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Finders Agreements In A State Of Flux
Law360, New York (July 13, 2011) -- In light of today’s depressed c apital markets, an
increasing number of c ompanies and funds are seeking the advice of third-party
intermediaries for the purpose of raising c apital or selling all or part of their business. These
intermediaries, sometimes known as “finders,” normally have ac cess to a wide ranging
network of financ ial sourc es and often offer to facilitate fund raising in exchange for a fee.
The current legal framework does not clearly define what ac tivities can be undertaken by
finders and often finders are not registered with the U.S. Securities and Exc hange
Commission, even when they should be. Regulators are becoming more stringent in their
enforc ement of the broker-dealer registration rules and in light of the major disconnect
between the current legal framework and the practices by whic h c apital for early stage
companies is raised, we believe more regulations are about to be promulgated.
This article examines the reasons why c ompanies should carefully consider engaging a finder
and what potential pitfalls unregistered broker-dealer ac tivities may trigger under federal and
New York state laws.

Whether a Finder Should Be Registered as Broker-Dealer with the
Security and Exchange Commission and Related Federal Securities
Law Implications
The federal securities laws generally govern whether a finder must register as a brokerdealer, or c onduc t its activities in association with a registered broker-dealer. Sec tion 3(a)
(4) of the Sec urities Exchange Act of 1934 (“Exchange Act”) broadly defines “broker” as
“any person engaged in the business of effecting transactions in securities for the acc ount
of others.”
Section 3(a)(5) of the Exchange Act defines “dealer” as “any person who engages in the
business of buying and selling securities for his own acc ount, through a broker or otherwise.”
Section 15(a)(1) of the Exc hange Act provides that it is unlawful for any broker or dealer to
effect any transaction in, or to induce or attempt to induce the purc hase or sale of, any
security unless such broker or dealer is registered with the SEC.
In addition, registered broker-dealers must bec ome members of the Financial Industry
Regulatory Authority, which imposes standards of professional conduc t in order to insure
among other things that abusive sales prac tices are drastically reduc ed.
It has been argued that there should be a limited exc eption for finders who do not effect
transactions in securities, and limit their role to merely introducing willing buyers and sellers.
However, there is little case law on the subject and the SEC no-ac tion letters addressing
this matter are fac t-specific and often do not c onstitute reliable prec edent.[1]
In a no-ac tion letter the SEC staff explained: “[A]n intermediary who did nothing more than
bring merger- or ac quisition-minded people or entities together and did not participate in

negotiations or settlements between them probably would not be a broker in securities and
not subjec t to the registration requirements of Section 15 of the Exc hange Ac t; on the other
hand, an intermediary who plays an integral role in negotiating and effecting mergers or
acquisitions that involve transactions in securities generally would be deemed to be a broker
and required to register with the Commission.”[2]
In the April 2008 SEC "Guide to Broker-Dealer Registration," the SEC stated that a finder may
be required to register as a broker-dealer if any of the following factors are present:
Participation in important parts of a securities transaction, inc luding soliciting,
negotiating or exec ution of the transaction;
Compensation for participation in the transac tion depends upon, or is related to, the
outc ome or size of the transac tion or deal;
A prior engagement in the business of effecting or facilitating sec urities transac tions;
and
Handling the sec urities or funds of others in c onnec tion with sec urities transac tions.
There is no dispositive fac tor in determining whether a finder is c onsidered a broker-dealer.
However, the SEC has made clear in its most rec ent no-action letters that it gives
signific ant importanc e to the manner in which a finder is c ompensated: if a finder’s
compensation is c orrelated to whether a transac tion oc curs (“suc cess fee”) or the dollar
value of transaction (“percentage-based commission”), there may be an inherent inc entive
for the finder to engage in abusive sales practices to effec t the transaction.
In a no-ac tion letter dated May 17, 2010, addressed to the law firm of Brumberg Mackey &
Wall PLC (“BMW”), the SEC makes c lear that “[a] person’s receipt of transaction-based
compensation in connection with [effec ting a transaction in securities, or inducing or
attempting to induc e the purchase or sale of securities] is a hallmark of broker-dealer
activity.”[3] There, BMW sought to enter into an agreement with a c ertain c ompany to raise
funds to finance its operations and development.
More specifically, “BMW would introduce to [the company] individuals and entities who ‘may
have an interest’ in providing financing to [the c ompany] through investments in equity or
debt instruments of [the company]. In return, [the c ompany] would pay BMW an amount
equal to a perc entage of the gross amount [the company] raised as a result of BMW’s
introductions.”
Despite the fact that BMW was engaged principally in the prac tice of law, did not engage in
the practic e of securities law and was not engaged in any activities involving sec urities, the
SEC found that BMW’s “proposed activities would require broker-dealer registration” since (1)
the “introduction to [the c ompany] of only those persons with a potential interest in
investing in [the company] implies that BMW antic ipates both ‘pre-sc reening’ potential
investors to determine their eligibility to purchase the securities, and ‘pre-selling’ [the
company’s] securities to gauge the investors’ interest” and (2) since the staff believed that
“rec eipt of compensation tied to succ essful investments in [the company’s] securities by
investors introduc ed to [the company] by BMW (i.e., transac tion-based compensation)
would give BMW a ‘salesman’s stake’ in the proposed transactions and would create
heightened incentive for BMW to engage in sales efforts.”
Clearly, regulators are becoming more stringent in their enforcement of the broker-dealer
registration rules. In light of the major disconnect between the c urrent legal framework and
the practic es by whic h c apital for early stage companies is raised, more regulations are
about to be enacted.
As further example of the tightening of the applic ation of the c urrent regulations, on June

19, 2009, the SEC entered into a settlement of an administrative proc eeding against Ram
Capital Resources LLC (“Ram”) and its two princ ipals for acting as unregistered broker Ram,
and its princ ipals engaged in the business of identifying and soliciting investors to partic ipate
in private investments in public companies (“PIPE”).[4]
Between 2001 and 2005, Ram through its two principals engaged in the business of
identifying and solic iting investors, a majority of which were hedge funds to participate in
PIPEs. The investors compensated Ram by paying it a percentage of the gross amount
invested, and in most instanc es allocated to it a certain perc entage of any warrants
rec eived in c onnec tion with the investment.
Ram did not limit its activities to introduc ing potential interested parties but also played a
role in struc turing and negotiating the terms of these PIPE offerings. For example, the
principals often drafted and distributed to issuers and investors the initial term sheet
outlining the terms of the PIPE offering; moreover, they advised whether the offering should
be struc tured as a convertible debt offering or a common stock offering and continued to
remain involved in the offering by negotiating the terms of the relevant doc uments, inc luding
the securities purchase agreement.
The SEC noted that although the principals of Ram “knew or were rec kless in not knowing
that Ram’s compensation struc ture for its services required Ram to register as a brokerdealer,” at no point in time did they register while engaging in the c onduc t alleged therein.
As a result of the conduct desc ribed above, the SEC found that RAM “willfully” violated
Section 15(a) of the Exchange Ac t.
The SEC deemed appropriate to impose sanc tions pursuant to Sec tions 15(b) and 21C of the
Exchange Ac t and ordered, among other things: (1) the two princ ipals to be suspended from
any assoc iation with any broker or dealer for a period of 12 months; and (2) penalties of
about $538,000 per principal.
This settlement is unique in the way the SEC proceeded against Ram based on the mere
failure to register as a broker-dealer. Only few, if any, enforc ement proceedings had been
initiated by the SEC unless such failure to register was accompanied by fraud or some other
form of misconduct.
It is also worth nothing that Form D, as amended effective September 15, 2008, requires
companies to disc lose fees paid to finders, and therefore makes it easier for regulators to
reveal abusive practices.

Federal Case Law
In SEC v. Kramer[5], the U.S. District Court for the Middle Distric t of Florida stated: “The
distinc tion between a finder and a broker, however, remains largely unexplored, and both the
case law and the Commission’s informal, 'no-ac tion' letter advice is highly dependent upon
the fac ts of a partic ular arrangement.”
According to the court, “the Commission’s proposed single-fac tor “transaction-based
compensation” test for broker activity … is an inaccurate statement of the law .... As this
order exhaustively explains, an array of factors determine the presence of broker activity. In
the absence of a statutory definition enunciating otherwise, the test for broker activity must
remain cogent, multi-faceted, and controlled by the Exc hange Ac t.”

New York Law
New York law recognizes a finder as “someone who finds, interests, introduc es and brings
parties together for a business transaction that the parties themselves negotiate and
consummate.”[6] As one c ourt has explained, “[f]inders find potential buyers or sellers,

stimulate interest and bring parties together. Brokers bring the parties to an agreement on
particular terms.”[7]
For a finder to recover under a finder’s agreement there must be a c ausal relation between
the introduction of the parties and the ultimate c onc lusion of the transaction.[8] Moreover,
courts have c onsistently required that the finder show more than his servic es was a
nec essary “but-for” c ondition, and prove a continuing c onnection between the finder’s
servic e and the ultimate transaction. In addition, some courts have directed the payment of
a finder’s fee in situations where the consummation of the transaction at issue flowed not
directly from the finder’s initial introduc tion, but indirectly from a chain of introductions
initiated by the finder.

Potential Pitfalls
A finder acting as a broker-dealer not only triggers fines and penalties under federal and
state law and makes it difficult for the broker-dealer to enforc e any related fee
arrangements but can also have c onsequences over the company that engages the
unregistered broker-dealer.
Section 29(b) of the Exchange Ac t renders void any contract made in violation of the
Exchange Ac t or its rule and regulations. Therefore, any investor that purchases sec urities
may have the right to void the purchase agreement and c laim that the funds be returned
just because the purchase was arranged by an unregistered broker-dealer.
In addition, the use of an unregistered broker-dealer could cause a c ompany to lose the
exemption from registration requirements of the Securities Act of 1933 it may have relied
upon in that transaction and most importantly, lose the ability to raise c apital in the future
since the SEC may ban the c ompany from c onduc ting private placement offerings in the
future.
Finally, the SEC may seek an injunc tion to enjoin the finder’s activities, issue a cease-anddesist order following notice and a hearing, and may, although unlikely, refer the matter to the
government for criminal prosecution.

Conclusion
Given the lack of c larity of the current legal framework and the recent tendenc y of the
regulators to apply registration rules more stringently, c ompanies should proceed with
extreme caution when engaging a finder.
If a finder is not registered as broker-dealer, a company or fund should consider, among
other things: (1) the finder’s role overall and ferret out whether it will be restricted to merely
bringing two parties together or whether the finder will partic ipate in negotiating and
structuring the transaction; (2) the finder’s history of involvement in securities transactions;
and (3) the finder’s c ompensation and whether it is a flat fee or c ontingent on the succ ess
of the transac tion.
If a finder is not a registered broker-dealer, a c ompany should c onsider consulting with an
attorney and therefore avoid assuming unintentional long-term risks and liability.
--By Dario de Martino (pictured), Gersten Savage LLP, and Jason Canales, Moses & Singer
LLP
Dario de Martino is an associate in the New York office of Gersten Savage. Jason Canales is
an associate in the New York offic e of Moses & Singer.
The opinions expressed are those of the authors and do not necessarily reflec t the views of

the firm, its clients, or Portfolio Media, publisher of Law360. This artic le is for general
information purposes and is not intended to be and should not be taken as legal advice.
[1] One of the only ways to maybe guarantee that regulatory ac tion will not be taken
against a “finder” is by requesting and obtaining a no-action letter from the SEC prior to
engaging in a partic ular transaction.
[2] See Henry C. Coppelt d/b/a May Pac Management Co., 1973-1974 Fed. Sec . L. Rep
(CCH), paragraph 79,814
[3] Citing, Order Exempting the Federal Reserve Bank of New York, Maiden Lane LLC and the
Maiden Lane Commerc ial Mortgage Bac ked Securities Trust 2008-1 from Broker-Dealer
Registration, Sec urities Exc hange Release Act Release No. 61884 (April 9, 2010) (“Indeed,
the rec eipt of transaction-based c ompensation often indicates that suc h a person is
engaged in the business of effec ting transac tions in sec urities) and Letter From Catherine
McGuire, Chief Counsel, Division of Market Regulation, to Thomas D. Giachetti, Stark & Stark,
regarding 1st Global, Inc ., (May 7, 2001) (reiterating the staff’s position that “the receipt of
securities c ommissions or other transaction related [sic ] c ompensation is a key fac tor in
determining whether a person or an entity is acting as a ‘broker’ or ‘dealer.’ Absent an
exemption, an entity that rec eives commissions or other transac tion-related compensation in
connec tion with sec urities-based activities that fall within the definition of ‘broker’ or
‘dealer’, generally is required to register as a broker-dealer.”
[4] The SEC instituted public administrative and c ease-and-desist proceedings pursuant to
Sections 15(b) and 21C of the Sec urities Exc hange Act of 1934.
[5] See SEC v. Kramer, No. 8:09-cv-455-T-23TBM (M.D. Fla. Apr. 1, 2011).
[6] See Moore v. Sutton Resourc es Ltd., 1998 *4 (S.D.N.Y. 1998) (c iting Northeast General
Corporation v. Wellington Advertising Inc., 82 N.Y.2d 158, 163, 604 N.Y.S.2d 1 (1993).
[7] See Train v. Ardshiel Assoc. Inc. 635 F. Supp. 274, 279 (S.D.N.Y. – 1986), aff’d without
opinion, 805 F.2d 391 (2d Cir. 1986).
[8] See Moore v. Sutton Resourc es Ltd 1998 WL 67664, *4; see also Simon v. Elec trospac e
Corp., 28 N.Y.2d 136, 142, 320 N.Y.S.2d 225, 229 (1971); Edward Gottlieb Inc., v. City &
Commercial Communications PLC, 200 A.D.2d 395, 606 N.Y.S.2d 148, 150 (1st Dept 1994);
Karelitz v. Damson Oil Corp., 820 F.2d 529, 531 (1st Cir. 1987) (Breyer, J.) (Applying New
York law).
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