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Small businesses that need to raise capital (“issu-
ers”) typically lack access to robust capital raising
networks and often rely on “finders” for introduc-
tions to potential investors. The current federal and
state regulatory landscape regarding compensating
finders and determining whether finders are required
to register as brokers is complex. Securities regula-
tors know this and they will bring enforcement mat-
ters which can lead to significant sanctions including
fines. In effect, the lack of regulatory clarity inhibits
small businesses from engaging finders and cuts off
meaningful access to the capital markets. Recogniz-
ing the importance of finders’ role in facilitating
capital formation for smaller issuers, in October
2020, the U.S. Securities and Exchange Commission
(the “SEC”) proposed a new, limited, conditional
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exemption from broker registration requirements for
finders (the “Proposed Exemption™). The proposals
are still subject to further SEC review, but it would
appear that change is afoot.

The Proposed Exemption

The Proposed Exemption would create a non-
exclusive safe harbor from broker registration for
finders, thereby allowing issuers to compensate these
individuals with transaction-based compensation
provided these finders engage in certain limited
activities. To qualify, the finder must be a natural
person and the following threshold requirements
must be met:

1. The issuer is not required to file reports under
Section 13 or Section 15(d) of the Exchange
Act;

2. The issuer is seeking to conduct the securities
offering in reliance on an applicable exemption
from registration under the Securities Act of
1933 (the “Securities Act”);

3. The Finder does not engage in general solicita-
tions;

4. The potential investor is an “accredited inves-
tor” as defined in Rule 501 of Regulation D or
the Finder has a reasonable belief that the
potential investor is an “accredited investor”;

5. The Finder provides services pursuant to a writ-
ten agreement with the issuer that includes a
description of the services provided and associ-
ated compensation;

6. The Finder is not an associated person of a
broker-dealer; and

7. The Finder is not subject to statutory disqualifi-
cation, as that term is defined in Section
3(a)(39) of the Exchange Act, at the time of his
or her participation.
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Next, the finder’s activity must fall into one of the
following tiers:

Tier I Finders will be limited to providing contact
information of potential investors in connection with
only one capital raising transaction by a single issuer
within a 12-month period, provided that the Tier I
Finder does not have any contact with the potential
investors about the issuer.

Tier II Finders may engage in a wider range of
solicitation-related activities on behalf of an issuer
but these are limited to: (i) identifying, screening,
and contacting potential investors; (ii) distributing
issuer offering materials to investors; (iii) discussing
issuer information included in any offering materials
(provided that the finder does not provide advice as
to the valuation or advisability of the investment);
and (iv) arranging or participating in meetings with
the issuer and investor. Tier II Finders would also be
required to make certain disclosures in writing and to
obtain a signed investor acknowledgement. These
disclosures are akin to the written disclosures re-
quired by the Cash Solicitation Rule under the Invest-
ment Advisers Act of 1940.

Importantly, finders operating under either Tier
will still be subject to other applicable laws such as
the antifraud provisions of the Securities Act and the
Exchange Act and state law. They must also evaluate
whether their activity triggers the registration require-
ments for other regulated entities such as investment
advisers or municipal advisors.

Challenges With the Proposed Exemption

The Proposed Exemption is a step in the right
direction for issuers that want to follow the rules and
it provides participants in these arrangements greater
regulatory clarity than exists today. However, this
exemptive relief does not lessen the responsibilities
for issuers’ legal and compliance professionals and it
does not completely eliminate the regulatory uncer-
tainty inherent in these arrangements. For example,
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the Proposed Exemption applies to federal law, and
there is no relief for pre-emption of state laws. Thus,
as drafted, legal and compliance professionals will
still have to navigate certain states’ laws to determine
whether they can compensate an unregistered finder.

Additionally, even though the Proposed Exemp-
tion does not create formal record keeping require-
ments, experienced legal or compliance profession-
als will strongly encourage issuers to develop
compliance policies and procedures for finders’
arrangements. After all, the securities regulators will
not be precluded from enforcing compliance with
other laws or seeking available remedies for viola-
tions of the law.

Lastly, the Proposed Exemption lacks support
from two Commissioners on various public policy
grounds and the result of the U.S. presidential elec-
tion may impact its adoption or implementation.

Developments in 2021

Given that the Proposed Exemption is still under
further SEC review, it is difficult to predict the rate at
which we can expect to see changes implemented. It
is still unclear whether the SEC will push forward
under this administration or the next. A quick turn-
around time will be well received so that the benefits
to private company issuers, private fund advisers
and/or managers and prospective finders can be felt
sooner rather than later. However, the Proposed
Exemption alone will not be enough to grant finders
relief in various activities they undertake given that
it is narrowly applicable. To that end, the silver lin-
ing of a delay at federal level could be that state laws
will have the opportunity to come up to speed, which
would be the most effective way of guaranteeing full
regulatory clarity and safeguarding all capital mar-
kets participants.

Conclusion

The advantage of regulatory clarity here is some-
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what offset by the burden of responsibilities that will
still need to be shouldered by both legal and compli-
ance professionals and also the issuers themselves.
We support this step towards simplifying regulations
that have previously inhibited small businesses from
engaging finders and we hope that it will encourage
more meaningful access to the capital markets. We
look forward to any further developments that may
resolve the challenges identified above.
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The Securities and Exchange Commission periodi-
cally has filed enforcement actions against broker-
dealers for failing to file SARs—suspicious activity
reports—typically centered on a failure to file reports
regarding microcap issuers. Those actions are based
on Exchange Act Section 17(a) and Rule 17a-8.
SARs, on the other hand, trace to the Bank Secrecy
Act and FinCEN.

The question of broker-dealer compliance with
SARs and the Commission’s authority under the
Exchange Act Section and Rule typically cited by the
agency was raised in an action recently decided by
the Second Circuit Court of Appeals: SEC v. Alpine
Securities Corporation.!

The Case

Alpine, a registered broker-dealer, was named as a
defendant in an enforcement action by the
Commission. The complaint alleged that the firm,
which specializes in microcap securities, had failed
over a period of time to properly file thousands of






