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AT IS ABROKER-DEALER?

Broker-dealers serve an important role
in US. financial markets to ensure integrity
and transparency. Broker-dealers are regis-
tered with the Securities and Exchange Com-
mission (SEC) and are members of the Finan-
cial Industry Regulatory Authority (FINRA),
each of which provides regulatory oversight.
In addition to conducting independent due
diligence on companies seeking capital, the
broker-dealer has a duty to only offer “suit-
able” investments to potential investors. In
other words, each investment offered by a bro-
ker-dealer must be suitable for that investor in
light of their: (1) stated investment objectives,
(2) risk tolerance, (3) liquidity needs, (4) in-
vestment experience and (5) investment time
horizon.

For an EB-5 investor, “suitability” carries ad-
ditional immigration burdens. EB-5 investors
seek to obtain immigration status within.the
U.S., which adds a component to their invest-
ment goals not present with traditional inves-
tors. The feasibility of the immigration goals
must be evaluated as part of the diligence pro-
cess just as closely as the financial soundness
of a project. Accordingly, EB-5 broker-dealers
must obtain additional FINRA approvals be-
fore they can raise money from investors for
EB-5 projects.

RECENT SEC ACTIONS

The September 2016 Government Account-
ability Office (GAO) report identified that the
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most frequent incidents of fraud in the EB-5
program are associated with securities fraud,
whereby immigrant investors were defrauded
by unscrupulous regional center principals,
developers and/or their associates. Recent en-
forcement actions brought by the SEC under-
scores this trend.

According to the SEC, between February of
2013 and December of 2015, the Commis-
sion filed 19 cases involving EB-5 offerings,
of which almost half (7 cases) involved fraud
allegations. Additionally, 11 of the 19 cases
involved unregistered persons acting as bro-
ker-dealers.

The SEC brought forth the first stand-alone
unregistered broker-dealer case in the EB-5
industry in June of 2015. The case involved
two firms claiming to help investors choose
the right regional center, but in fact the firms
directed most of the EB-5 investors to region-
al centers paying the firms commissions of
roughly $35,000 per investor. The firms han-
dled EB-5 investments for more than 150 in-
vestors.

The most recent SEC enforcement actions
against Pacific Proton Therapy Regional Cen-
ter and the sponsors of the Jay Peak project
in Vermont share elements that are common
in fraud cases. In these and other instances of
investor fraud, (1) there was no independent
verification of the claims made by the proj-
ect sponsors and (2) there were no indepen-
dent controls on the management of investor
funds. EB-5 investors trusted the assertions
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of the parties raising the money about the sta-
tus of the project, and once the money was in
the company’s account, no safeguards were
in place to control how the money would be
spent.

BENEFITS TO EB-5 INVESTORS

Intentional or not, these situations are more
likely avoided when working with a FINRA
licensed broker-dealer, largely because of the
independent and thorough due diligence con-
ducted by the broker-dealer. This includes
conducting background and credit checks on
key personnel, evaluating third-party valua-
tions and feasibility studies, conducting site
visits, reviewing significant contracts and
agreements, confirming the status of the nec-
essary approvals (permitting, zoning, etc.) for
the project and critically evaluating the job
projection study. The independent investiga-
tion of the EB-5 offering provides investors an
elevated level of comfort that the offering has
been vetted by a securities professional. This
may also give project sponsors and immigra-
tion agents a marketing benefit with investors,
as projects sold by a broker-dealer carry the
weight of an institutional third party valida-
tion.

In addition, some EB-5 broker-dealers insist
(or strongly encourage) that EB-5 projects re-
tain a third party manager of the New Com-
mercial Enterprise (NCE) to oversee the re-
lease of capital to the project and verify that
the capital is being used for authorized expen-

ditures.
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BENEFITS TO PROJECT SPONSORS

Although the “peace of mind” benefit to in-
vestors discussed above may be compelling
to some, arguably the biggest beneficiary of
an EB-5 broker-dealer is the project sponsor.
Even in the absence of fraud, project sponsors
may one day find themselves dealing with dis-
gruntled EB-5 investors.

Legitimate projects can have issues that arise
from development delays, changes to the busi-
ness plan or perhaps operational shortcom-
ings. Absent fraud, the burden of handling
such issues becomes the responsibility of the
broker-dealer that sold the investment. In
the event of a dispute, the broker-dealer must
demonstrate that they conducted proper due
diligence and that the investment was “suit-
able” for the investor. This aligns the project
sponsor and the broker-dealer and provides
the project sponsor with an additional defense
against investor claims. Using a broker-dealer
reduces the potential for investors to prevail
on a claim of recession (in which they would
get their money back from the project spon-
sors) or class action lawsuits. When an in-
vestor is a customer of the broker-dealer, all
disputes are handled by a FINRA arbitration
panel trained to deal with complex financial
instruments and offerings. This means that
any dispute (outside of fraud) will likely be
isolated and handled more quickly, efficiently
and confidentially than if the dispute were lit-
igated in court.

Another benefit to project sponsors is in-
creased confidence that the capital raised is
compliant with state and federal exemptions
under the securities laws. Most EB-5 offerings
are done under the Regulation S and/or the
Regulation D exemptions.

To qualify under Regulation S, the offering
must meet two conditions: (1) the offer or sale
is made as part of an “offshore transaction”
and (2) none of the parties make any “directed
selling efforts” in the United States. To quali-
fy under Regulation D, the offering must: (1)
be made primarily to accredited investors that
meet certain income or net worth thresholds,
and (2) not have been marketed as a general
solicitation (i.e., mass advertising), unless the
“accredited” status of every investor is veri-
fied with credible documentation. Since each
investor is a customer of a broker-dealer, the
broker-dealer is in a position to confirm and
verify that the factual requirements neces-
sary to ensure compliance with the offering’s
relevant exemption(s). The broker-dealer is
required to maintain these records in compli-
ance with FINRA regulations.

To be clear, marketing an EB-5 investment
under a Regulation D or Regulation S is an
exemption from registration, and does not ex-
empt a project sponsor from following other
federal or state securities laws. For example,
EB-5 offerings must have a comprehensive
disclosure document (i.e., Private Placement
Memorandum) that satisfies the sponsor’s “an-

ti-fraud” obligation.

Broker-dealers, as part of their due diligence
review, carefully examine the Private Place-
ment Memorandum and other documents
provided to investors, with the goal of fos-
tering compliance. In addition, no" project
sponsor can legally pay transaction-based
compensation to agents or finders who con-
duct any activity in the U.S. and are not reg-
istered with FINRA. The SEC has refused to
issue ‘no action letters’ protecting the current
industry practice of paying transaction-based
compensation to foreign persons selling EB-5
offerings under the Regulation S exemption,
thus preserving the right of the SEC to enforce
rules that prohibit the payment of transac-
tion-based compensation to unlicensed for-
eign persons.

In conclusion, working with a broker-dealer
can provide several benefits to both investors
and project sponsors. Investors may take com-
fort in the FINRA regulations that require bro-
ker-dealers to (i) vet the offerings they bring
to market and (ii) confirm that the offering is
suitable for the investor. Project sponsors may
take comfort in the FINRA regulations that
require broker dealers to (i) confirm each in-
vestor meets exemption requirements, and (ii)
review the offering documents with the goal of
improving compliance. These benefits should
give greater “peace of mind” to investors and
project sponsors in offerings in which a bro-
ker-dealer is involved. M
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