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For many years the legal and regulatory
environment applicable to the private in-
vestment fund industry (which includes
hedge funds, private equity funds and
similar vehicles) enabled it to operate with
little oversight relative to other investment
products. Recently however, on the heels
of the 2010 Dodd-Frank financial reform
legislation and a more enforcement-ori-
ented mindset on the part of regulators,
the industry and some of its long-standing
practices have come under greater scruti-
ny. This article discusses a particular area
of increased focus—whether in-house and
third-party marketers of private funds
must register as broker-dealers and the im-
plications of failing to register. In addition
to the newly relevant, but longstanding
broker-dealer registration requirements,
this article addresses recent legislation
which has lifted a ban on general solicita-
tion in connection with certain private of-
ferings of securities by private investment
funds (and other issuers) and how it may
impact the obligations of fund managers
and their marketers.

The Spotlight Shifts

In an April 5, 2013 speech, David Blass,
Chief Counsel of the Securities Exchange
Commission’s (SEC) Division of Trading
and Markets, cautioned the private invest-
ment fund industry that the SEC had its
eye on a “significant area of concern”—in-
house and third-party marketers that so-
licit investors for funds, without becoming
registered broker-dealers.* Blass identified
a number of factors that such funds should
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From the EDITORS

Wachtell Lipton’s Answer to the
Billable Hour Sheds Light on
Legal Industry

Here at Wall Street Lawyer, we don’t often get
into bouts of navel-gazing when it comes to the
legal industry. We stick to our bread and butter—
legal developments within the securities industry
regulation and litigation sphere. But sometimes,
things come across our desk that underscore how
much the legal industry itself is changing under
our feet.

One such thing was the recent news, leaked
via a two-year-old client letter, that Wachtell,
Lipton, Rosen & Katz had abandoned, at least
in some legal work on deals, the iconic “billable
hour” with which many law firms earn their
own bread and butter.

In the client letter to the general counsel of CVR
Energy, Wachtell Lipton—widely regarded as a
pack leader in legal deal work—details its alterna-
tive fee arrangement, which calls for a $200,000
fee paid up front, and a percentage of the resulting
transaction. That percentage ranges from up to
1% for deals under $250 million to 0.1% or less
for deals valued at more than $25 billion. Interest-
ingly, at least some of the pressure to move toward
this percentage structure may have come from cli-
ents themselves who want the law firms, like the
investment banks involved, to have their interests
aligned with the goal of getting the deal done.

Wachtell’s letter goes on to state that these
fees are based “not on time, but on the intensity
of the firm’s efforts, the responsibility assumed,
the complexity of the matter and the result
achieved.” For the hefty sum, Wachtell supplies
the client with “the direct personal attention
of partners having expertise and sophistication
with respect to the issues.”
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Such a matchless approach to client billing
shouldn’t surprise anyone who has followed the
changes roiling the once staid world of corporate
law. Since the financial crisis, as more and more
companies tightened their belts, they began to
look for cost-cutting wherever they could find it.
Eventually, the scissors found the legal spend bud-
get, leading to a rapid shift in the industry from a
sellers’ to a buyers’ market. Mix that with at best
modest growth in the demand for legal services
and strong growth in the market share being eaten
up by of tech-savvy non-traditional legal service
providers, and you have recipe for a seismic quake
in the law firm world.

Bruce MacEwen, President of Adam Smith,
Esqg., which provides management consulting ser-
vices on the business and economics of law firms,
sees the pace of change accelerating even if many
law firms are slow to notice. “We’re going to see
more change in the next five or so years than
we’ve seen in the last couple of decades, frankly,”
MacEwen said. “I think clients learned a lesson
during the Great Recession that they can actually
cut total legal spending without sacrificing qual-
ity—and | don’t think they’re going to forget that
lesson anytime soon.”

Indeed, many companies and their general
counsel wouldn’t mind if more firms did away
with the billable hour, as Wachtell did, and which
many think is an antiquated and often unfair way
to pay for legal service. And those GCs know that
if their law firm of choice isn’t willing to budge,
there are many alternatives for delivery of legal
service now, including moving more of the work
in-house to expanded internal legal departments
or farming it out in pieces to tech-focused firms
that can do certain legal tasks—discovery, for ex-

ample—much cheaper than traditional law firms.

It is a shift, and one some law firms—Ilike
Wachtell—seem to be picking up on faster
than others.

— JOHN F. OLSON & GREGG WIRTH
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consider when weighing their decision to register,
including the primary activities of the employee
and their compensation structure.2 A person en-
gaged in the business of effecting transactions
in securities for the account of others, especially
transactions “at key points in the chain of distri-
bution”, must generally register as a broker-deal-
er.2 Additionally, it is unlawful to effect any trans-
actions in, or to induce or attempt to induce the
purchase or sale of, any security without being so
registered.* A failure to register should be of great
concern to fund managers because investors may
seek rescission of transactions entered into with
unregistered brokers and the SEC may seek a host
of other remedies for violations.®

Once a fund is successfully sued for employing
an unregistered broker, in addition to paying dam-
ages and other sanctions associated with the suit,
the fund must also disclose this information in fu-
ture offerings and sales.® With the potential for
serious repercussions for failure to comply with
the broker-dealer registration requirements under
Section 15 of the Securities Exchange Act of 1934
(the “Exchange Act”—codified at 15 U.S.C. Sec-
tion 78a et seq.) cited above, fund advisers would
be well advised to take this requirement seriously.

Is Your Marketer Actually a Broker?

Section 3(a)(4) of the Exchange Act broadly de-
fines a “broker” as “any person engaged in the
business of effecting transactions in securities for

an equally liberal interpretation. A person may be
found to be acting as a broker if that person par-
ticipates in securities transactions “at key points
in the chain of distribution.”® Generally, a person
engaged in the business of effecting transactions
in securities for the account of others must regis-
ter as a broker-dealer with the SEC, as a member
of the Financial Industry Regulatory Commis-
sion (FINRA), and comply with any applicable
requirements under state law.® Although the Ex-
change Act does not explicitly define “engaged in
the business”, subsequent court and SEC interpre-
tations have developed the “engaged in the busi-
ness” test.
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Private funds typically market through one of
three strategies: (i) in-house employees that are
dedicated to the marketing process and may be
compensated on a commission basis; (ii) the fund
and manager have informal arrangements with
third-party finders and other sourcing agents (any
of which may or may not be registered as broker-
dealers) where the finders or agents are typically
compensated through a share of the management
and performance compensation received; and (iii)
the funds enter into formal placement arrange-
ments with major investment firms.** The first
two strategies raise significant questions regarding
broker-dealer registration and potential liability.

An in-house or third-party marketer may need
to register if they are engaged in the following ac-
tivities:

e identifying potential purchasers of fund inter-
ests;

e marketing securities to investors;

e soliciting or negotiating securities transac-
tions;

e providing advice as to the merits of a fund
investment; or

e handling customer funds and securities.'

In his 2013 speech, Blass provides questions
that advisers and managers should ask themselves
in order to determine whether or not registration

is how the adviser solicits and retains investors.**
The duties and responsibilities of adviser person-
nel performing the soliciting and marketing is an-
other determining factor.® Blass said:

“[A] dedicated sales force of employees
working within a ‘marketing’ department
may strongly indicate that they arein the
business of effecting transactions in the
private fund.” ¢

Another consideration is whether or not the mar-
keting personnel have other responsibilities.)” If
their primary function is to solicit investors, regis-
tration is likely required.®
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Compensation is also a key factor in determining
the registration requirement. When the individual’s
compensation depends on the outcome or size of
the transaction, rather than a flat fee, retainer or
salary, these activities weigh even more heavily to-
ward the need to register.’® According to Blass, as
a bright-line rule, transaction-based compensation
arrangements entered into by private fund manag-
ers require broker-dealer registration.?

Blass noted:

“A person’s receipt of transaction-based
compensation in connection with [market-
ing] activities is a hallmark of broker-deal-
er activity.”#

If the personnel receive commissions, bonuses
or other types of compensation linked to success-
ful investments, then registration is required.?
Furthermore, in certain circumstances registration
may be required even when compensation is not
based on specific transactions.?? Despite recent
SEC action and the Blass speech, a U.S. District
Court rejected the SEC’s view that transaction-
based compensation alone requires broker-dealer
registration. In SEC v. Kramer, the court refused
to follow Blass’s bright-line test, instead electing
to impose another test that employed several non-
determinative factors.?

When That Marketer Is Actually a
Broker-Dealer

According to §15(a)(1) of the Exchange Act (15
U.S.C. 8780(a)(1)), it is unlawful for a person to
make use of the mail or any means of interstate
commerce to effect any transaction in, or to in-
duce or attempt to induce the purchase or sale
of, any security unless that person is registered as
a broker-dealer. Therefore, if a fund uses unreg-
istered solicitors they may be in violation of the
law and in turn create liability for the individual,
the fund and the fund manager. In the SEC deci-
sion In the Matter of Ranieri Partners LLC and
Donald W. Phillips, the Commission determined
that an independent consultant had operated as
an unregistered broker.?® The consultant’s solici-
tation efforts included: sending private placement
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memoranda, subscription documents, and due
diligence materials to potential investors; urging
at least one investor to consider adjusting its port-
folio allocations to accommodate an investment
with Ranieri Partners; and providing potential in-
vestors with his analysis of Ranieri Partners’ fund
strategy and performance track record.?

As illustrated by the Ranieri decision and dis-
cussed further in the “Consequences of Violating
the Registration Requirement” section below, an
unregistered individual who identifies potential
purchasers of fund interests, markets securities to
investors, solicits or negotiates securities transac-
tions, provides advice as to the merits of a fund
investment, or handles customer funds and securi-
ties, will likely be found in violation of federal se-
curities law. While that is certainly a problem for
that individual, the greater concern for the fund
manager is the possibility that it may incur aiding
and abetting liability for the marketer’s underly-
ing violation, among other things.

Recent developments, including relaxed statu-
tory and judicial standards for establishing aid-
ing and abetting liability, are likely to encourage
the SEC to bring more of such enforcement ac-
tions in the future. For instance, in In the Mat-
ter of Visionary Trading LLC, the SEC charged
a manager and a registered broker-dealer with
willfully aiding and abetting and causing an un-
registered broker-dealer and its employees to vio-
late the Exchange Act.?” On the other hand, some
recent case law suggests that the aiding and abet-
ting charge in the Ranieri case and in other cases
will not always apply. For example, in the Wexler
v. KPMG LLP case a fund investor who lost his
investment in the Madoff Ponzi Scheme brought
suit against the fund manager?® The New York
Supreme Court dismissed the aiding and abetting
claim, stating that there was no evidence the fund
manager substantially assisted the fraud.? How-
ever, the Wexler case may be distinguishable on
its facts. The fund manager in Wexler may have
been unaware of the Madoff fraud since that is a
fact intrinsic to a particular entity or person that
the manager may or may not discover. In contrast,
it may be more difficult for a fund manager to
validly claim that it is unaware that, as a general
rule, fund marketers are required to register as
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broker-dealers or qualify for a clear exemption
from registration.

Improbable Exemptions

Although there is a possible safe harbor, known
as the Issuers Exemption, in which certain asso-
ciated persons (e.g. directors and officers) of the
issuer (or certain affiliates) can participate in the
sale of the issuer’s securities without being con-
sidered a broker, the exemption is inapplicable to
most private fund marketers, mainly because it
restricts them from being compensated based on
their participation in the securities transaction.®
In order to qualify for the exemption, the asso-
ciated person must satisfy three primary require-
ments and at least one of three alternative sets of
conditions. The primary requirements are that
the associated person must not be: (1) subject to
a statutory disqualification, as defined in Section
3(a)(39); (2) compensated in commissions; and
(3) at the time of his participation an associated
person of a broker or dealer®* In addition to these
three primary requirements, the associated person
must also satisfy one of the three alternative sets
of criteria listed under SEC Rule 3a4-1(a)(4). The
alternative set of requirements that may be most
useful to fund managers is found in sub-clause (a)
(4)(i1) of Rule 3a4-1, which requires the associ-
ated person to: (i) have substantial other duties
than marketing securities; (ii) have not been as-
sociated with a broker-dealer in the prior 12
months; and (iii) not participate in securities of-
ferings more than once every 12 months.®> Fund
managers may qualify for this exemption, but a
full-time employee in a marketing department of-
fering securities on a continuous basis is unlikely
to do so0.*®

Another possible safe harbor exists in what
is known as the Finders Exception. Based on a
handful of SEC staff no-action letters, it is gener-
ally thought that persons who do nothing more
than introduce prospective investors to the issuer
are “finders,” not “brokers,” and are not required
to register. A finder is prohibited from negotiating
the transaction or receiving commissions related
to the amount of the transaction. While a few no-
action letters support this position and the SEC
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has not formally withdrawn them, the SEC has
been reluctant to create an official “finder’s ex-
emption.”** Many securities practitioners view
the Finders Exception to be too narrow to have
any practical utility.

The SEC has cautioned that persons who find
investors for issuers, even in a “consultant” capac-
ity, may still need to register as a broker depend-
ing on a number of factors, including whether:
(i) the finder participates in the solicitation, nego-
tiation or execution of the transaction; (ii) com-
pensation is related to the outcome or size of the
transaction; (iii) the finder is otherwise engaged
in the business of effecting securities transactions;
and (iv) the finder handles securities or funds of
others. A “yes” answer to any of these factors in-
dicates that registration may be required.*

This area of regulation is currently in a state
of flux and it remains to be seen if and how the
SEC will enforce the provisions requiring broker-
dealer registration for private fund marketers. In
his speech, Blass floated the idea of creating an
exemption specifically for private fund market-
ing, but wouldn’t budge on extending the hypo-
thetical exemption to unregistered employees be-
ing paid on commission basis.®

Consequences of Violating the
Registration Requirement

There is a broad range of consequences for fail-
ing to register in-house marketers as broker-deal-
ers or using the services of an unregistered third-
party, and either of these violations can implicate
the fund and its manager. The remedies available
in an SEC enforcement action or private civil ac-
tion include: the potential right of rescission on
the part of investors under federal or state law;
fines, disgorgement, injunctions and the suspen-
sion of some or all activity; potential reputational
risks in the marketplace and negative publicity;
and if any resulting disciplinary event reaches the
level of a Rule 506(d) “bad act,” potentially los-
ing the ability to issue fund securities through an
exempt private placement under Regulation D.*

The Exchange Act provides that a contract
made in violation of the Act shall be void.*® If a
purchase of fund securities through an unregis-
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tered broker-dealer is “rendered void, investors
would then be entitled to demand rescission of
their investment in the fund and the unwinding
of their investment to the detriment of the fund,
its investors and, of course, the fund adviser.”*
A private plaintiff seeking rescission of the con-
tract under the Act bears the burden of proving
the marketer was not registered and was required
to be.*® Such a rescission action must be brought
within one year after the discovery that the sale
was made in violation of the Exchange Act and
within three years of such violation.”* The right
to rescission applies to any purchaser in the trans-
action, and not just purchasers who had been lo-
cated by unregistered marketers.*? In addition to
the Exchange Act, many state statutes that pro-
vide for a right of rescission can be read broadly
to apply against an issuer if the purchaser bought
securities through a marketer who was required
to be registered as a broker under state law, but
was not so registered.*

Violating the broker-dealer registration require-
ment has even broader consequences for issuers.*
If the SEC determines that a finder was an unreg-
istered broker-dealer, the issuer may be restricted
from using any and all future registration exemp-
tions under the Securities Act.* Moreover, use
of an unregistered broker-dealer may subject the
issuer to liability for fraud under Section 20(e)
of the Exchange Act.“® The issuer could be liable
under the theory that they aided and abetted the
unregistered broker-dealer in violating the Act.*’
With such liability, both the finder and the issuer
could be subject to civil monetary penalties and
disgorgement of profits and/or commissions.*

Ranieri Partners illustrates the real world
consequences of an issuer using an unregistered
broker-dealer.*® The SEC not only found that the
unregistered broker had violated the Exchange
Act by failing to register as a broker-dealer, but
that Ranieri Partners had caused the violations
by failing to oversee his activities, and that the
then Managing Partner had willfully aided and
abetted the broker’s violations by failing to limit
his activities.®® As part of the settlement, the vio-
lating broker agreed to be permanently barred
from the securities industry and to pay disgorge-
ment and prejudgment interest in excess of $2.8

February 2015 n Volume 19 n Issue 2

million.®* Moreover, Ranieri Partners agreed to
a civil money penalty of $375,000 and to cease
and desist from causing any future violations of
the Act.>2 The Managing Partner also submitted
to a cease and desist order, agreed to a $75,000
civil penalty, and accepted a nine-month suspen-
sion from acting in a supervisory capacity in the
securities industry.>

The potential for severe consequences resulting
from the use of unregistered broker-dealers is also
illustrated by the 2012 Chapter 11 bankruptcy
filing of Neogenix Oncology Inc.® In 2011, an
SEC inquiry revealed that Neogenix had been
making sales through unregistered third-party
broker-dealers in violation of the Exchange Act.%®
Consequently the firm had significant potential
rescission liability for the securities sold in con-
nection with the unregistered marketers.® This
potential liability caused uncertainty in their fi-
nancial statements and due to the uncertainty,
the Neogenix auditors were unable to sign-off on
those statements.” Without third-party auditor
sign-off, Neogenix could not properly file quar-
terly and annual financial statements with the
SEC and struggled to raise additional capital that
was essential for the development stage compa-
ny.%® Neogenix subsequently filed for bankruptcy
in July of 2012.%°

Disclosing Violations of the
Registration Requirement

Once a fund uses an unregistered broker-dealer,
the fund must satisfy certain disclosure require-
ments.*® Both federal and state securities laws re-
quire that a fund disclose if it has compensated
any person to sell such securities.® Failing to dis-
close such compensation can expose an issuer to
potential liability for fraud under Section 10b-5
of the Securities Act.®? “Even if rescission is not
demanded by prior investors, the use of an un-
registered broker-dealer in a prior transaction
will create disclosure requirements in subsequent
financings, acquisitions, or offerings.”®® The risk
of private suit, illegality or rescission, arising
from finder non-registration, is a material fact
that, if omitted, constitutes a 10b-5 violation.®
Note, however, that such failure to disclose is
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only fraudulent if the issuer knows the finder is
not registered, but should be.%® Therefore, once a
fund is successfully sued for employing an unreg-
istered broker, they must disclose this information
in future offerings and sales.%®

General Solicitation and Broker
Registration

One other factor that is increasing the SEC’s at-
tention to marketing by private investment funds
and broker-dealer registration is the recent enact-
ment of the Jumpstart Our Business Startups Act
(JOBS Act), particularly Title 11, Access to Capital
for Job Creators.®” On July 10, 2013, the SEC ap-
proved final rules under the JOBS Act to allow
general solicitation and advertising in Rule 506
and Rule 144A offerings conditional on all pur-
chasers being accredited investors.®® Although
the JOBS Act was intended to encourage the
funding of small businesses and startups, Title I
opens the door for general solicitation by private
investment funds.®® Some funds have already be-
gun to take advantage of the recent changes with
direct marketing efforts, despite not registering as
broker-dealers.”® However, the increased risk of
fraud and predatory targeting of unsophisticated
investors that general solicitation creates may be
expected to be exacerbated even further by the
use of unregistered finders in those solicitation ef-
forts. In light of the SEC’s general animus against
unregistered finders which it views as presenting
greater potential for abuse, the SEC is likely to
increase its regulatory focus and scrutiny on the
marketing activities of private funds that engage
in general solicitation.

Conclusion

Given the SEC’s recent increased interest in the
proper registration of marketers, fund manag-
ers should already be on notice that individuals,
whether in-house or third-party, who engage in
marketing securities will likely be required to reg-
ister as broker-dealers. Without significant change
to the compensation structure and job description
of these marketers, it is unlikely that any of the
current exemptions to registration will apply. As
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is evident from the experiences of Ranieri Part-
ners and Neogenix, disclosure that a finder was
in fact an unregistered broker-dealer can be the
beginning of a long and arduous process for the
issuer. Litigating these cases can be expensive and
both the issuer and finder risk reputational dam-
age regardless of the actual outcome of the case.
Once the matter is disclosed to the public, both
the issuer and the finder may be open to rescis-
sion liability, consequent monetary penalties and
other liabilities. Therefore, issuers would be wise
to heed David Blass’ warning and ensure their
marketers are properly registered.
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