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THE LAND OF LITIGATION MAKE BELIEVE: 
JANUS CAPITAL GROUP, INC., ET AL. V. FIRST DERIVATIVE TRADERS 

A CASE COMMENT 
 

Edward Pekarek1 and Genevieve Shingle2 
 
 

I. Introduction 
 
America has been beset with a plague of corruption and fraud for 

decades.3  One commenter derided the mindset of the last century as “an era 
of rapacious capitalists and heedless self-indulgence.”4  As Rule 10b-5 was in 
the drafting stage in 1942, a Republican Securities and Exchange 
Commissioner from Maine, Sumner Pike, posed rhetorically to his peers, 
“Well, we are against fraud, aren’t we?”5  The answer was seemingly so 
abundantly apparent that no further debate was needed for the nascent 
Securities and Exchange Commission (SEC) to adopt Rule 10b-5 
unanimously, creating a federal antifraud provision designed to thwart 
deceptive practices in the United States secondary securities markets.6 With a 
profusion of negative depictions, and revolution fomented by the “occupy” 

                                                       
1. Visiting Professor of Law, Pace Law School, Assistant Director and Supervising 
Attorney, Pace Investor Rights Clinic (“PIRC”). Member, PIABA Bar Journal Board 
of Editors. The opinions, and perhaps errors, contained within this article are solely 
those of the authors. Comments and questions may be submitted electronically to 
edpekarek@gmail.com. 

2. 3L, Pace Law School, PIRC student intern and Willem C. Vis International 
Commercial Arbitration Moot Court team captain. 

3. Frank Rich, The Rabbit Ragu Democrats, N.Y. TIMES (Oct. 4, 2009), available at 
http://www.nytimes.com/2009/10/04/opinion/04rich.html. 

4. Id., referencing James B. Stewart, The Birthday Party, THE NEW YORKER (Feb. 
11, 2008), available at http://www.newyorker.com/reporting/2008/02/11/080211fa_ 
fact_stewart. 

5. See Conference on Codification of the Federal Securities Law, 22 BUS. LAW. 793, 
922 (1967) (noting Milton Freeman’s story of how Rule 10b-5 was drafted: “All the 
commissioners read the rule and they tossed it on the table, indicating approval.  
Nobody said anything except Sumner Pike who said, ‘Well, we are against fraud, 
aren’t we?’ That is how it happened.”).   
6 Id. 
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movement, Congress and the courts have taken tremendous activist strides in 
recent decades, favoring Wall Street and corporations over individual 
Americans, despite Commissioner Pike’s common sense maxim. 

This article addresses one of the most recent, and in our opinion, perhaps 
the most drastic departure from the spirit of Rule 10b-5 since its enactment.  
We trace back a de-regulatory debouch that has, at times, been overtly hostile 
to the primary objectives of federal securities law: protection of the investing 
public and market integrity.  We criticize the United States Supreme Court 
analysis of the term “make,” made within a private Rule 10b-5 civil litigation 
context,7 and compare/contrast the “speechwriter” metaphor Justice Thomas 
used in his narrowing of the antifraud rule, with a host of other federal laws 
that contemplate speech, many of which employ the operative term “make” 
in decidedly different ways.  These contradictory doctrinal examples 
demonstrate the definition conjured by the Court’s activist five-member 
majority is contrary to congressional intent and makes no sense whatsoever 
when compared to other areas of federal speech law.  These manifest 
inconsistencies substantiate our view that Janus simply jammed a square 
analytical peg into a round results-driven rabbit hole.  

We also detail how one district court eagerly extended Janus to the 
“scheme liability” provisions of Exchange Act §10(a) and (c), and a 
Securities Act of 1933 provision, while a number of other courts have 
refused to cave in to what we assert is a contorted characterization.  We 
consider possible unintended consequences of Janus, primarily as it relates to 
Rule 10b-5 litigation, and the dilution of the rule’s twin intended purposes: 
protection of the investing public and market integrity.  Lastly, we forecast a 
future with the newly narrowed Rule 10b-5, and identify ways the SEC and 
plaintiffs might still police the markets, in spite of the activist Roberts 
Court’s almost mercenary majority, during a time when the business of fraud 
seems to be booming and our culture careens toward criminogenic. 

 
 

II. Sunlight is said to be the best of disinfectants8 
 
The prevailing principle of disclosure in federal securities law is honesty 

because “[t]here cannot be honest markets without honest publicity.  

                                                       
7. Janus Capital Grp., Inc. v. First Derivative Traders, 131 S.Ct. 2296 (2011). 

8. Louis Brandeis, Other People’s Money, Ch. V, What Publicity Can Do, HARPER’S 

WEEKLY (Dec. 20, 1913), available at http://www.law.louisville.edu/library/ 
collections/brandeis/node/196. 



2012] THE LAND OF LITIGATION MAKE BELIEVE 3 

Manipulation and dishonest practices of the market place thrive upon 
mystery and secrecy.”9  The Supreme Court has described “the fundamental 
purpose of the 1934 Act to substitute ‘a philosophy of full disclosure for the 
philosophy of caveat emptor.’”10  While not expressly stated in the text of the 
pertinent statute or rule, Justice Marshall noted “a private right of action 
under §10(b) of the 1934 Act and Rule 10b-5 has been consistently 
recognized for more than 35 years.  The existence of this implied remedy is 
simply beyond peradventure.”11 

Not only have courts repeatedly recognized the implied private right of 
action within Rule 10b-5, but they have also granted plaintiffs a presumption 
of reliance on misstatements or omissions.12  This rebuttable presumption 
alleviates what would otherwise be an “unrealistic evidentiary burden” 
imposed on investors who allege claims based on §10(b) and Rule 10b-5.13  
While private §10(b) and Rule 10b-5 actions are limited to actual purchasers 
and sellers of securities,14 the Court reiterated in 2002 the rule “should be 
                                                       
9. H.R. Rep. No. 1383, 73d Cong., 2d Sess., 11 (1934).  See Conference on 
Codification, supra note 5. 

10. Santa Fe Indus., Inc. v. Green, 430 U. S. 462, 477 (1977), quoting Affiliated Ute 
Citizens v. United States, 406 U.S. 128, 151 (1972), quoting SEC v. Capital Gains 
Research Bureau, Inc., 375 U.S. 180, 186 (1963). 

11. Herman & McLean v. Huddleston, 459 U.S. 375, 380 (1983).  See Tellabs, Inc. v. 
Makor Issues & Rights, Ltd. 551 U.S. 308, 313 (2007) (Ginsburg, J.); see also 
Kardon v. Nat’l Gypsum Co., 69 F.Supp. 512 (E.D.Pa. 1946). 

12. Basic Inc. v. Levinson, 485 U.S. 224, 225 (1988).  The Court adopted efficient 
market philosophy when it deemed proof of reliance as an “unrealistic evidentiary 
burden,” and instead crafted a rebuttable presumption: 

Such a presumption relieves the Rule 10b-5 plaintiff of an unrealistic 
evidentiary burden, and is consistent with, and supportive of, the Act’s 
policy of requiring full disclosure and fostering reliance on market integrity.  
The presumption is also supported by common sense and probability: an 
investor who trades stock at the price set by an impersonal market does so 
in reliance on the integrity of that price.  Because most publicly available 
information is reflected in market price, an investor’s reliance on any public 
material misrepresentations may be presumed for purposes of a Rule 10b-5 
action. 

Id.  

13. Id. 

14. See Birnbaum v. Newport Steel Corp., 193 F.2d 461 (1952); see also Blue Chip 
Stamps v. Manor Drug Stores, 421 U.S. 723 (1975). 



4 PIABA BAR JOURNAL [Vol. 19 No. 1 

   

construed ‘not technically and restrictively, but flexibly to effectuate its 
remedial purpose.’”15 Five years later, the Court stated it had “long 
recognized that meritorious private actions to enforce federal antifraud 
securities laws are an essential supplement to criminal prosecutions and civil 
enforcement actions brought, respectively, by the Department of Justice and 
the [SEC].”16 

As discussed infra, we maintain the Janus Court inexplicably abandoned 
the well-settled doctrine of flexible interpretation, instead favoring an 
inflexible framework that enables fraud by any miscreant who follows the 
roadmap the Republican-appointed majority charted.  We submit the doctrine 
of Janus is agenda-driven activism which substantially weakens the 
enforcement capabilities of the SEC and Department of Justice, and 
drastically dilutes the protections envisioned by federal securities law. 

 
 

A. Aid and abet liability eliminated 
 

The Supreme Court eliminated aiding and abetting liability for §10(b) 
and Rule 10b-5 actions in the mid-1990s.17  Prior to its Central Bank 
decision, it was established that investor reliance on a misstatement or 
omission must be proven to satisfy §10(b) and 10b-5 claims.18  As a result, 
the Court reasoned that securities fraud liability for aiders and abettors 
circumvented the reliance requirement with “disregard [for] the careful limits 
on 10b-5 recovery mandated by our earlier cases.”19  After Central Bank, the 
only way a “secondary actor” intermediary such as “a lawyer, accountant, or 
bank,” who “employs a manipulative device or makes a material 
misstatement (or omission) on which a purchaser or seller of securities relies 

                                                       
15. SEC v. Zandford, 535 U.S. 813, 819 (2002), citing Affiliated Ute Citizens of Utah 
v. United States, 406 U.S. 128, 151 (1972) (quoting Capital Gains Research Bureau, 
supra note 10, at 195).  See Superintendent of Ins. v. Bankers Life & Cas. Co., 404 
U.S. 6, 12-13 (1971) (holding a purchase or sale can be illustrated if the “deceptive 
practices touch[ed]” a securities transaction.). 

16. Tellabs, supra note 11, at 313. 

17. Central Bank, N.A. v. First Interstate Bank, N.A., 511 U.S. 164 (1994). 

18. Id. at 179. 

19. Id. at 180. 
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may be liable as a primary violator under 10b-5,” is when “all of the 
requirements for primary liability under Rule 10b-5 are met.”20 

 
 

B. Legislative impediments imposed on plaintiffs 
 

While certain cases have championed the remedial purpose of §10(b) and 
Rule 10b-5,21 we contend that one can trace much of the march toward 
deregulation to the Republican-majority Congress of the 1990s, which 
ushered in many of the excesses that would later bring the U.S. economy to 
its knees. A prime example of the anti-government agenda espoused earlier 
by President Ronald Reagan,22 is the Private Securities Litigation Reform 
Act (PSLRA),23 which imposes numerous obstacles on private securities 
class action plaintiffs. Among the PSLRA barriers plaintiffs encounter are: 
(1) requiring substantially heightened scienter pleading,24 (2) creating an 
automatic stay of discovery upon the filing of a motion to dismiss,25 and (3) 
necessitating “loss causation” proof.26  Shortly after the enactment of the 
PSLRA, Congress adopted the Securities Litigation Uniform Standards Act 
(SLUSA), which preempts state law securities class action litigation and 
forces plaintiffs into federal court where the onerous PSLRA restrictions 

                                                       
20. Id. at 191. 

21. Tellabs, supra note 11, at 313. 

22. During Ronald Reagan’s first inauguration address, he implored that “[i]n this 
present crisis, government is not the solution to our problem; government is the 
problem….”  Presidential Inaugural Address, The Ronald Reagan Presidential 
Foundation & Library (Jan. 21, 1981), available at http://www.reagan 
foundation.org/pdf/Inaugural_Address_012081.pdf. 

23. See Private Securities Litigation Reform Act of 1995 (PSLRA), Pub. L. No. 104-
67, 109 Stat. 737 (1995) (codified in scattered sections of 15 U.S.C.).  See also, e.g., 
Financial Services Modernization Act of 1999 (Gramm-Leach-Bliley Act), Pub.L. 
106-102, 113 Stat. 1338, 15 U.S.C. §§ 6801-6809 (1999); Commodity Futures 
Modernization Act of 2000 (CFMA), Pub.L. No. 106-554, 114 Stat. 2763 (2000). 

24. Securities Exchange Act of 1934 §21D(b)(2), 15 U.S.C. §78u-4(b)(2) (2006). 

25. Id. at §78u-4(b)(3). 

26. See PSLRA §101(b) (PSLRA codified loss causation by adding §21D(b)(4) to 
the Exchange Act; see 15 U.S.C. §78u-4(b)(4) (Supp. 1997)). 
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apply.27  These two statutes, which supposedly aim to deter “frivolous 
lawsuits,”28 have in reality diluted the protective nature of federal securities 
laws, and diminished the deterrent effect of civil liability for actionable 
misconduct.29 

These securities fraud litigation barriers were the brainchild of PSLRA 
co-author, Christopher Cox, then a House of Representatives member elected 
by voters in the conservative stronghold of Orange County, California.  Prior 
to his election, Cox served as senior associate counsel to another Orange 
County conservative, President Ronald W. Reagan, during his second term in 
office.30  His vision of the future of federal securities law included a 
draconian draft version of the bill deemed too harsh to obtain a legislative 
                                                       
27. See Securities Litigation Uniform Standards Act of 1998 (SLUSA), H.R. Rep. 
No. 105-803, Pub.L. No. 105-353, 112 Stat. 3227 (codified as amended in part at 15 
U.S.C. §§ 77p & 78bb(f) (1998)) (stating that the purpose of SLUSA “is to prevent 
plaintiffs from seeking to evade the protections that Federal law provides against 
abusive litigation by filing suit in State, rather than in Federal, court.”).  Id. 

28. See Tellabs, supra note 11, at 322. 

29. Daniel Tyukody and Gerald Silk, Understanding the Dip in Class-Action 
Securities Settlements, N.Y. TIMES DEALBOOK (blog) (Apr. 2, 2012), available at 
http://dealbook.nytimes.com/2012/04/02/understanding-the-dip-in-class-action-
securities-settlements/.  The authors question, quite rightly in our view, the overall 
integrity of public issuer periodic reports, noting the scant financial restatements that 
have been made since the 2008 market decline: 

Several analysts have questioned how it is that fewer banks restated 
financial results after the financial crisis than before.  That there has been a 
decline in restatements by companies that declared their financial strength 
only weeks and months before their entire industry came to the brink of 
insolvency in 2008 raises questions as to the reliability of financial 
reporting. 

Id.  See Michael J. De La Merced, Class-Action Settlements at Decade Low in 2011, 
N.Y. TIMES DEALBOOK (blog) (Mar. 14, 2012), available at 
http://dealbook.nytimes.com/2012/03/14/court-approved-class-action-settlements-at-
decade-low/; see also, generally, Matrixx Initiatives, Inc. v. Siracusano, 131 S.Ct. 
1309 (2011), citing Bell Atlantic Corp. v. Twombly, 550 U.S. 544 (2007); Ashcroft v. 
Iqbal, 556 U.S. 662 (2009) (discussing heightened pleading standards); Tellabs, 
supra note 11, at 313 ( “…meritorious private actions to enforce federal antifraud 
securities laws are an essential supplement to criminal prosecutions and civil 
enforcement actions….”).  Id. 

30. See SEC Biography: Chairman Christopher Cox, available at 
http://www.sec.gov/about/commissioner/cox.htm. 
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majority, featuring a “loser pays” provision for Rule 10b-5 litigants.31 
A decade after Cox’s creation became law, President George W. Bush 

appointed him to become the 28th Chairman of the SEC.32  The staunchly 
conservative Cox was selected to oversee the very agency designed to protect 
the investing public and market integrity, and not surprisingly, this “friend to 
corporations” shifted the balance of power at the SEC in what business 
interests considered “a more favorable direction.”33  President Bush’s 
appointment of Cox was met with suspicion and derision concerning “[h]is 
strongly anti-investor track record [which] shows he has little interest in 
protecting the millions of Americans who are counting on [s]ecurities 
investments for their retirement money,” yet his appointment was confirmed 
by a unanimous Senate.34 

Among the better known SEC policies implemented by Cox that 
substantially softened regulatory oversight was his requirement that civil 
enforcement action approvals be made by unanimous vote of the bi-partisan 
five-member commission.35 The “pro-business” Cox chaired the SEC during 
the inflation of the real estate and market bubble, until his 2009 resignation, 
as the capital markets and economy careened toward crisis.36  Even Carly 

                                                       
31. Stephen Labaton, Bush S.E.C. Pick is Seen as Friend to Corporations, N.Y. 
TIMES (June 3, 2005), available at http://www.nytimes.com/2005/06/03/ 
business/03cox.html.  (“That bill had significantly raised the standard of proof for 
investors and had included a provision forcing the losing party in such lawsuits to 
pay legal fees, a provision that some experts said would have effectively killed most 
investor lawsuits.”).  Id. 

32. Id.  See SEC Biography, supra note 30. 

33. “Over the last 16 years in the House of Representatives, Mr. Cox has played a 
central role as one of the strongest pro-business voices.” Id. 

34. Id.  See SEC Biography, supra note 30. 

35. Chairman Cox was known for “seeking to forge unanimous 5–0 voting blocs 
within the commission.”  Duncan Currie, Unmasking Chris Cox, THE AMERICAN 
(March/April 2007), available at http://www.american.com/archive/2007/march-
april-magazine-contents/unmasking-chris-cox/.  But see SEC Biography, supra note 
30.  According to his SEC biography, “…Chairman Cox made vigorous enforcement 
of the securities laws the agency’s top priority.”  Id. 

36. Jesse Westbrook, Cox Quits at SEC, Leaves Schapiro to Restore Clout 
(Update2), BLOOMBERG (Jan. 21, 2009), available at http://www.bloomberg.com/ 
apps/news?pid=newsarchive&sid=aJuH2AuRdpnA (“He was slow to recognize the 
deteriorating position of brokerage firms.  In that sense, he bears joint responsibility 
with the secretary of the Treasury and the Federal Reserve chairman.”).   
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Fiorina, former HP CEO and a conservative California senate candidate, can 
be counted among Cox’s critics, blaming him for having “been asleep at the 
switch.”37 

 
 

III.  Just making it up as we go along?38 
 
In what might best be described as past is prologue, critics have labeled 

the current Supreme Court, and its Chief Justice, John Roberts, as “the most 
business-friendly” in decades.39 Criticism from academics and far left-
leaning pundits is far worse.40  Future peril likely awaits securities fraud 
                                                       
37. Jesse Westbrook and Robert Schmidt, Cox ‘Asleep at Switch’ as Paulson, Bernanke 
Encroach (Update 2), BLOOMBERG (Sept. 22, 2008), available at 
http://www.bloomberg.com/apps/news?pid=newsarchive&sid=aoM0mju1ARQo. 

38. See Edward Pekarek and Genavieve Shingle, The Make Believe of Janus, New 
York State Bar Assoc. Securities Litigation and Arbitration (blog) (Oct. 13, 2011), 
available at http://nysbar.com/blogs/BestofNYSBA/business_law/. 

39. According to the New York Times, “the Roberts court has championed 
corporations.”  First Monday, N.Y. TIMES (Oct. 3, 2010), available at 
http://www.nytimes.com/2010/10/04/opinion/04mon1.html.  See Corporations and 
the Court: America’s Supreme Court Is the Most Business-Friendly for Decades, 
THE ECONOMIST (June 23, 2011), available at http://www.economist. 
com/node/18866873.  The Court’s power balance shifted significantly in 2006 after 
President George W. Bush appointed two conservatives (Justices John Roberts and 
Samuel Alito) to replace the departing Chief Justice, William Rehnquist, and centrist 
Associate Justice, Sandra Day O’Connor: 

Since then, the kind of cases that the US Chamber of Commerce supports 
have been more likely to succeed. During 1994-2005, some 56% of the 
cases supported by the chamber and considered by the court succeeded; the 
success rate during 2006-10 was 68%. In 2009-10 the side supported by the 
chamber won in 13 of 16 cases, five of those by the slimmest of majorities 
(5-4). 

Id. 

40. Paul F. Kirgis, Arbitration and the “Conservative” Court, ADR Prof Blog (April 
5, 2012), available at http://www.indisputably.org/?p=3527.  Professor Kirgis 
recently excoriated the current Court’s jurisprudence in a scathing blog post: 

With the occasional exception of Justice Kennedy, the Supreme Court’s 
Republican-appointed Justices are not conservative in any principled sense. 
They are radicals, willing to cast aside established doctrines and forge new 
ones in the service of various policy objectives. This tendency is 
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plaintiffs following the recent resolution of Janus Capital Group, Inc. v. 
First Derivative Traders.41  The Court created a particularly nettlesome 
doctrine in 2011 with its Janus opinion, not just for securities fraud plaintiffs, 
but perhaps for securities regulators and an array of speech-related laws.42 
Justice Clarence Thomas, writing for the 5-4 majority split down party lines, 
opined the Supreme Court has “previously expressed skepticism over the 
degree to which the SEC should receive deference regarding the private right 
of action.”43  Moreover, the Justice noted, it is not the “first time this Court 
has disagreed with the SEC’s broad view of §10(b) or Rule 10b–5.”44  While 
Janus is not the first instance of a federal court declining to defer to an 
agency interpretation of a statute, it certainly seems to be the widest 

                                                                                                                                
particularly evident in the Court’s constitutional jurisprudence, where from 
hand guns to campaign finance to punitive damages the Court has 
eviscerated comprehensive legislative enactments and run roughshod over 
state lawmakers to promote Republican priorities. 

Id. According to New York Times columnist and Nobel prize-winning economist, 
Paul Krugman, “several of the justices, and possibly a majority, are political 
creatures pure and simple, willing to embrace any argument, no matter how absurd, 
that serves the interests of Team Republican.”  Paul Krugman, Pink Slime 
Economics, N.Y. TIMES (Apr. 1, 2012), available at http://www.nytimes.com/ 
2012/04/02/opinion/krugman-pink-slime-economics.html. 

41. Janus Capital Group, Inc., et al. v. First Derivative Traders, 131 S.Ct. 2296 
(2011). 

42. Id. 

43. Janus Capital Group, Inc., et al. v. First Derivative Traders, No. 09-525, slip op. 
at 9 n.12 (U.S. June 13, 2011), citing Piper v. Chris-Craft Indus., Inc., 430 U. S. 1, 
41, n.27 (1977) (noting the SEC’s presumed expertise “is of limited value” when 
analyzing “whether a cause of action should be implied by judicial interpretation in 
favor of a particular class of litigants”).  Id.  But see Auer v. Robbins, 519 U.S. 452, 
462–63 (1997). 

44. See, e.g., Piper, 430 U.S. at 41, n. 27 (1977); Central Bank of Denver, N. A. v. 
First Interstate Bank of Denver, N.A., 511 U.S. 164, 188–91 (1994); Dirks v. SEC, 
463 U.S. 646, 666, n.27 (1983); Ernst & Ernst v. Hochfelder, 425 U.S. 185, 207 
(1976); Blue Chip Stamps v. Manor Drug Stores, 421 U.S. 723, 746, n.10 (1975).  
But see SEC v. Zandford, 535 U.S. at 819 (quotations omitted) (stating “we have 
explained that the statute [Exchange Act §10(b)] should be construed not 
technically and restrictively, but flexibly to effectuate its remedial purpose.”); 
Conference on Codification supra note 5 (“‘Well, we are against fraud, aren’t 
we?’”). 
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divergence to date, particularly as the Court was not interpreting a statute 
legislated by Congress, but rather a rule promulgated by the SEC, based on a 
federal statute.45   

First Derivative, the plaintiff in Janus, alleged that Janus Capital Group 
(“JCG”), and its wholly-owned subsidiary, Janus Capital Management 
(“JCM”), made false statements in prospectuses filed by the Janus 
Investment Fund (“JIF”), and those misrepresentations affected the price of 
JCG’s shares, resulting in damages.46  Throughout the pertinent time period, 
JCM provided JIF with “the management and administrative services 

                                                       
45. See, e.g., Edward Pekarek, Pruning the Hedge: Who is a “Client” and Whom 
Does an Adviser Advise?, 12 FORDHAM J. CORP. & FIN. L. 913 (2007); but see 
Antonin J. Scalia, Judicial Deference to Administrative Interpretations of Law, 1989 
DUKE L. J. 511, citing Chevron, U.S.A., Inc. v. Nat. Resources Def. Council, Inc., 
467 U.S. 837 (1984) (“[I]f the statute is silent or ambiguous with respect to the 
specific issue, the question for the court is whether the agency’s answer is based on a 
permissible construction of the statute.”).  Justice Scalia noted, in his own words, the 
following philosophy regarding statutory interpretation in the context of deference to 
an agency’s determination of the meaning of a statute: 

Surely one of the most frequent justifications courts give for choosing a 
particular construction is that the alternative interpretation would produce 
“absurd”' results, or results less compatible with the reason or purpose of 
the statute.  This, it seems to me, unquestionably involves judicial 
consideration and evaluation of competing policies, and for precisely the 
same purpose for which (in the context we are discussing here) agencies 
consider and evaluate them—to determine which one will best effectuate 
the statutory purpose . . . . Only when the court concludes that the policy 
furthered by neither textually possible interpretation will be clearly “better”' 
(in the sense of achieving what Congress apparently wished to achieve) will 
it, pursuant to Chevron, yield to the agency’s choice. 

Id. at 515.  See Janus, 131 S.Ct. at 2304, citing Brief for United States as Amicus 
Curiae, p. 13 (citing Brief for SEC as Amicus Curiae in Pacific Inv. Mgmt. Co. LLC 
v. Mayer Brown LLP, No. 09–1619 (2d Cir. 2009), p. 7)  ( “Because we do not find 
the meaning of ‘make’ in Rule 10b–5 to be ambiguous, we need not consider the 
Government’s assertion that we should defer to the SEC's interpretation of the word 
elsewhere.”).  N.B. – the term “make” is not defined in §3 (“Definitions and 
Application”) of the Exchange Act (15 U.S.C. §78c).  Similarly, the statute itself, 
Exchange Act §10(b), lacks the operative word: “make.”  See infra notes 55 and 56. 

46. N.B. – The JIF prospectus stated market timing was disallowed, however, 
included among the plaintiffs’ allegations were acts of misconduct involving market 
timing. 
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necessary for the operation” of JIF.47  With aiding and abetting liability no 
longer available,48 however, First Derivative instead maintained JCG should 
be liable for the misdeeds of JCM as its “controlling person,” pursuant to 
§20(a) of the Exchange Act.49 

Regardless of the uniquely close relationship between the various Janus 
defendants, the Court emphasized that “[a]ny reapportionment of liability in 
the securities industry in light of the close relationship between investment 
advisers and mutual funds is properly the responsibility of Congress and not 
the courts.”50  Although JCM may have been involved substantially in the 
preparation of the disputed JIF prospectuses, the Court nonetheless 
determined JCM did not “make” the statements at issue, at least for the 
purposes of §10(b) of the Exchange Act, and Rule 10b-5 thereunder.51  
Justice Thomas reasoned that because JCM owed no statutory obligation to 
file the disputed documents with the SEC, it could not possibly “make” any 
of the statements contained in those prospectuses.52  Accordingly, the Court 
reversed the United States Court of Appeals for the Fourth Circuit, holding 
that First Derivative failed to state a claim against JCM for which relief could 
be granted.53 

There is no debate that Rule 10b-5 prohibits “mak[ing] any untrue 
statement of a material fact” in connection with the purchase or sale of 
securities.54 The determinative question resolved by the Court was how it 
should construe the term “make,” within the context of private Rule 10b-5 
civil litigation.55 The SEC contended, correctly, that “make” is synonymous 

                                                       
47. Janus, 131 S.Ct. at 2299. 

48. See supra, §II(a). 

49. Janus, 131 S.Ct. at 2300, citing 15 U.S.C. §78t(a). 

50. Id. at 2304. 

51. Id. 

52. Id. 

53. Id. at 2305. 

54. 17 CFR 240.10b-5 (2010). 

55. Id.  N.B. - Exchange Act §10(b) does not include the operative word: 

Section 10 - Manipulative and Deceptive Devices 

It shall be unlawful for any person, directly or indirectly, by the use of any 
means or instrumentality of interstate commerce or of the mails, or of any 
facility of any national securities exchange-   
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with “create,” which would allow it, and private plaintiffs, to assert claims 
against anyone who, in connection with a securities transaction, provides 
false or misleading material information to another, who then includes it in a 
statement.56  The Court opted not to give deference to the SEC and rejected 
its definition, finding the Rule 10b-5 phrase at issue “[t]o make . . . any 
statement,” to be the functional equivalent of “to state.”57 
                                                                                                                                

b. To use or employ, in connection with the purchase or sale of any security 
registered on a national securities exchange or any security not so 
registered, or any securities-based swap agreement (as defined in section 
206B of the Gramm-Leach-Bliley Act), any manipulative or deceptive 
device or contrivance in contravention of such rules and regulations as the 
Commission may prescribe as necessary or appropriate in the public interest 
or for the protection of investors. 

56. Janus, 131 S.Ct. at 2303, citing Brief for United States as Amicus Curiae 14–15, 
citing Webster’s New International Dictionary 1485 (2d ed.1958) (defining “make” 
as “[t]o cause to exist, appear, or occur”).  Id.  Justice Thomas described the SEC 
position as follows: 

The Government contends that “make” should be defined as “create.”  [ ] 
This definition, although perhaps appropriate when “make” is directed at an 
object unassociated with a verb (e.g., “to make a chair”), fails to capture its 
meaning when directed at an object expressing the action of a verb. 

Id.  N.B. – Mirriam-Webster defines “statement” only as a noun, available at 
http://www.merriam-webster.com/dictionary/statement. 

57. Id. at 2302; but see id. at 2307 (Breyer J., dissenting).  Justice Breyer identified a 
number of inconsistencies within Justice Thomas’ analysis, by simply applying the 
plain meaning of the term “make” to a number of examples:  

Nothing in the English language prevents one from saying that several 
different individuals, separately or together, “make” a statement that each 
has a hand in producing.  For example, as a matter of English, one can say 
that a national political party has made a statement even if the only written 
communication consists of uniform press releases issued in the name of 
local party branches; one can say that one foreign nation has made a 
statement even when the officials of a different nation (subject to its 
influence) speak about the matter; and one can say that the President has 
made a statement even if his press officer issues a communication, 
sometimes in the press officer’s own name.  Practical matters related to 
context, including control, participation, and relevant audience, help 
determine who “makes” a statement and to whom that statement may 
properly be “attributed,”—at least as far as ordinary English is concerned. 
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According to the Janus majority, “the maker of a statement is the person 
or entity with ultimate authority over the statement,” and “[w]ithout control, 
a person or entity can merely suggest what to say, not ‘make’ a statement in 
its own right.”58  Justice Thomas compared his rule to the relationship 
between a speechwriter and a speaker, explaining that “[e]ven when a 
speechwriter drafts a speech, the content is entirely within the control of the 
person who delivers it.  And it is the speaker who takes credit—or blame—
for what is ultimately said.”59  Of course, Justice Thomas neglected to 
mention the fact that the work of speechwriters is routinely provided in 
written form to media outlets well before the “speaker” has uttered a single 
word.60 

 
 
A. Justice Breyer peers behind the looking glass61 

 
Justice Stephen Breyer identified in dissent that unscrupulous managers 

now have effective license to prepare prevaricating prospectuses and other 
misleading communications containing misrepresentations of material fact 
which, by design, may dupe the investing public, while the fabulist profits 
wildly and escapes securities fraud liability because the clever con cannot be 
found to have “made” the materially false statement, due to the new Janus 

                                                                                                                                
Id. 

58.  Janus, 131 S.Ct. at 2302.  

59. Id. 

60. See, e.g., Tommy Christopher, National Journal Skirts Embargo, Posts Full Text 
Of Obama’s State of the Union Address (Jan. 25, 2011), available at 
http://www.mediaite.com/online/national-journal-posts-full-text-of-president-
obamas-state-of-the-union-address/. 

The White House has taken more care than usual that President Obama’s 
State of the Union address not leak to the press early, advising reporters that 
their advance copies of the text would be sent out very close to the speech’s 
scheduled start.  Those efforts appear to be for naught, however, as The 
National Journal has obtained a copy of the SOTU from a Hill staffer, and 
posted the entire thing online. 

Id. 

61. Lewis Carroll, THROUGH THE LOOKING-GLASS, AND WHAT ALICE FOUND THERE 
(Macmillan 1871). 
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doctrine.62  This is a result of the fact that “the managers, not having ‘made’ 
the statement, would not be liable as principals and there would be no other 
primary violator they might have tried to ‘aid’ or ‘abet.’”63 Moreover, 
intermediaries such as lawyers, bankers, accountants and advisers may now 
be shielded from securities fraud liability even after perhaps drafting 
materially misleading communications destined for market consumption, 
alleged to have artificially inflated the value of publicly traded securities.64  
The “new territory” conquered by the pro-business majority of the Roberts 
Court was a manufactured loophole the likes of which the legislature had no 
apparent intention of creating, and in so doing, Janus may have ushered in an 
era of agency capitalism where accountability for wrongdoing may become 
an endangered species.65 

                                                       
62. Janus, 131 S.Ct. at 2310. 

63. Id. The Supreme Court held previously that the Rule 10b-5 implied private right 
of action does not include suits against aiders and abettors.  See Stoneridge Inv. 
Partners, LLC v. Sci-Atlanta, Inc., 552 U.S. 148 (2008); see also Central Bank, 511 
U.S. 63 (determining that suits against entities that contribute “substantial 
assistance” to the making of a statement but do not actually make it may still be 
brought by the SEC, but not by private investors). 

64. See, e.g., In re Coinstar Inc. Sec. Litig., 2011 WL 4712206, slip op. at *10 (W.D. 
Wash. Oct. 06, 2011) (citation omitted); Hawaii Ironworkers Annuity Trust Fund v. 
Cole, 2011 WL 3862206, slip op. at *1 (N.D. Ohio Sept. 01, 2011), reversing Hawaii 
Ironworkers Annuity Trust Fund v. Cole, 2011 WL 1257756 (N.D. Ohio Mar. 31, 
2011).  Cf. SEC v. Carter, 2011 WL 5980966, slip op. at *2 (N.D. Ill. Nov. 28, 
2011). 

65  See Janus, 131 S.Ct. at 2308 (Breyer, J., dissenting).  

Thus, as far as Central Bank is concerned, depending upon the 
circumstances, board members, senior firm officials, officials tasked to 
develop a marketing document, large investors, or others (taken together or 
separately) all might “make” materially false statements subjecting 
themselves to primary liability.  The majority’s rule does not protect, it 
extends, Central Bank holding of no-liability into new territory that Central 
Bank explicitly placed outside that holding. And by ignoring the language 
in which Central Bank did so, the majority’s rule itself undermines Central 
Bank.  Where is the legal support for the majority’s “draw[ing] a clean 
line,” [ ] that so seriously conflicts with Central Bank?  Indeed, where is the 
legal support for the majority’s suggestion that plaintiffs must show some 
kind of “attribution” of a statement to a defendant, [ ]—if it means plaintiffs 
must show, not only that the defendant “ma[d]e” the statement, but 
something more?”). 
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B. The land of litigation make believe 
 

After peering through the Janus looking glass, we wonder what 
distortions might occur to a host of other federal statutes and provisions that 
employ the term “make.”  The awkward and activist “speechwriter” approach 
applied by the Janus majority has only fostered further confusion in the 
already muddy field of speech-related law, by conjuring what we contend is a 
misplaced carve-out for securities-related speech.  If editorial control, 
emphasized by Justice Thomas as the analytical fulcrum of Janus, is applied 
to other bodies of federal law which contemplate the making of a statement, 
the inconsistent examples below regarding the “makers” of potentially 
actionable speech are now in further disarray. The incongruity of these 
various federal speech law doctrines underscores the utter absurdity of the 
make believe of Janus.66 

 
 
1. All the news that’s fit to suggest?67 

 
If one follows Justice Thomas’ “speechwriter” logic to destinations 

beyond the domestic capital markets, allegedly libelous content prepared by 
an advertiser might create liability risk only for the publisher of the content, 
because the publication controls whether the advertisement appears in print.  
A critical “advertorial” published by the New York Times, castigating the 
violent police response to student civil rights demonstrations in Montgomery, 
Alabama, was written, prepared and purchased by clergy leaders who were 
later named co-defendants in a libel action asserted by the Montgomery 
Police Commissioner.68 

If the “speechwriter” framework was adopted universally, and of course, 
retrospectively, the clergy members who purchased the newspaper 
advertising space conceivably could have moved successfully to dismiss the 
complaint against them because they simply were not the “speakers” of the 
message, as they lacked the ultimate editorial control to publish their 

                                                                                                                                
Id. 

66. See Scalia, Judicial Deference, supra note 45. 

67. See The Make Believe of Janus, supra note 38. 

68. The clergy defendants who prepared and purchased disputed advertising were 
Ralph D. Abernathy, J. E. Lowery, S. S. Seay, Sr., and Fred L. Shuttlesworth.  See 
New York Times Co., et al. v. Sullivan, 144 So.2d 25, 29 (Ala. 1962). 
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criticism in the defendant periodical, and could only suggest as much, at least 
according to Janus.  Through the lens of Janus, these clergy members 
apparently did not “make” the critical statements at issue in New York Times 
Co. v. Sullivan.69  Perhaps the Court intended that allegedly false speech 
made in connection with securities is “made” differently than allegedly false 
speech in a newspaper advertisement that criticizes another. 

 
 
2. Advertising fakes require a statement a defendant makes 
 

Adding to the doctrinal asymmetry, the opposite approach is generally 
taken in Lanham Act claims, which allege, among other things, false 
advertising. 70 It is typically the advertiser, not the publisher, radio or 
television station, who faces liability risk for false commercial speech.  In 
fact, a false advertising claim under federal law requires “speech . . . by a 
defendant who is in commercial competition with plaintiff.”71  While the 
term “make” does not appear expressly in the pertinent portion of the statute, 
it is unquestionably implied with the passage, “speech . . . by a defendant.”72 

If the required speech is attributable to the commercial 
competitor/defendant, for the purposes of a false advertising Lanham Act 
claim, it is logical to conclude the defendant who was also the alleged 
speaker, and who “made” the statement was the advertiser.  Yet, in the 
securities context of today, it would be the publication or broadcaster who 
“made” the statement, at least when one steps through the Janus looking 

                                                       
69. 376 U.S. 254 (1964). 

70. Lanham Act, 15 U.S.C. §§1051, et seq. (2002).  See The Make Believe of Janus, 
supra note 38. 

71. See the Lanham Act test developed in Gordon & Breach Science Publishers v. 
Am. Inst. of Physics, 859 F. Supp. 1521, 1535-36 (S.D.N.Y. 1994). 

The principles from the cases and legislative history may be summed up as 
follows: In order for representations to constitute ‘commercial advertising 
or promotion’ under [Lanham Act] Section 43(a)(1)(B), they must be: (1) 
commercial speech; (2) by a defendant who is in commercial competition 
with plaintiff; (3) for the purpose of influencing consumers to buy 
defendant's goods or services (4) which is disseminated sufficiently to the 
relevant purchasing public. (emphasis added). 

Id. 

72. 15 U.S.C. §1125(a)(1)(B) (emphasis added). 
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glass.  Although an advertiser who prepares false commercial speech is akin 
to the “speechwriter,” and “the content is entirely within the control of the 
person who delivers it,” it is the media personnel who must determine 
whether such an advertisement is ultimately aired or published, and are the 
actors who actually “make” the statement according to Janus.73 

 
 

3. Indecent language broadcasts 
 

Regulatory enforcement litigation involving a radio broadcast of 
allegedly “obscene, indecent, or profane language,”74 has considered the 
broadcaster to be the speaker who “makes” the contested statement, 
consistent with the logic employed in Janus, yet the opposite of the above 
Lanham Act analysis.  For example, the late comedian George Carlin was not 
named as a defendant by the Federal Communications Commission (FCC) 
when a citizen complained about a Manhattan radio station airing an audio 
recording of the comedian’s “seven dirty words” routine.75   Of course, the 
Pacifica enforcement action involved regulation of allegedly “indecent 
speech” by a radio station licensee regulated by the FCC, which lacked 
regulatory authority over Carlin.76   However, the SEC regulates all the Janus 
defendants, yet based on a retrospective application of Janus, the unregulated 
comedian apparently did even not “make” the salacious seven word 
statement that made him famous, and at least no more than the dismissed 
defendants in Janus made the disputed prospectus statements, when viewed 
through the distorting lens crafted by Justice Thomas. 

 
 
 
 
 

                                                       
73. But see Tiffany (NJ) Inc. v. eBay, Inc., 600 F.3d 93, 112-13 (2d Cir. 2010) 
(alleging trademark infringement, false advertising, or trademark dilution against 
online auction internet website proprietor through which counterfeit seller-branded 
merchandise had been advertised and sold). 

74. F.C.C. v. Pacifica Found., 438 U.S. 726, 731 (1978). 

75. In the Matter of a Citizen’s Complaint Against Pacifica Found. Station WBAI 
(FM), New York, N.Y., 56 F.C.C.2d 94, 1975 WL 29897 (1975 F.C.C.). 

76.  Id.  See F.C.C. v. Pacifica Found., 438 U.S. at 731. 
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4. Is the “Good Sam” exclusion of the CDA now simply DOA?77 
 

Congress passed the Communications Decency Act of 1996 (CDA) in an 
attempt to regulate “obscene or indecent” content published on the Internet,78 
including criminal sanctions, for any attempt to transmit offending material 
to persons known to be minors.79  Section 230 of the CDA offers “interactive 
computer services” immunity from liability for content providers and 
secondary users who publish the content of others. This dynamic is 
analogous to Justice Thomas’ speechwriter and speaker framework, yet 
Congress expressly carved-out liability for both the publisher of actionable 
online speech, such as an internet service provider (“ISP”), and those who 
repeat the words of the speechwriter, subject to certain circumstances. 

The very title of the CDA “safe harbor” provision indicates editorial 
control: “[p]rotection for private blocking and screening of offensive 
material.”80  Curiously, the Janus majority deemed such editorial control to 
be the sine qua non for prospective 10b-5 liability, concluding that only those 
who possess editorial control can be speakers who “make” actionable 
statements, yet when Congress created the CDA, it viewed the dynamic from 
the diametrical opposite perspective. 

Elsewhere in the CDA, the exercise of editorial control is construed as 
“Good Samaritan” blocking and screening of offensive material.81  Congress 
expressly excluded from liability any so-called “Good Samaritan” who 
exercises editorial control over actionable online content.  Irrespective of the 
exercise of such control, Congress specifically legislated that no “Good 
Samaritan” shall be construed as the “publisher or speaker” of content 
created by another, despite being vested with the power and control to 
convert another’s mere suggestion into a statement.82  To extend Janus to this 
provision would pervert express legislative intent because the CDA protects 
the “speaker,” while holding the “speechwriter” liable for what is ultimately 
stated, casting a mirror image of the Janus looking glass logic. 

                                                       
77.  See The Make Believe of Janus, supra note 38. 

78. Communications Decency Act of 1996, 47 U.S.C. §230.  

79. Id. 

80. 47 U.S.C. §230.  

81. 47 U.S.C. §230(c). 

82. 47 U.S.C. §230(c)(1) (“No provider or user of an interactive computer service 
shall be treated as the publisher or speaker of any information provided by another 
information content provider.”).    See The Make Believe of Janus, supra note 38. 
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Perhaps the defining example of this provision may prove to be 
Facebook, a business based almost entirely on the publishing of other 
people’s statements.  Facebook founder and CEO, Mark Zuckerberg, stated 
at the 2011 f8 Facebook Developers Conference that its business 
“development is guided by the idea that every year the amount that people 
want to add and share and express is increasing.”83  In the 2011 BBC 
documentary, Mark Zuckerberg: Inside Facebook, BBC journalist Emily 
Maitlis described Facebook as “changing the way that hundreds of millions 
of people talk to each other.”84  Mr. Zuckerberg himself has referred to the 
function of Facebook as a user’s voice.85 According to Facebook 
management, even clicking a “like” button is communication by the user.  
Facebook vice-president of public policy, Elliot Shrage, told the BBC 
documentary team, “when you press a like button on a brand or on an ad or 
on a page, you’re saying ‘I like this’ . . .  when I press a like button on an ad, 
[ ] on the facebook system, I’m affirmatively communicating that I’m 
associating myself with whatever I’m liking.”86 There can be no debate 
whatsoever that Facebook management considers its users to be the ones who 
“make” the statements on its system.87  

Facebook presently faces litigation regarding member-created content 
that is allegedly racist hate speech.88  Use of a CDA §230 defense seems to 

                                                       
83. Emily Maitlis, Mark Zuckerberg: Inside Facebook, BBC documentary (2011), 
available at http://www.bbc.co.uk/mediacentre/proginfo/2011/49/mark-zuckerberg-
inside-facebook.html.  BBC video available at http://www.youtube.com/watch? 
v=bMMei5NWDrQ (Zuckerberg quote at 05:54 – 06:01 (emphasis added)).   

84. Id. at 01:08 – 01:12 (emphasis added). 

85. Id. at 01:21 - 01:28 (emphasis added). 

86. Id. at 49: 51 - 50:34 (emphasis added). 

87. Mark Zuckerberg, Facebook f8 Developer’s Conference Keynote Address, 
available at http://f8.facebook.com/ (at 09:30 – “Millions of people have invested a 
ton [sic] of time telling the story of their life on their profile.” (emphasis added))  (at 
09:50 – “Our job is to make the profile the best way to share everything you want 
and to express who you are.”).  Zuckerberg describes the Facebook profile as “the 
first five minutes of your conversation” with friends.  Throughout the keynote 
speech, Zuckerberg repeatedly uses metaphors to unambiguously assert that 
Facebook considers the postings of its users to be the speech of its users.  Id. 

88. Judicial and Freedom Watch Founder Alleges Misuse of “Social Network” In 
Threatening Jews with Death For Profit, Mar. 31, 2011, available at 
http://www.freedomwatchusa.org/facebook-and-zuckerberg-sued-for-1-billion.  
Complaint available at http://www.freedomwatchusa.org/pdf/110331-Fbook- 
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be a near certainty in that litigation.  Following Janus, it appears the content 
posted by Facebook members is merely suggested to Mr. Zuckerburg, et al., 
because the social network can always edit or even delete user content, and it 
can suspend or terminate offending member account privileges.89  Because 
Facebook ultimately possesses the absolute control to restrict what it 
publishes, its nearly one billion active users merely suggest what it should 
say, at least when one peers through the Janus looking glass to determine 
who actually “makes” a statement.90  With its IPO now on the horizon, 
regulation of any speech Facebook “makes” in the securities context will be 
inimical to the speech on its system governed by the CDA, which according 
to the Roberts Court majority is merely suggested by its nearly one billion 
members.91 

 
 
5. OCILLA No More? 
 

In addition to the CDA, additional speech-related protections are 
afforded to Internet providers.  The “safe harbor” of the 1998 Digital 
Millennium Copyright Act (DMCA), known as the Online Copyright 
Infringement Liability Limitation Act (OCILLA),92 shields ISPs and others 
from direct copyright infringement liability, as well as from potential 
secondary liability regarding alleged infringement activity by others.  The 
“safe harbor” quid pro quo requires that an ISP, or other protected party, 
must first “adopt and reasonably implement a policy” that includes 
termination of user privileges for “repeat infringers,” in order to receive 
OCILLA protection.93  Eliminating user access is the essence of editorial 

                                                                                                                                
Complaint.pdf. 

89. Ben Kunz, Go Ahead, Facebook. Sell That Data, BUSINESSWEEK (May 26, 
2010), available at: http://www.businessweek.com/technology/content/may2010/ 
tc20100526_720314.htm. 

90. Tony Bradley, Facebook on Track for One Billion (with a “B”) Users in 2012, 
PCWORLD (Jan. 14, 2012), available at http://www.pcworld.com/article 
/248203/facebook_on_track_for_one_billion_with_a_ _users_ in_2012.html. 

91. Facebook registration statement, available at http://www.sec.gov/Archives/ 
edgar/data/1326801/000119312512034517/d287954ds1.htm. 

92. 17 U.S.C. §512 (1998). 

93. 17 U.S.C. §512(i)(1)(A). 
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control,94 however, for online copyright infringement purposes, the actual 
“maker” of an offending statement, at least according to Janus, would be 
those who possess editorial control, and those actors are instead afforded a 
free pass by Congress.  If the activist Janus rationale is extended to online 
infringement scenarios, universities, public libraries, Starbucks, and others 
who allow Wi-Fi access, could all conceivably be subject to liability for 
speech “made” on their networks.95  We maintain that extending Janus to this 
form of “making” statements is absurd and averse to express legislative 
intent, and further demonstrates the looking glass of Janus should be 
shattered. 
 
 

6. One can almost hear the criminals say, “Go ahead, make my 
day.” 

 
Federal conspiracy law requires two or more people agreeing to commit 

an unlawful act against the United States, while knowing the act was 
unlawful, with commission of an actual overt act in furtherance of the 
agreement.96 The crime of conspiracy is construed broadly and given the 
frequency of its use, has been dubbed “the prosecutor’s darling.”97 The 
requirement of an overt act need not be an illegal act.98 Moreover, an alleged 
co-conspirator need not personally commit the act but still may be held liable 
for acts of another.99  Some types of conspiracy do not even call for an overt 
act.  In fact, vicarious liability theory may be applied, attributing any 
reasonably foreseeable overt act to all co-conspirators.100 However, if the 
Janus framework were applied to criminal conspiracies, when one co-
                                                       
94. According to Justice Thomas, “[w]ithout control, a person or entity can merely 
suggest what to say, not ‘make’ a statement in its own right.”  Janus, 131 S.Ct. at 
2303. 

95. See Mounira Al Hmoud, Wi-Fi Case Could Make Users Liable, METROWEST 

DAILY NEWS (Jan. 27, 2012), available at http://www.metrowestdailynews.com/ 
news/x1368168860/Wi-Fi-case-could-make-users-liable. 

96. 18 U.S.C. §371 (1948). 

97. Raphael Prober and Jill Randall, Federal Criminal Conspiracy, 29 AM. CRIM. L. 
REV. 571, 573 (2002). 

98. Id. at 584. 

99. Id. 

100. Id. at 585.  See Pinkerton v. United States, 328 U.S. 640 (1946). 
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conspirator “makes” or performs an act in furtherance of the conspiracy, such 
as a false statement made in connection with a fraud against a federally 
insured bank, other co-conspirators could conceivably avoid liability because 
they did not express editorial control over the fraudulent statement, even if 
they agreed with it as they stood smiling silently next to the “speaker” in the 
bank lobby.101  This realization is especially problematic when one considers 
that the Department of Justice may now be constrained from prosecuting 
clever securities fraudsters who utilize “straw men” to “make” false 
statements of material fact and profit at the expense of others while escaping 
any consequence for the misconduct. 

 
 

IV.  Stepping through the Janus looking glass 
 

As we discussed above, diametric doctrinal differences abound in federal 
speech-related law, which frustrates the purpose of predictability in 
precedent. It seems reasonably foreseeable that litigants will sooner or later 
point to Janus and its supposed “plain language” proponents in the Roberts 
Court majority, asserting the word “make” now means what Justice Thomas 
says it means, in all contexts.  While one might dispense with such 
supposition as the product of mere speculation, district courts have already 
applied Janus in a variety of ways, including at least one federal jurist who 
has expanded its swath to a statute not even considered by the Janus Court. 

 
 

A. Extension of Janus to “scheme liability” and Securities Act 
claims 

 
The Janus Court focused solely on subsection (b) of Rule 10b-5, leaving 

untouched the concept of “scheme liability” under subsections (a) and (c).102  
A Southern District of New York judge stepped through the Janus looking 
glass recently during SEC civil enforcement litigation brought against former 
America Online (AOL) senior managers, and the successor corporation to 

                                                       
101. See supra note 58.  Justice Thomas opined, “the maker of a statement is the 
person or entity with ultimate authority over the statement,” and “[w]ithout control, a 
person or entity can merely suggest what to say, not ‘make’ a statement in its own 
right.”  Id. 

102. SEC v. Kelly, 817 F. Supp. 2d 340, 343-44 (S.D.N.Y. 2011). 
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AOL, Time Warner.103  The SEC alleged two AOL managers participated in 
a scheme based on the “negotiating, structuring, documenting, and approving 
[ ] allegedly fraudulent round-trip transactions104 involving AOL stock 
between 2000 and 2003.”105  The SEC maintained the defendants’ 
misconduct violated, inter alia, Rule 10b-5 and §17(a) of the Securities 
Act.106 

Due to the new definition of “make,” the SEC unfortunately conceded 
Rule 10b-5(b) could no longer apply to the defendants’ statements because, 
according to Janus, they did not “make” them;107 however, participation in 
the deception, the SEC contended, should constitute “scheme liability” 
prohibited by subsections (a) and (c) of Rule 10b-5.108  Despite the 
conspicuous silence of Janus on the issue, District Judge Colleen McMahon 
diverged sharply from the SEC position.109  Judge McMahon derived her 
authority from previous rejections of SEC claims that “attempt to bypass the 
elements necessary to impose ‘misstatement’ liability under subsection (b) by 
labeling the alleged misconduct a ‘scheme’ rather than a ‘misstatement.’”110  
According to Judge McMahon, reaching such a conclusion would be akin to 
a “back door into liability for those who help others make a false statement 
or omission in violation of subsection (b) of Rule 10b-5.”111 
                                                       
103. SEC v. Kelly, 765 F. Supp. 2d 301, 305 (S.D.N.Y. 2011) (resolving the 
defendants’ summary judgment motion). 

104. See 23 BROKER-DEALER OPERATIONS SEC. & COMM. LAW §2A:3 at n.38 (Nov. 
2011) (defining “round-trip” transactions as those involving buying and selling the 
same securities with the purpose of artificially boosting trading volume). 

105. SEC v. Kelly, supra note 102, at 342. 

106. Id. 

107. N.B. – Janus contemplated only private civil securities fraud litigation. 

108. SEC v. Kelly, supra note 102, at 342. 

109. Id. 

110. SEC v. Kelly, supra note 102, at 343, citing SEC v. Lucent Techs., 610 F. Supp. 
2d 342, 359-61 (D.N.J. 2009); Lentell v. Merrill Lynch & Co., 396 F.3d 161, 177 (2d 
Cir. 2005); SEC v. KPMG LLP, 412 F. Supp. 2d 349, 377-78 (S.D.N.Y. 2006). 

111. SEC v. Kelly, supra note 102, at 343, citing In re Parmalat Sec. Litig., 376 F. 
Supp. 2d 472, 503 (S.D.N.Y. 2005).  See Stoneridge Investment Partners v. 
Scientific-Atlanta, Inc. and Motorola, Inc., 552 U.S. 148 (2008) (eliminating scheme 
liability to circumvent the 10b-5 reliance requirement emphasized in Central Bank).  
N.B. – Justice Anthony Kennedy authored the majority Stoneridge opinion, as well 
as that of Central Bank. 
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The Kelly court determined the disputed “round-trip” transactions were 
not inherently deceptive, but that public misrepresentations involving the 
transactions were.112  The court applied Janus and found the defendants did 
not “make” the statements, and to rule otherwise would “allow the SEC to 
allege that the conduct Janus held insufficient to establish primary liability 
under subsection (b) of Rule 10b-5 is scheme-related conduct that supports 
primary liability under subsections (a) and (c)….”113  The claims were 
dismissed as a result, in the first expansion of the Janus doctrine.114 

The SEC also asserted a claim under §17(a) of the Securities Act against 
the AOL executives.115  While §17(a)(2) does contain the word “make,”116 it 
does not require that a statement be made for liability to attach, so the SEC 
contended Janus did not extend to §17(a) claims.117  However, the Kelly 
court latched on to rhetoric from the U.S. Court of Appeals for the Second 
Circuit which previously construed Securities Act §17(a) and Exchange Act 
§10(b) as being “essentially the same.”118  Using the Janus looking glass, 

                                                       
112. SEC v. Kelly, supra note 102, at 344. 

113. Id. 

114. Id. 

115. 15 U.S.C. §77q (2010).  In addition to its interstate commerce provision, 
Securities Act §17 states: 

It shall be unlawful for any person in the offer or sale of any securities or 
any security-based swap agreement by the use of any means or instruments 
of transportation or communication in interstate commerce or by use of the 
mails, directly or indirectly— 

a. to employ any device, scheme, or artifice to defraud, or 
b. to obtain money or property by means of any untrue statement of a 
material fact or any omission to state a material fact necessary in order to 
make the statements made, in light of the circumstances under which they 
were made, not misleading; or 
c. to engage in any transaction, practice, or course of business which 
operates or would operate as a fraud or deceit upon the purchaser. 

116. Id. 

117. SEC v. Kelly, supra note 102, at 345.  N.B. – Securities Act §17 is constructed 
disjunctively and §17(a)(1) and (2) do not require the making of any statement (see 
supra note 114). 

118. Id., citing Birnbaum v. Newport Steel Corp., 193 F.2d 461, 463 (2d Cir. 1952) 
(explaining how the SEC “simply copied” the language in §17(a) when it created 
Rule 10b-5).  See SEC v. Texas Gulf Sulphur Co., 410 F.2d 833, 855 (2d Cir. 1968). 
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Judge McMahon determined the SEC must now prove a defendant made a 
materially false statement or omission to enforce either Rule 10b-5 or 
Securities Act §17(a).119  Judge McMahon was apparently persuaded that any 
federal statute mentioning the word “make” would require establishing 
primary liability, ostensibly placing it squarely within the Janus reflection. 

Southern District of New York District Judge Robert Sweet did not share 
Judge McMahon’s view of the sweeping impact of Janus as applied in SEC 
v. Kelly, and instead cited Northern District of California Judge Alsup for 
support.120 Judge Sweet distinguished Janus, noting it “was a private suit, not 
an enforcement action brought by the SEC.  The [Janus] Court emphasized 
this difference, noting that its holding was limited to ‘accord [ ] with the 
narrow scope that we must give the implied private right of action’ under 
Rule 10b–5 to private plaintiffs in contrast to the Commission.”121  He added 
in what seemed to be a word of caution to others who might be tempted to 
cite SEC v. Kelly for erroneous Janus application to SEC enforcement 
actions, “[t]here is no indication that the Court or Congress intended for 
actions brought by the SEC to be so limited.”122 

 
 
 
 

                                                       
119. Id., citing SEC v. McGinn, Smith & Co., 752 F. Supp. 2d 194, 212-13 (N.D.N.Y. 
2010); SEC v. Global Telecom Servs., LLC., 325 F. Supp. 2d 94, 111 (D. Conn. 2004); 
SEC v. Espeulas, 699 F. Supp. 2d 655, 659-63 (S.D.N.Y. 2010). 

120. SEC v. Pentagon Capital Mgmt. PLC, ___ F.Supp.2d ___, 2012 WL 479576, at 
*42 (S.D.N.Y., Feb. 14, 2012) (involving alleged scheme of intentional late trading 
to take advantage of a broker’s untimely trade time stamping).  

121. Id., citing Janus, 131 S.Ct. at 2302-03 (citations omitted) (“[I]in analyzing 
whether JCM ‘made’ the statements for purposes of Rule 10b–5, we are mindful that 
we must give ‘narrow dimensions ... to a [private] right of action Congress did not 
authorize when it first enacted the statute and did not expand when it revisited the 
law.’”)  , quoting Stoneridge Investment Partners, LLC v. Scientific–Atlanta, Inc., 
552 U.S. 148 (2008). 

122. SEC v. Pentagon Capital Mgmt. PLC, 2012 WL 479576, at *41.  See In Re 
John P. Flannery and James D. Hoskins, 2011 WL 5130058 (S.E.C. Oct. 28, 2011).  
Cf. SEC v. Landberg, ___ F.Supp.2d ___, 2011 WL 5116512, at *4, n.3 (S.D.N.Y. 
Oct 26, 2011); SEC v. Big Apple Consulting USA, Inc., 2011 WL 3759916, slip op. 
(M.D. Fla. Aug. 25, 2011). 
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B. A funny thing happened on the way to the courthouse123 
 

Justice Thomas’ Rule 10b-5 interpretation in Janus and Judge 
McMahon’s §17(a) analysis in Kelly are both contrary to prior applications of 
the pertinent statutes.  For example, the Second Circuit held previously that 
determination of a primary violator of §10(b), §17(a), and Rule 10b-5, versus 
aider and abettor liability, “turns on the nature of [one’s] acts, not on [one’s] 
state of mind when [one] performed them.”124  The Second Circuit has also 
held that a corporate officer could be primarily liable for misstatements not 
publicly attributed to him or her, where s/he “was primarily responsible for 
[the issuer’s] communications with investors and industry analysts,” and 
“was involved in the drafting, producing, reviewing and/or disseminating of 
the false and misleading statements issued by [the company] during the class 
period.”125 The Second Circuit logic was applied by District Judge Denise L. 
Cote regarding the reliance element of Exchange Act §10(b), contrary to the 
speechwriter framework fashioned by Janus.126  Federal jurists across the  

 

                                                       
123. Burt Shevelove, et al., A Funny Thing Happened on the Way to the Forum 
(1963). 

124. SEC v. U.S. Envtl., Inc., 155 F.3d 107, 111 (2d Cir. 1998).   

125. In re Scholastic Corp. Sec. Litig., 252 F.3d 63, 76 (2d Cir. 2001).  See SEC v. 
Das, 2011 WL 4375787, slip op. at *6 (D. Neb., Sept. 20, 2011) ( “As the CFOs who 
signed and certified the statements, Das and Dean were the persons with ultimate 
authority and control over the content of the statements and whether and how they 
were communicated.  As such, they were the “makers” of such statements.”).  See 
also In re Pfizer Inc. Sec. Litig., 2012 WL 983548, at *3 (S.D.N.Y. Mar. 22, 2012) 
citing In re Merck & Co., Sec. Derivative & “ERISA” Litig., 2011 WL 3444199, at 
*25 (D.N.J. Aug. 8, 2011) (quoting Suez Equity Investors, L.P. v. Toronto–Dominion 
Bank, 250 F.3d 87, 101 (2d Cir. 2001) (“‘a corporation can act only through its 
employees and agents.’”); Monk v. Johnson & Johnson, 2011 WL 6339824, slip op. 
(D.N.J. Dec. 19, 2011); Local 703, I.B. of T. Grocery & Food Emps. Welfare Fund v. 
Regions Fin. Corp., 2011 U.S. Dist. LEXIS 93873, at *15 (N.D.Ala. Aug. 23, 2011) 
(observing that “nothing in Janus stands for the proposition that CEOs and CFOs 
cannot be liable for false and misleading statements in their own company’s financial 
statements”).  But see In re BP p.l.c. Sec. Litig., ___ F.Supp.2d ___, 2012 WL 
468519, at *46 (S.D.Tex. Feb 13, 2012). 

126. See SEC v. KPMG LLP, 412 F. Supp. 2d 349, 375 (S.D.N.Y. 2006) (“Under 
Scholastic, it appears plausible that the reliance element in a private action under 
[§]10(b) would be satisfied by the public’s reliance on the entity’s statement as 
opposed to a statement attributed specifically to the individual officer.”). 
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country have reached differing results, with many seemingly reluctant to peer 
through the Janus looking glass. 

 
 
1.  Well-settled Circuit jurisprudence reversed 
 

Securities fraud defendants previously faced §10(b) primary actor 
liability in the U.S. Court of Appeals for the Ninth Circuit “if [they] [we]re 
alleged to have been intricately involved or to have substantially participated 
in the making of those statements.”127  However, as the first appellate court to 
be constrained by Janus, it reversed long standing jurisprudence and 
restricted primary liability under Exchange Act §10(b).128  The Ninth Circuit 
explained in BP Exploration that because it was required to follow Janus, it 
was BP Prudhoe Bay Royalty Trust, not BP Exploration (Alaska), who 
allegedly made false and misleading statements of material fact.129  This was 
because the two were separate legal entities, and because the trust was 
obligated to file the documents with the SEC, not BP Exploration (Alaska),130  
the latter of which could not be liable for §10(b) claims; the litigation against 
it was dismissed.131 

Previously, in an SEC enforcement action, if one “was sufficiently 
responsible for the statement—in effect, caused the statement to be made—
and knew, or had reason to know, the statement would be disseminated to 
investors,” that actor could be held primarily liable for misrepresentations 
under §§10(b) and 17(a).132  Today, shrewd ne’er do wells can misrepresent 

                                                       
127. See Reese v. BP Exploration (Alaska) Inc., 643 F.3d 681, 694, n.8 (9th Cir. 
2011). 

128. Id. 

129. Id. 

130. Id. 

131. BP Exploration, 643 F.3d, at 694. 

132. SEC v. KPMG LLP, 412 F. Supp. 2d 349, 375 (S.D.N.Y. 2006).  See Janus, 131 
S.Ct. at 2308 (Breyer, J., dissenting) (“Indeed, under the majority’s rule it seems 
unlikely that the SEC itself in such circumstances could exercise the authority 
Congress has granted it to pursue primary violators who “make” false statements or 
the authority that Congress has specifically provided to prosecute aiders and abettors 
to securities violations.”). See also §104, 109 Stat. 757 (codified at 15 U.S.C. §78t(e) 
(Feb. 2011 Supp.)) (granting SEC authority to prosecute aiders and abettors).  That is 
because the managers, not having “ma[d]e” the statement, would not be liable as 
principals and there would be no other primary violator they might have tried to 
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material facts through a “straw man,” knowing it will be disseminated to 
investors, and avoid liability for their misconduct if they are clever and 
follow the Janus instructions.  As Justice Breyer noted in dissent, attorneys, 
underwriters, investment bankers, auditors, accountants, etc., are all 
responsible for the publication and dissemination of accurate registration 
statements and/or prospectuses; yet, the new interpretation of “make” will 
allow all of these actors to escape liability because they lack the ultimate 
editorial control so cherished by Justice Thomas’ analytical kaleidoscope.133 

 
 
2. Trial courts reluctant to extend Janus 
 

A number of federal courts have resisted application of Janus by 
distinguishing facts on a case-by-case basis.  Most recently, Southern District 
of Ohio Judge James Graham denied summary judgment to Credit Suisse 
while standing in the shadow of Janus.134 The private civil securities fraud 
litigation involves allegations of federal and common-law, stemming from 
misstatements made in private placement memos (“PPM”), relating to bonds 
issued by National Century.135  The plaintiffs allege Credit Suisse assisted in 
the fraud by acting as bond managers.136 Through the Janus looking glass, 
National Century possessed “editorial control” over the PPMs and therefore 
is the only party that could be liable for the content of the memos.  
Nevertheless, Judge Graham determined that Credit Suisse played a 
significant role in disseminating the PPMs to the investing public.137  “Even 
if Credit Suisse did not author every word in the PPMs, it did communicate 

                                                                                                                                
“aid” or “abet.”.  Id.  See also SEC v. DiBella, 587 F.3d 553, 566 (2d Cir. 2009) 
(prosecution for aiding and abetting requires primary violation to which offender 
“gave ‘substantial assistance.’”  (internal quotations omitted)). 

133. See Janus, 131 S.Ct., at 2310 (Breyer, J., dissenting). 

134. In re Nat’l Century Fin. Enter., Inc., ___ F.Supp.2d ___, 2012 WL 685495 
(S.D. Ohio Mar. 2, 2012).  See Alison Frankel, Credit Suisse Gets no Janus 
Protection in National Century SJ Ruling, REUTERS (blog) (Mar. 5, 2012), available 
at http://blogs.reuters.com/alison-frankel/2012/03/06/credit-suisse-gets-no-janus-
protection-in-national-century-sj-ruling/.   

135. Id. 

136. Id. (observing the PPMs also disclaimed that Credit Suisse did not verify the 
relevant information independently). 

137. Id. 
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them to investors … It is fraud to knowingly provide false information to 
another person, regardless of who originally drafted the words.”138  Although 
Credit Suisse tried to hide behind disclaimers contained in the PPMs which 
stated the bank did not independently verify the information, Judge Graham 
found this was not enough because a “jury could determine that the 
noteholders’ reliance upon the PPMs and other written materials was 
justifiable, even in light of the disclaimers.”139  An appeal to the Sixth Circuit 
seems almost certain based on Janus. 

Judge John G. Koetl of the Southern District of New York is among 
those jurists who have departed from Janus, at least in part.140  Much like the 
Janus facts, EnergySolutions (“ES”) and ENV Holdings (“ENV”) had the 
same individuals in key managerial roles for each of the corporations 
involved, despite their status as legally separate entities.141 The registration 
statements issued by ES were only attributed to ES, not ENV, upon filing.142 
Despite this seeming analog, Judge Koetl distinguished the case from Janus 
because the registration statements made clear that ENV, which was wholly 
owned by the “Sponsors and Management,” was also the sole shareholder of 
ES at the time of the disputed IPO and the selling shareholder of the disputed 
offerings.143  Judge Koetl explained further that ENV would maintain a 
controlling interest in ES after the IPO and that “the Sponsors will have the 
ability to effectively control all matters requiring stockholder approval, 
including . . . the determination of the outcome of any corporate 
transaction.”144  Judge Koetl also pointed to an agreement between the 

                                                       
138. Credit Suisse Gets no Janus Protection, supra note 134.  See Lopes v. Viera, 
2012 WL 691665, at *4 (E.D. Cal. Mar. 2, 2012), citing Stoneridge Inv. Partners, 
LLC v. Scientific–Atlanta, 552 U.S. 148, 171–72 (2008) (quoting REST. (2d) OF 

TORTS §533 at 72–73 (1977) (noting “if the misrepresentation, although not made 
directly to the other, is made to a third person and the maker intends or has reason to 
expect that its terms will be repeated or its substance communicated to the other.”)).  

139. Id. (stating that “The noteholders have submitted clear and convincing evidence 
from which a jury could reasonably conclude that Credit Suisse knew or should have 
known of the material aspects of National Century’s fraud.”).  

140. See City of Roseville Employees’ Ret. Sys. v. EnergySolutions, Inc., 814 F. 
Supp. 2d 395, 417 (S.D.N.Y. 2011). 

141. Id.  

142. Id. 

143. Id. 

144. Id. 
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defendants which “indemnif[ied] ENV Holdings LLC for material 
misstatements or omissions in the registration statement” as part of his 
analysis.145 

Judge Koetl concluded the “Sponsors and Management” exercised clear 
control over ENV, and in turn over ES, which arguably means ENV 
possessed the “ultimate authority” required by Janus.146  “Although the 
Registration Statements did speak in the voice of ES and were signed by the 
Individual Defendants in their capacities as directors or officers of ES, these 
explicit attributions do not preclude attribution to ENV . . . [because] Janus 
recognized that attribution could be ‘implicit from surrounding 
circumstances.’”147 Because a reasonable person could find that ENV’s 
control exceeded that of “a speechwriter draft[ing] a speech,” the disputed 
statements could be attributable to ENV.148 

Despite the results of SEC v. Kelly, described supra, Northern District of 
California Judge Jeremy Fogel refused to extend the Janus holding to 
Exchange Act §14(a) and Securities Act §17(a).149  Judge Fogel determined 
that neither §14(a) nor §17(a) required a defendant to “make” a statement to 
be liable, so they did not pass through the Janus looking glass.150  The 
operative language of §17(a) is to employ, to obtain, and to engage, not to 
“make,” which was the focus of Justice Thomas.151  Exchange Act §14(a) 
                                                       
145. EnergySolutions, 814 F. Supp. 2d at 418. 

146. Id. 

147. Id., citing Janus, 131 S.Ct. at 2302.  But see Oaktree Capital Mgmt., L.P. v. 
N.L.R.B., 452 Fed.Appx. 433 (5th Cir. Sept. 26, 2011), citing Janus, 131 S.Ct. at 
2304-06.  (“[T]he Court refused to affix liability on an investment adviser under 
federal securities law for misleading statements made by a fund administered by the 
advisor . . . The majority declined ‘to disregard the corporate form’ because the 
entities maintained legal separateness and followed corporate formalities . . . even 
though all of the officers of the fund were also employees of the advisor.”), (Breyer, 
J., dissenting) (emphasis added). 

148. Id.  

149. SEC v. Mercury Interactive, LLC, 2011 U.S. Dist. LEXIS 134580 (N.D.Ca. 
Nov. 22, 2011) 

150. Id. at *8.  But see SEC v. Kelly, supra note 102. 

151. See SEC v. Daifotis, 2011 U.S. Dist. LEXIS 83872 (N.D.Ca. Aug. 1, 2011).  
District Judge William Alsup noted in SEC v. Daifotis, “Importantly, the word 
‘make,’ which was the very thing the Supreme Court was interpreting in Janus, is 
absent from the operative language of Section 17(a).”  Id. at *14.  But see SEC v. 
Kelly, supra note 102. 
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proscribes the solicitation of proxies “by means of” false or misleading 
statements.152  The San Francisco district judge also differed with Judge 
McMahon’s rationale, elegantly emphasizing that “Janus may not be 
extended to statutes lacking the very language that Janus construed.”153  

More than one district court has declined to extend Janus to common law 
fraud claims.154  Central District of California Judge Mariana Pfaelzer 
determined the elements of Rule 10b-5 claims are not congruent with those 
of common law fraud.155  She reasoned that this is because “New York has 
embraced a broader scheme of liability for those who make, authorize, or 
cause a misrepresentation to be made.”156  As a result of this disjunctive 
standard, Judge Pfaelzer concluded that Countrywide subsidiaries could have 
“‘authorized’ or ‘caused’ the representations by virtue of their control over 
the Depositor Defendants” and rejected any extension of Janus to claims 
involving New York common law.157  Southern District of New York Judge 
Shira Scheindlin also refused to extend Janus to group pleading of a common 
law fraud claim.158 

Based on the nascent Janus progeny, Justice Thomas’ flawed 
speechwriter logic has caused inconsistency and uncertainty among the 
courts instead of the predictability promised by precedent, with the uniform 
application and interpretation we expect of stare decisis.  Not only has Janus 
dramatically limited the universe of defendants an injured investor may sue, 
but it has also shielded some who commit fraud from accountability.  
Moreover, it seems apparent that the current Court has departed from the 
long standing maxim of 10b-5 analysis, that the rule “should be construed 

                                                       
152. SEC v. Mercury Interactive, LLC, supra note 149. 

153. Id., referencing SEC v. Daifotis, 2011 U.S. Dist. LEXIS 83872, at *5. 

154. Allstate Ins. Co. v. Countrywide Fin. Corp., 2011 U.S. Dist. LEXIS 123844, at 
*60 (C.D.Ca. Oct. 21, 2011) (applying New York common law). 

155. Id.  

156. Id., referencing 60A N.Y. JUR. 2D FRAUD AND DECEIT §188. 

157. Allstate Ins. Co., 2011 U.S. Dist. LEXIS 123844, at *61.  See MBIA Ins. Corp. 
v. Countrywide Home Loans, Inc., 87 A.D.3d 287, 294 (1st Dep’t 2011) (finding an 
adequately pleaded fraud claim because the pleading alleged CFC “directed the 
activities of [CHL] and [CSC]”).   

158. See In re Optimal U.S. Litig., ___ F.Supp.2d ___, 2011 WL 6424988, at *11 
(S.D.N.Y. Dec. 21, 2011), citing In re Optimal U.S. Litig., 2011 WL 4908745, slip 
op. at *1–2 (S.D.N.Y. Oct. 14, 2011) (interpreting Madoff “feeder fund” civil fraud 
litigation alleging claims pursuant to New York common law). 
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‘not technically and restrictively, but flexibly to effectuate remedial 
purpose,’”159  which begs the question of what is to become of the primary 
purposes of federal securities law, investor protection and market integrity.  
“Well, we are against fraud, aren’t we?”160 
 
 
V. The future following Janus? 

 
The landscape is littered with inconsistency in the Janus aftermath, and a 

burgeoning contingent of federal and state jurists have eschewed extension of 
its analysis.  It seems to be only a matter of time until sharp litigators begin 
to apply the “speechwriter” metaphor to a variety of speech-related doctrines 
and possible unintended consequences abound. Within the securities fraud 
context, a high profile SEC enforcement action may be resolved in favor of a 
Goldman Sachs executive, who actively marketed subprime mortgage-
backed securities poised at the precipice of collapse, because of the 
implications of Janus.  The SEC presumably must identify new means by 
which to enforce federal securities law against secondary actors161 and clever 
cons who will almost certainly try to utilize “straw men” to deceive the 
public; perhaps those means have already been provided by recent 
legislation. 

 
 

A. What about “Fabulous Fab”? 
 

Goldman Sachs (Goldman) circulated a prospectus for the now infamous 
ABACUS 2007-AC1 (ABACUS) collateralized debt obligation (CDO) in 
April 2007.162  A relatively junior Goldman Sachs executive, Fabrice Tourre, 
was partly responsible for ABACUS, structuring the CDO deal and 

                                                       
159. Zandford, 535 U.S. at 819 (citations omitted). 

160. Conference on Codification, supra note 5. 

161. See, e.g., Rolin v. Spartan Mullen Et Cie, S.A., 2011 WL 5920931, at *5–6 
(S.D.N.Y. Nov. 23, 2011) (“While the group pleading doctrine apparently was ‘alive 
and well’ in this circuit prior to Janus, it is uncertain whether it survived Janus.”).   

162. See EDWARD PEKAREK & CHRISTOPHER LUFRANO, The Goldman Sachs Swaps 
Shop: An Examination of Synthetic Short Selling through Credit Default Swaps and 
Implications of SEC v. Goldman Sachs & Co., et al., HANDBOOK OF SHORT SELLING, 
pp. 15-63, (Gregory Gregoriou ed., Elsevier 2011). 



2012] THE LAND OF LITIGATION MAKE BELIEVE 33 

marketing it to potential investors.163  According to the SEC, a Goldman 
Sachs customer, the Paulson & Co. (“Paulson”) hedge fund, allegedly 
participated surreptitiously in the selection of the subprime mortgage-backed 
securities (MBS) portfolio, while simultaneously betting against ABACUS 
through one or more credit default swaps (CDS), unbeknownst to ABACUS 
investors.164  Neither Tourre nor Goldman informed ABACUS investors of 
Paulson’s adverse economic interest or its role in the MBS selection.165  By 
January 29, 2008, 99% of the ABACUS portfolio was downgraded, and its 
investors lost over $1 billion.166  Paulson realized an estimated $1 billion gain 
from its synthetic short of the subprime CDO.167 

The SEC filed a civil enforcement complaint on April 16, 2008, charging 
Goldman and Tourre with violations of §17(a) of the Securities Act, §10(b) 
of the Exchange Act, and Rule 10b-5.168  The SEC enforcement pleading 
states, in pertinent part, “GS&Co finalized a 178-page offering memorandum 
for ABACUS . . . Tourre reviewed at least the summary section of the 
offering memorandum before it was sent to potential investors.”169  Goldman 
settled with the SEC for $550 million on July 15, 2010, without admitting 
any wrongdoing, but acknowledged the CDO marketing materials “contained 
incomplete information.”170  The largest settlement by a financial firm in 
SEC history171 did not cover any of the claims asserted against Tourre.172 
                                                       
163. See SEC PRESS RELEASE, SEC Charges Goldman Sachs With Fraud in 
Structuring and Marketing CDO Tied to Subprime Mortgages (Apr. 16, 2010), 
available at http://sec.gov/news/press/2010/2010-59.htm. 

164. See generally, SEC ABACUS COMPLAINT, available at http://sec.gov/ 
litigation/complaints/2010/comp21489.pdf. 

165. Id. 

166. Id. at para. 5 

167. Id. 

168. See SEC Charges Goldman Sachs with Fraud, supra note 163. 

169. SEC ABACUS COMPLAINT, supra note 164, at paras. 41-42 (emphasis added). 

170. Goldman Settles with S.E.C. for $550 Million, N.Y. TIMES DEALBOOK (blog) 
(Jul. 15, 2010), available at http://dealbook.nytimes.com/2010/07/15/goldman-to-
settle-with-s-e-c-for-550-million/. 

171. SEC PRESS RELEASE, Goldman Sachs to Pay Record $550 Million to Settle SEC 
Charges Related to Subprime Mortgage CDO (Jul. 15, 2010), available at 
http://www.sec.gov/news/press/2010/2010-123.htm. 

172. Goldman Settles with S.E.C. for $550 Million, supra note 170. 
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Tourre has already escaped partial liability for foreign companies that 
purchased ABACUS through Goldman’s overseas offices, pursuant to 
Morrison v. National Australia Bank.173 Janus may provide yet another 
escape route for Tourre.  Because it was Goldman, not Tourre, who “made” 
the prospectus statements, the pending enforcement litigation against him 
might be dismissed.  The lingering question is whether the Securities Act 
§17(a) claim survives, which depends on whether Southern District of New 
York Judge Barbara Jones interprets the reach of Janus in accord with Judge 
McMahon, or with Judges Sweet, Fogel and Alsup, who have all rejected 
expansion of Janus to SEC enforcement actions pursuant to §17(a).174 

 
 
B. Exchange Act §20 may still provide a path for enforcement 

 
Exchange Act §20(a) imposes liability on control persons for violations 

of Rule 10b-5.175 One is prospectively liable for the acts and omissions 
committed by those they “control, . . . unless the controlling person acted in 
good faith and did not directly or indirectly induce the act or acts constituting 
the violation or cause of action.”176  While the Janus plaintiffs attempted to 
argue control person liability, the Court found JIF was a legally independent 
entity with its own board of directors, and therefore, JCM did not “control” 
JIF.177  Because the Court remained silent on the issue, if a plaintiff can show 

                                                       
173. See Morrison v. Nat’l Austl. Bank Ltd., 130 S.Ct. 2869 (2010) (holding §10(b) 
of the Exchange Act may not be applied extraterritorially).  See also EDWARD 

PEKAREK & SOUFIANE CHERKAOUI, Off-Shore Short Sales after Morrison: Will the 
Securities and Exchange Commission be Emboldened or Constrained?, HANDBOOK 

OF SHORT SELLING, pp. 65-83, (Gregory Gregoriou ed., Elsevier 2011); Alison 
Frankel, Fabrice Tourre dodged one bullet, at least, REUTERS (June 14, 2011), 
available at http://blogs.reuters.com/financial-regulatory-forum/2011/06/14/fabrice-
tourre-dodged-one-bullet-at-least/. 

174. See SEC v. Kelly, supra note 102; SEC v. Mercury Interactive, LLC, supra note 
149; and SEC v. Daifotis, supra note 152. 

175. SECURITIES EXCHANGE ACT OF 1934, ch. 404, §20(a), 48 Stat. 881, 889 
(codified as 15 U.S.C. §78t (2010)). 

176. Id. at §78(t)(a). 

177. Janus, 131 S.Ct. at 2304.  But see id. at 2306 (“The majority declined ‘to 
disregard the corporate form’ because the entities maintained legal separateness and 
followed corporate formalities . . . even though all of the officers of the fund were 
also employees of the advisor.”) (Breyer, J., dissenting) (emphasis added). 
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actual control, Rule 10b-5 liability may perhaps still survive through 
Exchange Act §20(a), even if the controlling defendant(s) did not “make” the 
statement.178 

Exchange Act §20(b) also imposes liability for acts that are directly or 
indirectly committed, “through or by means of any other person.”179 Janus 
did not address this issue and therefore did not foreclose the possibility of its 
implication. As such, statements that are indirectly attributed to a party in a 
prospectus, registration statement, periodic report, etc., may still be subject to 
liability for violations of §10(b) or Rule 10b-5, but that certainly remains to 
be seen.180 

 
 

C. Dodd-Frank may dampen Janus enthusiasm181 
 

While Janus ostensibly offers sanctuary from Rule 10b-5 liability for 
intermediaries such as attorneys, bankers, accountants and financial advisers, 
the Dodd-Frank Wall Street Reform and Consumer Protection Act (Dodd-
Frank)182 may dampen any enthusiasm before it begins.  Taking the 
punchbowl from the party, Dodd-Frank amended pertinent portions of the 
Exchange Act, and added two key provisions to §9 (“Manipulation of 
Security Prices”).  At first glance, at least one without the Janus looking 
glass, the Dodd-Frank amendments may have garnered scant notice, but in 
the wake of the “make” analysis, a few eyebrows should probably be raised.  

Dodd-Frank added a new provision that uses “make”183 similarly to Rule 

                                                       
178. See, e.g., In re Optimal U.S. Litigation, ___ F.Supp.2d ___, 2011 WL 6424988 
(S.D.N.Y. Dec. 21, 2011) (sustaining §20(a) claim); Kerr v. Exobox Technologies 
Corp., 2012 WL 201872, slip op. at *9-13, n.9 (S.D. Tex. Jan 23, 2012) (discussing 
§20(a) liability after Janus). 

179. 15 U.S.C. §78(t)(b). 

180. See Salvatore J. Graziano, What Effect Will Janus Have on Securities Litigation, 
1904 PLI/Corp 241, 248 (2011). As Columbia Law Prof. Jeffrey N. Gordon 
suggested, “Janus may create a plethora of litigation interpreting the scope of 
liability under §20(b) as plaintiffs seek to hold wrongdoers accountable for their 
misconduct under the Supreme Court’s new gloss on §10(b) liability.”. 

181. See The Make Believe of Janus, supra note 38. 

182. The Dodd–Frank Wall Street Reform and Consumer Protection Act (Dodd-
Frank), Pub.L. 111-203, H.R. 4173, 124 Stat. 1376–2223 (2010). 

183.  As amended by Dodd-Frank, §9(a)(1) of the Exchange Act states the following: 
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10b-5, but installed a second provision that instead utilizes a phrase without 
current definition.184 The new language will almost certainly ignite debate 
over what it means to “willingly participate,” and perhaps it will be seen as 
supplanting the need for an intermediary to “make” a statement to run afoul 
of federal securities law.  The newly crafted phrase may also prove to be the 
source of re-evaluation regarding the meaning of culpability, which may or 
may not bode well for the investing public as liability for reckless scienter 
may soon find itself on the Supreme Court chopping block. Similarly, it 
remains entirely unclear whether the “group pleading” doctrine for federal 
securities fraud claims was eliminated by Janus, and it too may be or have 
already been impliedly eviscerated by the Roberts Court’s radically activist 
majority.185 

                                                                                                                                
If a dealer or broker, or the person selling or offering for sale or purchasing 
or offering to purchase the security or a security-based swap agreement (as 
defined in section 206B of the Gramm-Leach-Bliley Act) with respect to 
such security, to make, regarding any security registered on a national 
securities exchange or any security-based swap agreement (as defined in 
section 206B of the Gramm-Leach-Bliley Act) with respect to such security, 
for the purpose of inducing the purchase or sale of such security or such 
security-based swap agreement, any statement which was at the time and in 
the light of the circumstances under which it was made, false or misleading 
with respect to any material fact, and which he knew or had reasonable 
ground to believe was so false or misleading. (emphasis added). 

184. As amended by Dodd-Frank, §9(f) of the Exchange Act states the following: 

Any person who willfully participates in any act or transaction in violation 
of subsection (a), (b), or (c) of this section, shall be liable to any person who 
shall purchase or sell any security at a price which was affected by such act 
or transaction, and the person so injured may sue in law or in equity in any 
court of competent jurisdiction to recover the damages sustained as a result 
of any such act or transaction. In any such suit the court may, in its 
discretion, require an undertaking for the payment of the costs of such suit, 
and assess reasonable costs, including reasonable attorneys' fees, against 
either party litigant. Every person who becomes liable to make any payment 
under this subsection may recover contribution as in cases of contract from 
any person who, if joined in the original suit, would have been liable to 
make the same payment. No action shall be maintained to enforce any 
liability created under this section, unless brought within one year after the 
discovery of the facts constituting the violation and within three years after 
such violation. (emphasis added). 

185. Orlan v. Spongetech Delivery Syst., Inc., Sec. Litig., 2012 WL 1067975, slip op. 
at *10 (E.D.N.Y. Mar. 29, 2012), citing Rolin v. Spartan Mullen Et Cie, S.A., 2011 
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VI. Conclusion ─ made in America 
 

The Roberts Court made a dramatic departure from what we believe was 
the reasonable and plain language construction of the term “make,” with 
decades of jurisprudence supporting the view that one cannot provide or 
create falsehoods in the market without consequence.  Despite the many 
variations in federal law of the meaning of making a statement, critics insist 
the current Court is driven by politics and the flawed Janus opinion seems to 
advance that argument persuasively.  Trial courts have struggled with its 
application and may require clarification from appellate courts, but if one can 
glean anything from the differing results achieved by jurists in New York, 
California and elsewhere, it seems the looking glass of Janus is a prism of 
our divided society, where the rights of individuals are subordinate to 
corporate interests. 

For the well-heeled and well-connected, fraud pays, and the share prices 
for companies that deceive the public appear to be rising, not declining, as 
the efficient market theory would suggest.  The balance sheets of a number 
of major banks and financial services firms are fictitious farces, with 
suspension of “mark to market” balance sheets, known as “fair value 
accounting,” now entering its fourth year.186  Perhaps many look the other 

                                                                                                                                
WL 5920931, at *5–6 (S.D.N.Y. Nov. 23, 2011) (“While the group pleading doctrine 
apparently was ‘alive and well’ in this circuit prior to Janus, it is uncertain whether it 
survived Janus.”).  Cf. In re Optimal U.S. Litig., ___ F.Supp.2d ___, 2011 WL 
6424988, at *11 (S.D.N.Y. Dec. 21, 2011), citing In re Optimal U.S. Litig., 2011 WL 
4908745, slip op. at *1–2 (S.D.N.Y. Oct. 14, 2011) (“Initially, I note what this 
decision does not concern—whether the group pleading doctrine for federal 
securities law claims survives Janus.  Rather, this decision concerns only whether 
the group pleading doctrine for common law fraud claims is still viable after Janus.  
I conclude that it is.”).   

186. See Report and Recommendations Pursuant to Section 133 of the Emergency 
Economic Stabilization Act of 2008: Study on Mark-To-Market Accounting, available 
at http://www.sec.gov/news/studies/2008/marktomarket123008.pdf.  The SEC study 
evaluating the suspension of “fair value accounting” noted: 

Just as vocal were other market participants, particularly investors, who 
stated that fair value accounting serves to enhance the transparency of 
financial information provided to the public. These participants indicated 
that fair value information is vital in times of stress, and a suspension of this 
information would weaken investor confidence and result in further 
instability in the markets. These participants pointed to what they believe 
are the root causes of the crisis, namely poor lending decisions and 
inadequate risk management, combined with shortcomings in the current 
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way, or worse, because the government has their back.  Even the Federal 
Reserve, the caretaker of our currency, backs the U.S. Dollar (a Federal 
Reserve Note), in no small part with dubious mortgage-backed securities 
sludge that is almost certain to never recover any meaningful value.  Its zero 
interest rates to infinity policy has punished savers and rewarded 
wrongdoers, and it appears that incipient “non-core” (i.e., food and fuel) 
inflationary pressures will only add to the woes of those who subside on 
fixed income and savings instruments.  How many of those savers, who are 
predominantly senior citizens, will be pushed into “risk assets” in the search 
for an increased yield?  Will adjustments be needed for what is a suitable 
investment recommendation in this new era? 

The recent foreclosure settlement actually established a “Loan Level 
Tolerance for Error” of five percent for activities such as submitting false 
documents to courts, failing to credit mortgage payments made by American 
homeowners, and running roughshod over consumer fair debt collection 
protections.187 A cynic might maintain that any mortgage lender or servicer 
who fails to commit these acts of “error” in five percent of its loan portfolio 
has actually deprived its shareholders of what has apparently become an 
accepted corporate opportunity. 

Quaint frauds of yesteryear such as “channel stuffing” simply seem 
amateurish in hindsight, because the era of Machiavellian “too-big-to-fail” 
immunity has elevated moral hazard to de facto entitlement status.188  There 
are even new derivatives de-regulation bills pending presently in Congress, 

                                                                                                                                
approach to supervision and regulation, rather than accounting. Suspending 
the use of fair value accounting, these participants warned, would be akin to 
“shooting the messenger” and hiding from capital providers the true 
economic condition of a financial institution. 

Id. 

187. See Consent Judgment, United States of America, et al. v. Bank of America, et 
al., case no. 12-00361 (D.D.C. 2012), available at http://www.justice.gov/opa/ 
documents/residential-consent-judgement.pdf. 

188. A poll conducted recently by American Banker magazine asked: “Is Federal 
Reserve Chairman Bernanke correct in saying Dodd-Frank gives regulators power to 
let the biggest banks fail”?  Not surprisingly, a whopping 57% responded: “No – the 
biggest banks are bigger and crisis management is more political than ever.”  Poll 
Results: Do Regulators Really Have the Power to Let Banks Fail?, AMERICAN 

BANKER (Apr. 5, 2012), available at http://www.americanbanker.com/ 
issues/177_67/poll-results-bernanke-dodd-frank-regulators-too-big-to-fail-1048201-
1.html. 
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the Swap Execution Facility Clarification Act, and the Swap Jurisdiction 
Certainty Act, which Representative Barney Frank insists the former will 
“pull a veil over swap prices,” and the latter will “prevent regulators from 
monitoring overseas derivatives business of U.S. financial firms.”189  While 
whispers of repealing Dodd-Frank have grown to a din, President Barack H. 
Obama appears to have pivoted into campaign mode190 and recently signed 
the so-called “JOBS” Act, which features a stunning rollback of numerous 
public offering disclosure requirements for so-called “emerging growth 
companies,” those valued at less than $1B; reportedly “98 percent of all 
initial public offerings since 1970 would have qualified as emerging growth 
companies.”191  After an “emerging growth company” becomes an issuer of 
publicly traded securities, it will also be exempt from Dodd-Frank 
disclosures and shareholder approval rules on executive compensation, as 
well as Sarbanes-Oxley Act auditing standards.192 

The new “JOBS” legislation also requires the SEC to revise Rule 506 of 
Regulation D, to permit general solicitations for direct public offerings,193 
and grants a government imprimatur to laissez-faire “crowdfunding,” a 
money-raising tactic for entrepreneurs to sell on the internet to individual 
investors as much as $1 million in securities, with almost no financial 

                                                       
189. Mark Schoeff Jr., Dems’ unity on financial regulation not so unified, 
INVESTMENTNEWS (Apr. 6, 2012), available at http://www.investmentnews. 
com/article/20120406/BLOG07/120409940/-1/INDaily01&dailycount=14& 
issuedate=20120406. 

190. See, e.g., Obama Constantly Invokes Republican Icons, FOXNEWS (April 07, 
2012), available at http://www.foxnews.com/politics/2012/04/07/obama-constantly-
invokes-republican-icons/#ixzz1rNJ90Rjd.  (“President Barack Obama is embracing 
an unlikely group of political icons as he tries to paint Republican challenger Mitt 
Romney as extreme: He’s praising Republican presidents from Abraham Lincoln to 
Dwight Eisenhower and Ronald Reagan.”).  

191. Robb Mandelbaum, In Latest Jobs Bill, a Billion-Dollar Business Is Now Small, 
N.Y. TIMES DEALBOOK (blog) (Mar. 13, 2012), available at 
http://boss.blogs.nytimes.com/2012/03/13/in-latest-jobs-bill-a-billion-dollar-
business-is-now-small/. 

192. Id. 

193. Noam Noked, The JOBS Act and General Solicitation, Harvard Law School 
Program on Corporate Governance and Financial Regulation (blog) (Apr. 6, 2012), 
available at http://blogs.law.harvard.edu/corpgov/2012/04/06/the-jobs-act-and-
general-solicitation/. 
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disclosure requirements.194 The opportunities for fraud have simply never 
been better. “Well, we are against fraud, aren’t we?”195 Well, maybe not, in 
the land of litigation make believe… 

 
 

                                                       
194. Andrew Ross Sorkin, JOBS Act Jeopardizes Safety Net for Investors, N.Y. 
TIMES DEALBOOK (blog) (Apr. 2, 2012), available at http://dealbook. 
nytimes.com/2012/04/02/jobs-act-jeopardizes-safety-net-for-investors/. 

195. Conference on Codification, supra note 5. 
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401(K) PLANS: AN ERISA  
FIDUCIARY RESPONSIBILITY PRIMER 

Part One 
 

Charles G. Humphrey* 
 

 
I. INTRODUCTION 
 

This is the first of a two-part series of articles on 401(k) plans. This part 
will discuss the general requirements that apply to fiduciaries and the service 
providers of these plans under the federal law commonly known as ERISA.1 
The second part will be published in a subsequent edition of the Journal and 
will focus on the complex fee arrangements that attend 401(k) plans, recent 
regulatory activity, and significant litigation in the area. 

There are more than 500,000 401(k) plans in the United States2 with 
assets of more than $3.2 trillion,3 and they provide benefits to more than 50 
million participants.4 Under these arrangements, participants defer current 
salary into the plans and receive back at retirement or other termination of 
employment their contributions, plus employer contributions and investment 

                                                            
* Mr. Humphrey’s law offices are located in Andover, Massachusetts. He has 
concentrated his legal practice in the employee benefits area for over 35 years, with 
particular emphasis on ERISA fiduciary issues. He is a member of the Northeast IRS 
Liaison Group, a group of experienced employee benefit practitioners that dialogs 
with the IRS on key benefit plan issues. He is admitted to practice in New York and 
the District of Columbia and is a graduate of the University of Michigan and the 
University of Buffalo Law School.           

1. Employee Retirement Income Security Act of 1974, Pub. L. No. 93-406, 88 Stat. 
829 (codified as amended in scattered sections of 5 U.S.C., 18 U.S.C., 26 U.S.C., 29 
U.S.C., and 42 U.S.C.). 

2. Reported as of 2008 in Private Pension Plan Bulletin, Abstract of 2009 Form 5500 
Annual Reports, U.S. Department of Labor, Employee Benefits Security 
Administration, December 2011, at www.dol/ebsa/PDF/2009PensionPlanBulletin. 
PDF, last visited Jan. 18, 2012. 

3. ICI Research Perspective, Vol. 17, No. 4, June 2011. 

4. See Investment Company Institute at http://www.ici.org/401k, last visited Jan. 18, 
2012. 
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return.5 Most 401(k) plans permit participants to direct the investment of 
their accounts from a pre-determined lineup of mutual funds selected by their 
employers. Typically plans are offered for adoption by employers through 
financial institutions, such as Fidelity, Nationwide, Prudential and the like, 
who provide various services necessary to the operation of these plans, 
including investments, recordkeeping, plan administration, trust and custody. 
These services are also provided to plans by independent service providers 
under separate contract or arrangement.  

Under ERISA, employers are charged with the responsibility of acting in 
the best interests of plan participants in providing benefits6 and may not 
engage service providers for services unless they are necessary to the 
operation of the plan, at no more than reasonable cost.7 The fees and costs 
associated with these services are directly or indirectly charged and often not 
easily understood by employers.     

 
   

II. REGULATORY FRAMEWORK   
 

A. Principal Government Agencies Regulating Benefit Plans.  There 
are three government agencies principally responsible for the regulation of 
pension and benefit plan activities. These are: the United States Department 
of Labor (DOL), the Internal Revenue Service (IRS), and the Pension Benefit 
Guaranty Corporation (PBGC). In this article, the focus will be on the rules 
of the Labor Department and to some extent the IRS.8   
 

1. United States Department of Labor. The Employee Benefits 
Security Administration (EBSA) is responsible for ensuring the integrity of 

                                                            
5. Deferrals of compensation by employees into 401(k) plans are permitted under 
section 401(k) of the Code of 1984, as amended, and taxed generally under Sections 
401 and 402 of the Code (26 U.S C. §§ 401 and 402).    

6. ERISA § 404 (29 U.S.C. § 1104). 

7. ERISA § 408(b)(2) (29 U.S.C. § 1108(b)).  

8. The U.S. Securities and Exchange Commission (SEC) has jurisdiction that 
overlaps DOL’s. The SEC rules are beyond the scope of this article. However, 
significantly, the two agencies entered into a memorandum of understanding in 
which they agreed to work more closely together to strengthen oversight and 
regulation of retirement-savings products. See Memorandum of Understanding 
Concerning Cooperation Between the U.S. Securities and Exchange Commission and 
the U.S. Department of Labor dated July 29, 2008.  
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the private employee benefit plan system in the United States and its 
oversight authority extends to nearly 695,000 retirement plans,9 2.8 million 
health plans, and a similar number of other welfare benefit plans. Its rules 
govern the conduct of individuals and entities who act as plan fiduciaries or 
who are plan service providers.10 In sum, EBSA has primarily responsibility 
for administering the fiduciary responsibility provisions of ERISA. 

EBSA has a very active civil and criminal enforcement program. In 
Fiscal Year (FY) 2010, the latest year for which numbers are available, 
EBSA closed 3,112 civil investigations, with 2301 (73.94%) resulting in 
monetary results for plans or other corrective action. Nationwide in FY 2010, 
EBSA also referred 264 matters for civil investigation. After investigation, 
its Solicitor’s Office filed 128 civil cases. Also, DOL received 376,965 
inquiries from plan participants and recovered $164.4 million simply as the 
result of informal compliant resolution. EBSA currently announced National 
Enforcement Programs aimed at fiduciary compliance are:  (a) the Rapid 
ERISA Action Team, (b) the Consultant/Adviser Project, and (c) desk 
reviews of Form 5500.11 The aim of the Consultant/Adviser Project is 
discovery of improper or undisclosed compensation paid to service 
providers. 

In addition, in FY 2010, EBSA also closed 281 criminal investigations 
and its investigations led to the indictment of 96 individuals – including plan 

                                                            
9. Pursuant to Reorganization Plan No. 4 of 1978 (43 F.R. 47713, 92 Stat. 3790, as 
amended Pub. L. 99-514, Sec. 2, Oct. 22, 1986, 100 Stat. 2095), EBSA has 
jurisdiction for, among other things, the promulgation and interpretation of the 
prohibited transaction rules as they apply to individual retirement accounts (IRAs) 
under section 4975 of the Code. Under the reorganization plan, the IRS retains the 
authority to impose tax consequences for the failure of an IRA or service provider to 
comply with the prohibited transaction rules.  

10. EBSA also has responsibility for the reporting and disclosure requirements of 
ERISA. These requirements include the reporting of plan information to plan 
participants, beneficiaries and to EBSA. For example, certain large plans must report 
direct and indirect compensation paid by the plan to its services providers, if that 
compensation is $5,000 or more.  Money and any other thing of value, such as gifts, 
awards, and trips received directly or indirectly from the plan, including fees charged 
as a percentage of assets and deducted from investment return also must be reported.  
See 29 C.F.R. § 2520.103–1, 64710 Federal Register, Vol. 72, No. 221, November 
16, 2007.  

11. This is an annual information return on which plan administrators report 
information regarding plan assets, fees and other data. The returns are filed with 
DOL and are available for inspection by the public at the DOL/EBSA website.  
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officials, corporate officers, and service providers – for offenses related to 
employee benefit plans. Criminal investigations result from serious wrongful 
acts such as: theft or embezzlement from employee benefit plans12; false 
statements or concealment of facts in relation to documents required by 
ERISA13; and offer, acceptance, or solicitation to influence operations of 
employee benefit plans.14,15    

 
2. Internal Revenue Service.  The IRS has jurisdiction over 

employee benefit plans under the provisions of the Internal Revenue Code of 
1986, as amended, (Code) governing qualified plans (such as 401(k) plans), 
403(b) plans, 457 plans, welfare benefit plans, and nonqualified deferred 
compensation plans.16  Sanctions for non-compliance imposed with the tax 
code requirement can be quite severe.17 While DOL has jurisdiction over the 
ERISA rules governing fiduciary conduct, service provider fees, and 
prohibited transactions, the IRS has the authority to impose excise taxes on 
disqualified persons18 for prohibited transactions under Section 4975 of the 
Code.   

 
 

                                                            
12. 18 U.S.C. § 664 

13. 18 U.S.C. § 1027 

14. 18 U.S.C. § 1954 

15. The statistics recited in this paragraph are from the DOL Fact Sheet entitled 
“EBSA Achieves 1.05 Billion in Total Monetary Results in Fiscal Year 2010, at 
www.dol/ebsa,newsroom/sFYagencyresults.html, last visited  Jan. 18, 2012. 

16. Section 403(b) plans are plans established by tax-exempt entities and schools. 
Section 457 plans are deferred compensation plans established primarily by 
governmental entities. Each type of plan has its own separate set of rules under the 
Code. Section 403(b) plans considered to be sponsored by the tax-exempt entity are 
subject to the fiduciary provisions of ERISA; Section 457 plans are not.  

17. For example, a qualified plan, such as a 401(k) plan can lose its tax qualified 
status, in which case employer deductions may be lost, trust income may be taxed 
and participants taxed on the value of their vested benefits. These rules and the tax 
rules that apply to 403(b) and 457 plans or nonqualified deferred compensation plans 
are not the subject of this article.     

18. “Disqualified persons” are  generally the same, but not identical to the ERISA 
definition of a “party in interest”  as defined in Section 3(14) of ERISA, discussed at 
III.H.3, below.  
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III.  FIDUCIARY RESPONSIBILITIES AND LIABILITIES 
 

ERISA is a “comprehensive statute designed to promote the interests of 
employees and their beneficiaries in employee benefit plans.”19 The courts 
have recognized in applying the requirements discussed below that the 
obligations of a fiduciary under ERISA are “the highest known to the law.” 
Further, a “pure heart” and an “empty head”20 are not enough to avoid 
liability as an ERISA fiduciary. Indeed, the Second Circuit has stated that the 
fiduciary obligations imposed under section 404 of ERISA, known as the 
“duty of loyalty” and the “duty of care,” are the “highest known to the 
law.”21  

A. Benefit Plans Covered by ERISA. ERISA broadly defines 
employee benefit plans subject to its regulation to include “any plan, fund, or 
program established or maintained for the purpose of providing to its 
participants or beneficiaries employee benefits.’22 Included within this 
definition are employee pension plans and employee welfare plans. 

 
1. Pension Plans. Section 3(2) of ERISA23 defines employee 

pension plans to include defined benefit, money purchase, 401(k), profit-
sharing, stock bonus plans and 403(b) plans, as well as certain nonqualified 
deferred compensation arrangements, such as “top hat” plans. 

 
2. Welfare Benefit Plans. Section 3(1) of ERISA24 defines an 

employee welfare plans as a plan, fund, or program that provides medical, 
surgical or hospital care, vision or dental benefits, benefits in the event of 
sickness, accident, disability, unemployment, or death, prepaid legal services, 
day-care center expenses, and educational assistance programs. 

 

                                                            
19. Shaw v. Delta Air Lines, Inc., 463 U.S. 85, 90 (1983); Henkin v. Northrop Corp., 
921 F.2d 864, 867 (9th Cir. 1990). 

20. “A pure heart and an empty head are not an acceptable substitute for proper 
analysis.” Donovan v. Cunningham, 716 F.2d 1445 (5th Cir. 1983). 

21. Donovan v. Bierwirth, 680 F.2d 263, 272, n. 8 (2d Cir. 1982).  

22. 29 U.S.C. § 1002(3). 

23. 29 U.S.C. § 1002(3). 

24. 29 U.S.C. § 1002(2). 
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3. Other “Benefits and Practices” that are ERISA “Plans” v. 
Payroll Practices.  The courts have grappled with other employee benefits to 
distinguish between those that are ERISA plans and those that are merely 
payroll practices.  Typically, benefits that are paid from the general assets of 
a single employer, such as sick pay, vacation pay, severance pay, and bonus 
programs, are not covered by ERISA.  However, this is a facts and 
circumstances test, with few bright lines.25   

 
B.   ERISA Definition of Fiduciary. Section 3(21) of ERISA26 defines 

the following types of fiduciaries: 
 

1. Named Fiduciaries. Every employee benefit plan must be 
established under a written instrument that provides for one or more named 
fiduciaries that jointly or severally have authority to control and manage the 
operation and administration of the plan. These are the fiduciaries having 
ultimate fiduciary responsibility for a plan.  They will be identified in the 
provisions of a plan.27  

   
2. Functional Fiduciaries. Persons who exercise discretionary 

authority or discretionary control with respect to management of a plan or 
disposition of its assets are functional fiduciaries. The determination of who 
is a fiduciary is factual. Fiduciaries under this definition might include: a 
company’s board of directors; corporate officers; staff employees; and 
attorneys, accountants or advisers or other service providers, if such persons 
exercise discretionary authority or control regarding the plan.   

 
 
 
 

                                                            
25.  An employee welfare benefit plan is a plan defined in Section 3(1) of ERISA, 
unless the Plan is excluded from that definition as a payroll practice described in 
regulation section 2510.3-1(b)(2).  

26. 29 U.S.C. § 1002(21). 

27. A named fiduciary includes the “administrator” as defined in Section 3(16)(A) of 
ERISA. Typically, the administrator will be the sponsoring employer.  Often the 
administrator will be confused with third party administrators or “TPAs” who 
generally do not have discretionary authority and are, therefore, not fiduciaries.     
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3.   Investment Fiduciaries. Under the existing DOL regulations, a 
person is treated as a fiduciary by reason of providing “investment advice” if 
the person: 

(a) renders advice as to the value of securities or other property 
or makes recommendations as to the advisability of investing in, purchasing 
or selling securities or other property; 

(b) on a regular basis, 
(c) pursuant to a mutual agreement, arrangement or under-

standing, with the plan or a plan fiduciary,   
(d) that the advice will serve as a primary basis for investment 

decisions with respect to plan assets, and   
(e) that the advice will be individualized based on the particular 

needs of the plan.28 
The foregoing requirements are often referred to as the “five part test.” 
The existing regulatory definition of an investment advice fiduciary is 

the subject of a proposed regulation that would amend the definition and, 
thus, reach persons who heretofore have not been considered ERISA 
fiduciaries.29 In the preamble of the proposed regulation, DOL explains the 
existing regulation significantly narrows plain statutory language by creating 
the five-part test.30 If finalized as proposed, the following persons, for 
example, could be considered ERISA investment fiduciaries: a broker who 
makes a one-time investment recommendation; a consultant who makes a 
recommendation regarding investment managers or options; or an 
independent appraiser who provides a valuation. The proposed rules have 
caused consternation in the financial industry and much public comment. 
Last fall EBSA withdrew the proposed regulations, with a promise that they 
would be republished to take into account industry concerns.31 At the time of 

                                                            
28. 29 C.F.R.§  2510.3-21(c). 

29. EBSA Proposed Rules. Definition of Fiduciary, Federal Register: October 22, 
2010 (Vol. 75, Number 204, 65263).  

30. ERISA § 3(21)(A) (29 U.S.C. § 1001(a)(21)) provides, in relevant part, provides 
a two-part test for an investment fiduciary, as follows:  “a person is a fiduciary with 
respect to a plan to the extent . . . he renders investment advice for a fee or other 
compensation, direct or indirect, with respect to any moneys or other property of 
such plan or has any authority or responsibility to do so . . .”  

31. Labor Department Press Release dated September 19, 2011 entitled “US Labor 
Department’s EBSA to re-propose rule on definition of fiduciary” at 
www.dol.gov/ebsa/newsroom/2011/11, lastvisited Jan. 18, 2012. 
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this writing there is no indication when the revised proposed regulations will 
be forthcoming.  

 
C. ERISA Provisions Governing Fiduciary Conduct. Section 404(a) 

of ERISA32  describes four basic duties that govern fiduciary behavior or 
conduct: 

 
1. Loyalty. A fiduciary must act for the exclusive purpose of 

providing benefits to plan participants and beneficiaries, and defraying 
reasonable expenses of administering the plan. 

 
2. Prudent Expert. A fiduciary must act with the care, skill and 

prudence under the circumstances then prevailing that a prudent man acting 
in like capacity and familiar with such matters would use in an enterprise of 
like character and with like aims.33 When courts evaluate a fiduciary’s 
performance in light of the foregoing standards, they look at whether the 
fiduciary has engaged in a course of conduct (“process”) that is prudent. This 
is sometimes called “procedural due diligence.” For example, the plan 
sponsor/fiduciary has a duty under section 404 of ERISA to select prudently 
and compensate plan providers. This means that a plan fiduciary must 
“engage in an objective process designed to elicit information necessary to 
assess the qualifications of the provider, the quality of services offered, and 
the reasonableness of the fees charged in light of the services provided . . . 
such process should be designed to avoid self-dealing, conflicts of interest or 
other improper influence.”34   

 
3. Diversification. A fiduciary must diversify plan investments so 

that the risk of large losses is avoided.35 
 

4. Plan Documents as Written. A fiduciary must follow plan 
documents except to the extent that following them would be inconsistent 

                                                            
32.  29 U.S.C.§  1104. 

33. ERISA § 404( 29 U.S.C. § 1104). 

34. DOL Field Assistance Bulletin 2002-3 (November 5, 2002). As for a third party 
payment that may be received by a plan service provider, the plan sponsor/fiduciary 
must “take the payment into account” in determining whether the plan’s payment to 
the provider is “reasonable compensation.” See, e.g., DOL Advisory Opinions 97-
15A (May 22, 1997) and 97-16A (May 22, 1997). 

35. ERISA § 404(a)(1)(C) (29 U.S.C. § 1104(a)(1)(C)). 
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with the requirements of ERISA.  This requirement imposes an obligation on 
fiduciaries to read and understand documents and to be familiar with general 
requirements of the law.36   

 
D.  Delegation of Fiduciary Responsibility. Although plan fiduciaries 

can delegate responsibility, they cannot abdicate their responsibilities. In 
delegating fiduciary responsibility, a fiduciary must be aware of the 
following considerations: 

 
1. Delegation has the aim of allocating responsibility and 

associated liabilities to those who have the capacity to handle the 
responsibility. 

 
2. By delegation of fiduciary responsibility, a fiduciary cannot rid 

itself of liability entirely. Delegating fiduciaries have liability for 
the delegation decision and for ongoing monitoring of the 
persons or entities to which responsibilities have been delegated.  

 
3. Documentation of the delegation is critical to limiting fiduciary 

liability. 
 

In sum, these employer fiduciary responsibilities cover five key areas: (i) 
plan investments (ii) selection and oversight of service providers; (iii) 
governmental reporting; (iv) plan administration; and (v) following plan 
documents. Fiduciaries may delegate responsibilities of both a fiduciary and 
non-fiduciary nature, but they can never completely give their 
responsibilities away, as they will be responsible for the initial selection of 
the service provider and the monitoring of the service provider’s 
performance.  

 
E. Co-Fiduciary Liability. A fiduciary is liable for a breach of 

fiduciary responsibility by another plan fiduciary if: (i) he knowingly 
participates in or knowingly conceals an act or omission of another fiduciary, 
knowing the act or omission is a breach; (ii) by failing to carry out his duties 
under ERISA, he enables the other fiduciary to commit a breach; or (iii) he 
has knowledge of a breach and he does not take reasonable steps under the 
circumstances to remedy the breach.37 If the assets of a plan are held jointly 

                                                            
36. ERISA § 404(a)(1)(C) (29 U.S.C. § 1104(a)(1)(C)).   

37. ERISA § 404 (29 U.S.C. § 1105). 
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by two or more trustees, each must use reasonable care to prevent the other 
from committing a breach, and they must jointly manage and control the 
assets of the plan. Investment authority may be allocated among trustees or 
investment managers pursuant to procedures set forth in the plan. If 
investment authority is so allocated to a particular fiduciary, other fiduciaries 
will not have liability for that fiduciary’s actions.   

 
F. Participant Directed Investing.  Virtually every 401(k) or 403(b) 

plan today permits participants to direct investments in their accounts. One 
reason for this design feature is the protection it offers plan sponsors from 
investment losses under the provisions of Section 404(c) of ERISA.38 If an 
employer elects a 404(c) design and participants exercise control over the 
assets in their account, plan fiduciaries generally will not have any liability 
for losses resulting from participants’ investment decisions. Nonetheless, 
there has been a fair amount of litigation around the question of whether a 
404(c) affords protection to regular plan fiduciaries for their imprudent 
selection of an investment lineup. EBSA takes the position that 404(c) does 
not offer this protection and that plan fiduciaries have liability for a bad 
menu of investment options provided participants.39 

In order to have 404(c) protection under the regulations, each of the 
following three basic requirements in general must be satisfied. Each 
participant must be given: (1) an opportunity to direct investment of his/her 
account among a broad range of investments; (2) an opportunity to give 
investment directions with a frequency appropriate to the market volatility of 
the investments; and (3) sufficient information to make informed decisions 
regarding investment choices. 40    

  
G.  Qualified Default Investment Alternatives. Plan fiduciaries may 

gain additional protection from liability by offering a qualified default 
investment alternative (“QDIA”) to those participants who fail to direct the 

                                                            
38. 29 U.S.C. § 1104; 29 C.F.R. § 2550.404c-1. 

39. See Hecker v. Deere &Co., 569 F. 3d 705(7th Cir. 2009). In a limited way, in 
Howell v Motorola, Inc., __ F.3d __, 2011, WL 183966 (7th Cir., Jan. 21, 2011) the 
same court later adopted the position long held by DOL.  However, in order for a 
participant to have redress against an imprudent selection of investments, it must 
show that the disclosures of investment information required by section (404)(c) 
were not made.    

40. 29 U.S.C. § 1104(c); 29 C.F.R. § 2550.   
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investment of their accounts.41 This feature is used in plans that provide for 
the automatic salary deferrals (called a “negative election”). A QDIA can be 
one of three investment alternatives: (1) a target date fund -- an age or 
retirement based fund such as a life cycle or a target retirement date fund; (2) 
a balanced portfolio or fund – an option that allocates contributions among 
existing plan investment options based on an individual’s age or retirement 
date; and (3) a managed account – a fund based on plan demographics to find 
an appropriate investment mix (e.g., a balanced fund). In addition, a plan 
may offer a short term capital preservation option, but only in the first 120 
days when employees automatically enrolled decide to opt out of 
participation in the plan. Certain participant notice and other requirements 
must also be satisfied.  

 
H.   Prohibited Transactions. In addition to the general fiduciary 

responsibilities described above, certain transactions and behaviors are 
prohibited and subject to sanction, including excise taxes.42  

 
1. Specific Transactions. Under Section 406 of ERISA43 a 

fiduciary cannot cause a plan to engage in a transaction if he knows or should 
know the transaction constitutes one of the following transactions between a 
plan and a party in interest: (1) a sale or exchange or leasing of property; (2) 
lending of money or other extension of credit; (3) furnishing of goods, 
services, or facilities; (4) transfer to, or use by or for the benefit of, a party in 
interest, of any assets of the plan; and (5) acquisition, on behalf of the plan, 
of any employees security or employer real property in violation of section 
407(a) of ERISA.44 

             
2. Fiduciary Self-Dealing Prohibited. Section 406(b)(2) of 

ERISA45 prohibits a fiduciary from: (a) dealing with the assets of the plan in 
                                                            
41. ERISA § 404(c)(5),(29 U.S.C. § 1104(c)(5). 

42. Section 4975 of the Code (26 U.S.C. § 4975). 

43. 29 U.S.C. § 1106. Prohibited transactions also are defined under the Code as 
transactions between plans and “disqualified persons” under provisions that are 
substantially similar to the ERISA provisions.  The major difference is that the 
Internal Revenue Code provides for a first level 15% excise tax and a second level 
100% tax applied against the disqualified persons involved in the transaction. 

44. Section 407 (29 U.S.C. § 1107) provides for the investment in employer real 
property and securities by plans provided certain conditions are met.  

45. 29 U.S.C. § 1108(b)(2). 
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his or her own interest or for his or her own benefit; (b) in his individual or in 
any other capacity, acting in any transaction involving the plan on behalf of a 
party (or representing a party) whose interests are adverse to the interests of  
the plan or the interests of its participants and beneficiaries; or (c) receiving 
any consideration for his own personal account from any party dealing with 
such plan in connection with a transaction involving the assets of the plan.   

              
3.   Parties in Interest Defined. Parties in interest are defined in 

section 3(14) of ERISA46 as: (a) any fiduciary (including, but not limited to, 
any administrator, officer, trustee, or custodian), counsel, or employee of an 
employee benefit plan; (b) a person providing services to the plan; (c) an 
employer whose employees are covered by the plan; (d) an employee 
organization whose members are covered by the plan; or (e) certain other 
individuals or entities related to the employer by ownership. A similar but 
not exactly equivalent definition of a “party in interest” is found in section 
4975 of the Code. Under the Code’s nomenclature, this person is called a 
“disqualified person.” 47  

 
4. Prohibited Transaction Exemptions. Because the prohibited 

transaction rules are so broadly written and would prohibit virtually any 
transaction between a plan and a party in interest, ERISA provides 
exemptions from these prohibitions.48 These exemptions are statutory such as 
the exemption described above for the provision of services to plans under 
section 408(b)(2) of ERISA and administrative exemptions. Administrative 
exemptions are granted by DOL under section 408(a) of ERISA when it can 
make a determination that the transactions for which relief is provided are (a) 
administratively feasible, (b) in the interests of plan participants and 
beneficiaries and (c) protective of the rights of plan participants and 
beneficiaries. DOL grants administrative exemptions to individual applicants 
or for classes of transactions on its own initiative. DOL has granted 
numerous prohibited transaction individual and class exemptions to financial 
insurance companies, banks, and mutual fund complexes for the retirement 
products they offer.49 

                                                            
46. 29 U.S.C. § 1102(14). 

47. See Section 4975(e)(2). 

48. ERISA § 408 (29 U.S.C. § 1108). 

49. Such exemptions, to name a few, include Prohibited Transaction Class 
Exemption 77-3, April 8, 1977 (42 Fed. Reg. 18743) (permits an employee benefit 
plan which covers only employees of a mutual fund, the fund’s investment adviser, 
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I. Fiduciary Liability. Section 409(a) of ERISA50 imposes personal 
liability on a fiduciary that breaches any of his or her fiduciary 
responsibilities, obligations or duties.  Civil suits may be brought by 
participants, beneficiaries, another fiduciary or the Secretary of Labor for 
these breaches under section 502 of ERISA.51 Liability can arise from both 
errors and omissions of the fiduciary or from co-fiduciary breaches.   

 
1. Restoration of Plan Losses and Profits. A fiduciary that 

breaches his fiduciary duties, responsibilities or obligations is personally 
liable to make good to the plan the losses resulting from the breach and to 
restore to the plan any profits the fiduciary made through the use of assets. A 
breach need not have resulted in a loss to the plan. 

 
2. Equitable Relief. A fiduciary also will be liable for any 

equitable or remedial relief, as the court may deem appropriate, including 
removal of the fiduciary. 

 
3. Statutorily Imposed Penalties. DOL can impose a civil penalty 

under ERISA section 502(1)52 for any breach of fiduciary responsibility or 
knowing participation in such breach by any other person. The penalty is 
equal to 20% of the “applicable recovery amount.” The applicable recovery 
amount is the amount recovered by the DOL pursuant to any settlement 
agreement with the DOL or any court order or action instituted by the DOL. 
                                                                                                                                             
the principal underwriter, or an affiliate of such persons, to “acquire” or sell shares 
of a registered open-end investment company); Prohibited Transaction Class 
Exemption 77-4, April 1, 1977 (42 Fed. Reg. § 18732 (permits investment in mutual 
funds advised by or affiliated with a fiduciary if: (1) approved by a second, 
independent, fiduciary, (2) no front-end load is imposed, (3) redemption fees meet 
certain conditions, and (4) conditions on mutual fund fees are met);  Prohibited 
Transaction Class Exemption 80-51, June 25, 1980 (45 Fed Reg. 49709) (Collective 
Investment Funds. ERISA plans are permitted to invest in collective investment 
funds operated by bank fiduciaries, subject to certain limitations and conditions; 
amended by Prohibited Transaction Class Exemption 91-38 (July 12, 1991 (56 Fed. 
Reg. 3196); Prohibited Transaction Class Exemption 86-128, November 18, 1986 
(51 Fed. Reg.  41686) (Securities Transactions with Brokers. Permits use of affiliated 
brokerage services under certain conditions. Also covers collective investment fund 
transactions.). 

50. 29 U.S.C. § 1109. 

51. 29 U.S.C.§  1132. 

52. 29U.S.C. § 1132(l). 
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The DOL, in its discretion, can waive the penalty if it determines severe 
financial hardship would result or if the fiduciary acted in good faith. 

 
4. Attorney’s Fees and Costs. The court may award attorneys fees 

and costs to the prevailing party.53 
 

J. Criminal Liability. ERISA Section 50154also imposes criminal 
penalties on fiduciaries.  Penalties for individuals are up to a maximum fine 
of $100,000 with potential imprisonment up to ten years. Criminal penalties 
for entities, other than individuals, are up to a maximum fine of $500,000. 
Criminal prosecutions brought by DOL tend to be brought for the following 
purposes: (1) preventing criminals from overseeing employee benefit plans – 
those convicted of certain crimes – robbery, extortion, embezzlement, 
perjury, certain drug offenses, labor union violations, and other ERISA 
offenses – may not serve as plan fiduciaries;  (2) preventing willful violations 
of reporting and disclosure requirements  -- the reporting and disclosure 
requirements are designed to disclose significant information about plans, 
their transactions, and participant rights to plan information; and (3) 
preventing coercive interference with participant rights and benefits – DOL 
will seek to impose criminal sanctions when employers interfere with 
employees exercise of their rights under ERISA by willful use of actual or 
threatened fraud, force, or violence. 

   
 
IV.  Typical 401(k) Plan Service Models and Fees   
 

There are three basic models for the provision of services to 401(k) 
plans. Many 401(k) plans today operate under a “bundled services” model. 
Bundled services generally are provided by a single company providing all 
services relevant to the operation of the plan, including administration 
(compliance), recordkeeping, custody, investments, investor education and 
interactive websites. This model is sold as a means to obtain plan services 
without the involvement of multiple, independent service providers; thus, 
affording relief to employers from administrative burdens and, ostensibly, 
lower costs. In recent years, the “open architecture” model has been an 

                                                            
53. ERISA § 502(g)(2),( 29 U.S.C. § 1132(g)), provides that in suits brought by 
participants or fiduciaries to enforce ERISA, the court can award attorneys fees to 
either party in its discretion. 

54. 28 U.S.C. § 1131. 
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increasingly popular alternative to the bundled model. Under this model, 
services are provided by different vendors and separately contracted. 
Typically you will see a trust company, which will hold plan assets, a third-
party administrator, and an independent financial advisor. Under any of these 
models, a variety of direct and indirect, and often opaque fees, are paid by 
plans.  

 
********* 

 
In Part Two of this series, the focus will be on fees, how plan service 

providers get paid, recent important regulatory activity, and significant fee 
litigation cases.  
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BUCKING THE TREND: A CASE FOR  
REJECTING AN EMERGING NARROW  

VIEW OF WHO QUALIFIES AS A  
CUSTOMER IN FINRA ARBITRATION 

 
Alexander Ziccardi1 

 
 

Determining who is a “customer” for FINRA arbitration purposes has a 
critical bearing on the scope of disputes that FINRA arbitration covers.  
Absent a written agreement to arbitrate, only a customer of a FINRA member 
firm is entitled to demand arbitration of her claims against that firm in 
FINRA arbitration.2  Fortunately for investors, courts have traditionally 
embraced a broad definition of the term customer, thus fully effectuating 
FINRA’s goal of providing aggrieved investors with a forum for arbitrating 
their disputes.3   

A recent line of cases, however, appears to threaten this approach.  
FINRA member Morgan Keegan has succeeded in convincing multiple 
district courts that a group of investors were not its customers for FINRA 
arbitration purposes even though those investors’ grievances stem from 
losses they suffered when holding allegedly defective Morgan Keegan funds.  
Morgan Keegan has successfully argued that these investors were not its 
customers because they purchased the funds through a third-party broker-
dealer unaffiliated with Morgan Keegan rather than Morgan Keegan directly.  
Morgan Keegan has succeeded in this argument even where the aggrieved 
investors had direct communications with Morgan Keegan representatives 
who assured them that the investors’ funds were not in peril.  One news 
outlet has opined that this “controversial” approach may “redefine [the 
                                                            
1. B.A., Vassar College, 2008; J.D. Cornell Law School, 2012; Cornell Securities 
Law Clinic, Spring 2012. 

2. FINRA Rule 12200(all FINRA Rules available at http:// finra.complinet. 
com/en/display/display_viewall.html?rbid=2403&element_ id=607&record_id=609) 
(last visited Apr. 25, 2011). 

3. See Deborah F. Buckman, Who Is "Customer" for Purposes of National 
Association of Securities Dealers (NASD) Rule Requiring NASD Member to 
Arbitrate any Dispute Between Customer and Member, 16 A.L.R. FED. 2D 231(2007) 
(arguing that “The majority of cases exploring the definition of “customer” have 
found purported customers to meet the definitional requirements for compelling 
arbitration. Many courts so held despite the lack of any customer accounts opened 
with a firm or a firm's knowledge of the investments at issue.”).   
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meaning of] customer.”4  These cases have potentially far reaching 
consequences for how securities firms are regulated and how they are held 
accountable to the investing public.  

The purpose of this Article is two-fold.  First, I intend to explain how the 
district courts siding with Morgan Keegan have reached their decisions.  
Second, I intend to demonstrate that these decisions are misguided and suffer 
from flawed understandings of both the case law precedent and the FINRA 
regulatory scheme.  Part I of this Article explains the customer issue in 
general terms and points out the manner in which it impacts the scope of 
FINRA arbitration.  Part II briefly explains the Morgan Keegan funds at issue 
so the reader has a baseline understanding of the facts surrounding the case 
law.  Part III explains the reasoning of the district courts that have been 
receptive to Morgan Keegan’s argument.  Part IV addresses this reasoning, 
argument by argument, and contends that these district courts have reached 
erroneous conclusions.  Part V is a conclusion.   
 
 

Part I:  Introducing the Customer Issue 
 

A. FINRA Rule 12200 
 

Under FINRA Rule 12200, there are two scenarios in which a party can 
force a FINRA member into arbitration.  First, a dispute involving a FINRA 
member is subject to arbitration where the parties have required FINRA 
arbitration by written agreement.5  When a written agreement to arbitrate 
exists, either party can invoke it to compel arbitration.6 The second scenario, 
which is the focus of this Article, allows the “customer” to compel 
arbitration, regardless of whether there is a written agreement to arbitrate.7  It 
is important to note that only the customer can compel arbitration under this 
provision; the option is unavailable to the member firm.  Furthermore, this 
provision is only in play where “the dispute is between a customer and a 

                                                            
4. Suzanne Barlyn, Morgan Keegan’s Strategy Could Redefine “Customer,” Reuters, 
(Mar. 21, 2012, 7:29 PM), http://www.reuters.com/article/2012/03/21/us-morgan 
keegan-customer-idUSBRE82K1AT20120321 (last visitedApr. 22, 2012). 

5. FINRA Rule 12200. 

6. Id.  

7. Id.  
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member or associated person of a member…[and] arises in connection with 
the business activities of the member or the associated person.”8 

While it is beyond dispute that customers can force FINRA members 
into arbitration even absent a written agreement to arbitrate, it is less clear 
just who qualifies as a customer for FINRA arbitration purposes.  The 
general definition of customer in the FINRA Customer Code defines 
customer only in the negative, stating that a “[a] customer shall not include a 
broker or dealer.”9  Indeed, many courts facing the customer issue have 
seemingly lamented the fact that FINRA has offered little guidance as to who 
is a customer.10  Moreover, some members of the industry have suggested to 
FINRA that it should offer a more comprehensive definition of customer.  
The Approval Order for the amendments made to the Customer Code 
effective after April 16, 2007 noted that many commenters requested a more 
comprehensive definition of customer.11 Despite these requests, FINRA 
opted to retain the bare-bone definition of customer when it adopted its new 
Customer Code. 

 
 
B. Courts Determine Who is a Customer under FINRA Rule 12200 
 
Whether parties have agreed to arbitrate their dispute is an issue of 

arbitrability and is thus a determination for a court, not an arbitrator.12  That 
is, courts will determine issues of arbitrability unless the parties have evinced 
a clear and unmistakable intent to have an arbitrator decide those issues.13  
While the Supreme Court has established a presumption favoring arbitration, 
there are nonetheless limits on when a party can be forced to arbitrate a 

                                                            
8. Id.  

9. FINRA Rule 12100.   

10. See e.g., UBS Financial Services Inc., v. West Virginia Hospitals, Inc., 660 F.3d 
648 (2d Cir. 2011) (stating that “Although UBS is indisputably a member under the 
Code, neither FINRA nor the courts have offer[ed] [a] precise definition of 
‘customer’.”) (citing Oppenheimer & Co. v. Neidhardt, 56 F.3d 352, 357 (2d. Cir. 
1995) (internal quotation marks omitted)).   

11. Order Approving Proposed Rule Change and Amendments to NASD Arbitration 
Rules for Customer Disputes, 72 Fed.Reg. 4574, 4577 (Jan. 31, 2007). 

12. Howsam v. Dean Witter Reyonlds, Inc., 537 U.S. 79, 83 (2002).   

13. AT&T Technologies Inc., v. Communications Workers of America, 475 U.S. 
643, 648 (1986). 
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dispute.  Pointing to the principle that arbitration is “a matter of contract,” the 
Supreme Court has held that a party can be forced into arbitration only when 
it has agreed to arbitrate the dispute in question.14  Courts are appropriate 
forums for determining this issue because an arbitrator’s authority to resolve 
a dispute derives solely from the parties agreeing to submit their dispute to 
arbitration.15  Thus, absent an express agreement to keep courts out of the 
process entirely, it would be unjust to force a party to have the issue of 
arbitrability decided by an arbitrator where the party contests that it never 
consented to arbitration in the first place. 

Courts have further held that the issue of whether a party is a customer of 
a FINRA member under Rule 12200 is similarly an issue of arbitrability, and 
thus should be decided in the courts rather than in arbitration.16  When 
becoming a FINRA member, the member agrees in advance to submit to 
arbitration in disputes involving any of its customers.  While the member 
may not have an arbitration or submission agreement with the complaining 
customer, the FINRA member in advance agrees to arbitrate disputes with its 
customers by virtue of becoming a FINRA member and consenting to the 
FINRA rules, including Rule 12200.17  Absent an arbitration or submission 
                                                            
14. Id. (stating that “The question of arbitrability…is undeniably an issue for judicial 
determination. Unless the parties clearly and unmistakably provide otherwise, the 
question of whether the parties agreed to arbitrate is to be decided by the court, not 
the arbitrator.”).  

15. See id. (“The duty to arbitrate being of contractual origin, a compulsory 
submission to arbitration cannot precede judicial determination that the collective 
bargaining agreement does in fact create such a duty.”) (citing John Wiley & Sons, 
Inc. v. Livingston, 375 U.S. 543, 546-47 (1964) (internal quotations omitted))).   

16. See e.g., John Hancock Life Insurance Co. v. Wilson, 254 F.3d 48, 57 (2d Cir. 
2001) (stating that “[A]bsent an express agreement between the Investors and John 
Hancock incorporating the NASD Code or providing that ‘any and all’ disputes be 
settled in arbitration, the district court properly undertook the determination of 
whether the Investors' claims are arbitrable.”  But see Guy Nelson, The “Clear and 
Unmistakable” Standard: Why Arbitrators, Not Courts, Should Determine Whether a 
Securities Investor’s Claim is Arbitrable, 54 VAND. L. REV. 591, 629 (arguing that 
“Thoughtful contract analysis amply supports the conclusion that [the FINRA Rules] 
clearly and unmistakably provide[] evidence of the parties' intent to submit all 
controversies arising out of securities agreements to arbitration. Contrary rulings, 
such as those handed down by the majority of circuits, eviscerate the well-
established federal policy in favor of arbitration.”).   

17. Cf. Wachovia Bank Nat. Ass’n v. VCG Special Opportunities Master Fund, 661 
F.3d 164 (2d Cir. 2011) (stating that “The interpretation of the arbitration rules of an 
industry self-regulatory organization (or “SRO”) such as FINRA is similar to 
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agreement, a FINRA member has not in advance agreed to arbitrate disputes 
with parties who are not its customers.18  Thus, traditionally courts — not 
arbitrators —have decided whether a party is a FINRA member’s customer 
for Rule 12200 purposes. 
 
 

Part II: The RMK Funds 
 

The court decisions explored in this Article all involve Regions Morgan 
Keegan bond funds (the “RMK funds”).19  Regions Morgan Keegan Trust 
was a trust division and subsidiary of Morgan Keegan and Company 
(“Morgan Keegan”),20 a Tennessee corporation and registered broker-dealer 
that provided investment banking, securities brokerage, and asset 
management services.21   

While Morgan Keegan sold the RMK funds to various retail investors, 
Morgan Asset Management (“MAM”)—an investment advisor affiliate of 
Morgan Keegan22—served as the primary manager and adviser of the 
Funds.23  Jim Kelsoe, MAM’s senior portfolio manager and Morgan Keegan 
                                                                                                                                             
contract interpretation; the organization's arbitration provision “should thus be 
interpreted ‘to give effect to the parties' intent as expressed by the plain language of 
the provision.”) 

18. Cf. Wheat First Securities Inc. v. Green, 993 F. 2d. 814, 820 (1993) (holding that 
a claimant was not a NASD member’s customer because the NASD member did not 
agree to arbitrate a particular type of dispute when it joined NASD).   

19. There are six relevant bond funds in total.  Four are closed-end funds and two are 
open-end funds.   

20. In January 2012, Raymond James Acquired Morgan Keegan for $930 million.  
Morgan Keegan is now rebranded as Raymond James-Morgan Keegan.  Michael 
Rudnick, Raymond James Acquires Morgan Keegan, THE DEAL PIPELINE (Jan 12, 
2012, 10:05 AM), http://www.thedeal.com/content/restructuring/raymond‐james‐
acquires‐morgan‐keegan.php (last visited Apr. 22, 2012). 

21. SEC Order Regarding Morgan Keegan; Making Findings, Imposing Remedial 
Sanctions, a Cease-and-Desist Order, and a Suspension (Jun. 22, 2011).   

22. It is important to note that unlike Morgan Keegan, MAM is not a FINRA 
member.  This may impact the appropriateness of arbitration in cases where investors 
exclusively had contact with MAM.  See infra, Part IV.B. 

23. Complaint for FINRA Department of Enforcement at 5 Department of 
Enforcement v. Morgan Keegan & Co., Disciplinary Proceeding No. 
2007011164501 (Apr. 7, 2010).   
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employee, undertook primary management responsibilities related to the 
Funds and selected the investments for the Funds’ portfolio.  As MAM’s 
senior portfolio manager of the Funds, Kelso adopted a strategy of heavily 
investing in mortgage-backed securities involved in subordinate tranches of 
investment deals. Moreover, the RMK Funds were comparably 
underinvested in safer government bonds.  Consequently, the RMK Funds 
possessed risks not traditionally associated with Bond Funds.24 

Despite the heightened risks associated with the RMK Funds, both 
Morgan Keegan and MAM allegedly marketed them to investors as income-
creating products with relatively low risks.  The FINRA complaint against 
Morgan Keegan alleged that MAM would distribute “advertising slicks” to 
investors, which failed to disclose that the Funds were invested subprime 
products and subordinated tranches of structured deals.25  The complaint 
further alleged that the slicks listed one Fund’s primary goal as “capital 
preservation” while Jim Kelsoe’s investment strategy reflected far more 
aggressive objectives.26 

Morgan Keegan also made its own representations regarding the Funds 
apart from MAM’s.  Specifically, Morgan Keegan distributed “Preferred 
Fund Profiles” that also allegedly failed to disclose adequately the risks 
associated with the Funds.  For example, a 2007 Profile characterized one 
RMK Fund as an “Intermediate Gov’t/Corporate Bond,” while in fact MAM 
had only 4% of the fund invested in government obligations.27  Moreover, in 
part through these Profiles, Morgan Keegan allegedly provided inadequate 
guidance to its Financial Advisors (the “FAs”) regarding the risks associated 
with its Funds.  In turn, this inadequate guidance led the FAs to make 
material misrepresentations to investors who purchased the Funds.  Morgan 
Keegan made these alleged false misrepresentations to the FAs despite 
publically touting on its website that it subjected all recommended funds to 
“one of the most detailed, thorough and exhaustive due diligence processes 
in the industry.” 28 

  

                                                            
24. In a 2007 e-mail, a Morgan Keegan director described the risk gap between one 
RMK Funds and traditional bond funds as “comparatively large.” Complaint for 
FINRA Department of Enforcement at 7. 

25. Complaint for FINRA Department of Enforcement at 9. 

26. Id. at 10-11. 

27. Id. at 16. 

28. Id. at 22-25. 
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The RMK Funds imploded once the sub-prime mortgage market 
collapsed.  After the dust had settled, investors’ losses reached $2 billion.29  
Morgan Keegan allegedly did not disclose the high-risk nature of the Funds 
to investors or the SEC until after the losses occurred.30   Recently, the SEC 
and FINRA reached a $200 million settlement with Morgan Keegan related 
to its fraudulent actions associated with the RMK funds.31  While Morgan 
Keegan has settled with the SEC, it continues to face a slew of investor 
lawsuits and arbitration claims.32   

 
 

Part III: Morgan Keegan’s “Victories” 
  

Despite its recent troubles, Morgan Keegan has at least been successful 
in avoiding a number of arbitrations involving investors who purchased the 
RMK funds through third-party dealers.  Specifically, Morgan Keegan has 
successfully argued that these investors were not customers under Rule 
12200.  This section will outline district court decisions that have been 
receptive to Morgan Keegan’s argument that these investors were not its 
customers for FINRA arbitration purposes.   

 
 
A. No Direct Investment or Brokerage Related Services—The Fleet 

Boston Rationale  
 

Many of the district courts siding with Morgan Keegan on this issue have 
predominantly relied on the fact that Morgan Keegan did not provide the 
aggrieved investors with any direct investment or brokerage related services. 
While investors purchased RMK funds — a Morgan Keegan product — they 
nonetheless purchased them through third-party retailers and thus did not 
engage in a direct investment or brokerage relationship with Morgan Keegan.  
These courts have asserted that in the absence of a direct investment or 

                                                            
29. Craig McCann, Regions Morgan Keegan: The Abuse of Structured Finance, 
Securities Law Consulting Group (Jan. 2009).   

30. Id. at 1. 

31. SEC Order Regarding Morgan Keegan; Making Findings, Imposing Remedial 
Sanctions, a Cease-and-Desist Order, and a Suspension (Jun. 22, 2011).   

32. See Suzanne Barlyn, Morgan Keegan’s Arbitration Battles Go On, The Wall 
Street Journal, June 23, 2011, http://online.wsj.com/article/SB1000142405270 
2303339904576403980701136322.html (last vistied Apr. 24, 2012). 
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brokerage relationship, a party cannot claim customer status for FINRA 
arbitration purposes.   

Before reviewing the Morgan Keegan cases that have required that 
parties demonstrate a direct investment or brokerage relationship in order to 
qualify as a customer, it is essential to understand the foundation for this 
approach that the Eighth  Circuit laid down in Fleet Boston Robertson 
Stephens Inc. v. Innovex, Inc.33  In Fleet Boston, the claimant, a manufacturer 
of component parts of computers and communication products, sought 
advice from NASD member Fleet Boston Robertson Stephens (“Fleet 
Boston”) for securing additional capital.34  Eventually claimant decided to 
achieve this goal by selling 100% of its voting stock to another company, 
resulting in a merger.  Pursuant to the terms of a contract between claimant 
and Fleet Boston, Fleet Boston provided the claimant with advice regarding 
the merger, including claimant’s sale of its voting stock to the acquiring 
company.35 

Following the merger, Fleet Boston sued claimant in district court for 
compensation it alleged claimant owed under the terms of the contract.  In 
addition to disclaiming liability, claimant argued that it was Fleet Boston’s 
customer under NASD Rule 10301(a)36 and thus was entitled to have the 
dispute heard in NASD arbitration.  Accordingly, claimant moved to stay the 
litigation proceedings and compel arbitration. Claimant’s attempt to halt the 
litigation at the trial level proved unsuccessful as the district court denied 
claimant’s motion. 37  

                                                            
33. 254 F.3d. 770 (8th Cir. 2001). 

34. Fleet Boston Robertson Stephens Inc. v. Innovex, Inc., 172 F.Supp. 1190, 1192 
(D.Minn 2001) (addressing the substantive issues regarding Fleet Boston’s breach of 
contract claim.).     

35. The agreement stated that Fleet Boston was to “ “to provide financial advisory 
and investment banking services to [ADFlex] in connection with its exploration of 
various strategic alternatives available to it, including a possible sale of, or business 
combination involving (including, a merger, reverse merger or merger of equals).”  
Id.   

36. NASD Rule 10301(a) is the NASD predecessor to FINRA Rule 12200.  In 2007 
NASD (National Association of Securities Dealers) consolidated with certain 
branches of the NYSE (New York Stock Exchange), creating FINRA.  Courts today 
look to past judicial interpretations of NASD Rule 10301(a) when addressing FINRA 
Rule 12200 issues. 

37. Fleet Boston Robertson Stephens, Inc. v. Innovex, Inc., No. 00-778, Order at 5 
(D.Minn. Oct. 31, 2000). 
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On appeal, the Eighth Circuit framed this issue as “whether the term 
‘customer’ applies only to those who received investment or brokerage 
services, or whether it also applies to those who received banking and 
financial advice, as [claimant] did in this case.”38  The Eighth Circuit 
answered this question in the negative, affirming the lower court and holding 
that the claimant was not Fleet Boston’s customer and thus was not entitled 
to NASD arbitration.39  While conceding that the case was a “close call,”40 
the Eighth Circuit nonetheless asserted a number of factors contributing to its 
decision.  

 
 

1. Solely Adhering to FINRA’s Negative Definition of Customer 
Would be Overly Broad 
 

First, the court felt obligated to address the textual argument that under 
the NASD provisions, a customer is negatively defined only as not a “broker 
or dealer.”41  From a strict textual approach, only non-brokers or dealers 
would be precluded from arbitrating their claims with other NASD members 
so long as other requirements are met.42  The claimant in Fleet Boston was 
indisputably not a broker or dealer and thus, under such an approach, would 
qualify as Fleet Boston’s customer. First, the court, in a somewhat 
conclusory fashion, stated that such an interpretation of the provision was 
“too broad.”  It then asserted that the drafters of the provision could not have 
really intended to cast such a wide net over NASD members.43  Rather, the 
court reasoned, NASD must have intended to narrow the scope of customer 

                                                            
38. Fleet Boston Robertson Stephens, Inc. v. Innovex, Inc., 254 F.3d. 770, 771 (8th 

Cir. 2001). 

39. Id. at 773.  

40. Id.  

41. Id. at 772 (quoting NASD Manual General Provision 0120(g)).   

42. In the absence of a written agreement stating otherwise, a FINRA customer can 
compel arbitration only where the dispute arises in connection with the business 
activities of the member or the associated person.  FINRA Rule 12200. 

43. Id. at 773.  (stating that “We agree with the district court that this definition is too 
broad. We do not believe that the NASD Rules were meant to apply to every sort of 
financial service an NASD member might provide, regardless of how remote that 
service might be from the investing or brokerage activities, which the NASD 
oversees.”). 
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to services less remote from the investment and brokerage industries that is 
oversees.44 

 
 

2. Other FINRA Provisions Suggest a More Narrow Definition 
of Customer 

 
Additionally, the Fleet Boston court looked to the definitions of 

“customer” in other parts of the NASD rules to support its assertion that 
excluding only brokers and dealers from the customer definition for Rule 
10301(a) purposes would contradict NASD’s intentions.45 The court noted, 
for example, that NASD Rule of Conduct 227046 defines a customer as “any 
person who, in the regular course of such member's business, has cash or 
securities in the possession of such member.”  Even though the definition 
was only defining customer for that particular rule, the court found it helpful 
for determining the scope of customer for Rule 10301(a).  The court further 
reasoned that other NASD rules of conduct are applicable only where a 
NASD member has an investor’s securities in its possession, thus lending 
support to the notion that only those who have direct investment or brokerage 
relationships with NASD members qualify as customers.47 

 
 

3. FINRA’s Scope and Objectives Warrant a More Limited 
Definition of Customer 

 
The Eighth Circuit also referred to the general aims and objectives of 

NASD when declining to adopt a broader interpretation of customer.  In one 

                                                            
44. See id.  

45. See id. at 772 (holding that “Although not entirely clear, or consistent, other 
NASD Rules support a general definition of “customer” as one who receives 
investment and brokerage services or otherwise deals more directly with securities 
than what occurred here.”).   

46. Now FINRA Rule 2261(c).   

47. See Fleet Boston, 253 F.3d at 772 (citing the following NASD provisions: § 2230 
(governing broker transaction confirmations); § 2260 (forwarding securities related 
information); § 2280 (investor education); § 2310 (investment recommendations); § 
2320 (executing orders); § 2330 (maintaining customer's securities and accounts); §§ 
2400-2460 (commissions on brokerage accounts and securities transactions); §§ 
2700-2780 (securities distributions). 



2012] BUCKING THE TREND 67 

 
 

instance, the court noted that the NASD Manual and Notices to Members 
state that the arbitration forum exists: “[t]o assist in the resolution of 
monetary and business disputes between investors and their securities 
firms.”48 In taking a purposive approach to establishing limits on the 
definition of customer, the court reasoned that because disputes arising out of 
direct investment or brokerage services are NASD arbitration’s raison d’etre, 
they should be a necessary prerequisite for the existence of a customer 
relationship. 

In Morgan Keegan & Co v. Shadburn49 the United States District Court 
for the Middle District of Alabama heavily relied on this rationale when it 
granted Morgan Keegan’s preliminary injunction and enjoined the claimant 
from bringing his claim in FINRA arbitration.  The claimant in Shadburn, a 
retired physician, was a “moderate investor” whose investment objectives 
consisted of income and capital preservation. The claimant—who did not 
have a brokerage account with Morgan Keegan—purchased the RMK fund 
through his third-party broker-dealer, Synovus Securities.50   

While the claimant did not have any initial direct contact with Morgan 
Keegan, his decision to invest in the RMK fund was largely based on 
representations Morgan Keegan made in its RMK prospectus.51  Notably, the 
prospectus represented that the RMK fund was “conservative” and 
“diversified,” thus meeting the claimant’s reasonable investment goals.  
Moreover, the claimant visited the Morgan Keegan website to further 
investigate the fund and confirm that its performance and nature met his 
investment objectives.52  Despite Morgan Keegan’s representations, on which 
the claimant relied, the fund was tied up in the risky sub-prime mortgage 
market.  When the sub-prime market collapsed, so too did the claimant’s 
investment in what he believed was a conservative fund.  After losing 
$67,000 dollars through his investment in the RMK fund, the claimant sought 
relief against Morgan Keegan in FINRA arbitration.53  

Despite the fact that the Shadburn claimant had lost money on an 
investment he made in a Morgan Keegan product and had relied on Morgan 
Keegan’s representations regarding the product, the District Court held that 
                                                            
48. Id.  

49. No. 2:11—cv624wkw, 2011 WL 5244696 (M.D.Ala. Nov 3, 2011).  

50.  Id. at *1.  

51. Id.  

52. Id.  

53. Id.  
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he was not a customer of Morgan Keegan under Rule 12200.54  The court 
held that, while the claimant purchased a Morgan Keegan product and may 
have independently relied on the Morgan Keegan prospectus, he did not 
purchase the product directly through Morgan Keegan nor did he have any 
account with Morgan Keegan.  Rather, he purchased the Morgan Keegan 
product through a third-party broker dealer with whom he had an account.55  
Thus, while the claimant may have had a direct investment/brokerage related 
relationship with the third-party broker dealer, he did not have such a 
relationship with Morgan Keegan. 

Similar to other district courts hearing similar claims against Morgan 
Keegan, the Shadburn court heavily relied on Fleet Boston in determining 
that the claimant was not Morgan Keegan’s customer.  The court emphasized 
that the claimant did not have an account with Morgan Keegan and did not 
have Morgan Keegan handle any of its funds.  It further noted that Morgan 
Keegan did not have any direct contact with the claimant nor did it facilitate 
any of the claimant’s transactions.56  Consequently, the court held that the 
claimant was not Morgan Keegan’s customer and could not compel Morgan 
Keegan to arbitrate the dispute.57 

In Zarecor v. Morgan Keegan & Co.,58 the United States District Court 
for the Eastern District of Arkansas took a similar approach to the court in 
Shadburn, even though the claimants had direct contact with Morgan Keegan 
representatives regarding its RMK fund.59  In addition to researching the 
RMK fund through Morgan Keegan marketing materials, the claimants in 
Zarecor contacted Morgan Keegan directly to ask whether the fund was in 
danger.  A Morgan Keegan representative reassured them that the fund was 
not in danger and only had 20% exposure to subprime funds.  Additionally, 
the claimants, concerned that their investment was rapidly losing value, 
traveled to Memphis to attend Morgan Keegan’s annual meeting.60 

                                                            
54. Shadburn, 2011 WL 5244696 at *11.  

55. Id. at *9. 

56. Id.  

57. Id. at *11. 

58.  No. 4:10cv01643, 2011 WL 5592861 (E.D.Ark. Jul. 29, 2011).  

59. Indeed, the Shadburn court noted that the facts were “arguably stronger” for the 
claimants in Zarecor.  Shadburn, 2011 WL 5244696 at *9.   

60. Zarecor, 2011 WL 5592861at *4.   
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The district court in Zarecor nonetheless ruled in favor of Morgan 
Keegan and held that claimants were not Morgan Keegan’s customers.  
Applying Fleet Boston, the court held that because the claimants purchased 
the fund through a third-party broker and not Morgan Keegan, they were not 
Morgan Keegan’s customers.  The court perceived the direct contacts that the 
claimants had with Morgan Keegan regarding the fund as irrelevant: “Even 
accepting as true [claimants]' allegations regarding [their] communications 
with Morgan Keegan representatives, those confabs failed to transform 
[claimants] into ‘customers’ entitled to demand arbitration under Rule 
12200.”61 

The Fleet Boston holding has been the centerpiece for district court 
decisions finding no customer relationship between Morgan Keegan and 
aggrieved investors who purchased Morgan Keegan funds through a third-
party broker.  The district courts have noted that these investors did not have 
an account with Morgan Keegan and thus did not have a “direct investment 
or brokerage relationship” with the firm.  The district courts have been 
steadfast in this position, denying any customer relationship, even where the 
investor had direct communications with Morgan Keegan representatives 
regarding the fund.  

 
 
B. Expectations of FINRA Members  

 
In addition to relying on Fleet Boston, some district courts have referred 

to the expectations of FINRA members when determining the customer 
issue.  These district courts have stated that a FINRA member in Morgan 
Keegan’s position would not have contemplated arbitrating disputes in these 
circumstances. Accordingly, it would contravene the basic principle that 
arbitration is a creature of a contract to compel arbitration of these disputes. 

The United States District Court for the District of Maryland most 
clearly put forth this proposition in Morgan Keegan & Co. Inc. v. Louise 
Silverman Trust.62  Similar to other cases discussed in this Article, claimants 
in that case suffered losses after investing in RMK funds through a third-
party broker dealer.  The claimants asserted a number of claims against 

                                                            
61. Id. at *5. 

62. Morgan Keegan & Co., Inc. v. Louise Silverman Trust, No. JFM-11-2553, 2012 
WL 113400 (D. Md. Jan. 12, 2012). 
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Morgan Keegan, including fraud and negligent misrepresentation, 
negligence, and failure of supervision.63   

The district court held that these claims were not arbitrable because the 
claimants were not customers of Morgan Keegan.  Describing the 
relationship between Morgan Keegan and the claimants as “tenuous,” it held 
that interpreting customer “so broadly” would “disregard[] the actual 
relationship between the claimant and [the] FINRA member and thereby 
frustrate[] [the] FINRA members' reasonable expectations.”64  Moreover, the 
court asserted that “FINRA members would not have joined an organization 
that would compel them to arbitrate claims from any individual with whom it 
has even the most remote connection.”65 

The district court in Shadburn made similar assertions.  Emphasizing the 
well-known principle that an obligation to arbitrate can only be based on 
consent,66 the Shadburn court asserted that it could not adopt an overly broad 
definition of customer that would exceed FINRA members’ reasonable 
expectations.67  While members consented to arbitrate disputes with a certain 
class of claimants by virtue of joining FINRA, it did not consent to arbitrate 
disputes with the type of claimants in Shadburn.68  Holding otherwise, the 
court noted, would frustrate the reasonable expectations of Morgan Keegan 
and would “lead to scenarios where a FINRA member’s membership alone 
would require arbitration.”69 

 
 

Part IV: A Case for Finding a Customer Relationship 
 
While the district courts have thus far been unanimous in not finding a 

customer relationship between Morgan Keegan and these investors, it is not 
                                                            
63. Id. at *4. 

64. Id. at *5. 

65. Id.  

66. See supra Part I.B. 

67. Morgan Keegan & Co., Inc. v. Shadburn, No. 2:11—cv624wkw, 2011 WL 
5244696 at *8 (M.D.Ala. Nov 3, 2011) (holding that ruling in favor of claimants 
would “do significant injustice to the reasonable expectations of [FINRA] 
members…”) (quoting Wheat First Securities Inc. v. Green, 993 F.2d 814 (11th Cir. 
1993)).   

68. See id. at *8.   

69. Id.   
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uniformly agreed that these courts have reached the right conclusion.  One 
plaintiff’s lawyer has vowed that he and his firm will “go to the Supreme 
Court” to fight these rulings if necessary.70  While it is unclear whether this 
issue will ever reach the Supreme Court, there exist a number of arguments 
for finding a customer relationship, hopefully some of which could persuade 
other courts to “break from the pack.”     

 
 
A. Fleet Boston Was Wrongly Decided 

 
The majority of district courts receptive to Morgan Keegan’s position 

have heavily relied on the Eighth Circuit’s opinion in Fleet Boston, which 
held that a claimant must have a direct investment or brokerage relationship 
with a FINRA member in order to qualify as that member’s customer.71  It is 
unclear, however, whether the holding in Fleet Boston is sound.  Other courts 
have squarely rejected Fleet Boston’s narrow interpretation of the customer 
issue and have instead adopted a far broader view on who qualifies as a 
customer for FINRA purposes.  Moreover, much of the rationale in the Fleet 
Boston holding is grounded in a strained reading of FINRA provisions and 
dubious notions of legislative intent.  

In the 2011 case Bank of the Commonwealth v. Hudspeth,72 the Supreme 
Court of Virginia explicitly rejected Fleet Boston’s narrow definition of 
customer.  In that case, a former vice-president of a bank’s affiliated limited 
liability corporation filed a lawsuit against the bank in state court for 
wrongful termination.73  In response, the bank filed a motion to compel 
arbitration, arguing that it was the former vice-president’s customer.  The 
bank contended that a customer relationship existed because the former vice-
president was associated with a FINRA member that had agreed to provide 
the bank’s patrons with investment products.  The bank further argued that 
because it was not a “broker or a dealer,” it qualified as the former vice-
president’s customer and thus was entitled to arbitrate its dispute under the 
FINRA Customer Code.74 

                                                            
70. Barlyn, supra note 4. 

71. See supra Part III.A.  

72. 714 S.E.2d 566 (Va. 2011).  

73. Id. at 568.  

74. Id.  
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The former vice-president contested the bank’s reading of the Customer 
Code, arguing that the bank was not entitled to arbitration just because it was 
not a “broker or a dealer.”75  In doing so, the former vice-president pointed to 
Fleet Boston’s holding that a party must possess a direct investment or 
brokerage relationship with a FINRA member in order to qualify as that 
member’s customer.  The vice-president argued that because there was no 
direct investment or brokerage relationship in this case, the bank was not a 
customer.76  

 
 

1. The Text of the Customer Code Simply States that a 
Customer is “Not a Broker or  Dealer” 
 

The Hudspeth court rejected the vice-president’s narrow interpretation.  
Instead, the court adopted the view that “because nothing in the Customer 
Code requires more, an entity is a customer if it is not a broker or dealer.”77  
Rather than reading an additional requirement into the FINRA customer code 
that is simply not there, the Hudspeth court opted to adopt a plain-meaning 
interpretation of the FINRA Customer Code, which simply states that a 
customer is “not a broker or dealer.”   

The Supreme Court of Virginia is not alone in this view.  In Multi-
Financial Securities Corp. v. King,78 the Eleventh Circuit held that “[the 
NASD rules] unambiguously provide that [a claimant] is a customer as long 
as she is not a broker or dealer; nothing in the Code directs otherwise or 
requires more.”79  In rejecting the argument that more was required, the 
Eleventh Circuit noted that “[e]nforcing the limitation [the member firm] 
seeks would be tantamount to reading language into the Code that is 
conspicuously absent.”80  Similarly, in First Montauk Securities Corp. v. 
Four Mile Ranch Development Co., Inc.,81 the United States District Court 
for the Southern District of Florida held that “the NASD chose not to limit 

                                                            
75. Id. at 569-572. 

76. Id. 

77. Hudspeth, 714 S.E.2d at 572. 

78. 386 F.3d 1364  (11th Cir. 2004). 

79. Id. at 1368. 

80. Id.  

81. 65 F. Supp. 2d 1371 (S.D. Fla 1999). 



2012] BUCKING THE TREND 73 

 
 

customers to investors with accounts with the member-firm… [and] 
contain[s] no limitations other than exclusion of brokers and dealers from 
invoking rules relating to customers.”82 

Moreover, while not adopting the broad view that a customer is any 
entity that is not a broker or dealer, the United States District Court for the 
Southern District of New York has rejected an absolute reading of Fleet 
Boston’s customer definition that unconditionally requires a direct 
investment relationship.  In J.P. Morgan Securities Inc. v. Louisiana Citizens 
Property Ins. Corp.,83 the district court stated that while Fleet Boston has 
been cited approvingly—although not expressly adopted—by the Second 
Circuit, it would be an error to require a direct investment or brokerage 
relationship in all scenarios:  “[Existing case law] does not support the 
conclusion that the broker/investor relationship is the only relationship 
sufficient to satisfy Rule 12200. The rule that an investor is a customer of its 
broker is a rule of inclusion, not exclusion.”84 

In other cases involving securities arbitration, the U.S. Supreme Court 
has taken a similar plain-meaning approach when interpreting NASD 
provisions.  In Howsam v. Dean Witter Reynolds, Inc.,85 the Supreme Court 
considered whether NASD’s six-year eligibility issue must be decided by a 
court or an arbitrator.  The six-year eligibility rule states that no dispute 
“shall be eligible for submission ... where six (6) years have elapsed from the 
occurrence or event giving rise to the ... dispute.”86  Dean Witter, the 
respondent argued that eligibility is a decision for the courts and contended 
that because the rule uses the word “eligible,” NASD intended that courts 
and not arbitrators are to decide whether the six-year limit bars arbitration.87  
Essentially, Dean Witter argued that the use of the word “eligible” meant that 
parties could not even gain access to an arbitration forum without first 
overcoming this procedural requirement.   The Supreme Court rejected this 
argument by taking a plain-meaning approach to the six-year eligibility 
provision.  It stated that reading “eligible” to require courts to decide those 
procedural issues went beyond what was actually stated in the provision and 

                                                            
82. Id. at 1381.   

83. 712 F. Supp. 2d 70 (S.D.N.Y. 2010). 

84. Id. at 78. 

85. 537 U.S. 79 (2002).  

86. Id. at 82 (citing NASD Rule 10304).   

87. Id. at 86.  
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thus was inadequate to overcome the presumption that arbitrators are to 
decide “gateway procedural matters.”88 

The Court took a similar approach in Mastrobuono v. Shearson Lehman 
Hutton, Inc.89  In that case, a NASD member challenged the authority of a 
NASD arbitrator to award punitive damages in disputes governed by the 
NASD Customer Code.  The case in part turned on whether the Customer 
Code itself precluded arbitrators from awarding punitive damages.90  The 
Court noted that the Customer Code authorizes arbitrators to “award 
damages and other relief.”91  The Court reasoned that while this language 
does not explicitly authorize punitive damages, it certainly does not prohibit 
them either.  The Court then concluded that, absent any express prohibition 
on punitive damages, the broad grant of authority to arbitrators under the 
Customer Code included the power to award punitive damages.92  Similarly, 
absent a relevant FINRA provision explicitly stating otherwise, courts should 
not read limitations into the broad definition of “customer” that are simply 
not there.   

 
 

2. Definitions of “Customer” Specific to other FINRA 
Provisions are Irrelevant When Determining Who is a 
Customer Under Rule 12200 
 

In  taking a plain-meaning approach to the FINRA Customer Code, the 
Virginia Supreme Court in Hudspeth rejected Fleet Boston’s reasoning that 
the definitions of customer in other FINRA provisions could be useful in 
determining the meaning of customer for the purposes of Rule 12200.93  
While the definitions of customer in other parts of the FINRA code would 
seem to suggest requiring some sort of brokerage or investment relationship, 
the Hudspeth court correctly concluded that “[those] definitions are 
inapplicable in this case because they are expressly limited in application to 

                                                            
88. Id.  

89. 514 U.S. 52 (1995). 

90. See id. at 60-61. 

91. Id. (citing NASD Rule 3741(e)). 

92. See id. at 61 ( stating that “Thus, the text of the arbitration clause itself surely 
does not support—indeed, it contradicts—the conclusion that the parties agreed to 
foreclose claims for punitive damages.”).  

93. See supra Part III.A.2.   
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[those] particular FINRA Rules.”94  This statutory analysis is far more 
convincing than what the Eighth Circuit provided in Fleet Boston.  Surely 
FINRA was aware that the more limited definitions of customer in FINRA 
Rules 2261(c) and 4210(a) are at odds with the general customer definition, 
which simply provides that a customer is not a broker or a dealer.  If FINRA 
intended, as Fleet Boston argues, to have the limited definitions of Rules 
2261(c) and 4210(a) apply to all parts of the Customer Code, why would 
they retain the broader general definition at all?  More fundamentally, if 
those limited definitions are meant to apply to Rule 12200, why are they only 
present in those two other FINRA rules?  If FINRA intended to import these 
limited definitions for Rule 12200, it could have simply added them to Rule 
12200 when drafting the Customer Code.  In the absence of FINRA taking 
such action, courts should apply the general definition of customer to Rule 
12200.   

 
 

3. Fleet Boston is Antithetical to the Federal Policy of Favoring 
Arbitration 

 
In breaking from the Fleet Boston holding, the Hudspeth court also 

recognized that adopting the broad, plain-meaning definition of customer 
comports with one of the fundamental principles under the Federal 
Arbitration Act:  namely, that “any doubts concerning the scope of arbitrable 
issues should be resolved in favor of arbitration.”95  The Federal Arbitration 
Act (FAA) states that a written agreement to arbitrate “shall be valid, 
irrevocable, and enforceable, save upon such grounds as exist at law or in 
equity for the revocation of any contract.”96  The Supreme Court of the 
United States has held that this provision reflects Congress’s intent to create 
a liberal policy favoring arbitration.97  Moreover, the Court has held that this 
liberal policy favoring arbitration applies where the dispute concerning 

                                                            
94. Bank of the Common Wealth v. Hudspeth, 714 S.E.2d 566 (Va. 2011).  

95. Id. at 572 (citing Moses H. Cone Memorial Hosp. v. Mercury Const. Corp., 460 
U.S. 1 (1983)).   

96. 9 U.S.C. §2 (2006).   

97. See Mercury Const. Corp., 460 U.S. at 24 (stating that “Section 2 is a 
congressional declaration of a liberal federal policy favoring arbitration agreements, 
notwithstanding any state substantive or procedural policies to the contrary. The 
effect of the section is to create a body of federal substantive law of arbitrability, 
applicable to any arbitration agreement within the coverage of the Act.”). 
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arbitrability is grounded in “construction of the contract language itself.”98  
As the FINRA rules exist as part of a binding agreement on FINRA 
members, the customer definition dispute is one involving the construction of 
contract language.  Thus, the liberal policy favoring arbitration is directly 
applicable to the customer issue.   

Indeed, the Second Circuit in John Hancock Life Insurance Company v. 
Wilson99 recognized this connection when adopting a broad definition of who 
qualifies as a customer in NASD arbitration.  In that case, the Second Circuit 
affirmed the district court’s holding that in some instances a customer 
relationship can exist where the dispute is grounded in claimants’ 
interactions with a NASD member’s associated person rather than the NASD 
member itself.100  The Second Circuit noted that even if the Customer Code 
was ambiguous as to whether such disputes are arbitrable, the liberal federal 
policy of favoring arbitration would compel them to find a customer 
relationship.101  In the face of ambiguity, courts must decide questions of 
arbitrability in favor of arbitration. 

Somewhat paradoxically, the Fleet Boston court noted that its ruling on 
the customer issue was a “close call.”102  By labeling the issue a close call, 
yet not resolving the issue in favor of arbitration, the Eighth Circuit 
disregarded the federal policy favoring arbitration and instead imposed its 
own restrictive approach.  While there are arguably plausible reasons for 
taking a restrictive view on the customer issue, the multitude of reasons for 
taking an expansive view should compel the courts to find in favor of 
arbitration.  

 

                                                            
98. Id. 

99. 254 F.3d 48 (2d Cir. 2001). 

100. See id. at 59 (holding that “in accordance with the firmly established principles 
discussed above… the district court properly compelled arbitration of the Investors' 
claims.”). 

101. See id. (stating that “Even if we were to accept John Hancock's interpretation of  
Rule 10301, at best it would raise an ambiguity as to the definition of customer. In 
the face of such an ambiguity, we would be compelled to construe the provision in 
favor of arbitration.”) (citing Moses H. Cone Memorial Hosp. v. Mercury Const. 
Corp., 460 U.S. 1, 24-25 (1983)).   

102. Fleet Boston Robertson Stephens Inc. v. Innovex, Inc., 254 F.3d. 770, 773 (8th 

Cir. 2001). 
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4. Fleet Boston Took an Overly Narrow View of FINRA’s 
Scope and Objectives, and in Turn Took an Overly Narrow 
View of Who Qualifies as a Customer 
 

Finally, Fleet Boston was wrong to conclude that a restrictive definition 
is warranted because the aims and objectives of FINRA are strictly limited to 
investment transactions.103 The Second Circuit recently rejected Fleet 
Boston’s purposive view in UBS Financial Services Inc. v. West Virginia 
Hospitals, Inc.104  In that case, the Second Circuit rejected the argument that 
FINRA has a narrow “‘investor-protection’ mandate, such that ‘customers’ 
should only include those receiving investment or brokerage services.”105  
Rather, the court noted that FINRA performs a variety of oversight functions 
related to the securities industry and has a broad mandate at the single self-
regulatory organization under the Exchange Act.106  Indeed, FINRA’s 
Restated Certificate of Incorporation contains a number of stated purposes 
extending beyond mere investor protection, including “encourag[ing] and 
promot[ing] among members observance of federal and state securities 
laws.”107  Moreover, according to its website, “FINRA touches virtually 
every aspect of the securities business” and performs a broad set of functions 
from examining securities firms to providing trade reporting.108  Thus, while 
FINRA may play an integral role in investor protection, it is inaccurate to 
cast FINRA as a single purpose entity.  Moreover, it is equally erroneous to 
adopt such a view when interpreting the scope of who is a customer in the 
FINRA Customer Code. 

The district courts that have accepted Morgan Keegan’s limited 
definition of customer have uniformly pointed to Fleet Boston’s requirement 
that only those who have direct investment or brokerage relationships with 
FINRA members qualify as customers.  Despite these recent cases, the merits 
of the Fleet Boston holding remain questionable.  Consequently, a number of 

                                                            
103. See supra Part III.A.3.   

104. 660 F. 3d 643(2d Cir. 2011). 

105. Id. at 652. 

106. Id. 

107. Restated Certificate of Incorporation of Financial Industry Regulatory 
Authority, Inc. § 3 (July 2, 2010), available at http:// finra.complinet.com/en/ 
display/display.html?rbid=2403&element_id=4589. 

108. More About FINRA—Who We Serve, FINRA, http://www.finra.org/ 
AboutFINRA/P125239 (last visited Apr. 23, 2012).   
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courts have been skeptical of the Fleet Boston approach and have instead 
embraced a definition of customer that better comports with the Customer 
Code’s plain meaning.  More fundamentally, the Fleet Boston approach flies 
in the face of the well-established federal policy favoring arbitration.   

 
 
B. The Morgan Keegan Cases are Distinguishable from Fleet 

Boston 
 

Even assuming, arguendo, that Fleet Boston was correctly decided, it 
nonetheless does not apply to the present disputes involving Morgan Keegan.  
Recall that Fleet Boston involved a NASD member providing “banking 
advice” to a manufacturing firm in connection with a merger.109  Among the 
various allegations it made against the NASD member, the manufacturing 
firm accused the NASD member of failing to disclose creditor issues critical 
to the merger and misrepresenting the performance of the target company.110  
While the Eighth Circuit noted that the purchase of securities was an element 
of the merger, the NASD member mostly provided general “financial advice” 
to the manufacturing firm.  Without more, arbitration between the two parties 
would relate only to the general “business activities” of the member firm and 
would have no meaningful connection to investment-related activities 
involving securities.111   

The Fleet Boston court recognized that a number of courts had taken a 
broad view of the definition of customer, but reasoned that even those cases 
involved disputes more directly involving securities.  For example, Fleet 
Boston noted that one district court opinion had stated that courts have taken 
a broad view of customer “in the securities context.”112  The Eighth Circuit 
viewed the Fleet Boston case as falling outside “the securities context” 
because it mainly involved banking advice, and thus reasoned that a broad 

                                                            
109. See supra Section III.A. 

110. Appellant’s Opening Brief at 6-7, Fleet Boston Robertson Stephens Inc. v. 
Innovex, Inc., 254 F.3d. 770, 773 (8th Cir. 2001) (No. 00-3816).   

111. Fleet Boston Robertson Stephens Inc. v. Innovex, Inc., 254 F.3d. 770, 772 (8th 

Cir. 2001) (stating that “Although not entirely clear, or consistent, other NASD 
Rules support a general definition of “customer” as one who receives investment and 
brokerage services or otherwise deals more directly with securities than what 
occurred here.”) (emphasis added).  

112. Id. at 772 (citing Vestex Sec. Corp. v. McWood, 116 F. Supp. 865,869 
(E.D.Mich. 2000)).  
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view of customer in that case would be unwarranted.113  Essentially, Fleet 
Boston’s restrictive stance on the customer issue was predominantly 
grounded in its fear that member firms would have to arbitrate disputes 
bearing no meaningful relationship to securities investments. 

Regardless of the merits of the Fleet Boston rationale, which this Article 
maintains are questionable at best, it is clear that the Morgan Keegan cases 
fall squarely within the securities context, undoubtedly relate to investment 
activities, and thus are arbitrable under the FINRA Customer Code even if 
Fleet Boston controls.  The Morgan Keegan cases all directly relate to 
investments in the RMK Fund and in no way possess the “banking advice” 
quality of Fleet Boston.   

Admittedly, the claimants in the Morgan Keegan cases did not have an 
account with Morgan Keegan.114  However, while Fleet Boston pointed to the 
possession of an account with a member firm as indicative of a customer 
relationship,115 it did not categorically hold that account ownership was 
required to render a party a customer.  In fact, it approvingly cited a case 
affirming the existence of a customer relationship where investors who had 
not formally opened an account with a member firm were defrauded by the 
member firm’s representative.116  According to Fleet Boston, that case 
involved investing in securities and thus created a customer relationship 
notwithstanding the fact that no formal account was ever opened.117  
Moreover, Fleet Boston maintained that its limited definition of customer 
would not apply to cases involving claims by an issuer against a securities 
underwriter, despite the fact that in such cases, there is no explicit 
brokerage/investment account involved.  Again, the Fleet Boston court 
emphasized that despite the absence of a formal account, those cases involve 
securities rather than banking advice, and thus were not susceptible to the 
same limitations.118  Because the Morgan Keegan cases unquestionably 

                                                            
113. Id. at 772-73. 

114. See supra Part III. 

115. See Fleet Boston, 254 F.3d at 772.  

116. See id. (citing Oppenheimer & Co. v. Neidhardt, 56 F. 3d. 352, 358 (2d Cir. 
1995)). 

117. Id. at 772-73. 

118. See id. at n.3 (stating that “Although the relationship between the [issuer and 
underwriter]  was not a broker/investor relationship, it still related directly to the 
issuance of securities, rather than banking advice, and is thus unavailing here.”).  
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involve investing in securities, the restrictive Fleet Boston view is 
unnecessary and inapplicable.   

It should be noted, however, that some of the alleged improprieties 
regarding the RMK Funds were a result of MAM’s misconduct rather than 
Morgan Keegan’s.  As explained earlier, MAM—led by senior portfolio 
manager Jim Kelsoe—had the primary day-to-day responsibilities of 
managing the Funds.  Moreover, MAM distributed a number of “advertising 
slicks” that allegedly misrepresented the Funds’ risk exposure and 
investment objectives.119  MAM is an affiliate of Morgan Keegan, but unlike 
Morgan Keegan it is not a FINRA member and thus does not have to 
arbitrate disputes with its customers absent a written agreement to do so.  
Thus, while this section contends that the Morgan Keegan cases possess a 
“securities context” quality that renders Fleet Boston inapplicable, an 
investor who exclusively relies on the representations of MAM, or whose 
only claim involves mismanagement of the Funds, may only have claims 
against MAM and thus may not be entitled to FINRA arbitration absent a 
written agreement to arbitrate.  

Despite this possibility, it appears that many of the recent Morgan 
Keegan cases involve investors who also relied on alleged misrepresentations 
that Morgan Keegan made independent of MAM.  In the Zarecor case, for 
example, claimants’ concerns about their Morgan Keegan investments 
compelled them to attend Morgan Keegan’s annual meeting, where they were 
assured that their investments were not in danger.120  Additionally, as 
discussed earlier, Morgan Keegan distributed its own materials that allegedly 
misrepresented the high-risk nature of the Funds.121  Where such factors are 
present, a claimant’s dispute unquestionably exists in the “securities context” 
and involves FINRA member Morgan Keegan.  In such a scenario, a 
customer should be entitled to compel arbitration against Morgan Keegan 
under Rule 12200. 

 
 
 
 
 

                                                            
119. See supra Part II.   

120. Zarecor v. Morgan Keegan & Co., No. 4:10cv01643, 2011 WL 5592861 at*4 
(E.D.Ark. Jul. 29, 2011). 

121. See supra Part II. 
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C. Compelling Arbitration in the Morgan Keegan Cases Does Not 
Frustrate Morgan Keegan’s Reasonable Expectations  
 

In addition to relying on Fleet Boston, some of the district courts that 
have sided with Morgan Keegan have asserted the general proposition that 
compelling arbitration in these cases contravene the reasonable expectations 
of FINRA members.122  In making this assertion, these district courts have 
relied on case law and the FINRA regulatory scheme.  This reasoning is 
misguided, however, as FINRA members could reasonably expect to 
arbitrate these types of disputes.  

In making this reasonable expectations argument, Morgan Keegan has 
principally relied on the Eleventh Circuit’s holding in Wheat First Securities, 
Inc. v. Green.123  That case involved a group of investors who had purchased 
tainted securities from a member firm that later sold its assets to another 
member firm.  Later, the investors sought to compel arbitration against the 
successor firm concerning claims arising out of their transactions with the 
predecessor firm.124  The Eleventh Circuit correctly held that compelling 
arbitration would completely contravene the reasonable expectations of the 
successor firm because at the time of the disputed transaction it had 
absolutely no relationship with the aggrieved investors.125   

The scenario in Wheat First is wholly dissimilar to the Morgan Keegan 
cases.  The RMK funds were not underwritten and marketed by a successor 
firm to Morgan Keegan; rather, the tainted funds were purely a creation of 
Morgan Keegan and its affiliates.  Wheat First rested on the premise that the 
predecessor firm had no relationship to the securities at issue, whereas in the 
Morgan Keegan cases, Morgan Keegan is the one directly engaged in the 
alleged wrongdoing at the time these investors purchased Morgan Keegan 
funds.  To frame the two scenarios as comparable defies reason and fails to 
provide a meaningful basis for denying aribitrability.  

Moreover, as previously discussed, FINRA casts a wide net over the 
securities industry, and it is likely that a member would expect a wide 

                                                            
122. See supra Part III.B.   

123. 993 F.2d 814 (11th Cir. 1993) 

124.  Id. at 816. 

125.  Id. at 820 (stating that“We cannot imagine that any NASD member would have 
contemplated that its NASD membership alone would require it to arbitrate claims 
which arose while a claimant was a customer of another member merely because the 
claimant subsequently became its customer.”). 
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number of disputes to be arbitrable under the FINRA Customer Code.126  In 
fact, FINRA has reached a settlement with Morgan Keegan concerning the 
RMK funds.127  If FINRA has the ability to wage allegations against Morgan 
Keegan’s improper conduct related to its RMK funds, it would naturally 
follow that investors who actually hold the funds would be considered 
customers of Morgan Keegan for FINRA arbitration purposes. 

 
 

Part V: Conclusion 
 

It remains to be seen whether this line of cases involving Morgan Keegan 
represents a mere trend to be corrected by higher federal courts, or the 
beginning of a firmly entrenched view that “customer” is to be read narrowly 
to include only investors who purchase securities directly through a member 
firm.  What is clear at this point is that the Morgan Keegan cases will 
continue to be contested at the appellate level, whether it be at various circuit 
courts, or ultimately at the Supreme Court.  This Article has provided some 
insight to the issue at hand, relating to both the current status of the law and 
potential arguments for reversing this trend.  The availability of a forum for 
arbitration for aggrieved investors is an essential component of FINRA’s 
regulatory scheme—it is vital that courts do not diminish it by allowing only 
a narrow class of investors in the door.   
  
 

 
 

                                                            
126. See supra part IV.A.4.   

127. SEC Order Regarding Morgan Keegan; Making Findings, Imposing Remedial 
Sanctions, a Cease-and-Desist Order, and a Suspension (Jun. 22, 2011).   
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LEVERAGED, INVERSE, AND FUTURES-BASED ETFS 
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Exchange-traded funds (ETFs) offer retail investors a superficially 
simple way to obtain exposure to a wide variety of underlying assets 
and investment strategies.  These products have become increasingly 
complex over time, and now many ETFs offer leveraged (multiple of 
daily returns) or inverse (negative multiple of daily returns) exposure 
to their underlying indices.  Also, many ETFs that have commodities 
as their underlying assets obtain exposure to those markets not 
through purchasing the physical assets but through futures contracts, 
which involve complex “rolling” strategies.  These leveraged, 
inverse, and futures-based ETFs show substantial deviations from the 
returns investors might expect or intend when they purchase 
them.  This potential for misunderstanding could lead to substantial 
losses, especially since most of these ETFs grossly underperform the 
spot prices of their underlying assets.  In this paper we describe the 
reasons for this tracking error in these two types of ETFs, 
highlighting their complexity and potential unsuitability for retail 
investors. 
 
 

I. Introduction 
 

Exchange-traded funds (ETFs) are investment funds that are listed on a 
major stock exchange and typically track some underlying security, index, 
commodity, or other asset.  ETFs are in many ways similar to mutual funds, 
but are characterized by generally lower fees and higher liquidity.  ETFs 
enable retail investors to purchase exposure to a wide variety of asset 
portfolios and investment strategies with relatively small investments, and 
many have been tailored to offer highly specific return characteristics for 
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different investment objectives. Put simply, ETFs make sophisticated 
complex investment strategies accessible to retail investors. 

Unfortunately, ETFs also enable retail investors to establish highly risky 
positions they may not fully understand.  For example, there are now well 
over 200 ETFs that offer leveraged exposure to some underlying investment.  
Retail investors may assume that this leverage means that if they hold, for 
instance, a 2x leveraged ETF, its returns will be double the gain or loss from 
holding the investment itself.  Likewise, there are over a hundred ETFs that 
track commodities, but do not purchase those commodities directly.  Retail 
investors may assume that those ETFs track the widely quoted spot price of a 
commodity, such that when the price of oil (or silver, or wheat) rises or falls, 
the ETF’s value will rise or fall a proportional amount. 

While such investor expectations seem reasonable and intuitive, they are 
almost always wrong.  As we demonstrate below, the tracking error between 
a leveraged or commodities-based ETF and its underlying asset or index can 
become substantial over time.  In this paper we describe the sources of 
tracking error in leveraged, inverse, and futures-based ETFs, highlighting the 
particular sources of risk to retail investors.  We also discuss the suitability of 
these complex ETFs for retail investors.  

 
 

II. Leveraged and inverse ETFs 
 

ETFs, like mutual funds, are often designed to track assets that are 
otherwise difficult to purchase individually or in small amounts, such as a 
well-diversified stock portfolio index or a commodity.  The ETF structure 
can be combined with internal borrowing to create leveraged investments—
products that return a multiple of the returns on the asset itself—which would 
be either inconvenient or impossible for many retail investors to achieve 
themselves.  Similarly, ETFs can systematically short a particular asset.   

It is much easier for retail investors to purchase ETF shares than to 
attempt the complicated and cumbersome process of achieving similar 
exposure through direct investments.  Thus retail investors can use ETFs to 
achieve exposure that would be unsuitable if purchased directly.  For 
example, a 3x leveraged ETF borrows 200% of the equity in its portfolio (put 
differently, equity represents only 33% of the portfolio value).  Retail 
investors may be able to achieve this leverage in a retail margin account, and 
so ETFs could be used to sidestep market regulations and enable retail 
investors to take otherwise prohibited positions. 

The first leveraged and inverse ETFs were released by ProFunds in June 
2006, but were quickly followed by issuances from several major ETF 
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issuers.2  The growth in the leveraged and inverse ETF market is shown in 
Figure 1. Leveraged and inverse ETFs are some of the most popular 
exchange-traded investments and receive regular news and analyst coverage 
from major media outlets. 

 
Figure 1:  Number of Leveraged and Inverse ETFs (US Domiciled)  

from 2006 to 2011 

 
 

Leveraged and inverse ETFs are highly complex and easily 
misunderstood.  Investors may not understand that in order to achieve 
constant leverage, ETFs must regularly rebalance their portfolio, which can 
generate returns that deviate from a constant multiple of returns over an 
investor’s holding period.  Investors may be surprised to learn that leveraged 
ETFs can produce negative returns over long holding periods despite 
significant positive returns on the asset itself over that time period.  Likewise 
for inverse ETFs:  the inverse ETF’s return can be negative even if the return 
on the underlying asset is negative.   

The possibly counterintuitive returns to leveraged and inverse ETFs 
raised concerns at both FINRA and the SEC.  FINRA’s Notice to Members 
on non-traditional ETFs warns that “while such products may be useful in 
some sophisticated trading strategies, they are highly complex financial 
instruments that are typically designed to achieve their stated objectives on a 
daily basis.”  Likewise, the SEC released an Investor Alert “because [they] 
believe individual investors may be confused about the performance 
objectives of leveraged and inverse exchange-traded funds.”  It is clear that 
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investors must understand the specifics of complex ETFs, and that their 
particular risks must be clearly disclosed. 3 

 
 
A. Rebalancing, Compounding, and Holding Period Returns 

Example of Tracking Error 
 

Typically, leveraged and inverse ETFs rebalance their positions in the 
underlying asset daily.   

Table 1 illustrates the effect of daily rebalancing over the course of 
several days for a -1x (inverse) and 3x leveraged ETF. 

 
Table 1: Effects of Daily Rebalancing 

 
 
Column (c) represents the returns of an ETF that simply tracks the index 
(ignoring fees), with a starting value of $100.  Column (d) shows the returns 
from using $100 to collateralize a short sale of $100 worth of the same ETF.  
Column (e) shows the return on a 3x leveraged position, obtained by 
borrowing an additional $200 and investing $300 in the ETF.  These three 
positions are all non-rebalancing, meaning that the amount of leverage is 
relative to the initial amount ($100), not to the portfolio value on any other 
day.  In the investments which are not rebalanced, a cumulative gain of 
0.01% over these five days results in predictable returns:  the unlevered ETF 
gained the same 0.01%, the inverse position lost it, and the leveraged 
position gained three times that amount. 

In contrast, columns (f) and (g) reflect the returns of an inverse ETF and 
a leveraged ETF that is rebalanced daily.  Both of these funds deviate from 
their intuitive non-rebalanced versions (columns (d) and (e)), and 
significantly underperform the underlying index.  This tracking error is 

                                                            
3. (FINRA 2009) (SEC 2008) 

(a) (b) (c) (d) (e) (f) (g)

Day
Daily 

Return
Cumulative 

Return
Unlevered 

ETF
$200 cash, short 

$100 ETF
$200 margin, 

$300 ETF
1X I-ETF 3X L-ETF

0 $100.00 $100.00 $100.00 $100.00 $100.00 
1 23% 23.00% $123.00 $77.00 $169.00 $77.00 $169.00 
2 -20% -1.60% $98.40 $101.60 $95.20 $92.40 $67.60 
3 20% 18.08% $118.08 $81.92 $154.24 $73.92 $108.16 
4 -23% -9.08% $90.92 $109.08 $72.76 $90.92 $33.53 
5 10% 0.01% $100.01 $99.99 $100.03 $81.83 $43.59 

Index Returns
Leveraged and Inverse 

ETFs
Traditional ETFs and
Cash or Margin Debt
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known as the ‘constant leverage trap’:  over five days, the index return was 
0.01%, but the inverse ETF lost 18.2% and the 3x leveraged ETF lost 56.4%.  
While the daily volatility in this example is high, the cumulative rebalancing 
systematically erodes the value of an ETF over long holding periods.   
 
 
Source of Tracking Error 
 

The tracking error illustrated in Table 1 is well known to both industry 
practitioners and academic theorists: daily rebalancing leads to large 
deviations from ‘margin account’ leverage for holding periods longer than 
the rebalancing frequency, typically only one day for ETFs.4  This tracking 
error grows with volatility and the degree of leverage, and is highly 
dependent on the direction and magnitude of past moves (it is ‘path 
dependent’).  Leveraged ETF investors can earn negative returns even when 
the underlying asset increases in value, and inverse ETF investors can earn 
negative returns even when the underlying decreases in value. 
 
 
Tracking Error Risk Not Fully Disclosed 

 
It is crucial for investors to be aware of the differences between a 

leveraged ETF and a ‘margin account’ leveraged position, as well as the 
difference between an inverse ETF and a ‘short’ position.  Unfortunately 
many early ETF prospectuses described their leverage (or inverse leverage) 
in ambiguous ways.  For example, the description of Rydex’s leveraged 
funds read, “The Fund’s current benchmark is 200% of the performance of 
the [Underlying Index]. If the Fund meets its objectives, the value of the 
Fund's shares will tend to increase on a daily basis by 200% of the value of 
any increase in the Underlying Index.”5 A clearer warning might describe the 
potential misunderstanding, as retail investors might have no reason to 
suspect that the term “daily basis” indicated returns wildly contrary to their 
expectations given the previous sentence. 

Likewise, Direxion’s September 29, 2008 levered and inverse ETF 
prospectus stated, “The Funds described in this Prospectus seek to provide 
daily investment results, before fees and expenses that correspond to the 

                                                            
4. These issues are discussed in detail in (Cheng and Madhaven 2009) and (Wang 
2009). 

5. (Rydex ETF Trust 2006) 
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performance of a particular index or benchmark.  The Funds with the word 
“Bull” in their name (collectively, the “Bull Funds”) attempt to provide 
investment results that correlate positively to the return of an index or 
benchmark, meaning the Bull Funds attempt to move in the same direction as 
the target index or benchmark.  The Funds with the word “Bear” in their 
name (collectively, the “Bear Funds”) attempt to provide investment results 
that correlate negatively to the return of an index or benchmark, meaning 
that the Bear Funds attempt to move in the opposite or inverse direction of 
the target index or benchmark.  The correlations sought by the Bull Funds 
and the Bear Funds are generally a multiple of the returns of the target index 
or benchmark.” 6 

Such general statements are not sufficient to convey the complexity of 
the leverage or inverse leverage embedded in the Direxion ETFs.  It should 
be highlighted that the leverage advertised by the ETFs only applies to 
holding periods of one day or less, and that holding the ETFs for any longer 
could create substantial deviations with the results of traditional forms of 
leverage. Fortunately, disclosures have improved, though they remain 
potentially ambiguous.  Rydex’s December 16, 2009 prospectus emphasized 
the daily leveraged investment goals and stated the leveraged ETFs were not 
suitable for “investors who do not intend to actively monitor and manage 
their portfolios.” 7 ProShares’ June 23, 2009 prospectus addressed investor 
suitability in a separate paragraph on two new products and then on all of the 
leveraged and inverse leveraged ETFs in their July 31, 2009 prospectus.8 
 
 
Typical Example 
 

Figure 2 plots the value of an investment of $100 in Direxion Financial 
Bull 3X ETF (FAS), Direxion Financial Bear 3X ETF (FAZ) and the Russell 
1000 Financial Services Index (RGUSFL).9 FAS and FAZ were first issued 
on November 6, 2008.  Both the 3x and -3x leveraged ETFs not only fail to 
track the underlying index, but both plummet in value over time.   

                                                            
6. (Direxion Shares ETF Trust 2008) 

7. (Rydex ETF Trust 2009) 

8. (ProShares Trust 2009) and (ProShares Trust 2009). 

9. As of May 28, 2010, RGUSFL 10 largest constituents were JPMorgan Chase, 
Bank of America, Wells Fargo, Citigroup, Goldman Sachs, US Bancorp, American 
Express, Morgan Stanley and Visa.  (Russell Investments n.d.) 
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Figure 2:  Leveraged and Inverse Leveraged Historical Prices versus 
Underlying Index 

 

 
 
 

B. Long-Term Risks Holding Period Shortfall 
 
We have quantified the investment shortfall of an ETF relative to its 

underlying index or to ‘margin account’ leverage for five example leveraged 
or inverse ETFs from a variety of issuers, listed in Table 2. 
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Table 2:  Example Leveraged and Inverse ETFs 
 

Ticker Name Issuer Lever
age 

Index 

DPK 
Developed Markets Bear 
3X 

Direxion -3 MSCI EAFE  

TYO 
10-Year Treasury Bear 
3X 

Direxion -3 NYSE 10 Year 
Treasury  

RHO 
Inverse 2X S&P Select 
Sector Health Care 

Rydex -2 AMEX Health 
Care Select  

SBB 
Short Small Cap 600 
Fund 

ProShares -1 CBOE S&P Small 
cap 600 

UVG 
Ultra Russell 1000 Value 
Fund 

ProShares 2 Russell 1000 
Value  

 
The deviation between the leveraged ETF and a ‘margin account’ 

position grows with the number of days the positions are held, as shown in 
Figure 3. For all holding periods, DPK on average had lower returns than a 
‘margin account’ leveraged investment in the benchmark. On average, an 
investor who held DFK for 15 trading days lost 3% of her investment 
compared to the benchmark. In other words, had the investor created the 
leverage themselves in a margin account they would have earned 3% more 
over a 3 week time period, the equivalent of more than 50% on an annualized 
basis.  This deviation is illustrated in dollar terms in Table 2 which shows the 
dollar value lost for each of the five example funds from inception to June 1, 
2009. 
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Figure 3:  Deviation between Margin Account and Leveraged ETF 
Returns for Different Holding Periods 

 

 
 

Table 3:  Cumulative Shortfall for Example Funds 
 

ETF 
Leverage 

Ratio Inception 

Market 
Capitalization at 

Inception 

Estimated 
Aggregate 
Shortfall 

DPK  -3 12/17/2008 $ 6,046,000 $ 1,412,489 
TYO  -3 4/15/2009 $ 6,100,000 $ 745,502 
RHO  -2 6/12/2008 $ 7,802,000 $ 207,726 
SBB  -1 1/25/2007 $ 15,630,750 $ 1,573,060 
UVG  2 2/22/2007 $ 10,407,000 $ 464,699 

 
 
Do Investors Hold Leveraged and Inverse ETFs Too Long?  

 
Table 4 lists the average daily turnover ratio for our five example funds.  

Even the highest turnover (18.1% for DPK) implies an average holding 
period of several days—enough, by our calculations in Figure 3 above, to 
cause substantial deviations—despite its prospectus’s statement:  “the Funds 
are designed as short-term trading vehicles for investors who intend to 
actively monitor and manage their portfolios.10  The other ETFs listed in 
Table 4 have average holding periods approaching a month.  Indeed, some 
investors clearly view leveraged or inverse ETFs as very long term 

                                                            
10. (Direxion Shares ETF Trust 2010), page 30. 
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investments.  This analysis suggests that investors do not understand the risks 
of long-term exposure to leveraged and inverse ETFs, despite improvements 
to disclosures in the prospectus. 

 
Table 4:  Holding Periods 

 

ETF 

Average 
Daily 

Turnover 
Ratio 

Lever
age 

Ratio 

Average 
Holding 
Period 
(days) 

Purchases 
Held for 

More 
Than 1  
Week 

Purchases 
Held for 

More 
Than 1 
Month 

Purchases 
Held for 

More 
Than 1 
Quarter 

DPK  18.1% -3 5.3 16.42% 6.30% 1.22% 
TYO  5.5% -3 12.8 48.02% 16.39% 3.89% 
SBB 4.6% -1 21.4 55.49% 21.62% 8.50% 
RHO 2.9% -2 18.4 61.28% 27.62% 6.58% 
UVG  3.7% 2 22.7 54.31% 23.91% 8.90% 

 

C. Attempts to Mitigate Rebalancing Effects 
 
ETF issuers have recognized the potentially adverse effects of daily 

rebalancing and have developed new leveraged strategies which attempt to 
mitigate their effects.  Most of these have focused on changing the frequency 
by which the rebalancing occurs.  Figure 4 plots the value of the Dow Jones 
US Financials Index from December 1, 2008 to December 1, 2011 with 
‘margin account’, daily rebalanced, weekly rebalanced, and monthly 
rebalance leverage.  In general, longer times between rebalancing decreases 
the ETF’s tracking error to the underlying index. 
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Figure 4:  Effect of Rebalancing Frequency on Tracking Error 
 

 
 
The downside to longer rebalancing frequencies is that the leverage 

percentage is only accurate relative to an investment directly after the last 
rebalancing.  An investor who purchases the fund in between rebalancing 
will not achieve returns leveraged by the targeted amount.  In the extreme 
example, if a leveraged or inverse fund never rebalanced, the leverage would 
only be accurate relative to an investment on the inception date.  There is 
clearly a tradeoff between potential tracking error and accuracy of the stated 
leverage, and no clear solution yet exists for mitigating the potentially 
confusing aspects of leveraged and inverse ETFs. 

 
 
D. Suitability 
 
Retail investors may not understand that the leverage in leveraged and 

inverse ETFs is different than purchasing the underlying in a margin account 
or simply shorting the ETF; in fact, they may not recognize that any other 
type of leverage exists.  It may not be clear to them that when the prospectus 
claims that a particular fund is a ‘short term investment,’ that ‘short term’ 
means ‘single day,’ and that after that point the advertised leverage does not 
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apply to their holding period return.  It also might not be clear that ‘active 
monitoring and managing’ of their portfolio means only using leveraged and 
inverse ETFs for day trading. 

Leverage is a complex and highly risky investment strategy that until 
recently was only available through margin accounts and short positions.  
ETFs have made purchasing such a leveraged or short position easier, but 
only by providing a meaningfully different type of leveraged investment.  
FINRA now requires that leveraged and inverse ETFs must caution investors 
that they are short-term investments that require monitoring, but these 
general statements do not reveal the specific risks and features that investors 
must be aware of to make informed decisions regarding these investments.  
The empirical data on leveraged and inverse ETFs show that a large fraction 
of investors hold them for much longer than a day, despite daily rebalancing 
and substantial losses, which suggests that they do not fully understand the 
products or their risks. 

While leveraged and inverse ETFs are highly complex investments, 
another set of ETFs also exhibits a form of tracking error that many investors 
may not understand or appreciate.  Futures-based ETFs, typically tied to 
commodities but also available on a wide variety of asset classes, are not 
leveraged but only obtain exposure to their underlying asset through futures 
contracts instead of purchasing the underlying asset itself.  This is yet another 
example of the ability of ETFs to bundle complex positions typically 
considered beyond the realm of unsophisticated investors, into retail products.  

 
 
III.   Futures-Based ETFs 
 

Although commodities investments purchased by institutional investors 
have increased dramatically over the past decade, until recently there was no 
simple way for retail investors to invest in commodities without using futures 
contracts. 11 To purchase a certain futures contact, an investor must first open 
a margin account. A contract purchased with the margin account has a 
specific expiration date and, as the contract nears expiration, the investor 
must “roll-over” the expiring contract into a new contract with later 
expiration date to avoid physical delivery of the underlying commodity. In 
addition to the complicated logistics of investing in commodities futures, 
futures contracts can be highly leveraged since the required initial margin is 
usually a small fraction of the futures price.  Furthermore, the contracts are 

                                                            
11. (Commodity Futures Trading Commission 2008) and (Masters 2008). 
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usually only traded in large blocks (requiring a large investment), and are 
marked-to-market daily (exposing investors to risks associated with the 
volatility of futures prices). These characteristics of futures contracts made 
diversification through investing in commodities impractical for 
unsophisticated investors.   

The first commodity ETF in the U.S. was State Street’s SPDR Gold Trust 
ETF (GLD) issued on November 12, 2004. Since then, the amount invested 
in commodities ETFs has grown from approximately $5 billion in March of 
2006 to almost $110 billion in September 2011.  See Figure 5. 

 
Figure 5:  Growth in Commodities ETFs by Asset Value 

 

 
 
 

The Dynamics of Futures Market 
 

Since the storage of most commodities is impractical, an investor that 
wants exposure to commodities in his or her portfolio will likely buy futures 
contracts, either directly or indirectly. Since all futures contracts have 
expiration dates, an investor will have to replace an expiring contract that he 
or she owns with a new contract that expires later, a process known as 
“rolling-over.”  Usually the investor realizes a gain or loss by selling the 
expiring contract since the purchase price of the contract expiring later is 
either lower or higher than the selling price of the contract the investor owns.  
This is referred to as a “roll yield.” Since the gain or loss is determined by 
the expected future spot price of the underlying commodity at two different 
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times (the expiration date of the two contracts), the expected roll-over gain or 
loss is correlated with the term structure of the futures market.12    

The price of a futures contract depends upon the maturity of the contract.  
The curve describing the relationship between the prices of futures contracts 
and their time to maturity is called the term structure.  A longer term futures 
contract that trades at a higher (lower) price than nearer-term futures 
contracts will lead to an upward (downward) sloping term structure. Much 
academic literature and commodity trading practitioners frequently uses the 
term “backwardation” when referring to a “downward sloping term structure,” 
where the near-term future price is higher than long-term future price.  We 
use the terms upward (downward) sloping term structure if the longer-term 
futures price is higher (lower) than the near-term futures price. 

The commodities futures term structure may contain information that can 
be used to predict the expected futures spot price.13  Since the expected 
futures spot price determines the roll-over return, understanding the futures 
market term structure is critical for evaluating the effects of roll yield on a 
futures-based ETF.  The roll-over return is determined by the changes of the 
yield curve over time and does not correspond to the term structure of the 
yield curve. Since the dynamics of the yield curve determine the roll-over 
return of a futures contract, the dynamics will also impact the ETFs that use 
futures contracts to track an underlying commodity. An investment in 
commodities ETFs will depend on the dynamics of the spot price of the 
underlying commodity and on the characteristics of the term-structure.   

 
 
A. Case Study of Crude Oil ETFs 

 
The maturities for crude oil futures contracts range from one month to 

nine years. The West Texas Intermediate (WTI) light, sweet crude oil spot 
price is a common, widely cited crude oil benchmark.14  In this paper, we 
study two ETFs that use different strategies to gain exposure to the price 
dynamics of crude oil. Figure 6 shows the value of $100 invested in each of 

                                                            
12. See the following section for a detailed explanation. 

13. (Gorton and Rouwenhorst, Facts and Fantasies about Commodity Futures 2005) 

14. “Sweet” crude oil is low sulfur petroleum. Gasoline is usually processed from 
low sulfur crude oil and hence is in high demand. Usually, when the media refers to 
the price of a barrel of oil it usually refers to a barrel of WTI Crude, to be delivered 
to Cushing, Oklahoma. See http://www.eia.doe.gov/dnav/pet/TblDefs/pet_pri_spt_ 
tbldef2.asp for the U.S. Energy Information Administration definition of WTI. 
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these two ETFs from December 10, 2007 to November 23, 2011.  For 
comparison, a theoretical investment in the spot price of oil is also included  
in Figure 6.  

 
 

Figure 6:  Value of $100 Investment in Futures-Based ETFs versus 
Historical Spot Price of Underlying 

 

 
 

Neither USO nor USL tracks changes in crude oil spot prices well.  For 
example, the holding period returns for the USL and USO from January 4, 
2010 to November 23, 2010 were 2.5% and -7.7% respectively while WTI 
crude oil spot price increased 18.0% over the same period.     

As one would expect, the day-to-day dynamics of the two ETFs’ net 
asset values (NAV) are highly correlated with the daily changes in crude oil 
prices. Table 5 summarizes the correlation of the changes in the ETFs’ NAVs 
and changes in oil spot prices. Table 5 Panel A shows the deviation from the 
return one would have expected from the trend in crude oil spot prices.  
Although the correlations are high, the holding period returns for each ETF 
does not track the theoretical return from investing in crude oil spot prices.  
For example, the spot price of oil increased by 77.9%, while USO’s NAV 
increased only by 14.1%, a difference of 63.8% in holding period return over 
the period December 31, 2008 to December 31, 2009. 
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Table 5:  Daily Correlation of Returns for ETFs and  
Underlying Spot Price 

Issue Date 

USO USL 
4/10/2006 12/5/2007 

Daily 
Correlatio

n with 

Return 
Deviation 

from 

Daily 
Correlatio

n with 

Return 
Deviation 

from 
Panel A: Spot Price: 
Issue Date - 
12/31/2008 91.0% -14.4% 89.6% 11.5% 
12/31/2008 
- 
12/31/2009 93.4% -63.8% 85.2% -48.7% 
1/1/2009 - 
12/31/2010 93.8% -91.3% 86.2% -67.5% 
Panel B: Six Month Futures Contract: 
Issue Date - 
12/31/2008 97.8% -25.2% 99.7% -0.4% 
12/31/2008 
- 
12/31/2009 94.6% -37.0% 99.5% -21.9% 
1/1/2009 - 
12/31/2010 94.7% -59.6% 99.5% -35.8% 

 
Table 5 Panel B reports the correlations of daily changes of the USO and 

USL’s net asset value and the six month futures contract.  Since these ETFs 
use futures contracts to track the spot price of crude oil, the correlations in 
panel B are much higher than those in panel A.  Although correlations are 
higher than 99% in some cases, the holding period returns deviated 
substantially from the returns one would have expected from the dynamics of 
futures prices. From January 1, 2009 to December 31, 2010, the holding 
period return for USO was nearly 60% less than the change in the price of the 
six months futures contract. Even though USL’s daily return correlation with 
the six month futures contract was above 99% for each period, the holding 
period return was as much as 35.8% below the change in price of the six 
month futures contract. 
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United States Oil Fund (USO) 
 

The United States Oil Fund (USO) invests in oil futures contracts traded 
on the New York Mercantile Exchange (NYMEX).  Since the price of the 
nearest term futures contract converges to the spot price upon expiration, 
investing in the near-month futures contract should intuitively follow the spot 
price of the underlying commodity closely.  USO invests in near-month 
futures contracts and rolls-over their futures contract to the next month 
futures contract once every month when the near-month futures contracts are 
two-weeks to expiration.15 The contract with the shortest maturity is the near-
month futures contract, typically expiring in less than 22 days.  

Because of their investment strategy, USO’s monthly roll-over requires 
USO to sell all their futures contracts each month and replace them with new 
futures contracts.16 We describe USO’s roll-over strategy in Table 6. For 
example, on January 6, 2009, USO sold contracts expiring on January 20, 
2009 and bought contracts expiring on February 20, 2009 for $53.13. The 
following month, on February 6, 2009, USO sold the contract expiring on 
February 20, 2009, for $40.17 and bought the new contract expiring on 
March 20, 2009 for $46.15.  From January 6, 2009 to February 6, 2009, 
USO’s buying and selling of the contract expiring on February 20, 2009 
generated a loss of 24.4% (40.17/53.13-1), excluding fees, interest or other 
expenses.  Over the same time period, the WTI crude oil spot price declined 
from $48.58 to $40.17, a decline of only 17.3%.  

                                                            
15. If USO waits to sell the contracts until just before expiration, there may not be 
enough liquidity in the market to allow USO to sell their large position in these 
contracts.   

16. Prior to the March 2009 contract, USO had historically used one-day window to 
roll-over contracts; however, since then USO changed over to a four-day roll-over 
window. Expiration date is when the front-month futures contract stops trading, 
defined as the third business day prior to the 25th calendar day (or the first business 
day before the 25th calendar day if the 25th is not a business day) of the month prior 
to the delivery month.  We use the delivery month to refer to a particular futures 
contract, e.g., a March 2009 contract means the delivery month is March 2009 
(expiration date of February 20, 2009). 
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Table 6: Futures Contracts Transactions by USO:  
(b) denotes bought; (s) denotes sold 

 
   Trading Date 
Contract 
Name 

Expiration 
Date 

 
1/6/09 

 
2/6/09 

 
3/6/09 

February 
2009 

1/20/09  
$48.58 (s) 

  

March 2009 2/20/09  $53.13 (b)  $40.17 (s)  
April 2009 3/20/09   $46.15 (b)  $45.52 (s) 
May 2009 4/21/09    $47.72 

(b) 
 
 
United States 12 Month Oil Fund (USL) 
 
 United States 12 Month Oil Fund (USL) holds 12 equally-weighted oil 
futures contracts, starting from the near-month futures contract17 to the next 
11 delivery month futures contracts.  Each month, in contrast to USO, USL 
sells the near-month futures contract and purchases a contract that has 
roughly 12 months to expiration.  As a result, USL only turns over one 
twelfth of the portfolio every month whereas USO turns over their entire 
portfolio. USL’s monthly return depends on the changes in the values of all 
the twelve contacts it holds.    
 
 

B. Term Structure Dynamics and Roll Yield Typical Crude Oil 
Term Structure 

 
 USO uses only the near-month futures contract and rolls over the entire 
contract every month.  USL uses all contracts from the near-month to the 12th 
delivery-month contracts to gain exposure to crude oil price changes. For a 
concrete example of the term structure of oil prices, we plot in Figure 7 the 

                                                            
17. Unless the near-month futures contract expires within two weeks, it will be 
replaced (rolled-over) by the 13th delivery month contract, i.e. 12th expiring-month 
contract. For example, if the near-month futures contract is March 2012 contract, 
which expires on February 24, 2012, on and around February 10, 2012, USL will 
replace this contract with the March 2013 contract, which expires on February 20, 
2013. (United States 12 Month Oil Fund, LP 2007) 
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term structure as of December 22, 2010.  As of this date, the term structure 
was upward sloping.  Longer term futures contract prices were higher than 
shorter term futures contract prices. Furthermore, the term structure was 
increasing at a decreasing rate (the slope was steeper between the second-
month and near-month contracts than it was for any other two adjacent 
contracts).  Since the futures contracts are traded daily, the curve changes 
over time.  As the near-month futures contract converges to the spot price, 
the value futures contract decreases.  Since USO only invests in the near-
term futures contracts, USO is very sensitive to the short-term term structure 
of crude oil prices. On the other hand, USL holds a diversified set of 
contracts.  As a result, USL investors are exposed to the average of differing 
slopes instead of being exposed to only one slope. 
 The effect of using the average rather than just the first- and second-
month futures contracts can be significant.  As illustrated in Figure 7, the 
difference in price between the second and first month futures contracts is 
typically larger than the difference in price between any other adjacent 
months’ contracts.  Therefore the roll yield of selling the first month to buy 
second month contracts incurs a larger loss than selling any other futures 
contract and purchasing its nearest later-dated neighbor.  Using a broad set of 
futures contracts of a variety of maturities has the effect of averaging these 
differences, making the resulting roll yield smaller.  However, longer-dated 
maturities tend to have a lower correlation with the underlying spot price, 
meaning that an ETF that holds longer-dated futures contracts will not track 
the underlying spot price as precisely as one that uses shorter-dated contracts.  
There is therefore a tradeoff between using short-dated maturities which 
better reflect movements in the spot price versus longer-dated maturities 
which incur less roll yield.   
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Figure 7: Term Structure in WTI Crude Oil Futures Market on 
December 22, 2010 

 

 
 

How the Term Structure Determines Returns 
 

The two ETFs we study use similar approaches to expose their investors 
to changes in crude oil prices.  Both of these funds, therefore, have the same 
fundamental problem – if the term structure is upward sloping, then an 
investment in a futures contract will exhibit a lower return than the change of 
the spot price of the underlying commodity.  This is because for both funds, 
whenever they roll forward on the term structure, they sell their current 
holdings at a lower price than they purchase new contracts.  On the other 
hand, if the term structure is downward sloping, an investment in a futures 
contract will exhibit a higher return than the change of the underlying 
commodity’s spot price.  

There are a number of theories that attempt to explain the price 
differences for futures contracts of various maturities. For example, Storage 
Theory argues that inventory cost and interest rate play an important role in 
determining both the spot price and the future price of the commodity.18  

                                                            
18. (Pindyck 2001), (Litzenberger and Rabinowitz 1995), and (Brennan and 
Schwartz 1985). 
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During times of low oil inventory due to low production or increased demand, 
the relatively high demand causes the spot price to be higher than the futures 
price. 

The Risk Premium Theory, on the other hand, suggests that futures 
contracts can be viewed as insurance for hedging needs of commodity 
producers.  These producers pay a risk premium (the excess of the expected 
future spot price over its futures price) to futures contract investors to 
transfer the uncertain price risk.  If such a risk premium were zero, why 
would a counterparty sustain volatility without compensation?   Despite over 
a century of research and inquiry, there remains no consensus about the 
theoretical reason for a particular term structure shape.  

We therefore turn to historical data and analyze the price difference 
between the second-month futures price and the near-month futures price as a 
measure of the slope of the term structure.  A positive (negative) price 
difference indicates an upward (downward) sloping term structure. In Table 7 
we summarize the frequencies of positive and negative differences over 
different periods.  

 
Table 7: Frequency of Positive or Negative Differences between the Price 

of the Second-Month and the Price of the Near-Month Crude Oil 
Futures Contracts 

 

Time Period Positive Difference 
Negative 

Difference 
3/30/1983-12/31/1991 26% 74% 
1/1/1992-3/31/2006 50% 50% 
4/1/2006-12/31/2010 82% 18% 

 
Between 1983 and 1991, 74% of the days exhibited a negative price 

difference while only 18% of the days exhibited a negative price difference 
between 2006 and 2010. Sustained time periods with a positive price 
difference can lead to holding period returns for holders of futures contracts 
that fall well short of those expected by the change in spot prices of the 
underlying commodity.   

Table 7 also makes clear that there are time periods with no clear 
preference for positive or negative price differences as was experienced in 
the oil futures market between 1992 and 2006.  

The frequencies in Table 7 indicate that there exists the potential for long 
time periods with substantially higher frequencies of either positive or 
negative differences. Persistence would indicate that knowledge of the 
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current market condition would allow investors to estimate the likelihood 
that a given fund’s methodology will generate a positive or a negative 
deviation in the following month.  Knowing in advance whether those market 
conditions would be persistent could allow investors to increase their risk-
adjusted returns.  

As a result, the under-performance of a futures-based ETF’s monthly 
return from the change in the spot price of the underlying commodity over 
the same time period may persist over time and can be predicted given 
current and past market conditions. Our results indicate that an investment in 
future-based commodity ETFs needs to be monitored carefully by investors 
to prevent pervasive underperformance compared to changes in the spot price 
of the underlying commodity. 
 
 
IV.   Conclusions 
 

In this paper, we discussed the shortcomings of two types of exchange-
traded funds (ETFs): leveraged/inverse ETFs and futures-based ETFs.  Both 
of these types of funds generically suffer from a sort of tracking error that is 
due to the strategy the fund employs to give the investor exposure to the 
underlying index or commodity.   Both tracking errors lead to holding period 
returns that differ significantly from return expected from the realized price 
movements of the underlying index or commodity. 

For leveraged and inverse ETFs that purport to track a given index, we 
showed that the source of the tracking error was the high frequency of 
rebalancing.  We showed, in agreement with intuition, that when the 
frequency of rebalancing decreases, the realized return of an ETF more 
closely matches that of the underlying index.  Although these funds exhibit 
features that render them similar to passive investments in stock indexes, the 
high frequency of rebalancing makes these investments unsuitable for the 
passive investor.  

For futures-based ETFs that target the price movements of an underlying 
commodity, we showed that the source of the tracking error was the term 
structure of futures contracts.  Through a case-study of two crude oil ETFs, 
we showed that the deviation of realized returns from the price movement of 
the underlying commodity was due to the relative cost of futures contracts 
with different expiration dates.  We advise that futures-based ETFs are not 
suitable investments for unsophisticated investors since the expected return is 
dependent upon the term structure of the underlying commodity’s futures 
contracts, which would only be understood by sophisticated traders. 
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Although ETFs offer another avenue for investors who seek 
diversification within their portfolios, we argue that at least two types of 
exchange-traded funds are not suitable for the average retail investor.  ETFs 
make sophisticated investment strategies look simple, but this simplicity 
often leads to lower than expected returns due to the underlying mechanics of 
each particular exchange-traded fund. 
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REGULATORY RESOURCES FOR INVESTOR ADVOCATES 
 

Steven B. Caruso 
 
 

In this new section of the PIABA Bar Journal, we will share with our 
readers summaries of a number of publications and notices that have been 
recently issued by various federal, state and self-regulatory organizations on 
topics that may be of interest to investor advocates. 
 
 

FEATURED REGULATORY SPOTLIGHT 
 
U.S. Securities & Exchange Commission 
Study on Investment Advisers and Broker-Dealers 
January 21, 2011 
Source: http://www.sec.gov/news/studies/2011/913studyfinal.pdf 
 
 In January of 2011, the U.S. Securities & Exchange Commission 
released a study to Congress, as required by Section 913 of the Dodd-Frank 
Wall Street Reform and Consumer Protection Act, that was entitled Study on 
Investment Advisers and Broker-Dealers. 
 The primary focus of the Study was to set forth recommendations that 
would achieve consistency in the standards of conduct that would be 
applicable when investors receive investment advice about securities - 
irrespective of whether the source of that investment advice was either a 
broker-dealer or an investment adviser,  
 For practitioners who represent investors in securities arbitration 
proceedings, however, there were two (2) specific portions of this Study that 
are invaluable, if not conclusive, on the often-contested issue as to whether 
or not the violation of the rules of a self-regulatory organization can serve as 
a viable predicate for a claim in a customer-initiated arbitration proceeding.  
 These portions of the Study provide as follows: 
 “A violation of the suitability requirements under the antifraud 
provisions can also give rise to a private cause of action and civil liability 
under Exchange Act Section 10(b) and Exchange Act Rule 10b-5.

 

Although 
the SROs’ suitability rules do not similarly give rise to a private cause of 
action, violations of the rules can be addressed through arbitration 
proceedings.” (emphasis added) [See, Study on Investment Advisers and 
Broker-Dealers, at pgs. 62 to 63 (Jan. 21, 2011)]; 

- and - 
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“In arbitration, customers may pursue alleged violations of Exchange Act 
Section 10(b) and Rule 10b-5 with respect to disclosure, customer 
communications (including advertisements), or alleged suitability violations, 
as well as alleged violations of other SRO rules. Customers may also assert a 
claim that does not constitute a private right of action under the federal 
securities laws or SRO rules. Many claimants allege violations of SRO rules, 
either as a separate cause of action or as part of another cause of action such 
as negligence, breach of fiduciary duty, or failure to supervise.” (emphasis 
added) [See Study on Investment Advisers and Broker-Dealers, at pg. 81 
(Jan. 21, 2011)]. 
 
 

FINANCIAL INDUSTRY REGULATORY AUTHORITY 
 
 
Regulatory Notice 11-54 
Guidance on Effective Policies & Procedures for Branch Inspections 
Issue Date: November 30, 2011  
 

In this Regulatory Notice, FINRA and the Securities and Exchange 
Commission’s Office of Compliance Inspections and Examinations set forth 
their collective National Exam Risk Alert which provides broker-dealer firms 
with information on developing effective policies and procedures for branch 
office inspections; reminds firms of supervisory requirements under 
FINRA’s supervision rules; notes common deficiencies in supervisory 
systems and practices; and includes a discussion of illustrative compliance 
practices that are effective. 
 
 
Regulatory Notice 11-52 
Supervisory Obligations of Registered Persons Using Senior 
Designations 
Issue Date: November 11, 2011 
 

In this Regulatory Notice, FINRA reminds broker-dealer firms of their 
supervisory obligations regarding the use of certifications and designations 
that imply expertise, certification, training or specialty in advising senior 
investors; and highlights sound practices used by broker-dealer firms with 
respect to senior designations. 
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Regulatory Notice 11-45 
Revisions to Series 7, 17, 37 & 38 Examination Study Outlines 
Issue Date: September 29, 2011  
Effective Date: November 7, 2011 
 

In this Regulatory Notice, FINRA updates and reviews the content of 
qualification examinations related to the Series 7, 17, 37 & 38 examinations 
in terms of the rules that are applicable to the five major job functions: 
seeking business for the broker-dealer through customers and potential 
customers; evaluation of the  other security holdings, financial situation and 
needs, financial status, tax status, and investment objectives of customers; 
opening accounts, transfers of assets, and maintenance of appropriate account 
records; providing customers with information on investments and making 
suitable recommendations; and obtaining and verifying customer purchase 
and sales instructions, entering orders, and subsequent follow up. 
 
 
Regulatory Notice 11-25 
Additional Guidance on Know-Your-Customer and Suitability 
Obligations 
Issue Date: May 18, 2011  
Effective Date: July 9, 2012 
 

In this Regulatory Notice, FINRA provides a new implementation date 
for its revised rules governing know-your-customer and suitability 
obligations that were first discussed in Regulatory Notice 11-02; and 
provides additional guidance in response to some industry questions and 
concerns. 
 
 
Regulatory Notice 11-23 
Replies to Responses to Motions in Arbitrations 
Issue Date: May 6, 2011  
Effective Date: June 6, 2011 
 

In this Regulatory Notice, FINRA discusses a recent amendment to the 
Code of Arbitration Procedure which will provide for a five-day period to 
reply to a response that is filed in connection with a motion.  
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Regulatory Notice 11-19 
Consolidated Rules Governing Books & Records 
Issue Date: April 27, 2011  
Effective Date: December 5, 2011 
 

In this Regulatory Notice, FINRA discusses the recent approval by the 
Securities & Exchange Commission of new rules, in the consolidated FINRA 
rulebook, that govern books and records that broker-dealer firms are required 
to establish and maintain.  
 
 
Regulatory Notice 11-17 
Revised Discovery Guide & Document Production Lists for Arbitrations 
Issue Date: April 15, 2011  
Effective Date: May 16, 2011 
 

In this Regulatory Notice, FINRA discusses recently approved revisions 
to the Discovery Guide and Document Production Lists that are applicable to 
all customer-initiated arbitration proceedings which reduces the number of 
applicable lists for “presumptively discoverable” documents, but which also 
expands the categories and types of documents that may have to be 
exchanged between parties. 
 
 
Regulatory Notice 11-05 
Customer Option for All-Public Panels in Arbitrations 
Issue Date: February 1, 2011  
Effective Date: February 1, 2011 
 

In this Regulatory Notice, FINRA discusses recently approved revisions 
to the Code of Arbitration Procedure which, for the first time, will provide 
customers, in all cases being decided by a three person arbitration panel, with 
the option to choose either an all-public arbitration panel (the unilateral right 
to exclude non-public - industry - arbitrators from the panel) or to retain the 
previously traditional majority public arbitration panel (two public arbitrators 
and one industry-affiliated arbitrator). 
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Regulatory Notice 11-02 
Revisions to the Know-Your-Customer and Suitability Obligation Rules 
Issue Date: January 10, 2011 
Effective Date: July 9, 2012 
 

In this Regulatory Notice, FINRA discusses recently approved revisions 
to the rules that are applicable to broker-dealers and associated persons in 
connection with their know-your-customer and suitability obligations. 
 
 

NORTH AMERICAN SECURITIES  
ADMINISTRATORS ASSOCIATION 

 
 
Investor Alert 
Derivatives: Are You an Informed Investor? 
Source: http://www.nasaa.org/2676/derivatives/ 
 

In this Investor Alert, NASAA provides guidance to investors on the 
definition of derivatives; discusses some of the characteristics that are 
associated with several of the more common types of derivative securities; 
and reviews some of the considerations that are applicable as to whether or 
not derivatives are suitable for individual investors.  
 
 
Investor Alert 
Annuities: Are you an Informed Investor? 
Source: http://www.nasaa.org/2692/informed-investor-alert-annuities/ 
 

In this Investor Alert, NASAA provides guidance to investors on the 
definition of the various types of annuities; discusses some of the 
characteristics and fees that are associated with several of the more common 
types of annuities; and reviews some of the considerations that are applicable 
as to whether or not annuities are suitable for individual investors. 
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Investor Alert 
2011 Top Investor Traps 
Source: http://www.nasaa.org/3752/top-investor-traps/ 
 

In this Investor Alert, NASAA provides guidance to investors on the Top 
10 financial products and practices that threaten to trap unwary investors, as 
compiled by the securities regulators in NASAA’s Enforcement Section.  
 
 

U.S. SECURITIES & EXCHANGE COMMISSION 
 
 
Investor Bulletin 
Real Estate Investment Trusts (REITS) 
December 2011 
Source: http://www.sec.gov/investor/alerts/reits.pdf 
 

In this Investor Bulletin, the SEC’s Office of Investor Education & 
Advocacy provides guidance to investors on the various types of REITs; 
discusses the features that differentiate a “publicly traded” REIT from a 
“non-traded” REIT; and reviews some of the considerations and features that 
are applicable as to whether or not REITs are suitable for individual 
investors. 
 
 
Investor Bulletin 
Indexed Annuities 
April 2011 
Source : http://www.sec.gov/investor/alerts/secindexedannuities.pdf 
 

In this Investor Bulletin, the SEC’s Office of Investor Education & 
Advocacy provides guidance to investors on the definition of indexed 
annuities; discusses some of the characteristics and fees that are associated 
with indexed annuities; and reviews some of the considerations and features 
that are applicable as to whether or not indexed annuities are suitable for 
individual investors. 
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WHERE WE STAND 
 

Historically, PIABA has commented on a number of issues,1 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 Ryan Bakhtiari at rbakhtiari@aol.com, Scott Ilgenfrtiz at 
scotti@jpfirm.com or Robin S. Ringo, rsringo@piaba.org for assistance. 



 

 
116 

 
 

(This page intentionally left blank) 



 

 
117 

The following PIABA Comment Letter regarding California AB 2081: 
Proposed New Corporations Code Section 25102(r) Exemption, Advertising 
was submitted to the California State Capitol by Ryan K. Bakhtiari on April 
11, 2012. 
 
 
Honorable Assemblymember Michael Allen 
State Capitol 
P.O. Box 942849 
Sacramento, California 94249-0007 
 
Re:   AB 2081  
 
Dear Assemblymember Allen: 
 

The Public Investors Arbitration Bar Association (PIABA) is a national 
association of more than 400 attorneys who represent victims of investment 
frauds and stockbroker and financial planner misconduct in securities 
industry arbitration forums and the courts. On a daily basis in our practices, 
we see devastating losses resulting from violations of investor protection 
laws and regulations that govern the securities industry and issuers of 
securities. Disproportionately, those losses fall on elderly and vulnerable 
savers and investors. We believe that further deregulation of securities 
offerings would be a mistake.  PIABA believes that allowing general 
solicitation and advertising of exempt securities offerings diminishes investor 
protection and likely will lead to future losses for California investors.   

We invite your attention to a recent Bloomberg News column authored 
by Susan Antilla. Ms. Antilla critiqued the JOBS Act, a similar attempt to 
deregulate the securities markets that is likewise believed to open the door to 
new types of securities fraud.  The link is:  http://tinyurl.com/7j6ncvo 

PIABA supports growth and capital formation – but not at the risk of 
harming the investing public.  It is important to recognize that the enterprises 
raising capital under the proposed exemption will likely fit one of two molds:   

(1) those small or start-up companies that may be making good faith 
attempts at building new, growing enterprises but which are too risky 
for traditional capital sources to be willing to invest in them; and  
(2) companies whose key personnel believe that the real money is 
made by putting investment deals together, not by putting years of 
hard work into growing the companies after the capital is raised.   

 



118 PIABA BAR JOURNAL     [Vol. 19 No. 1 

 

With respect to the former, while finding capital for those risky but 
potentially promising businesses might seem a laudable goal, one might well 
question whether business should be permitted to target the life savings of 
senior citizens and retirees who cannot replace the savings they lose.  The 
latter group are often repeat purveyors of cookie-cutter investment programs 
with no societal value.  There simply is no justification for exposing 
California’s seniors, retirees or anyone else to their sales efforts.  The 
exemption, as drafted, applies equally to both categories of issuers of 
securities.  The exemption eliminates the proper oversight necessary to 
prevent predictable financial disaster and assure basic fairness to investors.  
It is critical that the types of offerings contemplated be qualified with the 
Commissioner of Corporations to ensure that what is being advertised is in 
fact delivered to investors.   

PIABA has reviewed AB 2081’s proposed new Corporations Code § 
25102(r) exemption in the context of existing exemptions, most notably § 
25102(n). While we might well question § 25102(r)’s permission to cold call 
persons viewed as prospects for investment pitches (many or most of whom 
will be seniors and retirees) in their homes, a correction to that problem 
would require modification of both of those subsections of § 25102.  While 
modifying that aspect of existing § 25102(n) might be desirable, it is not the 
issue before us today.   

Rather, the focus of this comment letter is the additional securities 
deregulation that will be occasioned by § 25102(r). Comparing proposed 
§25102(r) with existing § 25102(n) reveals that the additional deregulation 
primarily takes the form of a substantial broadening of the type of advertising 
permitted.  In contrast to existing §25102(n)’s permission for very limited 
announcements in the nature of tombstone ads, proposed § 25102(r) would 
allow and require general solicitation and general advertising.  The provision 
that would do so appears in the first two sentences of § 25102(r).  

We note that the kind of general solicitation and general advertising that 
is required by proposed § 25102(r) is the very kind of advertising that is 
prohibited in offerings that are exempt under SEC Regulation D.  Proposed § 
25102(r) exempts [a]ny offer or sale of a security by an issuer using any 
form of general solicitation or general advertising as specified in Rule 
502(c) of Regulation D under the Securities Act of 1933 (17C.F.R. 
230.502(c)), . . . . [Emphasis added.]1 2 

                                                 
1. The full text of Rule 502 (17 CFR 240.502) can be found at 
http://ecfr.gpoaccess.gov/cgi/t/text/text-
idx?c=ecfr&sid=7e84e8d0b0983879ddb3df797693f651&rgn=div8&view=text&nod
e=17:2.0.1.1.12.0.42.175&idno=17.  
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The words “as specified in” leave the reader with the false impression 
that the advertising permitted by 25102(r) is the same kind of advertising that 
is permitted by SEC Rule 502(c).  The reality is the opposite: “as specified 
in”really means “prohibited by.”  The proposed exemption permits the very 
forms of solicitation and advertising that are forbidden by the SEC rule it 
cross-references.  The permission for general solicitation and general 
advertising in AB 2081 really does represent a dramatic rollback in the 
longstanding protection of California’s savers and investors. 

Thus, the 25102(r) exemption, as currently drafted, would allow the full 
range of print, radio, television and in-person seminar advertising.  This type 
of advertising will put large numbers of Main Street investors at risk.  One’s 
status as an “accredited investor” is based primarily on an outdated 
computation of net worth.  It offers no guarantee or even likelihood of 
investment sophistication or the ability to evaluate risky but legitimate 
startup ventures, let alone the highly speculative capital formation programs 
that will no doubt spring up to take advantage of the new exemption.   

Because it indicates far less about investment sophistication than it does 
about assets, accredited investor status correlates best with age.  Elderly 
retirees make up a disproportionately large percentage of people who meet 
the definition of accredited investors simply because their property has had 

                                                                                                                   
2. Rule 502(c) states: 

(c) Limitation on manner of offering. Except as provided in §230.504(b)(1), 
neither the issuer nor any person acting on its behalf shall offer or sell the 
securities by any form of general solicitation or general advertising, including, 
but not limited to, the following: 
(1) Any advertisement, article, notice or other communication published in any 
newspaper, magazine, or similar media or broadcast over television or radio; and 
(2) Any seminar or meeting whose attendees have been invited by any general 
solicitation or general advertising; Provided, however, that publication by an 
issuer of a notice in accordance with §230.135c or filing with the Commission 
by an issuer of a notice of sales on Form D (17 CFR 239.500) in which the 
issuer has made a good faith and reasonable attempt to comply with the 
requirements of such form, shall not be deemed to constitute general solicitation 
or general advertising for purposes of this section; Provided further, that, if the 
requirements of §230.135e are satisfied, providing any journalist with access to 
press conferences held outside of the United States, to meetings with issuer or 
selling security holder representatives conducted outside of the United States, or 
to written press-related materials released outside the United States, at or in 
which a present or proposed offering of securities is discussed, will not be 
deemed to constitute general solicitation or general advertising for purposes of 
this section. 
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longer to appreciate, their savings have had longer to accumulate, they have 
taken rollovers or lump-sum payouts of pension assets that have accumulated 
through decades of hard work and, sadly, many are widowed and hold the 
proceeds of their spouses’ life insurance policies.  The funds they lose cannot 
be replaced.  They have neither the time nor the employment prospects to do 
that. 

Aggressive advertising is very effective when directed at non-
professional investors, who will be the vast majority of offerees under the 
proposed exemption.  The initial sales pitch drives the yes-or-no decision 
regarding an investment. An advertisement that makes promises is likely to 
be relied upon, even though the inches-thick already-filled-out official 
documents in the stack of paper that the investor is required to sign will 
disclaim the representations made in the ads.  That reality is why Regulation 
D and existing § 25102(n) allow only tombstone-style announcements – 
bare-bones factual announcements that, in and of themselves, are unlikely to 
have investors clamoring to risk a substantial chunk of their savings.   

In the current market especially, with interest rates on savings at all-time 
lows, large numbers of seniors and retirees are particularly vulnerable to 
promises of higher returns.  The money they lose is, in many cases, 
unrecoverable.  They suffer not just financially but emotionally and 
physically as well when they lose the nest-egg that they have accumulated 
over a lifetime.  To be put at that kind of risk so that their capital can be 
made available for ventures too risky to merit bank or traditional venture 
capital financing is inappropriate.  To allow their savings to be lost in cookie-
cutter deals devoid of social value is worse still. 

PIABA believes that money lost by investors in these deals as a result of 
wrongdoing is likely never to be recovered.  First, there is a collectability 
issue.  By the time bilked savers or investors sue, and certainly by the time 
they obtain a judgment or award, there often is no defendant with funds to 
pay it.  Second, even when the funds might exist, securities litigation is so 
expensive that it may be impossible or impractical to pursue the matter.  
Much of this is due to the high cost of expert witnesses in these cases.  Thus, 
a $150,000 loss, which may be devastatingly large to a senior, might well be 
too small to pursue due to the high cost of securities litigation.  Sadly, 
PIABA’s members have seen this scenario play out far too many times.  The 
likely futility of attempts to remedy these losses after they occur makes it 
imperative that laws designed to prevent the losses be allowed to operate 
unimpaired by the proposed exemption. 

PIABA believes that leaving the broad, permissive advertising provision 
in the first sentence of proposed § 25102(r) unchanged will invite large-scale 
financial carnage, with seniors vastly overrepresented among those harmed.  
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Changing that advertising provision to allow only a more restrictive 
tombstone-style of advertising will leave proposed § 25102(r) so similar to 
existing § 25102(n) that its adoption won’t add much to the law besides 
unneeded complexity.  Thus, PIABA’s preference would be to see the section 
not adopted.  But if it must be enacted, we hope that general solicitation and 
general advertising will be prohibited and that, if any advertising is to be 
permitted at all, it will be limited to tombstone-style advertising of the kind 
described in SEC Rule 135c. 

We as a people have a long history of learning and relearning the harsh 
lessons of the past.  We are being battered mercilessly this time around for 
forgetting repeated lessons about the dangers financial industry deregulation, 
including the lessons of the 1920s and 1930s.  Continuing efforts at further 
deregulation of financial and securities markets should be resisted.  We 
instead should remember and move back toward the regulatory environment 
that, for the approximately six decades that ended in the mid-1990s, imbued 
U.S. capital markets with a level of honesty and transparency that made them 
the envy of the world.  And closer to home, we should maintain for 
California’s savers and investors, and for seniors and retirees in particular, 
the level of protection that currently exists. 

Thank you for your consideration of our concerns about AB 2081. 
 
Very truly yours,     
Ryan K. Bakhtiari 
President 
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The following PIABA Comment Letter regarding Regulatory Notice 12-14; 
FINRA Requests Comment on Proposed Amendments to NASD Rule 2340 to 
Address Values of Unlisted Direct Participation Programs and Real Estate 
Investment Trusts was submitted to the Financial Industry Regulatory 
Authority by Ryan K. Bakhtiari on April 11, 2012. 
 
 
Marcia E. Asquith 
Office of Corporate Secretary 
FINRA 
1735 "K" Street, N.W. 
Washington, DC  20006-1506 
 
Re:   Regulatory Notice 12-14 – Proposed Amendments to NASD Rule 2340 
 
Dear Ms. Asquith: 
 

On behalf of the Public Investors Arbitration Bar Association 
("PIABA"), I thank FINRA for the opportunity to comment on the proposed 
amendments to NASD Rule 2340.  PIABA is a national, not-for-profit bar 
association comprised of attorneys, including law professors and regulators, 
both former and current, who devote a significant portion of their practice to 
representation of public investors in securities arbitrations. 

PIABA submitted a comment letter in response to Regulatory Notice 11-
44, which described previously proposed amendments to NASD Rule 2340.  
PIABA stated that the amendments proposed in Regulatory Notice 11-44 
were both beneficial and detrimental to investors.  PIABA's comment on 
Regulatory Notice 11-44 set forth a detailed history of the previous 
amendments to Rule 2340 in late 2000 period and the simultaneous 
amendments to NASD Rules 2710 and 2810. PIABA will not here reiterate 
the history of the prior amendments.  PIABA believes that it is critical to note 
that the purpose and intent of the amendments to Rules 2340, 2710, and 2810 
were to ensure that investors who own direct participation program units or 
shares of non-traded REITs are provided with valuation information that is as 
accurate as possible, so that investors can determine whether their 
investments were performing. 

The proposed amendments to Rule 2340 set forth in Regulatory Notice 
12-14 are contrary to the interests of investors and are contrary to the 
purpose and intent of the year 2000 amendments to Rules 2340, 2710, and 
2810. 
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Direct Participation Programs ("DPPs") and non-traded REITs are 
illiquid, speculative investments.  Non-traded REITs have been offered for 
sale to investors, including retirees, primarily based on two selling points:  
(1) that non-traded REITs provide higher dividend payments than other 
income producing investments, and (2) that investors can escape the 
volatility of the stock market by purchasing non-traded REIT shares.  These 
so-called "advantages" of non-traded REIT shares are misleading. 

Issuers of non-traded REIT shares have been able to list the offering 
price of non-traded REIT shares as the "value" of those shares, because 
FINRA placed its stamp of approval on that practice in Notice to Members 
09-09.  PIABA believes that this practice is contrary to the express language 
of NASD Rules 2710 and 2810. 

PIABA recognizes that FINRA is not vested with the jurisdiction to 
regulate issuers of DPP units or non-traded REIT shares.  However, FINRA 
has the ability to compel issuers of DPP units and non-traded REIT shares to 
provide meaningful and accurate share valuation information.  FINRA can 
accomplish this goal by prohibiting member firms from selling DPP units or 
non-traded REIT shares of issuers that fail to timely and accurately provide 
valuations based on an third-party appraisal. If broker/dealers were 
prohibited from selling DPP units or non-traded REIT shares of issuers who 
refuse to provide share valuations based upon independent appraisals of the 
assets, liabilities, and operations of the program or REIT, then issuers would 
be compelled to comply with that requirement to ensure that their shares 
could be sold to the investing public by broker/dealers. 

Proposed subsection (c)(1) of Rule 2340 is a step backward for investors. 
Under (c)(1), FINRA provides an option to general securities members to 
provide share values based upon appraised value supplied by issuers or net 
offering price or to indicate on monthly or quarterly statements that the DPP 
or non-traded REIT securities are "not priced". The current Rule 2340 
requires general securities members to provide a per share estimated value 
from an independent valuation source if the general securities member can 
demonstrate that the value provided by the issuer is inaccurate.  See SEC 
Release No. 34-43601 at p. 71171 (Nov. 29, 2000).  Allowing general 
securities members to list on customers' account statements that their DPP or 
non-traded REIT securities are "not priced" defeats the purpose of the 
amendments to Rule 2340, 2710, and 2810 in 2000 and provides a disclosure 
loophole to issuers. 

In Regulatory Notice 12-14, FINRA states that pending the adoption of 
amendments to Rule 2340, it will accept exemptive requests from 
broker/dealers that do not wish to use gross offering price per share on 
customer account statements as estimated value.  FINRA cites to paragraph 
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(e) of the existing rule which grants FINRA authority to exempt firms from 
the provisions of the rule for good cause shown.  FINRA concludes that any 
firm requesting to remove gross offering per share price from a customer's 
account statement because that price is not indicative of estimated value will 
generally be deemed to have shown good cause. This language in Regulatory 
Notice 12-14 is troubling and is contrary to the interests of investors. 

As stated above, the NASD took the position during the approval process 
for the amendments to Rules 2340, 2710, and 2810 that broker/dealers would 
not be excused from providing an estimated value from an independent 
valuation source if the member could demonstrate that the estimated value 
provided by the issuer was inaccurate. Thus, according to FINRA's 
predecessor, if a member can demonstrate that the offering price is not an 
accurate estimate of value, the member is required to obtain a more accurate 
estimated value from an independent valuation source. Pending the adoption 
of amendments to Rule 2340, FINRA should simply enforce its own 
interpretation of the requirements of the rule. FINRA's allowing member 
firms to indicate on investors' account statements that their DPP units or non-
traded REIT shares are "not priced" pending adoption of amendments to Rule 
2340, is an abdication of FINRA's investor protection responsibilities and a 
rejection of the NASD's interpretation of the requirements of Rule 2340. 

Allowing issuers to avoid providing an accurate estimated value of DPP 
and non-traded REIT securities until the second quarterly filing following the 
effective period of the first registration statement is contrary to the interests 
of investors. In the body of Regulatory Notice 12-14, FINRA blithely 
dismisses the utility of appraised values during the offering period with the 
following statement: 

An appraised value during most of the initial offering period would 
not be as useful to investors because most of the assets in the program 
will typically consist of cash and short-term, liquid securities. 

To the contrary, an appraisal of the assets, liabilities, and operations of an 
issuer during the offering period, which would provide investors with the 
most accurate estimated value of shares, is precisely what is best for 
investors. Such appraisals would demonstrate that what investors were sold 
at $10 per share is almost  immediately valued at $9 to $8.50 per share.  Any 
amendments to Rule 2340 should focus on providing investors with accurate 
share valuations and not allowing issuers to provide artificially high or 
misleading valuations during the offering period to boost sales of DPP units 
and non-traded REIT shares. 

The importance of FINRA doing all that it can to prevent investors from 
being duped into buying DPP units and non-traded REIT shares is evidenced 
by FINRA's enforcement proceeding against David Lerner & Associates filed 
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in May, 2011, and recent share valuation write-downs by a number of non-
traded REITs.  Over the last two weeks, Investment News has reported on 
numerous non-traded REITs writing down estimated share valuations 
significantly.  Those non-traded REITs include the following: 
 1. Berringer Harvard Opportunity REIT I had a per share offering price 
of $10 per share and currently estimates the value of each share at $4.12; 
 2. Berringer Harvard REIT I had a per share offering price of $10 and 
has a current estimated per share value of $4.64; 
 3. Berringer Harvard Short-Term Opportunity Fund had a per share 
offering price of $10 per share and has a current estimated per share value of 
$.40; 
 4. Cornerstone Core Properties REIT had a per share offering price of 
$8 and has a current estimated per share value of $2.25; 
 5. Inland Western Retail Real Estate Trust, Inc., had a per share 
offering price of $10 per share and has a current estimated per share value of 
$6.95; and 
 6. KBS Real Estate Investment Trust, Inc., had a per share offering 
price of $10 and has a current estimated per share value of $5.16.1 

Unless FINRA amends Rules 2310 and 5110 (former NASD Rules 2810 
and 2710) and strengthens the requirements of Rule 2340, issuers will 
continue to sell DPPs and non-traded REITs to investors, many of whom are 
seeking safety of principal and income. Rules 2310 and 5110 should be 
amended to prohibit general securities members from selling DPP units or 
non-traded REIT shares unless the issuers of such units or shares will provide 
in each annual report a valuation of the units or shares based upon an 
independent appraisal of the assets, liabilities, and operations of the program 
or REIT. Annual independent appraisals and the reporting of appraised 
values should be required throughout the offering period and after the 
conclusion of the offering period.  In addition, Rule 2340 should require the 
reporting of those appraised values unless member reasonably believes that 
the per share estimated value is unreliable. In that event, consistent with the 
requirements of the current Rule 2340, members should be required to report 
estimated value based upon an analysis of the audited financial statements of 
the program or REIT prepared by an independent valuation service. 

 
Very truly yours, 
Ryan K. Bakhtiari 
President

                                                 
1.  See Investment News, "Six notable non-traded REITs on the slide" (March 30, 

2012). 
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The following PIABA Comment Letter regarding Regulatory Notice 12-09; 
FINRA Requests Comment on a Proposal to Identify and Manage Conflicts 
Involving the Preparation and Distribution of Debt Research Reports was 
submitted to the Financial Industry Regulatory Authority by Ryan K. 
Bakhtiari on April 2, 2012. 
 
 
Marcia Asquith 
Office of the Corporate Secretary 
FINRA 
1735 K Street, NW 
Washington, DC 20006-1506 
 
Re:  Regulatory Notice 12-09; Debt Research Reports 

 
Dear Ms. Asquith: 
 

I write on behalf of the Public Investors Arbitration Bar Association 
(“PIABA”). 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 both investor protection and disclosure.   

Regulatory Notice 12-09, represents a year’s worth of comments and 
research put forth in response to Regulatory Notice 11-11.  Regulatory 
Notice 12-09 is an improvement of Reg. Notice 11-11, and proposes to apply 
safeguards and disclosure requirements to the publication and distribution of 
debt research reports.  PIABA generally support the proposal and believes 
that the proposed rule is a long overdue step in the right direction.   

Although Regulatory Notice 12-09 is an improvement to Reg. Notice 11-
11, it leaves noteworthy gaps.  PIABA believes that disclosure is paramount 
to the functioning of a fair and efficient free market.  Without consistent and 
disseminated information on conflicts of interest on all research for all debt 
securities, the marketplace will continue to function in the conflict-laden way 
it now operates. This necessarily is detrimental to both retail and institutional 
investors.  Research reports have long been used for both debt and equity 
securities.  Without a regulatory requirement, many firms failed to adhere to 
the “Guiding Principles.”  FINRA needs to do more to protect investors 
especially in light of Wall Street’s increasing use of complex, risky debt 
products (mortgage backed securities, CDOs, auction rate securities, 
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structured debt products, reverse convertibles, etc.).  A framework is needed 
to properly regulate the research of debt securities. 
 It is unfortunate that the proposal excludes “municipal securities” from 
the definition of “debt security.”  It is PIABA’s belief that FINRA has not 
adequately demonstrated why municipal securities (and the research related 
to them) should be afforded different treatment from other debt securities.  
FINRA should not rely on a jurisdictional limitation in excluding municipal 
securities from the proposed rule.  To ensure market integrity, municipal 
securities must be covered by the proposed rule.  FINRA should do more -- 
not less -- to ensure all investors are provided with fair, honest, and 
trustworthy information with respect to municipal securities.  
 PIABA believes that FINRA has also mistakenly excluded another large 
segment of debt securities from the definition of “debt security” which are  
“security-based swaps”.  FINRA should take this opportunity to be on the 
forefront of rulemaking to strip the cloak away from the high-stakes, opaque 
and destabilizing swap market. As of June 2010, the swap market constituted 
nearly two-thirds of the $583 trillion over-the-counter derivatives market1.  
In a market short on regulation, FINRA should use this opportunity to protect 
the investing public.  The swap market played a role in the financial crisis 
and impacted both retail and institutional investors. Several income mutual 
funds became enamored with the higher returns derivatives and swaps 
provided, paying little or no attention to the speculative risk taken.  The 
damage caused by these funds, and the swaps and derivatives they invested 
in, provides FINRA with all the reason it should need to supervise this 
complex market.  PIABA hopes FINRA will reconsider and conclude that an 
exemption for this portion of the market should not exist in the proposed 
rule.   
 PIABA supports FINRA in opposing the exclusion from the rule of 
research related to sales to only institutional investors which FINRA has 
recognized left a large hole in the information marketplace.   

PIABA is supportive of FINRA’s effort and remains hopeful that FINRA 
will better serve investors by closing the loophole provided to municipal 
securities and swaps.  We appreciate the opportunity to comment on the 
process. 

 
Very truly yours,     
Ryan  K. Bakhtiari 
President

                                                 
1.  See Pravin Rao and Assad Clark: “Securities & Commodities Regulation, 
Changing Landscape of Swap Regulation”, Vol. 44, No. 8.  April 20, 2011.   
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The following PIABA Comment Letter regarding Regulatory Notice 12-10; 
FINRA Requests Comment on Ways to Facilitate and Increase Investor Use 
of BrokerCheck Information was submitted to the Financial Industry 
Regulatory Authority by Ryan K. Bakhtiari on March 29, 2012. 
 
 
Ms. Marcia E. Asquith 
Office of the Corporate Secretary 
FINRA 
1735 K Street, NW 
Washington, D.C. 20006-1506 
 
Re:   Regulatory Notice 12-10, FINRA BrokerCheck 
 
Dear Ms. Asquith:  

 
I write on behalf of the Public Investors Arbitration Bar Association 

(“PIABA”). 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 both investor protection and disclosure.   

PIABA is supportive of FINRA’s efforts to make BrokerCheck more 
accessible for investors.  PIABA recognizes that FINRA has expanded the 
BrokerCheck system since its implementation to make the system more 
effective.  In 2010, FINRA made a number of changes to BrokerCheck, 
including expanding the amount of information available about brokers, and 
making the information available for a greater period.  During the 2010 
revisions, PIABA raised an important issue -- that BrokerCheck provides less 
information to the public than is otherwise available from certain state 
securities regulators.  We encouraged FINRA to consider harmonizing the 
information available on BrokerCheck with information available from 
states, such as Florida.  Investors across the country should have access to the 
same information about the financial professionals with whom they are doing 
business, regardless of where they are located.  

PIABA also requested that FINRA make the information available 
without artificial time periods, a request that we reiterate today.  Information 
that is material to the investing public should not eliminated from the system 
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because an artificial period of time lapses.   
PIABA believes that FINRA must harmonize BrokerCheck to provide all 

information to the investing public that would be disclosed by state 
regulators, such as Florida. BrokerCheck should disclose the broker’s 
educational background and information about professional designations.   

With regard to the design, format and content of the summary report 
and/or the full detailed report, we believe that FINRA should make reports 
available as a webpage in addition to a stand alone PDF. Hyperlinks to 
additional information should be included from both the summary report and 
the full report. This would allow greater flexibility in accessing the 
information that the viewer deems relevant and provide the best possible 
disclosure to the investing public.    

Lastly, FINRA asks whether BrokerCheck information should be made 
available to for-profit companies (who have or are contemplating 
establishing websites or services that gather this information). The 
information contained in BrokerCheck should be available to as many people 
as possible, including business that might improve public access to and 
awareness of the information.  To the extent for-profit firms may make this 
information more accessible, or offer comparative reports about different 
firms or brokers, they should be permitted to do so.  PIABA is supportive of 
free enterprise determining how it might also serve the investing public as 
long as FINRA continues to provide a basic level of service and disclosure to 
the investing public for free through the FINRA website. 

PIABA is supportive of FINRA’s efforts to continually improve 
BrokerCheck.  We appreciate the opportunity to comment on the process.  
 
Very truly yours,     
Ryan K. Bakhtiari 
President 
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The following PIABA Comment Letter regarding File No. 4-645; Comment 
Request for Study Regarding Financial Literacy Among Investors was 
submitted to the Securities and Exchange Commission by Ryan K. Bakhtiari 
on March 21, 2012. 
 
 
Ms. Elizabeth M. Murphy, Secretary 
Securities and Exchange Commission  
100 F Street, N.E. 
Washington, D.C. 20549 
 
Re:  Dodd-Frank Investor Financial Literacy Study  

Release No. 34-6614; File No. 4-645 
 
Dear Ms. Murphy: 
 
 The Public Investors Arbitration Bar Association (“PIABA”) submits 
this letter in response to the request for comments pertaining to the Investor 
Financial Literacy Study commissioned by the Commission under the 
directive of the Dodd-Frank Wall Street Reform and Consumer Protection 
Act of 2010 (“Dodd-Frank Act”).   
 PIABA is a bar association whose member attorneys are devoted to 
representing the interests of investors in disputes with the securities industry.  
PIABA was established in 1990 as an educational organization for securities 
arbitration attorneys who represent the public investor in securities disputes.  
PIABA members are involved in promoting the interests of the public 
investor in securities and commodities arbitration by: 

1. Protecting public investors from abuses in the arbitration process; 
and 

2. Making securities and commodities arbitration as just and fair as 
possible through reforms to arbitration forum providers, such as 
FINRA. 

Our members routinely represent public investors who have been 
financially harmed.  As part of our on-going effort to “level the playing 
field” between Wall Street and Main Street investors, PIABA frequently 
comments on proposed legislation and rules.  The vast majority of the public 
invest in financial markets at some point in their lives.  Most investors begin 
their financial literacy process when they come into contact with individuals 
employed in the financial industry.  PIABA believes that the issue of investor 
education is a cornerstone of protecting the investing public.  
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 The financial industry prospers by generating fees from clients.  In 
certain instances, conflicts exist between the revenue generating goal of the 
financial industry and the preservation and growth of capital of the public 
investor.  Most investors have been told and therefore believe that their 
financial advisor is acting as their fiduciary.  Many customers are often 
unaware of the high fees charged or of not properly disclosed conflicts of 
interest.  Better investor education would go a long way towards assisting 
investors in avoiding certain pitfalls. 
 PIABA’s comment is focused on three specific areas which we believe 
would strengthen investor education.  First, PIABA believes that investor 
education should be conducted by those of who do not have a financial stake 
in the industry.  Second, financial institutions should be required to clearly 
and prominently disclose fees charged to investors and fees generated by the 
firms.  Third, the line between broker-dealers and registered investment 
advisors should not be blurred with respect to the fiduciary duty owed to 
customers. 
 
 

INDUSTRY SPONSORED INVESTOR EDUCATION 
 

 In the ideal world, all high school curriculums would incorporate 
investor education. PIABA, however, recognizes the practical political 
difficulties with respect to mandating such educational programs on a large 
scale. 
 Today, seminars are sometimes disguised and marketed as investor 
education.  The are often nothing more than broker led sales presentations 
that focus on investing in financial products.  Attendees often leave the 
seminars believing that certain products are the best means to achieve their 
investment goals without the benefit of a balanced discussion concerning 
other investment opportunities.  Investors may be confused and not 
necessarily understand that “free lunch” seminars or other similar 
presentations are not necessarily designed to educated the public.   
 PIABA believes that continuing to education the public about these type 
of seminars is crucial. PIABA also believes that efforts made by the 
Commission or others should be careful not to cede responsibility for 
investor education solely to the financial industry. 
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FEE DISCLOSURES 
 

 With the advancement of technology over the past several decades, the 
financial industry now has the ability to generate account statements 
detailing the investment holdings of their customers.  Today, most monthly 
statements contain pie charts and graphs, entries for deposits and withdrawals 
as well as information on unrealized gains and losses.  One important piece 
of information is not contained on the account statements—the amounts paid 
by the customer to the financial institution. 
 PIABA members routinely examine account statements in evaluating 
potential investor claims.  Even with a trained eye, it is difficult to locate the 
fees assessed by a brokerage firm.  Many investors do not have the ability to 
readily ascertain how much a financial institution is charging to sell 
investments or custody assets.  Even though credit card companies may not 
necessarily be fiduciaries, customers can look at their monthly credit card 
bills to find out the exact amount of interest being charged.  No such 
disclosure requirements exist for the customers of securities firms that owe a 
heightened standard of care. 
 A requirement relating to fee disclosures would greatly benefit investors.  
Investment institutions should be required to prominently display the amount 
of fees charged on the first page of their monthly statements.  Besides setting 
forth the dollar amount of fees charged, financial institutions should be 
required to show the annual percentage fee charged with respect to both the 
net asset value of the account and as a percentage of the net gains and losses 
for the account.   
 Financial engineering has made it possible for financial institutions to 
create complex securities which are marketed and sold to the public investor.  
Be it collateralized debt obligations, principal protected notes, variable 
annuities or hedge funds, these products all have thing in common—they are 
laden with fees and various opportunities for firms to profit beyond the fees 
charged to the customer. The internal profit points are rarely if ever disclosed 
to the customer during a sales presentation.  In the case of fees for 
‘derivative’ or ‘synthetic’ products, investors are not advised whether fees 
would be substantially less if they purchased the individual components of 
the product separately rather than the product created by the brokerage firm. 
 Annuity companies frequently pay the brokerage firms sales force 
directly and then recoup commissions through high mortality expenses or 
other charges.  Whether they are paid directly or indirectly by the customer is 
not of consequence, brokerage firms should disclose less transparent forms of 
compensation.  With this information, the public investor may have a better 
understanding of financial products they are being sold.  
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FIDUCIARY STANDARD OF CARE 
 

 PIABA refers the Commission to its previously submitted comment with 
respect to the Dodd-Frank study of the investment fiduciary standard.1   
However, a discussion of the standard of care owed by the financial industry2 
to public investors must necessarily also be included in the study involving 
investor education. 
 Narrowing profit margins have reduced the number of accounts that pay 
transaction based commissions.  Today, many financial institutions have 
moved from a commission based business model to a fee based model.  The 
line between registered investment advisors and broker-dealers has blurred to 
the extent that a practical distinction no longer exists. Traditionally, 
registered investment advisors have been held to a fiduciary standard 
whereas broker-dealers have argued that a lesser suitability standard applies 
to their business despite the fact that certain state law already imposes a 
fiduciary duty on brokerage firms.  
 After being solicited to open an account and promised that the account 
will be handled putting the interest of the customer first, investors with 
claims against financial institutions are often startled to hear Wall Street and 
their attorneys argue that no fiduciary duty exists.  Wall Street should be held 
to it’s promises, even after a dispute arises. 
 
 
 

                                                 
1. Public Investors Arbitration Association comment letter dated September 10, 
2010, Study Regarding Obligations of Brokers, Dealers, and Investment Advisors, 
http://sec.gov/comments/4-606/4606-2737.pdf 
 
2. See the speech of Lori A. Richards, Director, Office of Compliance Inspections 
and Examinations U.S. Securities and Exchange Commission, at The Eighth Annual 
Investment Adviser Compliance Summit, Washington, D.C., February 27, 2006, 
Fiduciary Duty: Return to First Principles:  

“I would suggest that an adviser, as that trustworthy fiduciary, has 
five major responsibilities when it comes to clients. They are: 

1. to put clients' interests first; 
2. to act with utmost good faith; 
3. to provide full and fair disclosure of all material facts; 
4. not to mislead clients; and 
5. to expose all conflicts of interest to clients.” 

http://www.sec.gov/news/speech/spch022706lar.htm 
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CONCLUSION 
 

 PIABA applauds Congress and the Commission for looking into the vital 
area of investor education. PIABA welcomes this and future opportunities to 
provide the Commission with thoughts and ideas as this important effort 
moves forward. 

  
Very truly yours, 
Ryan K. Bakhtiari 
President
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The following PIABA Comment Letter regarding File No. SR-FINRA-2012-
012; Notice of Filing of Proposed Rule Change Relating to Raising the Limit 
for Simplified Arbitration was submitted to the Securities and Exchange 
Commission by Ryan K. Bakhtiari on March 3, 2012. 
 
 
Elizabeth M. Murphy 
Secretary  
Securities and Exchange Commission 
100 F Street, NE 
Washington, DC 20549-1090 
 
Re:    SR-FINRA-2012-012; Proposed Rule Change To Amend FINRA’s 

Customer and Industry Codes of Arbitration Procedure to Raise the 
Limit for Simplified Arbitration from $25,000 to $50,000 

 
Dear Ms. Murphy:  
 

Thank you for the opportunity to comment on the above-referenced 
proposal to amend FINRA’s Customer and Industry Codes of Arbitration 
procedure to raise the limit for simplified arbitration to $50,000. I write on 
behalf of the Public Investors Arbitration Bar Association (“PIABA”).  
PIABA is supportive of the new rule, which we believe increases the 
efficiency of FINRA arbitrations and better serves aggrieved investors. 

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 
the FINRA arbitration rules.   

We are pleased that FINRA has recognized the need to update its Codes 
to encompass a greater percentage of cases for simplified arbitration.  The 
$25,000 threshold instituted in 1998 is presently too low.  As noted in the 
rule proposal, the current threshold only captures a mere 10 percent of cases, 
where it once covered 21 percent of all cases filed with FINRA.  The decline 
in cases subject to simplified arbitration can be countered by raising the 
threshold to $50,000. 

PIABA believes that the proposed rule would lead to increased efficiency 
by allowing more claims to be resolved through simplified arbitration. We 
have often seen investors who have been financially ruined and have 
difficulty paying day to day bills. The increased flexibility of the proposal 
and decreased arbitration cost burden is a direct benefit to such investors. 
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Increasing the amount of claims captured by simplified arbitration from 10 
percent to 17 percent will necessarily increase efficiency. A decrease in the 
cost burden is a benefit to all participants in the FINRA forum. 

PIABA supports the proposal.  
 
Respectfully submitted, 
Ryan K. Bakhtiari 
President 
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The following PIABA Comment Letter regarding File No. SR-FINRA-2012-
011; Notice of Filing of Proposed Rule Change Relating to Mediator 
Selection was submitted to the Securities and Exchange Commission by 
Ryan K. Bakhtiari on February 28, 2012. 
 
 
Elizabeth Murphy 
Secretary 
Securities and Exchange Commission 
100 F Street, NE 
Washington, DC 20549-1090 
 
Re: SR-FINRA-2012-11; Discretion to Determine Mediator 
 
Dear Ms. Murphy: 
 

Thank you for the opportunity to comment on SR-FINRA-2012-11, 
which proposes to provide the FINRA Director of Mediation with discretion 
to determine whether parties may select a mediator who is not on FINRA’s 
mediator roster.  I write on behalf of the Public Investors Arbitration Bar 
Association (“PIABA”), an international bar association, consisting of over 
500 members, dedicated to the protection of investors’ rights in securities 
arbitration proceedings. 

FINRA seeks to provide an expeditious and efficient process to resolve 
disputes among customers, members, and registered representatives.  
Granting the Director of Mediation discretion to approve a mediator that the 
parties agree to, even if that mediator was not on the FINRA roster, is a 
benefit in assisting forum participants in working towards a resolution of 
their disputes.   

PIABA supports the proposal. 
 
Respectfully submitted,  
Ryan K. Bakhtiari 
President 
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