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FINRA Adopts Rules To Govern Member Private Offerings 

Effective June 17, 2009, new FINRA Rule 5122 
will regulate “member private offerings,” private 
offerings of unregistered securities of FINRA 
members or their “control entities.” Rule 5122 is 
intended to address detected abuses in such 
private offerings. Although Rule 5122 will be 
effective as of June 17, 2009, it will not apply 
retroactively to any offerings that have already 
commenced selling efforts as of that date. 

Overview of FINRA Rule 5122 

Rule 5122 requires that, subject to certain 
exceptions discussed below, a member firm that 
engages in a private placement1 of its own 
securities or the securities of a control entity 
(“Member Private Offering”) must: 

• provide offerees with a private placement 
memorandum, term sheet or other 
offering document which discloses the 
intended use of the proceeds from the 
offering, the offering expenses and the 
selling compensation to be paid to the 
FINRA member and its associated 
persons;  

• file such disclosure document with FINRA 
at, or prior to, the first time the offering 
documents are provided to a prospective 
investor; and 

• commit that at least 85% of the offering 
proceeds will be used for business 
purposes (which may not include offering 
costs, discounts, commissions, or any 
other cash or non-cash sales incentives). 

Scope of Rule—Control Entities 

Rule 5122 applies to private offerings of 
securities by member firms or their control 
entities. “Control entity” is defined as any entity 
that controls or is under common control with a 
member, or that is controlled by a member or 
its associated persons. “Control” means a 
beneficial interest of more than fifty percent 
(50%) of the outstanding voting securities of a 
corporation, or the right to more than fifty 
percent (50%) of the distributable profits or 
losses of a partnership or other non-corporate 
legal entity. The percentage ownership is to be 
determined by a “flow-through approach,” 
multiplying the ownership percentages at each 
ownership level to calculate the total percentage 
of control.2  

The power to direct the management or policies 
of a corporation or partnership alone (e.g., a 
general partner)–absent meeting the majority 
ownership or right to a majority of profits– 
would not constitute control for this purpose. 
Performance and management fees earned by a 
general partner should not be included in the 
determination of partnership profit or loss 
percentages, unless such fees are subsequently 
re-invested in the partnership, increasing the 
general partner’s ownership interest.  

The determination of control entity status should 
be made at each close of an offering, not at the 
beginning. Further, if there are multiple 
closings, the control determination must be 
made after each closing.  
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Disclosure Requirements 

Rule 5122 requires that an offering document be 
provided to each prospective investor in a 
Member Private Offering, whether accredited or 
not under 1933 Act Regulation D. The Rule does 
not require, however, the preparation of a 
private placement memorandum (“PPM”)3. The 
offering document requirement can be satisfied 
with a term sheet. The offering document must 
disclose the intended use of proceeds, the 
offering expenses, and the amount of selling 
compensation. 4 

Filing Requirement 

Since Member Private Offerings are private 
placements, they currently are not subject to 
existing FINRA rules governing underwriting 
compensation and conflicts of interest by 
members participating in public offerings. The 
intent of Rule 5122 is to provide investor 
protection for Member Private Offerings similar 
to that provided for public offerings. 
Accordingly, all offering documents for Member 
Private Offerings must now be filed with FINRA’s 
Corporate Finance Department at or prior to the 
first time such document is provided to any 
prospective investor. In addition, any 
amendment or exhibit to the offering documents 
must be filed within ten days of being provided 
to any investor.  

The purpose of the filing requirement is to allow 
FINRA to identify those offering documents that 
are deficient “on their face.” However, unlike 
most public offerings, there is no requirement 
for a member to wait for the FINRA staff to 
issue a “no-objections” letter before 
commencing the offering. If FINRA subsequently 
determines that the disclosures in the offering 
document appeared to be incomplete, 
inaccurate, or misleading, FINRA could make 
further inquiries. 

Offering documents are to be submitted to 
FINRA by email and will be subject to 
confidential treatment. 

Use of Offering Proceeds 

The Rule requires that each time a Member 
Private Offering is closed no less than 85% of 
the gross offering proceeds in the Member 
Private Offering must be used for the business 
purposes identified in the offering document. If 
a member plans to conduct a series of Member 
Private Offerings, the member must make 
certain that each Member Private Offering meets 
the above-noted 85% requirement, not just the 
series as a whole. The use of proceeds must 
also be consistent with the required disclosure 
to investors in the offering document. 

The Rule does not limit the total amount of 
underwriting compensation that can be paid. 
Offering and other expenses may total more 
than 15% of the offering proceeds, provided, 
however, that no more than 15% of the monies 
raised from investors can be used to pay such 
expenses.  

FINRA members have an ongoing duty to 
comply with Rule 5122 if they subsequently 
discover that an issuer has failed to meet the 
85% business purpose or disclosed use of 
proceeds standards.  

Exemptions 

The Rule provides a number of exemptions based 
on the type of investors and the type of offerings. 
It does not apply to Member Private Offerings 
sold exclusively to institutional accounts, qualified 
purchasers, qualified institutional buyers, and 
entities composed solely of qualified institutional 
buyers, registered investment companies, and 
banks. It also does not apply to offerings of 
exempted securities under Section 3(a)(12) of 
the Securities Exchange Act, Rule 144A offerings, 
Regulation S offerings, investment-grade debt 
and preferred stock offerings and offerings to 
employees and affiliates, commodity pools, and 
offerings filed with FINRA under other FINRA 
rules.5 FINRA members may rely on more than 
one exemption to avoid triggering the 
requirements of Rule 5122. There is no 
exemption from the filing requirements for 
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offerings solely to accredited investors. 

Practical Implications 

Although Rule 5122 principally addresses private 
placements by FINRA members of their own 
securities, it may also affect private equity funds 
and other investment vehicles. Rule 5122 will 
apply to an investment partnership if (1) a 
FINRA member or control entity has the right to 
receive 50% or more of its distributable profits 
and losses and (2) the FINRA member with the 
conflict is selling the securities of the investment 
partnership. Rule 5122 does not apply if another 
FINRA member acts as placement agent of the 
offering. For example, if member firm ABC has 
the right to receive 50% of the distributable 
profits and losses of Fund X and member firm 
DEF participates in the selling of Fund X; Rule 

5122 does not apply unless member firm DEF is 
also a control entity of Fund X. If ABC offers or 
sells any securities, however, then the rule 
would apply (unless the offering  qualifies for an 
available exemption). 

Although investment vehicles that rely on the 
exemption from registration under Section 
3(c)(7) of the Investment Company Act of 1940 
and are only sold to “qualified purchasers” are 
exempt from Rule 5122,6 there is no similar 
exemption for Section 3(c)(1) funds. FINRA 
members participating in the sale of Section 
3(c)(1) funds and other non-exempt private 
placements should make the appropriate control 
determination prior to each closing. 
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If you have any questions concerning these developing issues, you may contact any of the following 
Investment Management or Securities and Capital Markets lawyers: 

Atlanta 

Elizabeth H. Noe 
404-815-2287 
elizabethnoe@paulhastings.com 

Hong Kong 

Neil Torpey 
852-2867-9902 
neiltorpey@paulhastings.com 

Joseph A. Sevack 
852-2867-9920 
josephsevack@paulhastings.com 

Los Angeles 

Robert C. Carlson 
213-683-6220 
robcarlson@paulhastings.com 

Robert A. Miller, Jr. 
213-683-6254 
robertmiller@paulhastings.com 

New York 

Jacqueline A. May 
212-318-6282 
jacquelinemay@paulhastings.com  

Jeffrey J. Pellegrino 
212-318-6932 
jeffreypellegrino@paulhastings.com 

Keith D. Pisani 
212-318-6058 
keithpisani@paulhastings.com 

Vince Pisano 
212-318-6490 
vicepisano@paulhastings.com 

Scott R. Saks 
212--318-6311 
scottsaks@paulhastings.com 

William F. Schwitter 
212-318-6400 
williamschwitter@paulhastings.com 

Michael L. Zuppone 
212-318-6906 
michaelzuppone@paulhastings.com 

Orange County 

Stephen D. Cooke 
714-668-6246 
stephencooke@paulhastings.com 

John F. Della Grotta 
714-668-6210 
johndellagrotta@paulhastings.com 

Palo Alto 

Robert A. Claassen 
650-320-1884 
robertclaassen@paulhastings.com 

Paris 

Joel M. Simon 
33-1-42-99-04-45 
joelsimon@paulhastings.com 

San Francisco 

Jeffrey T. Hartlin 
858-720-2696 
jeffhartlin@paulhastings.com 

Mitchell E. Nichter 
415-856-7009 
mitchellnichter@paulhastings.com 

Thomas R. Pollock 
415-856-7047 
thomaspollack@paulhastings.com 

Gregg F. Vignos 
415-856-7210 
greggvignos@paulhastings.com 

San Diego 

Leigh P. Ryan 
leighryan@paulhastings.com 

Tokyo 

Kenju Watanabe 
81-3-6229-6003 
kenjuwatanabe@paulhastings.com 
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1 A non-public offering of securities conducted in reliance on an available exemption from registration under the Securities 
Act of 1933, as amended (the “1933 Act”). 
2 For example, if member firm ABC owns 50 percent (50%) of corporation DEF that in turn holds a 60 percent (60%) 
interest in corporation GHI, and ABC is engaged in a private offering of GHI, ABC would have a 30 percent (30%) interest 
in GHI (50 % of 60 %), and thus GHI would not be considered a control entity under this definition. 
3 A more comprehensive PPM may, however, be necessary or appropriate to provide protection from Rule 10b-5 and other 
potential securities law claims. 
4 Rule 5122 does not define “offering expenses” but FINRA Rule 2810 and several Notices to Members discuss the term 
and provide guidance that suggests such term would include, among other items, all forms of compensation paid to 
underwriters relating to the offering, fees relating to registration and qualification of securities under state and federal law, 
due diligence expenses and legal and accounting services provided to issuer. 
5 Specifically, Rule 5122 exempts the following offerings:  

• offerings of exempted securities, as defined in Section 3(a)(12) of the Exchange Act; 

• offerings made pursuant to Securities Act Rule 144A or SEC Regulation S; 

• offerings in which a member acts primarily in a wholesaling capacity (i.e., it intends, as evidenced by a selling 
agreement, to sell through its affiliated broker-dealers, less than 20% of the securities in the offering); 

• offerings of exempted securities with short term maturities under Section 3(a)(3) of the Securities Act; 

• offerings of subordinated loans under Exchange Act Rule 15c3-1, Appendix D; 

• offerings of “variable contracts,” as defined in NASD Rule 2820(b)(2); 

• offerings of modified guaranteed annuity contracts and modified guaranteed life insurance policies, as referenced in 
FINRA Rule 5110(b)(8)(E);  

• offerings of securities of a commodity pool operated by a commodity pool operator, as defined under Section 
1(a)(5) of the Commodity Exchange Act; 

• offerings of equity and credit derivatives, including OTC options; provided that the derivative is not based 
principally on the member or any if its control entities;  

• offerings filed with the Department under FINRA Rule 5110 or NASD Rules 2720 or 2810; 

• offerings of unregistered investment grade rated debt and preferred securities;  

• offerings to employees and affiliates of the issuer or its control entities; and 

• offerings of securities issued in conversions, stock splits and restructuring transactions made to existing investors 
without the need for additional consideration or investments on the part of the investor. 

Rule 5122 also exempts offerings to the following types of investors: 

• institutional accounts, as defined in NASD Rule 3110(c)(4); 

• qualified purchasers, as defined in Section 2(a)(51)(A) of the Investment Company Act; 

• qualified institutional buyers, as defined in Securities Act Rule 144A; 

• investment companies, as defined in Section 3 of the Investment Company Act; 

• an entity composed exclusively of qualified institutional buyers;  

• banks, as defined in Section 3(a)(2) of the Securities Act; and 

• offerings to employees and affiliates of the issuer or its control entities. 
6 Rule 5122(c)(1) exempts from the rule any Member Private Offering sold to qualified purchasers, as defined in 
Section 2(a)(51)(A) of the Investment Company Act. 
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