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HOW SHOULD WE REGULATE HEDGE FUNDS? 
 

Carl Hasselbarth*1 
 

ABSTRACT 
 

Over the last two years, the financial markets witnessed a great 
tragedy.  The business of offering large mortgages to borrowers with 
poor credit, so called subprime lending, reached a critical point and 
those borrowers began to default on their loans in mass.  This crisis 
sparked an outcry regarding numerous related business practices, 
not the least of which was how hedge funds should be regulated. 
Many criticized hedge funds for encouraging irresponsible lending 
practices by agreeing to purchase securitized subprime mortgages 
from loan originators, leaving those lenders essentially 
unaccountable for their lending practices.  Are the days of light 
regulation and secrecy numbered for hedge funds, or are occasional 
fiascos the destiny of hedge fund investors and general market 
participants alike?2   

 
INTRODUCTION 

 
On July 17, 2007, investors in two hedge funds run by asset managers at 

Bear Stearns, an investment bank operating in the Wall Street community, 
received a letter informing them that the funds had lost almost the entire  

                                                 
     * Carl Hasselbarth is a 2009 graduate of Brooklyn Law School and a 2003 
graduate of the University of Michigan Ross School of Business.  His article was the 
winner of PIABA’s 2009 James E. Beckley Securities Arbitration and Law Writing 
Competition.  Mr. Hasselbarth has worked on the dilemmas facing the investment 
industry from the perspective of the industry, the investor or plaintiff, and the 
government through positions at, among other places, the Ayco Company, L.P.; 
Bear, Stearns & Co., Inc.; Brooklyn Law School Investor Rights Clinic; the U.S. 
Commodity Futures Trading Commission; and the U.S. Securities and Exchange 
Commission.  Mr. Hasselbarth may be reached at carl.hasselbarth@brooklaw.edu.   

1. Please also note that the author has worked for some of the organizations 
mentioned and should make clear that, although affiliation with them has raised 
awareness to the issues they face(d), observations and opinions naming these 
organizations are strictly the author’s own and have been formed only from publicly-
available information. 

2.  The author would like to thank Professors James Park and Joseph Leahy for 
their invaluable feedback and his family for their unconditional love and support. 
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balance of their portfolios, approximately $7 billion3.  Although these funds 
were only two of the many that sustained great losses in the wake of the 
subprime mortgage crisis that ravaged the markets the last few years, Bear 
Stearns quickly became the poster boy for all that was wrong with hedge 
funds.  Perhaps the greatest factor in the undoing of these funds was the 
aggressive use of financial leverage to amplify the returns of the portfolios 
by the head manager of the funds, Ralph Cioffi.   

In the “Enhanced Leverage” fund, Mr. Cioffi leveraged the assets by a 
ratio of 10:1, which means that nine out of every ten dollars invested by 
Cioffi were borrowed from other banks4.  Once the value of the portfolio 
began to drop, Cioffi faced a difficult decision.  He could swallow his pride 
and pay back some of his creditors while he still had the money or he could 
continue to pray for the market to recover.  Regrettably, Cioffi continued to 
play the market.  Within a short time, the subprime market dropped further 
and the equity in his funds became completely eroded.  Now the banks were 
in charge.  Refusing to throw good money after bad, the banks withdrew 
what was left of their loans and Cioffi was left with nothing to return to his 
investors.  Seemingly overnight, the once highly respected Cioffi became a 
Wall Street pariah5.  

How could two hedge funds and one man create such havoc in the stock 
market?  Are hedge funds really that influential?  Once considered a way for 
the wealthy to speculate and seek abnormal returns, hedge fund performance 
did not seem like it should be anyone’s business, but their investors’.  Times 
have changed though as the fallout from disastrous hedge fund performance 
has affected everyone, through their impact on the entire market.  Somehow 
it does not seem fair that investors should all be harmed by one man’s poor 
decisions, which begs the question, how should hedge funds be regulated, so 
that this does not happen again. 

To explore this question, this paper has been broken down into four 
parts.  The first section provides a brief history of hedge funds.  The second 
section explores the current regulatory regime these vehicles operate in.  The 
third section provides an overview of the current scholarly and popular  
                                                 

3. Investopedia Staff, Dissecting the Bear Stearns Hedge Fund Collapse. 
www.investopedia.com/articles/07/bear-stearns-collapse.asp (last visited Apr. 12, 
2008). 

4. Kate Kelly, Bear CEO’s Handling of Crisis Raises Issues, W.S.J., November 
1, 2007, at A1. 

5. See Matthew Goldstein and David Henry, Bear Stearns’ Bad Bet, 
Businessweek, October 11, 2007.   http://www.businessweek.com/bwdaily/dnflash/ 
content/oct2007/db20071011_175964.htm?chan=search. 
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discourse on how to improve the regulation of hedge funds.  The forth 
section speculates as to what the future has in store for hedge funds, 
including a look abroad for regulatory methods that have succeeded and will 
opine upon the role of securities regulation in the industry. 

 
 

I. A CHRONICLE AND CRASH COURSE IN HEDGE FUNDS 
 
Creation of the first hedge fund is widely credited to Alfred Winslow 

Jones6.  In 1949, Jones first “took two speculative tools, short sales and 
leverage, and merged them into a conservative investing system.  His goal 
was to shift the burden of performance from market timing to stock picking, 
and he succeeded.”7  Although you would not know it from this summer’s 
headlines, “to hedge” is to reduce one’s exposure to risk.  Thus, initially a 
hedge fund was a fund that reduced – as needed – its risk in some way8.  
Jones’s hedge fund and those that followed within the same era were well 
described by this term, because their exposure to risk was hedged.   

The first hedge fund became an enormous success.  Over its first ten 
years, Jones outperformed the best mutual fund of that decade by over 87%, 
which is especially remarkable because mutual funds had been quite popular 
and successful9.  As business media outlets began to take notice, hedge funds 
took off.  In 1968, the Securities and Exchange Commission (SEC) estimated 
that nearly 140 hedge funds existed10.  By 1990, there were about 300 hedge 
funds with $39 billion under management11.  In 2003, the SEC reported that 
there were between 6,000 and 7,000 hedge funds managing approximately 
$600 to $650 billion in assets12.  The report also predicted that within five to 
ten years more than $1 trillion would be managed by hedge funds13.   

Everybody is talking about hedge funds too.  In 2000, a LexisNexis 
search of major U.S. newspapers produced 2,157 articles that used the term  
                                                 

6.  Ted Caldwell & Tom Kirkpatrick, A Primer on Hedge Funds 5 (1995). 
7.  Id at 6. 
8. Downes, John and Jordan Goodman, Barron’s Dictionary of Finance and 

Investment Terms.  Hauppauge: Barron’s, 2006.  305. 
9.  Caldwell, supra note 6 at 8. 
10.  Id. at 7. 
11.  David Skeel, Behind the Hedge, Legal Aff., Nov.-Dec. 2005, at 30. 
12.  Sec. and Exchange Commission, Implications of the Growth of Hedge 

Funds vii (2003) available at http://www.sec.gov/news/studies/hedgefunds0903.pdf 
(last visited Apr. 12, 2008).  [hereinafter 2003 Report]. 

13.  Id. 
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“hedge fund14.”  By 2006, that same search produced 10,462 articles15.  For 
some time now, it has been safe to say that “hedge fund” is a household 
name.  It seems like it has been a long time since Tom Wolfe dubbed 
investment bankers as “masters of the universe16.”  Hedge fund managers are 
the new wizards of Wall Street.  In fact, lately, it is all the most prestigious 
investment banks can do to keep their most talented employees from leaving 
to start their own hedge funds17.       

In addition to the enormous growth hedge funds have experienced, the 
industry has produced numerous different types of hedge funds.  A useful 
way to organize the different types of hedge funds available is that they fall 
into three categories: equity funds, fixed income funds, and other hedge fund 
strategies18.   

 
1.  Equity Hedge Funds19 
 
Equity hedge funds are those that primarily invest in common stocks.  

There are essentially seven different kinds of equity hedge funds: equity long 
biased, equity market neutral, equity arbitrage, long/short equity, event 
driven, convertible arbitrage, and sector funds.   

An equity long biased hedge fund invests primarily in long positions.  
Although they can and do take short positions, they exhibit a heavy long 
bias.  They tend to seek excess returns (also known as alpha) by employing 
market-timing strategies.  They tend to use a lower amount of leverage (2:1 
or less) than their peers.   

An equity market neutral fund balances short and long positions, so that 
its performance remains rather neutral amidst fluctuations in the market.  As 
a result of this strategy, these funds tend to exhibit a low correlation (about 
20%) to the VIX index of volatility relative to the S&P 500 Index (about 
65%).  However, despite the strategy, their performance tends to track that of 
the market at large, often exhibiting an R2 of 30% - 40%.   
                                                 

14. LexisNexis search “Hedge Fund” for “major newspapers” date from 
1/1/2000 to 12/31/2000. 

15. LexisNexis search “Hedge Fund” for “major newspapers” date from 
1/1/2006 to 12/31/2006. 

16.   Wolfe, Tom.  Bonfire of the Vanities.  Douglas & McIntyre, Ltd. 1987. 
17.  See Amit Mukherjee, Where to Work, Business Today, February 17, 2007.  

http://www.businesstoday.org/index.php?option=com_content&task=view&id=345
&Itemid=50 (last visited Apr. 12, 2008). 

18. McCrary, Stuart.  Hedge Fund Course.  Hoboken: Wiley Finance, 2005.  22. 
19.  Id. at 23 – 26.  Citing for the entire section entitled “Equity Hedge Funds.” 
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An equity arbitrage fund seeks to exploit price differentials between 

equity securities traded in different markets.  The ideal trade is to purchase a 
security in one market and sell it immediately for a higher price in a different 
market, pocketing a profit without exposing the fund to any risk.  Since these 
price discrepancies tend to be small, equity arbitrage funds must employ 
large amounts of leverage to earn a meaningful profit. 

The long/short equity fund category includes both long and short funds.  
Managers of these funds seek alpha using a combination of stock selection 
and market timing. 

An event driven fund utilizes arbitrage techniques similar to those of an 
equity arbitrage fund, but focuses its attention on companies about to 
experience an important event, such as a merger, bankruptcy, or 
reorganization.  The technique seeks to exploit the price jump the company 
will likely experience immediately following the event.  For example, a 
merger arbitrage fund (a type of event driven fund) might buy shares of a 
company about to be acquired and short shares of the acquiring company, 
because acquirer’s often have to offer a price for the acquired company that 
is higher than the market price to sufficiently entice the shareholders of the 
acquired company to sell.  In theory the acquirer company’s share price 
might drop, because it just purchased a substantial asset at too high a price. 

A convertible arbitrage fund seeks to exploit the inefficient pricing of 
convertible bonds. These bonds can be converted to stock at a pre-established 
ratio.  These funds buy the convertible bond, sell the underlying common 
stock short, trade options on that common stock, and might hedge interest 
rate risk all in an attempt to harvest the inherent price inefficiency.     

Sector funds include long-only and long-biased funds that invest only in 
a narrow portion of the stock market, a sector.  Although a sector fund could 
potentially invest in any sector of the market, the most popular sectors 
include, health care, biotechnology, technology, real estate, and energy.  
Since these sectors tend to be volatile, sector funds tend not to use much 
leverage and, thus, their performance hinges mostly on the performance of 
the sector they are invested in.  

 
2.  Fixed Income Funds20 
 
Fixed Income funds invest in bonds or other securities that produce a 

fixed stream of income for their investors.  There are four types of fixed  
 

                                                 
20.  Id. at 26 – 29.  Citing for the entire section entitled “Fixed Income Funds.” 
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income strategies: fixed income arbitrage, mortgage funds, default risk funds, 
and emerging market debt funds. 

Fixed income arbitrage funds take long and short positions with 
derivatives to hedge a variety of fixed income risk factors including, general 
interest rates, interest rates between different maturities or points on the 
“yield curve,” and credit risks.  Since these funds hedge many of the risks 
inherent in the fixed income market, they are often emboldened to utilize 
significant amounts of leverage.  These funds have experienced low returns 
relative to other fixed income funds, but have succeeded in having less 
volatile returns than their counterparts. 

Mortgage funds include hedge funds that invest in some kind of 
securitized loan product, such as mortgage-backed securities, collateralized 
debt obligations, collateralized mortgage obligations, real estate mortgage 
investment conduits, interest-only notes, and principal-only notes.  Similar to 
fixed income arbitrage funds, mortgage funds earn relatively low returns, but 
experience low volatility.  

Default risk funds usually invest in the debt of distressed companies.  
Many times when a firm is in crisis and its stock price is depressed, its debt 
becomes underpriced, because they still have enough capital to pay off their 
debts even though they may not be much of a going concern anymore.  
Managers of these funds seek to buy up securities that fit this description 
while shorting securities of other companies, who may not have the cash to 
payoff their bondholders. 

Emerging markets funds invest in companies that trade in 
underdeveloped markets.  These can be either debt or equity investments.  
Managers of these funds can create alpha because underdeveloped markets 
are ill-equipped to determine the true value of a company and, thus, effective 
due diligence can root out price discrepancies.  Due diligence can be more 
challenging in an emerging market though, because it is more difficult to find 
information on companies that trade in one. 

 
3. Other Hedge Fund Strategies21 
 
Not all hedge funds fit neatly in one of the aforementioned categories 

and, thus, it is necessary to have an “other” category.  Members of this 
category include: global macro funds and funds of funds (FOF). 

 

                                                 
21. Id. at 29 – 30.  Citing for the entire section entitled “Other Hedge Fund 

Strategies.” 
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Global Macro funds attracted many investors to hedge funds for the first 

time.  They take speculative positions in stocks, bonds, and currencies in 
accordance with a macroeconomic forecast.  These funds produce some of 
the highest returns in the hedge fund sector, but are also quite volatile 
compared to their peers.  

As the name suggests, FOFs invest in other hedge funds.  The advantage 
of this strategy is that the minimum investment is often smaller for a FOF 
than for a hedge fund, the investment in multiple hedge funds provides 
diversification benefits, the FOF may be in a position to negotiate a reduction 
on the fees charged by the underlying hedge fund, and the manager of the 
FOF completes due diligence on the underlying funds for his investor.  The 
disadvantage of a FOF is that investors must pay fees on top of fees, meaning 
that they must compensate the FOF manager and the managers of the 
underlying funds. 

Despite the popularity of hedge funds, the term is undefined by the 
SEC22.  Interestingly, the label has diverged widely from its original meaning 
and from what its words imply.  Perhaps in an effort to establish some 
parameters for the term, the SEC lists three characteristics of a typical hedge 
fund: 

(1) “An entity that holds a pool of securities” or other assets that “does 
not register its securities offerings under the Securities Act and 
which is not registered as an investment company under the 
Investment Company Act;” 

(2) A “fee structure, which compensates the adviser based upon a 
percentage of the hedge fund’s capital gains and capital 
appreciation;” and 

(3) The fund managers “often invest significant amounts of their own 
money into the hedge funds that they manage23.” 

Despite these characterizations, the term is still largely a catchall phrase 
that includes any investment fund that does not have to register with the SEC 
as an investment company under the Securities Act of 1933 (SA).   

Although there are other ways to escape registration, the most common 
way is to require that all your investors be qualified investors or individuals 
with more than $1 million in net worth or at least $200,000 in income during  

                                                 
22.  Lartease Tiffith, Hedge Fund Regulation: What the FSA is Doing Right and 

Why the SEC Should Follow the FSA’s Lead, 27 Northwestern J. of Int’l. L. and Bus. 
497, 499 (2007). 

23. 2003 Report at viii.  By virtue of its adoption of Rule 203(b)(3)-2 and 
203(b)(3)-1, the SEC has all but eliminated this characteristic. 
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the previous two years with the expectation that he will earn at least as much 
in the current year.  The common denominator between hedge funds of only 
accepting investments from qualified investors has nothing to do with 
reduced or “hedged” risk.  In fact it is the wealth of their investors that is 
often used to excuse the use of risky investment strategies.   

Hedge funds are indeed more risky than traditional investment 
companies for two main reasons.  First, as exemplified in the introduction, 
they often employ tremendous amounts of leverage, most of which is kept off 
of their balance sheet,24 so that they can increase their exposure to the 
financial markets25.  Financial leverage is an analogy to a physical lever.  Just 
as a small motion on one end of a lever will create a larger motion on the 
other end, a small return or loss in an unleveraged portfolio will be greater in 
a leveraged portfolio with the same holdings.  A fund becomes leveraged 
simply by borrowing assets and commingling the borrowed assets with those 
contributed by equity investors.  It is easiest to demonstrate this using a 
financial concept most people are familiar with, a house with a mortgage.  If 
one purchases a $500,000 home and has the good fortune to immediately sell 
it (a process called flipping) for $600,000, the return on one’s money is 
20%26.  Had one only invested $100,000 of one’s own money as a down 
payment and took out a mortgage of $400,000 and immediately sold it for 
$600,000, the return on one’s money would have been 100% after the 
mortgage is paid off.27  By levering one’s $100,000 investment to make a 
$500,000 purchase, one has amplified the return on one’s investment by a 
factor of five.  It is important to remember though that a lever works both 
ways and, thus, amplifies losses by the same factor.  Had the real estate 
market dipped and forced one to sell the house for $400,000 instead of 
$600,000, one’s return with the mortgage would have been -100% as 
compared to a return of only -20% without the mortgage.28  By now, it 
should be easy to see that leveraging an investment places it at greater risk. 

An added complication of leverage is that once the equity in an 
investment drops below a certain level, many creditors will begin to watch  
                                                 

24.  Gordon De Brouwer, Hedge Funds in Emerging Markets 10 (2002). 
25.  See Report on the President’s Working Group on Financial Markets, Hedge 

Funds, Leverage and the Lessons of Long-Term Capital Management 4, (Apr. 1999), 
available at http://www.ustreas.gov/press/releases/reports/hedgfund.pdf. (last visited 
Apr. 12, 2008). 

26.   ($600,000 - $500,000)/$500,000 = 20%. 
27.   ($600,000 - $500,000))/$100,000 = 100%. 
28. ($400,000 - $500,000)/$100,000 = -100% vs. ($400,000 -$500,000)/ 

$500,000 = -20%. 
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the borrower more closely and may enforce restrictive covenants on what the 
borrower can do with his money.  If the situation is grave enough, such as 
when the fund cannot fulfill margin calls, creditors can take complete control 
over the investment, especially when the fund seeks bankruptcy protection.  
Many investors choose to participate in a hedge fund because they are 
convinced that the hedge fund manager possess a special skill and they are 
prepared to compensate the manager for his skill in the form of management 
and incentive fees.  However, if the fund starts to perform poorly, creditors 
can tie the hands of that manager and make it difficult or impossible for him 
to use the skills the investors are compensating him for.   

Another reason hedge funds can be more risky than traditional invest-
ment companies is, they are permitted to take short positions in securities, 
while investment companies are not because it is prohibited by the Invest-
ment Company Act of 1940 (ICA)29.  A short position is a bet that the price 
of a security will fall. Short positions are classically established by borrow-
ing a security from another party and immediately selling it.  At a later date, 
the manager hopes to repurchase that security at a lower price and then 
immediately deliver it to the creditor, allowing the manager to pocket a profit 
from a downward move in the security. Of course, if that security increases 
in price, the manager will be forced to purchase at a higher price to cover the 
position and must record a loss. This can be a risky business, because there is 
no limit to how high the value of a security can climb, but it cannot fall 
below a value of zero. Therefore, investors are exposed to unlimited losses 
with a short position, while their gains are limited to the value of the security 
at the time the position was established.  To make matters worse, history has 
proven that securities have a tendency to increase in value, so the cards are 
already stacked against investors when they short a security. 

Sadly, the collapse of the Bear Stearns hedge funds was not the first case 
of a drastic hedge fund failure that threatened the rest of the market.  For 
example, in the summer of 1998, the now infamous Long-Term Capital 
Management (LTCM) hedge fund imploded.  In a matter of six months, the 
once seemingly invincible hedge fund lost five billion dollars or almost the 
entire value of its portfolio30.  Just like the Bear Stearns funds, LTCM 
utilized financial leverage and got in over its head.  LTCM sought to perform  
 
 

                                                 
29.  15 U.S.C. § 80a-12(a)(3) (1940). 
30.  Lowenstein, Roger.  When Genius Failed: The Rise and Fall of Long-Term 

Capital Management.  Random House: New York 2000, 222. 
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a type of fixed income arbitrage, whereby the fund would short on-the-run31 
long-term U.S. Treasury bonds and use the proceeds to buy the cheaper off-
the-run long-term U.S. Treasury bonds. The idea was that once the 
government issued a new series of bonds, the previously on-the-run series 
shorted by the fund would decrease in value and converge with the series 
purchased by the fund, allowing it to make a small, but virtually certain, 
profit for each transaction once the positions were closed32.  Since the profit 
was small for each transaction, LTCM entered them at a high volume and 
utilized tremendous leverage to amplify the return33.  LTCM was initially 
leveraged by a ratio of 25:1 and was leveraged even higher at other times34.  
This strategy brought enormous success, not to mention wealth, to the 
managers of the fund for four years.  In fact, two of its managers, Robert 
Merton and Myron Scholes were awarded the Nobel Prize in Economics in 
199735.   

However, in 1998, the fund’s value plummeted, mostly because the 
Russian government defaulted on its bonds motivating hoards of panicked 
investors to sell Japanese and European bonds in favor of U.S. bonds36.  
Now, all those on-the-run bonds LTCM was shorting began to increase in 
value causing their prices to diverge instead of converge with the off-the-run 
issues.  Suddenly, LTCM’s perfect arbitrage became a nightmare and the 
fund could not exit its positions fast enough.  LTCM was so saddled with 
debt that it could not come up with the cash needed to purchase the bonds 
necessary to cover their short positions.   

By this time, the Federal Reserve Bank was terrified that this disaster 
would crash the entire stock market.  William McDonough, the President of 
the Federal Reserve Bank in New York, called a meeting between the 
managers of LTCM and its many creditors, which consisted of almost every 
bank on Wall Street37.  McDonough encouraged the banks to infuse the fund 
with fresh cash, so that it could cover its short positions and put an end to the  
 
 
                                                 

31.  Id. at 43 -45.  An on-the-run treasury security refers to the latest government 
bond issue of a given maturity.  All the other previously issued bonds of that given 
maturity that are still being traded are the off-the-run treasury security. 

32.  See Id. at 43 – 44. 
33.  Id. at 26 – 27. 
34.  Id. 
35.  Id. at 116. 
36.  Id. at 135 – 146. 
37.  Id. at 201 – 210. 
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mess38.  Although many were loathe to, the banks, in tandem, loaned an 
additional $3.625 billion to bail out LTCM39. 

Fortunately, the LTCM story can be regarded as a near miss for the 
market at large; the stock and bond markets were not affected in a material 
way by LTCM.  After the cash infusion, LTCM was able to safely exit their 
positions and return the money to the banks40.  However, investors and 
regulators alike would be remiss not to learn a lesson from this because it 
demonstrates how hedge funds can use their access to financial leverage, 
short positions and other risky strategies unavailable to investment 
companies to place not only themselves at tremendous risk, but also others in 
the marketplace.       

 
        

II. THE CURRENT REGULATORY ENVIRONMENT FOR HEDGE 
FUNDS 
 
Aside from their strategy, what also separates hedge funds from 

investment companies is the manner in which they are regulated.  In short, 
hedge funds are subject to much less regulatory scrutiny.  The modern 
framework for the Securities Industry is established in large part by four 
statutes enacted during The New Deal period: the SA, the Securities and 
Exchange Act of 1934 (SEA), the ICA, and the Investment Advisers Act of 
1940 (IAA)41.  The SEC oversees the enforcement of these four acts.  
Although the majority of securities transactions fall within the SEC’s 
jurisdiction, hedge funds must also concern themselves with the jurisdiction 
of the Commodities Futures Trading Commission (CFTC) and the legislation 
enforced by that agency, including the Commodity Exchange Act (CEA) and 
the Commodity Futures Modernization Act of 2000 (CFMA).  Each of these 
acts has exceptions which allow for less or no scrutiny.  It is within these 
exceptions that hedge funds tend to operate.  The next five subsections will 
explain the exceptions available in each respective act. 

 
1. The Securities Act of 1933 

 

                                                 
38.  Id. 
39.  Id. 
40.  Id. at 222 – 224. 
41. Sargon Daniel, Hedge Fund Registration: Yesterday’s Regulatory Scheme 

for Today’s Investment Vehicles, 2007Columbia Bus. L. Rev. 247, 257 (2007). 
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Section 5(c) of the SA requires persons wishing to buy or sell any 

security to file a registration statement with the SEC.  Issuers of securities 
who utilize the mail, communicate or use transportation across state lines 
without having registered with the Commission will be in violation of the 
SA. However, there are exemptions from registration that hedge funds 
routinely utilize. The first is section 4(2) of the SA, which exempts 
transactions by an issuer not involving any public offering.  Hedge funds 
utilize this exemption by placing their offerings privately to “institutional 
investors42” or high-net-worth individual investors.  A section 4(2) 
exemption can also be obtained by complying with the SA’s Rule 506 of 
Regulation D.  The specific conditions of this rule are that there may only be, 
at most, 35 purchasers of securities from the offering and that any purchaser 
who is not an accredited investor43 is capable of evaluating the merits and 
risks of the investment.  The general conditions of the rule are that the terms 
and conditions of Rule 501 and Rule 502 of the SA are satisfied.  Rule 501 is 
simply a definition of terms used in the regulation and Rule 502 enumerates 
conditions related to integration, information, the manner of offering, and 
resale of securities.  Although Rule 506 is not the only way to achieve a 
section 4(2) exemption, it is often referred to as a “safe harbor” provision 
because it clearly identifies how an issuer might avoid registration. 

 
2. The Securities Exchange Act of 1934 

 
The SEA created the SEC and required brokers and dealers to register 

with it.  There are two ways hedge funds can be regulated under this act.  
First, the SEA requires broker-dealers to register with the SEC and thus 
comply with the SEC’s requirements.  Hedge funds typically escape 
registration as a broker-dealer though because they are usually classified as  
 
                                                 

42.  Downes & Goodman, supra note 9, at 337.  [An] institutional investor [is 
an] organization that trades large volumes of securities.  Some examples are mutual 
funds, banks, insurance companies, pension funds, labor union funds, corporate 
profit-sharing plans, and college endowment funds.  Typically, upwards of 70% of 
the daily trading on the New York Stock Exchange is on behalf of institutional 
investors. 

43. The concept of an accredited investor was first established in SEC v. Ralston 
Purina 346 U.S. 119 at 129 (holding that the applicability of §4(1) of the SA should 
turn on whether the particular class of persons affected needs the protection of the 
Act.  An offering to those who are shown to be able to fend for themselves is a 
transaction “not involving any public offering.”) 
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traders who do not necessarily have to register44.  However, section 12(g) and 
Rule 12g-1 of the SEA’s second part require that a securities trader with 500 
investors and assets over $10,000,000 register with the SEC.  So, many 
hedge funds avoid registration by limiting their funds to less than 500 
investors. 

It is also important to note that although they may not have to register 
with the SEC under the SEA, hedge funds who solicit institutional investors 
may be subjected to certain reporting requirements under Section 13F of the 
SEA.  Section 13F requires institutional investment managers having funds 
with at least $100,000,000 who use the mails, or any instrument of interstate 
commerce in the course of its business to file annual reports.  In short, the 
reports must include for each security, the name of the issuer and the title, the 
class, CUSIP number, the number of shares or principal amount, and the 
aggregate fair market value of each security45.    

 
3. The Investment Company Act of 1940 

 
The ICA requires investment companies to register with the SEC.  “[An] 

investment company [is a] firm that, for a management fee, invests the 
pooled funds of small investors in securities appropriate for its stated 
investment objectives.  It offers participants more diversification, liquidity, 
and professional management service than would normally be available to 
them as individuals.46”  Hedge funds seek to avoid registering as an 
investment company for three main reasons.  First, complying with the ICA 
can be quite expensive and time consuming.  Second, hedge fund managers 
are eager to implement investment strategies prohibited by the ICA, most 
importantly the use of leverage and establishment of short positions.  Third, 
unregistered hedge funds do not have anywhere near as many reporting 
requirements as registered investment companies and that allows them to 
maintain a lower profile with the SEC and escape some scrutiny.  Hedge 
funds can gain exemption from the ICA’s regulation by qualifying for one of 
its exceptions.  Section 3(c)(1) exempts investment companies with fewer 
than 100 investors if they do not make a public offering.  This exemption 
indicates Congress’ view that privately placed investment companies with a 
limited number of investors do not generate sufficient federal interest under  

                                                 
44.  See 2003 Report at vii. 
45. See 15 U.S.C. § 78m(f) (1934) for a more detailed description of the 

reporting requirements of investment managers. 
46.  Downes & Goodman, supra note 9, at 354. 
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the ICA to necessitate public protection47.  Section 3(c)(7) exempts 
investment companies if they only accept “qualified investors” and if they do 
not make a public offering.  As defined earlier, qualified investors are 
individuals with at least $1 million in net worth or $200,000 in annual 
income in each of the past two years with the expectation of earning at least 
that much in the current year48.  Finding it uneconomic to do business with 
fewer than 100 investors, the trend lately has been for hedge funds to gain 
exemption vis-à-vis Section 3(c)(7).   

 
4. The Investment Advisers Act of 1940 

 
Even if a hedge fund is exempt from registration with the SEC as an 

investment company, a hedge fund manager might have to register with the 
Commission himself under the IAA.  Investment advisers with at least 
$30,000,000 of assets under management are required to register with the 
SEC49.  Registered advisers must file Form ADV with the SEC and keep it 
up to date.  This form requires advisers to disclose information about their 
business practices and disciplinary history to the SEC and their investors.  
Registered advisers must also maintain certain accounting standards, can be 
examined by the SEC, and are required to maintain specific fraud prevention 
safeguards. 

Managers of hedge funds avoid registration because Section 203(b) of 
the IAA, allows them to count each “legal organization” read: hedge fund, as 
one client.  Thus, one manager could advise fourteen different hedge funds, 
each with hundreds of investors without having to register under the IAA50.  
A rule proposed by the SEC (“The Hedge Fund Rule”) (HFR) seeks to close 
this loophole by considering each investor of each “legal organization” as a 
single client51.     

 
5. Commodity Exchange Act and the Commodity Futures 

Modernization Act of 2000 
 

                                                 
47. See SEC Report to the Committee of Interstate and Foreign Commerce, 

Public Policy Implications of Investment Company Growth, H.R. Rep. No. 2337, 
89th Cong., 2d Sess., at 34-35 (1966). 

48.  15 U.S.C. §80a-3(c)(7) (1940). 
49.  15 U.S.C. §80b-3 (1940). 
50.  2003 Report at 21. 
51.  See http://www.sec.gov/rules/final/ia-2333.htm (last visited Apr. 12, 2008). 
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To this point all of the regulations discussed have been under the 

authority of the SEC.  However, hedge funds may also be subject to 
regulation by another federal government agency, the CFTC, if they operate 
a pooled investment vehicle (CPO).  Although the CFTC was originally 
created in 1974 to oversee the markets for commodity futures, the definition 
of a CPO was expanded following the Shad-Johnson accord in 1982 to 
include derivatives such as exchange-traded stock index futures and options.  
This expanded definition became law eighteen years later with the passage of 
the Commodity Futures Modernization Act of 200052.  The expansion of the 
CFTC’s jurisdiction beyond traditional agricultural commodity futures points 
to an objective of regulating the entire economic impact of derivatives 
trading rather than only the market for underlying commodities.  Now, most 
hedge funds qualify as a commodity pool53.   

Although not as extensive as the exemptions from registration as an 
investment company, hedge funds can still obtain relief from regulation as a 
CPO.  The most notable of these exceptions is CFTC Rule 4.7 which allows 
hedge funds to keep their investment positions secret from investors and 
avoid quarterly and annual reporting obligations ordinarily required by CFTC 
Rules 4.22 and 4.23.  In order to qualify for a Rule 4.7 exception, CPOs must 
only allow “qualified eligible participants” (QEPs) to invest with them.  The 
standards for classification as a QEP are similar to those required by the ICA 
for qualified investors.  However, a critical difference is that one does not 
have to be wealthy to be a QEP if he or she is a sophisticated market 
participant, as demonstrated by his or her experience with financial markets. 

An adviser can avoid registration as a CPO altogether under the CEA if 
he reasonably believes at the time of purchase that: (1) each natural person 
investing in the hedge fund is a “qualified eligible person54” and (2) each 
non-natural person investing in the hedge fund is either: (i) a “qualified  

                                                 
52. See http://en.wikipedia.org/wiki/Commodity_Futures_Modernization_Act_ 

of_ 2000 (last visited Apr. 12, 2008). The CFMA contains the now notorious Enron 
Loophole which exempts most over-the-counter energy trades.  Enron lobbyists 
campaigned for the exception, so that the company could operate its “enron on-line” 
service in a deregulated environment.  Enron on-line allowed customers to trade 
energy futures over the internet. 

53.  Willa E. Gibson, Is Hedge Fund Regulation Necessary?, 73 Temp. L. Rev. 
681, 700 (2000). 

54.  Qualified eligible investor is defined in 17 C.F.R. §2.7(a)(2)  and includes 
broker-dealers, Qualified Purchasers, certain registered investment advisers and 
CPOs, Knowledgeable Employees, certain trusts, certain tax exempt organizations, 
and inter alia, non-U.S. persons. 
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eligible person”; or (ii) an “accredited investor55.”  An adviser can also avoid 
registration as a CPO if the hedge fund is exempt from registration under the 
SA and either the aggregate initial margin and premiums necessary to 
establish such positions are limited to no more than 5% of the liquidation 
value of the hedge fund’s portfolio after accounting for unrealized profits and 
losses on any such positions; or the aggregate net notional value of such 
positions are limited to no more than 100% of the liquidation value of the 
pool’s portfolio after accounting for unrealized profits and losses on any such 
positions (CPO Percentage Exemption).  The first exemption is far less 
practical than the second (the CPO Percentage Exemption in particular), 
because U.S. investors must reach the higher threshold set by the qualified 
purchaser standard, which requires non-natural persons to own investments 
of at least $5,000,000 in order to qualify for it56.  The CPO Percentage 
Exemption is so popular because it allows U.S. investors who are not 
Qualified Purchasers to invest with the fund, so long as they are accredited 
investors.  A tradeoff, perhaps, though is that CPOs relying on this 
exemption are subject to strict limitations on their commodity investments57. 

As is the case in the jurisdiction of the SEC, hedge fund advisers must 
also be concerned with being registered as advisers, in this case being 
registered as a Commodity Trading Adviser (CTA).  Luckily for hedge fund 
managers, there are several exemptions from CTA registration.  A hedge 
fund manager need not register as a CTA if: 

(1) The adviser is exempt from registration as a CPO and his commodity 
trading advice is solely directed to those exempt pools58; 

(2) The adviser is already registered as a CPO and his commodity 
trading advice is solely directed to those registered pools59; 

(3) During the course of the preceding 12 months, the adviser60: 
a. Has not furnished commodity trading advice to more that fifteen 

persons; and 
 

                                                 
55. Accredited investor for purposes of this exemption means any person 

satisfying the provisions of 17 C.F.R. §§230.501(a)(1)-(3), (7) or (8).  See also 17 
C.F.R. §4.13(a)(4)(ii)(B). 

56.   Cf.  17 C.F.R. §4.13(a)(4)(ii)(A) with 17 C.F.R. §§4.7(a)(2)(i)-(xiii).  See 
also 15 U.S.C.S. §80a-2(a)(51)(A)(1). 

57. Jay Crenshaw, Hedge Funds: Regulatory, Tax, and Organizational 
Considerations, 18 Fla. J. Int’l L. 359, 401 (2006). 

58.   17 C.F.R. §4.14(a)(5). 
59.   17 C.F.R. §4.14(a)(4). 
60.   17 C.F.R. §4.14(a)(10). 
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b. Does not hold himself out generally to the public as a 
commodity trading adviser. 

(4) The adviser is registered as an investment adviser under the IAA 
and61:  
a. His business does not consist primarily of acting as a CTA; and 
b. He does not act as a CTA to any syndicate, investment trust, or 

similar type fund or enterprise engaged primarily in trading 
certain commodities. 

(5) The adviser is registered as an investment adviser under the IAA and 
his commodity trading advice is directed solely for the use of hedge 
funds organized and operated outside of the United States, provided, 
inter alia, that62: 

i. He is not operating the hedge fund in order to avoid CPO 
registration; 

ii. With the exception of certain Knowledgeable Employees, 
solely Non-U.S. persons contribute capital to, and will own 
beneficial interests in, the hedge fund pool; 

iii. No affiliated person of the hedge fund conducts marketing 
activity for the purpose of soliciting participation from U.S. 
persons; and 

iv. No affiliated person of the hedge fund conducts marketing 
activity from within the United States. 

It is important to note that the last exemption requires a notice filing to be 
made with the CFTC, whereas the other exemptions do not have that 
requirement. 
 
 
III.   ASSESSMENT OF THE ADEQUACY OF THOSE 

REGULATIONS 
 
The SEC has identified and concerned itself with three trends that have 

developed alongside the thriving hedge fund industry: fraud, conflicts 
associated with the management of hedge funds alongside mutual funds, and 
the marketing of hedge funds directly and indirectly to less sophisticated 
“retail investors.”   

 
 

                                                 
61.   17 C.F.R. §4.14(a)(8). 
62.   Id. 
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1. Fraud 

 
Between 1998 and 2003, the SEC brought 150 enforcement cases against 

hedge funds.  According to director Roye, some of these cases “deal not just 
with miscues, but with outright misappropriation of a significant amount of 
investor funds.”  The SEC has chosen to interpret this data as an indication 
that there is too much fraud in the industry and that more regulation may be 
warranted.  Naturally, many in the industry disagree and contend that fraud is 
no more apparent in hedge funds than it is in any other financial sector.  The 
president of the Managed Funds Association (MFA), a hedge fund lobby 
group, Jack Gaine, has said his “gut reaction is that you read the headlines 
and you get down into these stories [of fraud], and you are reading about the 
same cases63.”  Alas, evidence of fraud in the hedge fund industry is still 
rather anecdotal and, thus, whether the SEC has a sufficient handle on the 
problem is still the subject of much debate. 

 
2. Conflicts of Interest 

 
The SEC is rightly concerned about mutual fund companies who manage 

hedge funds on the side.  When the same group runs both a “long only” 
mutual fund and a hedge fund, a moral hazard exists that the manager will 
allocate profitable trades to the hedge fund instead of the mutual fund, 
because the hedge fund charges a higher fee.  There is additional concern that 
“potential abuses could arise if short selling by hedge funds adversely 
[a]ffect long positions held by related mutual funds or if mutual fund selling 
of shares is coordinated to support the shorting of shares by hedge funds64.”  
This problem might be solved with either an amendment to the ICA or a 
ruling that deals with conflicts of interest rather than aiming regulation 
directly at hedge funds65.  Furthermore, according to one industry participant, 

                                                 
63. See Will Swarts, SEC Pitt’s Speech on Regulation Doesn’t Sway Managers, 

HedgeNews.com (May 29, 2002), at http://www.hedgefund.net (last visited Apr. 12, 
2008) (citing responses from several in the hedge fund industry). 

64. Scott J. Lederman, Hedge Funds, in Financial Product Fundamentals: A 
Guide for Lawyers §11:4, at 11-22 (Clifford E. Kirsch ed. 2000). 

65. Erik J. Greupner, Hedge Funds are Headed Down-Market: A Call for 
Increased Regulation?, 40 San Diego L. Rev. 1555, 1577 (2003). 
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this problem may not be as large as it seems to the SEC since the practice is 
engaged in by only “a handful of firms and … is a recent phenomenon66.” 

 
3. Retail Investor Protection67 

 
Perhaps the greatest of the three concerns for the SEC is that hedge funds 

may be encroaching upon the larger and more vulnerable customer base of 
unsophisticated retail investors.  At this time, the SEC wants to limit the 
marketing activities of hedge funds to qualified investors.  However, the 
“down-market” trend has yet to produce a fraud complaint against a 
registered hedge fund.  Furthermore, affluent but unsophisticated investors 
targeted by hedge funds have always been qualified under the current law, 
but were previously priced out of the market.  Therefore, the SEC may be 
correct to worry about the possibility that some of these concerns could be 
realized if their regulatory authority is not expanded, however, it appears as 
though they have not been sufficiently realized to be called trends. 

Looking directly to the statutes, perhaps the most controversial 
exemption hedge funds use to avoid registration as an investment company is 
the qualified investor exemption under Section 3(c)(7) of the ICA.  Critics 
argue that one’s net worth or income or more generally, whether someone is 
rich, is not a reliable indication of whether that investor is sophisticated 
enough to evaluate whether a hedge fund is a viable investment68.  These 
critics feel that the purpose of the Act is to protect lay people from 
unscrupulous peddlers of securities and that one’s wealth does not adequately 
indicate how much protection a person needs.  On the other hand though, 
some believe that regardless of whether a wealthy person is sophisticated, if 
he is a qualified investor, he can afford to lose his investment.  These 
individuals believe the purpose of the act is not so much to protect lay 
people, but to protect those with limited assets, because they cannot afford to 
put their investments at high risk.  However, at some point an investment 

                                                 
66. Angela J. Ottomanelli, Hedge Fund Biz Wary of SEC Regulation, 

FundFire.com (Aug. 20, 2002), at http://www.fundfire.com (last visited Apr. 12, 
2008) (quoting Sol Waksman, President, Barclay Trading Group). 

67.  Greupner at 1578 – 80 (citing for the first paragraph in the section entitled 
“Retail Investor Protection”). 

68. Willki Farr & Gallagher LLP Client Memorandum, SEC Proposes New Anti-
Fraud Rule Under the Investment Advisers Act of 1940 and Amendments to the 
Private Fund “Accredited Investor” Standards, http://www.willkie.com/files/tbl_s29 
Publications%5CFileUpload5686%5C2352%5CSEC%20Proposes%20New%20Anti
-Fraud%20Rule.pdf (last visited Apr. 12, 2008). 
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becomes large enough, so that not even a very wealthy person can afford to 
lose it.   

Another criticism of the qualified investor provision is that the dollar 
amounts that define it are over twenty years old and, thus, quite stale69.  The 
purchasing power70 of $1 million is much lower today than it was when the 
exemption was drafted.  Thus, the intentions of its drafters are no longer 
satisfied.  At the very least, figures used in this section ought to maintain 
their purchasing power parity71 by indexing them to a factor such as the 
Consumer Price Index72, which would adjust for this phenomenon. 

It is quite possible that we will see some changes to the qualified investor 
provision in the near future though, because the SEC is also one of its critics.  
On December 13, 2006, the SEC unanimously voted to propose amendments 
to the private offering rules under the SA to revise the criteria for a natural 
person to be considered an “accredited investor” for the purpose of investing 
in certain private funds73.  Under the proposal, investors would have to own 
investments in excess of $2.5 million rather than $1 million as currently 
required.  It is also notable that investors will not receive credit towards this 
requirement for the value of their personal residence74. 

 
 

                                                 
69. Amit Chokshi, SEC Looks to Revise Accredited Investor Rule, Seeking 

Alpha, December 13, 2006.   http://seekingalpha.com/article/22311-sec-looks-to-
revise-accredited-investor-rule (last visited Apr. 12, 2008). 

70. Purchasing Power – Value of money as measured by the goods and services 
it can but.  For example, the purchasing power of the dollar can be determined by 
comparing an index of consumer prices for a given base year to the present.  Downes 
& Goodman, supra note 9, at 552. 

71. Equal value for your money.  Parkin, Michael.  Economics, Seventh Edition.  
Pearson: Boston, 2005. 

72. The Consumer Price Index (CPI) measures prices of a fixed basket of goods 
bought by a typical consumer, including food, transportation, shelter, utilities, 
clothing, medical care, entertainment, and other items.  The CPI, published by the 
Bureau of Labor Statistics in the Department of Labor, is based at 100 in 1982 and is 
released monthly.  It is widely used as a cost-of-living benchmark to adjust Social 
Security payments and other payment schedules, union contracts, and tax brackets.  
Also known as the cost-of-living-index. Downes & Goodman, supra note 9, at 137-8. 

73.  Press Release, Securities and Exchange Commission, SEC Votes to Propose 
Rule to Prohibit Fraud by Investment Adviser to Certain Pooled Investment 
Vehicles; Also Votes to Propose Revisions to Criteria for Accredited Investors  in 
Certain Private Investment Vehicles (Dec. 13, 2006) http://www.sec.gov/news/press 
/2006/2006-208.htm (last visited Apr. 12, 2008). 

74.  See Willkie Farr supra note 70. 
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The 100-investor exemption is not discussed as widely as the qualified 

investor exemption.  However, its adequacy can also be debated.  For 
starters, it is not entirely clear what the purpose of this exemption is and, 
therefore, why it should exist.  Perhaps, the SEC does not feel that it is a 
good expenditure of its resources to monitor funds with fewer than 100 
investors and would prefer to monitor larger funds.  While this may sound 
reasonable, the exemption advertises to the public that it will not be 
monitoring small funds very closely and, thus, has the propensity to attract 
unscrupulous managers.  If this were the impetus for adopting such an 
exemption, the public would be better served for no such exemption to exist 
and for the SEC to quietly focus on only larger funds if its limited resources 
required it to. Nevertheless, despite the theoretical weaknesses of the 100-
investor exemption, it does not seem to create much of a problem in practice. 

Recently, the SEC has used the IAA aggressively in hopes of forcing 
more hedge funds to register with them.  In the fall of 2004, after two years 
of evaluating the industry, the SEC’s board of commissioners voted 3-2 to 
create the HFR requiring advisers previously exempt from registration with 
the SEC because they had fewer than fifteen clients to register if they had 
fifteen or more shareholders, limited partners or members75.  In effect, the 
SEC attempted to broaden the definition of “client” so as to include these 
other parties.  The HFR would essentially impose registration on all hedge 
funds.  At the time, the SEC claimed that the rule it chose was the “mildest 
one possible76.”  However, many outside the commission felt differently 
including several powerful detractors.  Federal Reserve Chairman Alan 
Greenspan, Treasury Secretary John W. Snow, President George W. Bush, 
and the Republicans in both houses of Congress opposed the rule77.  
European Union (EU) regulators were also concerned with the rule because 
many hedge fund managers were threatening to move their funds offshore to  
avoid registration78.  The SEC received twice as many comment letters 
opposing the new rule as letters supporting it79.   
                                                 

75. See Registration Under the Advisers Act of Certain Hedge Fund Advisers, 
69 Fed. Reg. 72, 054, 72, 055 (Dec. 10, 2004) (to be codified at 17 C.F.R. pts. 275, 
279), available at http://www.sec.gov/rules/final/ia-2333.pdf (last visited Apr. 12, 
2008). 

76. Jesse Eisinger, Long & Short: SEC Screwdriver Joins Spitzer Hammer as 
Hedge-Trimmer, WALL ST. J., Oct. 27, 2004 at C1. 

77. Stephen Labaton, Hedge fund Plan Fractures Civility of Republicans, N.Y. 
Times, July 16, 2004, at C1. 

78. See Letter from David Wright, Dir., European Comm’n, to Jonathan G. 
Katz, Sec’y, Sec. & Exch. Comm’n 1 (Sept. 15, 2004) (SEC file number S7-30-04), 
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Although hedge fund managers threatened to move offshore while the 

rule was being considered, they did not act on those threats because market 
conditions, foreign regulators, and provisions of the new rule would make 
doing so difficult.  Hedge fund investors had been gaining power and were 
successful in demanding more disclosure from their investment managers.  
The increase in investor bargaining power allowed them to still demand 
disclosure even if hedge fund managers were to move offshore regardless of 
the regulatory environment80.   

Despite this power shift, the HFR continued to be under fire and its short 
life ultimately came to an end in 2006, less than two years after its inception 
when Phillip Goldstein and two hedge funds he had an ownership interest in 
petitioned the federal court to declare the HFR void in a case known as 
Goldstein v. SEC.  Although Goldstein lost at the district court level, he was 
undeterred appealing to the Federal Court of Appeals for the District of 
Columbia Circuit where he won.  The Appellate Court raised an eyebrow 
upon finding that the SEC defined “client” differently when determining 
fiduciary duty than when determining if an investment adviser needs to 
register with the Commission.  The Court was unimpressed with the SEC’s 
attempt to equate the term “client” with the term “investor” and indeed found 
the argument unreasonable because it came close to contradicting the use of 
the term “client” in section 206 of the IAA which makes it unlawful for any 
investment adviser to engage in practices that operate as a fraud or deceit 
upon any client or prospective client (my italics).  The court seemed to show 
the SEC very little deference in this case, which might be a sign that the 
agency has little political capital with the D.C. Circuit81.  SEC Chairman, 
Christopher Cox, has gone on record to say that the SEC will not appeal the 
decision and, thus, the U.S. Supreme Court will not hear this case82.   

                                                                                                                   
available at http://www.sec.gov/rules/proposed/s73004.shtml (last visited Apr. 12, 
2008). 

79. Recent Developments in the Hedge Fund Industry, HEDGE FUND NESL. 
(Bryan Cave L.L.P., St. Louis, Mo.), Sept. 30, 2004, at 2, available at 
http://www.bryancave.com/files/Publication/45acf992-586a4b9f9b898858a7351dca 
/Presentation/PublicationAttachment/5b3d8609-89c0-46d7a9f589d46a0da3e1/ 
HedgeFund Newsletter9-30-04.pdf (last visited Apr. 12, 2008). 

80. McClean at 105. 
81. Dale A. Oesterle, Regulating Hedge Funds, 1 Entrepren. Bus. L.J. 1, 42 

(2006). p.42. 
82.  See S.E.C. Decides it Won’t Appeal on Hedge Funds,  N.Y. Times, Aug. 8, 

2006 at C9 (“’Further appeal would be futile and would simply delay and distract 
from our goal of advancing investor protection.’” (quoting SEC Chairman 
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One potential reason for the HFR’s unpopularity is its inability to impact 

offshore hedge funds83.  Offshore hedge funds have become increasingly 
popular with tax-exempt entities, including foundations, endowments84, 
charitable trusts, and pension funds85.  Some private investors have also  

                                                                                                                   
Christopher Cox)); Press Release, Sec. & Exch. Comm’n, Statement of Chairman 
Cox Concerning the Decision of the U.S. Court of Appeals in Philip Goldstein, et al. 
v. SEC (Aug. 7, 2006), http://sec.gov/news/press/2006/2006-135.htm (last visited 
Apr. 12, 2008). 

83. See Alison S. Fraser, The SEC’s Ineffective Move Toward Greater 
Regulation of Offshore Hedge Funds: The Failure of the Hedge Fund Registration 
Requirement, 92 Cornell L. Rev. 795, 801 (2007). 

84. See Testimony Concerning the Regulation of Hedge Funds, Hearing Before 
the S. Comm. On Banking, Hous., and Urban Affairs (2006) (statement of SEC 
Chairman Christopher Cox) [hereinafter Cox Statement], available at 
http://www.sec.gov/news/ testimony/2006/ts072506cc.htm (last visited Apr. 12, 
2008) (“Nearly two-thirds of endowments invest in hedge funds, and those that do 
allocate an average of 18% to them.  Whether or not this sort of institutional 
investment directly impacts retail investors, it surely is increasing the potential 
impact that hedge funds might have on our capital markets.”). 

85.  Some data indicate that investments of pensions in hedge funds increased 
from $13 billion in 1997 to $72 billion in 2004.  See Regulation of the Hedge Fund 
Industry: Hearing Before the S. Comm. On Banking, Hous., and Urban Affairs, 108th 
Cong. 27 (2004) (statement of Charles J. Gradante, Managing Principal, Hennessee 
Group LLC), available at http://banking.senate.gov/ files/gradante.pdf; see also 
Protecting America’s Pension Plans from Fraud: Will Your Savings Retire Before 
You Do?: Hearing Before the S. Comm. On Health, Education, Labor, and Pensions, 
109th Cong. 54 (2006) (“Pension plans and other investors are counting on the SEC 
To protect them.”); Commen, S. Walters, Individual Investor, on Proposed Rule: 
Registration Under the Advisers Act of Certain Hedge Fund Advisers, Investment 
Advisers Act Release No. 2266, 69 Fed. Reg. 45, 172 (Sept. 16, 2004) [hereinafter 
Waters Comment], http://www.sec.gov/rules/proposed/s73004/swaters9240/htm 
(“The population most at risk for exploitation is senior citizens….  When this class 
of investors roll over their 401Ks and take their pensions, they may have just enough 
money to … become hedge fund targets.  This population is vulnerable with no way 
to recover financially in old age from risky investments.”); Div. of Inv. Mgmt., Sec. 
& Exch. Comm’n, Staff Report to the U.S. Securities and Exchange Commission: 
Implications of the Growth of Hedge Funds 10 (2003); Cynthia M. Fornelli, 
Regulatory Risk for Hedge Funds, in Managing Hedge Fund Risk: Strategies and 
Insights from Investors, Counterparties, Hedge Funds and Regulators 359, 363-64 
(Virginia Reynolds Parker ed., 2005); Helen Parry, Hedge Funds, Hot Markets and 
the High Net Worth Investor: A Case for Greater Protection?, 21 Nw. J. Int’l L. & 
Bus. 703, 703 (2001) (“‘Hedge funds, so often booed and hissed by politicians and 
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looked to offshore hedge funds to benefit from the favorable tax treatment 
given to them by the IRS.  The Taxpayer Relief Act (TRA) of 1997 changed 
that a bit when it brought offshore hedge funds more within the reach of the 
IRS.  However, for other reasons these funds still remain popular with 
investors.  First, the identities of U.S. citizens invested in offshore hedge 
funds are kept confidential from the U.S. government86.  Second, the 
corporate structure of offshore funds shield tax-exempt institutional investors 

                                                                                                                   
regulators, are now strutting their stuff in the limelight to the acclaim of pension 
funds, unit trusts and private investors.’”  (quoting Sprucing up Their Appearance, 
Money Observer, Sept. 19, 2000)); Carrie Johnson, Appeals Judges Question SEC’s 
Hedge Fund Rule, Wash. Post, Dec. 10, 2005 at D1 (“Average investors and pension 
funds increasingly are investing in … [hedge] funds.”); Joseph Nocera, Offering up 
An Even Dozen Odds and Ends, N.Y. Times, Dec. 24, 2005, at C1 (“Hedge fund 
managers need to understand that as they push to become a mainstream part of 
institutional investing – used not just by clever endowment managers but also by 
plain-vanilla pension funds – they need oversight.  Otherwise, they will remain what 
they are today: the world’s best-paying cottage industry.”); Gregory Zuckerman, 
Hedge Funds Grow Popular with Investors, Wall St. J., Jan. 3, 2006 at R12 (“In 
2005, … more institutional investors adopted the view that [hedge funds] can play an 
important role in a portfolio, providing returns that often don’t correlate to the 
overall stock and bond markets.  Pension plans and other institutional investors 
increased their allocations to hedge funds….”).  Recently, Congress has suggested its 
commitment to protect those who have invested pension funds in hedge funds.  See, 
e.g., 152 Cong. Rec. S11429, 11439-41 (daily ed. Dec. 7, 2006) (statement of Sen. 
Arlen Specter) (explaining the Criminal Misuse of Material Nonpublic Information 
and Investor Protection Act of 2006, which called for the registration of hedge funds, 
prescribed compliance expectations, and limited investments by pension funds); Ron 
Orol, Dodd to Focus on Hedge Funds, Daily Deal, Dec. 8, 2006 available at 2006 
WLNR 21194614 (“’I’m worried about pensioners, who are not sophisticated 
investors….  We bear responsibility that there is transparency for that kind of 
investor.’” (quoting Senator Christopher Dodd, Chairman, Senate Banking 
Committee)). 

86. See Thomas P. Lemke et al., Hedge Funds and Other Private Funds: 
Regulation and Compliance §8.20, at 205 (2005) (“The activities of many offshore 
fund managers and administrators are still conducted outside the U.S. for a number 
of reasons, such as … maintaining investors’ anonymity.”).  Hammer notes, 
however, that the offshore fund “reserves its rights to disclose each investor’s 
identity and information about the investor to cognizant U.S. or non-U.S. 
governmental authorities to the extent required under anti-money-laundering laws.”  
Douglas L. Hammer et al., U.S. Regulation of Hedge Funds §4.4(1)(i), at 99 (2005). 
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from taxation, whereas the typical limited partnership structure of onshore 
funds does not87. 

Aside from merely tweaking current law, such as updating the definition 
of an accredited investor, some critics argue that a more holistic overhaul of 
the securities law is impractical, if not counterproductive.  Former SEC 
Commissioner, Roberta Karmel, has suggested that following the additional 
responsibilities imposed on the SEC by the Sarbanes-Oxley Act in 2002, it is 
inappropriate to expect further regulatory innovation by the Commission, at 
least in the near-term88.  Her suggestion reminds us of just how vast the 
securities laws are and seems to imply that if we encourage the SEC to spend 
more of its time enforcing the current law than brainstorming new 
regulations, we may find more of our goals are achieved. 

 
 

IV. LOOKING FORWARD… 
 

Although the infrastructure for the prevention of fraud seems to be alive 
and well, the events of last few years have reminded us of a different evil that 
is often not far from hedge fund activity.  That is, when hedge funds fail in a 
big way, the market at large is often affected in a seriously negative way.  
Students of history know that the New Deal legislation that gave us the SA, 
the SEA, the ICA, and IAA was inspired by the stock market crash of 1929.  
This legislation was supposed to insure against another crash.  Therefore, 
preventing stock market crashes is one of the SEC’s most important 
missions.  Could hedge fund failures prompt another stock market crash?  
The LTCM story and the subprime mortgage crisis make one wonder.  Short 
positions and, as Bear Stearns learned, leverage make it far more difficult to 
control loses in value once they gain momentum.  Thus, if professionally 
managed companies are capable of causing a stock market crash, hedge 
funds are much more capable of doing this than are traditional investment 
companies.  Furthermore, now that hedge funds are so ubiquitous and can 
often manage large blocks of assets, they exhibit strong market forces.  This 
begs the question, should new regulations be imposed upon hedge funds, not 
so much to protect individual investors from fraud, but to prevent hedge 
funds from putting the entire stock market at risk? 
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One place to possibly look for answers is in another fertile ground for the 

hedge fund industry, Europe.  In that continent, each country regulates the 
industry in its own way, so it is also an optimal place for regulatory research.   
In the United Kingdom, the Financial Services Authority (FSA) is widely 
considered a leader in the application of principles-based regulation.  The 
FSA was established in 1997 by Tony Blair’s incoming Labor administration 
as an amalgamation of ten other regulatory bodies.  The FSA operates 
independent of the U.K. government and, thus, does not receive funding 
directly from the country’s tax base.  The FSA levies fees on the firms it 
regulates to finance itself.  It regulates wholesale and retail markets, equities 
and derivatives trading, banking, and insurance.  Its powers are established 
by the Financial Services and Markets Act of 2000 (FSMA) which gave it 
numerous rule-making, investigatory, and enforcement powers.  The FSMA 
lists the FSA’s objectives to include maintaining confidence in the financial 
system, promoting public understanding of the financial system, consumer 
protection, and reducing financial crime.  

The most important distinction between the U.K.’s regulatory regime and 
the U.S.’s is that it is based on principles rather than rules.  The FSA’s 
system allows firms to decide which business practices work best for them 
while still adhering to the Authority’s eleven results-oriented principles89.  A 
collateral benefit of the system is that it avoids a “tick-box” mentality 
towards compliance which can overwhelm and replace real business 
understanding.  In the United States, financial compliance often gains a 
reputation for monotony which deters talented professionals from joining 
compliance departments.  By contrast, in the U.K., compliance is seen as a 
more creative occupation with opportunities for skilled professionals to put 
their abilities to work and, therefore, is better equipped to retain key 
employees. 

Although the FSA does not explicitly regulate hedge funds, it is still 
concerned about their inherent risks.  In particular, the FSA’s Enforcement 
Division has been concerned lately with hedge fund activities that might 
involve insider trading and market manipulation.  A notable example of this 
is the GLG case in which hedge fund manager Phillipe Jabre was fined 
£750,000 for insider trading, a violation of the FSA’s fifth principle requiring 

                                                 
89. The Financial Services Authority Handbook, Prin 2.1.   http://fsahandbook. 
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a firm to observe proper standards of market conduct, in connection with his 
management of the GLG hedge fund90. 

If we are to consider applying any of the FSA’s methods in the U.S., it is 
important for us to understand some of the cultural and political differences 
between the countries as they relate to financial markets.  First, U.K. 
participants in the financial markets have behaved very well in comparison to 
those in the U.S. since the FSA was formed, despite a rash of scandals during 
the early 1990s.  This may be because the U.K. has enjoyed a more stable 
economy during the last decade.  Second, U.S. citizens are more supportive 
of prosecuting corporate malefactors criminally, which translates into a 
greater propensity for U.S. juries to convict in corporate criminal cases.  
Third, political motivations seem to penetrate the prosecution of these cases 
with greater depth in the U.S., where district attorney and attorney general 
posts are often considered to be launch pads for more prestigious political 
offices.  In the U.K., the link is much weaker between prosecution and 
political office.               

Ireland is another important country for hedge funds and it is beneficial 
to understand the regulatory environment there.  Many hedge funds elect to 
operate there because they only have to pay taxes of 10%, regulation by the 
Irish Financial Services Regulatory Authority (IFSRA) is light, it is close to 
London, and there is an exchange there91.  In fact, in 2004 the Irish Exchange 
became the number one stock exchange in the world for collective 
investment schemes, many of which are hedge funds, with 25% - 30% of 
worldwide hedge fund assets operating out of Dublin92.  Ireland is likely to 
become an even more popular destination for hedge funds now that the EU is 
considering allowing funds domiciled in Ireland to be sold throughout the 
Union93.  
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In Switzerland, the country’s banking industry is famous for its secrecy 

and relaxed regulation.  This attracts assets from high-net-worth individuals 
all over the world making it another important country for hedge fund 
activity.  In Switzerland, the regulator only regulates the marketing activities 
of hedge funds and requires a prospectus to be filed94.  Taxes on hedge funds 
are 35%, but foreign investors receive credit if they pay taxes on the same 
income in their home country95. 

France is on the other side of the spectrum where the regulation of hedge 
funds is heavy.  Until 2004, only French banks could invest in hedge funds96 
and onshore hedge funds were effectively banned because French regulators 
discouraged speculative assets97.  Offshore hedge funds were essentially 
banned from soliciting French investors98.  In 2004, the original regulatory 
authority, the Commission des Operations du Bourse merged with the 
Autorite des marches financiers (AMF) and began to discuss changes to the 
regime with the investment management community so that hedge funds can 
operate more freely in France99.  Suffice it to say, France will still continue to 
be a highly regulated environment for hedge funds by comparative 
standards100. 

Germany is another European country with an intense regulatory regime 
for hedge funds.  Until the late 1990s hedge fund activity was constructively 
prohibited because investment funds could only trade listed securities and 
could not sell securities short or leverage financial positions.  Although 
German banks were able to introduce zero-coupon bonds with returns linked 
to an underlying hedge fund at the end of the millennium, the country still 
remains hostile to hedge funds.  In fact, hedge funds hoping to solicit 
sophisticated German investors are better off doing so while domiciled 
outside of the country101. 

Outside of Europe, the Caribbean is another popular place for hedge 
funds where tax and regulatory advantages can be found.  In particular, many  
                                                 

94. BORLA at 61. 
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hedge funds are domiciled in the Cayman Islands, the British Virgin Islands, 
and Bermuda.  In the Caymans, hedge funds are tax-exempt and receive little 
regulation.  Funds larger than $50,000 don’t need a license, they only have to 
pay a registration fee of $875 and provide a prospectus and a listing of any 
public offerings102.  As a result of these conditions, there are over 3,600 
hedge funds domiciled in the Caymans managing more than $200 billion in 
the territory103.   The British Virgin Islands offer conditions for hedge funds 
similar to those of the Caymans, although funds must nominate a 
representative who works full time in the territory and pay a fee of $350 
annually104. 

In Bermuda, regulation is more involved, but the tax advantages are the 
same as elsewhere in the region.  The most common hedge fund structure in 
Bermuda is an institutional scheme in which each investor must invest at 
least $100,000 and the fund’s investment base must exceed $50,000,000105.  
Funds that fall below these benchmarks are subject to regulation by the 
Bermuda Monetary Authority (BMA)106.  Much like in the British Virgin 
Islands, Bermuda domiciled hedge funds do not need to be managed there, 
but certain administrative functions must be completed on the islands107. 

Today, the majority of people have a direct interest in the performance of 
the general stock market, because even if they do not have their individual 
assets invested, many people participate in pension plans that are invested in 
the stock market.  When large hedge funds fail, there is a strong likelihood 
that the stock market, and thus the economy at large, will be negatively 
impacted.  Since essentially everyone has an interest in the performance of 
the economy at large, one could argue that everyone is affected when a large 
hedge fund fails, not only those who own shares of that failed hedge fund.  It 
seems very unfair for the average person, not invested in hedge funds, to be 
adversely affected by the collapse of a hedge fund he has never dealt with.   

Yet, on the other hand, as Mark Twain once said “OCTOBER: This is 
one of the peculiarly dangerous months to speculate in stocks in. The others 
are July, January, September, April, November, May, March, June,  
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December, August, and February108.”  In other words, it is always dangerous 
to invest in stocks.   

Furthermore, this study would be remiss were it to ignore some of the 
benefits hedge funds have created for both their investors and the economy at 
large.  To begin with, there are many hedge funds that have performed 
extraordinarily over time.  For example, the endowments at both Harvard and 
Yale Universities have done very well over the years in large part due to the 
performance of their alternative investments portfolio109.  The Wall Street 
Journal recently published a report that hedge funds are generally doing 
better than the market as a whole, although, there is some evidence that 
hedge funds have not out-performed the market. 

Hedge Funds can also perform a service to the economy at large when 
they act as shareholder activists intent on solving corporate governance 
problems.  Many hedge funds acquire large stakes in public companies they 
believe are managed poorly so they can install their own operatives on the 
board of that company or otherwise influence the policy and decisions of that 
company.  A recent instance of this is High River Limited Partnership v. 
Mylan Laboratories, Inc.110.  In that case, the plaintiff was a hedge fund led 
by well-known corporate raider Carl Ichan that owned shares of the 
defendant pharmaceutical company.  The plaintiff tried to unseat several 
members of the defendant’s board, so it could block plans by that board to 
acquire King Pharmaceuticals, Inc.  When those board members amended the 
nomination procedures for board elections to thwart High River’s initiative, 
the plaintiff sought an injunction against the amendment in U.S. District  
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Court. Ostensibly, Icahn and his hedge fund believed the proposed 
acquisition to be a poor business decision and used their power as a large 
shareholder to improve the quality of the company’s decisions. Since 
corporate governance failures have caused innumerable scandals in the 
corporate sector and those scandals have sent disruptive ripples throughout 
the economy, these activist hedge funds can be seen to be providing a service 
to everyone. 

No matter how terrible the recent financial crisis was though, it is not 
entirely clear that someone is to blame for it.  In a way, this is the perspective 
advanced by pseudo-philosopher, Nassim Nicholas Taleb in his 2007 book, 
The Black Swan111.  In many different ways Taleb argues that some events 
are just not predictable and the fact that we anguish over why we did not 
foresee some disaster is what he refers to as the scandal of prediction.  These 
unpredictable events are Black Swans referring to a fable wherein a man who 
has only seen white swans his entire life, would never think to expect a black 
swan and when one day he encounters one, he finds its presence to be mind-
blowing.  Although he does not discuss it explicitly in his book, Taleb may 
be inclined to refer to the subprime mortgage fiasco and other financial 
disasters often associated with hedge fund activity as Black Swans rather 
then the fault of rogue hedge fund managers. 

Perhaps this discussion is premature though. To date, despite some 
spectacular crashes, hedge fund failures have not affected the rest of the 
market much, if at all.  The bailout of LTCM prevented much, if any, affect 
on the rest of the market.  The collapse of the Bear Stearns hedge funds was 
created by the much greater subprime lending crisis.  So, one might argue 
that the market ills suffered recently were the result of this larger crisis rather 
than particular hedge fund activity.  To be fair though, one might say that 
hedge funds invested in securities backed by subprime mortgages gave 
commercial promise to irresponsible lending practices that would not have 
thrived had hedge funds not created a market for those securities.  My point 
is that it may be alarmist to say that hedge fund failures might crash the stock 
market, since it has not happened yet.  So, the question remains whether this 
is an accident waiting to happen or if it is evidence that the SEC is doing its 
job and that the risks taken by hedge funds are sufficiently contained? 

Today, our ambivalence towards Wall Street is almost palpable.  With 
regards to hedge funds, we are not sure if they are investments or glorified 
gambling. Do successful managers possess a skill for choosing profitable  
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investments, or are they merely the lucky ones?  The answer is far from clear 
and it is likely doomed to stay that way, which makes it extraordinarily 
difficult to suggest policy for the securities industry. What does seem clear 
though is that given the rich history of the institution that is Wall Street, it is 
destined to stay with us for years to come. 

 
 

V. CONCLUSION 
 
Given the scale of the losses registered by hedge funds in the wake of the 

subprime mortgage crisis, a reassessment of how they are regulated was 
certainly warranted. Indeed, it is often generally wise to reflect after any 
crisis. However, in this case, reflection has shown that reform is most needed 
at the mortgage-lender level.   

Economists have been saying for years that home prices had formed a 
bubble that was ripe to burst. Subprime lending had thrived on those rising 
prices, because home owners were able to effectively service their mortgages 
with the appreciation in their homes. Once those prices began to plateau or 
even drop though, as they did in many communities, those homeowners lost 
their ability to make their loan payments. The lesson for mortgage lenders is 
that they really must get back to basics and focus on the classic debt/income 
ratio when they originate loans. To allow borrowers on a mass scale to pay 
high interest rates, speculating that regardless of what happens, the home’s 
value will always exceed the mortgage balance is a risk we, not to mention 
the borrower, cannot afford. 

As for hedge funds though, we are certainly due for some of the 
regulatory tweaking discussed earlier. Those modifications are really a 
matter unrelated to the most recent financial events though. There is hardly 
any evidence that a broader change in the regime would have prevented this 
fiasco or will eliminate the risk of something similar later on. The fact of the 
matter is that market losses, even large ones, are a part of financial life and so 
long as the markets are not wrecked beyond repair by a crash, we ought to 
conclude that the regulatory agencies are doing their job. Americans have 
demonstrated a desire to invest a portion of their portfolio in an unregulated 
market space. Even if large hedge fund failures do have a propensity to 
impact the equity markets and traditional investment companies, that risk can 
be an acceptable part of the larger array of risks investors understand to be a 
coincident part of their participation in the financial markets. Americans have 
never been fond of parentalism in law and the subprime mortgage situation 
does not present a compelling reason to now move against the grain. 
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THE TREATMENT OF LLC MEMBERSHIP INTERESTS UNDER 
CURRENT SECURITIES REGULATIONS 

 
Brian Sweigman*1 

 
I. Introduction  
 

In the wake of the 1929 stock market crash and in response to reports of 
widespread abuses in the securities industry, Congress enacted two pieces of 
securities legislation: the Securities Act of 1933 (“1933 Act”) and the 
Securities Exchange Act of 1934 (“1934 Act”). Together, the Acts embrace 
the fundamental purpose of protecting the investing public by substituting the 
philosophy of caveat emptor with a philosophy of full disclosure.2 

The 1933 Act regulates initial distributions of securities, and the 1934 
Act regulates secondary trading. The 1933 Act is aimed at preventing fraud 
in the sale of securities by (1) imposing a regulatory regime requiring 
registration and disclosure with respect to the sales of all securities by all 
persons, except where the security or transaction is specifically exempted, 
and (2) generally prohibiting fraud in the sale of all securities, without 
exceptions. The 1934 Act, on the other hand, is directed at a single purpose, 
the regulation of the securities markets.3 

The 1934 Act makes it unlawful to defraud the market. Under Section 
10(b), it is unlawful to “use or employ, in connection with the purchase or 
sale of any security...any manipulative or deceptive device.”4 The elements 
of a claim arising under Section 10(b) include (1) fraud; (2) in connection 
with a purchase or sale; (3) of any “security.”  Section 10(b) specifically 
applies to “any security registered on a national securities exchange or any 
security not so registered.”5 The focus of this article is on the third element, 
any “security,” and whether an ownership interest in a limited liability 
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company (“LLC”) can be considered a “security” under the 1933 and 1934 
Acts. 

Investors who are fraudulently sold LLC membership interests may have 
recourse under the applicable securities laws, in addition to common law 
remedies for fraud and misrepresentation. In some situations LLC 
membership interests may be properly classified as “securities,” enabling a 
defrauded investor to seek the remedies provided in federal or state securities 
laws. The applicability of securities statutes is important because most 
provide injured investors with remedies such as attorneys’ fees, interest, 
costs and other equitable relief. These remedies might not otherwise be 
available to claimants bringing claims under common law causes of action. 

Due to their flexible characteristics, LLCs introduce new complications 
to the analysis of the traditional choice of business entity. As a result, 
treatment of LLCs varies from case to case and state to state, with some 
courts treating LLC membership interests as securities and others not. In 
categorizing membership interests in LLCs, courts have found it most 
accurate to describe them in terms of an investment contract. An investment 
contract for the purposes of the Securities Act is defined as “contract, 
transaction or scheme whereby a person invests his money in a common 
enterprise and is led to expect profits solely from the efforts of the promoter 
or a third party.”6 However, the application of the elements of an investment 
contract to LLC membership interests has been inconsistent.  

The legal system depends in large part on predictability. Without it, an 
individual is unsure of how to organize his or her business or how to act 
within it, causing confusion in the law and in business. This confusion may 
result in higher costs and unnecessary litigation. This article advocates for a 
direct and focused approach in the treatment of LLCs in order to bring 
predictability and uniformity to the law, allowing practitioners to 
knowledgeably approach and advise their clients on the LLC entity form. 
Congress should amend the Acts to include LLC membership interests in the 
definition of the term “security.” Until such legislation is amended, the courts 
should focus on a consistent application of the evaluation of whether LLC 
membership interests should be considered securities. 

Through an analysis of current securities regulations and the uniqueness 
of the LLC entity, it will be shown that the focus of the approach to LLC 
membership interests adopted by the courts and legislation should be on the 
economic reality, rather than the expectancy of control when evaluating the 
fourth element of what constitutes an investment contract, whether the profits 

                                            
6. S.E.C. v. W.J. Howey Co., 328 U.S. 293, 301 (1946). 
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are derived from the efforts of others. This approach will bring consistency to 
the law that will ensure proper regulation of the markets and provide the 
protection of the 1933 and 1934 Acts to investors’ LLC membership 
interests. 

 
 

II. Characteristics of Limited Liability Companies 
 
In order to understand how securities regulations can apply to LLCs, it is 

important to understand what LLCs are and how they operate. An LLC is 
particularly difficult to categorize under the securities laws because it is a 
relatively new entity which combines features of corporations, general 
partnerships and limited partnerships.  The LLC entity has some basic 
common characteristics of all entity formats. All LLCs are formed upon the 
filing of an organizational document, most often called articles of 
organization. The owners are referred to as members, rather than 
shareholders as in a corporation or partners as in a partnership. In all but two 
jurisdictions, Arkansas and Texas, there must be at least two members in 
order to operate an LLC.7 The internal affairs of the LLC are managed in 
accordance with either the statutory default rules of the state of organization 
or with an organizational agreement or internal regulations agreed upon by 
the members.8  Virtually all attributes of LLCs vary depending on either the 
statute under which they are organized or the agreement among the 
members.9 This flexibility makes LLCs unique and is one reason this form of 
entity is growing in popularity. 

The various state statutes governing LLCs contain no rules governing the 
issuance of ownership interests, the creation of classes or series of interests 
or the allocation of equity contributions to stated capital or capital surplus 
accounts. There are no statutory rules concerning differential treatment of 
holders of the same class or series of interest.10 The statutes allow the 
members of the LLC to use the organizational agreement to organize the 
entity as they wish. 

                                            
7. ARK. CODE ANN. §§. 4-32-201, 42-32,1313 (1993); TEX. REV. CIV. STAT. 

ANN. art. 1528n, 3.01 (1994).  
8. Carol R. Goforth, Why Limited Liability Company Membership Interests 

Should Not Be Treated As Securities And Possible Steps to Encourage This Result, 
45 HASTINGS L.J. 1223, 1231-34 (1994). 

9. Id. at 1231-1234. 
10. Mark A. Sargent, Are Limited Liability Company Interests Securities? 19 

PEPP. L. REV. 1069, 1074 (1992). 
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Because there is a lack of standardized membership rights or 
organizational structures, LLCs can assume an almost unlimited variety of 
forms.11 As a result, the interests held by members of an LLC can be similar, 
but not identical to, all forms of common business entities. LLCs are 
extremely flexible and if properly formed, can mimic a partnership and avoid 
double taxation (i.e. taxation of the entity’s profits as well as taxation of 
those same profits when distributed to the LLC’s members). Yet like 
corporations, LLCs have limited liability such that LLC members who are 
involved in managing the LLC may avoid becoming personally liable for its 
debts and obligations. Unlike limited partnerships, which also combine 
features of corporations and partnerships, there is no requirement that one 
member be subjected to unlimited personal liability for the debts and 
obligations of the company. In contrast to the S corporation, another hybrid 
of partnerships and corporations, there are no limitations on who can invest 
in the LLC. In addition, as opposed to corporations, whose organizational 
structure is strictly regulated by statute, LLCs have ultimate flexibility in 
terms of organizational structure with the ability to decide how the company 
is to be managed.12  

The management structure of an LLC, set out in the articles of 
organization, is best divided into two categories: member-managed LLCs 
and manager-managed LLCs. For member-managed LLCs, the closest 
parallel is clearly the general partnership where management duties are 
shared by the partners or members. Manager-managed LLCs are likely to be 
more akin to the limited partnership, since there is one manager who 
manages the actions of the entity, while the rest of the members remain 
uninvolved.  

Notwithstanding the management structure created in the articles of 
organization, members are permitted to alter the power arrangement within 
an LLC. In a limited partnership, if a limited partner takes part in control of 
the business, he or she will become liable as a general partner.13 In an LLC, 
even if the articles of organization designate a manager-managed LLC, 
members may actively participate in the management of the LLC without 
sacrificing their limited liability. As well, members in a member-managed 
LLC may elect to relinquish authority without suffering repercussions. 
Therefore, in certain situations, the exercise of power and authority by 
members or managers in the management of an LLC may differ from the 
                                            

11. Robinson v. Glynn, 349 F.3d 166, 174 (4th Cir. 2003). 
12. Great Lakes Chemical Corp. v. Monsanto Co., 96 F.Supp.2d 376, 383 

(D.Del. 2000). 
13. ULPA § 7, 6 U.L.A. 582 (1969). 
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management structure set forth in the articles of organization without any 
change in the members’ limited liability. 

Due to the sheer diversity of LLCs, membership interests therein resist 
categorical classification, creating difficulty in defining a membership 
interest strictly as a security. Depending on its characteristics, an LLC’s 
membership interests may or may not warrant regulation from securities 
laws. Therefore, courts use a different process of analysis to evaluate 
treatment under securities laws in each case. In general, courts have stated 
that a membership interest in an LLC requires a case-by-case analysis of the 
economic realities underlying the transaction.14  However, some courts have 
altered this method, instead using the expectancy of control in evaluating 
membership interests. The review of membership interests and whether they 
should be considered under the securities laws is applied differently in each 
case. The investing public needs an explicit approach to membership 
interests in order to bring consistency and stability to the law and to the 
application of the securities regulations. 

 
 

III. How Courts Approach the Problem of Evaluating LLC 
Membership Interests as Securities 

 
The courts have stated that the definitions of “security” in the 1933 Act 

and the 1934 Act are virtually identical and should be treated identically 
when dealing with the scope of the term.15 As noted above, LLC membership 
interests are not specifically included in the definition of “security” in the 
Acts.  Of course, no such form of entity existed when the Acts were 
promulgated. A security is defined in the Acts as:  

any note, stock, treasury stock, bond, debenture, evidence of 
indebtedness certificate of interest or participation in any profit-
sharing agreement, collateral-trust certificate, pre-organization 
certificate or subscription, transferable share, investment contract, 
voting-trust certificate, certificate of interest in property, tangible or 
intangible, or, in general, any instrument commonly known as a 
security, or any certificate of interest or participation in, temporary 
or interim certificate for, receipt for, or warrant or right to subscribe 
to or purchase, any of the foregoing.16 

                                            
14. Reves v. Ernst & Young, 494 U.S. 56, 62 (1990). 
15. U.S v. Leonard, 529 F.3d 83, 88 (2nd Cir. 2008). 
16. Securities Act of 1933, 48 Stat. 74, 15 U.S.C. § 77b(a)(1). 
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The term “security” was defined by the Acts in broad and general terms 
so as to include in the definition the many types of commercial instruments 
that fall within the generally accepted concept of a security.17 The term 
embodies a flexible rather than a static principle in order to incorporate the 
countless schemes devised by those who seek to use the money of others on 
the promise of profits.18  Unless the definition of “security” under the Acts is 
amended to expressly include LLC membership interests, such membership 
interests must be evaluated by the courts to determine if they are subject to 
the securities laws.  

The Supreme Court has developed three principal tests for analyzing 
instruments that are not expressly listed in the definition of security: the 
Landreth test for stock,19 the Reves test for notes20 and the Howey test for 
investment contracts.21 All three tests are available for judicial analysis, but 
the most applicable test for LLC membership interests is the Howey test for 
investment contracts. Advocates for the Landreth test claim it should be used 
because LLC membership interests are issued by an entity called a 
“Company.”22 However, the Court in Landreth specified that this test was 
only to be applied to interests that were labeled stock, and LLCs distribute 
membership interests, not stock.23 The Howey test is preferable to the Reves 
test since it was designed to apply to interests that do not fit a well-
established pattern, like membership interests. Therefore, when analyzing 
membership interests under securities laws, courts typically apply the Howey 
test for investment contracts. 

In the seminal case, SEC v. W.J. Howey Co., the Supreme Court defined 
an investment contract for the purposes of the Acts as “a contract, transaction 
or scheme whereby a person invests his money in a common enterprise and is 
led to expect profits solely from the efforts of the promoter or a third party, it 
being immaterial whether the shares in the enterprise are evidenced by 
formal certificates or by nominal interests in the physical assets employed in 
the enterprise.”24  The definition can be broken down into four elements: 1) 
an investment of money, 2) in a common enterprise, 3) with an expectation 

                                            
17. H.R.Rep. No. 85, 73d Cong., 1st Sess., 11 (1933). 
18. Howey, 328 U.S. at 299. 
19. Landreth Timber Co. v. Landreth, 471 U.S. 681 (1985). 
20. Leonard, 529 F.3d. 83. 
21. Howey, 328 U.S. 293. 
22. Marc I. Steinberg & Karen L. Conway, The Limited Liability Company As A 

Security, 19 PEPP. L. REV. 1105, 1116 (1992). 
23. Carol R. Goforth, supra n. 8 at 1247. 
24. Howey, 328 U.S. at 298-99. 
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of profits, and 4) based solely on the efforts of others.25 The element which 
has caused the most confusion in its application to LLC membership interests 
is the fourth one: profits based solely on the efforts of others. 

The first element, an investment, must be an investment that is covered 
by the securities laws and not a commercial transaction, like the purchase of 
a business, which is not covered. To satisfy this element, the purchaser must 
give up some tangible and definable consideration in return for an interest 
that has substantially the characteristics of a security.26 Even services can be 
consideration qualifying one as a purchaser of security.27 Most LLC 
membership interests will be acquired in exchange for reasonable 
consideration, such as money or services, which constitutes an “investment” 
under Howey. 

Second, the investment must be in a common enterprise. This can be 
fulfilled by either of two interpretations of commonality, horizontal or 
vertical commonality. Horizontal commonality requires a pooling of 
investors’ contributions and distribution of profits and losses on a pro-rata 
basis among investors.28 Horizontal commonality can usually be achieved in 
LLCs since there are likely to be more than two members in the LLC whose 
contributions are combined and whose fortunes will rise and fall together.29 
Members’ investments in LLCs are pooled and attached to a common fate, 
with the distribution of profits and losses distributed among all members. 
Vertical commonality requires that an investor and promoter be engaged in a 
common enterprise and have the fortune of the investor linked to that of the 
promoter.30  Vertical commonality can be fulfilled since managers and 
members of the LLC usually have the common interest of success in mind, 
whether manager-managed or member-managed. Thus, the second element 
of Howey is easily satisfied with LLC membership interests. 

                                            
25. The test was modified from “solely” to “predominantly” in S.E.C. v. Aqua-

Sonic Prods. Corp., 687 F.2d 577 (2d Cir. 1982). 
26. International Broth. of Teamsters, Chauffeurs, Warehousemen and Helpers 

of America v. Daniel, 439 U.S. 551, 560 (1979). 
27. Sandusky Land Ltd. v. Uniplan Group, Inc., 400 F.Supp. 440, 445 (N.D. 

Ohio 1975). 
28. Steinhardt Group Inc. v. Citicorp, 126 F.3d 144, 151 (3d Cir. 1997). 
29. George A. Burke, Jr., Limited Liability Companies and the Federal 

Securities Laws: Congress Should Amend The Securities Laws To Avoid Coverage, 
76 IND. L.J. 749, 753 (2001). 

30. S.E.C. v. R.G. Reynolds Enterprises, Inc., 952 F.2d 1125, 1130 (9th Cir. 
1991). 
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The third element, an expectation of profits, is also usually satisfied in 
LLCs. Profits are defined as capital appreciation or participation in 
earnings.31 Some courts have even adopted a wider interpretation, finding 
that even an expectation of tax benefits will satisfy this element.32 LLC 
membership interests will usually fulfill this element since investors in LLCs 
are unlikely to invest in the company without an expectation of profits or tax 
benefits.  

As has been shown, in most instances the first three elements of the 
Howey test for an investment contract are usually satisfied by the 
characteristics of a LLC membership interest. Courts are usually consistent in 
their application of these first three elements. However, the analysis of 
membership interests becomes inconsistent when courts apply the fourth 
element, that profits must come solely from the efforts of others. In 
evaluating this element, courts have looked to the amount of control the 
investor has in the management of the business. Courts have evaluated 
investor control with two conceptual views: 1) the investor’s expectation of 
control, and 2) the economic reality of the situation. These two views can 
produce two different decisions with respect to the same interest. As a result, 
the final element can be wholly determinative in deciding whether the 
membership interest is an investment contract or not.  

 
 

IV. The Fourth Element: Investor Control 
 
The fourth and final element of the Howey test for an investment contract 

is if the investor’s expectation of profits is based solely on the efforts of 
others. The question is whether an investor, as a result of the investment 
agreement itself or the factual circumstances that surround it, is left unable to 
exercise meaningful control over his investment.33  

If the court finds the member has no control over his investment and he 
relies on the efforts of others in management of his investment, the member 
is merely a passive investor. As a passive investor, the fourth element is 
fulfilled and the membership interest can be considered an investment 
contract, making the interest a security. As a security, the interest is subject 
to the strict securities regulations. If, however, the court finds that the 
member is active and retains control over his investment, or, in some 

                                            
31. United Hous. Found. Inc. v. Forman, 421 U.S. 837, 852 (1975). 
32. S.E.C. v. Goldfield Deep Mines, 758 F.2d 459 (9th Cir. 1985). 
33. Robinson, 349 F.3d at 170. 
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instances, has the ability to exercise control so specified in the LLC operating 
agreement, even if that control is never excused, the element is not fulfilled 
and cannot be considered an investment contract or a security, remaining 
unregulated. The court has employed two distinct concepts to evaluate the 
fourth element: expectancy of control and economic reality. In the 
application of the law, the concept of economic reality is the better approach 
to evaluate the fourth element and determine investor control for the 
purposes of securities regulation. 

It should be noted that an investment transaction will be considered a 
security only if the investor takes a passive role and has no significant control 
in how the investment is being used.34 Thus, in order to fulfill the fourth 
element of the Howey test for an investment contract, the member must have 
no control over how his or her money is being used, relying completely on 
third party efforts. However, since Howey, the Supreme Court has stated that 
the word “solely” should not be construed as a literal limitation. Instead, the 
courts will consider “whether, under all the circumstances, the scheme was 
being promoted primarily as an investment or as a means whereby 
participants could pool their own activities, their money and the promoter's 
contribution in a meaningful way.”35 A transaction will fulfill the fourth 
element of the Howey test if the efforts by someone other than the investor or 
member are undeniably significant managerial efforts which affect the failure 
or success of the enterprise.36  

The expectation of control is a concept that refers to the authority granted 
to the members from the creation of the LLC. Courts that follow this 
approach examine what authority is assigned in the articles of organization. 
The concept of economic reality refers to the actual amount of control over 
their investments the members exercise throughout the existence of the LLC, 
regardless of what authority is granted to the members in the articles of 
organization. 

In evaluating control under the concept of expectancy of control, the 
focus for determining whether the investor is passive or active is on the 
expectation of the investor’s dependency on the entrepreneurial or 
managerial skills of another party from the birth of the business.37 The focus 
is on the organizational documents and if there is a reasonable expectation of 
investor control.38 In order to be considered an active member, the 
                                            

34. S.E.C. v. Aqua-Sonic Prods. Corp., 687 F.2d 577, 585 (2d Cir. 1982). 
35. Id. at 582. 
36. S.E.C. v. Glenn W. Turner Enterprises, Inc., 474 F.2d 476, 482 (9th Cir.). 
37. Gordon v. Terry, 684 F.2d 736, 741 (11th Cir. 1982). 
38. Leonard, 529 F.3d at 90. 
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organizational agreement must give the members power to directly affect the 
profits.39 For example, if under the organizational agreement the members 
had the control to remove any manager with or without cause or the members 
had control over management decisions, then they will be considered to be 
active members.40 The expectation of control only looks at the member’s 
anticipated level of control over his investment and the management of 
profits and does not take into consideration the actual ability or exercise of 
control throughout the life of the LLC. 

This approach was used in Keith v. Black Diamond Advisors, Inc. where 
the plaintiff invested money in a member-managed LLC.41 The court found 
that the plaintiff acquired the interest pursuant to representations from the 
defendant stating that the plaintiff would oversee the marketing operations of 
the new company. The agreement and state law granted the plaintiff 
numerous powers to the plaintiff antithetical to the notion of member 
passivity. The court used the expectancy of control to evaluate the fourth 
element of the Howey test. The court reasoned that even though the 
plaintiff’s interests were diluted and he was stripped of oversight of 
marketing, the interests still did not constitute securities because he was 
granted authority to control in the articles of organization. The court stated 
that the mere choice by a member to remain passive in not sufficient to create 
a security interest. The organization agreement bestowed powers so 
significant that regardless of the degree to which the powers were exercised, 
the investments could not have been premised on a reasonable expectation of 
profits to be derived from the efforts of others.42  

In contrast, the economic reality approach evaluates the member’s actual 
ability to control his or her investment at the time of trial. The court will take 
account of the economics of the transaction under investigation instead of 
any legal formalism.43 This is a substance-over-form approach which 
provides that what matters more than the form of an investment scheme is the 
economic reality that it represents.44 For example, if the organizational 
agreement granted authority to the members but the members had 
insufficient ability to exercise control over the LLCs, they will be deemed to 

                                            
39. Great Lakes, 96 F.Supp.2d at 392. 
40. See Nelson v. Stahl, 173 F.Supp.2d 153 (S.D.N.Y. 2001), Great Lakes 

Chemical Corp. v. Monsanto Co., 96 F.Supp.2d 376 (D.Del. 2000). 
41. Keith v. Black Diamond Advisors, Inc., 48 F.Supp.2d 326 (S.D.N.Y. 1999). 
42. Id. at 334. 
43. Tcherepnin v. Knight, 389 U.S. 332, 336 (1967). 
44. Robinson, 349 F.3d at 170. 
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be passive investors.45 Even if the articles of organization unambiguously 
provide legal control, if the members lack the practical ability to exercise that 
control the practical reality is that the members had no control at all.46 The 
focus of the concept of economic reality is on the actual amount of investor 
control in the LLC throughout the entire management of the LLC, rather than 
the mere grant of control in the articles of organization.  

For example, in a Second Circuit case, United States v. Leonard, the 
organizational documents stated that members were to play an active role in 
the management of the LLCs Little Giant and Heritage.47 The articles 
mandated that each important decision relating to the business of either LLC 
must be submitted to a vote of the members, that each member was required 
to serve on one of the Company’s committees and that each member had the 
power to bind the Company. However, in actuality the members played an 
extremely passive role in the Company. Of the 250-300 investors in Little 
Giant, only 12 served on a committee and of the 350-400 investors in 
Heritage, only 17 served on a committee. Under the totality of the 
circumstances, the Court concluded that investors in both companies did not 
actively participate in the venture, and exercised no control.48 Thus, the 
interests fulfilled the test for investment contracts. 

Despite the two approaches to determine investor control, courts have 
not yet developed a stringent test to follow for LLCs. The flexibility of LLCs 
gives rise to the potential of the two distinct concepts of control to exist 
within one entity. Controversy can exist in an instance where members invest 
in an LLC with an expectation of control and sign an organizational 
agreement that grants significant control, yet the members take no control 
and completely rely on the managerial efforts of a third party during the life 
of the LLC. The difference between the two concepts is the timing of the 
evaluation of investor control. Expectancy of control evaluates control at the 
inception of the LLC, while economic reality focuses on the amount of 
control thereafter. 

 
 
 
 
 

                                            
45. Nutek Information Systems, Inc. v. Arizona Corp. Com’n., 194 Ariz. 104 

(Ariz. App. Div. 1998). 
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V. The Benefits of the Economic Reality Test 
 
The concepts of expectation of control and economic reality creates 

confusion in the courts’ application of securities law to LLCs. For example, 
different results arise when an LLC’s organizational agreement grants 
authority to its members but practically takes it away once the LLC becomes 
operational. Under the expectation of control test, the LLC has avoided 
securities regulation. This result contradicts the purpose of securities laws, 
which is to protect investors. In this example, the LLC should be regulated 
under the Acts since the members are, in actuality, merely passive investors. 
Therefore, the direction of securities laws has been to evaluate substance 
over form in the evaluation of what constitutes a security.49 The 
determination for investor control should rely on the factual circumstances of 
the situation rather than the control proposed in the operation agreement. 
Assessing economic reality results in a more fair and accurate determination 
of an LLC investment than expectancy of control. It should be the test used 
to evaluate whether the LLC has fulfilled the fourth element of the Howey 
test. 

The law, as it has been developed throughout previous cases, has 
advocated for emphasis on the economic reality of the transaction in 
evaluating investor control. In the seminal case for investment contracts, the 
Howey court stated that in searching for the scope of the word “security” in 
the Act, form should be disregarded in favor of substance and the emphasis 
should be on economic reality.50 In evaluating shares under an investment 
contract analysis, the Tcherepnin Court agreed that form should be ignored 
and the attention should be on economic reality.51 In its application to LLC 
membership interests, the Robinson Court declared that agreements do not 
annul securities laws by retaining nominal powers for investors unable to 
exercise them.52 In 2008, the Second Circuit concluded that notwithstanding 
the organizational documents, members of the LLC were passive investors 
under the totality of the circumstances.53  

An important Fifth Circuit case, Williamson v. Tucker, outlined the basis 
of the Howey test for investment contracts and clarified that economic reality 
and substance over fomr is the correct concept that should be employed in 
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52. Robinson, 349 F.3d at 170. 
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evaluating the fourth element, investor control.54 The court in Williamson 
outlined three factors which, if present, could demonstrate that a partnership 
interest was a security regardless of what the partnership agreement 
mandates: (1) an agreement among the parties leaves so little power in the 
hands of the partner or venturer that the arrangement in fact distributes power 
as would a limited partnership; or (2) the partner or venturer is so 
inexperienced and unknowledgeable in business affairs that he is incapable 
of intelligently exercising his partnership or venture powers; or (3) the 
partner or venturer is so dependent on some unique entrepreneurial or 
managerial ability of the promoter or manager that he cannot replace the 
manager of the enterprise or otherwise exercise meaningful partnership or 
venture powers.55 The Court stated that the laws should look beyond the 
entity form and instead focus on the economic reality of the situation.56 

These three situations are not exhaustive; rather they are a guide to 
determining whether partners reasonably expected to depend solely on the 
efforts of others with their investment.57 Williamson is representative of an 
evaluation of the fourth element of an investment contract, investor control, 
that analyzes the economic reality of the situation instead of the expectancy 
of control. Yet some courts have stated that Williamson has no application in 
the LLC setting because of the distinction between general partnerships and 
LLCs.58 Although the Court in Ak’s Daks argued that the presence of limited 
liability prevents the extension of Williamson to the application of an LLC, 
not all courts have followed this line of reasoning. Instead, recent courts have 
echoed the Williamson decision to evaluate the economic reality in 
determining the fourth element of the Howey test for LLCs.59 This shows that 
the approach in Williamson, focusing on investor control under the totality of 
the circumstances, is consistent with the basic approach to the analysis of 
investment contracts of any ownership interests in any business entity. The 
reasoning behind the principle of economic reality is consistent with the 
overall purpose of the Acts, to protect the investor. By looking at the totality 
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of the circumstances, courts are truly protecting the investor from fraud or 
deceit. This reasoning is applicable to LLCs in addition to partnerships. 
Therefore, the reasoning used in Williamson to utilize the economic reality 
test can be transferred to a court’s evaluation of LLC membership interests as 
it is consistent with the overarching purpose of securities laws.  

The economic reality approach is also subject to the criticism that 
whether a particular interest is a “security” may not be entirely clear at the 
time it is issued. Although this may be true, the economic reality approach 
has the corresponding advantage of permitting the SEC and the courts 
sufficient flexibility to ensure that those who market investments are not able 
to escape the coverage of the Acts by creating new instruments that are not 
covered by a more determinate definition.60 By evaluating the totality of the 
circumstances throughout the life of the entity instead of strictly looking only 
at the articles of organization or operating agreement, courts can best protect 
the investors’ interests.  

 
 

VI. Conclusion 
 
Securities and instruments resembling securities are subject to 

regulations implemented by the Acts. In general, the purpose of the Acts and 
securities regulation is to protect the investing public from fraud and deceit 
when investing in a business. Promoters of LLCs should not be able to 
circumvent those laws simply by stating in the organizational agreement that 
the LLC is member-managed. If, in reality, the members do nothing and 
retain no management authority yet the membership interests are not 
protected by the securities regulations, then the law is rewarding the seller of 
LLC membership interests that seek to improperly sidestep securities 
regulations. Proper assessment for the fourth element of the Howey test for 
an investment contract must be the economic reality test, not the expectation 
of control. 

Although it seems straightforward, the creation of new entities such as 
LLCs has caused confusion as to what exactly is a security. Congress could 
amend the Acts to add LLC membership interests to the list of instruments 
under the definition of security. Having said that, the characteristics of each 
LLC are unique and are difficult to be thrust into a formal category, making 
it difficult to amend the definition of security. Instead, LLC membership 
interests must be analyzed on a case-by-case basis. The courts must develop 

                                            
60. Reves, 494 U.S. at 63. 
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a firm test and a consistent approach for the application of the Howey test for 
investment contracts to LLC membership interests. 

LLC membership interests have received inconsistent treatment in the 
courts. While courts have agreed that the best examination for membership 
interests is the Howey test for investment contracts, the application of the 
fourth element of the test, whether the profits are derived from the efforts of 
others, has been applied inconsistently. Courts have wavered between an 
evaluation of expectancy of control and economic reality. The inconsistency 
problem should be resolved by utilizing the concept of economic reality, and 
evaluating the totality of the circumstances when assessing investor control 
since it is more accurate than the concept of expectancy of control in 
identifying investments and investors that need the protection of the 
securities laws. When an LLC member does not have the power or ability to 
have any voice in the management of business affairs, his membership 
interest should fulfill the fourth element of the Howey test and be considered 
an investment contract. Regardless of the organizational agreement, the 
member’s interest should be treated as a security for the discouragement of 
deceitful promoters and the protection of the investor. The economic reality 
test serves the true purpose of the securities laws. 
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EQUITABLE DEFENSES UNDER STATE BLUE-SKY ACTS 
 

Dave Gaba and Lawrence L. Klayman1 
 

In securities arbitrations, broker-dealers often argue the existence of 
equitable defenses such as latches, waiver, set-off, ratification or 
acquiescence.  While these defenses may exist as to some claims made in 
securities arbitration, they as a general rule do not provide defenses to 
violations of applicable state “blue-sky laws.”2 
 
 
 
 

                                                            
1. © 2009 David Gaba has an active practice representing both broker-dealers 

and consumers in routine and complex securities and insurance matters. Mr. Gaba 
was previously Assistant Attorney General for the State of Washington handling 
complex state and federal litigation. He also serves as an Administrative Law Judge 
and as an arbitrator for the NYSE, FINRA, NFA, Pacific Stock Exchange, and 
American Arbitration Association. Dave also represents securities industry clients in 
employment matters and drafted and presented the FINRA employment law training 
to all FINRA arbitrators in Washington and Oregon. Mr. Gaba has a JD and MBA 
from the University of Nebraska, and still maintains his Series 65 and can be reached 
at davegaba@compasslegal.com. 

Lawrence Klayman, Esq. is a senior partner of Klayman & Toskes, P.A. who 
concentrates his practice exclusively in the field of securities arbitration and 
litigation with a particular focus on representing high-net-worth and ultra-high-net-
worth investors as well as institutions in arbitration proceedings throughout the 
United States.   He is a former NASD licensed securities broker who received his 
Economics degree from New York University and his Juris Doctor from Nova 
Southeastern University.  Prior to founding Klayman & Toskes, P.A., Mr. Klayman 
worked for a major securities arbitration defense firm and the NASD’s Arbitration 
Department in the Southeast Region.  Mr. Klayman has represented both broker-
dealers and registered representatives in arbitration proceedings and regulatory 
investigations and can be reached at LKlayman@nasd-law.com.   
 2. The term “blue-sky” originated with Justice McKenna of the United States 
Supreme Court, who in 1917 stated: "The name that is given to the law indicates the 
evil at which it is aimed, that is, to use the language of a cited case, `speculative 
schemes which have no more basis than so many feet of ‘blue sky’”; or, as stated by 
counsel in another case, “`to stop the sale of stock in fly-by-night concerns, visionary 
oil wells, distant gold mines and other like fraudulent exploitations.'" Hall v. Geiger-
Jones Co., 242 U.S. 539, 550, 37 S. Ct. 217, 61 L. Ed. 480 (1917). 
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History of the Act 
 

The term “blue-sky laws” is usually applied to state statutes based on the 
Uniform Securities Act of 1956 (“1956 Act”) which has been adopted in 
whole or in part by 37 jurisdictions.  The Uniform Securities Act is a model 
statute designed to guide each state in drafting its own state securities law.  It 
was created by the National Conference of Commissioners on Uniform State 
Laws (“NCCUSL”). 

The purpose of the Uniform Securities Act was, and is, to provide model 
legislation that can be adopted by a state to deal with securities fraud at the 
state level, supplementing enforcement and regulation efforts of the U.S. 
Securities and Exchange Commission (“SEC”), as not all investments are 
covered federally and not all investment dealers are registered at the federal 
level. As a result, state legislatures saw a need for state-level security 
regulations to protect investors with respect to these securities.  

The Uniform Securities Act was first promulgated in 1930, when it was 
titled the Uniform Sales of Securities Act of 1930.  The 1930 Act experienced 
limited success, as it was enacted by only five jurisdictions. In 1943, the 
NCCUSL dropped the 1930 Act from its list of Uniform Acts. The Uniform 
Securities Act was substantially revised in 1956, as the Uniform Securities 
Act of 1956. This revision was much more successful, and, as stated above, 
was adopted by 37 jurisdictions. The Uniform Securities Act was revised 
again in 1985 as the Uniform Securities Act of 1985, and amended in 1988, 
but few states adopted these changes, and instead the majority of states 
continue to operate under the 1956 Act. 

The most recent revision of the Uniform Securities Act is the Uniform 
Securities Act of 2002. The 2002 Act has been enacted in Hawaii, Idaho, 
Indiana, Iowa, Kansas, Maine, Minnesota, Missouri, Oklahoma, South 
Carolina, South Dakota, Vermont and the US Virgin Islands.3  

                                                            
3.  The current draft of the uniform act states: 

SECTION 509. CIVIL LIABILITY. 
            (a) [Securities Litigation Uniform Standards Act.] Enforcement of civil 
liability under this section is subject to the Securities Litigation Uniform Standards 
Act of 1998. 
            (b) [Liability of seller to purchaser.] A person is liable to the purchaser if 
the person sells a security in violation of Section 301 or, by means of an untrue 
statement of a material fact or an omission to state a material fact necessary in order 
to make the statement made, in light of the circumstances under which it is made, not 
misleading, the purchaser not knowing the untruth or omission and the seller not 
sustaining the burden of proof that the seller did not know and, in the exercise of 
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Purpose of the Act 
 

Generally, state courts find that their applicable blue-sky acts are 
remedial in nature.  See, e.g., GO2NET, Inc. v. Freeyellow.com, Inc., 158 
Wn.2d 247 (2006) 143 P.3d 590) (“The ‘primary purpose’ of the Act is ‘to 
protect investors from speculative or fraudulent schemes of promoters.’”) 
Cellular Eng'g, Ltd. v. O'Neill, 118 Wn.2d 16, 23, 820 P.2d 941 (1991) 
(emphasis added). The Act “is remedial in nature and has as its purpose 
broad protection of the public.” McClellan v. Sundholm, 89 Wn.2d 527, 533, 
574 P.2d 371 (1978) (emphasis added). See Also Chrysler Capital Corp. v. 
Century Power Corp., 800 F. Supp 1189, 1195, (S.D.N.Y. 1992) (“the 
Arizona anti-fraud statute is not preventative, but remedial in nature.”)  See 
also Roger v. Lehman Bros. Kuhn Loeb, Inc., 621 F. Supp 114, 118 (S.D. 
Ohio 1985) (“The [Ohio] Securities Act is remedial in nature and should be 
interpreted to provide the protection it is intended to give." citing Miller v. 
Griffith, 28 Ohio Op. 2d 278, 196 N.E.2d 154, 156 (Colum. Cty. Common 
Pleas 1961)). 

When interpreting this “remedial legislation,” the courts are often 
“guided by the principle that ‘remedial statutes are liberally construed to 
suppress the evil and advance the remedy.’” Kittilson v. Ford, 23 Wn. App. 
402, 407, 595 P.2d 944 (1979) (quoting 3 C. DALLAS SANDS, STATUTES 
AND STATUTORY CONSTRUCTION § 60.01 (4th ed. 1973)), aff'd, 93 
Wn.2d 223, 608 P.2d 264 (1980). See also, McCauley v. Michael, 256 
N.W.2d at 495-496, and, Graham v. Kane, 576 S.W.2d at 713-714 (“Because 
                                                                                                                                             
reasonable care, could not have known of the untruth or omission. An action under 
this subsection is governed by the following: 
                  (1) The purchaser may maintain an action to recover the consideration 
paid for the security, less the amount of any income received on the security, and 
interest [at the legal rate of interest] from the date of the purchase, costs, and 
reasonable attorneys’ fees determined by the court, upon the tender of the security, or 
for actual damages as provided in paragraph (3).  
                  (2) The tender referred to in paragraph (1) may be made any time before 
entry of judgment. Tender requires only notice in a record of ownership of the 
security and willingness to exchange the security for the amount specified. A 
purchaser that no longer owns the security may recover actual damages as provided 
in paragraph (3). 
                  (3) Actual damages in an action arising under this subsection are the 
amount that would be recoverable upon a tender less the value of the security when 
the purchaser disposed of it, and interest [at the legal rate of interest] from the date of 
the purchase, costs, and reasonable attorneys’ fees determined by the court. 
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the entire purpose of ‘blue sky’ laws is to protect investors, the law must be 
liberally construed to carry out that plain legislative intent.”) Klatt v. 
Guaranteed Bond Co., 213 Wis. 12, 21, 250 N.W. 825 (1933) (construing 
Wis. STAT. § 189.02, the predecessor to WIS. STAT. § 551.02). See also 
Affiliated Ute Citizens of Utah v. United States, 406 U.S. 128, 151 (1972) 
(stating that securities legislation is meant to be flexibly construed to 
accomplish its remedial purpose).  See Also Sopher v. Abrams, 554 F. Supp 
532, 536 (N.D.N.Y. 1982) (“Since the [Blue Sky Law in New York] is 
considered remedial, rather than penal, in nature, it has generally been 
liberally construed.”) citing People v. Lexington Sixty-First Associates, 38 
N.Y.2d 588, 381 N.Y.S.2d 836, 345 N.E.2d 307 (1976)).  See Also Kelly v. 
Primeline Advisory, 256 Kan. 978 (Kan. 1995) (“Our conclusion is based 
primarily upon the remedial nature of the Act, which should be liberally 
construed in favor of the investing public. See State ex rel. Mays v. 
Reidenhour, 248 Kan. 919, 934, 811 P.2d 1220 (1991)”).  See Also Zochrison 
v. Redemption Gold Corp., 200 Minn. 383, 396 (Minn. 1937) (“The [Blue 
Sky Laws are] remedial in…nature and [are] designed to protect the 
inexperienced, confiding, and credulous investor even ‘from his own foolish 
cupidity. It should, therefore, be liberally and sympathetically construed in 
order that its beneficent purpose may, so far as possible, be attained.’ People 
v. F. H. Smith Co. 230 App. Div. 268, 269, 243 N.Y.S. 446, 449.)”).  See 
Also Moses v. Carnahan, 186 S.W. 3d 889, 905 (Mo. Ct. App. 2006) (“We 
are mindful that we must narrowly construe exemptions under the Act 
because the securities laws are remedial in nature and, therefore, should be 
liberally construed to protect investors.” citing Gordon v. Drews, 358 S.C. 
598, 595 S.E.2d 864, 868 (S.C. Ct. App. 2004)). See Also State v. Simons, 
193 Ore. 274, 289 (Or. 1951) (“The Blue Sky law was undoubtedly enacted 
for the protection of the investing public (State v. Whiteaker, 118 Or. 656 
(247 P. 1077)) and is remedial in its nature and must be liberally construed, 
so as to carry out its purpose: Wright v. Wimberly, 94 Or. 1 (184 P. 740); 
Landers v. Van Aukin, 77 Or. 479 (151 P. 712)”).  See Also Wolken v. Erck, 
421 N.W. 2d 63, 66 (S.D. 1988) (“Statutes governing the registration and 
sale of securities are remedial in nature and are designed to protect the 
unwary buyer and thus should be liberally construed to effect the purpose for 
which the statutes were adopted.”), citing Hofer v. General Discount Corp., 
86 S.D. 133, 139, 192 N.W.2d 718, 722 (1971).  Tcherepnin v. Knight, 389 
U.S. 332, 336, 19 L. Ed. 2d 564, 88 S. Ct. 548 (1967), S.E.C. v. W.J. Howey 
Co., 328 U.S. 293, 299, 90 L. Ed. 1244, 66 S. Ct. 1100 (1946). (“At the 
outset we note that securities laws are remedial in nature and should be 
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broadly and liberally construed to give effect to the legislative purpose.” 
Payable Accounting Corp. v. McKinley, 667 P.2d 15, 18 (Utah 1938). 
 “Examples of remedial legislation may include fair labor standards, 
protections against consumer fraud, securities law, and a workers' 
compensation act.” Tennessee Coal, Iron & R.R. Co. v. Muscoda Local No. 
123, 321 U.S. 590, 597, 64 S.Ct. 698, 88 L.Ed. 949 (1944); 3 Norman J. 
Singer, Statutes and Statutory Construction § 60:1 (6th ed.2001). 
 
 
Equitable Defenses Under State Blue Sky Laws 
 

Uniformly, federal and state courts have declined to allow equitable 
defenses to sellers in securities actions based on state blue sky laws where 
the investor did not actively participate in the management of the firm. See, 
e.g., GO2NET, Inc. v. Freeyellow.com, Inc., 158 Wn.2d 247, 143 P.3d 
590(2006); Meyers v. C & M Petroleum Producers, Inc., 476 F.2d at 429-
430; Graham v. Kane, 264 Ark. 949, 576 S.W.2d 711, 712-714 (1979); 
Covert v. Cross, 331 S.W.2d 576, 585 (Mo. 1960) (en banc).  See Also 
Henderson v. Hayden, Stone Inc., 461 F.2d 1069, 1073 (5th Cir. 1972) 
(holding defense of estoppel in case under Florida law is not available unless 
stock purchaser actually participates directly in the management or control of 
the issuing corporation).  See Hall v. Johnston, 758 F.2d 421, 423 (9th Cir. 
1985) (holding that implying equitable defenses runs counter to Oregon’s 
interest in securities registration and affirming the District Court’s decision 
that sophisticated purchaser not estopped from recovery even when he knew 
sale violated blue sky law and received tax benefits from the investment).  
See Also Donn v. Bemor Petroleum, Inc., 680 S.W. 2d 304, 307 (Mo. Ct. 
App. 1984). (“Our blue sky laws were drafted with the intent to prevent fraud 
in the sale of securities. It is primarily through civil liability proceedings that 
the Missouri Act is enforced. The equitable defense of estoppel and in pari 
delicto are not defenses to the liability created under Sections 409.411 (a) 
and (b). Covert v. Cross, 331 S.W.2d 576, 585 (Mo. banc 1960). With such 
defenses, sellers could avoid liability under the registration provisions by 
informing would-be purchasers that the securities were unregistered. This 
would defeat the purpose of our blue sky laws. Further, our State’s interest in 
requiring registration of securities overrides the possibility that a knowing 
purchaser may receive an inequitable windfall. We recognize other 
[jurisdictions are split as to whether equitable defense are available under 
state blue sky laws. However, the mandate of Covert, supra, when considered 
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with the interest of the state of Missouri, moves us toward the policy of 
denial of such equitable defenses.”).  
 However, some courts have allowed equitable defenses in cases where 
the investor was also a principal in the enterprise. These cases are based on 
an equitable estoppel defense for conduct which can be easily distinguished 
from an implied waiver of rescission rights, conduct such as active 
participation in the management and control of the promoted business. See, 
Schultz v. Rector-Phillips-Morse, Inc., 261 Ark. 769, 552 S.W.2d 4, 13-14 
(1977) (en banc) See also,Tucker v. McDell's, Inc., 50 Tenn. App. 62, 359 
S.W.2d 597, 600 (1961) (certiorari denied).   

An extensive review of the law has uncovered only two state court cases 
that permitted the assertion of equitable defenses. However, in both cases, 
the seller’s violation was a failure to register the securities, not a presale 
misrepresentation of material facts about the investment. See Midwest Mgmt. 
Corp. v. Stephens, 291 N.W.2d 896 (Iowa 1980); Logan v. Panuska, 293 
N.W.2d 359 (Minn. 1980). In Logan, for example, the Minnesota Supreme 
Court held that the restaurant seller could assert an estoppel defense since the 
purchasers “were not induced to buy the stock through any misrepresentation 
of the defendant as to the financial condition of the restaurant [and had] 
actively participated in the management and control of the corporation during 
the course of their investment.”  Logan, 293 N.W.2d at 363-64. While this 
could appear to give some validity to other equitable arguments, these cases 
are clearly distinguishable from the average securities arbitration in which 
the gravamen of the action usually involves misrepresentations. However, 
Logan and Stephens are often miscited for the proposition that equitable 
defenses are available in cases in which misrepresentations induced the 
purchase of securities. See Also Hayden v. McDonald, 1982 US Dist LEXIS 
18212 (D. Minn. Dec. 14, 1982).  See Also, Peck of Chehalis, Inc. v. C.K. of 
W. America, 304 NW 2d 91, 99 (N.D. 1981) (“From [the reasoning set forth 
in Logan,] the court concluded that the application of equitable principles to 
a claim for rescission under the Blue Sky Law necessarily swung the door 
open for a defendant to raise equitable estoppel as a defense.”). 
 
 
Damages in Misrepresentation Case 
 
 The Uniform Act permits a purchaser to file suit “to recover the 
consideration paid for the security, together with interest at eight percent per 
annum from the date of payment, costs, and reasonable attorneys’ fees, less 
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the amount of any income received on the security, upon the tender of the 
security.”  

At least one court has stated unequivocally that permitting a seller to 
assert equitable defenses is contrary to the Act’s primary purpose of 
protecting investors. See GO2NET, supra, 158 Wn.2d 247, 143. Because the 
Act is intended to deter a seller’s presale misrepresentations and omissions, a 
seller should not be permitted to avoid statutory liability by shifting the focus 
to the post-sale conduct of the uninformed investor.  Id.  Further, because the 
Blue Sky Acts sets forth a limited number of defenses to claimed violations 
of the Act, the Act’s silence with respect to the equitable defenses of waiver 
and estoppel suggests that the legislature intended to exclude them.  

In Pinter v. Dahl, 486 U.S. 622, 108 S. Ct. 2063, 100 L. Ed. 2d 658 
(1988), the United States Supreme Court considered the availability of the 
equitable defense of in pari delicto in a rescission suit based on the sale of 
unregistered securities.  The Court permitted the defense “only where the 
plaintiff's role in the offering or sale of nonexempted, unregistered securities 
is more as a promoter than as an investor.” Id. at 639. In the Court’s view, 
“[b]ecause the Act is specifically designed to protect investors, even where 
a[n investor] actively participates in the distribution of unregistered 
securities, his suit should not be barred [by equitable defenses] where his 
promotional efforts are incidental to his role as an investor.” Id. at 638-39. 

In short, no Blue Sky decisions [i.e., no state court decisions] allow a 
seller who violates a Blue Sky Act by making material misrepresentations to 
avoid liability through waiver and estoppel.  In Covert v. Cross, 331 S.W.2d 
576 (Mo. 1960), the Missouri Supreme Court agreed even as to registration 
violations. There, the purchasers of securities related to oil well leases sought 
rescission of the sale on the grounds that the securities had not been properly 
registered. The sellers wished to defend by showing that the purchasers had 
sought rescission only after learning that the oil wells were not productive, 
but the court refused to allow the estoppel defense, reasoning that it “would 
tend to nullify and defeat the very purpose of the statute, which is clearly 
penal in nature.” Id. at 585; see also Gowdy v. Richter, 20 Ill. App. 3d 514, 
525,314 N.E.2d 549 (1974) (concluding that the Illinois Blue Sky Law “is 
clear in allowing only statutory, not equitable, defenses” and observing that 
the Law]s “penal character” forecloses the “in pari delicto or estoppel 
defenses”). The rejection of the estoppel defense in Covert and Gowdy is 
especially persuasive, given that rescission was sought only on the basis of 
the sellers’ technical violations — their noncompliance with the registration 
requirement — and not, as is generally the case, on the seller’s material 
misrepresentation of the securities.  
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As a result, when Respondents argue such equitable defenses as waiver, 
estoppels, in pari delicto and the like, it should be pointed out the panel that 
no such defense exists to a well-pled state securities law complaint. 
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DISCOVERY IN SECURITIES ARBITRATION: TOSS OUT A 
TENNIS BALL; GET BACK A CHEWED-UP SLIPPER 

 
Richard A. Lewins and Birgitta Siegel1 

 
 

In this second installment in our series of articles aimed at helping newer 
PIABA members, especially those relatively new to securities arbitration, we 
share some general insights into the basics of discovery within SRO 
arbitration.  As with the article on case evaluation, the issues discussed in this 
article are by no means an exhaustive list of all considerations. Nor is the 
article intended to provide a roadmap of particular documents most 
commonly needed.  Rather, this article focuses on the general nature of 
securities arbitration discovery and offers some advice on how to best utilize 
the discovery process in this forum to your advantage. 

When searching for an analogy that best describes the discovery process 
in securities arbitration, we needed to look no farther than my own back yard 
where our new puppy, Salty, resides and my attempts to teach him to fetch.  

On the surface, Salty, like most dogs, seems eager to please. However, 
below the surface, no one knows what really goes on in their little dog brains. 
Take the game of fetch. On the surface, it seems like Salty knows what is 
expected of him -- to return back to me what ever I pitch out, and he appears 
eager to please and cooperate. In reality, what usually happens is he: (1) 
brings what I throw back in pieces, or (2) brings back something different 
than what I threw, or (3) goes after it, stops, sniffs it and ignores it, or (4) 
grabs it and runs the other way and tries to bury it.  

                                                 
1. Richard A. Lewins is a lawyer in Dallas, TX who has been representing 

investors for almost 15 years. He has conducted CE/ CLE on securities arbitration 
for the Dallas Bar Association, State Bar of Texas, AAJ, AICPA and PIABA. Prior 
to becoming a lawyer, Mr. Lewins spent 12 years in the brokerage industry and has 
held Series 7, 63 and 24 licenses. Mr. Lewins can be reached at 
lewinslaw@topher.net. 

Birgitta Siegel is currently serving as Visiting Ass. Prof. in the Securities 
Arbitration Clinic at the Syracuse University College of Law.  A member of the bar 
in Florida and New York State, Ms.  Siegel has practiced securities litigation and 
arbitration for 25 years. She initially represented broker/dealers while in private 
practice in Miami, Florida, followed by years at Prudential Securities Incorporated in 
NYC where she managed class actions and handled complex arbitrations/litigations.  
Ms. Siegel is a current member of PIABA and is chair of its SRO committee. Since 
2002, she has been an advocate solely for the public investor. 
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Sadly, Salty’s response to the game of fetch describes how many 
Respondents view discovery. That is, they give you pieces of what you ask 
for, or something else altogether, or they sniff your request and ignore it, or 
they run away with it and try to bury it. Rarely do you get back what you ask 
for in securities arbitrations.  

Yet, the importance of retrieving these documents, and those of your 
client, cannot be understated.  You must be dogged – pun intended – in your 
organized, intelligent pursuit of this discovery.  For one thing, as most 
readers likely know, document exchange is virtually the only formal 
discovery you can obtain in arbitration, with more complete discovery, such 
as depositions, only available in very rare exceptions as set forth in the 
FINRA Code of Arbitration Procedure (“CAP”). Whatever your experience 
level, now is the time to ensure that you have a solid understanding of the 
nature of the documents sought/needed, as well as an understanding of the 
securities industry itself. The unique beast of securities arbitration is rigorous 
enough, unlike any other specialty,2 without the risk of being blindsided by ‘a 
little knowledge’ of the field. Your client’s recovery depends upon your 
ability to analyze what is produced, to use and distill documents strategically.  
Equally important can be your ability to spot the legal significance when a 
respondent does not have documents you know they should have (i.e. when 
no exception reports exist for a regular account with high turnover, providing 
affirmative evidence of supervision failure).   

If you find in your case(s) or in reading this article that certain of the 
documents discussed, finance terms or industry practices are unfamiliar to 
you, don’t worry. But, do be smart. Read extensively on the subject. Take 
steps to develop competency concerning the securities industry, the relevant 
law and practice. Many of us have had the luxury of being mentored by other 
professionals in the field. Some of us were brokers or advisors.  If you are 
not in such a position, you might fast track your development by aligning 
with experienced securities counsel for the particular case(s). Numerous CLE 
courses are offered through the Practicing Law Institute and PIABA for both 
the new and ‘old’.  In addition, as a part of your education, you definitely 
should consider applying to FINRA for acceptance and training as one of its 
                                                 

2. As an aside, we heartily agree with the observations of seasoned trial lawyers 
who find securities arbitrations to be a feat like no other. For example, John S. 
Worden, partner at Shiff Hardin writes: “I have tried cases in federal court and state 
court, including both bench and jury trials in each forum. None of these four settings 
is nearly as challenging nor physically or mentally as exhausting as trying a case 
before a binding securities arbitration panel.” See Wallstreetlawyer.com:Sec.Elec. 
Age 13, 11 No.10 GLWSLAW 13 (October 2007).   
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public arbitrators!  There is always much to learn.  Bottom line - we owe our 
clients and our practices a well-informed, diligent presentation of the case.  
 
 

Know The Rules 
 

The discovery related Rules in the customer CAP begin at Rule 12505 
and run through Rule 12514. As they are fairly self explanatory, we will not 
go through each Rule separately, but instead will focus on particular nuances 
which are important under the Rules, especially for someone unfamiliar with 
FINRA arbitration.   

One of the most unique factors of discovery in FINRA arbitration is the 
implementation of the Discovery Guide outlined in Notice to Members 99-90 
(“NTM 99-90”).  Generally, the CAP now incorporates the FINRA generated 
Document Lists of NTM 99-90. These Lists identify several categories of 
documents that are presumptively discoverable in different types of customer 
disputes. Lists 1 and 2 collectively contain 25 categories of documents, for 
presumed production by the firm and customer respectively in each case, 
regardless of the particular facts for your client.  Additional lists identify 
documents relevant to particular claims- e.g. lists for suitability, supervision, 
unauthorized trading and churning claims.   

It is essential that you know the rules, and stay abreast as they do 
change. To that point, be on the lookout for FINRA to update its discovery 
lists potentially this year.  In 2009, FINRA proposed significant changes to 
the existing NTM 99-90 lists. The proposal was withdrawn after both 
customer and industry representatives submitted comments to FINRA, 
expressing concern with certain of the proposals. All indications are that 
FINRA will likely publish new proposals for comment in the near future.  
 
 

Philosophy 101 
 

Discovery is your chance to demonstrate your preparedness and expertise 
to both your adversary and sometimes to your Panel since the Panel, or at 
least the Chair, decide discovery disputes that will likely arise.  Discovery 
need not, indeed should not, be approached with fear and loathing as is so 
often the case. The fact is most cases do settle, and the only ‘trier of fact’ you 
will ever convince of anything is your opposing counsel. This is THE time to 
be proactive, thorough and organized. Immerse yourself in this process and 
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make the case your own. Have some fun with it! Remember that this work is 
likely the most critical work you will do in the case.  

 
 

Prepare Your Client For Discovery 
 

First, and ideally before accepting the case, prepare your clients or 
potential clients for discovery obligations they must assume, and for other 
disclosures you may require of them to prepare the case. Again, do this very 
early on.  We always give a new client a copy of the lists outlined in NTM 
99-90, highlighting those lists which will be at issue. The client deserves to 
know what to expect in this regard and therefore, these obligations ought to 
be made plain to him/her up front.   

If the client is reluctant to cooperate with these obligations, you will 
want to know that immediately and advise accordingly. This advice may be 
that you simply cannot accept the case. Better to know immediately that a 
potential client will be difficult with disclosure obligations than to battle with 
him or her down the road, landing you in the middle of possible ethics 
dilemmas and the charred remains of a case. By obtaining many of these 
documents before the initial client meeting or shortly thereafter, and by 
having candid discussions about discovery when evaluating the case and the 
client, you can hope to avoid such disasters.  

Finally, when sending the client a draft of the Statement of Claim for 
pre-filing review, go ahead and include another copy of FINRA’s Document 
Production List 2, and other lists relevant to the claims alleged.   (Many of 
these lists contain redundant categories, and you should clarify that for your 
client).  Tip :  After each request,   we  have three boxes and ask the client to 
check one of the following: 1) Enclosed;  2) Have Already Given to You;  
and, 3) Have No Document Like This.  Send this package with a pre-paid, 
Fed- ex return label included, so all they have to do is drop it in a Fed-ex 
box.   
 
 

Prepare Yourself Thoroughly 
 

Even if you or the client believe that, based on the specific facts of the 
case, some of these documents are irrelevant, it is best to have the client send 
you the documents anyway. This is true for several reasons.  First, if you 
should lose a subsequent Motion to Compel production of those documents, 
you do not have to double back and bother the client for the production. 
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Second, as Edward Bennett Williams used to say, “There is no substitute 
for knowing everything.” Nowhere is this truer than in securities arbitration. 
To properly prepare the case, you need tremendous contextual understanding 
of how your client came to trust this broker in the first instance. You will 
need to know for example about your client’s entire investment history, 
developments in his objectives, finances, health, and risk tolerance – to name 
a few things – in order to get a good sense of who your client is. In contrast 
to some types of practice, (i.e. simple contract or personal injury cases 
involving a single breach or accident, where liability can be shown with 
attention to single events existing almost in a vacuum), preparation and proof 
in a securities arbitration demands in-depth understanding of your client’s 
investment-related background. This involves more than you might think.  
Yes, the presentation at hearing may focus sometimes on a few events, but 
much goes on behind the scenes before you can offer a streamlined 
presentation of even a relatively simple case. The more you can learn early 
on, the more astute you will be at framing and digesting all discovery (and 
informal investigation efforts). As with any case, early and thorough 
discovery also helps identify vulnerable areas that you will need to address or 
resolve.  All this early work pays big dividends. You are better equipped to 
distill the morass of information down to that which will become central, 
credible, and to focus on what makes this case authentic, real. The authentic 
case is, after all, the one that will capture the arbitrators’ interest.  

The last thing you want to do is to present a case that comes across as 
‘canned’, or ‘cookie cutter’. A genuine understanding of a client’s past and 
present investment related endeavors goes a long way to avoiding that pitfall. 
No two cases are the same and what worked in your last case may not work 
at all in the present case. Therefore, as a zealous, diligent advocate, do obtain 
as soon as possible all of your client’s documents responsive to the document 
lists, and otherwise relevant to your specific case. Spend whatever time it 
takes to review all these documents – don’t wait until the eve of production.  
 

 
Problematic Categories of Client Documents 

 
With regard to List 2 of the FINRA Notice to Members 99-90 

(documents to be produced by the customer) a big bone of contention is that 
concerning production of a client’s  financial statement,  or statement of 
client’s assets and liabilities. Nowhere do the Rules state or infer that the 
client must produce or create a document that does not heretofore exist. You 
do not have to ask your client to create such documents.  Nevertheless, 
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brokerage firms usually push for all kinds of extraneous back-up 
documentation that could be used to generate some type of financial 
statement, arguing that this information is important in determining whether 
or not a particular recommendation was suitable, or within the client’s risk 
tolerance and/or investment objective. One perfectly acceptable response to 
this argument goes as follows: Because suitability is a determination that 
must be made at the time of opening the account or making a 
recommendation, (in addition to other times) and if that documentation is 
necessary to assessing a client’s risk tolerance/objectives, then the 
respondent should have the necessary information, or should have asked for 
this information before opening the account/making the recommendation. 
That response wins more than it loses. Notwithstanding these comments, it is 
wise to ask that your client prepare a list of assets and liabilities for the time 
frame at issue, just in case.   

The other item from List 2 that gives pause involves production of tax 
returns. While in a typical suitability case you are going to have to produce 
them, at least schedules B, D & E, you are entitled to and should ask for 
confidentiality. That will often be responded to by a blanket confidentiality 
request of virtually every document you want from the Respondent, 
especially the various Manuals pertaining to compliance, supervision, branch 
office management and more.  

Whether to execute a confidentiality agreement for all such discovery, or 
to take the issue up with the Panel, is a heated subject. There are numerous 
and good arguments from many experienced practitioners on both sides of 
this issue, i.e. agree to overbroad confidentiality agreements for the sake of 
getting what you want quickly, or fight them tooth and nail for the good of 
the cause. For the purposes of this article we are not taking sides on this 
issue. Just know that the privacy and confidentiality of tax returns is far 
easier to explain to an arbitrator and have them agree with you then it is for 
Respondents to argue that their Compliance and Supervisory Manuals should 
be accorded the same protection. The firms can sometimes look pretty 
foolish making that argument.  Notwithstanding your views or on the matter, 
be aware of FINRA’s mentions confidentiality agreements in its Discovery 
Guide as being effective tools for resolving a production dispute. 
 
 

Document Requests To Respondent 
 

As soon as you get the Answer, it is wise to send out your Documents as 
required by List 2.   Note that the production deadline is not actually until 60 
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days from the date the Answer is due.  Nevertheless, we like and propose the 
proactive treatment.  Whenever the production is timely sent, you should also 
send a letter to opposing counsel noting the date when respondent’s 99-90 
production is due – including actual documents, responses and/or objections.  
This is not only a matter of courtesy, (a genuinely good thing), but also starts 
a paper trail should you need to file a Motion to Compel. You definitely want 
the arbitrator(s) - as judges on any Motion to Compel - to see that you have 
been forthcoming and not laying behind the log on the other end. 

Be sure to also request specific categories of documents relevant to the 
particular case, and which are not encompassed within the Discovery Guide.  
The earliest you can serve such a request is 45 days from the date the 
Director of Arbitration serves the Statement of Claim on respondents. In 
keeping with proactive case management, we serve these requests as early as 
possible. 

When the Answer is received, carefully analyze the allegations, even the 
arguments, for explicit or implicit indication that there are relevant 
documents outside the sweep of 99-90 production.  Follow up with a 
document request for these materials. 

Tip: Take some care to frame all your requests in plain English. In 
addition, while you don’t want to unjustly limit yourself in scope, try to fairly 
identify what you really want. For example, in a claim involving excessive 
mark-ups during a narrow time frame, you likely do not need “all order 
tickets” for an account that spanned 5 years.  Err on the side of capturing 
more than less information, but do try to avoid overly broad or vague 
requests.  This thoughtful practice will more likely get you what you want 
and save everyone time later on if clarification is sought through informal 
means or by Motion. Also, keep in mind the fact that at least 2 of the 
arbitrators may not be intimately familiar with industry jargon and culture. 
You want to have all your papers as ‘reader friendly’ as possible in the event 
they are appended to anyone’s Motion to Compel’.  Caveat to Tip: If you are 
dealing with a respondent who has been historically obstructive with you in 
discovery, provide parenthetical references to corresponding CFR provisions 
if applicable. Under 17 CFR § 240.17 (a) -3, brokerage firms are required to 
maintain specific categories of documents. Your reference to certain 
provisions tells your adversary that his client should have the documents, that 
you know this, and that a search for them is warranted.  

By proactively identifying and seeking case specific documents, you not 
only execute your responsibilities, but you send opposing counsel the 
message that you have the expertise and diligence to present a formidable 
case. This expertise and skill may also become apparent to the Panel if 
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Motions to Compel are heard. In some cases where a degree of brokerage 
firm liability seems clear, a skillful document request can prompt quick 
settlement overtures from a respondent who sees that you know what you are 
doing. 

 
 

Customer’s Objections To Discovery 
 

If you are objecting to certain production, try and give a very clear 
reason why the objection is made.  Stay away from the standard, “overly 
burdensome, vague, outside the scope, etc.”  Experienced arbitrators tend to 
gloss over such objections, even if true, as they have heard it so many times. 
Arbitrators may be more inclined to grant Respondent’s request should it 
come to a Motion to Compel hearing on these objections.   In addition, there 
is also glory in ‘taking the high road’ when stating your objections. Finally, 
bear in mind that counsel is required under both the Code of Arbitration 
Procedure, and state ethical rules, to act ‘in good faith’.  

With this in mind, try to plainly explain why the specific request is not 
applicable to this particular case and set of facts. This gives you a chance to 
restate your case and arguments over and over again, so that if the request 
does become the subject of a Motion to Compel the arbitrators are keyed in 
on the facts of this case. When that happens, you stand a better chance of 
winning the Motion to Compel argument, if not the case itself should it go to 
hearing. 

Conversely, if the brokerage firm persists with boilerplate objections to 
your requests, you can point out the apparent lack of good faith in a Motion 
to Compel, if needed. 
 
 

Don’t Be Afraid To Use That Phone 
 

While you need to maintain a proper paper record of all objections and 
your efforts to resolve them, do not to overlook the lost art of picking up the 
phone and calling your adversary!   While the dynamics do not always allow 
for this, or there may be a case where in-house counsel for the brokerage firm 
never seems to be available by phone, there are many situations where direct 
conversation resolves many or all objections. When possible, it helps to deal 
with discovery strife much as you would under federal court ‘good faith’ 
conference requirements. That is not to suggest that a ‘good faith conference’ 
is explicitly required here. It is not. Yet, counsel will do well for the client if 
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he/she can expeditiously clear up or otherwise resolve objections without 
having to pay for arbitrator resolution via a Motion to Compel.  

Conferences with opposing counsel are also great opportunities for you 
to size up your adversary. You also want to listen closely for insights into the 
defense case or strategy. Avoid knee jerk impulses to always be the one 
talking or pushing your point. That has its place. But listening carefully in 
some instances can be more productive. In any of your phone conferences, 
you can also seize the moment to demonstrate your expertise, gain credibility 
and send the message that you believe in your client’s case. Any of these side 
benefits can end up propelling the case outcome in your direction. 

Not Merely a Tip-a Must:  Whatever results from a phone conference, 
written follow-up is essential. Even if you have too little time for a formal 
letter, an email summarizing the outcome of the call is necessary to confirm 
what understanding was or was not reached. If confirming by email, maintain 
a professional tone. Keep in mind the purpose is to provide formal 
communication, and one that may ultimately land before the Panel as an 
attachment to a Motion. 
 
 

Non-Existent Documents? Get the Affirmation 
 

With surprising frequency, respondent firms claim that certain categories 
of documents simply do not exist. This may indeed be true. Or, it may be that 
the firm just didn’t look very hard, if at all. In any event, this is an important 
development.  In some instances the lack of certain documents can be a boon 
to your case. A simple example of this would be the unauthorized trading 
case where the firm has no phone records showing conversations between a 
client and broker on the days in question. Clearly you want to use that 
absence of documentation in your favor. 

FINRA’s Discovery Guide provides that a party claiming non-existence 
of documents must, upon the adversary’s request, provide written affirmation 
by the individual who purportedly conducted the diligent search. The 
affirmation must describe the nature and extent of the search as well as the 
conclusion that the documents do not exist. Do not forget to get the 
affirmation as soon as you receive the ‘non-existent’ response. Employees of 
brokerage firms can move on to places unknown, and you need to lock in this 
development as soon as it occurs. 
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Control of Document Requests and Objections 
 

You really need to control these ‘pleadings’ with a tight grip. Otherwise 
you will find yourself losing track of the status of obligations, and end up 
shuffling through loose papers at final hearing to show that either you have 
properly responded to a particular request, or that your adversary has been 
derelict is a similar way. If you are disorganized, you lose credibility. That 
means you client loses credibility. 

One way to control this paper trail is to generate a single living 
document. Begin with the initial requests, interpose the response/objection 
underneath each request, followed immediately by any rulings thereon, any 
follow up production dates and other commitments regarding the specific 
request. You will want to have this compilation with you at  the final hearing 
for easy reference should any questions arise about  production, what was 
requested or not, produced or not, and particularly for use if an adversary 
offers as evidence  a ‘surprise’ document that should have been produced. 
Whatever your discovery tracking record may be, keep it up to date!   
 
 

Miscellaneous 
 

Subpoenas - The current code eliminates the prior disputes about 
attorney-generated subpoenas. Only arbitrators may issue subpoenas upon 
written motion from counsel with a draft subpoena attached. The details are 
set forth in CAP Rule 12512 and must be strictly followed. Although use of 
subpoenas is now more restricted, it still provides a tool that may be fruitful 
in you case. 

Investigative Resources - Now here is a treasure trove for all to exploit.  
Many of you are proficient in using the Internet for factual and legal 
research. The tools available are so vast we do not review them here. In 
addition there are traditional sources of information that can be had at very 
low cost. A terrific summary of what is available may be found in § 9-6 
What Customers Should Request and the Internet, Securities Arbitration 
Procedure Manual, Fifth Edition, by David E. Robbins, LexisNexis. 
(available online). 
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Closing 
  

Discovery under the FINRA CAP, as with virtually everything associated 
with securities arbitration, is a world unto itself. Seasoned Respondents’ 
counsels know this. They know they can get away with more than they 
would be able to in a Court. For that reason you cannot rely on anyone or 
anything other than your knowledge of the rules and your own diligent 
efforts to make sure that in this game of ‘fetch’ when you throw out a tennis 
ball you are not brought back a chewed-up slipper, or worse, no slipper at all. 
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Notes & Observations 
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FLORIDA ENACTS “SWEEPING NEW” CHANGES  
TO ITS SECURITIES LAW. 

 
Donald A. Rett1 

 
The recently concluded session of the Florida legislature added 

substantial regulatory authority to the Florida Office of Financial Regulation 
(“OFR”) and other State agencies to enforce new powers granted under a 
2009 amendment to the Florida Securities Act (“FSA”). 

Initially, the Florida Office of Statewide Prosecution may now 
investigate any criminal violation of the FSA, while for the first time ever the 
Florida Attorney General’s Office may investigate violations of the 
Commodity Exchange Act, as well as violations of the FSA’s anti-fraud 
provisions.  The OFR has been granted authority to apply to a court to 
impose monetary civil penalties for FSA violations, ranging from $10,000 to 
$50,000 for natural persons and from $25,000 to $250,000 for other persons.   
See FSA §517.191(4). 

Administrative fines, previously capped at $5,000 per violation, are now 
pegged at $10,000. The OFR may deny an applicant (permanently, or for a 
specified time period) from submitting an application or notification for a 
license or registration where such person is found to have violated and 
provision of the FSA, any rule or order adopted by the OFR, or any written 
agreement entered into with such agency. 

Florida’s existing statute of limitations has been greatly extended when 
an enforcement action is brought, ranging from within six years following 
discovery of a cause of action (knew or should have known), but not beyond 
eight years following the date of the violation. See FSA §517.191(7).  Left 
undisturbed by this legislation was the traditional civil rescissionary remedy -  
found  not in the FSA itself but  under  § 95.11(4)(e), Florida Statutes –of  
two years  following discovery of a cause of action, but more than five years 
from the date of violation. 

                                                            

1. Donald Rett, Esq. is a former staff attorney for the Securities and Exchange 
Commission and was the first attorney to be Director of the Florida Division of 
Securities.  He maintains an active securities practice in Tallahassee, FL, including 
expert witness assignments, representation of brokers seeking registration (or re-
registration) in Florida and the preparation of private placement memoranda.  He has 
served two terms on the Board of the Florida Securities Dealers Association, and was 
a mutual fund director for fifteen years. Don can be reached at 850-298-4454 or visit 
his website www.donrett.com. 
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The new law gives the Financial Services Commission (“FSC”) the 
authority to establish (by rule) “disciplinary guidelines” by which an 
applicant may be disqualified from applying for licensure, based upon 
criminal convictions, nolo contendere pleas, or pleas of guilt (regardless of 
whether adjudication was withheld).  The disqualifying periods range from 
five years for a misdemeanor, to fifteen years for a felony, and may be 
applied against an applicant; any partner, member, officer or director of the 
applicant, or “any person having a similar status or performing similar 
functions, or any person directly or indirectly controlling the applicant”.    

Registrations granted to, and applications from, brokerage firms, 
associated persons, investment advisers, even branch offices may be revoked 
or denied where any member, principal, or director of the applicant or 
registrant or any person having a similar status or performing similar 
functions; or any person directly or indirectly controlling the applicant or 
registrant  has violated any provision of the FSA (or any rule or order under 
that statute), or has committed any of the enumerated misdeeds in section 
517.161 of the FSA or the rules promulgated under that section. 

Also, brokerage firms, associated persons, investment advisors, and even 
branch offices face summary suspension should such registered entity fail to 
provide to OFR – following a written request - any of the books and records 
required to be maintained by the FSA. 

Conclusion: This legislation was sponsored in the Florida House of 
Representatives by Rep. Tom Grady, R-Naples, a long standing PIABA 
member.  The impetus for this legislation may well have been media efforts 
to connect the Florida housing market collapse to perceived laxity in 
licensing for mortgage brokers by personnel in Florida’s OFR.  The pot was 
further stirred by the vast attention given to Mr. Madoff’s shenanigans and 
the discovery that there were more than a few Madoff knock-offs in Florida. 
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RECENT ARBITRATION AWARDS 
 

Jason M. Kueser1 
 
C.A.S.E. Credit Union v. Prudential Equity Group, LLC 
FINRA Case No. 07-00712 

Claimant is a Lansing, Michigan based state chartered credit union 
formerly named Capital Area School Employees Credit Union to reflect its 
base of largely teachers and other school workers.  The credit union, which 
had more than $150,000,000 of investable assets, relied on several different 
brokerage firms to help manage its portfolio.  The credit union had a general 
investment philosophy of capital preservation and income, keeping all 
investments very short term.  After losing its CFO and internal investment 
manager, the credit union turned to Prudential’s Credit Strategies Investment 
Group, headed by investment advisor Mark Wickard, to help maintain its 
portfolio. 

Upon reviewing the portfolio, Prudential and its brokers recommended 
the credit union purchase roughly $16,000,000 in CMOs and a $3,000,000 
Interest Only CMO strip (“IO”), which was to act as a hedge against rising 
interest rates which would negatively impact the CMO portfolio.  Despite 
having no experience in CMOs or their derivatives, Prudential was able to 
convince the CEO and other investment officers of the credit union who were 
filling in until a new CFO could be found to agree to the purchases.  In 
addition, Prudential convinced the credit union to purchase a Bloomberg 
Terminal to be able to watch its new investments. 

While the CMOs performed satisfactorily, the IO quickly began losing 
significant value.  In a few short months, the IO was down more than $1 
million.  During that time, as the credit union became more proficient in 
using the Bloomberg Terminal, it also became clear that Prudential had 
manipulated some of the information it used to sell the IO.  Ultimately, the 
IO was sold less than a year after its purchase for roughly a $1.3 million loss.   

Claimant asserted the following claims:  (1) fraud; (2) negligence; (3) 
failure to supervise; (4) breach of contract; (5) suitability; (6) mis-
representations and omissions; and (7) violation of Michigan Securities Act.  
At the close of the hearing, Claimants requested (1) compensatory damages 

                                                            
1. Jason M. Kueser is with The Kueser Law Firm, in Lees Summit, Missouri. 

Mr. Kueser can be reached at jason@jmkesquire.com. 
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of $1,300,000; (2) witness fees equal to $20,000; (3) interest at the statutory 
rate and (4) attorneys’ fees. 

Respondent generally denied Claimant’s claims and raised various 
affirmative defenses. 

Award:  The Panel ordered Respondent to pay Claimants $900,000 in 
compensatory damages, pre-judgment interest at the rate of 6% which it 
calculated as an additional $48,443, $30,000 in costs, and $50,000 for 
attorneys’ fees pursuant to MCLA 451.810. 

Claimants’ Counsel: Samuel B. Edwards and Robert A. Kantas, 
Shepherd, Smith, Kantas & Edwards, LLP; Houston, Texas.  

Respondent’s Counsel: Brian Witus, Hertz, Schram & Saretsky, PC; 
Bloomfield Hills, Michigan. 

Claimant’s Experts:  Dr. Craig J. McCann, Securities Litigation & 
Consulting Group and Louis Straney, Arbitration Instight. 

Respondents’ Expert:  James Brucki (did not testify) 
Arbitrators:  Jeffry M. Bauer (Chairperson), Patrick R. Sughroue 

(Public), and William C. Kubicz (Non-Public) 
This award is significant as it represents a large percentage recovery of 

the losses on the IO along with full reimbursement for costs, interests and 
part of the attorney’s fees.  The award also represents virtually all of the 
damages Dr. McCann testified were created in “over charging” for the IO.  
Most importantly, the award is significant because it demonstrates that 
brokerage firms may not misrepresent material facts or omit material details 
when selling an investment, even to a sophisticated investor.  In this case, the 
credit union had several officers and a set procedure for evaluating 
investments.  In addition, the credit union actually purchased its own 
Bloomberg Terminal.  Nevertheless, the evidence showed that the broker had 
manipulated the prepayment speeds in the models he showed to Claimant to 
make the IO appear more attractive and ultimately, the Panel found such 
manipulation was a violation of the Michigan Securities Act.  
 
 
William Hamilton Smythe, III, Individually, William H. Smythe, IV Trust, 
William H. Smythe III, Trustee, and Smythe Children’s Trust v. Morgan 
Keegan & Company, Inc. 
FINRA Case No. 08-01423 

Claimants purchased shares in various Morgan Keegan Funds, including 
RMK Select Intermediate Bond Fund, RMK Advantage Income Fund, RMK 
Strategic Income Fund, and RMK Multi-Sector High Income Fund.  Morgan 
Keegan sold these shares to Claimants as being “like bonds but with a higher 
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yield” and that the funds were broadly diversified.  Morgan Keegan also 
consistently assured Claimants that its manager knew how to find value in 
the market and that Claimants could rely on the safety of the funds, including 
that the funds were a viable alternative to money market accounts.  Even as 
the funds declined in value, Morgan Keegan continued to reassure Claimants 
that the funds were stable, the principal remained safe, that the dividends 
were secure, and encouraged Claimants to remain invested.  Morgan Keegan 
made similar misrepresentations to other investors, regardless of age, 
income, or economic circumstances.   

Claimants’ claims focused on: (1) the fact that despite having a net worth 
of approximately $30 million and admitting to being a sophisticated investor 
regarding other types of investments, Claimant did not have knowledge of 
CDOs and the other investments in the RMK funds; (2) Morgan Keegan did 
not disclose risks and other information about the investments to the broker; 
and (3) Morgan Keegan did not have an automated supervisory system in 
place and the branch office manger did not understand basic concepts related 
to the investments in the RMK funds. 

Morgan Keegan filed Motions in Limine to prohibit expert testimony as 
well as evidence pertaining to the management of the funds.  The Panel 
denied these motions.  In addition, Morgan Keegan’s attorneys spent hours 
on voir dire of Claimants’ expert in an unsuccessful attempt to discredit him. 

Claimants asserted the following claims:  (1) breach of fiduciary duty; 
(2) negligence; (3) failure to supervise; (4) breach of contract; (5) suitability; 
(6) misrepresentations and omissions; and (7) violation of FINRA rules.  At 
the close of the hearing, Claimants requested (1) compensatory damages of 
$754,000; (2) witness fees equal to $20,000; and (3) attorneys’ fees. 

Respondent generally denied Claimants’ claims and raised various 
affirmative defenses. 

Award:  The Panel ordered Respondent to pay Claimants $697,000 in 
compensatory damages, pre-judgment interest at the rate of 8% per year from 
October 19, 2007 until November 6, 2009, $20,000 in witness fees, and 
$195,180 for attorneys’ fees pursuant to Tennessee Code Annotated Section 
48-2-121. 

Claimants’ Counsel: Jan Douglas Atlas, Esq., Adorno & Yoss, LLP, Fort 
Lauderdale, Florida and Dale Ledbetter, Esq., Ledbetter & Associates, PA, 
Fort Lauderdale, Florida. 

Respondent’s Counsel: John S. Golwen, Esq. and David Esquivel, Esq., 
Bass Berry & Smis, PLC, Memphis, Tennessee. 

Claimant’s Expert:  Dr. Craig J. McCann, Securities Litigation & 
Consulting Group. 
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Respondents’ Expert:  Christopher Laursen, NERA Economic 
Consulting; Stephen Scales, Scales Consulting Group. 

Arbitrators:  Michael Hill (Public Chairperson), Eric Buchanan (Public), 
and Eugene Katz (Non-Public) 

This award is significant as it represents a full recovery of losses, plus 
the arbitration panel ordered Morgan Keegan to pay approximately $200,000 
in attorneys’ fees, as well as $20,000 in witness fees.  Although Claimant had 
a net worth of approximately $30 million, had only sustained losses of 
approximately $700,000, and admitted to being a sophisticated investor on 
other types of investments, the Panel issued a full damages award.  
Furthermore, Claimants’ counsel felt that the testimony of James L. Kelsoe, 
one of the creators of the RMK Funds, was advantageous.  
 
 
Alan K. Meinen, Jane A. Meinen, and The Meinen Family Partnership, 
Ltd. v. American General Securities Inc., Shawn Edward Goheen, Goheen 
Financial Group, LP, Goheen & Associates, and GGG Holdings, LP 
FINRA Case No. 08-00858 

In 1992, a gas storage facility near Brenham, Texas leaked natural gas 
vapors that ignited and exploded.  The explosion killed Claimants’ five year 
old son, Derrick, and severely injured Jane Meinen.  As a result of this 
catastrophic accident, Claimants received a substantial amount of monetary 
compensation. 

In 2004, Claimants met Respondent Goheen during a tennis camp that 
their daughters attended.  Goheen informed Meinen that he was an 
investment specialist and Meinen related that he was looking for an 
investment firm to handle his money.  Goheen held himself out as a 
representative of American General Securities Incorporated (“AGSI”).  After 
meeting with Goheen, Claimants opened an account with AGSI in May 2004 
with a deposit of approximately $5.5 million. 

From February 15, 2006 through March 29, 2007, Goheen sold 
Claimants interests in a number of limited partnerships that he was involved 
in, including but not limited to:  Juliet Homes, LP; Juliet Purchasing 
Services, LP; Juliet Associates I, LP; Materials Financing Specialists, LP; 
and Juliet-Beaumont, LP.  During this period, these entities made numerous 
payments totaling more than $370,000 to Goheen.  Ultimately, Claimants lost 
more than one-half of their liquid net worth in these “investments.” 

During discovery, Claimants learned that as early as March 2004, AGSI 
had knowledge that Goheen was involved in outside business activities.  In 



2009] RECENT ARBITRATION AWARDS   307 

 

December 2007, Goheen was discharged by AGSI for engaging in business 
activities without disclosing to the firm.   

Claimants asserted the following causes of action: (1) breach of fiduciary 
duty; (2) failure to supervise; (3) violations of NASD Rules 3030, 2110, and 
2330; (4) failure to exercise due diligence in making recommendations; (5) 
violation of NASD Rule 2310 (suitability); (6) fraud in the sale of stock and 
real estate; (7) violations of the Texas Securities Act; (8) violation of federal 
securities law; (9) violation of the Texas Deceptive Trade Practices-
Consumer Protection Act; and (10) breach of contract.  

The causes of action related to Claimants’ allegations that Goheen 
invested Claimants’ funds in contravention of Claimants’ conservative 
investment goals. Claimants also alleged that Goheen convinced them to 
extend a personal loan to Goheen to become involved in oil and gas leases. 
Claimants asserted that AGSI failed to provide a comprehensive supervisory 
system that could have prevented Goheen’s “selling away” transactions. 

AGSI denied the allegations made in the Statement of Claim and asserted 
affirmative defenses including the following: (1) failure to state a claim for 
which relief can be granted; (2) applicable statutes of limitation; (3) waiver, 
ratification, acquiescence, and estoppel; and (4) AGSI was not the proximate 
cause of Claimants’ alleged losses.  

Goheen denied the allegations made in the Statement of Claim and 
asserted affirmative defenses including the following: (1) contributory 
negligence/proportionate responsibility; (2) waiver; (3) estoppel; (4) lack of 
reliance; (5) ratification; (6) assumption of risk; (7) failure to state a claim for 
which relief can be granted; (7) lack of a private right of action under SRO 
rules; (8) sole proximate cause; (9) new and independent cause; and (10) 
responsible third party(ies) under Chapter 33 of the Texas Civil Practice & 
Remedies Code. 

Claimants requested approximately $5.5 million in compensatory 
damages, as well as treble damages. 

Award: The Panel dismissed Claimants’ claims against American 
General Securities with prejudice.  However, the Panel found the broker 
liable for disgorgement and ordered him to pay Claimants $370,000.00 in 
commissions made from selling away transactions, as well as $931,250.00 in 
compensatory damages.  The Panel also ordered the Broker to pay Claimants 
post-judgment interest at the rate of 5% per year.   

Claimants’ Counsel: Melanie D. Bragg, Esq., Bragg & Associates, 
Houston, Texas, and Leonard J. Meyer, Esq., Zimmerman, Axelrad, Stem & 
Wise, P.C., Houston, Texas 
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Respondent’s Counsel: American General Securities was represented by 
A. Inge Seldon, Esq. and Melinda Lucas Peevy, Esq., Maynard Cooper & 
Gale, P.C., Birmingham, Alabama.  Respondent Goheen was represented by 
David K. Bissinger, Esq. and Gerald S. Siegmyer, Siegmyer, Oshman & 
Bissinger LLP, Houston, Texas 

Claimant’s Experts:  Lane Fentriss (Compliance); Warren Edmundson, 
Securities Arbitration Services, Inc.; Dr. Mark Kunik, M.D., Baylor College 
of Medicine; and Dr. Robert Harper, Ph.D., Baylor College of Medicine 

Respondents’ Expert:  None 
Arbitrators:  Raymond C. Kerr (Chairperson), Mark Edward Tredennick 

(Public ), and James E. Lane (Non-Public). 
This case is significant even though the Panel only awarded 

approximately 25% of the compensatory damages sought and dismissed 
AGSI apparently due to its conclusion that AGSI was not liable for selling 
away.  Nevertheless, the Panel ordered the broker to pay $370,000 as 
disgorgement of commissions plus approximately $1,000,000 in damages.  In 
addition, during the hearing, Claimants used psychological test results and 
the testimony of two doctors/expert witnesses that Claimant did not have the 
capacity to make financial decisions for himself.  
 
 
Phillip Richardson, as Trustee of the Phillip Richardson Revocable Trust 
and Kay Richardson, as Trustee of the Phillip Richardson Revocable Trust 
v. Morgan Keegan & Company, Inc. 
FINRA Case No. 08-01333 

Claimant was a former president of a mortgage brokerage business with 
a degree in economics from Princeton.  Claimant purchased various Morgan 
Keegan bond funds and sustained significant principal losses.   

Claimant had retired from the mortgage business in 1991 and had no 
experience with asset backed securities, such as those invested in the funds.  
Claimant never knew about the esoteric investments in the funds or the 
undisclosed leveraged risk. During the hearing, the broker admitted that he 
did not know the full extent of the asset backed securities in the funds, but 
rather, only that they were supposedly of good credit quality and that the 
banking and credit crises were to blame.  

Claimants were able to demonstrate that the cause of the loss was 
specifically related to the investments and not the banking and credit crises.  
Claimants also effectively utilized the performance of other high yield funds 
that had comparable investment objectives, but dissimilar returns. 
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Throughout the hearing, Respondent’s broker, expert, and attorneys 
demonstrated an inability to agree on the funds’ level of risk.  Claimants also 
introduced conflicting public statements about the conservative risk of the 
funds and the internal communications that essentially said the funds were 
speculative.  

Claimants asserted the following claims:  (1) breach of fiduciary duty; 
(2) negligence; (3) negligent supervision; (4) fraud; (5) breach of contract; 
(6) violation of § 11 of the Securities Act of 1933; (7) violation of § 12(a)(2) 
of the Securities Act of 1933; and, (8) violation of the Virginia Securities 
Act.  Respondent generally denied the allegations made in the Statement of 
Claim and asserted various affirmative defenses. 

Claimants requested rescission and/or statutory damages of $1 million, 
plus interest, costs, attorneys’ fee, and other relief.   

Award:  The Panel ordered Morgan Keegan to pay Claimants $411,000 
in compensatory damages, plus $20,000 in costs. 

Claimants’ Counsel: Jeffrey Sonn, Esq., Jeffrey Erez, Esq., and Stefan 
M. Apotheker, Esq., Sonn & Erez, PLC, Ft. Lauderdale, Florida. 

Respondent’s Counsel: Joshua D. Jones, Esq. and John Bolus, Esq., 
Maynard, Cooper & Gale, PC, Birmingham, Alabama. 

Claimant’s Expert: Dr. Craig McCann 
Respondents’ Expert: Steven Scales 
Arbitrators:  Thomas Anthony Van Tiem, Sr. (Chairperson); S. Harvey 

Ziegler (Public); and Marc S. Piven (Non-Public) 
The award is significant as it represented approximately 90% of the 

Claimants’ capital losses and approximately 120% of the Claimants’ net out 
of pocket losses.  In addition, the Panel awarded full costs of the expert 
witness. 
 
 
Josephine L. DesParte v. William Blair & Company, LLC, William Harold 
Ross, and Brian Lance Kasal 
FINRA Case No. 09-00572 

Claimant had accumulated various positions in tax-free municipal bonds, 
income funds, and stock in Dun & Bradstreet, Moody’s, and IMS Healthcare 
in a commission-based, non-discretionary account.  She had maintained this 
account since 1979 and since that time, the account had relatively little 
historical activity.  Claimant had also instructed Respondents not to sell or 
otherwise liquidate any of her positions. 

At the age of 88 years old, Respondent changed Claimant’s account to a 
discretionary fee-based investment advisory account.  As a result, 
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Respondent William Blair received a fee equal to 1.5% of the value of the 
equity positions in Claimant’s accounts and 0.35% of the value of the fixed 
income assets.  Claimant also alleged that she was not told that her account 
had been changed to this format and that she had not received paper 
statements because the account was converted to electronic statements and 
she did not own a computer and did not have an e-mail address. 

Respondents Ross and Kasal began selling Claimants municipal bond 
funds and used the proceeds to purchase more equities, which provided a 
larger fee as a percentage of assets.  Because Claimant did not have access to 
her statements, she was unaware of this activity.  These transactions resulted 
in losses, as well as a significant amount of capital gains tax liability. 

Claimant alleged the following causes of action:  (1) breach of fiduciary 
duty; (2) omissions; (3) negligence; (4) negligent supervision; (5) violation 
of the Illinois Securities Law of 1953; and, (6) violation of the Illinois 
Consumer Fraud and Deceptive Business Practices Act.  Respondent 
generally denied the claims and asserted various affirmative defenses.  At the 
hearing, Claimants requested compensatory damages of between $1.1 million 
and $1.47 million.   

Award: The Panel ordered Respondents to pay $655,146 in 
compensatory damages, plus $380,000 in capital gains taxes, and $82,719 for 
disgorgement of fees. 

Claimants’ Counsel: Andrew Stoltmann, Esq., Stoltmann Law Offices, 
PC, Chicago, Illinois. 

Respondent’s Counsel: Philip M. Goldberg, Esq. and Andrea K. Zollett, 
Esq., Foley & Lardner, LLP, Chicago, Illinois. 

Claimant’s Experts:  Richard Evans. 
Respondents’ Expert: Robert Moore. 
Arbitrators:  John N. Chapin, Jr. (Chairperson); Joseph Fitzsimmons 

(Public); and John T. Keefe (Non-Public) 
This case is significant as the award represented a full recovery of 

Claimant’s losses, plus all capital gain taxes paid and full disgorgement of 
fees. 

 
 

Joyce Wilfong and Maxine Street v. Morgan Keegan & Company, Inc. 
FINRA Case No. 08-01068 

Claimants purchased shares in various Morgan Keegan Funds, including 
RMK Advantage Income Fund and RMK High Income Fund.  Prior to the 
hearing, Claimant Street settled her claims.  Claimant Wilfong was an 
unsophisticated investor whose son was a Morgan Keegan broker.  The 
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broker relied on assurances provided to him by James Kelsoe, the Manager 
of the RMK funds, as well as others at Morgan Keegan as to the risks and 
other characteristics of the fund.  Based upon this information, he felt the 
funds were safe, income-oriented investments that would be suitable for 
Claimant’s retirement accounts.  In late 2007, the broker had moved to UBS 
and Claimant’s retirement assets followed. 

Morgan Keegan sold these shares to Claimants as being a money market 
alternative.  However, the funds contained highly speculative investments 
that were not suitable for Claimants.  This was supported by Bloomberg, 
which classified the funds as “speculative.”  Furthermore, the funds were 
highly leveraged and had significantly overlapping investments, which 
obfuscated any diversification. 

At the hearing, Claimants’ case focused on: (1) that Morgan Keegan did 
not disclose risks and other information about the investments to Claimant or 
the broker; (2) that the case was not one in which the broker made 
misrepresentations in order to make a sale, but rather, one in which Morgan 
Keegan made a substantial profit by manipulating the entire market, 
including its own brokers, as to the nature of its proprietary funds; and (3) 
Morgan Keegan did not have an automated supervisory system in place and 
the branch office manger did not understand basic concepts related to the 
investments in the RMK funds. 

Morgan Keegan filed Motions in Limine to prohibit expert testimony as 
well as evidence pertaining to the management of the funds.  The Panel 
denied these motions.  In addition, Morgan Keegan’s attorneys spent hours 
on voir dire of Claimants’ expert in an unsuccessful attempt to discredit him. 

Claimants asserted the following claims:  (1) misrepresentations and 
omissions; (2) breach of fiduciary duty; (3) suitability; (4) negligence; (5) 
failure to supervise; (6) breach of contract; (7) respondeat superior; and (8) 
violation of FINRA rules.   

At the close of the hearing, Claimant Wilfong requested (1) 
compensatory damages of $72,000; (2) witness fees equal to $10,000; (3) 
other expenses in the amount of $11,000; and (4) attorneys’ fees of $21,500. 

Respondent generally denied Claimants’ claims and raised various 
affirmative defenses. 

Award:  The Panel ordered Respondent to pay Claimants $68,475 in 
compensatory damages, $11,000 in costs, $10,000 in witness fees, and 
$19,173 for attorneys’ fees pursuant to Tennessee Code Annotated Section 
48-2-121. 

Claimants’ Counsel: Dale Ledbetter, Esq., Ledbetter & Associates, PA, 
Fort Lauderdale, Florida. 
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Respondent’s Counsel: Shepherd D. Tate, Esq., Bass Berry & Smis, 
PLC, Memphis, Tennessee. 

Claimant’s Expert:  Jeffery Schaff. 
Respondents’ Expert:  Dr. Patrick Conroy, NERA Economic Consulting; 

Stephen Scales, Scales Consulting Group. 
Arbitrators:  Gloria Liddell (Chairperson), Patricia Vital (Public), and 

Eugene Katz (Non-Public) 
This award is significant as it represents a full recovery of losses, plus 

the arbitration panel ordered Morgan Keegan to pay approximately $20,000 
in attorneys’ fees, as well as $21,000 in witness fees and other expenses.  
Claimants’ counsel also noted that the testimony of brokers who had left 
Morgan Keegan varies significantly from the testimony (in other cases) of 
brokers who remain with the firm.  The difference in testimony relates to 
many issues, including the amount of training the brokers received about the 
RMK funds. 
 
 
Everett C. Ross, individually and as trustee of Everett C. and Imogene G. 
Ross Trust, et al. v. Charles Schwab & Co., Inc. 
FINRA Case No. 08-02082 
 
Phillip Rein v. Stifel, Nicolaus & Company, Inc. 
FINRA Case No. 07-01495 
 
Jin O. Cha, lan Kim, Jun H. Kwon, Terry and Chong M. Cha, Charles and 
Sara Cho, Sang Kyun Kim, Paper Design Clothing, Inc., Won P. Yim, and 
Chong Suk Yim v. EI Asset Management, Inc. 
FINRA Case No. 07-02044 
 
Lawrence Donald Casey, Lawrence Donald Casey, IRA, Noel A. Vitug, Jr., 
Noel A. Vitug, Jr., IRA, Rose Vitug, and Bruno and Carol Anne Schmidt, 
individually and as JTWROS v. John F. Winnick, I.C.R. Financial Center, 
Inc., Adolf F. Kohn, Charles J. Helfrich, Jr., Irene Maria Gerold, and 
Angeles Capital Group, LLC. 
FINRA Case No. 08-00738 
 
David L. Woods and Twila R. Woods, Trustees of The Woods Family 
Living Trust v. Raymond H. Johnson, Pinnacle Advisors Group, LLC, 
WFG Investments, Inc., and National Financial Services LLC 
FINRA Case No. 08-00455 
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CASES & MATERIALS 
 

Timothy A. Canning1 
 

Following are summaries of recent cases that may be of interest, 
from state and federal courts involving arbitration or securities, 
arranged generally by topic. 

 
 

BEFORE THE ARBITRATION 
 
 
Arbitration Agreements:  Enforcement By A Non-Signatory 
 

There is no requirement that a party moving to compel arbitration must 
have signed the arbitration agreement.  
 
Wald v. 1 Financial Marketplace Securities, LLC 
(E.D. Pa.  10/5/2009) 2009 WL 3209930 
 

A former customer brought suit against a brokerage firm.  The brokerage 
firm moved to compel arbitration pursuant to an arbitration clause in its 
“Customer Agreement”.  The customer opposed arbitration, arguing that the 
Client Account Record Form and Customer Agreement containing the 
arbitration clause at issue was not a valid contract because it did not contain 
signatures for 1 Financial Securities; and further contended that the 
arbitration clause did not apply to the investment at issue (a private 
placement that was sold by 1 Financial, but which was not held in an 
account). 

To the court, the customer appeared to be claiming that defendants did 
not have standing to enforce the arbitration clause contained in the Customer 
Agreement because they did not sign the agreements.  As a general rule, 
signatures are not required for a binding contract unless such signatures are 
expressly required by law or by the intent of the parties. 

The court concluded that the lack of a signature block on the Customer 
Agreement for 1 Financial Securities did not mean that the agreement was 

                                                 
1. Timothy A. Canning, an attorney in Arcata, California, is a PIABA member 

whose practice is devoted primarily to representing parties in securities and 
investment – related disputes, in court and in arbitration.  
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unenforceable, but instead meant that the parties did not intend to require a 
signature on behalf of 1 Financial Securities in order to consummate the 
contract. Even viewing the facts in the light most favorable to the customer, 
reasonable people could not disagree that the Client Account Record Form 
and Customer Agreement was intended to bind 1 Financial Securities. 
Accordingly, the court found that 1 Financial Securities was bound by the 
arbitration clause and may therefore enforce its terms. 

The Client Account Record and Customer Agreement applied expressly 
to the customer’s IRA account.  The former customer argued that because his 
IRA account never contained the private placement investment at issue, the 
investment was never a part of 1 Financial Securities' “business” and hence 
the arbitration clause did not cover this dispute.  

In rejecting this argument, the court observed that the Customer 
Agreement did not contain any language that confined 1 Financial Securities' 
“business” to the IRA. Rather, the Customer Agreement appeared to 
contemplate a broad range of investment activity. 

Indeed, the Third Circuit has interpreted an arbitration clause that used 
similar language as applying broadly to the “business relationship” between 
the parties, not as applying narrowly to the type of business in which one 
party was supposedly involved. Furthermore, the Third Circuit has held that 
“when phrases such as ‘arising under’ and ‘arising out of’ appear in 
arbitration provisions, they are normally given broad construction.”  

In this case, the Customer Agreement provided terms concerning the 
responsibilities of the parties, including that the customer understood that he 
was to read and understand the terms of a private placement memorandum 
regarding a security before placing any purchase order for it.  The customer 
alleged that defendants prepared and delivered to him a private placement 
memorandum regarding the investment, that defendants deceived him into 
investing, and that he was too unsophisticated to be responsible for the loss 
of his investment.  

These factual underpinnings of the customer's complaint clearly arose 
out of and were related to the agreement between the customer and 1 
Financial Securities.  The court ordered the parties to arbitrate.  
 
 
Arbitration Agreements:  Enforcement Against A Non-Signatory 
 

An employee’s arbitration agreement with one company does not bind an 
affiliated company to arbitrate unless there is evidence that the affiliated 
company exercised dominance and control over the signatory company.  



2009] CASES & MATERIALS               315 

Variable Annuity Life Ins. Co. (VALIC) v. Dull 
(S.D. Fla 9/22/2009) 2009 WL 3064750 
 

VALIC (a company which was not a FINRA member) filed an action for 
injunctive relief against its former employee, Dull, alleging that Dull 
misappropriated VALIC trade secrets and confidential and proprietary 
information.  Dull moved to compel arbitration on the basis of an arbitration 
clause which provided that all disputes arising from or under an agreement 
between Dull and VFA (VALIC’s wholly-owned broker-dealer subsidiary 
and a FINRA member firm) would be resolved under FINRA’s Code of 
Arbitration Procedure.  

As a condition of employment with VALIC, Dull was required to 
execute a Registered Representative Agreement.  Through the Agreement, 
Dull was authorized to market and sell products offered for sale by and 
through VFA and VFA's “Affiliated Companies.”  The term “Affiliated 
Companies” was defined in the contract to include VALIC. 

In support of his motion to compel VALIC to arbitrate, Dull contended 
that the affiliation between VALIC and VFA was very strong and 
interrelated; that both companies were under substantially common control 
and ownership; and that Dull's NASD registration was a legal obligation and 
an integral part of his relationship with both VALIC and VFA as well as a 
requirement for his employment at VALIC. 

The court held that those contentions were not enough to bind VALIC to 
the arbitration agreement between Dull and VALIC’s subsidiary.  In cases 
involving entities that have a parent-subsidiary relationship, a parent may be 
bound to arbitrate by piercing the corporate veil where the subsidiary is 
merely the instrumentality and the parent is the subsidiary's alter ego.  
Generally, though, a corporate relationship alone will not be sufficient to 
bind a nonsignatory to an arbitration agreement.  

Further, it is not enough that the two entities are affiliated; instead, the 
two entities must be essentially one entity.  In order to justify piercing the 
corporate veil and have the arbitration agreement enforced against the alter 
ego, the relationship between the signatory and the alter ego must be one 
where the alter ego so dominates and controls the affairs of the signatory 
such that the signatory cannot be said to have any independent existence or 
will of its own.  Moreover, absent findings of fraud or bad faith, a 
corporation is entitled to a presumption of separateness from a sister 
corporation even if both are controlled by the same individuals. 

Dull did not make any allegation nor present any evidence to support the 
notion that VALIC exercised dominance and control over VFA.  Dull did not 
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allege any indicators of the type of relationship between VALIC and VFA 
that would justify piercing the corporate veil.  Dull alleged only that the 
companies were affiliated.  A lone allegation of mere affiliation, however, 
does not suggest, let alone prove, that VALIC controlled VFA or that they 
were essentially one entity.  

Accordingly, the court held it could not pierce the corporate veil and 
require VALIC to arbitrate the dispute, and denied the employee’s motion to 
compel arbitration.  
 
 
Compelling Arbitration:  Refusal To Arbitrate Required 
 

A petition to compel arbitration under the Federal Arbitration Act does 
not lie where the parties have only been unable to agree on an arbitration 
location, because the party opposing the petition has not refused to arbitrate.  
 
Carrington Capital Management, LLC v. Spring Inv. Service, Inc. 
(2nd Cir., 9/22/2009) 2009 WL 3018039 
 

A hedge fund manager and a broker dealer entered into a distribution 
agreement, which included an arbitration clause.  The arbitration clause 
provided for arbitration at a mutually agreeable location. Spring commenced 
an arbitration proceeding, specifying a location for the hearing.   Carrington 
objected to the venue of the arbitration.  When Spring refused to agree to a 
venue that was acceptable to Carrington, Carrington brought this action to 
compel Spring to arbitrate at a “mutually agreeable” location.   The District 
Court denied Carrington’s petition to compel arbitration. 

On appeal, Carrington argued that Spring “refused” to arbitrate by failing 
to meet and confer on a “mutually agreeable” location for the arbitration. 
Carrington specifically argued that Spring's unilateral commencement of an 
arbitration in the location of its choice-rather than a mutually agreeable 
location-constituted a refusal by Spring to arbitrate in the manner provided 
for in the agreement. 

Spring contended, however, that in order to have standing to compel 
arbitration under 9 U.S.C. § 4, the petitioning party must demonstrate that 
they are aggrieved by the other party's complete refusal to arbitrate.   

The Second Circuit agreed, holding that Spring had not refused to 
arbitrate within the meaning of 9 U.S.C. § 4 because it had neither 
commenced litigation in lieu of arbitration (in fact, it was Carrington that 
commenced the instant litigation) nor had Spring refused to abide by an order 
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from an arbitrator to arbitrate its dispute with Carrington. Indeed, it was 
Spring that initiated the arbitration.  

Because there was undisputedly a valid agreement to arbitrate and the 
party opposing the petition to compel arbitration-Spring-had not refused to 
arbitrate, Carrington could not employ 9 U.S.C. § 4 to compel arbitration. 
 
 
Compelling Arbitration:  Selling Away 
 

A brokerage firm may assert a “selling away” defense without waiving 
its right to compel arbitration.  
 
 
Resisting Arbitration:  Unconscionability 
 

An arbitration agreement which imposes high costs upon 
investor/consumers, by way of requiring three JAMS arbitrators and 
prohibiting joinder of claims, is unenforceable as unconscionable. 
 
Parada v. Superior Court (Monex Deposit Co.) 
(Cal.App. 8/26/2009) 176 Cal.App.4th 1554, 98 Cal.Rptr.3d 743 
 

A number of individuals invested substantial sums of money through 
Monex, a company which deals in precious metals. When making their initial 
investments, the consumers  signed form agreements (referred to as Atlas 
Account Agreements) requiring any disputes with Monex to be arbitrated 
before a panel of three arbitrators from the Judicial Arbitration and 
Mediation Service (JAMS) and prohibiting consolidation or joinder of 
claims. The group included school teachers, a driver for Federal Express, and 
a school custodian.  The consumers lost their entire investments with Monex.  

The consumers sued Monex in court for constructive fraud, commodities 
fraud, and violation of the California unfair competition law (UCL).  Monex 
then moved to compel arbitration pursuant to the arbitration agreements in 
the Atlas Account Agreements.  The trial court ordered the parties to 
arbitration, and the consumers sought a writ of mandate from the court of 
appeals. 

The court of appeals held that the paragraphs in the Atlas Account 
Agreements requiring arbitration before a panel of three arbitrators from 
JAMS and prohibiting consolidation or joinder of claims were 
unconscionable and therefore unenforceable.  Because those unconscionable 
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paragraphs could not be severed from the rest of the arbitration provisions, 
the investors would not be compelled to arbitrate their claims against Monex. 

The court began its analysis by considering the issue of procedural 
unconscionability.  The court found the following elements of procedural 
unconscionability in the Atlas Account Agreements:  (1) they were contracts 
of adhesion; (2) the investors were in the weaker bargaining position and 
could not negotiate terms; (3) the requirement of a three-judge arbitration 
panel and prohibition on consolidation or joinder were beyond the investors' 
reasonable expectations; and (4) Monex did not call the investors' attention to 
the “3 Arbitrators” and the “No Consolidation” paragraphs.  

On the other hand, there were some factors that weighed against a 
finding of procedural unconscionability: (1) the arbitration provisions were 
not hidden in a prolix form, and (2) petitioners had many realistic alternatives 
to opening the Monex Atlas accounts.  

Considered as a whole, the elements supporting and the elements 
contrary to a finding of procedural unconscionability led the court to 
conclude that there was a low to medium degree of procedural 
unconscionability in the Atlas Account Agreements. 

As to substantive unconscionability, the “3 Arbitrator” and “No 
Consolidation” paragraphs in the Atlas Account Agreements were 
substantively unconscionable to a high degree.  Petitioners presented 
evidence establishing the cost of a single day of arbitration would be at least 
$3,200 per arbitrator, plus additional case management fees charged by 
JAMS.  Petitioners submitted evidence of their income, expenses, and 
savings showing their inability to pay those fees at the time they signed the 
Atlas Account Agreements.  

Further, each consumer must arbitrate separately and fully bear one-half 
the arbitration costs and fees because the “No Consolidation” paragraph 
prohibits joinder of claims.  The primary, if not only, purpose of the three-
arbitrator requirement in the Atlas Account Agreements could only be to 
discourage claims against Monex. 

The court noted that there were other approaches to resolving the issue of 
prohibitively high arbitration fees.  One approach, fee-shifting, did not apply 
here because this case did not arise under the FEHA or involve claims for 
wrongful termination of employment in violation of public policy.  The FAA 
approach was inapplicable because the Atlas Account Agreements provide 
that they are governed by California law.  Thus, the court did not have 
authority to declare an arbitration provision unenforceable solely on the 
ground the arbitration fees are “prohibitively expensive” without undertaking 
an unconscionability analysis.  Instead, the court considered the amount of 
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arbitration fees and costs, and the ability of the party resisting arbitration to 
pay them, as factors in assessing substantive unconscionability of a 
predispute arbitration agreement. 

Monex argued the Atlas Account Agreements gave the arbitrators 
discretion to allocate costs and the arbitrator's fees.  This possibility, 
however, provides little comfort to consumers, who cannot afford to initiate 
the arbitration process in the first place.  The JAMS rules require each party 
to deposit fees and costs before the arbitration hearing.  Although JAMS 
might waive the requirement of a deposit for good cause, the waiver is within 
JAMS’ discretion, and the record contained no showing of how a litigant 
might obtain a waiver of the deposit.  To the extent the JAMS rules create a 
procedure to ensure fees are affordable, it was ineffective. 

The court also rejected Monex’s argument that the costs of JAMS 
arbitration would be less than the cost of litigating in court as being too 
speculative. 

The court agreed with Monex that the investors had many reasonable and 
realistic market alternatives to opening Monex Atlas accounts, including the 
option of not investing in precious metals at all.  Investing in precious metals 
obviously is not a necessity; but the existence of reasonable alternatives is 
not dispositive of the issue of oppression. 

Monex argued that ability to pay should not be considered because it 
offered to decrease the number of arbitrators from three to one.  The court 
rejected that argument, concluding that for ability to pay, unconscionability 
is determined as of the time the contract was made.  Similarly, the court 
considered unconscionability of the three-arbitrator requirement at the time 
the Atlas Account Agreements were signed, and declined to consider 
Monex's postdispute offer to arbitrate before a single arbitrator. 

The court concluded that, even without considering each Petitioner's 
ability to pay, the unjustified requirement of a panel of three arbitrators from 
JAMS and the prohibition on consolidation or joinder of claims render the “3 
Arbitrator” and the “No Consolidation” paragraphs substantively 
unconscionable to a high degree.  Consideration of Petitioners' ability to pay 
pushed those paragraphs even further into substantive unconscionability 
territory. 

Monex's failure to offer a justification or explanation for requiring three 
arbitrators instead of one demonstrated to the court that Monex had included 
the “3 Arbitrator” and the “No Consolidation” paragraphs in the Atlas 
Account Agreements deliberately for the improper purpose of discouraging 
or preventing its customers from vindicating their rights. 
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The court concluded that the arbitration agreement was therefore 
unenforceable.  
 
 
Resisting Arbitration:  Class Actions 
 

The prohibition on FINRA members enforcing arbitration agreements 
against class actions does not apply when the FINRA member is acting 
solely as an investment advisor.  
 
Bakas v. Ameriprise Financial Services   
(D. Minn. 9/3/2009) --- F.Supp.2d ----, 2009 WL 2877974 
 

Financial planning customer of Ameriprise brought putative class action 
against Ameriprise for failing to provide financial planning services.  Among 
other claims, the customer alleged breach of contract, violation of 
Minnesota’s Consumer Fraud Act, and violation of the federal Investment 
Advisers Act of 1940.  Ameriprise moved to compel arbitration pursuant to 
arbitration clauses in its investment services agreements, which specified 
arbitration at the AAA.  Those arbitration clauses precluded class action 
claims against Ameriprise. 

In opposing Ameriprise’s motion to compel arbitration, the customer 
argued that because Ameriprise is also a FINRA member and subject to 
FINRA rules, the arbitration agreement was invalid because of FINRA’s 
prohibition on requiring arbitration of class actions.  The customer also relied 
on a SEC opinion letter from 1986, in which the SEC opined that certain 
rights could not be waived under the Investment Advisers Act. 

The court rejected the customer’s arguments.  As to the SEC’s opinion 
letter, the court held that the legal landscape on arbitrability of statutory 
claims had changed dramatically since 1986, including the express 
overruling of Wilko v Swan.    

As to the argument regarding FINRA’s rules, the court recognized a 
distinction between Ameriprise acting as a broker-dealer and Ameriprise 
acting as an investment advisor.  The court concluded that FINRA rule 
12204(d) – which prohibits FINRA members from enforcing an arbitration 
agreement against a class action – applied only when Ameriprise was acting 
only as a broker-dealer.  It did not apply to Ameriprise when it was acting as 
an investment adviser.  

According to the court, Ameriprise could provide financial advice to a 
client without ever buying or selling a security on his or her behalf.  
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Ameriprise does not necessarily act in a dual capacity (broker-dealer and 
investment advisor) when providing investment advice. 

The customer’s argument also overlooked the nature of the claims 
asserted in the complaint, which in no way concerned the purchase or sale of 
securities.  Rather, the complaint alleges only that Ameriprise failed to 
provide the customer (and the other class members she purports to represent) 
with financial plans -- a failure arising solely out of Ameriprise's role as an 
investment adviser.  Such claims, therefore, are not subject to FINRA rules. 

The plaintiff then argued that the FINRA rule precluding arbitration 
applies even if Ameriprise was only acting as an investment adviser and not a 
broker-dealer because the rule applies to FINRA “members”; it is not limited 
to their status as broker-dealers. 

The court acknowledged that the plaintiff was correct in that the rule 
states that a FINRA “member may not enforce any arbitration agreement 
against a member of a certified or putative class action.” FINRA Code § 
12204(d).  But FINRA's rules define the term “member” as “any broker or 
dealer admitted to membership in FINRA.”  Hence, it was clear that the rules 
refer to the activities of a broker-dealer, not an investment adviser, when 
precluding arbitration by a “member.” 

Moreover, a broker-dealer that also happens to be an investment adviser 
does not necessarily subject itself to FINRA's rules for all of its activities, 
including those undertaken in its capacity as an investment adviser, simply 
by joining FINRA.  Such a conclusion would stretch FINRA's power beyond 
its limits, as it enjoys no statutory authority over investment advisers 

When read in context, the word “member” in FINRA Code Section 
12204(d) does not apply to activities undertaken by a FINRA member in an 
investment-adviser capacity. And because the actions the plaintiff challenged 
in this case occurred in that capacity only, the FINRA rule on arbitration of 
class actions simply did not apply. 
 
 

CHALLENGING/CONFIRMING ARBITRATION AWARDS 
 
 
Vacating Awards:  Refusal to Postpone  
 

Without a showing that a postponement would have altered the outcome 
of the arbitration, the arbitrators’ refusal to postpone a hearing so that 
counsel could be obtained was not a sufficient basis to vacate an award under 
the FAA. 
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In re Chestnut Energy Partners, Inc. 
(Tex. App.  10/20/2009) --- S.W.3d ----, 2009 WL 3353622 
 

An employee (Tapia) brought an arbitration claim against his former 
employer, arising out of a written employment agreement.  The arbitration 
clause provided, in part, that “any hearing scheduled upon any arbitration 
proceeding being initiated by either Party shall take place in [Dallas], and the 
Federal Arbitration Act shall govern such proceeding.”  After one 
postponement of the arbitration, the employee sought another postponement 
in order to obtain legal counsel.  The panel denied that postponement request, 
and found in favor of the former employer.  The employee then sought to 
vacate the arbitration award under Texas law, arguing that vacatur and 
confirmation of an arbitration award are “procedural” issues and therefore 
governed by Texas law.  

The court first addressed which law should apply, Texas or the FAA.  
After reviewing other Texas decisions on the subject, the court concluded 
that vacatur and confirmation of an arbitration award are not “procedural” 
issues.  In light of the arbitration agreement in this matter, which specifically 
called for the application of the Federal Arbitration Act, Texas law did not 
apply to the issue of whether the award should be vacated or confirmed. 

The court then turned to whether the award should be vacated or 
confirmed under FAA standards.  To establish a panel was “guilty of 
misconduct” pursuant to FAA section 10(a)(3) in denying postponement of 
an arbitration hearing, the party seeking vacatur of the award must show 
there was no reasonable basis for the panel's refusal to postpone the hearing.  
In addition, the party seeking vacatur on such basis must establish it suffered 
prejudice as a result of the refusal to postpone.  To establish prejudice, the 
party must prove that a continuance would have altered the outcome of the 
arbitration. 

The record in this case supported several bases on which the arbitration 
panel reasonably could have denied the continuance request.  First, the panel 
reasonably could have concluded that the employee failed to present good 
cause for the delay because the employee did not make it clear to the panel 
that he was requesting a postponement in order to search for and hire 
counsel.  Second, in light of the previous delay granted in June 2008, and the 
fact the arbitration had been filed in October 2006, the panel could have 
concluded the proceeding had already been protracted so long as to violate 
the policy of expeditious handling of such disputes.  Finally, based on the 
panel's (1) urging in June 2008 that the employee should “seriously” consider 
retaining an attorney “as soon as possible” and without delay and (2) 
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emphasis that any counsel retained by the employee  would have to agree to 
the hearing dates set, the panel reasonably could have decided further delay 
would be inequitable. 

In light of these reasonable bases for denying the employee’s request for 
a continuance, the panel in this case did not deny the employee a fair hearing.  
Accordingly, the court concluded the panel in this case was not “guilty of 
misconduct in refusing to postpone the hearing” pursuant to section 10(a)(3) 
of the FAA.  

Because the record did not support vacatur under FAA section 10(a)(3), 
and the employee asserted no other FAA grounds for vacating, modifying, or 
correcting the award, the court concluded that the trial court erred by 
vacating the arbitration award and denying confirmation. 
 
 
Vacating Awards:  Bankruptcy  
 

An arbitration award issued after respondent/debtor was involuntarily put 
into bankruptcy is null and void due to the automatic stay, but the court can 
retroactively annul the stay, thereby making the award binding on the parties 
to the arbitration.  
  
In re MarketXT Holdings Corp. 
(Bkrtcy. S.D.N.Y. 7/20/2009) 2009 WL 2957809 
 

After an NASD arbitration hearing concluded, but before an award was 
issued, an involuntary bankruptcy proceeding was commenced against 
respondent.  The NASD was not notified of the involuntary proceeding, and 
so issued its decision, awarding claimants in excess of $600,000.  

In the bankruptcy proceeding, claimants contended that their true 
damages were in excess of $37 million, based on information which 
claimants contended was disclosed by respondents for the first time in the 
bankruptcy proceeding.  Claimants sought to avoid the arbitration award, so 
that they could pursue their now larger claim in the bankruptcy court.  To 
that end, claimants contended that the arbitration award was not binding 
because the involuntary bankruptcy petition was filed before the award was 
issued, and therefore the award violated the automatic stay provisions of the 
Bankruptcy Code.  The bankruptcy trustee disputed claimants’ claim, on res 
judicata grounds (i.e., that the arbitration award precluded additional claims 
by those claimants).  
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The claimants replied that since the issuance of the arbitration award was 
subsequent to the commencement of this bankruptcy case, it was issued in 
violation of the automatic stay and hence was null and void with no force or 
effect and could not be the basis for applying any doctrine of issue or claim 
preclusion. 

The  trustee then countered with a motion for retroactive annulment of 
the automatic stay, which the claimants opposed, arguing that retroactive 
annulment was not legally warranted, and, in the alternative, that the NASD 
award was procured by fraudulent conduct and should be vacated under § 10 
of the Federal Arbitration Act. 

The court first concluded that the automatic stay became effective upon 
the filing of the involuntary petition, and that therefore the NASD award was 
null and void under Second Circuit law.  Under these circumstances, the 
appropriate relief available to the trustee is to obtain retroactive annulment of 
the automatic stay. 

The court then applied the factors for determining whether an automatic 
stay should be retroactively annulled.  The court concluded that the following 
factors supported annulling the stay: (i) whether a specialized tribunal with 
expertise heard and adjudicated the dispute (here, NASD was a specialized 
tribunal with expertise); (ii) whether referral of the case would interfere with 
the proceedings in the bankruptcy case or with the debtor's estate (here, the 
court concluded it would not); and (iii) whether lifting the stay would result 
in partial or complete resolution of the issues (the court concluded that it 
would, by way of issue preclusion).  The court granted the motion for 
retroactive annulment of the automatic stay as to the NASD award.  

The court also rejected claimants’ attempt to vacate the award under the 
FAA.  The claimants argued that the debtor knowingly withheld documents 
that would have undermined its case at the NASD, and that under § 10 of the 
Federal Arbitration Act this constitutes fraud and requires the award to be 
vacated.    

The court concluded that the claimants could not establish that they 
could not have discovered these facts during the course of the arbitration.  
Instead, the record demonstrated that the claimants had ample opportunity 
prior to and at the NASD hearings to discover those facts.  Further, the 
claimants sought and were granted authority by the arbitrators to subpoena 
individuals who had those additional facts, yet failed to pursue those 
subpoenas.   
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Vacating Awards:  Adverse Discovery/Evidentiary Rulings 
 

An arbitration award against a customer would not be vacated, where the 
arbitration panel declined to make an adverse inference against a brokerage 
firm even though that firm could not locate recordings of conversations 
between the customer and the broker.    
 
Hammad v. Lewis 
(D.D.C.  8/3/2009) 638 F.Supp.2d 70 
 

Following an adverse arbitration award, plaintiffs (“the Hammads”) 
brought this action against defendants Bank of America Corp. (“BOA”) and 
National Financial Services (“NFS”) alleging that BOA made an improper 
margin call and improperly liquidated their accounts.  The Hammads also 
allege that NFS made a fraudulent report to the IRS, and that the Financial 
Industry Regulation Authority (“FINRA”) acted with bias and prejudice 
when it arbitrated their case. The Hammads sought $10,333,000.  The court 
granted BOA and NFS’s motions to dismiss. 

In March 2008, the Hammads held in their BOA account shares of 
Lehman and Citigroup that they had purchased on margin.  After the collapse 
of Bear Stearns, the prices of the Hammads' shares dropped significantly.  As 
a result of the drop in price, the Hammads owed a margin debt to BOA.  On 
March 17, 2008, Banc of America Investment Services notified the 
Hammads by phone that they must deposit funds to cover their margin debt.  
The Hammads deposited no funds, and pursuant to their margin agreement, 
BOA liquidated the Hammads' shares and funds from the Hammads' personal 
account to satisfy a portion of the margin debt.  After liquidation, the 
Hammads remained approximately $15,000 in debt. 

The Hammads brought suit against defendants in the circuit court.  The 
circuit court referred the matter to arbitration, and the case then proceeded to 
an arbitration hearing before FINRA.  The Hammads asserted causes of 
action “related to [BOA's] alleged unauthorized liquidation of [the 
Hammads'] position to meet a margin call.”  During the arbitration 
proceedings, the Hammads requested a forensic search of BOA's computers 
to locate a recording of the margin call phone conversation between the 
Hammads and a BOA employee.  The FINRA arbitrators refused this request 
and, after the hearings, dismissed the Hammads' claims.  The arbitrators 
further found that the Hammads owed BOA $15,589.92. 

The Hammads asserted a claim against NFS of fraudulent reporting to 
the IRS, arising out of NFS’s reporting of the Hammads’ gross proceeds 
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from the sale of the securities as being “profits.”  However, under the 
Internal Revenue Code, brokers such as NFS are required to file returns 
“showing the name and address of each customer, with such details regarding 
gross proceeds and such other information as the Secretary may by forms or 
regulations require with respect to such business.”  Furthermore, federal 
regulations require that a broker's returns “report the name, address, and 
taxpayer identification number of the customer, the aggregate gross proceeds 
of all sales of the account during the reporting period.”  At best, according to 
the court, the Hammads' claim points to an error by the IRS in classifying the 
Hammads' gross proceeds as profits.  There were no set of facts under which 
relief may be awarded. 

BOA asserted a number of arguments as to why the Hammads’ claims 
should be dismissed.  First, BOA argued that the Hammads’ claims were 
barred by collateral estoppel.  The court’s review of the Hammads' complaint 
revealed that the Hammads' claims of improper margin calls and improper 
liquidation of funds were identical to the claims adjudicated by the 
arbitration panel.   

Before FINRA, the Hammads brought claims arising from the March 17, 
2008 phone conversation regarding the Hammads' margin debt.  The 
Hammads also brought a claim arising from the allegedly improper 
liquidation of their investment account and their checking account.  The 
Hammads' court claims arise from the same March 17, 2008 phone 
conversation and from the liquidation of the same two accounts.  Thus, the 
issues that the Hammads asked the court to review independently were 
precisely the same as those adjudicated in the FINRA arbitration. 

Further, according to the court, the fact that the case was litigated before 
FINRA indicates that the case was thoroughly litigated, with no evidence to 
the contrary.  As FINRA is an established arbitration forum, its judgment is 
valid.  Lastly, the issues currently sought to be precluded were not simply 
dictum, but essential points on which the arbitration panel based its 
judgment.  Consequently, the Hammads' claims of improper margin calls and 
improper liquidation of their accounts were precluded by collateral estoppel. 

Next, BOA contended that the Hammads did not state a basis on which 
the court may vacate a valid arbitration decision.  The Hammads contended 
that FINRA's decision to refuse to order a forensic search of BOA computers 
to recover the March 17, 2009 telephone conversation was biased and 
prejudicial.  

The heavy burden of proving evident partiality falls on the shoulders of 
the party seeking vacatur.  To meet this burden, the party seeking to vacate 
an arbitration award on this ground must establish specific facts that indicate 
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improper motives on the part of an arbitrator.  Furthermore, it is well 
established that a mere appearance of bias is insufficient to demonstrate 
evident partiality. 

Because the Hammads' complaint was devoid of any factually-based 
allegations of evident partiality, even the most liberal of constructions cannot 
fathom a set of facts which would entitle them to relief on these grounds.  
The Hammads' only references to evident partiality are two brief and entirely 
conclusory statements:  “Mr. Robert S. Plotkin, arbitration panel Chairperson 
of FINRA Dispute Resolution was bias and prejudice.”; and “FINRA 
Arbitration conclusion ... was one-sided, prejudice and unfair.”  Neither 
statement sets out a factual basis for concluding that FINRA acted with 
improper motives.  

The Hammads also failed to allege a factual basis for misconduct 
regarding the arbitrators’ determination that “no inference would be drawn 
that the missing tapes contained material adverse to Respondent BOA.”  
Arbitration panels are afforded broad discretion with respect to evidentiary 
determinations and every failure of an arbitrator to receive relevant evidence 
does not constitute misconduct requiring vacatur of an arbitrator's award.  

Accordingly, the court concluded that the Hammads' claim stated no 
basis for relief on grounds of misconduct, and granted BOA’s motion to 
dismiss.  
 
 
Vacating Awards:  Inadequate Service of Arbitration Claim 
 

Service of an arbitration Statement of Claim at an “address of record” 
listed on respondent’s CRD was insufficient service, where the undisputed 
evidence showed that respondent did not have actual notice of the arbitration 
proceeding and that the law firm representing claimant had actual notice of 
the respondent’s current address.  
 
Banc of America Inv. Services, Inc. v. Durnin 
(Cal. App. 9/22/2009) 2009 WL 3004425 
 

Durnin was employed as a securities broker with BAI in San Francisco 
from September 2003 through October 2004, at which time BAI terminated 
him.  Upon his hire, Durnin was required to join the NASD, filling out a 
Form U4 (an application to operate as an investment advisor representative).  
On the Form U4, Durnin listed 4371 26th Street, San Francisco as his current 
address. 
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After his termination by BAI,   BAI sent three demand letters to Durnin 
at the 26th Street address, demanding return of a $52,000 signing bonus.  In 
November 2005, BAI filed its statement of claim against Durnin with the 
NASD, alleging breach of a promissory note, and provided the NASD with 
Durnin’s address as listed on the Form U4.  Durnin later testified that he had 
apprised BAI of his change of address, but nonetheless the statement of claim 
against Durnin, which BAI prepared and submitted to the NASD, reflected 
Durnin's old, incorrect address, as did every communication BAI provided in 
the proceeding.   

The claim was arbitrated under the rules of the NASD Code of 
Arbitration Procedure.  The panel found that Durnin had “been properly 
served with Claimant’s Statement of Claim” even though Durnin had not 
filed an answer or a USA, and even though Durnin did not appear at the 
arbitration hearing.  The arbitrators specifically stated in their award that, 
“Pursuant to Rule 10318 of the Code, the Panel determined that [Durnin] 
received proper notice of the hearing and ruled to proceed in [his] absence.”  
The arbitration panel issued an award in favor of BAI in the amount of 
$78,812.18.  

On September 24, 2007, the superior court confirmed the award, 
ordering Durnin to pay $81,834.18 plus accruing interest and costs. 
 
On February 25, 2008, a deputy sheriff personally served Durnin with a 
notice of levy of execution at his residence at 113 Knockash Hill, San 
Francisco.  Durnin immediately sought legal counsel and 25 days later 
moved to vacate the judgment and petitioned to vacate the arbitration award.  

Relying on various statutory provisions including Code of Civil 
Procedure sections 1286.2 and 473 as well as California Constitution, article 
I, section 7 (due process), Durnin asserted that he had no notice of the 
arbitration proceedings and was not afforded  any opportunity to be heard.  
The trial court granted Durnin’s motion and vacated the arbitration award as 
well as the judgment entered against Durnin.  This appeal followed, 
challenging the order granting Durnin's motion to vacate the award. 

BAI argued that the court must give deference to the arbitration panel's 
finding that Durnin had been properly served.  BAI contended that Durnin's 
claim of lack of notice or opportunity to be heard must fail because in the 
Form U4 submitted to the NASD, he recorded the 26th Street address as his 
current address and never amended the “RESIDENTIAL HISTORY” section 
to provide his correct, current address.  BAI further points out that pursuant 
to his signed and submitted Form U4, Durnin agreed “to update [the] form by 
causing an amendment to be filed on a timely basis whenever changes occur 
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to answers previously reported.  Further, I represent that, to the extent any 
information previously submitted is not amended, the information provided 
in this form is currently accurate and complete.”  BAI reasoned that since the 
NASD mailed BAI's statement of claim and other correspondence to Durnin 
at the address he provided the NASD on the Form U4, the NASD arbitration 
panel correctly concluded that he had been properly served. 

BAI further argued that it would not have made any difference if it had 
put the employee’s correct address in the Statement of Claim, because the 
NASD would have served the Statement of Claim to the employee’s address 
as listed on the Form U4.   

The court rejected BAI’s arguments.  Rule 10314(a), which BAI 
repeatedly cited, did not refer to the Form U4.  More importantly, it was clear 
to the court that under that rule, the claimant was responsible for providing 
the NASD with copies of the documents to be served on the respondent.  
Certainly it was reasonable to infer that had the employee’s address on the 
statement of claim conflicted with the address on the employee’s Form U-4, 
the NASD would have cross-checked the respondent's address.  Further 
inquiry by the NASD would most likely have resolved the matter in favor of 
using the employee’s most recent address to serve the arbitration claim.  
Therefore, the NASD would have served Durnin at his proper address and 
service in fact would have been effected.  

BAI essentially contended that once an employee signs a Form U4 but 
later fails to provide amending address information, that original though 
outdated address forever becomes the legitimate default address for notice of 
legal proceedings.  In the court’s mind, that raised the potential of significant 
judgments accruing against a former employee without any actual or 
constructive notice, or ability to defend.  According to the court, that 
proposition was not sustainable under due process principles. 

As to whether the award should be vacated under California standards 
for vacatur, the court noted that the conduct at issue occurred prior to the 
arbitration proceeding and resulted in precluding Durnin from learning of, let 
alone participating in, the arbitration.  Unquestionably, BAI’s conduct in 
providing the NASD with an incorrect address for service even though it had 
actual knowledge of Durnin’s correct address is conduct which resulted in 
depriving Durnin of a fair and impartial hearing to his substantial prejudice. 

The court affirmed the trial court’s decision vacating the arbitration 
award.  
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OTHER ISSUES 
 
 
Trustee Liability 
 

Where a trust agreement sets extraordinarily high income targets with a 
long-term expected life of the trust, the trustee is not liable to the 
beneficiaries for significant losses in the trust when the trustee pursues an 
aggressive, non-diverse, equity-heavy investment strategy. 
 
Merrill Lynch Trust Co., FSB v. Campbell 
(Del. Ch.  9/2/2009) 2009 WL 2913893 
 

Merrill Lynch Trust Co., the trustee of a Charitable Remainder Unitrust 
(“Trust”), brought this action against Campbell (the settlor/life beneficiary), 
the individual successor beneficiaries (her children), and various charitable 
beneficiaries.  Merrill Lynch Trust sought both approval of an accounting of 
its efforts since 1996 and a declaratory judgment that its administration of the 
Trust and its investment of the Trust's assets were lawful and appropriate. 

Campbell filed a counterclaim against the trustee.  She asked the Court to 
order a refund of all Trustee's fees, brokerage and investment fees, and 
advisory fees; a refund of all legal fees taken by Merrill Lynch Trust from 
the Trust; an injunction requiring Merrill Lynch Trust to deliver the Trust 
corpus to a successor-Trustee; rescissory damages; and an award of the costs 
and expenses incurred in defending this action and in presenting her 
counterclaim. 

In 1996, Mary F.C. Campbell (“Campbell”), then a seventy-four year old 
resident of Delaware, with an infirm husband ten years her senior, was 
persuaded by a broker at Merrill Lynch, Pierce, Fenner & Smith, Inc. 
(“Merrill Lynch”) to establish a charitable remainder unitrust (the “Trust”) 
with Merrill Lynch Trust Company (“Merrill Lynch Trust”) as the Trustee.  
The Merrill Lynch broker advised Campbell to place most of her life savings 
into the Trust.  The terms of the Trust specified a 10 percent annual payout, 
lifetime gifts to her children as successor-beneficiaries, and the remainder to 
go to five charities, an event expected to occur almost half a century later.  
Legal advice was provided by an attorney selected by Merrill Lynch; the 
attorney never even spoke with Campbell.  A third Merrill Lynch & Co. 
entity managed the Trust's transactions. 

According to the court, the Trust's provision of a 10 percent payout 
amount was unusual.  To demand an annual 10 percent payout from a trust 
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expected to last fifty years was truly an extraordinary decision.  However, 
this was never conveyed to Campbell before the Trust's formation.  In fact, 
quite the opposite occurred.  The Merrill Lynch broker projected investment 
returns as high as 12 percent annually and counseled Campbell that similar 
trusts with 10 percent payouts were more common than they likely were, and 
were perfectly acceptable.  Campbell trusted her broker implicitly. 

In order to achieve the desired annual distribution and to maintain any 
hope of preserving principal for the benefit not only of the intervening life 
beneficiaries but also of the charities, Merrill Lynch Trust invested the 
Trust’s assets almost exclusively in equities. When the financial markets 
experienced a downturn, this investment strategy, which arguably suffered 
from a lack of diversification, resulted in a drastic drop in the asset value of 
the trust. 

Campbell lacked an understanding of the risks associated with investing, 
more specifically the Trust’s investments.  Communications with both 
Merrill Lynch Trust and the Merrill Lynch broker failed to inform Campbell 
of the risks involved with investing the Trust's assets.  Moreover, Campbell 
did not fully appreciate the nature of the Trust or how it would be managed; 
she did, however, recognize that management decisions would not be hers to 
make.  She believed, simply, that “the Exxon stock would be used to set up a 
trust, and there would be an income from it.” 

The Court doubted that a charitable remainder unitrust with a 10 percent 
payout and a long expected life was the best investment choice for Campbell.  
Campbell needed access to cash as necessary to cover living expenses and 
unexpected costs over a relatively short period of time.  It was clear her 
husband's health was poor, and worsening.  The investment provided 
Campbell a mere $6,237 charitable deduction; under current IRS rules the 
Trust's charitable remainder interests would be too small to qualify for a 
deduction.  All parties involved now seem to agree that the Trust’s objectives 
were unrealistic and likely unattainable. 

After realizing the extent of her losses, Campbell brought an arbitration 
claim against Merrill Lynch at FINRA.  Campbell lost.  She followed that 
action with an attempt to replace Merrill Lynch Trust as trustee.  Merrill 
Lynch Trust refused to allow the substitution and transfer of Trust assets 
unless Campbell first executed a release of Merrill Lynch Trust and its 
affiliates.  Campbell refused to do so.  Merrill Lynch Trust then brought this 
action, for approval of its accounting and for declaratory relief. 

In rejecting Campbell’s counterclaim and approving Merrill Lynch 
Trust’s accounting, the court held that, as distasteful as the facts were, none 
of the decisions surrounding the formation of the Trust could be fairly 
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charged to Merrill Lynch Trust.  Merrill Lynch Trust and Merrill Lynch the 
brokerage firm (which persuaded Campbell to establish the Trust) are 
separate legal entities.  This remained true despite their mutual relationship 
with Merrill Lynch & Co. and despite Campbell's understanding to the 
contrary.  While the specter of incentivized cross-selling can be gleaned from 
the record, no evidence has been developed showing that the relationship 
between the brokerage firm and Merrill Lynch Trust was improper, or 
misrepresented.  Most importantly, any claims Campbell may have had 
concerning the formation of the Trust were time-barred. 

As to the trustee’s liability, the very terms of the trust agreement, and its 
obligations, shape the contours of the prudent investor's responsibilities.  A 
trustee will not be liable to a beneficiary for following a specific investment 
strategy to the extent that the trustee acted in reasonable reliance on the terms 
of the trust.  The conduct of a trustee in administering the trust is not to be 
determined a violation of any fiduciary duty based on hindsight knowledge 
of subsequently developed facts and circumstances. 

Based on expert testimony from both sides, the court concluded that a 
trust with a projected fifty-year life and a ten percent annual payout would 
require an equity mix well above 50 percent to have any chance of lasting 
until its projected termination date.  Merrill Lynch Trust, from the outset, 
chose an investment strategy targeting an equity mix greater than 50 percent. 
The Trust's initial equity investment mix targeted 60 percent.  

Merrill Lynch Trust chose this equity mix based upon its understanding 
of the probability of preserving the original value of the Trust for its long 
anticipated life, given an annual 10 percent payout obligation.  Thus, Merrill 
Lynch Trust chose to employ a long-term investment strategy that some 
consider as aggressive.  Only equities, however, offered any opportunity to 
grow at a rate anywhere near 10 percent annually, thereby preventing the 
complete depletion of the Trust's corpus before the end of the Trust's 
expected life.  

When viewed in the abstract, the Trust's equity investment mix was at 
times disturbingly high.  Had Campbell been the Trust's only income 
beneficiary, Merrill Lynch Trust's choices would have been inappropriate, 
perhaps even a breach of its duties as Trustee.  It is unlikely that a prudent 
investor would place the principal holdings of an elderly woman of declining 
health almost entirely in equities where risks were high, instead of in more 
stable, lower risk, assets. 

However, considering the duties owed to each anticipated beneficiary 
and the unique coalescence of competing mandates, the court found that 
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Merrill Lynch Trust’s decision to invest the Trust's assets heavily in equities 
was reasonable. 

The Trust Agreement set a nearly unreachable standard.  Merrill Lynch 
Trust had few, if any, good options when setting an investment course for the 
Trust.  It chose a course that, based on the data presented at trial, was most 
likely to result in the satisfaction of the Trust Agreement's obligations: the 
delivery of a large payout to income beneficiaries for fifty years, and the 
preservation of the Trust corpus for the benefit of the remaindermen.  

Merrill Lynch Trust cannot be held liable for its good faith reliance on 
the express provisions of the Trust Agreement.  That reasonable people 
might disagree -- indeed, that the court might disagree -- with the proper 
investment strategy does not render Merrill Lynch Trust’s choices 
unreasonable.  Merrill Lynch Trust made reasonable decisions in light of the 
circumstances it faced. 

According to the court, the fatal flaw of this unhappy tale was found in 
the Trust Agreement itself.  Fiduciary duties, always contextual, might not 
allow for an investment strategy so heavily weighted in equities but for the 
unusual constraints embodied in the Trust Agreement.  Because of these 
unique facts, the Court concluded that it need not reach the question of 
whether, and under what circumstances, such a heavy equity mix would be, if 
ever, permissible.  Instead, the court need only find that, given the Trust 
Agreement and in light of the Court's having concluded that any claim 
challenging its formation is time-barred, no breach of the prudent investor 
standard may be found in Merrill Lynch Trust’s administration of the Trust. 
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1 

WHERE WE STAND 
 

Historically, PIABA has commented on a number of issues1, on both a 
formal and an informal basis, which are directly applicable to our promotion 
of the interests of public investors in securities arbitration proceedings that 
are conducted before the Financial Industry Regulatory Authority 
(“FINRA”). 

For example, among the issues that generated the most interest, from 
and/or on behalf of the members of our association, were proposed 
amendments to the rules concerning: 
 

• Abusive pre-hearing dispositive motion practices; and 
• The adoption of specific procedures that arbitrators will be required 

to follow before granting the extraordinary remedy of the 
expungement of prior customer complaints from the registration 
records of registered representatives.  

 
In this section of the PIABA Bar Journal, we will share with our readers 

the comment letters and formal positions that have been submitted on behalf 
of our association, during the quarter, to the various regulatory authorities so 
that all of our constituents will know exactly where we stand. 

                                                 
1. To review all PIABA Comment letters, visit www.PIABA.org. For more 

information, contact Scott Shewan, scottshewan@att.net, Peter J. Mougey, 
pjm@levinlaw.com or Robin S. Ringo, rsringo@piaba.org for assistance. 
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The following PIABA Comment Letter regarding Release No. 34-
61026/SR-FINRA-2009-076 – Proposed Rule Change to Amend FINRA Rule 
9550 Series (Expedited Proceedings) was submitted to the Securities and 
Exchange Commission by Scott R. Shewan on December 15, 2009. 
 
 
Elizabeth M.  Murphy 
Secretary 
Securities and Exchange Commission 
100 F Street, NE 
Washington, D.C.   20549-1090 
 
RE:  Release No. 34-61026/SR-FINRA-2009-076/Proposed    
  Rule Change to Amend FINRA Rule 9550 Series     
  (Expedited Proceedings) 
 
Dear Ms. Murphy: 
 

On behalf of the Public Investors Arbitration Bar Association 
(“PIABA”), I thank you for the opportunity to comment on the above-
referenced rule change proposal concerning the FINRA Rule 9550 
Series (Expedited Proceedings). PIABA supports the proposed rule 
changes as written. We believe the proposed changes will positively 
impact investor protections and therefore commend FINRA for 
submitting these amendments. 

PIABA is a national, non-profit, bar association comprised of 
about 461 attorneys, located in 45 states, the District of Columbia and 
Puerto Rico. Members of PIABA devote a significant portion of their 
practice to the representation of public investors in securities 
arbitration. Since its formation in 1990, PIABA has promoted the 
interests of the public investor in all securities and commodities 
arbitration forums. Collectively, PIABA members have represented 
tens of thousands of investors in securities arbitrations throughout the 
country. Our members and their clients have a strong interest in 
FINRA rules which govern not just the arbitration process, but all rules 
impacting protection of the public investor.   
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FINRA’s proposed amendments to the Rule 9550 Series 
(Expedited Proceedings) would operate to advance the interests of 
public investors. The three overarching goals of this rule change, as 
stated by FINRA are to: (1) modify various time requirements 
regarding expedited proceedings against members and associated 
persons; (2) add an expedited proceeding for a firm/associated 
person’s failure to pay a FINRA order of restitution or to honor an 
agreement to comply with the order of restitution; and (3) to 
harmonize the remedy in expedited proceedings  involving  associated 
persons with the corresponding  remedy set forth in the FINRA By-
laws. 

The proposed rule changes are consistent with the purposes of: 
Sections 15 A(b)(6)1 (FINRA must adopt rules to promote, among 
other things, just and equitable principles of trade); and 15 A(b)(7) 
(FINRA must implement appropriate disciplinary procedures for 
FINRA members and  associated persons.)2 
 
 

Shortened Time Frame For Hearings to Address 
Misconduct Under Rules 9551, 9552, 9553,  
9554, and 9555 Will Help Protect Investors 

 
By providing FINRA with the ability to further expedite these 

proceedings, which are brought about by the alleged misconduct of a 
member firm or its associated person, the misconduct can be more 
swiftly corrected.  FINRA proposes to shorten the time frame from 60 
days to 30 days for a firm or associated person to have a hearing when 
certain regulatory violations or misconduct has occurred. With the 
shortened time frame for hearings, it is likely that at least some public 
investors will be spared additional or future wrongdoing by a member 
firm or its associated person.   In some instances, the offending firm or 
associated person may be suspended or terminated after the 30 day 
period, an event which in some cases will protect the investing public. 
PIABA supports this proposed change without qualification. 

                                                 
1.  15 U.S.C. 78o-3(b)(6). 
2.  15 U.S.C. 78o-3(b)(7). 
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The FINRA Rule 9550 Series generally governs standards and 
procedures for expedited proceedings in a variety of situations, ranging 
from Rule 5222 (failure to provide FINRA with essential information 
such as FOCUS reports), to Rule 9554 (deals with a firm/person’s 
failure to pay an arbitration award or related settlement), to Rule 9555 
(failure to meet qualification and eligibility standards to access 
services) and more. 

Each of the Rules in the 9550 Series touches upon concepts of fair 
and honest dealings by member firms/ associated persons to public 
investors. The refusal of a member or an associated person to pay an 
arbitration award is obviously in total disregard of duties owed to the 
public investors. Not so obvious, but yet very important, are the other 
regulatory requirements encompassed within the expedited proceeding 
rules. For instance, a member’s failure to file FOCUS reports as 
required can impede FINRA’s ability to assess the financial stability of 
a member. This breakdown can shield a member’s operational 
difficulties from regulators when time may be of the essence to a retail 
customer of the firm and to a regulatory investigation.  The shortened 
time frame for expedited hearings under these Rules is a positive step 
toward prompt action. 
 
 

Amendments to Proposed Rule 9554 
Procedures For Failure to Pay Restitution 

 
PIABA applauds the addition within Rule 9554 of provision for 

expedited proceedings when a member or associated person fails to 
pay  a FINRA order of restitution or a FINRA settlement that demands 
restitution be made. Currently, FINRA must enforce these restitution 
provisions through the lengthier disciplinary scheme. This amendment 
will hopefully benefit investors in the near future. We note that a 
FINRA order of restitution, or settlement incorporating the same, can 
be more effective with  members and associated persons than some 
arbitration awards, particularly against small brokerage firms and  
associated persons who gamble that the investor will not pursue, or 
know how to pursue, collection of an award.  
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CONCLUSION 
 

FINRA has proposed equitable amendments and should be 
commended for the thoughtful treatment of the restitution issue in 
particular. PIABA submits that the Commission should approve the 
amendments without delay. 
 
Respectfully, 
Scott R. Shewan 
President 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

The following PIABA Comment Letter regarding FINRA Regulatory 
Notice 09-55 – Proposed Rules regarding Communications with the Public 
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was submitted to the Securities and Exchange Commission by Scott R. 
Shewan on November 16, 2009. 
 
 
Marcia E. Asquith 
Senior Vice President and Corporate Secretary 
Office of the Corporate Secretary, FINRA 
1735 K Street, NW 
Washington, DC 20006-1500 
 
Re:  Regulatory Notice 09-55 
  Proposed Rules regarding Communications with the Public 
 
Dear Ms. Asquith: 
 

Thank you for the opportunity to comment on the above-referenced 
proposal to amend NASD Rules 2210 and 2211 regarding communications 
with the public. I write on behalf of the Public Investors Arbitration Bar 
Association (“PIABA”).  PIABA generally supports the proposed revisions 
to these rules. 

PIABA is a bar association comprised of attorneys who represent 
investors in securities arbitrations. Since its formation in 1990, PIABA has 
promoted the interests of the public investor in all securities and commodities 
arbitration forums.  Our members and their clients have a strong interest in 
FINRA rules relating to the communications that are made to the general 
investing public.   
 First, the proposed rules generally appear to be same as the current rules 
with respect to the requirement that an appropriately qualified registered 
principal of the firm approve the newly defined “retail communications” 
before it use or filing with FINRA.  PIABA supports the continued use of 
these rules.   

However, one concern arises from Proposed Rule 2210(b)(1)(D), which 
“clarifies” that this principal approval requirement is not needed for those 
communications that are “solely administrative in nature.”  PIABA has some 
concern that this will allow some firms to find and create a loophole to avoid 
approval for certain communications. PIABA hopes that FINRA will 
adequately define what would constitute something that is “solely 
administrative in nature.”   

PIABA also supports the proposed rules which provide record-keeping 
requirements that mirror the Securities Exchange Act Rule 17a-4.   
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The proposed filing requirements generally appear to be the same as the 
current rules, with one main difference – that the filing requirements apply to 
all retail communications, not just advertisements as under the current 
scheme. Proposed rule 2210(c)(2) also expands the category of com-
munications that fall within the pre-use filing requirements, including self-
created rankings, retail communications regarding CMOs and security 
futures, communications regarding bond mutual fund volatility ratings, and 
communications concerning derivatives and structured products.  PIABA 
supports both of these rule changes.   

Another major change involves retail communications related to closed-
end investment companies and funds.  The proposed rule requires firms to 
file all retail communications concerning closed-end funds within 10 days of 
use, including those used after the IPO (the current rules only apply to 
communications used at the IPO).  Again, PIABA supports this change.   

Once more, FINRA exempts filing requirements for retail com-
munications that are “solely administrative in nature.” Again, no definitions 
of what is “solely administrative in nature” are provided, and PIABA hopes 
that FINRA would provide some adequate definition.   

The content standards for communications are similar to what was used 
before.  PIABA supports the continued use of these standards.     

One of the few areas where FINRA is requiring less disclosure involves 
interested partners, officers, and firms.  Under the current rules, a firm would 
be required to provide disclosure if the firm, officers, or partners have a 
financial interest in the securities of the recommended issuer.  However, the 
proposed rules only requires disclosure “if the firm or any associated person 
with the ability to influence the substance of the communication has a 
financial interest in the recommended issuer.” This would substantially 
narrow the number of parties whose financial interests have to be disclosed, 
particularly for large firms with numerous officers and partners. Less 
disclosure is always a concern for the public investor.   

With a few exceptions as noted above, PIABA supports most of the rule 
changes that have been proposed concerning communications with investors.   
Once more, we appreciate the opportunity to comment on these proposed 
rule changes. 

 
Very truly yours, 
Scott R. Shewan 
President 
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