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5 New Year’s Resolutions For The SEC 

Law360, New York (January 13, 2016, 10:33 AM ET) --  
Happy New Year, SEC! No doubt, right now you are making a list of New 
Year’s resolutions that are easy to implement, and that would promote 
capital formation without jeopardizing investor protection. Here are five 
suggestions, in case some of these didn’t happen to already make your list. 
 
Regulatory Simplification for Offerings to Accredited Investors 
 
An “accredited investor” is a person who, by virtue of her wealth or financial 
sophistication, is able to “fend for herself” when making investment 
decisions.[1] She can therefore participate in Regulation D private 
placements and other private offerings without the need for the protection 
afforded by the registration and many other provisions of the federal 
securities laws.[2] Implicit in an investor’s status as an accredited investor is 
the concept that the investor is able to identify, understand and accept the 
risks and conflicts of interest inherent in each offering in which she 
participates. In several important instances, however, the U.S. Securities and 
Exchange Commission and its staff have taken positions that in effect seek to 
protect accredited investors from precisely the investment risks and conflicts 
that Congress, the courts and the SEC have determined are appropriately left 
to the judgment of those investors. This year, the SEC should resolve to 
address at least one of these: 
 
Resolution #1: Re-institute a Limited “Finder’s Exemption” with Respect to 
Accredited Investors 
 
Resolved: A finder that introduces accredited investors to a private issuer, 
and receives transaction-based compensation, should not be required to 
register as a broker-dealer. 
 
Discussion: Prior to March of 2000, the SEC staff recognized a “finder’s 
exemption” from broker-dealer registration. The gist of that exemption was 
that a person who, not as part of a regular business, introduced a buyer and 
seller of securities, could get paid based on the amount of securities sold (so-
called “transaction-based compensation”). A finder generally could not 
handle money or securities, and could not be actively engaged in negotiating the price or terms of the 
transaction. In March of 2000, the SEC staff issued a no-action letter rescinding the finder’s 
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exemption.[3] This was done without the benefit of notice and comment, without any apparent cost-
benefit analysis or economic studies, and without any significant analysis of whether and how this action 
meaningfully aided in the protection of investors. 
 
Finders who act on behalf of a private issuer clearly perform a valuable capital-formation function.[4] At 
a minimum, the issuer would not be willing to pay the finder unless the issuer (and its principals) were 
convinced that the finder’s activities were valuable. The SEC’s concern, however, is that such a finder 
has a “salesman’s stake” in the transaction, and the finder therefore is incentivized to (for example) use 
high-pressure sales tactics that can disadvantage the investor.[5] 
 
This concern, though, does not seem to be fundamentally different from other risks and conflicts of 
interest an accredited investor must consider in almost any private offering. For example, an accredited 
investor in a private offering must consider whether and how the self-interest of the issuer and its 
principals affect the presentation in the offering materials of the market and investment opportunity.[6] 
The accredited investor also must consider how the issuer will use the proceeds of the offering, which in 
almost all cases will at least include helping to pay for salaries and expenses of the issuer’s employees, 
and may include payments to other service providers and to other investors. The federal (and state) 
securities laws leave the evaluation of these types of issues to the accredited investor’s judgment; it is 
difficult to see why the comparable issues posed by a finder’s potential receipt of transaction-based 
compensation should be treated differently — i.e., other than through disclosure.[7] 
 
In addition, the SEC’s “solution” to the perceived risk posed by finders amounts to massive regulatory 
overkill.[8] A person who wants to act as a finder must, at a minimum: study for, take and pass a series 7 
and other Financial Industry Regulatory Authority exams, which cover large amounts of material that 
have nothing to do with the proposed finder activities; find and become employed and supervised by a 
registered broker-dealer — and typically share a portion of her compensation with the broker-dealer — 
even though that broker-dealer may not have had any role in the finder’s activities; and learn about and 
become subject to the full panoply of FINRA’s regulations governing registered representatives, even 
though most of those regulations have nothing to do with the proposed finder activities.[9] 
 
Not surprisingly, when presented with the herculean task of becoming a registered representative — 
when the sum total of the proposed finder activities may be to make a few phone calls and send a few 
emails — many people simply decline to make introductions (to the potential detriment of both the 
issuer and the investor); others go through significant contortions to avoid being deemed to be a finder 
and to avoid receiving transaction-based compensation or other compensation tied to introduction 
services; and at least some others ignore the SEC’s views and simply provide the services and receive 
transaction-based compensation anyway.[10] 
 
The SEC and its staff could (and should) develop an approach that would permit some finders to receive 
transaction-based compensation without requiring broker-dealer registration.[11] For example, broker-
dealer registration arguably is not needed if: (a) the purchaser is an accredited investor who is fully 
informed of the finder’s role and right to receive compensation; (b) the transaction-based compensation 
is paid by the issuer, and not by the investor (i.e., every dollar invested by the buyer is used to purchase 
securities, and not to pay the finder); (c) all disclosure information about the offering is provided to the 
investor by the issuer or its representatives, and not by the finder; (d) the finder does not handle 
customer money or securities; (e) the finder does not solicit investors through a general solicitation; and 
(f) the finder is not subject to a “bad actor” disqualification. 
 
Regulatory Simplification for Crowdfunding and Peer Lending Platforms 



 

 

 
The past few years have seen an explosion of crowdfunding, peer lending and other Web-based 
platforms that permit accredited investors to, in effect, finance private companies through equity, debt, 
loan, bitcoin and other financing arrangements. Congress facilitated the creation and operation of these 
platforms when it enacted the Jobs Act.[12] The SEC and its staff further assisted this industry by, among 
other things, issuing rules permitting general solicitations in private placements and issuing several 
important no-action letters.[13] 
 
There also are several notable “secondary trading” platforms that permit accredited investors to buy 
and sell shares of private companies. More are likely on the way: Congress recently enacted legislation 
expressly authorizing secondary sales of private company shares among accredited investors.[14] 
 
Nonetheless, there are still a number of SEC rules and positions that impede the valuable capital-
formation, liquidity and price-discovery functions these and similar platforms can provide, without 
providing any significant investor protections. Here are two resolutions the SEC can make to address 
some of these issues in 2016: 
 
Resolution #2: Provide Testimonial Relief for Registered Advisers on Accredited Investor-Only 
Crowdfunding, Peer Lending and Similar Platforms 
 
Resolved: Registered advisers should be able to maintain chat rooms and similar discussion boards on 
their Web-based platforms. 
 
Discussion: Want to find out if a restaurant is any good? Odds are you will look at reviews on Yelp or 
another online source. Want to buy a new computer, or car, or a new game for your iPhone, or almost 
anything else? Odds are you will review comments from users on some online forum. 
 
Want to discuss with other clients of your investment adviser the adviser’s recommendations, 
suggestions or analysis? You are probably out of luck. Under the SEC’s interpretation of the so-called 
testimonial rule[15] — a rule that prohibits registered investment advisers from using client testimonials 
for advertising purposes — a registered adviser cannot maintain and operate such a platform.[16] 
 
There is a good argument that the testimonial rule has outlived its usefulness in all or most 
circumstances — after all, broker-dealers and other financial intermediaries can and do use testimonials 
(and unlike investment advisers, they do not owe fiduciary duties to their clients). In addition, the world 
of “crowd-sourced” reviews has made users aware of their strengths and weaknesses. In any event, the 
SEC should permit registered advisers who maintain crowdfunding, peer lending and similar online 
platforms to also include chat or discussion rooms on those platforms. 
 
First, it is not at all clear that a chat room should be viewed as a testimonial (after all, investors can say 
bad things about the adviser). In any event, crowdfunding, peer lending and similar platforms often 
provide investors with various investment choices, and the ability for investors to discuss the pros and 
cons of those different investment opportunities could be very valuable. In today’s online world, it also 
is odd to investors to not have that functionality. And, in most cases the only entity that can create such 
a chat room will be the platform’s investment adviser (or an affiliate). Finally, the only investors who can 
make investments in the opportunities discussed in such a chat room are accredited investors, who (as 
discussed above) ought to be viewed as being able to navigate a chat room and still make an informed 
investment decision.[17] 
 



 

 

The SEC and its staff could (and should) interpret the testimonial rule to not apply to a chat room or 
similar feature of an online platform hosted by a registered adviser or an affiliated person if: (a) the 
purpose of the chat room is to permit investors and potential investors to discuss and comment on 
investment opportunities that are presented on that site, and (if appropriate) for the adviser to interact 
with those commenters; (b) only accredited investors may participate in the investment opportunities 
presented on the site; and (c) all comments are visible to all users of the chat room, except that the 
investment adviser may remove or edit content solely for abusive or inappropriate language. 
 
Resolution #3: Allow Secondary Trading Platforms for Interests in Continuously Offered Private Funds 
That Make Periodic Repurchase Offers 
 
Resolved: A private fund whose interests are continuously offered, and that periodically makes 
repurchase offers to its investors, should be permitted to also maintain a secondary trading market that 
permits accredited investors to buy and sell the fund’s interests. 
 
Discussion: There likely will be an important, and potentially beneficial, intersection among 
crowdfunding and peer lending platforms, private funds and secondary trading platforms. Many 
sponsors of various platforms are forming, or are considering forming, private funds that will invest in 
some or all of the opportunities presented on those platforms. These “permanent capital vehicles” serve 
many purposes: among those are to provide more certain financing to issuers or borrowers seeking to 
raise money on the platform, and to permit investors on the platform to participate in a diversified pool 
of investments without the time and burden of (and potentially at a lower cost than) making each of 
those investments directly through the platform. 
 
The investments held by such a fund typically will be illiquid, so the fund will not be able to offer 
periodic redemptions (like a hedge fund). On the other hand, investors in those funds need some form 
of liquidity. One option would be to mimic the structure of a traditional venture capital or private equity 
fund, and have a fund raise money during a defined offering period, and terminate and distribute all 
proceeds after a set investment period. Disadvantages of this approach, though, include that the fund 
cannot continuously offer interests to new investors, and therefore the fund will eventually run out of 
money to make new investments. The sponsor can create new funds after the first fund is largely 
invested (and some sponsors may do this), although there are regulatory and operational concerns with 
this type of approach.[18] 
 
Another approach — and one that is increasingly popular — is to create a private fund that has a 
perpetual life, that continuously takes in new investors, and that periodically offers to repurchase a 
portion of its interests, such as when it has sufficient cash available from new investors or from earnings 
from portfolio investments. Typically, interests will be purchased and sold based on the fund’s net asset 
value.[19] 
 
The next step in the evolution of these funds is to set up a platform that permits investors to sell their 
fund interests to other accredited investors. These transactions would generally be expected to take 
place at a price less than net asset value. Purchasers would benefit because they might be able to 
purchase fund interests at a discount. Sellers would benefit because they could obtain liquidity even 
when the fund was unable to conduct a repurchase, or when the size of the repurchase would not 
permit them to fully liquidate their fund interests. The fund and the remaining fund investors would 
benefit because the fund would not need to use cash to redeem some investors, and therefore 
potentially could use that cash for investment purposes. 
 



 

 

Despite the apparent win-win-win nature of this approach, the use of a secondary trading platform may 
cause the fund to violate Regulation M under the Securities Exchange Act of 1934. In general, Regulation 
M prohibits an issuer (and its affiliates) from purchasing its securities at the same time as it is engaged in 
a “distribution” of those securities. The term “distribution” is defined broadly and can include private 
placements under Regulation D.[20] As a result, if a fund described above were deemed to have made a 
distribution of its securities, it would be subject to Regulation M. 
 
Fortunately, Regulation M permits “redemptions” by (among others) “limited partnerships, at a price 
based on net asset value, which are effected in accordance with the terms and conditions of the 
instruments governing the securities ....”[21] Assuming that repurchase offers constitute “redemptions” 
for purposes of Regulation M (and assuming funds organized as limited liability companies and in other 
nonpartnership forms also can rely on this rule), a fund that only offered and repurchased interests at 
net asset value would not have a Regulation M concern. 
 
Unfortunately, Regulation M does not permit redemptions by a limited partnership if the partnership’s 
interests are “traded on a securities exchange, or through an inter-dealer quotation system or 
electronics communications network.”[22] Suffice to say that the definitions of securities exchange and 
electronics communications network are sufficiently broad to at least raise an issue as to whether an 
Internet-based, secondary-market trading platform for private fund interests could qualify. 
 
Regulation M is intended to “preclude manipulative conduct by persons with an interest in the outcome 
of an offering,” in light of the fact that those participating may have special opportunities and incentives 
for manipulation.[23] In the case of a private fund that makes continuous offers and periodic repurchase 
offers, in all cases at net asset value, and whose sponsor (or other person) maintains a secondary 
trading platform that provides additional liquidity options for buyers and sellers, there is little or no 
opportunity for manipulation or other improper conduct by or on behalf of the issuer.[24] There is no 
reasonable justification for interpreting Regulation M so that it has the effect of outlawing secondary 
trading systems of this type, especially given the valuable liquidity and price discovery benefits those 
systems can provide. 
 
The SEC and its staff could (and should) interpret Rule 102 of Regulation M to not apply to a private fund 
(and its affiliates) when: (a) the private fund continuously offers its interests, and periodically 
repurchases its interests, at net asset value; (b) the fund or its affiliates make available to fund investors 
the opportunity to buy and sell their interests on a secondary trading platform, which may be sponsored 
by an affiliated person of the fund; (c) transactions on the secondary platform may occur at prices other 
than net asset value; and (d) only accredited investors may participate in trades on the secondary 
platform. 
 
Regulatory Simplification for Venture Capital Funds 
 
Venture capital and similar private funds play an important role in financing private companies, and they 
often offer valuable business, strategic and other advice and introductions to private companies and 
entrepreneurs. Unlike some other private funds, they also pose virtually no systemic risk, in large part 
because they typically do not borrow money, use swaps, margin or loan securities, or otherwise engage 
in leveraged activities that pose meaningful financial risks to people and institutions that are not their 
investors.[25] Some SEC rules and interpretations unnecessarily restrict efficient ways in which venture 
funds can be structured and operated; here is one resolution the SEC can make to address such an issue 
this year: 
 



 

 

Resolution #4: Provide Master-Feeder Relief for Venture Funds 
 
Resolved: A “master fund” that engages in a venture capital strategy should be able to have one (or 
more) feeder funds that rely on the 100-person test and one (or more) feeder funds that rely on the 
qualified-purchaser test. 
 
Discussion: Like many other private funds, venture funds generally rely on one of two tests to avoid 
having to register as an investment company. Under the 100-person test in Section 3(c)(1) of the 
Investment Company Act, a fund is not required to register as an investment company if it does not 
make a public offering and has no more than 100 beneficial owners of its securities. Under the qualified 
purchaser test in Section 3(c)(7) of the Investment Company Act, a fund is not required to register as an 
investment company if it does not make a public offering and each of its investors is, in general, an 
individual with $5 million in investments or an entity with $25 million in investments. 
 
It is perfectly permissible for a 100-person fund and a qualified-purchaser fund to invest side by side, 
and to have identical portfolio investments.[26] For many venture funds, however, this side-by-side 
arrangement is a problem. In many cases the issuer of securities would prefer to have one rather than 
two investors, and often the 100-person fund may be able to make only a relatively small investment in 
any single issuer (as compared to a qualified purchaser fund),[27] which in some cases may make the 
100-person fund an unattractive investor to an issuer. In addition, operating two identical funds can lead 
to duplicative efforts and costs. 
 
An obvious solution to this issue would be to create a so-called “master feeder” structure, in which a 
single master fund makes all portfolio investments, and two feeder funds — one relying on the 100-
person test and the other relying on the qualified-purchaser test — raise money from investors and 
contribute all or substantially all of their money to the master fund for investment. The master fund 
would be able to make a single investment on behalf of both the 100-person fund and the qualified-
purchaser fund, leading to happier issuers and likely cost savings for the funds and their investors. Also, 
because venture funds typically do not permit new investors to invest after the fund’s closing, and 
typically do not permit investors to redeem or otherwise withdraw their investments, there is no 
realistic chance that significant new investments or redemptions by qualified purchasers in the qualified-
purchaser fund could have an adverse effect on the accredited investors in the 100-person fund. 
 
Through a quirk in the Investment Company Act, however, this master-feeder structure does not work 
— essentially, the problem is that the master fund has no Investment Company Act exemption on which 
it can rely.[28] Whatever the merit of this result in other private fund contexts, where perhaps 
significant ongoing investments and redemptions in the qualified-purchaser feeder fund could have 
adverse effects on the accredited investors in the 100-person feeder fund, there is no comparable risk or 
other obvious concern in the venture fund context. 
 
The SEC and its staff could (and should) permit a private fund acting as a master fund in a master-feeder 
structure to not register under the Investment Company Act if: (a) the master fund pursues a venture 
capital strategy; (b) there are at least two private funds, which act as feeder funds, that invest all or 
substantially all of their assets in the master fund; (c) at least one feeder fund is excepted from 
investment company registration under the 100-person test (Section 3(c)(1)) and at least one feeder 
fund is excepted from investment company registration under the qualified purchaser test (Section 
3(c)(7)); (d) after the conclusion of an offering period, the master fund and each feeder fund generally 
do not accept new investments; and (e) the master fund and each feeder fund generally do not permit 
investors, at their election, to redeem their interests or otherwise withdraw their invested capital. 



 

 

 
Regulatory Simplification Under the Investment Company Act of 1940 
 
Private and public companies often need to obtain “unqualified” opinions that they are not investment 
companies — such as when they seek to raise money in public offerings or from banks. For a law firm to 
issue such an unqualified opinion, the company typically must have less than 40 percent of its assets (by 
value) in the form of investment securities.[29] This test, which in its basic form has been part of the 
Investment Company Act since its enactment in 1940, now suffers from several significant limitations. 
 
Two of these limitations particularly affect technology and other companies that have limited “hard 
assets,” but that hold very valuable internally generated patents and other intellectual property that is 
not recognized as an asset for Generally accepted accounting principles (GAAP) purposes. 
 
First, such a company, which may have a high enterprise valuation or market capitalization, may 
nonetheless fail the 40 percent test if it makes even modest securities investments, due to its relatively 
small “asset” base. This is not based on a considered judgment by Congress (or the SEC) that technology 
companies look like mutual funds; it is an unintended consequence of the fact that, when the statute 
was enacted 75 years ago, operating companies typically held significant amounts of land, property, 
equipment, inventory and similar “hard assets.” No one foresaw the highly valuable but “asset-light” 
technology companies that exist today, and therefore the statute simply doesn’t account for them. 
 
Second, such a company also may be limited in the cash management instruments in which it can invest 
its cash — in general, cash management instruments other than cash, U.S. government securities and 
shares of money market mutual funds are or may be investment securities (or “bad assets” for purposes 
of the 40 percent test).[30] As a result, many of these companies are limited in their ability to invest in 
instruments such as investment-grade commercial paper, investment-grade short-term corporate debt, 
and investment-grade municipal securities.[31] 
 
Happily, the SEC can resolve to address both of these issues in 2016: 
 
Resolution #5: Create an Alternative Investment Company Act Status Test For Technology Companies 
 
Resolved: As an alternative to current tests, companies should be able to determine their investment 
company status based on market capitalization, rather than based on total assets. 
 
Discussion: The original rational of the 40 percent test was compelling, if not particularly principled: 
apparently, SEC staffers reviewed the financial disclosures of all public companies in the late 1930s, 
decided which ones they thought were investment companies and which ones they thought were 
operating companies, and came up with a financial measure that generally differentiated between the 
two.[32] That financial measure was the 40 percent test. 
 
As discussed above, the 40 percent test simply does not work well for many technology and certain 
other “asset-light” companies. The basic concept of the test is sound — when is a company’s value so 
substantially dependent upon its investment holdings that the company’s investors should have the 
protections of the Investment Company Act? Asset-light companies should be able to make this 
determination, though, by comparing the value of their investment securities to their enterprise value 
or market capitalization, rather than to their total assets. So, for example, a private company could be 
deemed not to be an investment company if the value of its investment securities accounts for no more 
than 25 percent of its enterprise value (based on the valuation assigned to it in its most recent financing 



 

 

round). Similarly, a public company could be deemed to not be an investment company if the value of its 
investment securities accounted for no more than 25 percent of its market capitalization as of the end 
of the preceding calendar quarter. 
 
The “25 percent” figure in the proposed tests above may be too low or too high. It seems like a 
reasonable minimum figure though; it would seem odd to conclude that a company is an investment 
company, and that its investors need the protections of the Investment Company Act, when the 
company derives at least 75 percent of its value from sources and activities other than investments. 
 
This test should significantly address both issues discussed above. First, by looking at enterprise value or 
market capitalization, the test implicitly includes the value of the company’s internally generated 
intellectual property, but does so in a way that largely prevents the company from assigning subjective 
and potentially self-serving valuations to that intellectual property. Second, by allowing an asset-light 
company to include the value of its intellectual property in the test, the company should have the ability 
to make additional cash-management investments without being deemed to be an investment 
company. 
 
The SEC and its staff could (and should) adopt a rule or interpretation that excepts from the definition of 
investment company an issuer that: (a) engages, directly or through majority-owned or primarily 
controlled subsidiaries, in one or more noninvestment company businesses; and (b) holds no more than 
25 percent of the total value of its enterprise value in “investment securities,” as defined in Section 
3(a)(2) of the Investment Company Act. For purposes of this test, enterprise value shall mean: (i) for a 
company whose common stock is publicly traded, the company’s market capitalization as of the end of 
the preceding calendar quarter; and (ii) for a company whose common stock is not publicly traded, the 
valuation assigned to the company based on its most recent financing round involving the sale of equity 
or equity-related securities. This test would be calculated as of the end of each calendar quarter. 
 
—By Robert Rosenblum, Susan Gault-Brown and Amy Caiazza, Wilson Sonsini Goodrich & Rosati PC 
 
Robert Rosenblum and Susan Gault-Brown are partners and Amy Caiazza, Ph.D., is an associate in Wilson 
Sonsini's Washington, D.C., office. 
 
The opinions expressed are those of the author(s) and do not necessarily reflect the views of the firm, its 
clients, or Portfolio Media Inc., or any of its or their respective affiliates. This article is for general 
information purposes and is not intended to be and should not be taken as legal advice. 
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