Regulatory Notice

Regulation D Offerings

Obligation of Broker-Dealers to Conduct Reasonable
Investigations in Regulation D Offerings

Executive Summary

FINRA reminds broker-dealers of their obligation to conduct a reasonable
investigation of the issuer and the securities they recommend in offerings
made under the Securities and Exchange Commission’s Regulation D under
the Securities Act of 1933 —also known as private placements.

Regulation D provides exemptions from the registration requirements
of Section 5 under the Act. Regulation D transactions, however, are not
exempt from the antifraud provisions of the federal securities laws. A
broker-dealer has a duty—enforceable under federal securities laws and
FINRA rules—to conduct a reasonable investigation of securities that it
recommends, including those sold in a Regulation D offering.

Moreover, any broker-dealer that recommends securities offered under
Regulation D must meet its suitability requirements under NASD Rule
2310 (Suitability), and must comply with the advertising and supervisory
rules of FINRA and the SEC.

Questions regarding this Notice should be directed to:

» Joseph E. Price, Senior Vice President Corporate Financing/Advertising,
at (240) 386-4623;

» Paul Mathews, Director, Corporate Financing Department, at (240)
386-4639; or

» Gary Goldsholle, Vice President and Associate General Counsel,
Office of General Counsel, at (202) 728-8104.
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Background and Discussion

Part | of this Notice describes Regulation D. Part Il describes broker-dealers’ regulatory
responsibilities to engage in a reasonable investigation of a Regulation D offering,
enforceable under the antifraud provisions of the federal securities laws and FINRA
rules. Part Il also describes specific issues that pertain to a broker-dealer’s (BD’s)
responsibilities and how the scope of a BD’s responsibility to conduct a reasonable
investigation will necessarily depend upon its affiliation with the issuer, its role in the
transaction, and other facts and circumstances of the offering, including whether the
offerees are retail investors or more sophisticated institutional investors.?

Part Ill describes practices that some broker-dealers have adopted to help them
discharge their reasonable investigation obligations. These practices are especially
relevant to Regulation D offerings of securities of companies that are non-reporting
under the Securities Exchange Act of 1934. BDs, however, may find that many of the
practices are appropriate for other types of offerings.

l. Regulation D

The private placement market is an essential source of capital for American business,
particularly small firms. According to one estimate, in 2008 companies intended to
issue approximately $609 billion of securities in Regulation D offerings.2 While the
private placement market is an important source of capital for many U.S. companies,
especially smaller issuers, FINRA has found significant problems in several recent
examinations and investigations. These problems include fraud and sales practice
abuses in Regulation D offerings. Recently, for example, broker-dealers were sanctioned
for providing private placement memoranda and sales materials to investors that
contained inaccurate statements or omitted information necessary to make informed
investment decisions.?

Rule 504 under Regulation D provides an exemption from the registration provisions
under Section 3(b) of the Securities Act for limited offerings for which the aggregate
offering price of securities within a 12-month period does not exceed $1,000,000. Rule
505 provides an exemption under Section 3(b) of the Act for limited offerings for which
the aggregate offering price of securities within a 12-month period does not exceed
$5,000,000. Rule 505 permits an offering to an unlimited number of “accredited
investors” and up to 35 non-accredited investors. Rule 501 defines “accredited investor”
as any person who meets, or who the issuer reasonably believes meets, certain
requirements, including natural persons with a net worth in excess of $1,000,000,

or annual income in excess of $200,000 (or $300,000 jointly with a spouse).
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Rule 506 provides a legal safe harbor for an exemption from registration under Section
4(2) of the Act for the sale of securities to an unlimited number of accredited investors
and up to 35 non-accredited investors. Rule 506 (unlike Rule 505) does not limit the
permissible size of the offering, but requires that non-accredited investors possess

a degree of financial sophistication. Specifically, Rule 506 requires that each non-
accredited investor, “either alone or with his purchaser representative(s),” have “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 must
reasonably believe immediately prior to making any sale that the purchaser comes
within this description.

Rule 505 and Rule 506 do not require that an issuer provide any specific written
information concerning the offering to accredited investors, although issuers must
provide specified information to a non-accredited investor who purchases in an
offering. In practice, issuers often provide a private placement memorandum that
describes the offering to all prospective purchasers, including accredited investors.*

Il. BD Regulatory Requirements in Regulation D Offerings
A. Antifraud Provisions and FINRA Rules

The Securities and Exchange Commission (SEC) and federal courts have long held that a
BD that recommends a security is under a duty to conduct a reasonable investigation
concerning that security and the issuer’s representations about it.> This duty emanates
from the BD’s “special relationship” to the customer, and from the fact that in
recommending the security, the BD represents to the customer “that a reasonable
investigation has been made and that [its] recommendation rests on the conclusions
based on such investigation.”® Failure to comply with this duty can constitute a
violation of the antifraud provisions of the federal securities laws and, particularly,
Section 17(a) of the Securities Act, Section 10(b) of the Securities Exchange Act and Rule
10b-5 thereunder.’ It also can constitute a violation of FINRA Rule 2010, requiring
adherence to just and equitable principles of trade, and FINRA Rule 2020, prohibiting
manipulative and fraudulent devices.®

Courts have found that the amount and nature of the investigation required depends,
among other factors, upon the nature of the recommendation, the role of the broker

in the transaction, its knowledge of and relationship to the issuer, and the size and
stability of the issuer.? For example, the SEC and courts recognize that a more thorough
investigation is required for “securities issued by smaller companies of recent origin,”*°
which could include many Regulation D issuers. While there are no “iron clad rules as
to what a broker must do to meet his responsibility,”** the presence of any “red flags”
also would alert the broker to the need for further inquiry.*? Each BD must make a
determination of the scope of its investigation based upon the facts and circumstances.
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A BD that lacks essential information about an issuer or its securities when it makes a
recommendation, including recommendations of securities in Regulation D offerings,
must disclose this fact as well as the risks that arise from its lack of information.*?

The degree to which a broker-dealer that relies on information supplied by the

issuer may be found to have conducted a reasonable investigation as a basis for its
recommendation will depend on the facts and circumstances. With respect to reporting
companies under the Securities Exchange Act, in the absence of red flags, a BD that is
not an underwriter typically may rely upon the current registration statement and
periodic reports of the public company.

In general, however, a BD “may not rely blindly upon the issuer for information
concerning a company,”** nor may it rely on the information provided by the issuer

and its counsel in lieu of conducting its own reasonable investigation.> While BDs are
not expected to have the same knowledge as an issuer or its management, firms are
required to exercise a “high degree of care” in investigating and independently verifying
an issuer’s representations and claims.?® Indeed, when an issuer seeks to finance a new
speculative venture, BDs “must be particularly careful in verifying the issuer’s obviously
self-serving statements.”’

The fact that a BD’s customers may be sophisticated and knowledgeable does not
obviate the duty to investigate.’® Moreover, in Regulation D offerings the SEC advises
issuers to provide the same information to accredited investors as they are required
to provide to non-accredited investors, in view of the antifraud provisions.*

B. FINRA Suitability Obligations

NASD Rule 2310 states that a BD must have reasonable grounds to believe that a
recommendation to purchase, sell or exchange a security is suitable for the customer.?°
This analysis has two principal components. First, the “reasonable basis” suitability
analysis requires the BD to have a reasonable basis to believe, based on a reasonable
investigation, that the recommendation is suitable for at least some investors. Second,
the “customer specific suitability” analysis requires that the BD determine whether
the security is suitable for the customer to whom it would be recommended.?

In the context of a Regulation D offering, Rule 2310 requires broker-dealers to conduct
a suitability analysis when recommending securities to both accredited and non-
accredited investors that will take into account the investors’ knowledge and
experience. The fact that an investor meets the net worth or income test for being

an accredited investor is only one factor to be considered in the course of a complete
suitability analysis. The BD must make reasonable efforts to gather and analyze
information about the customer’s other holdings, financial situation and needs, tax
status, investment objectives and such other information that would enable the firm
to make its suitability determination. A BD also must be satisfied that the customer
“fully understands the risks involved and is...able...to take those risks.”??
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In order to ensure that it has fulfilled its suitability responsibilities, a BD in a Regulation
D offering should, at a minimum, conduct a reasonable investigation concerning:

» theissuer and its management;

» the business prospects of the issuer;

» the assets held by or to be acquired by the issuer;
» the claims being made; and

» theintended use of proceeds of the offering.”

A BD must conduct a reasonable investigation in connection with each offering,
notwithstanding that a subsequent offering may be for the same issuer.2*

C. SpecificIssues Related to a BD’s Responsibilities

The scope of a BD’s investigation will necessarily depend upon a number of factors,
including the BD’s affiliation with the issuer, its role in the transaction, and other facts
and circumstances of the offering, including whether the offerees are retail customers
or more sophisticated institutional investors.

1. BD That Is Affiliated With the Issuer

A BD that is an affiliate of an issuer in a Regulation D offering must ensure that its
affiliation does not compromise its independence as it performs its investigation.®
The BD must resolve any conflict of interest that could impair its ability to conduct a
thorough and independent investigation. Indeed, its affiliation with the issuer typically
would raise expectations by its customers, particularly some retail customers, that the
BD has special expertise concerning the issuer.?

2. BD That Prepares the Private Placement Memorandum

A BD that prepares the private placement memorandum or other offering document
has a duty to investigate securities offered under Regulation D and representations
made by the issuer in the private placement memorandum or other offering
document.?” In a recent enforcement action, FINRA found that a BD that prepared a
private placement memorandum containing material misstatements and omissions
about such matters as the amount and timing of distributions and the targeted return
of principal to investors violated FINRA Rule 2010, which requires BDs to comply with
just and equitable principles of trade.?®

A BD that assists in the preparation of a private placement memorandum or other
offering document should expect that it will be considered a communication with the
public by that BD for purposes of NASD Rule 2210, FINRA’s advertising rule. If a private
placement memorandum or other offering document presents information that is not
fair and balanced or that is misleading, then the BD that assisted in its preparation may
be deemed to have violated NASD Rule 2210. Moreover, sales literature concerning a
private placement that a BD distributes will generally be deemed to constitute a
communication by that BD with the public, whether or not the BD assisted in its
preparation.
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3. The Presence of Red Flags

In the course of a reasonable investigation, a BD must note any information that it
encounters that could be considered a “red flag” that would alert a prudent person
to conduct further inquiry. Red flags might arise from information that is publicly
available or information that is discovered during the course of the investigation.

A BD’s reasonable investigation responsibilities would obligate it to follow up on any
red flags that it encounters during its inquiry as well as to investigate any substantial
adverse information about the issuer.?

When presented with red flags, the BD must do more than simply rely upon
representations by issuer’'s management, the disclosure in an offering document or
even a due diligence report of issuer’s counsel. In Kunz and Cline, the SEC found that
the broker could not justifiably rely on financial statements in private placement
memoranda that had been audited and certified by an accountant when numerous
“red flags” indicated that the financial statements were inaccurate.®® The broker had a
duty, which it failed to discharge, to conduct a further, independent investigation of
the financial condition of the issuer under the circumstances. The SEC also found that
the broker acted contrary to just and equitable principles of trade when the private
placement memorandum failed to disclose both the broker’s consulting relationship
with the issuer and the litigation history of the issuer’s president and CEO.

An issuer’s refusal to provide a broker-dealer with information that is necessary for

the broker-dealer to meet its duty to investigate could itself constitute a red flag. If an
issuer is not forthcoming with information requested by a broker-dealer (or provides
information that is non-responsive or out-of-date), the broker-dealer must determine
whether sufficient information is otherwise obtainable. While issuers are not required
to provide accredited investors with a private placement memorandum in order to
qualify for the exemptions in Rule 505 or Rule 506, these memoranda typically are used
in Regulation D offerings and firms may need to consider whether the absence of a
private placement memorandum itself might constitute a red flag.

4. Reliance on Counsel and Syndicate Managers

A BD may retain counsel or other experts to assist the firm in undertaking and fulfilling
its reasonable investigation obligation. A BD must carefully review the qualifications
and competency of counsel or experts retained to perform an investigation on its
behalf3! and must ensure that all gaps or omissions in the investigation by such
counsel or experts are separately addressed by the BD. Moreover, the use of counsel or
experts does not necessarily complete the BD’s investigation responsibilities, insofar as
a review of the counsel’s or expert’s report may identify issues or concerns that require
further investigation by the BD.
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It may be appropriate in a Regulation D offering in which a BD is merely a member of

a syndicate or selling group to rely upon a reasonable investigation by the syndicate
manager, provided the BD has reason to believe that the syndicate manager has the
expertise and absence of conflicts to engage in a thorough and independent inquiry,
and that it has in fact performed such an inquiry with respect to the particular
Regulation D offering. Any BD who intends to rely upon the efforts of a syndicate
manager should meet with the manager, obtain a description of the manager’s
reasonable investigation efforts, and ask questions of the manager concerning the
independence and thoroughness of the manager’s exercise of its responsibilities. A BD
that relies upon the efforts of the syndicate manager retains its own responsibilities, to
the extent that they are not addressed by the syndicate manager’s efforts. For example,
if there is reason to believe that the syndicate manager has not addressed a particular
issue, then each BD participating in the offering will be responsible to the extent that it
implicates the BD’s own suitability analysis.

D. Supervision

A firm that engages in Regulation D offerings must have supervisory procedures under
NASD Rule 3010 that are reasonably designed to ensure that the firm’s personnel,
including its registered representatives:

» engagein aninquiry that is sufficiently rigorous to comply with their legal and
regulatory requirements;

» perform the analysis required by NASD Rule 2310;

» qualify their customers as eligible to purchase securities offered pursuant to
Regulation D; and

» do not violate the antifraud provisions of the federal securities laws or FINRA rules
in connection with their preparation or distribution of offering documents or sales
literature.

These procedures must be reasonably designed to ensure that each Regulation D
offering is properly supervised before it is marketed to other firms or sold directly to
customers.3

E. Documentation of Reasonable Investigation

To demonstrate that it has performed a reasonable investigation, a BD should retain
records documenting both the process and results of its investigation. Such records
may include descriptions of the meetings that were conducted in the course of the
investigation, including meetings with the issuer or other parties, the tasks performed,
the documents and other information reviewed, the results of such reviews, the date
such events occurred, and the individuals who attended the meetings or conducted
the reviews.
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lll. Reasonable Investigation Practices

A BD’s reasonable investigation must be tailored to each Regulation D offering in a
manner that best ensures that it meets its regulatory responsibilities. Accordingly, a
single checklist of possible practices for a BD engaged in a Regulation D offering will not
suffice for every offering, and mechanical reliance upon a single checklist may result in
an inadequate investigation. Nevertheless, we are providing a list of practices that
some firms have adopted to help them adequately discharge their responsibilities.
Many of the practices described below are designed to satisfy BDs’ regulatory
requirements. These practices are especially relevant to Regulation D offerings of
securities of companies that are non-reporting under the Securities Exchange Act.

Industry participants that we surveyed described the following as practices that help
ensure they meet their reasonable investigation obligations.

A. Issuer and Management

Reasonable investigations of the issuer and its management concerning the issuer’s
history and management’s background and qualifications to conduct the business
might include:

» Examining the issuer’s governing documents, including any charter, bylaws and
partnership agreement, noting particularly the amount of its authorized stock and
any restriction on its activities. If the issuer is a corporation, a BD might determine
whether it has perpetual existence.

» Examining historical financial statements of the issuer and its affiliates, with
particular focus, if available, on financial statements that have been audited by
an independent certified public accountant and auditor letters to management.

» Looking for any trends indicated by the financial statements.

» Inquiring about the business of affiliates of the issuer and the extent to which
any cash needs or other expectations for the affiliate might affect the business
prospects of the issuer.

» Inquiring about internal audit controls of the issuer.
» Contacting customers and suppliers regarding their dealing with the issuer.

» Reviewing the issuer’s contracts, leases, mortgages, financing arrangements,
contractual arrangements between the issuer and its management, employment
agreements and stock option plans.
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» Inquiring about past securities offerings by the issuer and the degree of their
success while keeping in mind that simply because a certain product or sponsor
historically met obligations to investors, there are no guarantees that it will
continue to do so, particularly if the issuer has been dependent on continuously
raising new capital. This inquiry could be especially important for any blind pool or
blank-check offering.

» Inquiring about pending litigation of the issuer or its affiliates.

» Inquiring about previous or potential regulatory or disciplinary problems of the
issuer. A BD might make a credit check of the issuer.

» Making reasonable inquiries concerning the issuer's management. A BD might
inquire about such issues as the expertise of management for the issuer’s business
and the extent to which management has changed or is expected to change. For
example, a BD might inquire about any regulatory or disciplinary history on the
part of management and any loans or other transactions between the issuer or its
affiliates and members of management that might be inappropriate or might
otherwise affect the issuer’s business.

» Inquiring about the forms and amount of management compensation, who
determines the compensation and the extent to which the forms of compensation
could present serious conflicts of interest. A BD might make similar inquiries
concerning the qualifications and integrity of any board of directors or similar body
of the issuer.

» Inquiring about the length of time that the issuer has been in business and
whether the focus of its business is expected to change.

B. Issuer’s Business Prospects

Reasonable investigations of the issuer’s business prospects, and the relationship of
those prospects to the proposed price of the securities being offered, might include:

» Inquiring about the viability of any patent or other intellectual property rights
held by the issuer.

» Inquiring about the industry in which the issuer conducts its business, the
prospects for that industry, any existing or potential regulatory restrictions on
that business and the competitive position of the issuer.

» Requesting any business plan, business model or other description of the business
intentions of the issuer and its management and their expectations for the
business, and analyzing management’s assumptions upon which any business
forecast is based. A BD might test models with information from representative
assets to validate projected returns, break-even points and similar information
provided to investors.
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» Requesting financial models used to generate projections or targeted returns.

» Maintaining in the BD’s files a summary of the analysis that was performed on
financial models provided by the issuer that detail the results of any stress tests
performed on the issuer’s assumptions and projections.

C. Issuer’s Assets

Reasonable investigations of the quality of the assets and facilities of the issuer might

include:

» Visiting and inspecting a sample of the issuer’s assets and facilities to determine
whether the value of assets reflected in the financial statements is reasonable and
that management’s assertions concerning the condition of the issuer’s physical
plants and the adequacy of its equipment are accurate.

» Carefully examining any geological, land use, engineering or other reports by

third-party experts that may raise red flags.

» Obtaining, with respect to energy development and exploration programs,
expert opinions from engineers, geologists and others are necessary as a basis
for determining the suitability of the investment prior to recommending the

security to investors.

Endnotes

1  Asageneral matter, any reference in this
Notice to the obligations of a BD firm
is also intended to cover the concomitant
responsibilities of any registered
representative who recommends a Regulation
D offering to his/her customers and any
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representative.

2 Office of the Inspector General, Securities
and Exchange Commission, Regulation D
Exemption Process 2 (March 31,2009).
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No.2007010591701 (2009).

A note to Rule 502(b)(1) states that when an
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