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n July 10, 2013, the U.S. 
Securities and Exchange 
Commission adopted 

amendments to Rule 506 and 
another provision of Regulation D 
to specify who is a “bad actor” and 
to provide that offerings involving a 
“bad actor” are disqualified from 
using the widely-relied on Rule 506 
exemption.  Rule 506 is the 
exemption of choice for hedge 
funds, private equity funds, venture 
capital funds, and small to mid-size 
operating companies seeking to 
raise capital by issuing unregistered 
securities.  The amendments 
implement that part of the 2010 
Dodd-Frank Act directing the SEC 
to issue rules, within one year after 
the law’s enactment, disqualifying 
from reliance on Rule 506 
securities offerings by issuers that 

have been, or that have 
officers, directors, affiliates or 
placement agents that have 
been the subject of certain 
criminal, civil, or administrative 
proceedings under federal or 
state laws.  Prior to the 
effectiveness of the 
amendments, Rule 506 did not 
contain a bad actor disqualifier. 

The amendments to 
Regulation D, which include 
the addition of this bad actor 
disqualification provision under 
new subsection (d) to Rule 
506, are generally similar to 
those proposed by the SEC on 
May 25, 2011.  The 
amendments will be effective 
on September 22, 2013. 
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In this Alert, we briefly discuss the amendments as they 
relate to: 

• The covered persons that could trigger the 
disqualification with respect to an issuer’s offering of 
securities in reliance on Rule 506; 

• The events that trigger disqualification; 

• The pre-effectiveness event exception; and 

• Waivers and exclusions to disqualification. 

We also discuss the ramifications of Rule 506 
disqualification. 

Covered Persons 

In addition to covering the issuer, the bad actor 
disqualification of Rule 506(d) applies to the following 
persons that have had a disqualifying event: 

• Predecessors to the issuer and its affiliated issuers; 

• Directors, executive officers, other officers who will 
participate in the offering, general partners, or 
managing members of the issuer; 

• Beneficial owners of 20% or more of the issuer’s 
voting securities, calculated on the basis of voting 
power; 

 Promoters connected with the issuer in any capacity 
at the time of sale; 

 Investment managers of an issuer that is a pooled 
investment fund as well as general partners or 
managing members of such investment managers 
and their directors, executive officers, or other 
officers participating in the offering; and 

• Persons that have been or will be paid (directly or 
indirectly) to solicit investors in connection with the 
proposed sale of securities (such as placement 
agents and finders) as well as the general partners 
or managing members of such solicitors and their 
directors, executive officers, or officers participating 
in the offering.  

Disqualifying Events 

Under Rule 506(d), the following actions are 
“disqualifying events:” 

• Criminal convictions in connection with the 
purchase or sale of any security; involving the 
making of any false filing with the SEC; or arising 
out of the conduct of the business of an 
underwriter, broker, dealer, municipal securities 
dealer, investment adviser, or paid solicitor. The 
conviction must have occurred within ten years 
before the proposed sale of securities (or five years, 
in the case of issuers, their predecessors and 
affiliated issuers). 

• Court injunctions and restraining orders in 
connection with the purchase or sale of any 
security; involving the making of any false filing 
with the SEC; or arising out of the conduct of the 
business of an underwriter, broker, dealer, 
municipal securities dealer, investment adviser, or 
paid solicitor.  The injunction or restraining order 
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must have been entered within five years before the 
proposed sale of securities. 

 Final orders of the Commodities Futures Trading 
Commission, federal banking agencies, the 
National Credit Union Association, or certain state 
regulators (such as state securities, banking and 
insurance regulators) that bar a covered person 
from associating with a regulated entity or engaging 
in specific regulated activities or are based on 
fraudulent, manipulative, or deceptive conduct and 
were issued within 10 years of the proposed sale of 
securities.  With respect to a final order that is a 
bar, the bar must remain in effect at the time of the 
proposed sale. 

 Certain SEC disciplinary orders relating to brokers, 
dealers, municipal securities dealers, investment 
advisers, and investment companies and their 
associated persons. 

 Suspension or expulsion from membership in, or 
suspension or bar from associating with a member 
of, a securities self-regulatory organization. 

 SEC cease and desist orders related to certain anti-
fraud violations and registration requirements of the 
federal securities laws. 

 SEC stop orders and orders suspending a 
Regulation A exemption issued within five years 
before the proposed sale of securities. 

 U.S. Postal Service false representation orders 
entered within five years before the proposed sale of 
securities. 

In connection with the Bad Actor Amendments, the SEC 
adopted a revision to Form D to add a new certification to 
the signature block, whereby the issuer claiming the 
availability of the Rule 506 exemption will be required to 
confirm that the offering is not disqualified from reliance on 

Rule 506 due to one of the reasons specified in Rule 506
(d). 

The Pre-Effectiveness Event Exclusion 

Unlike the initially proposed amendments, new Rule 
506(d) carves outs events that occurred prior to the 
effective date of the rule.  Accordingly, events that pre-
date the effective date of the amendments will not result 
in automatic disqualification.  However, Rule 506(d) 
imposes an affirmative obligation on the issuer to 
disclose in writing matters that existed before the 
effective date of the rule that would otherwise have been 
a disqualifying event but for the carve-out.  This 
obligation applies to all offerings under Rule 506, 
regardless of whether purchasers are accredited 
investors.  In situations where this disclosure obligation is 
triggered, the SEC expects that “… issuers will give 
reasonable prominence to the disclosure to ensure that 
information about pre-existing bad actor events is 
appropriately presented in the total mix of information 
available to investors.” 

The failure to adequately make the required 
disclosure could result in the loss of the Rule 506 
exemption, unless the issuer can establish that it did not 
know, and in the exercise of reasonable care could not 
have known of the existence, of the undisclosed matter.  
This reasonable care exception is similar to the 
reasonable care exclusion for post-effective events 
discussed below. 
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Waivers and Exclusions 

The disqualification will not apply if the SEC determines 
upon a showing of good cause that it is not necessary 
under the circumstances that the Rule 506 exemption be 
unavailable.  In addition, the disqualification will not apply 
if, before the relevant sale, the court or regulatory authority 
that triggered the particular disqualifying event advises the 
SEC in writing that the disqualification should not arise as a 
result of its order, judgment or decree. 

The amendments include a “reasonable care” exclusion 
if the issuer establishes that it did not know, and in the 
exercise of reasonable care could not have known, that a 
disqualification existed.  Instructions for this provision point 
out that an issuer will not be able to prove reasonable care 
unless it inquired into whether any disqualifications exist.  
The instructions also state that 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. 

The SEC has indicated that in some circumstances, 
factual inquiry of the covered persons themselves (for 
example, by including additional questions in 
questionnaires that issuers already may be using to support 
disclosures regarding directors, officers, and significant 
shareholders of the issuer) may be adequate. Issuers also 
should consider whether investigating publicly available 
databases is reasonable. In some circumstances, further 
steps may be necessary. 

Ramifications of Rule 506 Disqualification 

The ramifications of Rule 506 disqualification can be 
profound for issuers under both federal and state securities 
laws.  Rule 506 is the Regulation D exemption of choice for 
most issuers due in large part to the permissibility of 
effecting sales of an unlimited dollar amount of securities 
without Securities Act registration.  The ability, beginning 
on September 22, 2013, to use general solicitation and 

general advertising in Rule 506 offerings involving solely 
verified accredited investor purchasers pursuant to new 
Rule 506(c) will likely make the exemption even more 
popular with issuers.  If an issuer is disqualified from 
using Rule 506, it may find alternative federal 
exemptions too restrictive or uncertain to effectively raise 
capital.  Moreover, securities offered in reliance on Rule 
506 have the status under the Securities Act as a federal 
“covered security” that means that the registration and 
qualification requirements under state securities or “blue 
sky” laws are preempted. In lieu of adhering to those 
state provisions, the issuer only has to file a post-sale 
notice and pay a fee to any state in which the securities 
are being sold. 

If an offering is disqualified under Rule 506(d), the 
offering can still be conducted pursuant to the statutory 
exemption set forth in Section 4a(2) of the Securities Act, 
provided the offering complies with the statutory 
exemption, as construed by the SEC and the courts.  
However, an offering made in reliance on the statutory 
exemption provided by Section 4a(2) would not constitute 
an offering of a covered security and therefore state 
registration and review requirements would apply. 
Furthermore, issuers would then be subject to, and would 
still have to satisfy state exemption terms and conditions. 
These state exemption terms and conditions may include 
non-uniform pre-offer and post-sale filings and the 
imposition of required disclosure (including state-specific 
legends), suitability and other requirements. 
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For More Information 

Companies and sponsors of funds needing assistance in evaluating the availability of the Rule 506 
exemption in light of the SEC’s bad actor disqualifier amendments should contact a member of Polsinelli’s  
Corporate Finance and Securities practice group. 

 
 Bill M. Schutte | 816.360.4115 |  wschutte@polsinelli.com 

 Peter F. Waltz | 303.583.8254 |  pwaltz@polsinelli.com 

 Evan M. Gilbert | 602.650.2084 |  egilbert@polsinelli.com 
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Whether you operate a private or public company, the Corporate Finance and Securities attorneys of Polsinelli have the experience and 
insight to help you get deals done. 

We have handled deals of all types and sizes representing a diverse range of clients from small businesses and venture capitalists to 
Fortune 100 companies. Our attorneys have played a vital role in helping clients achieve successful results through: 

 Securities offerings (public, private, limited and exempt) 

 Tender offers 

 Mergers and acquisitions 

 Mezzanine finance transactions 

 Venture capital transactions 

Thanks to our firm’s entrepreneurial background, we have represented some of the Midwest’s hottest new companies with private 
placement offerings - including one of the fastest growing Internet security companies and a pioneer in the field of alternative energy. 
With a former general counsel to the Kansas Securities Commission and a former employee of the Securities and Exchange 
Commission on our team, we bring a comprehensive perspective to every deal. We are a committed team of energetic workers and 
innovative thinkers ready to help you tackle your next big deal. 

About Corporate Finance & Securities 
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Polsinelli's Corporate and Transactional practice consists of nearly 50 attorneys representing thousands of businesses throughout the 
United States and abroad.  As one of the fastest-growing law firms in the nation, Polsinelli has matured and prospered alongside its 
clients, and its attorneys understand first hand the challenges and rewards of growing from a start-up to a mature business.  As a result 
of our growth, we have established a broad practice capable of assisting clients in all manner of transactional and business needs; 
working in concert with attorneys from the firm's Tax, Corporate Finance, Securities and related practice groups. 

Polsinelli's corporate attorneys make a concerted effort to understand each client's business and industry and the unique challenges 
implicit to them.  As a result, our attorneys are regularly asked to act as "outside general counsel" to clients, offering expert advice and 
counsel on the legal and business issues confronting clients daily. 

Polsinelli attorneys build lasting relationships, helping develop and implement strategies to address whatever circumstance a client is 
facing, including: 

 Start-up Strategies 

 Ownership Strategies 

 Operating Strategies 

 Growth Strategies 

 Acquisition Strategies 

 Exit Strategies 
 

The depth and diversity of our experience in the corporate and transactional practice allows us to successfully and creatively address 
virtually any issue your enterprise may face. 

About Corporate & Transactional 
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If you know of anyone who you believe would like to receive our e-mail updates, or if you would like to be removed from our e-

distribution list, please contact Kim Auther via e-mail at KAuther@polsinelli.com. 

Polsinelli provides this material for informational purposes only. The material provided herein is general and is not intended to be legal 

advice. Nothing herein should be relied upon or used without consulting a lawyer to consider your specific circumstances, possible 

changes to applicable laws, rules and regulations and other legal issues. Receipt of this material does not establish an attorney-client 
relationship.  

Polsinelli is very proud of the results we obtain for our clients, but you should know that past results 

do not guarantee future results; that every case is different and must be judged on its own merits; 
and that the choice of a lawyer is an important decision and should not be based solely upon 

advertisements.  

Polsinelli PC. In California, Polsinelli LLP. 

Real Challenges. Real Answers.SM Serving corporations, institutions, entrepreneurs, and individuals, our attorneys build enduring 
relationships by providing legal counsel informed by business insight to help clients achieve their objectives. This commitment to 
understanding our clients' businesses has helped us become the fastest growing law firm in the U.S. for the past five years, according 
to the leading legal business and law firm publication, The American Lawyer. Our more than 660 attorneys in 17 cities work with 
clients nationally to address the challenges of their roles in health care, financial services, real estate, life sciences and technology, 
energy and business litigation.  
 
The firm can be found online at www.polsinelli.com.  Polsinelli PC. In California, Polsinelli LLP. 

About Polsinelli 

About this Publication 


