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The convertible debt market in the microcap industry is facing increasing challenges as the 

Securities and Exchange Commission (the “Commission”) has taken efforts to curb this practice.  

Recently, the Commission has (1) commenced several civil lawsuits against individuals and entities 

whose business model is to buy and sell the securities received from certain convertible debt 

claiming they are acting as unregistered brokers; and (2) proposed an amendment to Rule 144 

that, among other things, eliminates tacking of holding periods for securities received in conversion 

of debt utilizing a market-based formula.1  These efforts seem certain to alter the landscape of 

convertible debt and the obligations owed to convertible debt lenders. 

Federal securities laws prohibit an unregistered dealer from purchasing or selling securities.  Until 

recently, however, the Commission had not targeted convertible debt lenders for violations of the 

registration requirement, leaving open the question as to whether convertible debt lenders are 

“dealers.”  A “dealer” is “any person engaged in the business of buying and selling securities ... for 

such person’s own account through a broker or otherwise.”  Excluded from the definition of dealer, 

often referred to as the trader exception, is any “person that buys and sells securities ... for such 

person’s own account, either individually or in a fiduciary capacity, but not as part of a regular 

business.”  Thus, whether someone is a dealer turns on whether that person buys and sells securities 

as part of a “regular business.”  Those who do must register with the Commission as securities 

dealers and be subject to regulatory obligations, including inspections, financial responsibility 

requirements, and maintaining books and records.   

 

In 2020, the Commission began initiating enforcement actions against convertible debt lenders for 

failing to register as securities dealers. In Securities and Exchange Commission v. John D. Fierro and 

JDF Capital, Inc., the Commission argued that defendants purchased and sold securities as part of 

a “regular business” when defendants between January 2015 and November 2017: (1) purchased 

and converted more than fifty notes ‘from more than twenty penny stock issuers and sold almost 

6.5 billion newly issued shares of the issuers’ stock into the public market generating approximately 

$2.3 million’ in profits; (2) “held themselves out to the public as being willing to buy convertible 

notes at their regular place of business;” (3) operated a website that advertised its business to 

issuers;” (4) hired and supervised independent contractors who solicited issuers that sold convertible 

notes to defendants; (5) attended, and sometimes sponsored, conferences at which they solicited 

penny stock issuers in person;” and (6) “obtained nearly all of the stock that they sold in their 

business directly from the issuers, through note conversions and not from purchases in the 

secondary market.”2 

 

1 Securities received in conversion of debt utilizing a market-based formula, also referred to herein and by the Commission as market-adjustable securities, refers to 

securities received in conversion of a note or similar instrument which uses a formula that allows the convertible debt holder to obtain shares at a price discounted 

from market value.   

2  In response to a motion to dismiss, the Court determined that the Commission’s allegations were sufficient to state a cause of action against defendants.  See 

Securities and Exchange Commission v. John D. Fierro and JDF Capital, Inc., 2020 WL 7481773 (D.N.J. Dec. 18, 2020).  



This past year, the Commission commenced a number of these cases against similar lenders who 

serviced penny stock issuers and turned convertible debt into significant profit.3  In these cases, the 

Commission alleges – and has successfully argued in at least one case4 – that these lenders are 

“dealers” and must register as such.  While not discussed in these cases, a determination that this 

type of lender is a dealer has the effect of precluding the lender from utilizing the 4(a)(1) 

exemption from the prohibition against selling shares to the public without an effective registration 

statement.  Thus, Rule 144 would not be available in connection with a sale of securities issued in 

conversion of the notes held by such lenders.  But who, exactly, qualifies as a dealer? What are the 

issuer’s and transfer agent’s obligations to determine whether a lender is a dealer? What impact, if 

any, does this have on outstanding irrevocable instruction obligations?  Will this have a chilling 

effect on convertible debt lending to microcap companies? Questions abound as to the practical 

implications of this determination.  Certainly, it is anticipated that the convertible lenders will mount 

a vigorous challenge to the Commission’s position. 

Causing further uncertainty and consternation among transfer agents, some issuers view these 

cases as an opportunity to avoid their obligations; having received the benefit of the lender’s 

financing, the issuer now wishes to prevent the lender from realizing its return.  In some instances, 

transfer agents are being asked to reject notices of conversion on the basis that the lender is a 

“dealer,” even where the transfer agent has executed irrevocable instructions.  While the courts 

have not addressed these issues directly, a few courts have examined the ability of the issuer to 

void convertible notes with market-based conversion formulas on the basis that the lender is an 

unregistered “dealer.”  At least one court faced with the question has stated “that even if [the 

lender] should have registered, nothing in the [convertible note or securities purchase agreement] 

indicates that those contracts ‘could not have been legally performed’ because [the lender] 

failed to do so.… and [the issuer] cannot use the threat of a hypothetical SEC action to vitiate 

contracts that were lawful at the time they were executed.”5   Other courts, too, have suggested 

that contractual obligations to a convertible debt lender “are not automatically a nullity” even if 

such a lender is a “dealer.”6 

There is no clear path at this time on responding to issuer demands to reject conversion notices.  

The best response will depend upon the circumstances and may change as the cases pending 

before the courts are finally determined.  So too might the opportunities to address these issues, as 

the convertible debt market faces additional challenges by the Commission which may affect the 

prevalence of convertible debt financing in the microcap industry.  In December of last year, the 

Commission proposed amendments to Rule 144 that, among other things, would eliminate tacking 

holding periods for securities acquired upon the conversion or exchange of market-adjustable 

securities.   

 

 
3 See e.g., Securities and Exchange Commission v. River North Equity LLC, et al., 415 F. Supp. 3d 853 (N.D. Ill. 2019); Fierro, 2020 WL 7481773 (D.N.J. Dec. 18, 2020); 

Securities and Exchange Commission v. Almagarby, et al., 479 F. Supp. 3d 1266 (S.D. Fl. 2020); Securities and Exchange Commission v. Keener, 2020 WL 4736205 

(S.D. Fl. Aug. 14, 2020).  It is worth noting that the River North action has been stayed due to the commencement of a criminal action against some of the 

defendants on the basis of substantially the same activities that are at issue in the River North action.  

4 Sec. and Exch. Comm’n. v. Almagarby, 479 F. Supp. 3d 1266 (S.D. Fla. 2020) (granting the Commission’s motion for summary judgment on its claim that defendants 
violated Section 15(a) of the Securities Exchange Act of 1934 by acting as “dealers” without registering with the Commission).  

5 See LG Capital Funding, LLC v. ExeLED Holdings, Inc., 17 CIV. 4006 (RJS), 2018 WL 6547160, at *5 (S.D.N.Y. Sept. 28, 2018); see also Ema Fin., LLC v. Vystar Corp., 
336 F.R.D. 75, 81-83 (S.D.N.Y. 2020). 

6 Carebourn Capital, L.P. v. Darkpulse, Inc., 21-CV-0288, 2021 WL 614524, at *3 (D. Minn. Feb. 17, 2021).  
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Rule 144 requires that, with respect to restricted securities, a security holder own securities for a 

period of six months up to two years– the holding period – depending on the issuer’s satisfaction 

of reporting requirements and whether it is a former shell, before such securities may be sold in 

reliance on Rule 144.  Presently, the holding period begins when the convertible debt lender 

receives the convertible debt instrument in exchange for its investment.  The Commission’s 

proposed amendment would require that the holding period for shares obtained on conversion 

of a market-adjustable security begin to run upon receipt of the shares received upon 

conversion of the debt.  Such an amendment would, if adopted, significantly undermine the 

benefit to convertible debt lenders who accept the risk of future nonpayment in exchange for 

the ability to realize a profit in selling securities, so long as there is a market to sell them.  Delaying 

a lender’s ability to sell securities received in conversion of outstanding debt would likely have a 

chilling effect on convertible debt financing.   

 

The STA, advocating for its smaller members, submitted in February a letter to the SEC suggesting 

a method to limit the prohibition against tacking in an effort to reduce the risk of harm to smaller 

agents and their clients that may result from a diminished market for convertible debt lending.  

The STA suggested that any amendment to Rule 144 that eliminates tacking for market-

adjustable securities should be applied only to non-reporting companies.  The Commission has 

not finalized the amendment to Rule 144, so this issue remains outstanding.  What is clear, 

however, is that the Commission is taking steps to curb the practice of convertible debt 

financing and only time will tell how those steps affect convertible debt financing and the 

obligations of transfer agents in connection therewith.   

7 Tacking refers to the ability to satisfy the holding period requirement in Rule 144 by, among other ways, combining the time that shareholder held the debt 
instrument and the time the lender held the securities in conversion of that debt or, in other words, the allowance for the holding period to begin to run when the 
lender receives the convertible debt instrument in exchange for its investment.   

8 That letter can be viewed here.  
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