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JOBS ACT LIFTS THE GENERAL SOLICITATION PROHIBITION AND
INCREASES THE RECORD HOLDER THRESHOLD FOR PRIVATE INVESTMENT FUNDS

With a signing ceremony scheduled for April 5, the
Jumpstart Our Business Startups Act (or “JOBS
Act”) will significantly alter the regulations
affecting how private investment funds are
marketed. While the wide ranging JOBS Act
touches on many areas of capital formation that will
likely be of interest to managers, sponsors, and
marketers of private investment funds', two
changes are particularly relevant to participants in
this sector:

e amending Section 4 of the Securities Act of
1933 (the “Securities Act”) to provide that
a private placement complying with Rule
506 shall not be deemed to be a public
offering solely as a result of general
solicitation or general advertising; and

e amending Section 12(g)(1)(A) of the
Securities Exchange Act of 1934 (the
“Exchange Act”) to increase the number of
holders of record that will trigger the
requirement that private investment funds
register their securities, from 500 persons to
2,000 persons (provided that the number of
non-accredited investors does not exceed
499).

" The full scope of the JOBS Act is covered in Pryor
Cashman’s Legal Update, JOBS Act Seeks to Facilitate Access
to U.S. Capital Markets (April 2012). In addition to the
changes discussed in the main text, the JOBS Act introduces
changes to a variety of areas, including creating the “IPO On-
Ramp,” which facilitates the initial public offering process for a
new category of issuers referred to as “emerging growth
companies”; providing an exemption for “crowdfunding” for
qualified securities offerings; and increasing the cap on
offerings utilizing Regulation A under the Securities Act to $50
million per 12-month period.

LIFTING THE  GENERAL  SOLICITATION
PROHIBITION IN CERTAIN PRIVATE OFFERINGS

Private investment funds generally rely on Rule 506
under Regulation D to issue their securities in the
United States without being required to register the
securities under the Securities Act. Rule 506
permits a private fund to raise virtually unlimited
amounts of U.S. domestic capital so long as the
investors are all accredited investors.

However, private investment funds and their
sponsors still have to find a way to reach accredited
investors. Issuers relying on Rule 506 have been
prohibited by Rule 502(c) from engaging in any
form of “general solicitation or advertising” to
attract investors. The SEC has never precisely
specified what constitutes a “general solicitation,”
although a number of no-action letters have set out
guidance on the “manner of offering” restrictions of
Rule 502(c). Issuers have often been cautioned that
to avoid a general solicitation an issuer must
approach only offerees with whom the issuer has a
“pre-existing substantive relationship.”> Over the
last several years, many commentators have noted
the deleterious effects on private investment funds’
capital raising created both by this “general
solicitation” limitation and by the vagueness and
apparent internal contradiction in its interpretation.

Title II of the JOBS Act amends Section 4 of the
Securities Act to state specifically that a Rule 506
private placement shall not be deemed a public

2 See Use of Electronic Media, Exchange Act Release Nos. 33-
7856, 34-42728, 65 Fed. Reg. 25843, 25852 (May 4, 2000); see
also, e.g., Bateman, Eichler, Hill Richards, Inc., SEC No-
Action Letter (Dec. 3, 1985); Lamp Technologies, SEC No-
Action Letter (May 29, 1997).

www.pryorcashman.com



offering solely as a result of general solicitation or
general advertising. It also orders the SEC to
modify Rule 506 within 90 days of enactment of the
JOBS Act to ecliminate its prohibition against
general solicitation or general advertising for offers
and sales of securities so long as all purchasers of
the relevant securities are accredited investors.’
While the elimination of this prohibition should
remove significant restrictions that have previously
hampered private funds’ marketing, such marketing
will continue to be subject to substantial regulatory
requirements, including, to the extent applicable,
state securities laws, the Investment Advisers Act
and related rules, and the rules of the Commodity
Futures Trading Commission, National Futures
Association, and Financial Industry Regulatory
Authority.

Moreover, the statute mandates that the SEC’s rule
also specify methods constituting ‘“reasonable
steps” that the issuer must take to verify that the
purchasers of securities in a Rule 506 offering are
accredited investors. While the exact methods the
SEC will require must await final rulemaking, it is
clear that issuers will not be able to rely on an
unsupported representation by the purchaser that the
purchaser is an accredited investor.' Private
investment funds will need to update their
subscription booklets to take full advantage of the
change in Rule 506 and possibly also to comply
with the SEC’s required verification steps once they
are final.

INCREASED RECORD HOLDER THRESHOLD

Prior to the enactment of the JOBS Act, an issuer
would have been required by Section 12(g) of the
Exchange Act, together with related rules, to
register a class of equity securities with the SEC if,

A parallel provision allows for general solicitation in a Rule
144A offering, provided the offered securities are ultimately
purchased by qualified institutional buyers.

* In this regard, it is worth taking note of the hostility that
Commissioner Luis Aguilar has expressed towards the JOBS
Act. The SEC seems likely to use its power to impose
verification steps, and possibly to reassess the definition of
accredited investor, to ameliorate some of the investor
protection concerns that have been raised in connection with
the JOBS Act. See Statement of Commissioner Luis A.
Aguilar, SEC, Investor Protection is Needed for True Capital
Formation, (Mar. 16, 2012),
http://www.sec.gov/news/speech/2012/spch031612laa.htm.

on the last day of the issuer’s fiscal year, such class
of securities is held of record by 500 or more record
holders and the issuer has assets of more than $10
million. Registration of a class of equity securities
subjects an issuer to the periodic reporting
requirements of Section 13, the proxy requirements
of Section 14, and the insider reporting and short
swing profit provisions of Section 16 of the
Exchange Act.

Title V of the JOBS Act amends Section 12(g) of
the Exchange Act to dramatically increase the
number of record holders that a company can have
before it is obligated to register under the Exchange
Act. Specifically, an issuer (other than a bank or
bank holding company) will not have to register its
securities with the SEC until such time as it has
total assets exceeding $10 million and a class of
equity securities that is held of record either by
2,000 persons or by 500 persons who are not
accredited investors. The measurement date for
determining whether the asset and record holder
thresholds have been met is the last day of the
issuer’s fiscal year.

Many private investment funds, including hedge
funds and private equity funds, rely on Section 3(7)
of the Investment Company Act of 1940 (the
“ICA”), and related rules, to be excluded from the
definition of “investment company” and thus from
the ICA’s registration and other requirements.’
Under the ICA, an investment fund that is not
making (or proposing to make) a public offering of
its securities is permitted to have an unlimited
number of investors so long as the fund’s
outstanding securities are owned exclusively by
persons who, at the time of the acquisition of the
fund’s securities, are “qualified purchasers.”
Consequently, the Exchange Act’s record holder

CA private investment fund relying on Section 3(c)(7) is
nonetheless deemed to be an “investment company” for
purposes of certain statutory limitations relating to its
acquisition of securities issued by registered investment
companies.

%In general, a “qualified purchaser” is defined under

Section 2(a)(51)(A) of the ICA, and related rules, to be a
person that the issuing private investment fund reasonably
believes is a natural person who owns not less than $5 million
in investments or a non-natural person that owns and invests on
a discretionary basis not less than $25 million in investments.
The SEC has defined term “investments” for this purpose in
Rule 2a51-1 under the ICA.
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threshold acts effectively as a cap on the number of
investors a private fund can have. By significantly
increasing the threshold for record holders, the
JOBS Act will make it much easier for private
investment funds to raise capital, and potentially
permit them to sustain a more diversified investor
base, without becoming subject to the requirements
of the Exchange Act.

As a result of the amendments to Section 12(g),
private investment funds should review their
internal record keeping functions to ensure that they
maintain an accurate record of those issuances that
will and will not count against the record holder
limits. Fund sponsors should also note that the
JOBS Act directs the SEC to evaluate whether it
requires additional enforcement tools to enforce the
anti-evasion provision in Rule 12g5-1(b)(3). The
SEC’s evaluation and any additional rule-making in
this area may impose further requirements for
private investment funds seeking to rely on Section

12(g).

*kk

The foregoing is merely a discussion of the potential
impact of the JOBS Act on private investment funds. If
you would like to learn more about this topic or how
Pryor Cashman LLP can serve your legal needs, please
contact Bertrand C. Fry at 212-326-0134, Jonathan T.
Shepard at 212-326-0496, or Jill C. Braibanti at 212-
326-0138.

Copyright © 2012 by Pryor Cashman LLP. This Legal
Update is provided for informational purposes only and
does not constitute legal advice or the creation of an
attorney-client relationship. While all efforts have been
made to ensure the accuracy of the contents, Pryor
Cashman LLP does not guarantee such accuracy and
cannot be held responsible for any errors in or reliance
upon this information. This material may constitute
attorney advertising. Prior results do not guarantee a
similar outcome.
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