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Are You a Finder or an Unregistered Broker?

I

t is an issue that comes up with regularity—can you compensate the person that is facilitating a particular transaction as
a finder, or is the person acting as an unregistered broker? If
it is the latter, then you risk litigation, regulatory exposure,
fines, and penalties.
As a finder, a person is permitted to engage in a narrow scope of
activities without triggering the broker-dealer registration requirement. However, because of the nature of the activities, a potential
finder’s involvement in a securities transaction may fall under the
duties of a registered broker. Accordingly, it is important to know
how the courts distinguish finders from unregistered brokers. It may
surpise you to learn that the courts have been more liberal in their
interpretation than the Securities and Exchange Commission (SEC).
In SEC v. Kramer (2011), the U.S. District Court for the Middle
District of Florida questioned the SEC’s opinions regarding finders
set forth in various fact-specific no-action letters.
In this case, Kenneth Kramer entered into an agreement with
Skyway Communications Holding Corp. that authorized it to pay
Kramer for every introduction of a potential investor that Kramer
made to Skyway, conditioned upon the investor actually investing.
Kramer introduced multiple investors and received periodic checks
from Skyway totaling nearly $200,000. He also received 20 percent
of the number of shares that each investor bought from his longtime business associate, who was also an independent contractor
for Skyway.
The SEC argued that this compensation structure indicated that
Kramer was acting as an unregistered broker-dealer. However, the
court disagreed. The court stated that there was no evidence of
Kramer’s “involvement in key points in the chain of distribution such
as negotiation, analyzing the issuer’s financial needs, and discussing
details of the transaction.” Absent this evidence, Kramer’s receipt of
transaction-based compensation for an introduction of an investor
“cannot, without additional evidence,” qualify him as a broker.
The court further commented that the SEC’s transaction-based
compensation test did not accurately reflect the law and that, in the
absence of a statutory definition stating otherwise, the Exchange
Act controlled the test for broker activity.
Historically, the SEC has utilized various factors, with none being

determinative, to ascertain whether a finder exceeds the scope
of his activities, thereby triggering the broker-dealer registration
requirement. These factors include an analysis of the finder’s compensation, the finder’s participation in any negotiations between the
issuer and the purchaser, the finder’s history of involvement in securities transactions, and the finder’s role in handling the securities of
other parties in connection with securities transactions.
For example, in 2006, the SEC issued a no-action letter in
response to Country Business Inc.’s (CBI) request for guidance.
As a business broker for small business, CBI’s role as a potential
finder would be limited to transmitting documents between the
parties, valuing the assets of the business as a growing concern,
and providing the seller with administrative support. CBI would also
receive a predetermined fixed fee for its services. The SEC stated
that it would not recommend enforcement if CBI did not register as
a broker-dealer.
However, in a no-action letter addressed to Hallmark Capital
Corporation in 2007, the SEC stated that Hallmark would have to
register as a broker-dealer. Hallmark sought to engage in similar
activities as CBI, by identifying parties interested in working with
small businesses. Here, Hallmark would be compensated with an
upfront retainer and fee based on the outcome of the transaction,
rather than a predetermined fee like CBI would have received. This
difference suggests that the SEC’s analysis for enforcement heavily
focused on the manner of compensation.
In 2010, the SEC’s no-action letter to the Investment Archive,
LLC, solidified its tendency to focus on compensation as the breadth
of its analysis. Here, the Investment Archive sought to provide a
website that allowed investors to calculate the cost-basis of their
securities with the Investment Archive receiving a predetermined
flat usage fee. The SEC stated that based on its activities, the
Investment Archive did not need to register as a broker-dealer.
In March 2010, the SEC issued a no-action letter to the law firm
of Brumberg, Mackey, & Wall P.L.C. (Brumberg). This opinion later
served as the basis for the Kramer lawsuit. Brumberg sought to
introduce potential investors to a corporation, and in return, would
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SEC failed to identify him as an expert witness. The pretrial order
directed that if Kramer wished to depose the witness (even though
discovery was closed), the SEC should cooperate fully in scheduling
the deposition prior to trial. Thereafter, the SEC’s staff accountant
was deposed, and he testified on the SEC’s behalf at trial, in an
individual capacity.
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receive a success-based compensation in the form of a percentage of
the funds raised by those investors. Brumberg agreed not to engage
in negotiations on either party’s behalf, make recommendations
about financing agreements, or assist with any financing transactions. Nevertheless, the SEC stated that Brumberg should register
as a broker-dealer because of the success-based compensation and
because its involvement in prescreening investors to determine eligibility and interest exceeded the scope of a finder’s role.
An analysis of the SEC’s recent no-action letters suggests that
the SEC was focusing heavily on the method of compensation
received by the potential finder. The Kramer court’s critique of that

approach suggests that the SEC’s analysis is too narrow.
So which analysis should one follow? The SEC has not issued
any no-action letters since the Kramer decision and, to the great
surprise of industry watchers, has decided not to appeal the decision. However, it would be imprudent to rely upon a single decision
from a Florida district court. It would be best to act in accordance
with the SEC’s pre-Kramer no-action letters until the SEC clarifies
its approach or the problem is resolved by additional litigation. 
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