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SEC Proposes to Increase Accredited Investor Standards, to Adopt Rules Prohibiting 
Fraud by Investment Advisers and to Ease Deregistration Burdens for Private Issuers
From the Investment Management Practice Group

Paul Hastings’ nationally recognized 
Investment Management Practice Group 
continues to be highly ranked among the 
top law firms by net assets of all mutual 
fund clients as reported by Lipper, 
a Reuters Company.

On December 13, 2006 the SEC voted to propose several new 
rules that are primarily intended to provide additional protec-
tions to investors in hedge funds and other pooled investment 
vehicles. The SEC also voted to re-propose rules to make it 
easier for foreign private issuers1 with securities registered un-
der the Securities Exchange Act of 1934 (the “Exchange Act”) 
to terminate their registration and reporting obligations under 
the Exchange Act.

Revisions to Accredited Investor Standards 

Generally, offers and sales of securities issued by hedge funds 
and other private investment pools are restricted to “accredited 
investors” as defined in Regulation D under the Securities Act 
of 1933 (the “Securities Act”). The SEC is proposing to amend 
the private offering rules under the Securities Act to define a 
new category of “accredited investor” that would apply to the 
offers and sales of hedge fund securities to natural persons. 
Currently, in order to qualify as an accredited investor, a natu-
ral person must either (a) have an individual net worth, or joint 
net worth with that person’s spouse, in excess of $1,000,000, 
or (b) have had an individual income in excess of $200,000 
in each of the two most recent years or joint income with that 
person’s spouse in excess of $300,000 in each of those years 
and have a reasonable expectation of reaching the same in-
come level in the current year. The proposed amended defini-
tion would require any natural person, in addition to meeting 
the net worth test or income test set forth above, to also own 
at least $2.5 million in investments, as defined in the proposed 
rules, in order to qualify as an accredited investor. While it is 
not clear from the SEC’s press release whether the new def-
inition would apply generally, or only to investors in hedge 
funds and other private investment pools, we have learned that 
the rule as proposed would apply only to private investors in-
vesting in private investment vehicles. The manner in which 
these terms are defined will be vitally important. If adopted as 
proposed, this new condition will make it more difficult for 
many hedge fund managers of 3(c)(1) funds to raise capital. 

The same should not be the case for firms that manage 3(c)(7) 
funds because the additional financial criterion is one-half of 
the “qualified purchaser” investment threshold applicable to 
such funds.

Prohibition of Fraud by Investment Advisers to Cer-
tain Pooled Investment Vehicles

The SEC is proposing a new rule that would make it a fraudu-
lent, deceptive, or manipulative act, practice, or course of busi-
ness for an investment adviser to a pooled investment vehicle 
to make false or misleading statements or to otherwise defraud 
investors or prospective investors in that pool. The rule would 
apply to all investment advisers to pooled investment vehicles, 
regardless of whether or not the adviser is registered with the 
SEC under the Investment Advisers Act of 1940. Under the 
proposed rule, pooled investment vehicles would include mu-
tual funds and hedge funds exempt from registration pursuant 
to Sections 3(c)(1) or 3(c)(7) of the Investment Company Act 
of 1940. 

Allowing Foreign Private Issuer Deregistration

The SEC is re-proposing amendments to certain rules which 
relate to the ability of a foreign private issuer to terminate its 
registration of a class of equity securities under Section 12(g) 
of the Exchange Act, and thereby relieve itself of the report-
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ing obligations imposed by Section 15(d) of the Exchange Act. 
The SEC originally proposed amendments to these rules in 
December 2005.2

Under Exchange Act Rule 12g-4, a foreign private issuer may 
deregister a class of securities under the Exchange Act (thus 
suspending, but not necessarily terminating, its reporting ob-
ligations under the Act) if the class has less than 300 record 
holders who are U.S. residents. In proposing amendments to 
these rules, the SEC has noted that because of the increased 
globalization of the U.S. securities markets that has occurred 
since the original adoption of these rules, many foreign private 
issuers have more than 300 U.S. residents and therefore are 
unable to terminate their Exchange Act registration and re-
porting obligations despite the fact that there is relatively little 
interest in the issuer’s securities among U.S. investors.

Proposed Exchange Act Rule 12h-6 would use a quantitative 
benchmark to replace the 300 person standard as a way to 
measure the relative U.S. market interest for a class of securi-
ties. This quantitative benchmark would involve a comparison 
of the average daily trading volume of an issuer’s securities in 
the United States with that in its primary trading market. The 
highlights of proposed Rule 12h-6 are set forth below.

Trading Volume Standard

Rule 12h-6 would:

• permit an issuer, regardless of size, to terminate its Ex-
change Act registration and reporting obligations re-
garding a class of equity securities, assuming it meets all 
the other conditions of Rule 12h-6, if the U.S. average 
daily trading volume of the class of securities has been no 
greater than 5 percent of the average daily trading volume 
of that class of securities in the issuer’s primary trading 
market during a recent 12-month period;

• require an issuer that de-lists in the U.S. prior to dereg-
istering under Rule 12h-6 to meet the trading volume 
standard at the date of delisting or else wait 12 months 
before it can proceed with deregistration in reliance on 
the trading volume standard; and

• require an issuer that terminates an American Depositary 
Receipts facility to wait 12 months before seeking dereg-
istration under Rule 12h-6 in reliance on the trading vol-
ume standard. 

Other Conditions for Equity Securities Registrants

Proposed Rule 12h-6 would also require an equity securities 
registrant to:

• have been an Exchange Act reporting company for at 
least one year, to have filed or submitted all Exchange 
Act reports required for this period, and to have filed at 
least one Exchange Act annual report;

• have not sold its securities in a registered offering in the 
United States, except for specified offerings, during the 
preceding 12 months, but would allow exempted securi-
ties offerings; and

• have maintained a listing for at least a year in a foreign 
jurisdiction that, either singly or together with one other 
foreign jurisdiction, constitutes the primary trading mar-
ket for the issuer’s subject class of securities. 

Expanded Scope of Rule 12h-6

Proposed Rule 12h-6 would expand the scope of the originally 
proposed rule in two respects:

• a foreign private issuer that terminated or suspended its 
Exchange Act reporting obligations under the current 
exit rules before the effective date of Rule 12h-6 would 
be able to achieve the benefits of termination under Rule 
12h-6 as long as it met specified conditions; and

• following a merger, acquisition or other similar transac-
tion, a foreign private issuer that succeeded to the Ex-
change Act reporting obligations of another company 
could take into account the Exchange Act reporting his-
tory of its predecessor when determining whether it met 
the conditions for deregistration under Rule 12h-6. 

Re-proposed Rule 12g3-2(b) Amendments

Currently, Exchange Act Rule 12g3-2(b) provides an exemp-
tion from registration under Section 12(g) with respect to for-
eign private issuers that submit to the SEC, on a current basis, 
“home country” materials required by the Rule. However, Rule 
12g3-2(d)(1) provides that this exemption is not available for 
foreign private issuers that had any class of securities registered 
under Section 12 of the Act, or had a reporting obligation un-
der Section 15(d) of the Act, during the prior 18 months. The 
proposed rule amendments would permit a foreign private is-
suer to claim the Rule 12g3-2(b) exemption:
 

• immediately upon its termination of Exchange Act re-
porting under Rule 12h-6, rather than having to wait 18 
months as is currently required; and

• upon the condition that it publish in English its home 
country materials required by Rule 12g3-2(b) on its In-
ternet website or through an electronic information de-
livery system that is generally available to the public in its 
primary trading market. 
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The SEC is expected to publish detailed releases regarding these proposals shortly. If you have any questions regarding these pro-
posals, please do not hesitate to contact any member of our Investment Management Practice Group.
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The proposed rule amendments would further permit a non-
reporting company that has received or will receive the Rule 
12g3-2(b) exemption, upon application to the SEC and not 
pursuant to Rule 12h-6, to publish in English its required 
home country documents on its Internet website or through 
an electronic information delivery system in its primary trad-
ing market, rather than submitting them in paper to the SEC, 
as is currently required.

NOTES:

1A foreign private issuer is defined in Section 3b-4c of the Exchange Act as any 
foreign issuer other than a foreign government except an issuer meeting the fol-
lowing conditions: (a) more than 50% of the issuer’s outstanding voting securities 
are directly or indirectly held of record by residents of the U.S.; and (b) any of (i) 
the majority of the executive officers or directors are U.S. citizens or residents; (ii) 
more than 50% of the assets of the issuer are located in the U.S.; or (iii) the business 
of the issuer is administered principally in the U.S. 
2See Proposed Rule: Termination of a Foreign Private Issuer’s Registration of a 
Class of Securities under Section 12(g) and Duty to File Reports under Section 15(d) 
of the Securities Exchange Act of 1934, Release No. 34-53020; International Series 
Release No. 1295; 17 CFR Parts 200, 232, 240 and 249, available at http://www.sec.
gov/rules/proposed/34-53020.pdf. 


