net worth (more than $1 million) or their annual income (more than
$200,000 or, jointly with a spouse, $300,000).16  Different methods would be
appropriate to verify accredited investor status, depending on what type of accredited
investor is involved.  For example, an issuer could verify that a proposed purchaser
is a registered broker-dealer by consulting FINRA’s BrokerCheck website.  But
because of purchasers’ privacy concerns, verifying the accredited investor status of
natural persons whose status depends on their personal wealth will usually be more
complicated than this, and the reasonableness of the verification efforts will likely
depend on other factors.17

Information about the Purchaser.  Issuers’ information about prospective
purchasers may vary widely, and the extent of necessary verification efforts will vary
accordingly.  For example, if an issuer actually knows that the purchaser is an



18  Id. at 31 n.111.  Note that the issuer’s knowledge is measured at the time of the sale.  Even
if the issuer knows that a particular person was accredited at some earlier time, the issuer’s duty to
take reasonable steps to verify requires a determination that he is still accredited.  Note also that it
is the issuer’s knowledge that is crucial; even if the purchaser is in fact an accredited investor, if the
issuer did not have actual knowledge of that status and did not perform a reasonable investigation
to verify that status, the exemption is not available.  See note 11, supra.

19  Adopting Release at 33-34.

20  Id. at 32.

21  Id.

22  Id. at 31.

23  Id. at 32.
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accredited investor, it would not need to undertake verification efforts.18  Where that
is not the case, however, it is clear that more is required than merely having the
prospective investor check boxes on a questionnaire or sign a form representing that
the investor is accredited.19  

The SEC gives examples of what could constitute reasonable verification steps
in different circumstances.  For example, the information might be available in public
filings.  Thus, if the prospective investor is a named executive officer of a company
registered under the Exchange Act, that company’s proxy statement should disclose
that person’s compensation.20  Or if the prospective purchaser is a section 501(c)(3)
organization, its Form 990 series return filed with the IRS will disclose its total
assets.21  

Verification of natural persons’ accredited investor status based on wealth may
be challenging because of individuals’ privacy concerns about disclosing personal
financial information.22  As a practical matter, most verification efforts will be focused
primarily on the prospective investor’s income, because no one other than the investor
himself can attest to his net worth; even though it might be possible to verify the value
of the person’s assets, no one other than the investor himself can conclusively reveal
all of his liabilities.  In attempting to verify income, the issuer may be able to rely on
copies of the prospective investor’s pay stubs for the two most recent years and the
current year.23  Another source of information may be the prospective investor’s tax
returns; if a person is going to lie on his tax returns, he will almost certainly understate



24  Id. at 38.

25  Id. at 39.  The SEC recognizes that, in the future, issuers may be able to rely on
specialized third-party services that (1) verify accredited investor status and (2) permit issuers to
check that status on web-based Rule 506 offering portals.  Id. n.113.

26  Id. at 33.  For example, under Former Rule 506, issuers are permitted to rely on a broker-
dealer’s database of pre-screened accredited investors. The SEC “anticipate[s] that many practices
currently used by issuers in connection with existing Rule 506 offerings will satisfy the verification
requirement for offerings pursuant to Rule 506(c).”  Id. at 35.

27  Id. at 34.

28  Id. at 28.
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his income, not overstate it.  If the prospective investor doesn’t have pay stubs and is
unwilling to hand over his tax returns, the issuer might get information about his
income from third parties.  The non-exclusive safe harbors include verification based
on third parties’ representations, such as attestations by a broker-dealer, attorney, or
accountant.24  Of course, the issuer must have a reasonable basis to rely on the
particular third party’s verification.25

Nature and Terms of the Offering.  How the issuer solicits investors will affect
the reasonableness of the steps it takes to verify accredited investor status.  Where
investors are procured through means directed to the general public, such as a publicly
available website, widely disseminated email, or social media, the issuer will be
required to make more verification efforts than when it solicits new investors from a
database of pre-screened accredited investors that is prepared by a reasonably reliable
third party.26  Moreover, the fact that a purchaser can meet a high minimum
investment amount is relevant to reasonable verification, if the amount is high enough
that only accredited investors could reasonably be expected to meet it and if the issuer
can confirm that the investment is made from the investor’s own funds and is not
being financed by someone else.27 

These factors are interconnected.  The issuer should consider them holistically
and make a judgment as to whether it is reasonably likely that the prospective
purchaser is an accredited investor, and in turn determine the kinds of investigation
needed in order to take reasonable steps to verify that status.28  If the factors
considered together make it highly likely that the prospective purchaser qualifies as



29  Id.

30  Id. at 28-29.

31  Id. at 34.

32  These safe harbors are not available if the issuer has actual or constructive knowledge that
the purchaser is not an accredited investor.  Id. at 35-36.
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an accredited investor, the verification steps required would be fewer, but if the factors
considered together are not so probative, more verification will be required.29 

Whatever steps the issuer takes to verify accredited investor status, it is crucial
that the issuer document that investigation and keep records of the steps taken.  As is
the case with respect to all exemptions, the issuer, as the person relying on the
exemption to excuse the obligation to register the offering under section 5, has the
burden of establishing that all the terms and conditions of the exemption have been
met.30  

§ 7A.2[6] Safe Harbors for Verifying Accredited Investor Status

The proposed rule provided for only the principles-based approach to
verification.  Some commenters objected, urging the SEC to prescribe specific
methods of verification in order to give issuers clarity about how to comply with the
reasonable investigation requirement or to protect investors.31  The SEC declined to
mandate specific verification methods.  However, it created four specific non-
exclusive non-mandatory ways of verifying accredited investor status for natural
persons.32 

§ 7A.2[6][A] Verifying Accredited Investor Status Based on Income

An issuer can satisfy the reasonable verification requirement for a natural
person whose status depends on his or her income by reviewing copies of any IRS tax
form that reports income for the two most recent years.  The acceptable forms include,
but are not limited to, a Form W-2 (“Wage and Tax Statement”), Form 1099 (reports
various types of income), Schedule K-1 of Form 1065 (“Partner’s Share of Income,
Deductions, Credits, etc.”), and a copy of a filed Form 1040 (“U.S. Individual Income
Tax Return”).  In addition, the issuer must get a written representation from the
prospective investor that he or she reasonably expects to reach the qualifying income



33  Id. at 36-37.
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level during the current year.  If the prospective investor qualifies as an accredited
investor based on joint income with his or her spouse, the issuer must review tax
forms for and get a written representation from the spouse, too.33

§ 7A.2[6][B] Verifying Accredited Investor Status Based on Net Worth

An issuer can satisfy the reasonable verification requirement for a natural
person whose status depends on his or her net worth by reviewing one or more of the
following types of documents, dated within the prior three months:  

For assets: bank statements, brokerage statements and other statements of
securities holdings, certificates of deposit, tax assessments, and appraisal
reports issued by independent third parties.

For liabilities: a consumer report (aka credit report) from one or more of the
nationwide consumer reporting agencies (for example, Equifax, TransUnion,
and Experion).

In addition, the issuer must obtain a written representation from the prospective
investor that he or she has disclosed all liabilities necessary to make a determination
of net worth.  If the prospective investor qualifies as an accredited investor based on
net worth jointly with his or her spouse, the issuer must review documentation for and
get a written representation from the spouse, too.

§ 7A.2[6][C] Verifying Accredited Investor Status by Third-Party
Representations

 
An issuer can satisfy the reasonable verification requirement for a natural

person (whether that person’s status is based on income, net worth, or some other
ground) by obtaining a written confirmation from a third party that the third party has
taken reasonable steps to verify within the prior three months that (1) the prospective
investor is an accredited investor and (2) the third party has determined that the
prospective investor is an accredited investor.  There are four categories of third
parties on whose confirmation the issuer may rely: (1) registered broker-dealers, (2)
SEC-registered investment advisers, (3) licensed attorneys, and (4) certified public



34  Id. at 39.

35  Id. at 41.

36  Id.

37  Id.

38  17 C.F.R. § 230.501(a).
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accountants.  Depending on the circumstances, an issuer may be entitled to rely on a
third party who does not fall within one of these four categories if that third party
“takes reasonable steps to verify that purchasers are accredited investors and has
determined that such purchasers are accredited investors, and the issuer has a
reasonable basis to rely on such verification.”34  Obviously, the availability of the safe
harbor is potentially subject to doubt if the issuer relies on a non-listed third-party
verification.

§ 7A.2[6][D] Verifying Accredited Investor Status of Investors in Rule 506
Offerings Predating Rule 506(c)

The SEC recognized that an accredited investor who purchased securities in an
issuer’s Former Rule 506 offering before the effective date of New Rule 506 would
likely participate in any subsequent offering by the same issuer in reliance on the
investor’s pre-existing relationship with the issuer.35  For that reason, Rule 506(c)
allows an issuer to verify accredited investor status of such a prior investor by
obtaining a self-certification at the time of sale that he or she is an accredited investor
at the time of sale.36  However, this rule does not apply to existing investors who were
not accredited investors at the time of the Former Rule 506 offering.37

§ 7A.2[7] Relationship Between “Reasonable Belief” and “Reasonable Steps to
Verify”

The definition of accredited investor under Rule 501(a) expressly includes “any
person . . . who the issuer reasonably believes” falls within one or more of the
categories of accredited investors.38  This standard is not changed by the requirement



39  Adopting Release at 41-44.

40  Id. at 43-44.  

41  17 C.F.R. § 230.144(a)(3)(ii).

42  17 C.F.R. § 230.144(a)(3)(i) (emphasis added).

43  15 U.S.C. § 77d(b) (1st version); see Adopting Release at 13-14 n.38.

With respect to Congress’ pronouncement that an offering made by general advertising or
general solicitation is not a public offering, one is reminded of Lewis Carroll’s THROUGH THE

LOOKING GLASS, the sequel to ALICE IN WONDERLAND, in which the following exchange takes
place:
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under Proposed Rule 506(c) that the issuer take “reasonable steps to verify” that all
purchasers are accredited investors.39  The SEC explains that

we . . . recognize that a person could provide false information or
documentation to an issuer in order to purchase securities in an offering made
under new Rule 506(c).  Thus, even if an issuer has taken reasonable steps to
verify that a purchaser is an accredited investor, it is possible that a person
nevertheless could circumvent those measures.  If a person who does not meet
the criteria for any category of accredited investor purchases securities in a
Rule 506(c) offering, we believe that the issuer will not lose the ability to rely
on Rule 506(c) for that offering, so long as the issuer took reasonable steps to
verify that the purchaser was an accredited investor and had a reasonable belief
that such purchaser was an accredited investor at the time of sale.40

§ 7A.2[8] Restricted Securities

Securities issued under Rule 506(c) are restricted securities under Rule
144(a)(3)(ii) as “[s]ecurities acquired from the issuer that are subject to the resale
limitations of Rule 502(d) under Regulation D . . . .”41  Although it is counterintuitive,
the securities are restricted also because they are “[s]ecurities that are acquired directly
or indirectly from the issuer . . . in a transaction or chain of transactions not involving
any public offering . . . .”42  This is because Section 201(b) of the JOBS Act provides
that “[o]ffers and sales exempt under [Rule 506 as amended pursuant to Section 201
of the JOBS Act] shall not be deemed public offerings under the Federal securities
laws as a result of general advertising or general solicitation.”43



“When I use a word,” Humpty Dumpty said, in a rather scornful tone, “it means just
what I choose it to mean, neither more nor less.”

“The question is,” said Alice, “whether you can make words mean so many different
things.”

“The question is,” said Humpty Dumpty, “which is to be master–that’s all.”

44  Adopting Release at 18 n.66.

45  15 U.S.C. § 77q.

46  15 U.S.C. § 78j(b).

47  17 C.F.R. § 240.10b-5.
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§ 7A.2[9] Disclosure of Prescribed Information Not Required

Issuers making offerings under Rule 506(c) are not be required to disclose
prescribed information to purchasers, because all purchasers in a Rule 506(c)
transaction will be accredited investors and therefore outside the scope of the
disclosure requirements of Rule 502(b).44  However, it is likely in practice that issuers
will make written disclosures of material information to investors, despite their
accredited status, so that the issuers can prove that they did not make material
misrepresentations or omissions.  Offerings made under Rule 506(c), like offerings
made under Regulation D generally, remain subject to the antifraud provisions of
section 1745 of the Securities Act and section 10(b)46 and Rule 10b-547 of the Exchange
Act.

The SEC has proposed new rules that would require prescribed legends to
appear in all written general solicitation material.  This proposal is discussed in
Section 7A.2[17][A], infra.

§ 7A.2[10] Using Intermediaries to Find Investors

Issuers commonly use intermediaries to find investors in Regulation D
offerings.  Often registered broker-dealers acting as placement agents serve as
intermediaries.  Sometimes the issuer can use its own officers or employees as
intermediaries, showing a pre-existing relationship with a prospective investor through
those officers or employees.  These “associated persons” of the issuer who engage in
limited sales activities may be excluded from the definition of a broker, and thus not



48  15 U.S.C. § 78o(a)(1).

49  17 C.F.R. § 240.3a4-1.

50  Alan J. Berkeley et al., Roadmap for Undertaking a Private Offering, ALI-ABA Course
of Study, Regulation D Offerings and Private Placements.

51  Id. at 121.  See also Alan J. Berkeley & Barry Spatzer, Use of “Finders” to Locate
Purchasers in Private Placements and Targets or Acquirors in Private M&A Transactions, ALI-
ABA Course of Study, Regulation D Offerings and Private Placements 227 (Mar. 14-16, 2013).

52  The JOBS Act exemption does not affect state law requirements for registration of broker-
dealers, although no doubt state securities regulators will feel pressure to conform their requirements
to the federal standard in order to maximize uniformity between the regulatory schemes.  However,
state regulators have serious concerns about these platforms.  The North American Securities
Administrators Association, in a comment letter dated October 3, 2012, on the Proposing Release,
said

We are concerned with the intrusion of these unregulated platforms into traditional broker-
dealer activities.  These concerns are magnified because the platforms will not be held to
traditional suitability and know-your-customer standards. . . . In addition, the due diligence
that is performed by a platform should be no less rigorous than the reasonable investigation
required of registered broker-dealers.

The President of NASAA, A. Heath Abshure, reiterated this sentiment in a speech made to the
SIFMA Compliance and Legal Society Annual meeting, Mar. 19, 2013: “In my opinion,
encouraging investors to invest without the benefit of broker-dealer expertise is the equivalent of
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required to register as such under the Exchange Act,48 under a safe harbor provided
under Exchange Act Rule 3a4-1,49 so long as they do not receive transaction-based
compensation.50  Alternatively, an issuer may use an unregistered “finder” to find
investors.  A finder is not required to register as a broker-dealer so long as his role is
strictly limited to identifying prospective investors for an issuer.  The finder may not
engage in any other activities characteristic of broker-dealers.  For example, the finder
cannot actively solicit investors or advise investors on the merits of an investment,
cannot participate in negotiations, and cannot receive transaction-based
compensation.51   

The JOBS Act contemplates another kind of intermediary that is exempt from
registration under federal law as a broker-dealer.  The Act provides that offers and
sales of securities under the Rule 506 exemption may be made through internet
platforms52 or other mechanisms that are not required to register as broker-dealers



encouraging people to do their own dental work without the benefit of a dentist.”

53  The statute erroneously refers to registration under section 15(a)(1) of “this Act.”  The
correct reference is to section 15(a)(1) of the Exchange Act, 15 U.S.C. § 78o(a)(1).

54  Section 4(b), 15 U.S.C. § 77d(b).  Note that this exemption is the second of two
subsections erroneously denominated as subsection (b) of section 4.

55  Jumpstart Our Business Startups Act Frequently Asked Questions About the Exemption
from Broker-Dealer Registration in Title II of the JOBS Act, Questions 1, 2 (Feb. 5, 2013)
(hereinafter “FAQs”).  Note that there is an established procedure by which Rule 506(b) private
placements can be made through an internet platform that restricts access to offerings solely to
accredited investors.  See no-action letters IPONet (July 26, 1996) and Lamp Technologies, Inc.
(May 29, 1998).

56  15 U.S.C. § 77d(b)(1).
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under the 1934 Act,53 provided that certain conditions are met.54  The conditions are
designed to ensure that the platform does not perform many functions characteristic
of broker-dealers.  This broker-dealer registration exemption does not depend on SEC
rulemaking; the statute is self-executing.55  

If the conditions of the statute are met, a person is not required to register as a
broker-dealer 

solely because–
(A) that person maintains a platform or mechanism that permits the offer,

sale, purchase, or negotiation of or with respect to securities, or permits general
solicitations, general advertisements, or similar or related activities by issuers
of such securities, whether online, in person, or through any other means;

(B) that person or any person associated with that person co-invests in
such securities; or

(C) that person or any person associated with that person provides
ancillary services with respect to such securities.56

The term “ancillary services” is defined quite narrowly to mean (1) due diligence
services that do not involve separately compensated investment advice or
recommendations to issuers or investors and (2) the furnishing of standardized
documents to issuers and investors, if the person in question does not negotiate terms



57  15 U.S.C. § 77d(b)(3).

58  The SEC staff takes the view that the prohibition on compensation is not limited to
transaction-based compensation, rather interpreting it broadly “to include any direct or indirect
economic benefit to the person or any of its associated persons,” although profits made from co-
investment in the securities would be allowed.  FAQs, supra note 55, Question 5. 

59  15 U.S.C. § 77d(b)(2).  The last condition erroneously contains a cross-reference to
section 3(a)(39) “of this Act.”  The correct reference is to section 3(a)(39) of the Exchange Act.

60  FAQs, supra note 55, Question 6.

61  Disqualification of Felons and Other “Bad Actors” from Rule 506 Offerings, SEC Rel.
No. 33-9414 (July 10, 2013) (“Bad Actor Adopting Release”).  The Dodd-Frank Wall Street Reform
and Consumer Protection Act § 926 required the SEC to adopt disqualification rules for Rule 506
that are substantially similar to the bad actor disqualification rules of Rule 262 of Regulation A.
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on behalf of third parties and if issuers are not required, as a condition of using the
service, to use the standardized documents.57  

There are three conditions that must be satisfied for the broker-dealer
registration exemption.  The person in question, and any other person associated with
him (or it), (1) cannot receive compensation in connection with the purchase or sale
of the security;58 (2) cannot have possession of customer funds or securities in
connection with the purchase or sale of the security; and (3) cannot be subject to, or
associated with a person subject to, a statutory disqualification involving a number of
regulatory or statutory violations.59  The SEC staff believes that the prohibition on
compensation means that, as a practical matter, it is unlikely that a person outside the
venture capital field will be able to use the exemption from broker-dealer
registration.60

§ 7A.2[11] “Bad Actor” Disqualification

On July 10, 2013, in addition to adopting Rule 506(c), the SEC adopted a new
Rule 506(d) providing that securities offerings involving certain “Felons and Other
‘Bad Actors’” cannot be made in Rule 506 offerings.61 Under Rule 506(d), an issuer
is disqualified from using a Rule 506 exemption if the issuer or certain other persons
associated with the offering has a “disqualifying event.”  Rule 506(d) applies only to
disqualifying events that occur after the new rule becomes effective.  However,



62  Bad Actor Adopting Release at 28.
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disqualifying events that occur prior to that date must be disclosed to all of the
purchasers in the Rule 506 offering.

The disqualification provisions of Rule 506(d) apply to the following persons
(“covered persons”):

• the issuer and any predecessor of the issuer or affiliated issuer;

• any director, executive officer, other officer participating in the offering,
general partner or managing member of the issuer;

• any beneficial owner of 20% or more of the issuer’s outstanding voting
equity securities, calculated on the basis of voting power;

• any investment manager to an issuer that is a pooled investment fund and
any director, executive officer, other officer participating in the offering,
general partner or managing member of any such investment manager,
as well as any director, executive officer or officer participating in the
offering of any such general partner or managing member;

• any promoter connected with the issuer in any capacity at the time of the
sale;

• any person who has been or will be paid (directly or indirectly)
remuneration for solicitation of purchasers in connection with sales of
securities in the offering . . . ; and

• any director, executive officer, other officer participating in the offering,
general partner, or managing member of any such compensated
solicitor.62

The list of disqualifying events under Rule 506(d) is long and detailed.  By way
of illustration, the events include, inter alia,



63  Adopting Release at 19.
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• criminal convictions (felony or misdemeanor) of the issuer within the
past five years, or of other covered persons within the past 10 years, in
connection with the purchase or sale of any security;

• court injunctions and restraining orders within the past five years relating
to securities transactions;

• final orders entered within the past 10 years by state banking, credit
union, and insurance regulators and by federal banking regulators based
on any law or regulation that prohibits fraudulent, manipulative, or
deceptive conduct; 

• SEC disciplinary orders that, at the time of the sale, suspend or revoke
a person’s registration as a broker, dealer, municipal securities dealer, or
investment adviser;

• stop orders or orders suspending the Regulation A exemption within the
past five years; and

• U.S. Postal Service false representation orders within the past five years.

Rule 506(d) contains an exception for disqualification where the issuer
establishes that it did not know and, in the exercise of reasonable care, could not have
known that a disqualification existed.  The exception is available only if the issuer
conducts a factual inquiry as to the existence of disqualifying events before
commencing the Rule 506 offering.

§ 7A.2[12] Transition Matters Relating to Rule 506(c)

If an issuer has commenced an offering under Rule 506 before the effective date
of Rule 506(c), after the effective date the issuer can elect either to continue the
offering without general solicitation under Rule 506(b) or to employ general
solicitation and claim the exemption of Rule 506(c).63  If the issuer chooses the latter
course, any general solicitation that occurs after Rule 506(c)’s effective date will not



64  Id.

65  Id. at 46.  The SEC elaborates: “That is, the purchasers became interested in the offering
because of, or through, the general solicitation, and not through some means other than the general
solicitation, such as through a substantive, pre-existing relationship with the company or direct
contact by the company or its agents outside of the general solicitation.”  Id. at 46 n.142.

66  Id. at 53-54.

67 Robert N. Rapp, JOBS Act Exemption from Broker-Dealer Registration in Rule 506
Offerings, ALI-ABA Course of Study, Regulation D Offerings and Private Placements 197, 198-99
(Mar. 14-16, 2013).
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affect the exempt status of securities offered and sold prior to that effective date in
reliance on Former Rule 506.64

However, if, after the effective date, an issuer makes a general solicitation to
purchasers in the offering, it cannot thereafter claim the Rule 506(b) exemption with
respect to the same offering.65  On the other hand, logically, an issuer who commences
an offering under Rule 506(b) and thereafter employs general solicitation is eligible
to claim the Rule 506(c) exemption for the entire offering.

In the Adopting Release, the SEC also makes some technical and conforming
amendments to other rules in Regulation D in order to make them consistent with New
Rule 506.66

§ 7A.2[13] Attractive Features of the Rule 506(c) Exemption

The blockbuster advantage of the proposed Rule 506(c) exemption is its license
to raise capital by general solicitation.  Potential marketing techniques are legion,
ranging from offerings to persons who stand in some kind of relationship to the issuer
(existing security holders, employees, customers, suppliers, etc.) to offerings made by
publicly available websites, social media, and newspaper and magazine
advertisements; offerings to affinity groups such as university alumni and church
congregations; offerings to credit-card holders, magazine subscribers, and mail-order
catalog shoppers . . . the mind boggles at the possibilities.  One commentator has
characterized the combination of unrestricted internet solicitation and the
establishment of web-based platforms to facilitate transactions as “effectively
amounting to accredited investor crowdfunding.”67



68  See Chapter 9 in main text.

69  15 U.S.C. § 77l(a)(1).

70  15 U.S.C. § 78j(b), 17 C.F.R. § 240.10b-5.

71  513 U.S. 561 (1995).

72  15 U.S.C. § 77d(b).

73  See discussion at Section 7A.5, infra.
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Otherwise, the Rule 506(c) exemption shares the same advantages as the  Rule
506(b) exemption.  There is no ceiling on the amount that an issuer can raise in a Rule
506 offering.  Securities issued under Rule 506(c) are covered securities under
NSMIA,68 which means that there will be no advance review by either the SEC or by
state securities administrators and no need for issuers to worry about registration or
perfecting an exemption in states in which the securities are offered.  Because sales
are limited to accredited investors, there is no requirement that the issuer provide
purchasers with any particular information; the issuer is free to decide what
disclosures are appropriate to make full disclosure and avoid anti-fraud liability.
Moreover, liability exposure to private civil litigation is narrower than exposure in
other kinds of offerings involving general solicitation.  While the issuer is liable for
rescission if it cannot prove the conditions of the exemption are satisfied,69 and is
liable for intentional or reckless fraud,70 it is not subject to liability for negligent
misrepresentation.  This is because Gustafson v. Alloyd71 held that section 12(a)(2)
liability for negligent misrepresentation does not apply to non-public offerings under
section 4(a)(2), and the JOBS Act explicitly provides that “[o]ffers and sales exempt
under Rule 506 (as revised pursuant to section 201 of the Jumpstart Our Business
Startups Act) shall not be deemed public offerings under the Federal securities laws
as a result of general advertising or general solicitation.”72  Finally, an issuer that sells
securities under the proposed Rule 506(c) exemption does not have to register under
the 1934 Act until it has met the increased threshold of 2,000 shareholders of record
(or 500 shareholders of record who are not accredited investors).73  That means that
many more companies can and will remain private permanently, without any required
public disclosures or prescribed periodic reporting to their shareholders.

The combination of these advantages likely outweighs any uncertainty an issuer
might have respecting its “reasonable investigation” duty.   It seems safe to predict



74  Adopting Release at 47.

75  The exclusions are found in sections 3(c)(1) and 3(c)(7) of the Investment Company Act,
15 U.S.C. § 80a-3(c)(1), (c)(7).  Under section 3(c)(1), an issuer is not within the definition of
“investment company” if its outstanding securities (other than short-term paper) are not beneficially
owned by more than 100 beneficial owners, and if the issuer is not making and does not presently
propose to make a public offering of its securities.  Adopting Release at 47.  Under section 3(c)(7)
an issuer is not within the definition of “investment company” if its outstanding securities are owned
exclusively by persons who, at the time they acquire those securities, are 
“qualified purchasers” under section 2(a)(51) of the Investment Company Act, 15 U.S.C. § 80a-
2(a)(51), and if the issuer is not making and does not presently propose to make a public offering
of its securities.  Adopting Release at 47-48.

76  Adopting Release at 48.

77  17 C.F.R. § 230.507.
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that the exemption will accomplish at least one of Congress’ objectives in enacting the
JOBS Act: to lower the cost to businesses of raising capital.  It is to be hoped that it
will also result in Congress’ second objective–job creation.

§ 7A.2[14] Specific Issues for Private Funds

Private funds, including hedge funds, venture capital funds, and private equity
funds, have typically conducted exempt private placements under section 4(a)(2) and
Former Rule 506.74  This practice has also enabled private funds to rely on exclusions
from the definition of “investment company” under the Investment Company Act,75

thereby escaping substantially all of the requirements of that Act.  The SEC has
announced that private funds may make offerings by general solicitation without
losing either exclusion under the Investment Company Act.76

§ 7A.2[15] Revisions to Form D

Rule 503 of Regulation D requires the issuer to file a notice of sale on Form D
no later than 15 calendar days after the first sale of securities in the offering.  Filing
the Form D is not a condition of the exemption; the exemption is not lost if the issuer
fails to file, although the SEC may take action to bar the issuer from using the
Regulation D exemption in the future.77  This continues to be the case for offerings
under Rule 506(c).  The new rule revises Form D to require the issuer to check a box
indicating whether it is relying on the Rule 506(b) exemption or on the Rule 506(c)



78  Adopting Release at 46.  The current check box for Rule 506 is renamed “Rule 506(b),
and the current check box for section 4(5) is renamed “Section 4(a)(5).”  An issuer is not permitted
to check both the Rule 506(b) and Rule 506(c) boxes at the same time for the same offering.  Id.

79 Disqualification of Felons and Other “Bad Actors” from Rule 506 Offerings, SEC Rel. No.
33-9414 (July 10, 2013), at 81.

80  17 C.F.R. § 230.144A.

81  15 U.S.C. § 77d(a)(2).
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exemption.78  The issuer is permitted to check only one box for the same offering. The
practical effect is that the issuer must elect, before commencing the offering, whether
to proceed with or without general solicitation (and, if the former, with the restriction
to sales to only accredited investors and the reasonable investigation obligation).

In addition to the addition of the Rule 506(c) election box, the SEC amended
the signature block of Form D to contain a certification by the issuer that the offering
is not disqualified from reliance on Rule 506 because of the “bad actor” provisions of
Rule 506(d).79

Caveat: The SEC has proposed further and substantial changes to Form D.  See
Section 7A.2[17][B], infra.

§ 7A.2[16] Parallel Changes to Rule 144A

As discussed in Section 8.4 of the main text, Rule 144A80 exempts private
resales of restricted securities to large institutional investors called “qualified
institutional buyers” (“QIBs”).  In the typical Rule 144A offering, an issuer (often a
foreign bank) sells securities (usually debt offerings) in a private placement exempt
under section 4(a)(2)81 of the Securities Act or under existing Rule 506 to a broker-
dealer.  The broker-dealer, in turn, immediately resells the securities to one or more
QIBs.  Section 201(a)(2) of the JOBS Act directs the SEC to revise Rule 144A(d)(1)
to provide that securities sold under the exemption may be offered to persons other
than QIBs, including offerings made by general solicitation or general advertising, so
long as the securities are sold only to QIBs and persons whom the seller reasonably
believes to be QIBs.  The SEC carried out this directive by amending Rule 144A(d)(1)
to provide that resales of securities under Rule 144A can be made using general



82  Adopting Release at 54-55.

83  This chapter does not discuss the particular impact of the proposed rule changes on private
fund issuers.

84  New Proposing Release at 87.

85  Id. at 89.

86  Id.
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solicitation, provided that all the securities are sold to a QIB or to a purchaser that the
seller and any person acting on the seller’s behalf reasonably believe is a QIB.82

§ 7A.2[17] New Proposed Rule Changes Affecting Rule 506

Because the SEC anticipates that the elimination of the prohibition against
general solicitation in offerings under Rule 506(c) will lead to significant changes in
that market, and because it is concerned about the potential for investors to be
defrauded, the SEC is proposing a number of changes to Rule 506 and Form D that
will enable it to monitor the Rule 506 market.  The new proposed rules are announced
and described in “Amendments to Regulation D, Form D and Rule 156 under the
Securities Act,” SEC Rel. No. 33-9416 (July 10, 2013) (“New Proposing Release”).83

They affect both general solicitation literature and disclosures on Form D.

§ 7A.2[17][A] Proposed Rules Affecting General Solicitation Literature

The proposed rules will have their major impact on general solicitation
literature in two ways:

Temporary Requirement to Submit General Solicitation Materials Privately to
the SEC.  The SEC is proposing a new Rule 510T that would require issuers, on a
temporary (two-year) basis, to submit any written general solicitation materials used
in their offerings under Rule 506(c) to the SEC by the date that these materials are
first used.84  The materials will be submitted through an intake page on the SEC’s
website, not by EDGAR, and they will not be available to the public.85 The materials
will not be treated as “filed” or “furnished” under the Securities Act or the Securities
Exchange Act and will not be subject to the liability provisions of those Acts.86  An



87  Id. at 90.

88  Id. at 62-65.

89  Proposed Rule 509(b), (c) contain additional requirements for private funds.
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issuer who fails to comply would be disqualified from relying on Rule 506 for future
offerings if it has been previously enjoined for failure to comply with Rule 510T.87

New Required Legends and Disclosures in General Solicitation Materials.  
The SEC is proposing a new Rule 509 that would require issuers to place legends in
general solicitation materials used in a Rule 506(c) offering.88  Proposed Rule 509,
insofar as it affects all issuers,89 provides that:

§ 230.509 Required Legends and Other Disclosures.

(a) Required legends.  An issuer shall include, in a prominent manner, the
following legends in any written communication that constitutes a general
solicitation or general advertising in any offering conducted in reliance on 
§ 230.506(c):

(1)  The securities may be sold only to “accredited investors,” which for
natural persons are investors who meet certain minimum annual income or net
worth thresholds;

(2)  The securities are being offered in reliance on an exemption from the
registration requirements of the Securities Act and are not required to comply
with specific disclosure requirements that apply to registration under the
Securities Act;

(3)  The Commission has not passed upon the merits of or given its
approval to the securities, the terms of the offering, or the accuracy or
completeness of any offering materials;

(4) The securities are subject to legal restrictions on transfer and resale
and investors should not assume they will be able to resell their securities; and



90  New Proposing Release at 170-71.

91  Id. at 19.

92  The following list is a direct quotation from the New Proposing Release. Quotation marks
are omitted for the sake of readability.  Footnotes are omitted.
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(5) Investing in securities involves risk, and investors should be able to
bear the loss of their investment.90

§ 7A.2[17][B] Proposed Rules Affecting Form D

The proposed rules would affect Form D by requiring an earlier filing of the
initial Form D, requiring a final amendment to Form D after the offering is terminated,
expanding the information requirements in Form D, and disqualifying issuers from
using Rule 506 for future offerings if they fail to comply with the new rules.91

Specifically, the rules would provide that the issuer file an initial Form in advance of
the offering (“Advance Form D”) and a final amendment to the Form D after the
termination of the offering.  In addition, the rules would add six new disclosure items
to the Form D.

The issuer would be required to file the Advance Form D at least 15 calendar
days before commencing general solicitation for the offering.  It would contain the
following disclosures92:

• Item 1.  Basic identifying information on the issuer;

• Item 2.  Information on the issuer’s principal place of business and
contact information;

• Item 3. Information on related persons;

• Item 4.  Information on the issuer’s industry group;

• Item 6.  Identification of the exemption or exemptions being claimed for
the offering;

• Item 7.  Indication of whether the filing is a new filing or an amendment;



93  New Proposing Release at 20.

94  Id.

95  Id. at 26.

96  Id. at 28.

97  Id. at 29.

98  The following list is a direct quotation from the New Proposing Release. Quotation marks
are omitted for the sake of readability.  Footnotes are omitted.
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• Item 9.  Information on the type(s) of security to be offered;

• Item 10.  Indication of whether the offering is related to a business
combination;

• Item 12.  Information on persons receiving sales compensation;

• Item 16.  Information on the use of proceeds from the offering.93

The issuer would remain subject to the requirement that it provide the
remaining information required by Form D within 15 calendar days after the date of
the first sale of securities in the offering.94

The issuer would be required to file a final amendment to Form D no later than
30 calendar days after the termination of any offering conducted in reliance on Rule
506.95  This requirement would apply to offerings made under either Rule 506(b) or
Rule 506(c).96  The triggering date is that on which the final sale of securities in the
offering is made or that on which the issuer determines to abandon the offering.97

The rules add new Items 17-22 to the Form D, requiring the issuer to provide
additional information with respect to offerings made under Rule 506.  The additional
information is98:

• the number and types of accredited investors that purchased securities in
the offering (e.g., natural persons who qualified as accredited investors
on the basis of income or net worth);
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• if a class of the issuer’s securities is traded on a national securities
exchange, ATS or any other organized trading venue, and/or is registered
under the Exchange Act, the name of the exchange, ATS or trading
venue and/or the Exchange Act file number and whether the securities
being offered under Rule 506 are of the same class or are convertible into
exercisable or exchangeable for such class;

• if the issuer used a registered broker-dealer in connection with the
offering, whether any general solicitation materials were filed with
FINRA;

• in the case of a pooled investment fund advised by investment advisers
registered with, or reporting as exempt reporting advisers to, the
Commission, the name and SEC file number for each investment adviser
who functions directly or indirectly as a promoter of the issuer;

• for Rule 506(c) offerings, the types of general solicitation used or to be
used (e.g., mass mailings, emails, public websites, social media, print
media and broadcast media); and

• for Rule 506(c) offerings, the methods used or to be used to verify
accredited investor status (e.g., principles-based method using publicly
available information, documentation provided by the purchaser or a
third party, reliance on verification by a third party, or other sources of
information; one of the methods in the non-exclusive list of verification
methods in Rule 506(c)(2)(ii); or another method).

§ 7A.3 The Crowdfunding Exemption

“Crowdfunding” refers to a relatively recent development in project financing.
It originated with persons seeking funding for artistic, charitable, or other non-profit
projects.  They used the internet, typically through social media such as Facebook,
Twitter, and LinkedIn, to solicit small contributions from a virtually limitless number
of individual funders.  The practice expanded to include solicitations to fund small,
start-up businesses.  Internet platforms such as kickstarter.com emerged to publicize
projects seeking to raise capital through crowdfunding.  Many projects offer investors
a prize or reward for their contributions–a tote bag or a sample of a “product” the
project expects to generate–a CD, an invitation to the opening of an art installation,



99 Title III of the JOBS Act is the Capital Raising Online While Deterring Fraud and
Unethical Non-Disclosure Act of 2012, or the “CROWDFUND Act.”

100  15 U.S.C. § 77d(a)(6).

101  15 U.S.C. § 77d-1.

102  Section 304(b) of the JOBS Act defines “funding portal” as

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) [the crowdfunding exemption] . .
. , that does not–

(A) offer investment advice or recommendations;
(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.

15 U.S.C. § 78c(a)(80).  JOBS Act section 304(a)(1) gives the SEC regulatory authority over
funding portals and directs it by rule to exempt registered funding portals from the requirement to
register as a broker or dealer, subject to requirements that the SEC determines to be appropriate. 15
U.S.C. § 78c(h).
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or a box of candy, for example.  However, where what is offered is a share of the
profits of a projected business enterprise, it is very likely a non-exempt, illegal
offering of a security.

The JOBS Act adds two new provisions to the Securities Act that will exempt
crowdfunding offerings from the registration requirement of section 5.99  Section
4(a)(6)100 creates the exemption itself.  New section 4A101 regulates issuers and
intermediaries called “funding portals.”102  The crowdfunding exemption is not self-
executing; it will not be available until the SEC promulgates regulations implementing
it.  The JOBS Act directed the SEC to make those rules by December 31, 2012, but
the SEC missed that deadline and has not yet even issued proposed rules.  Until there
are final rules, there is no crowdfunding exemption, although there have been and
continue to be many offerings made purportedly under the exemption.



103  15 U.S.C. § 77d-1(f).

104  15 U.S.C. § 77r(b)(4)(C).

105  15 U.S.C. § 77r(c)(1).

106  15 U.S.C. § 77r(c)(2).  In addition, either the SEC or the intermediary must provide all
state securities commissions the information that issuers are required to disclose to the SEC,
investors, and intermediaries.  15 U.S.C. § 77d-1(d).  The information that issuers are required to
provide is described in Section 7A.3[3], below.

107  15 U.S.C. § 77d(a)(6)(C).  The broker-dealer or funding portal must be registered both
with the SEC and with “any applicable self-regulatory organization.” 15 U.S.C. § 77d-1(a)(1), (2).
FINRA is the self-regulatory organization governing broker-dealers, and it appears that FINRA will
also be the self-regulatory organization governing funding portals.

108  15 U.S.C. § 77d-1(b)(2).  Moreover, the issuer cannot compensate any person to promote
its offerings through communication channels provided by the broker or funding portal without
ensuring, by methods the SEC shall by rule require, that the person disclose the compensation with
each promotional communication.  15 U.S.C. § 77d-1(b)(3).
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The crowdfunding exemption is available only to non-reporting companies
(companies not required to file reports under the Exchange Act).  It is limited to
domestic issuers and is not available to investment companies.  The SEC has authority
to impose other limitations on the kinds of issuers that may use the exemption.103

Securities that are issued under the crowdfunding exemption are covered
securities under NSMIA.104  This means that the states cannot impose registration
requirements on crowdfunding securities.  However, the states retain jurisdiction to
investigate and bring enforcement actions for fraud or for unlawful conduct by a
broker, dealer, funding portal, or issuer in connection with a crowdfunding offering.105

In addition, the state can require that any document that is filed with the SEC also be
filed with the state for notice purposes, and the state can collect a fee.106 

In order to protect investors from being flooded with marketing materials for
crowdfunding offerings, the JOBS Act forbids issuers to make the offerings
themselves.  Crowdfunding offerings must be made through an intermediary that must
be either a registered broker-dealer or a registered “funding portal,” a new
class of intermediary specifically described by the JOBS Act.107  The Act expressly
forbids issuers to advertise the offering except by notices that direct potential investors
to the intermediary.108  



109  15 U.S.C. § 77d(a)(6)(A).  The JOBS Act requires the SEC to adjust the $1 million limit
at least once every five years to reflect any change in the Consumer Price Index.  15 U.S.C. § 77d-
1(h)(1).

110  For purposes of the crowdfunding exemption, “issuer” includes “all entities controlled
by or under common control with the issuer.”  15 U.S.C. § 77d(6).

111  The condition is worded as follows: “the aggregate amount sold to all investors by the
issuer, including any amount sold in reliance on the exemption provided under this section during
the 12-month period preceding the date of such transactions, is not more than $1,000,000 . . . .” 15
U.S.C. § 77d(6)(A) (emphasis added).  The aggregate amount would not take into account amounts
raised in registered public offerings, because if the issuer had made a registered public offering, it
would become a reporting company and therefore ineligible to take advantage of the crowdfunding
exemption.  15 U.S.C. §§ 77d-1(f)(2), 78o(d)(1).

112  Current Regulation A limits the aggregate offering price to $5 million, less amounts sold
under previous Regulation A exempt offerings within the past 12 months. 17 C.F.R. § 230.251(b).
The new “Regulation A+” exemption mandated by the JOBS Act (discussed in section 7A.4, below)
limits the aggregate offering price to $50 million, again measured by subtracting amounts sold under
previous Regulation A+ exempt offerings within the past 12 months.  15 U.S.C. § 77c(b)(2)(A).

113  Rules 504 and 505 calculate their respective aggregate offering price limits ($1 million
and $5 million, respectively) by subtracting amounts sold in the past 12 months in offerings made
under exemptions under section 3(b) and amounts sold in violation of section 5(a).  17 C.F.R. §§
230.504(b)(2), 230.505(b)(2)(i).
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The remaining principal conditions of the crowdfunding exemption are
discussed below.

§ 7A.3[1] Limitation on Aggregate Offering Amount to $1 Million

There is an aggregate $1 million cap that an issuer can raise by crowdfunding
offerings in any 12-month period.109  The $1 million cap is measured by adding (1) the
amount sold by the issuer110 in the particular sale in question to (2) the amount sold
by the issuer to all investors in other crowdfunding or other exempt transactions
during the 12-month period preceding the date of the current transaction.111 

Amounts raised under the crowdfunding exemption will not be counted for
purposes of calculating the limits on aggregate offering amounts under Regulation
A112 or Rules 504 and 505 of Regulation D.113  In other words, the amount raised by



114  The JOBS Act requires the SEC to adjust these amounts at least once every five years to
reflect any change in the Consumer Price Index.  15 U.S.C. § 77d-1(h)(1).

115 15 U.S.C. § 77d(a)(6)(B)(i).

116  15 U.S.C. § 77d(a)(6)(B)(ii).  These provisions are poorly drafted. For example, what if
the investor’s annual income is $100,000, thereby falling into the first category, so that the $2,000
limit would apply, but his net worth is $110,000, thereby falling into the second category, so that
the limit would be $11,000?

Income and net worth are to be calculated in the same way that income and net worth are
calculated for accredited investors.  15 U.S.C. § 77d-1(h)(2).  This means, among other things, that
income is measured by the investor’s gross income without deductions for taxes or living expenses,
and that the equity value of the investor’s home is excluded from the net worth calculation.  See 17
C.F.R. § 230.501(a).

117  Section 4A(a)(8), 15 U.S.C. § 77d-1(a)(8), establishes the limitations to apply to all
investments made in all crowdfunding offerings in a 12-month period.
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crowdfunding does not decrease the amount that the issuer can raise by offerings
exempt under these other rules.

§ 7A.3[2] Restrictions on Amounts Invested

Most new businesses fail, and investors in those businesses frequently lose all
the money they invested.  Many investors in crowdfunding offerings will be of modest
means.  Recognizing this, Congress attempts to prevent investors from losing large
sums of money by restricting the amounts that an investor can invest in any 12-month
period.114  The investor is limited to investing during that 12 months an aggregate of
“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.”115  The investor is limited to investing an aggregate of  “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.”116  The aggregate caps apply to all
crowdfunding purchases the investor has made in a 12-month period.117  By its terms,
the aggregate limit does not include amounts invested in securities issued in registered
offerings or in offerings exempt under some other statute or rule.



118  15 U.S.C. § 77d-1(b)(1).  The Act does not say when the issuer is required to file these
disclosures with the SEC.  However, the Act requires that the intermediary (broker or funding portal)
make the issuer’s disclosures “available” to the SEC and to potential investors at least 21 days
before the first day on which the securities are sold (the SEC has authority to change the time limit).
15 U.S.C. § 77d-1(a)(6).

119  15 U.S.C. § 77d-1(b)(4).

120  15 U.S.C. § 77d-1(b)(5).

121  15 U.S.C. § 77d-1(b)(1)(D).

122  Id.
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§ 7A.3[3] Issuer Disclosure Requirements

The issuer must file disclosures of financial and other information with the
SEC, provide them to investors and intermediaries, and make them available to
potential investors.118  In addition, subject to SEC rules, the issuer has periodic
reporting requirements.119  Finally, the SEC has broad authority to make other
requirements for the protection of investors and in the public interest.120

§ 7A.3[3][A] Financial Statements

Financial disclosures are scaled according to the aggregate amount of the
offering made under the crowdfunding exemption.  The aggregate amount for this
purpose is calculated by adding the target offering amounts of all offerings made
under the crowdfunding exemption during the preceding 12-month period.121

Specifically:

If the aggregate target offering amount is $100,000 or less, the issuer must
provide (1) its income tax returns filed for the most recently completed year (if there
are any) and (2) financial statements that are certified by the issuer’s principal
executive officer “to be true and complete in all material respects.”122

If the aggregate target offering amount is more than $100,000 but not more than
$500,000, the issuer must provide financial statements reviewed by an independent



123  Id.

124  Id.
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public accountant.  The accountant must use professional standards and procedures
for the review, or standards and procedures required by SEC rules.123

If the aggregate target offering amount is more than $500,000, the issuer must
provide audited financial statements.  (The JOBS Act gives the SEC the authority to
make rules keying the audited financial statements to some other offering amount.)124

As a practical matter, many small start-up ventures will not be able to pay for
audited financial statements.  Thus, the effect of this requirement will likely be to
restrict many offerings to $500,000 or less.

§ 7A.3[3][B] General Disclosures

In addition to financial statements, the issuer must make detailed disclosures of
material facts about itself and about the offering.  By way of illustration, these include

• the issuer’s name and address (including website address), and the names
of the issuer’s officers, directors, and persons holding more than 20% of
the issuer’s shares;

• a description of the issuer’s business and its business plan;

• a description of the purpose and intended use of the proceeds of the
offering;

• the target offering amount and its deadline, and regular updates about
progress made to meet the target amount;

• the price of the securities or the method by which the price will be
determined, with the proviso that each investor, prior to sale, be given
the final price and all required disclosures in writing, and a reasonable
opportunity to rescind his commitment;



125  15 U.S.C. § 77d-1(b)(1).

126  15 U.S.C. § 77d-1(b)(4).  The SEC is given authority to establish exceptions and
termination dates for these periodic disclosures.  Id.  

127  15 U.S.C. §§ 77d(6)(C), 77d-1(a)(1), (2).  See text at note 68, supra.

128  15 U.S.C. § 77d-1(a)(12).
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• a description of the issuer’s ownership and capital structure, including
terms of the securities being offered and of all other classes of the
issuer’s securities;

• an explanation of how investors’ rights could be limited, diluted, or
qualified by the rights of any other class of the issuer’s securities, or by
the exercise of rights held by principal shareholders;

• an explanation of the risks attendant to a minority ownership interest;

• an explanation of the risks associated with the issuances of additional
shares, a sale of the issuer or of its assets, transactions with related
parties, and any other risks associated with corporate actions; and

• any other information that the SEC may, by rule, prescribe.125

In addition, the issuer must, at least annually, file with the SEC and provide to
investors financial statements and reports of the results of the issuer’s operations,
according to rules to be promulgated by the SEC.126 

§ 7A.3[4] Intermediaries

As mentioned above, crowdfunding offerings must be made through an
intermediary that is either a registered broker or funding portal.127  The Act puts a
great deal of responsibility on the intermediary.  Subject to elaboration and additions
by SEC rules,128 the broker or funding portal is the front line of investor protection.



129  17 C.F.R. § 230.506(b)(2)(ii).

130  15 U.S.C. § 77d-1(a)(3), (4).
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§ 7A.3[4][A]  Investor Education

The JOBS Act, unlike Rule 506, does not require that a crowdfunding investor
be either accredited or that he, either alone or through a purchaser representative, “has
such knowledge and experience in financial and business matters that he is capable
of evaluating the merits and risks of the prospective investment,”129 or that the issuer
reasonably believes this to be the case.  Instead, the JOBS Act mandates that the
intermediary provide to the investor information about the securities and the issuer
(the content to be the subject of a future SEC rule); provide investor-education
material (the standards to be the subject of a future SEC rule); and try to make sure
that the investor understands the risks involved in the investment.  Specifically,

Sec. 4A.  (a) Requirements on intermediaries.–A person acting as an
intermediary in a transaction involving the offer or sale of securities for the
account of others pursuant to section 4(a)(6) shall– . . .
(3) provide such disclosures, including disclosures related to risks and other
investor education materials, as the Commission shall, by rule, determine
appropriate;
(4) ensure that each investor–

(A) reviews investor-education information, in accordance with standards
established by the Commission, by rule;

(B) positively affirms that the investor understands that the investor is
risking the loss of the entire investment, and that the investor could bear such
a loss; and

(C) answers questions demonstrating–
(i) an understanding of the level of risk generally applicable to

investments in startups, emerging businesses, and small issuers;
(ii) an understanding of the risk of illiquidity; and
(iii) an understanding of such other matters as the Commission

determines appropriate, by rule . . . .130

Notice that the intermediary is not required to demonstrate that the investor
understands the risks, but only to show that the investor answered questions that
indicate that he understands.



131  15 U.S.C. § 77d-1(a)(5).

132  15 U.S.C. § 77d-1(a)(6).

133  15 U.S.C. § 77d-1(a)(7).

134  15 U.S.C. § 77d-1(a)(8).
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§ 7A.3[4][B]  Policing Against Fraud

The intermediary has a major role in minimizing the risk that the offering is
tainted by fraud.  Among the Act’s requirements are the following:  

• The intermediary must obtain a background and securities enforcement
regulatory history check on the issuer’s officers, directors, and 20%
shareholders.131

• The intermediary must make available issuer-provided information to the
SEC and to potential investors no later than 21 days before the first day
on which securities are sold to any investor.132

• The intermediary must ensure that offering proceeds are released to the
issuer only when the proceeds of the offering meet or exceed a target
offering amount, and allow all investors to cancel their commitments to
invest.133

§ 7A.3[4][C]  Other Investor Protection Measures

The intermediary has several other obligations designed to protect investors
against loss.  They include:

• The intermediary must make efforts to ensure that the investor has not
exceeded his applicable 12-month investment limitation described in
section 7A.3[2], supra, with respect to all crowdfunding purchases the
investor has made with all issuers.  The Act does not suggest any method
by which the intermediary may discharge this responsibility, but rather
leaves it to the SEC to prescribe by rule.134



135  15 U.S.C. § 77d-1(a)(9).

136  15 U.S.C. § 77d-1(a)(10).

137  15 U.S.C. § 77d-1(a)(11).

138  15 U.S.C. § 77d-1(e).
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• The intermediary must protect the privacy of information provided by
investors.135

• The intermediary is prohibited from compensating promoters, finders, or
lead generators for providing the intermediary with the personal
identifying information of any potential investor (thus, apparently,
leaving the choice of providing this information to the investor
himself).136

• The intermediary must forbid its directors, officers, or partners from
having a financial interest in an issuer using the intermediary’s
services.137

§ 7A.3[5] Restrictions on Resales

Securities issued under the crowdfunding exemption are restricted securities
that cannot be transferred by the purchaser for one year dated from the date of
purchase.  However, the Act sets out four exceptions.  The purchaser can transfer the
securities during that one-year period: (1) to the issuer; (2) to an accredited investor;
(3) as part of a registered public offering of the securities; or (4) to a member of the
purchaser’s family (“or the equivalent”).  In addition, if the purchaser dies or is
divorced, the SEC is given discretion to permit a transfer to someone else.  Finally,
the Act makes clear that the SEC may establish other limitations by rule.138

§ 7A.3[6]  Pending Disqualification Rules for Bad Actors

In section 302(d) of the JOBS Act, Congress directed the SEC to adopt “bad
actor” rules disqualifying miscreant issuers, brokers, or funding portals to offer, effect,
or participate in crowdfunding offerings or transactions.  The disqualifications are to



139  17 C.F.R. § 230.262.

140  Bad Actor Adopting Release, supra note 61, at 12.

141  15 U.S.C. § 77l(a)(1).  See generally main text, section 12.3.

142  15 U.S.C. § 78j(b).  See generally main text, section 12.5.

143  17 C.F.R. § 240.10b-5.

144  15 U.S.C. § 77l(a)(1).  Liability extends to any person who “controls” a person liable
under section 12.  15 U.S.C. § 77o(a).

145  15 U.S.C. §§ 78j(b), 78u(d)(1).

146  513 U.S. 561 (1995).  See generally main text, section 12.4[2].

147  An issuer who, without scienter, misleads offerees or purchasers may be subject to an
SEC enforcement action under section 17(a) of the Securities Act, 15 U.S.C. § 77q(a).  See Aaron
v. SEC, 446 U.S. 680 (1980).  The majority of courts hold that there is no private right of action
under section 17(a).  See, e.g., Brattain v. Alcitepe, 2013 WL 1277863 at *8 (D.D.C. Mar. 29, 2013).
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be substantially similar to those contained in rule 262 of Regulation A.139  The bad
actor disqualifications in Rule 506(d) do not extend to the crowdfunding exemption;
the SEC is working on a separate rulemaking for the crowdfunding exemption.140

§ 7A.3[7]  Liability in Connection with Crowdfunding Offerings

Persons involved in crowdfunding transactions are subject to liability under
section 12(a)(1) of the Securities Act141 and section 10(b)142 and Rule 10b-5143 under
the Exchange Act.  Thus, a person who offers or sells securities in a purported
crowdfunding transaction that fails to meet the conditions of the crowdfunding
exemption or any other exemption is liable to the purchaser under section 12(a)(1) for
rescission or damages if he no longer owns the security.144  A person who intentionally
makes a misrepresentation or misleading omission in connection with the purchase or
sale of a security in a crowdfunding (or any other) transaction is subject to suit by an
aggrieved plaintiff, to an enforcement action by the SEC, and to prosecution by the
Justice Department.145  However, under the Supreme Court’s ruling in Gustafson v.
Alloyd Co.,146 private civil liability for negligent misrepresentations under section
12(a)(2) does not extend to offerings that are not made by a “prospectus.”147  Because



148  15 U.S.C. § 77d-1(c).

149  15 U.S.C. § 77d-1(c)(1)(A).

150  15 U.S.C. § 77l(a)(2).

151  15 U.S.C. § 77o(a).

152  15 U.S.C. § 77d-1(c)(1)(A).

153  15 U.S.C. § 77d-1(c)(3).  Liability does not extend to “control persons,” however,
because the liability in a section 4A(c) suit does not arise under section 12.  See 15 U.S.C. § 77o(a).

154  15 U.S.C. § 77d-1(c)(2)(A).
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crowdfunding offerings do not require the use of a prospectus, section 12(a)(2)
liability does not attach.

However, Congress specifically created section 12(a)(2)-like liability for
crowdfunding transactions in section 4A(c).148  Like section 12(a)(2), a successful
plaintiff in a section 4A(c) suit gains rescission or, if he no longer owns the security,
damages.149  Indeed, the section 4A(c) remedy reaches further than that under section
12(a)(2).  A plaintiff in a section 12(a)(2) suit is restricted to suing his “seller”150 and
persons who “control” the seller.151  A plaintiff in a section 4A(c) suit may sue the
issuer.152  “Issuer” is defined quite broadly:

[[T]he term “issuer” includes any person who is a director or partner of the
issuer, and the principal executive officer or officers, principal financial officer,
and controller or principal accounting officer of the issuer (and any person
occupying a similar status or performing a similar function) that offers or sells
a security in a transaction exempted by the provisions of section 4(a)(6), and
any person who offers or sells the security in such offering.153

Substantively, liability under section 4A(c) is for negligent misrepresentation,
with the burden of non-negligence lying on the defendant.  Liability arises if the issuer
in a crowdfunding transaction “makes an untrue statement of a material fact or omits
to state a material fact required to be stated or necessary in order to make the
statements, in light of the circumstances under which they were made, not
misleading.”154  The misrepresentation or misleading omission may be made “by any
means of any written or oral communication in the offering or sale of a security”



155  Id.

156  15 U.S.C. § 77d-1(c)(2)(B).

157  15 U.S.C. § 77l(b).

158  15 U.S.C. § 77d-1(c)(1)(B).

159  Id., referring to 15 U.S.C. § 77m.

160  See main text, section 12.3[3].

161  15 U.S.C. § 77c(b)(1).

162  17 C.F.R. 230.251(a), (b).
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under the crowdfunding exemption.155  The issuer has two potential affirmative
defenses.  First, the issuer may prove that he “did not know, and in the exercise of
reasonable care could not have known, of such untruth or omission.”156  Second, the
issuer may be able to reduce or eliminate his liability under the no-loss-causation
defense of section 12(b),157 which is expressly incorporated into section 4A(c).158  The
statute of limitations, which is one year from the date of the violation,159 is not an
affirmative defense; it must be pled and proved by the plaintiff.160

§ 7A.4 “Regulation A+”

Regulation A is discussed at Section 7.3 in the main text.  Based on the SEC’s
general exemptive authority in section 3(b)(1) of the 1933 Act,161 Regulation A
provides for a “mini-registration” procedure available to non-reporting companies for
offerings of up to an aggregate amount of $5 million in a 12-month period.162

Regulation A is not a private placement exemption; the securities may be offered and
sold publicly, and they are not restricted securities and can be resold publicly.  Issuers
have not used Regulation A very much, largely because of the relatively high cost of
complying with the filing and disclosure requirements of the exemption, the relatively
low $5 million limit, and the expense of complying with state securities law
requirements.

The JOBS Act directs the SEC to define an exemption that resembles
Regulation A, but that raises the aggregate amount sold during a 12-month period to



163  The exemption is authorized and its contours sketched in Title IV of the JOBS Act, titled
“Small Company Capital Formation.”  It is codified as 15 U.S.C. § 77c(b)(2)-(5).

The Act directs the SEC to review the $50 million offering cap every two years and to
increase the amount as it deems appropriate.  If the SEC decides not to increase the amount, it must
report its reasons to the House Financial Services Committee and the Senate Committee on Banking,
Housing, and Urban Affairs.  15 U.S.C. § 77c(b)(5).

164  15 U.S.C. § 77c(b)(3).

165  15 U.S.C. § 77r(b)(4)(D). It is unclear why the SEC has not yet defined “qualified
purchaser.”  Congress defined the term in the Investment Company Act, 15 U.S.C. § 80a-2(51)(A)
to include, inter alia, a natural person (or jointly investing spouses) who owns $5 million or more
in investments, and an entity acting for its own account or the accounts of other qualified purchasers
who, in the aggregate owns and invests on a discretionary basis at least $25 million in investments.
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$50 million.163  This new exemption is informally known as “Regulation A+.”  The
SEC may amend current Regulation A (which is not repealed by the JOBS Act) to
reflect the conditions for the newly expanded exemption, or it may promulgate a new,
separate exemption. 

The new Regulation A+ exemption will differ from existing Regulation A in
several ways.  For example, 

• The Regulation A+ exemption will be available only for certain types of
securities: equity securities, debt securities, debt securities convertible
or exchangeable to equity interest, and guarantees of any of the
foregoing.164 

• State regulation of the offering will be preempted by NSMIA, but only
if the securities are offered or sold on a national securities exchange
(which would make the issuer subject to reporting requirements under
the Exchange Act) or if they are offered or sold to a “qualified
purchaser” for purposes of NSMIA, a term that the SEC has not yet
defined.165  



166  15 U.S.C. § 77c(b)(2)(D).  This provision overrides the Supreme Court’s decision in
Gustafson v. Alloyd Co., 513 U.S. 561 (1995), to the extent that the decision is read to mean that
section 12(a)(2) liability extends only to securities offered and sold in registered public offerings.
See generally main text at Section 12.4.

167  15 U.S.C. § 77c(b)(2)(F).

168  15 U.S.C. § 77c(b)(2)(G)(i).

169  15 U.S.C. § 77c(b)(4).
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• Persons offering securities issued in a Regulation A+ exemption will be
subject to liability under section 12(a)(2).166   

• The issuer must file audited financial statements with the SEC
annually.167

• The SEC may impose other conditions deemed necessary for investor
protection, including a requirement that the issuer prepare and file with
the SEC and distribute to prospective investors an offering statement and
any related documents, such as audited financial statements and
descriptions of the issuer’s business operations, financial condition,
corporate governance principles, use of investor funds, and other
appropriate matters.168

• The SEC is authorized to require the issuer to file additional periodic
disclosures and make them available to investors.169

The new Regulation A+ exemption will not be available until the SEC makes the
implementing rules as directed by Congress.  

At first blush, Regulation A+ may look attractive to issuers as an alternative to
Rule 506(c), since the securities issued under the exemption will not be restricted.
However, there are significant disadvantages to Regulation A+ offerings.  It will
require burdensome disclosures, including audited financial statements.  It will subject
persons offering and selling the securities to liability under section 12(a)(2).  Most
importantly, it will likely require small-business issuers to comply with state securities
registration laws.  Congress did not make Regulation A+ securities “covered
securities” under NSMIA.  While securities traded on a national exchange are exempt



170  Rutheford B Campbell, Jr., Regulation A and the JOBS Act: A Failure to Resuscitate, 7
OHIO ST. ENTREPRENEURIAL L.J. 317 (2012).

171  15 U.S.C. § 78l(g)(1)(A).  It is unclear how issuers are to determine which of their
shareholders are accredited and which are not.  

172  15 U.S.C. § 78l(g)(1)(B).

173  This includes 1933 Act Rule 701, 17 C.F.R. § 230.701.

174  15 U.S.C. § 78l(g)(5).

175  15 U.S.C. § 78l(g)(6).
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from state regulation, few small businesses have such securities.  Unless the SEC
finally adopts a definition of “qualified purchaser” and gives that definition a broad
scope that yields a sizeable pool of prospective investors, most issuers will probably
shun the exemption.170

§ 7A.5 Increased Threshold for Exchange Act Registration

Section 12(g) of the Exchange Act requires issuers that meet an asset test and
have more than a threshold number of securities holders of record to register under
that Act.  Registration, in turn, triggers reporting and other requirements under that
Act.  Prior to its amendment by the JOBS Act, section 12(g) required issuers to
register a class of equity securities with the SEC if, on the last day of the issuer’s
fiscal year, that class of securities was held of record by 500 or more holders and if
the issuer had total assets of more than $10 million.  Title V of the JOBS Act retains
the $10 million assets test, but it increases the threshold for holders of record to (1)
2,000 persons or (2) 500 persons who are not accredited investors.171  (For banks and
bank holding companies, the threshold is simply 2,000 holders of record.172)
Significantly, two types of securities are ignored for purposes of the shareholder
threshold.  First, securities held by persons who received the securities pursuant to a
1933 Act exemption for employee compensation plans173 are not included in the “held
of record” definition.174  Second, securities issued under the crowdfunding exemption
are also excluded for purposes of the “held of record” definition.175

Because of the increased threshold for 1934 Act registration, together with the
two exclusions, issuers will be able to stay “dark” for much longer than they could
have before.  Conceivably, an issuer might have in fact far more than 2,000



176  There are secondary markets for trading in the securities of private companies. See, for
example, www.secondmarket.com.

177  However, a broker-dealer cannot publish a quotation for a security of a non-reporting
company unless it has certain information about the issuer in its records that it must make reasonably
available to any person expressing an interest in buying or selling the security.  This information
includes basic information about the issuer and the security, the nature of the issuer’s business, the
nature of products or services offered, the nature and extent of the issuer’s facilities, the issuer’s
most recent balance sheet and profit and loss and retained earnings statements as well as similar
information for the preceding two fiscal years, and whether the quotation is being published on
behalf of the issuer, an officer or director, or the owner of more than 10% of the equity securities
of the issuer.  17 C.F.R. § 240.15c2-11(a)(5).
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shareholders, including more than 500 non-accredited investors, without triggering the
1934 Act’s registration requirement.  As a result, there may be widespread trading in
an issuer’s securities176 even though that issuer need not make periodic disclosure
filings with the SEC.177  

§ 7A.6 Conclusion

The JOBS Act promises a revolution in capital formation by small businesses.
Freeing the Rule 506 exemption from the constraints of the “pre-existing relationship”
requirement and opening the door to general solicitation is monumental.  The
crowdfunding exemption itself, because of its many restrictions and the unwieldiness
of having scores, if not hundreds, of very small investors, may not prove to be the
engine of investing “democracy” that some of its proponents expect.  But Rule 506
offerings may come to resemble crowdfunding offerings open only to accredited
investors.  The ease of making these Rule 506 offerings, coupled with exemption from
state registration requirements, will likely make them more attractive than the new
Regulation A+ exemption with its mini-registration requirement, attendant expenses,
and other restrictions.  Functioning like a capstone, the increased shareholder
threshold for Exchange Act registration will allow small businesses to grow quite
large in terms of their shareholder and capital bases before they go public and become
subject to reporting and associated requirements.
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APPENDIX A

Text of JOBS Act Title II 

   Title II of the JOBS Act provides, in pertinent part:
   

TITLE II–ACCESS TO CAPITAL FOR JOB CREATORS

SEC. 201.  MODIFICATION OF EXEMPTION.

(a) MODIFICATION OF RULES.–
(1) Not later than 90 days after the date of the enactment of this Act, the

Securities and Exchange Commission shall revise its rules issued in section
230.506 of title 17, Code of Federal Regulations [Rule 506] to provide that the
prohibition against general solicitation or general advertising contained in
section 230.502(c) of such title [Rule 502(c)] shall not apply to offers and sales
of securities made pursuant to section 230.506, provided that all purchasers of
the securities are accredited investors.  Such rules shall require the issuer to
take reasonable steps to verify that purchasers of the securities are accredited
investors, using such methods as determined by the Commission.  Section
230.506 of title 17, Code of Federal Regulations, as revised pursuant to this
section, shall continue to be treated as a regulation issued under section 4(2) of
the Securities Act of 1933 (15 U.S.C. 77d(2)).

(2) Not later than 90 days after the date of the enactment of this Act, the
Securities and Exchange Commission shall revise subsection (d)(1) of section
230.144A of title 17, Code of Federal Regulations [Rule 144A], to provide that
securities sold under such revised exemption may be offered to persons other
than qualified institutional buyers, including by means of general solicitation
or general advertising, provided that securities are sold only to persons that the
seller and any person acting on behalf of the seller reasonably believe is a
qualified institutional buyer.

(b) CONSISTENCY IN INTERPRETATION.–Section 4 of the Securities Act of 1933
(15 U.S.C. 77d) is amended–

(1) by striking “The provisions of section 5” and inserting “(a) The
provisions of section 5”; and

(2) by adding at the end the following:



178  Note that this section of the JOBS Act subdivides section 4 of the Securities Act, 15
U.S.C. § 77d.  The established section 4 exemptions for non-public offerings, secondary
transactions, brokers and dealers, and private offerings up to $5 million made only to accredited
investors now appear under section 4(a) of the Securities Act. The JOBS Act adds two subsections,
each (erroneously) designated as subsection (b) of section 4 of the Securities Act, both the
subsection (b) quoted above and the broker-dealer exemption for “platforms,” discussed in Section
7A.2[10].  
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“(b) Offers and sales exempt under section 230.506 of title 17, Code of Federal
Regulations (as revised pursuant to section 201 of the Jumpstart Our Business
Startups Act) shall not be deemed public offerings under the Federal securities
laws as a result of general advertising or general solicitation.”178
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APPENDIX B

Text of Rule 506

Rule 506.  Exemption for Limited Offers and Sales Without Regard to Dollar
Amount of Offering

(a) Exemption.  Offers and sales of securities by an issuer that satisfy the
conditions in paragraph (b) or (c) of this rule shall be deemed to be transactions
not involving any public offering within the meaning of section 4(a)(2) of the
Act.

(b) Conditions to be met in offerings subject to limitation on manner of
offering.—

(1) General conditions.  To qualify for an exemption under this
rule, offers and sales must satisfy all the terms and conditions of Rules
501 and 502.

(2) Specific conditions.—

(i) Limitation on number of purchasers.  There are no more
than or the issuer reasonably believes that there are no more than
35 purchasers of securities from the issuer in any offering under
this [Rule 506(b)].

NOTE: See Rule 501(e) for the calculation of the number of purchasers and Rule 502(a) for
what may or may not constitute an offering under Rule 506.

(ii) Nature of purchasers.  Each purchaser who is not an
accredited investor either alone or with his purchaser
representative(s) has such knowledge and experience in financial
and business matters that he is capable of evaluating the merits
and risks of the prospective investment, or the issuer reasonably
believes immediately prior to making any sale that such purchaser
comes within this description.
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(c) Conditions to be met in offerings not subject to limitation on manner
of offering.—

(1) General conditions. To qualify for exemption under this
section, sales must satisfy all the terms and conditions of [Rules 501 and
502(a) and (d)].

(2) Specific conditions.—

(i) Nature of purchasers.  All purchasers of securities sold
in any offering under paragraph (c) of this section are accredited
investors.

(ii) Verification of accredited investor status.  The issuer
shall take reasonable steps to verify that purchasers of securities
sold in any offering under paragraph (c) of this section are
accredited investors.  The issuer shall be deemed to take
reasonable steps to verify if the issuer uses, at its option, one of
the following non-exclusive and non-mandatory methods of
verifying that a natural person who purchases securities in such an
offering is an accredited investor; provided, however, that the
issuer does not have knowledge that such person is not an
accredited investor:

(A) In regard to whether the purchaser is an
accredited investor on the basis of income, reviewing any
Internal Revenue Service form that reports the purchaser’s
income for the two most recent years (including, but not
limited to, Form W-2, Form 1099, Schedule K-1 to Form
1065, and Form 1040) and obtaining a written
representation from the purchaser that he or she has a
reasonable expectation of reaching the income level
necessary to qualify as an accredited investor during the
current year;

(B) In regard to whether the purchaser is an
accredited investor on the basis of net worth, reviewing one
or more of the following types of documentation dated
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within the prior three months and obtaining a written
representation from the purchaser that all liabilities
necessary to make a determination of net worth have been
disclosed:

(1) With respect to assets: bank statements,
brokerage statements and other statements of
securities holdings, certificates of deposit, tax
assessments, and appraisal reports issued by
independent third parties; and

(2) With respect to liabilities: a consumer
report from at least one of the nationwide consumer
reporting agencies; or

(C) Obtaining a written confirmation from one of the
following persons or entities that such person or entity has
taken reasonable steps to verify that the purchaser is an
accredited investor within the prior three months and has
determined that such purchaser is an accredited investor:

(1) A registered broker-dealer;

(2) An investment adviser registered with the
Securities and Exchange Commission;

(3) A licensed attorney who is in good
standing under the laws of the jurisdictions in which
he or she is admitted to practice law; or

(4) A certified public accountant who is duly
registered and in good standing under the laws of the
place of his or her residence or principal office.

(D) In regard to any person who purchased securities
in an issuer’s Rule 506(b) offering as an accredited investor
prior to the effective date of paragraph (c) of this section
and continues to hold such securities, for the same issuer’s
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Rule 506(c) offering, obtaining a certification by such
person at the time of sale that he or she qualifies as an
accredited investor.

Instructions to paragraph (c)(2)(ii)(A) through (C) of this section:

1.  The issuer is not required to use any of these methods in verifying the accredited investor
status of natural persons who are purchasers.  These methods are examples of the types of non-
exclusive and non-mandatory methods that satisfy the verification requirement in [Rule
506(c)(2)(ii)].

2.  In the case of a person who qualifies as an accredited investor based on joint income with
that person’s spouse, the issuer would be deemed to satisfy the verification requirement in [Rule
506(c)(2)(ii)(A)] by reviewing copies of Internal Revenue Service forms that report income for the
two most recent years in regard to, and obtaining written representations from, both the person and
the spouse.

3.  In the case of a person who qualifies as an accredited investor based on joint net worth
with that person’s spouse, the issuer would be deemed to satisfy the verification requirement in
[Rule 506(c)(2)(ii)(B)] by reviewing such documentation in regard to, and obtaining written
representations from, both the person and the spouse.

(d) “Bad Actor” disqualification.

 (1) No exemption under this section shall be available for a sale
of securities if the issuer; any predecessor of the issuer; any affiliated
issuer; any director, executive officer, other officer participating in the
offering, general partner or managing member of the issuer; any
beneficial owner of 20% or more of the issuer’s outstanding voting
equity securities, calculated on the basis of voting power; any promoter
connected with the issuer in any capacity at the time of such sale; any
investment manager of an issuer that is a pooled investment fund; any
person that has been or will be paid (directly or indirectly) remuneration
for solicitation of purchasers in connection with such sale of securities;
any general partner or managing member of any such investment
manager or solicitor; or any director, executive officer or other officer
participating in the offering of any such investment manager or solicitor
or general partner or managing member of such investment manager or
solicitor:



52

(i) Has been convicted, within ten years before such sale (or
five years, in the case of issuers, their predecessors and affiliated
issuers), of any felony or misdemeanor:

(A) In connection with the purchase or sale of any
security;

(B) Involving the making of any false filing with the
Commission; or

(C) Arising out of the conduct of the business of an
underwriter, broker, dealer, municipal securities dealer,
investment adviser or paid solicitor of purchasers of
securities;

(ii) Is subject to any order, judgment or decree of any court
of competent jurisdiction, entered within five years before such
sale that, at the time of such sale, restrains or enjoins such person
from engaging or continuing to engage in any conduct or practice:

(A) In connection with the purchase or sale of any
security;

(B) Involving the making of any false filing with the
Commission; or

(C) Arising out of the conduct of the business of an
underwriter, broker, dealer, municipal securities dealer,
investment adviser or paid solicitor of purchasers of
securities;

(iii) Is subject to a final order of a state securities
commission (or an agency or officer of a state performing like
functions); a state authority that supervises or examines banks,
savings associations, or credit unions; a state insurance
commission (or an agency or officer of state performing like
functions); an appropriate federal banking agency; the U.S.
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Commodity Futures Trading Commission; or the National Credit
Union Administration that:

(A) At the time of such sale, bars the person from:

(1) Association with an entity regulated by
such commission, authority, agency, or officer;

(2) Engaging in the business of securities,
insurance or banking; or

(3) Engaging in savings association or credit
union activities; or

(B) Constitutes a final order based on a violation of
any law or regulation that prohibits fraudulent,
manipulative, or deceptive conduct entered within ten years
before such sale;

(iv) Is subject to an order of the Commission entered
pursuant to section 15(b) or 15B(c) of the Securities Exchange Act
of 1934 (15 U.S.C. 78o(b) or 78o-4(c)) or section 203(e) or (f) of
the Investment Advisers Act of 1940 (15 U.S.C. 80b-3(e) or (f))
that, at the time of such sale:

(A) Suspends or revokes such person’s registration
as a broker, dealer, municipal securities dealer or
investment adviser;

(B) Places limitations on the activities, functions or
operations of such person; or

(C) Bars such person from being associated with any
entity or from participating in the offering of any penny
stock;

(v) Is subject to any order of the Commission entered
within five years before such sale that, at the time of such sale,
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orders the person to cease and desist from committing or causing
a violation or future violation of:

(A) Any scienter-based anti-fraud provision of the
federal securities laws, including without limitation section
17(a)(1) of the Securities Act of 1933 (15 U.S.C.
77q(a)(1)), section 10(b) of the Securities Exchange Act of
1934 (15 U.S.C. 78j(b) and 17 CFR 240.10b-5)), section
15(c)(1) of the Securities Exchange Act of 1934 (15 U.S.C.
78o(c)(1)) and section 206(1) of the Investment Advisers
Act of 1940 (15 U.S.C. 80b-6(1)), or any other rule or
regulation thereunder; or

(B) Section 5 of the Securities Act of 1933 (15
U.S.C. 77e).

(vi) Is suspended or expelled from membership in, or
suspended or barred from association with a member of, a
registered national securities exchange or a registered national or
affiliated securities association for any act or omission to act
constituting conduct inconsistent with just and equitable principles
of trade;

(vii) Has filed (as a registrant or issuer), or was or was
named as an underwriter in, any registration statement or
Regulation A offering statement filed with the Commission that,
within five years before such sale, was the subject of a refusal
order, stop order, or order suspending the Regulation A
exemption, or is, at the time of such sale, the subject of an
investigation or proceeding to determine whether a stop order or
suspension order should be issued; or

(viii) Is subject to a United States Postal Service false
representation order entered within five years before such sale, or
is, at the time of such sale, subject to a temporary restraining order
or preliminary injunction with respect to conduct alleged by the
United States Postal Service to constitute a scheme or device for
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obtaining money or property through the mail by means of false
representations.

(2) Paragraph (d)(1) of this section shall not apply:

(i) With respect to any conviction, order, judgment, decree,
suspension, expulsion or bar that occurred or was issued before
September 23, 2013;

(ii) Upon a showing of good cause and without prejudice to
any other action by the Commission, if the Commission
determines that it is not necessary under the circumstances that an
exemption be denied;

(iii) If, before the relevant sale, the court or regulatory
authority that entered the relevant order, judgment or decree
advises in writing (whether contained in the relevant judgment,
order or decree or separately to the Commission or its staff) that
disqualification under paragraph (d)(1) of this section should not
arise as a consequence of such order, judgment or decree; or

(iv) If the issuer establishes that it did not know and, in the
exercise of reasonable care, could not have known that a
disqualification existed under paragraph (d)(1) of this section.

Instruction to paragraph (d)(2)(iv).  An issuer will not be able to establish that it has
exercised reasonable care unless it has made, in light of the circumstances, factual inquiry into
whether any disqualifications exist.  The nature and scope of the factual inquiry will vary based on
the facts and circumstances concerning, among other things, the issuer and the other offering
participants.

(3) For purposes of paragraph (d)(1) of this section, events relating
to any affiliated issuer that occurred before the affiliation arose will not
be considered disqualifying if the affiliated entity is not:

(i) In control of the issuer; or
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(ii) Under common control with the issuer by a third party
that was in control of the affiliated entity at the time of such
events.

(e) Disclosure of prior “bad actor” events.  The issuer shall furnish to
each purchaser, a reasonable time prior to sale, a description in writing of any
matters that would have triggered disqualification under paragraph (d)(1) of this
section but occurred before September 23, 2013.  The failure to furnish such
information timely shall not prevent an issuer from relying on this section if the
issuer establishes that it did not know and, in the exercise of reasonable care,
could not have known of the existence of the undisclosed matter or matters.

Instruction to paragraph (e).  An issuer will not be able to establish that it has exercised
reasonable care unless it has made, in light of the circumstances, factual inquiry into whether any
disqualifications exist.  The nature and scope of the factual inquiry will vary based on the facts and
circumstances concerning, among other things, the issuer and the other offering participants.


