
 
 

September 23, 2013 

 

Bad Act Rules: Operations and Major Definitions 

 

This summary is linked to a client alert styled New Bad Act Disqualification, Disclosures and Certification for Rule 506 
Exempt Offerings under Regulation D of like date and is intended to be read in conjunction with that alert. 

Bad Act Rules Effects and Exclusions. These rulesi bar certain issuers from the Rule 506 markets (private and general 
solicitation) and require others to make mandatory disclosures to all investors and certification for each offering and Form D 
filing that occurs after September 22, 2013. The burden is on the issuer to exercise reasonable care considering the 
circumstances to (i) identify its “covered persons” and (ii) determine whether they are subject to any “triggering events” (and, 
if so, when they “occurred”). Consequences vary based on the findings, reasonableness of the care under the 
circumstances and certain other factors. The following depicts the basic functioning of these rules:  

Is a covered person the subject of a triggering event? 

1. If no, no disqualification and issuer certifies this if it files Form D. 

2. If yes, Issuer is disqualified and may not rely on Rule 506, unless: 

a. The event was a conviction, order, judgment, decree, suspension, expulsion or bar that “occurred” before 
September 23, 2013? 

i. If yes, then event is a Mandatory Disclosure Event and offering may proceed. Make written disclosure 
of the event to each investor under Rule 506(e) a reasonable time prior to purchase.  Issuer certifies 
compliance if it files Form D. Failure to timely disclose does not disqualify if: 

(A) The issuer establishes that it did not know and in the exercise of reasonable care (after factual 
inquiry and in light of the circumstances) could not have known the existence of the undisclosed 
matters. 

ii. If no, Issuer is disqualified and may not rely on Rule 506, unless: 

(A) The SEC determines it is not necessary under the circumstances that the exemption be denied, 
upon a showing of good cause;ii 

(B) Before the relevant sale, the court or agency that issued the relevant order, judgment or decree 
advises in writing that disqualification should not arise as a consequence; or 

(C) The issuer establishes that it did not know and in the exercise of reasonable care (after factual 
inquiry and in light of the circumstances) could not have known that a disqualification existed; or 

b. The event will not be disqualifying if it was related to an affiliated issuer, occurred before the affiliation and 
the affiliated entity is not: 

i. In control of the issuer; or 

ii. Under common control with the issuer by a third party that was in control of the affiliated entity at the 
time of the event.  

http://www.bakerlaw.com/alerts/re-new-bad-act-disqualification-disclosures-and-certification-for-rule-506-exempt-offerings-under-regulation-d-9-23-2013/
http://www.bakerlaw.com/alerts/re-new-bad-act-disqualification-disclosures-and-certification-for-rule-506-exempt-offerings-under-regulation-d-9-23-2013/
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Reasonable Care in Bad Act Rules. The exercise of care under the circumstances is required in identifying covered 
persons, collecting factual information from them about triggering events and significant exclusions from disqualification 
(including disqualification due to failure to make mandatory disclosures). The issuer will not be able to establish that it 
exercised reasonable care unless it has made, in light of the circumstances, factual inquiry into whether any 
disqualifications exist.  The nature and scope of factual inquiry required will vary based on the facts and circumstances 
concerning the issuer and other offering participants.iii   

Event Occurrence.  If any triggering event has occurred with respect to any covered person, the issuer is disqualified from 
relying on Rule 506 as an exemption from Securities Act registration and disclosure requirements, subject to the exclusions 
described above. The rule looks to the timing of the triggering event (e.g., a criminal conviction or court or regulatory order) 
and not the timing of the underlying conduct. A triggering event that occurs after September 22, 2013, will result in 
disqualification, even if the underlying conduct occurred before that date. Disqualifying events that exist at the time the 
offering is commenced but are only discovered later will be disqualifying, and the sales will not be eligible for reliance on 
Rule 506, subject to the reasonable care exception described above. 

Covered Persons and Triggering Events. The Dodd-Frank Act required that the SEC adopt disqualification rules similar to 
those of Rule 262 under Regulation A, plus certain additional triggering events specified in that act.iv  The SEC exercised 
discretion to adjust covered person status and increase events covered.v 

Covered Persons. These are the issuer and any: 

Generally, the above eliminate inclusion of all officers in favor of “officers participating in the offering.” Executive officers, 
directors, control persons, promoters and their “functional equivalents” are intended to be covered.  Objective share 
ownership is increased to 20 percent (but coverage of persons owning smaller levels with actual control is intended through 
the other categories).  Adjustment to roles relate to those deemed relevant in the Rule 506 market, in light of the studies.vii 
Investment manager of a private fund is intended to cover advisors, managers and all control persons. viii  

Triggering Events. Triggering events are any of the following: 

1. Criminal Convictions. Conviction, within 10 years before such sale (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 SEC; 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. 

2. Court Injunctions and Restraining Orders. 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: 
 

 predecessor or affiliated issuer; 

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

 beneficial owner of 20 percent or more of the 
issuer's outstanding voting equity securities, 
calculated on the basis of voting power; 

 any promotervi connected with the issuer in 
any capacity at the time of such sale;  

 

 person that has been or will be paid (directly or indirectly) 
remuneration for solicitation of purchasers in connection 
with such sale of securities; 

 investment manager of an issuer that is a pooled 
investment fund; 

 general partner or managing member of any such 
investment manager or solicitor; and 

 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. 
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a. In connection with the purchase or sale of any security; 

b. Involving the making of any false filing with the Commission; and 

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. 

3. Final Orders of Certain Regulators. A written directive or declaratory statement issued by a federal or state agency 
described below under applicable statutory authority that provides for notice and an opportunity for hearing, which 
constitutes a final disposition or action by that federal or state agencyix of:  

a. State securities commission (or an agency or officer of a state performing like functions);  

b. State authority that supervises or examines banks, savings associations, or credit unions; 

c. State insurance commission (or an agency or officer of a state performing like functions); 

d. Appropriate federal banking agency;  

e. U.S. Commodity Futures Trading Commission; or  

f. National Credit Union Administration. 

Which:  

i. Bars the person, at the time of such sale, from: 

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

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

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

ii. Constitutes a final order based on a violation of any law or regulation that prohibits fraudulent, manipulative, or 
deceptive conduct entered within 10 years before such sale. 

4. SEC Disciplinary Orders. Order of the SEC pursuant to:   

a. Section 15(b) or 15B(c) of the Exchange Act; or  

b. Section 203(e) or (f) of the Advisers Act. 

Which order, at the time of such sale: 

i. Suspends or revokes such person's registration as a broker, dealer, municipal securities dealer or investment 
adviser; 

ii. Places limitations on the activities, functions or operations of such person; or 

iii. Bars such person from being associated with any entity or from participating in the offering of any penny stock. 

5. SEC Cease and Desist Orders. Order of the SEC entered within five years before such sale that, at the time of such 
sale, 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: 

i. Section 17(a)(1) of the Securities Act;  

ii. Section 10(b) of the Exchange Act and Rule10b-5 thereunder;  

iii. Section 15(c)(1) of the Exchange Act; and  

iv. Section 206(1) of the  Advisers Act, or any other rule or regulation thereunder; or 

b. Section 5 of the Securities Act. 
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6. Suspension, Expulsion or Bar from Membership in, or Association with a Member of an SRO. Suspension or 
expulsion from membership in, or suspension or bar from association with a member of:  

a. A registered national securities exchange or registered national or affiliated securities association; and 

b. For any act or omission constituting conduct inconsistent with just and equitable principles of trade. 

7. Orders Stopping or Suspending Regulation A Exemption.  

a. 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 SEC that, within five years before such sale, was the subject of a refusal order, 
stop order, or order suspending the Regulation A exemption; or  

b. 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. 

8. USPS False Representation Orders. United States Postal Service: 

a. False representation order entered within five years before such sale; or  

b. 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 obtaining money or property 
through the mail by means of false representations. 

This summary should be read in connection with our Bad Act Rules Alert dated September 20, 2013. 

If you have any questions about the material presented in this alert, please contact any member of BakerHostetler's 
Securities Offerings and Reporting, Corporate Governance, Securities Litigation and Regulatory Enforcement and Hedge 
Fund Industry Teams. 
 
Authorship Credit: Kenneth C. Wright and Arthur J. R. Baker 

                                                 

i Disqualification of Felons and Other "Bad Actors" from Rule 506 Offerings, SEC Release No. 33-9414 
  (July10, 2013) (Bad Act Release).  View the Bad Act Release. 
ii The SEC declined to articulate standards, but noted circumstances such as a change of control, change of supervisory personnel, absence of notice and opportunity for 

hearing, and relief from a permanent bar for a person who does not intend to re-associate with a regulated entity, as a non-exclusive list that could, depending on the 
specific facts, be relevant to its evaluation of a waiver request. Bad Act Release at page 71. 

iii From instruction in Rule 506(d) following paragraph (d)(2)(iv) at page 146 of Bad Act Release. 
iv Bad Act Release at pages 11 – 129. 
v See “Discretionary Amendments” at page 120 of the Bad Act Release. 
vi Rule 262(b) covers “any promoter of the issuer presently connected with it in any capacity.” The term “promoter” is defined in Rule 405 to mean any person who: (i) acting 
alone or together with others, directly or indirectly takes initiative in founding or organizing the business or enterprise of an issuer; or (ii) in connection with the founding or 
organization of the business or enterprise of an issuer, directly or indirectly receives 10% or more of any class of issuer securities or 10% or more of the proceeds from the 
sale of any class of issuer securities (not including securities received solely as underwriting commissions or solely in exchange for property). The Rule 405 definition applies 
to Rule 262 by virtue of Rule 261.   
vii Bad Act Release at pages 14 – 29 and 118.  For example, the SEC concluded investment managers of pooled funds should be included based on the studies even though 

they are not persons directly contemplated by Rule 262.  Bad Act Release at page 25. 
viii In Note 65 of the Bad Act Release, the SEC states:  

We are using the term “investment manager,” rather than “investment adviser” as discussed in the proposing release. Under Section 202(a)(11) of the Investment 
Advisers Act of 1940 …(the “Advisers Act”), an “investment adviser” is generally a person or firm that, for compensation, is engaged in the business of providing advice, 
making recommendations, issuing reports, or furnishing analyses on securities. Some pooled investment funds invest in assets other than securities, such as 
commodities, real estate and certain derivatives. In order to ensure that Rule 506(d) covers the control persons of these funds, we are using a more general term, which 
encompasses both investment advisers and other investment managers.   

ix Bad Act Release at pages 49 and 141 and Rule 501(g), as adopted. 
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