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1 

VACATUR PETITIONS AND THE WAIVER DOCTRINE 
 

Seth E. Lipner 
 
 

Your client lost the arbitration. You thought it went well, but still, the 
arbitrator on the right seemed a little hostile. You checked the Arbitrator 
Disclosure Report several times throughout the case, but saw nothing that 
would suggest bias or conflict. But now, you aren’t so sure.  

So you decide to do some research. Onto Google you go, and there you 
find something you did not know about. A piece of information. A business 
relationship between the arbitrator and the other side.  An undisclosed 
conflict! 

You start thinking about vacatur on the grounds of “evident partiality.1 
The information you discovered should have been disclosed. But what is the 
standard for vacating an award? Is it actual bias, or the appearance of bias? 
You start reading the cases, and learn about the split in the Supreme Court’s 
Commonwealth Coatings2 case, where Justices Black and White dueled in 
their plurality opinions over arbitrator disclosure.3 You find cases that go all 
different ways, some holding that the White opinion’s “reasonable 

                                                 
1. See 9 U.S.C. 10(a)(2)(2013). 

2. Commonwealth Coatings Corp. v. Continental Casualty Co., 393 U.S. 145 (1968). 

3. Justice Black delivered the “Opinion of the Court,” finding evident partiality in an 
arbitrator’s failure to disclose “repeated and significant” dealings with one of the 
parties, including services rendered on the very project involved in the case. Id. at 
146. Justice Black even opined that arbitrators should be held to a standard of 
disclosure higher than that of judges. Justice White (joined by Justice Marshall) 
concurred in the decision that the undisclosed information resulted in evident 
partiality, but he deferred on the question whether arbitrators should be held to the 
higher-than-judicial standard. Both the Black and White opinions stressed the 
importance of arbitrator disclosure, but they disagreed on whether arbitrators should 
be held to higher-than-judicial standards. With three Justices dissenting, the subject – 
you knew this was coming – remains a gray area. See Christopher Kratovil & Anne 
Johnson, Evident Partiality, 65 THE ADVOCATE 52, Vol. 65 Winter 2013; Merrick T. 
Rossein & Jennifer Hope, Disclosure and Disqualification Standards for Neutral 
Arbitrators: How Far to Cast the Net and What Is Sufficient to Vacate Award, 81 ST. 
JOHN’S L. REV. 203 (2007); Tom Stilwell, Correcting Errors: Imperfect Awards in 
Texas Arbitration, 58 BAYLOR L.REV. 467 (2006); Perry A. Zirkel& Peter D. 
Winebrake, Legal Boundaries for Partiality and Misconduct of Labor Arbitrators, 
1992 DET.C.L.REV. 679 (1992). 
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impression of bias” standard (sometimes called “actual bias”) is correct, 
others holding that the Black opinion’s “appearance of bias” language is the 
operative rule.4 To this day, the law is not clear.5 

But hold on. Can you even make the argument at this stage? The 
information you found on Google was, after all, there all along. Can you 
raise it now? Or was there a waiver by you, resulting from your failure to 
find the conflict and raise it sooner? 

The answer to this question is “yes,” there likely was a waiver. While the 
court decisions are not uniform, most courts that have considered the issue 
have rejected vacatur petitions grounded in late-discovered conflicts. Indeed, 
a review of these cases reveals rulings that have placed a very high burden on 
those who did not discover a previously-discoverable conflict. This Article 
reviews those cases. 

 
 

THE ACTUAL KNOWLEDGE STANDARD AND 
THE FINRA ARBITRATION RULES 

 
There is no doubt that a party who discovers a conflict while an 

arbitration is still in progress must raise the conflict during the arbitration 
hearing. Failure to raise a known conflict clearly results in waiver.6 

Under FINRA arbitration rules, a request to remove an arbitrator can be 
in the form of a recusal request under Rule 12406, or an application to the 
Director of Arbitration seeking removal under Rule 12407.7 
                                                 
4. Compare, e.g., Positive Software Solutions, Inc. v. New Century Mortgage Corp., 
476 F.3d 278, 281-83 (5th Cir. 2007) with Crow Construction v. Jeffrey M. Brown 
Assoc. Inc., 264 F.Supp.217, 220-24 (E.D.Pa. 2003). 

5. See Stone v. Bear Stearns & Co. Inc., 872F.Supp2d 435, 440 (E.D.Pa 2012) 
(stating that “reasonable minds can disagree...” as to which of the Commonwealth 
Coatings opinions controls, but holding, in any event, that Justice White’s 
concurring opinion “did not define ‘evident partiality’”); see also Merit Ins. Co. v. 
Leather by Ins. Co., 714 F.2d 673, 681-82 (7th Cir. Ill. 1983), cert. denied, 464 U.S. 
1009 (1983), modified, 728 F.2d 943 (7th Cir. 1984)(requiring proof of “powerfully 
suggestive of bias”). 

6. See, e.g., Apperson v. Fleet Carrier Corp., 879 F.2d 1344 (6th Cir. 1989);citing 
United Steelworkers of America Local 1913 v. Union RR Co., 648 F.2d 905, 913 
(3rd Cir. 1981); 1000 Second Avenue Corp. v. Pauline Rose Trust, 171 A.D.2d 429, 
567 N.Y.S.2d 11 (N.Y. App. Div. 1st Dep't 1991).  

7. These two Rules are not mutually exclusive. A party seeking removal can apply 
for either or both, and can do so in any order. 
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FINRA Rule 12407(a) gives the Director broad power to remove an 
arbitrator before the commencement of the first hearing session “if it is 
reasonable to infer...that the arbitrator is biased, lacks impartiality, or has a 
direct or indirect interest in the outcome...”8 Once the first hearing session 
has commenced, however, removal by the Director (under FINRA RVC 
12407(b)) can only be had based on “information required to be disclosed 
under Rule 12405 that was not previously known by the parties.”9 

Rule 12405 requires very broad disclosure, and Rule 12407(b)’s 
reference to information “not previously known” invokes an actual 
knowledge standard -- a recognition of the “waiver” doctrine.10  The FINRA 
Rule, notably, does not, however, invoke a “reasonably should have known” 
standard for removal. In cases where removal is sought after the 
commencement of the first hearing session, the question for the Director of 
Arbitration will therefore be: “What do you know now and when did you 
know it?” The question will not be: “Could you have discovered the non-
disclosure sooner?” 

FINRA’s actual knowledge standard comports with the one adopted by 
the 6th Circuit in Apperson v. Fleet Carrier Corp.11 In that case, an attempt to 
vacate an Award was denied on the ground that the objecting party had actual 
knowledge -  during the arbitration -  of the alleged conflict, and failed to 
raise it.12  In such a case, the objecting party waived the conflict. But 
                                                 
8. See FINRA Rule 12407(a)(1). The Rule further provides that “the interest or bias 
must be direct, definite and capable of reasonable demonstration, rather than remote 
or speculative.” Id. The Rule further states that “close questions” involving 
challenges by a customer will be resolved in favor of the customer. Id. “Hearing 
session” includes preliminary conferences, including the IPHC. See Rule 12100(m). 

9. See FINRA Rule 12407(b). The Rule’s reference to knowledge of “the parties” 
must be read to mean “the objecting party.” The fact that the non-objecting party 
knew of the conflict cannot, of course, be relevant.  

10. FINRA’s removal rule adopts the “appearance of bias” standard. FINRA Rule 
12405 requires disclosure, inter alia, of "any existing or past financial, business, 
professional, family, social or other relationships or circumstances with any party, 
representative or ...witness... that are likely to affect impartiality or might reasonably 
create an appearance of partiality or bias." (italics added)  That standard is closer to 
the views expressed by Justice Black about impartiality than the views of Justice 
White, although FINRA Rule 12407(b)’s authority is couched as “may remove” 
rather than “must remove,” while Rule 12407(a) uses the words “will remove.” See 
discussion at text and note accompanying n.2. supra. 

11. 879 F.2d 1344 (6th Cir. 1989). 

12. Id. at 1358-59.  
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importantly, the court noted, all the facts giving rise to the alleged bias must 
have been known by the objectant for the waiver doctrine to apply.13 Cases 
like Apperson support an actual knowledge standard for waiver of the FAA’s 
grounds for vacatur.  

Another “actual knowledge” case is Middlesex Mutual Ins. Co. v. 
Levine,14  in which a vacatur petition was granted even though it was argued 
that the objecting party had constructive knowledge of the conflict. The 
arbitrator in the Middlesex case was himself embroiled in a dispute with 
entities related to one of the parties, but did not disclose that fact.15 When 
that party lost the arbitration, it sought vacatur on grounds of non-disclosure 
and bias. The court held that despite cases holding that related entities are 
often charged with knowledge of each other’s activities, the “law does not 
require [a party] to check its vast corporate files in each separate division to 
ascertain whether an arbitrator has violated his duty of disclosure.”16 

The Middlesex court stated that it was motivated to reach its conclusion 
by the “code of strict morality and fairness which shapes [an] arbitrator’s 
duty of disclosure.”17 The court wrote that “by positing that appellants have a 
duty to inquire into the background of the arbitrator, appellant attempts to 
shift to the parties to the arbitration the burden of determining and disclosing 
bias...The onus must be placed on the arbitrator to reveal potential bias.”18 
These considerations caused the court to decline to invoke the waiver 
doctrine. Instead, the court concluded that invoking the waiver doctrine 
based upon the insurers’ failure earlier to discover evidence of partiality 
would “put a premium on concealment [by the arbitrator],” and that the 

                                                 
13. Id., citing United Steelworkers of America Local 1913, supra, at n.6. As to 
vacatur itself (as opposed to waiver), Apperson seems to adopt the White view on the 
definition of bias. See id., at 1360. 

14. 675 F.2d 1197 (11th Cir. 1982). 

15. That arbitrator’s deposition testimony, that he had failed to make the disclosure 
because his memory failed, was deemed “spurious” by the court. Id. at 1201. 

16. Id. at 1203. 

17. Id. at 1204. The court cast its decision in terms of both estoppel and waiver. The 
court viewed the doctrines interchangeably. 

18. Id. The element that the arbitrator was hiding something certainly gives the case 
a bad cast. Compare Stone, supra. See also Cross Properties Inc. v. Gimbel Brothers, 
Inc., 15 A.D.2d 913,225 N.Y.S.2d 1014 (N.Y. App. Div. 1st Dep't 1962) (affirmative 
false disclosures by arbitrator “designed to mislead” distinguished from failure to 
disclose as grounds for vacatur).  



2014] PIABA BAR JOURNAL 5 

waiver doctrine thus “applies only where a party had acted with full 
knowledge of the facts.”19 

But, as will be shown in the next section, most cases today hold that the 
failure to discover earlier what was actually discovered later is not grounds 
for an arbitration do-over. Most courts hold that if the information could have 
been discovered earlier, the right to seek vacatur was waived. 
 
 

WAIVERS BASED ON FAILURE TO DISCOVER SOONER 
 

There are numerous cases that uphold waiver arguments regarding 
discoverable conflicts that were not discovered by the objecting party until 
after the arbitration concluded.20 

The leading case is Merit Ins. Co. v. Leatherby Ins. Co.21 (“Leatherby”), 
a decision by Judge Richard Posner. The case involved an undisclosed 
former relationship between an arbitrator and a principal of one of the 
parties. In his decision, Judge Posner was critical of the objectant’s excuse 
that it only made a perfunctory investigation at the beginning of the case 
because there were 26 potential arbitrators listed by the AAA, and that 
parties should be able to trust the AAA’s disclosures.22 He dismissed these 
excuses by pointing out that the case involved $10 million, and that the 
objection seemed like a tactical reaction to losing the arbitration: 

We do not want to encourage the losing party to every arbitration 
to conduct a background investigation of each of the arbitrators in an 
effort to uncover evidence of a former relationship with the 
adversary. This would only increase the cost and undermine the 

                                                 
19. Id. 

20. See cases cited infra. Despite the large number of cases, there has been little 
recent scholarly discussion of the issue. But see, Richard R. Mainland, Full 
Disclosures, 34 L.A. LAW 29, 33-34 (Nov. 2011) (discussing, inter alia, Hagman v. 
Citigroup Global Markets, Inc., No. BS12880, 2011 WL 975535 (Cal. Superior Feb. 
9, 2011); Katherine Helm, The Expanding Scope of Judicial Review of Arbitration 
Awards: Where Does the Buck Stop?, 61 DISP. RESOL. J. 16, 19-20 (Nov. 2006); 
Zirkel & Winebrake, supra, n.3 at 4-5. 

21. Cited supra, at n.5. 

22. Id. Judge Posner was also skeptical that, but for the fact that the movant lost the 
arbitration, the relationship would have caused the objecting party to seek the 
arbitrator’s recusal or removal, because it was not clear the relationship would cut in 
favor of the objecting party. 
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finality of arbitration, contrary to the purpose of [the FAA] of 
making arbitration a swift, inexpensive, and effective substitute for 
judicial dispute resolution.23 
Judge Posner’s decision has been cited by many courts when holding that 

an arbitrator conflict was waived because it should have been discovered 
earlier, and still other cases express the same sentiment. In Arco Enterprises, 
Inc. v. Operative Plasterers,24 the court held that the objectant’s actual 
knowledge that the arbitrator had a potential bias created a waiver.25 In 
Fidelity Federal Bank FSB v. Durga Ma Corp.,26 the objectant failed to 
obtain any arbitrator disclosure statement from the AAA.  The court ruled 
that the objectant could not later complain because it had constructive 
knowledge of disclosures contained therein.27 In Kiernan v. Piper Jaffray 
Cos.,28 the court found that the objecting party waived its evident partiality 
ground by failing to make further inquiry after an arbitrator amended his 
disclosure to reveal an association with the party that eventually prevailed in 
the arbitration. The court noted that, following the amended disclosure, the 
objectant -- still lacking full knowledge of the extent of the conflict -- had an 
opportunity under FINRA rules to submit written questions to the arbitrator 
or conduct his own investigation, but chose not to do so.29  And in Remmey v. 

                                                 
23. Id.; see also Kubarych v. Siegel, 156 Misc. 2d 935, 595 N.Y.S.2d 293, 294 (N.Y. 
Sup. Ct. N.Y. Cty. 1993) (explaining that a party who learns during that an 
arbitration that the arbitrator was engaged in misconduct “finds himself between 
Scylla and Charybdis….” Such a party, the court explained, “having expended time 
and money [and is thus] reluctant to abort the proceeding by objecting and moving to 
disqualify the arbitrator [may nevertheless] be fearful of offending the arbitrator… 
[But] the law makes his choice for him [because] it specifically provides [that] such 
a claim shall be deemed waived”).  

24. 124 Fed. Appx. 710 (3rd Cir. 2005). 

25. Id. at 713, citing Kiernan v. Piper Jaffray Cos., 137 F.3d 588, 593 (8th Cir. 1998) 
and United Steelworkers of America Local 1913, supra, at n.6. 

26. 386 F.3d 1306 (3rd Cir. 2004). 

27. Id. at 1313; see also Lucent Technologies Inc. v. Tatung Co., 379 F.3d 24 (2d 
Cir. 2004) (addressing an undisclosed relationship between arbitrators).   

28. Cited supra, at n.24. 

29. Id. at 593.The court also noted that there were no charges that the arbitrator had 
an actual bias.The court characterized the objectant’s choice not to inquire as 
“tactical.” See also JCI Communications, Inc. v. International Brotherhood of 
Electrical Workers, Local 103, 324 F.3d 42 (1st Cir. 2003); Van Pelt v. UBS 
Financial Services, No. 3:05CV477, 2006 WL 1698861 (W.D.N.C. June 14, 2006); 
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PaineWebber, Inc,30 the court held that the failure of an arbitrator to disclose 
an NASD fine was waived because the information was discoverable on the 
NASD’s “Public Disclosure Program” website.31 

What may be the concluding chapter on the subject of waiver is an 
unsettling decision from the Eastern District of Pennsylvania.  Stone v. Bear 
Stearns & Co. Inc.32 involved, inter alia,  an arbitration where FINRA failed 
to include in an Arbitrator Disclosure Report an arbitrator’s disclosure about 
her husband’s extensive connections to the securities and banking industry.33 

                                                                                                                   
see also Matter of Lincoln Graphic Arts, Inc. v. Rohta/New Century 
Communications, Inc.,160 A.D.2d 871, 554 N.Y.S.2d 305 (N.Y. App. Div. 2d Dep't 
1990) (“a party who knows his adversary and the arbitrator and nevertheless assents 
to the choice of that arbitrator waives his right to later object. Furthermore, a party 
that has facts that would reasonably prompt further limited inquiry has a 
responsibility to ascertain the potentially disqualifying facts. [citations omitted]”). 

30. 32 F.3d 143 (4th Cir. 1994). 

31. The court, which was skeptical that a fine levied more than ten years before the 
arbitration resulted in partiality, referred to the objection as “the ultimate attempt at a 
second bite.” Id. at 148. 

32. 872 F.Supp.2d435 (E.D.Pa. 2012), affirmed, 538 Fed. Appx. 169 (3rd Cir. 2013) 
(“Not Precedential”). The Third Circuit described the lower court’s 35-page opinion 
as “in no need of amplification or improvement.” The Court simply stated that the 
grounds presented on appeal did not present even a close case of evident partiality, 
and that, in any event, the Panel’s decision was unanimous.  

33. The arbitrator’s husband is a well-known finance professor at The Wharton 
School who regularly lectures to brokerage firms, insurance companies, banks, and 
investors, including JP Morgan, the parent of the respondent.  He also does 
consulting and training for securities firms.  

When the arbitrator first enrolled with FINRA, she specifically inquired whether 
she should make this disclosure, she was told she should do so, and she did so. But 
when the information was put into the system by FINRA (sometime in the 1990s), 
FINRA’s system reflected only the fact that the arbitrator’s husband was a Wharton 
professor, but not the fact that he did work for the securities industry  The court 
described this FINRA error  as “inexplicable.” Id. at 438. 

In 2005, the arbitrator noticed that her FINRA Arbitrator Disclosure Report did 
not reflect her husband’s ties to the securities industry. She informed FINRA of their 
error, but FINRA again dropped the ball. The arbitrator, the court noted, was not 
blameless in this debacle.  She failed to notice FINRA’s omission and make the 
disclosure herself “even though she was given an opportunity to do so at the 
beginning of each hearing.” Id. 

Claimant also discovered, after the arbitration was over, that in 2009 Prof. 
Marston took a position on the board of a company (W.P. Carey), and became 
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The Claimant failed to discover those connections until after the arbitrators 
delivered a zero-award and a Google search by Claimant that revealed 
information about those connections.  Claimant, in a vacatur proceeding in 
federal court, argued that the disclosures had been inadequate and that the 
arbitrator had been misclassified by FINRA as a “public arbitrator.”  The 
decision is unsettling because the federal court invoked the waiver doctrine 
to the detriment of a public investor in spite of FINRA’s clear failures and 
the arbitrator’s failure to notice and correct them.34 
                                                                                                                   
affiliated with that company’s asset manager. That asset manager, in turn, owned a 
registered broker-dealer. Id.  None of that was ever disclosed by the arbitrator. Nor 
did the arbitrator disclose that her husband had recently given a keynote speech at a 
conference sponsored by J.P. Morgan, the successor-in-interest to Respondent Bear 
Stearns. Id.  Claimant argued that these disclosure failures warranted vacatur on 
grounds of evident partiality. 

In addition to the disclosure failures themselves, the Claimant also argued that 
the arbitrator was disqualified to serve as a public arbitrator because of her husband’s 
affiliation with W.P. Carey. See FINRA Rule 12100[u]. Claimant argued that since 
the arbitrator was ineligible, the panel was unauthorized to act, and had thus 
exceeded its authority. Respondent Bear Stearns contested both the argument that the 
husband’s affiliation made the arbitrator ineligible and the conclusion that 
ineligibility justified vacating the award. The court declined to resolve the 
classification issue, stating that (a) it turned on “interpretative nuances about how to 
“quantify the closeness of the husband’s relationship to the securities industry in 
terms of time spent or money earned” and (b) the situation, in any event, did not 
warrant vacatur even if FINRA misclassified the arbitrator.   Id. at 451, n.11.  
Claimant’s arguments about the arbitrator’s proper classification, which the court 
unfairly derided as “clever,” were rejected because the court found that (a) the 
decision was unanimous; (b) the arbitrator had made a good faith attempt to comply 
with FINRA’s disclosure rules: and (c) the error of classification was “trivial” or 
“harmless.” Id. at 451-52. The court’s decision, of course, fails to recognize how 
hard-fought the public/industry arbitrator distinction and the all-public panel Rules 
have been, and how important the issue has been to representatives of public 
investors.See, e.g.Order Approving Proposed Rule Change to Amend the Definition 
of Public Arbitrator (March 13, 2008), https://www.sec.gov/rules/sro/nasd/2008/34-
57492.pdf. 

34. Cf. FINRA Rule 12407(a)(1) (providing that “close questions” regarding 
arbitrator removal are to be decided in favor of public investors). Nevertheless, the 
objectant was at difficulty from the start when the court described the post-
arbitration-loss process of looking for a conflict as “digging for dirt.” Stone, at *5. 
Judge Davis wrote extensively on the Continental Coatings issues, conducting a 
detailed and thorough examination of the precedential value and analyses of the 
Black and White opinions. In the end, Judge Davis concluded that the purpose of 
Continental Coatings was simply to encourage disclosure, and that disclosure had 
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After dismissing the objectant’s arguments about evident partiality and 
impropriety flowing from FINRA’s disclosure and classification failures, the 
court found that even if such grounds could be established, the facts of the 
case constituted a waiver.35 The District Judge, Legrome Davis, quoted Judge 
Posner’s words from Leatherby, and referred to cases like Stone as being 
unworthy of vacatur because they were “second bite[s] at the apple.”36 

Judge Davis first observed the Third Circuit had never ruled directly on 
waiver in this context.  He nonetheless held that the appellate court’s general 
approval of the doctrine in other contexts made it applicable in light of (a) 
the importance of finality in arbitration and (b) the “need to curtail 
undesirable tactical behavior by losing parties grasping for a re-do.”37 

After deciding to recognize the existence of the waiver doctrine in 
vacatur cases, Judge Davis turned to the next step in the waiver inquiry – 
whether to apply an “actual knowledge” standard or the “reasonably should 
have known” standard. The court, after a full review of the cases, preferred 
the latter standard, labeling it “more sound.” An actual knowledge standard, 
the court wrote, “would encourage willful blindness,” and Judge Davis wrote 
that he preferred to promote finality through a tougher rule.38 

The court nevertheless acknowledged that there is “some virtue” in the 
“actual knowledge” standard, because it is likely to “foster more arbitrator 
disclosure on the front end.” But that increased likelihood, the court wrote, 
was insufficient to outweigh the law’s desire for finality.  Judge Davis, 
echoing the theme of Leatherby, described the objectant’s belated discovery 
of the information:  

By his own admission, [the objectant] could have done this 
research earlier in the process but did not. Instead, [he] waited until 
he lost and then almost immediately began scouring the internet for 
anything that might suggest one arbitrator or another was biased 
against him. [He] spent approximately twenty (20) hours on this task, 

                                                                                                                   
been made. A combination of (a) skepticism about whether a claim of bias under 
these circumstances had merit, (b) adoption of the “actual bias” standard, and (c) the 
waiver doctrine defeated the remainder of the objectant’s arguments. 

35. Id. at 454. 

36. Id. In Van Pelt, supra, the court used yet another metaphor: “It is well-settled that 
a complaining party does not have ‘two strings to the bow.’” See Van Pelt supra, 
atn.29, at *3. 

37. Id. at 456. 

38. Id. at *19. 
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researching not one, but all three arbitrators looking for evidence of 
partiality. This is exactly the kind of undesirable strategic behavior 
that the waiver doctrine is designed to prevent....39 
The court’s warning to parties and attorneys is particularly pointed: 

To preserve failure-to-disclose challenges the parties simply 
need to exercise as much diligence and tenacity in ferreting out 
potential conflicts ex ante (in selecting a panel) as they do ex post 
(once attacking the award becomes the sole reason to research the 
arbitrators). Anything less would allow, if not encourage, sore losers 
to do exactly what [objectant] did in this case; run a post-award 
background check on each and every arbitrator, not because the he 
perceived any bias during the arbitration, but simply as a tactical 
response to losing.40 
The court’s decision is understandable, but it is harsh and, unfortunately, 

it acts as an unduly blunt instrument. The decision sets up an impossible 
situation for lawyers, who try hard to perform due diligence in an internet-
driven environment where fully investigating the background of 30 
arbitrators can be a task without end.41 The Court’s opinion also fails to 
recognize that sometimes things happen at an arbitration that makes one 
more suspicious; circumstances change, additional disclosures are made (or 
omitted),42 and it is possible that information, deemed irrelevant in one 
context becomes relevant in another, as an arbitration unfolds.  

The court’s encouragement to be diligent and tenacious in vetting 
potential arbitrators offers a worthy aspiration, but it creates a line that no 
attorney engaged in everyday practice can either draw or meet with 

                                                 
39. Id. The court further wrote that the fact that the objectant relied on his attorneys 
to select the Panel and perform due diligence on the arbitrators, and that they 
performed due diligence by, inter alia, conducting an internet search, did not affect 
the result. “We see nothing in the record to indicate that [the objectant or his 
attorneys] researched the arbitrators nearly as thoroughly before the arbitration as 
[they] did after [Stone] lost. Under these circumstances we think waiver is 
appropriate.” Id. at *19-20. 

40. Id. 

41. Cf. Lincoln Graphic Arts, supra, atn.29 (“a party that has facts that would 
reasonably prompt further limited inquiry has a responsibility to ascertain the 
potentially disqualifying facts.” [citation omitted]).  

42. See, e.g., discussion, infra, at n. 33, of the husband’s affiliations with WP Carey 
in Stone v. Bear Stearns. 
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confidence.43 A more flexible and practical standard would better serve a 
world where the use of mandatory arbitration is rapidly growing even as 
arbitrator disclosure continues to lag.44 

As the Stone court conceded, the “actual knowledge” standard for waiver 
maximizes up-front disclosure. By contrast, the “constructive knowledge” 
standard means lawyers must be suspicious of arbitrator disclosures and 
distrustful of arbitration administrators, and that is unfortunate.45  And the 
virtual immunity that the Stone case confers on administrators from serious 
errors at the expense of fairness and the perception of fairness damages 
arbitration because it detracts from the integrity of this increasingly-
important adjudication system. 

Justice Black wanted the arbitration system to be beyond reproach. 
Unfortunately, because of the apparently sweeping effect of cases like Stone, 
the goal of building such a system remains more elusive than ever. 
 
 

CONCLUSION 
 

The waiver doctrine is a powerful rule of law that promotes finality and 
forecloses most post-arbitration challenges based on what can be revealed 
through an internet search. If you lost that case, you are welcome to search 
the net looking for conflicts, but an important lesson to learn is to do more 
from the start the next time. And don’t put a lot of resources into a Petition to 
Vacate. 
 
 
 

                                                 
43. The court’s decision in Stone does not describe the extent of Claimant’s search at 
the outset of the arbitration.  

44. See, e.g., Suzanne Barlyn, Wall Street Arbitrator Booted for Fake Credentials 
Heard Nearly 40 Cases, REUTERS, March 25, 2014. 

45. No matter how one comes out in the Black-White controversy, both Justices were 
clear that they wanted arbitration law to encourage full disclosure by arbitrators from 
the outset. See supra, at n.3. 
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LEVERAGED CLOSED-END FUNDS:  
FOR A ‘VERY NARROW BAND OF INVESTORS’ 

SORTING THE TIGERS FROM THE TORTOISES 
 

Louis L. Straney1 
 
 

For less than the cost of a pair of running shoes and with a score of only 
70% on a one-hundred question multiple-choice exam, nearly anyone can get 
a FINRA Series 6 license.  Once armed with a Series 6 license, he or she is 
qualified to advise investors and solicit several investment products including 
initial public offerings of leveraged closed-end funds.  In terms of content, 
typically less than 10% of the questions on the Series 6 examination are 
related to the securities markets, and approximately 15% are associated with 
customer evaluation.  

Working through the math, by correctly answering approximately 15 
questions related to the financial markets and client issues, you can walk 
down Wall Street.  As long as the adviser’s required financial, legal and sales 
practice disclosures remain somewhat below the level of a major crime, and 
with a modest level of continuing education, one can enjoy licensure in 
perpetuity.   

Therefore, with less than exhaustive preparation and training, nearly 
anyone can enter orders for securities that trade on the New York Stock 
Exchange and advise investors about one of the most complex and 
potentially volatile market sectors - leveraged closed-end funds.2  Accepting 
the obvious limitations of self-regulatory requirements, it is often argued by 
the defense bar that through securities’ prospectus disclosures, investors are 
able to fend for themselves.  In other words, a written narrative meets the 
standard of care.  However, as this article will address, that premise ignores 
reality. 

Many closed-end funds, through design and portfolio strategy, are non-
conventional investments (NCIs). The Financial Industry Regulatory                                                                                     
1. Louis Straney, a past contributor to the PIABA Bar Journal, has more than three 
decades of industry experience and currently serves as a consultant and expert 
witness in criminal and civil securities litigation.  He has authored three books on 
investment misconduct and serves as an instructor for Bar Associations, securities 
regulators and law enforcement. 

2. A FINRA Series 7 license is required for secondary market trading.  Additionally, 
many, but not all, states require a Series 63, or Series 66. 
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Authority (FINRA) recently designated closed-end funds as a priority for 
business conduct and examinations.3,4  Complex investments such as closed-
end funds, unlike open-end mutual funds, may have unique characteristics 
and risks not disclosed or understood by potential investors.  The results of 
investing in closed-end funds can be disastrous.   

This article will also offer regulatory and professional recommendations 
for closed-end funds that would meet FINRA’s intended goals of “market 
integrity” and “investor protection.”  FINRA proclaims: 

Every investor in America relies on one thing: fair financial 
markets. That's why FINRA works every day to ensure that: 
▪ every investor receives the basic protections they deserve; 
▪ anyone who sells a securities product has been tested, qualified 

and licensed; 
▪ every securities product advertisement used is truthful, and not 

misleading; 
▪ any securities product sold to an investor is suitable for that 

investor's needs; and 
▪ investors receive complete disclosure about the investment 

product before purchase.5 
According to NASD’s Notice to Members 03-71 (NTM 03-71), NCIs 

include, among other investments, “distressed debt, derivative products, and 
emerging market debt services.” 6  Therefore, it is altogether obvious that the 
closed-end fund highlighted in this article, which is illiquid, leveraged, non-
diversified, has a limited geographic footprint, and is permitted to use 
derivatives, falls into FINRA’s collective NCI category.   

Make no mistake, NTM 03-71 is very clear.  When selling NCIs, firms 
and their agents have detailed obligations.  Paraphrasing the extensive NASD                                                                                     
3. FINRA’s focus on this regulatory area is exemplified by its actions in 2009 against 
Merrill Lynch and UBS for supervisory failures associated with the sales of closed-
end funds.  FINRA’s actions included; fines for the firms, broker suspensions, and 
more than $5 million in remediation for the firms’ customers.  SeeUBS Fin. Serv., 
Inc., FINRA AWC No. 20070095202(June 26, 2009) and Merrill Lynch, Pierce, 
Fenner & Smith, Inc., FINRA AWC No. 2005002254701 (July 28, 2009). 

4. FINRARegulatory and Examination Priorities Letter (Jan. 11, 2013), available at 
http://www.finra.org/web/groups/industry/@ip/@reg/@guide/documents/industry/p1
97649.pdf.  

5. FINRA, http://www.finra.org/AboutFINRA/.  

6. NASD Notice to Members 03-71, at 770 n. 1. (Nov. 2003) (emphasis added). 
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narrative in NTM 03-71, among their other professional mandates, firms 
must understand that: 

▪ Investors may not realize the complex nature of NCIs; 
▪ Reasonable basis and client specific suitability are especially 

critical; 
▪ Suitability is not determined by financial status; 
▪ Firms have the duty to train and monitor their associated 

persons; 
▪ Client communications must be accurate and balanced; and 
▪ “NCIs with particular risks may be suitable for recommendation 

to only a very narrow band of investors capable of evaluating 
and being financially able to bear those risks.” 

NASD Notice ToMembers 03-71, at 768 (emphasis added). 
The trade group for the brokerage community, Securities Industry 

Financial Management Association (SIFMA), is in agreement. 
With minimal yield on traditional investments and a general 

uncertainty around the equities markets, investors are gravitating 
toward high-yield municipal, corporate and other credit obligations.  
Compliance and Legal professionals need to be concerned that retail 
investors who are attracted to the yield offered on certain securities 
may not consider or fully understand the trade offs of high yield with 
respect to credit risk and liquidity.  Many of these products, which 
may have been constructed for the market at inception, may not 
perform as designed or as explained to the investors.…7 
Unlike open-end mutual funds that, as their name implies, are constantly 

available for purchases and redemptions through the investment company, 
closed-end funds typically issue a fixed number of shares that often trade on 
major exchanges such as the NYSE Euronext.8 Also unique to closed-end 
funds is the ability to utilize leverage, usually through the issuance of 

                                                                                    
7 . SIFMA COMPLIANCE & LEGAL DIVISION, THE CURRENT ECONOMIC 

ENVIRONMENT AND ITS IMPACT ON RETAIL INVESTORS 2 (Mar. 21, 2011), available 
at http://www.sifma.org/compliance-and-legal-society-annualseminar/seminar 
materials/. 

8. According to the NYSE Euronext website, approximately five hundred (500) 
closed-end funds trade on that exchange.See NYSE Listings Directory by Issue-Type 
available at http://www.nyse.com/about/listed/lc_ny_issuetype_1076458359980. 
html?ListedCompany=All.  



16 LEVERAGED CLOSED-END FUNDS [Vol. 21 No. 1 

preferred stock or notes.  Some funds may utilize up to 50% leverage.9  
Additionally, closed-end funds with a regional or country concentration may 
have a portfolio consisting of a limited number of securities with minimal 
research coverage or media transparency.  This can result in an over 
concentration in illiquid securities lacking an operating history and 
transparency. 

An objective of this article is to highlight the obvious risks to the 
integrity of our capital markets and financial well-being of investors.    
Without enhanced oversight and controls in the sales of NCIs, specifically 
leveraged and non-diversified closed-end funds, a ruinous outcome is 
foreseeable.  After acknowledging the risks to all parties, an example will be 
discussed that illustrates where aspects of the primary U. S. securities acts 
often provide limited, perhaps nonexistent, investor protection. 

In January 2013, FINRA for the first time since 2007, identified closed-
end funds as a priority for business conduct and examinations.10 

Closed-End Funds - In today’s low-interest rate environment, 
retail investors find the high distribution rates associated with many 
closed-end funds attractive.  Distributions may be composed of 
dividends, interest income, capital gains and/or return of capital.  We 
are concerned that retail investors may not understand that some 
funds are returning capital to maintain high distribution rates, 
causing the closed-end funds to trade at high premiums compared to 
their NAV. 
Non-traditional investment products offer a financial services marketing 

team the ability to free associate.  Even though the adjectives may have little 
or nothing to do with the fund’s investment strategy, investors may select 
from funds designated as Select, Senior, Short or Strategic, or perhaps 
Performance, Preferred, Premier, Premium, or Prime.  At times, a 
particularly creative marketing team coins a new term, such as Muniassets.  
Or if you’re inclined to track the animal kingdom, there are always Tigers, 
Dragons and Tortoises.   

One might assume that, under the Securities Act of 1933, the various 
SEC registration requirements would provide the critical foundation for 
closed-end issuers to disclose all material facts to investors.  Through the                                                                                     
9.  Generally speaking, open-end mutual funds are not permitted to utilize leverage 
in any capacity. 

10 . 2013 Exam Priorities Overview, FINRA (Jan. 11, 2013), available at 
http://www.finra.org/web/groups/industry/@ip/@reg/@guide/documents/industry/p1
97649.pdf. 
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consideration of these core issues and representations by their advisers, 
investors are expected to make an informed decision.  Despite the 
obfuscation of marketing labels, with these SEC mandates, advisers and their 
customers will supposedly have a clear understanding of the distinctions 
between Premier and Performance, or Senior and Strategic.  At last, clarity of 
adjectives is achieved. 

But these assumptions are dangerously misguided on several fronts.  The 
SEC requirements focus on broad-based disclosures – macro, instead of 
micro.  According to SEC Administrative Law Judge, the Honorable 
Cameron Elliot, the duty to disclose sits with the firm.  “It is not the 
responsibility of investors or prospective investors to make a respondent 
aware that something is misleading, it is the responsibility of advisors to act 
as their clients’ and prospective clients’ fiduciaries.”11 

A closed-end fund Prospectus, with a portfolio of dozens of positions, 
attempts to somehow extract salient facts from a collection of thousands of 
pages of securities offering documents, market information, and legal jargon, 
and distill that into a one hundred page fund Prospectus.12  It is much like 
taking Rodin’s TheThinker sculpture and reconstituting it into a tie tack.  
Details are lost or invisible, even to the trained observer.   

But information subtleties were not a goal when the nation’s first major 
securities legislation was promulgated during Franklin Roosevelt’s 
administration.  Under the FDR era, high-powered marketing teams were 
only found at soap and appliance companies.  

An investment where broad-based generalities should have been 
supplemented with precise details, the UBS Puerto Rico Investors Tax-Free 
(Closed-End) Fund III, Inc. (the Fund),13 serves as an example.  Unlike funds 
sold and traded in the fifty U. S. states, this UBS fund is not required to be 
registered with the SEC and is not subject to the mandates of the Investment 
Company Act of 1940 because it is only sold to residents of Puerto Rico. 

The Securities Act of 1933 provides that: 
Any security which is a part of an issue offered and sold only to 

persons resident within a single State or Territory, where the issuer                                                                                     
11. Raymond J. Lucia, Co., Initial Decision Rel. No. 540, File No. 3-15006 (Sec. & 
Exch. Comm’n Dec. 16, 2013) available at http://www.sec.gov/alj/aljdec/2013/ 
id540ce.pdf. 

12. For the most part, every Prospectus, including money market funds, contains 
language along the lines of the “possibility of losing your entire investment.” 

13 . UBS Puerto Rico Investors Tax-Free Fund, III, Inc., CUSIP 74527M100, 
http://www.ubs.com/us/en/wealth/misc/puertoricofunds.html. 



18 LEVERAGED CLOSED-END FUNDS [Vol. 21 No. 1 

of such security is a person resident and doing business within or, if 
a corporation, incorporated by and doing business within, such State 
or Territory.14 
Under the Securities Act of 1933, the Fund is in the category of 

Regulation S and therefore not marginable under Regulation T.15The Fund 
can only be sold to those who have their principal residence or corporate 
enterprise in Puerto Rico. 16   The only requirement for the Fund’s 
management company is registration as a non-diversified investment 
company with the Office of the Commissioner of Financial Institutions of 
Puerto Rico (OCIF).  Therefore, the securities described in the Fund’s 
Prospectus are neither registered with the U.S. SEC, nor the Puerto Rico 
OCIF.17  As noted in the Prospectus, the Fund will not trade on any major 
securities exchange, and will only have non-assured liquidity through limited 
over the counter dealer-to-dealer trading. 

Even though the Prospectus gives the Fund’s portfolio manager  broad 
powers, including the optional use of leverage (which has been the case since 
the Fund’s inception at a level of approximately 50%), any use of long term 
maturity zero coupon bonds exacerbates the portfolio’s sensitivity to interest 
rates, credit rating, regional and political events.18  This enhanced sensitivity 
of zero coupon bonds to multiple risks contributed to the well-publicized 
drop in the Fund’s $10.00 Net Asset Value on its initial public offering 
(IPO), to $4.05 on January 15, 2014.19 

                                                                                    
14. 15 U.S. C. § 77c(a)(11) (2006).  

15. Regulation S offerings can be used, through very narrow conditions, as collateral 
for “non-purpose” loans which are best characterized as personal and business credit 
lines, never for the purchase of securities.  

16. This restriction also applies to transfers and corporate investors. 

17. Despite the limited registration requirements for Regulation S securities, the 
broker dealers and their agents who solicit purchases and sales of these securities are 
subject to FINRA and SEC business conduct mandates, plus state and federal anti-
fraud statutes. 

18. Despite terms of any Prospectus or other representation, in Puerto Rico, all 
advisors are fiduciaries and thus must always act in the best interest of their 
customers.  Regulation Under the Uniform Securities Act of Puerto Rico, Reg. No. 
6078 (Jan. 18, 2000), available at http://www.ocif.gobierno.pr/documents/607 
8E.pdf. 

19. http://www.ubs.com/us/en/wealth/misc/puertoricofunds.html (Jan. 15, 2014). 
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I submit that this characteristic, which contributed to a drop of nearly 
60% in NAV, cannot be adequately described in general terms.  For complete 
and balanced disclosure, specificity is required and was required from the 
outset.   

To quantify the Fund’s structure, consider that, as of December 21, 2013, 
the Fund was comprised of 35 positions of Puerto Rico issues, and 17of those 
securities were zero coupon bonds.  In quantitative terms, the market value of 
all Puerto Rico issues was approximately $42.5 million while the zero 
coupons amounted to a total of $10.7 million, or 25%.20 

A textbook example of the hyper-sensitivity of long term zero coupons is 
a Puerto Rico Sales Tax Financing Corp bond.21  Issued in 2007, during June 
of 2013, the bond traded as high as $15.49 for a 5.70% yield during June of 
2013.  However, just four months later on October 10, 2013, as the economic 
conditions in Puerto Rico were widely reported, this issue traded as low 
as$8.27, yielding 7.75%.22  In effect, the two percentage point (200 bps) rise 
in market-demanded yield amounted to a 47% drop in the bond’s value.  In a 
situation where this bond is leveraged, the decline is amplified by the amount 
of leverage, possibly eliminating all account equity.  In a maximum-leverage 
situation, the account could be eroded to the point of an account deficit.  
These leverage scenarios are strikingly at odds with the Fund’s stated 
objective of “[producing income] consistent with the preservation of 

                                                                                    
20. Calculations rounded.  As of February 2014, the rating services of Moody’s, 
Standard and Poor’s, and Fitch, downgraded most sovereign debt of the 
Commonwealth of Puerto Rico, like those in the UBS Closed-End Funds, to non-
investment grade status.Michael Aneiro, Fitch Makes it Unanimous, Cuts Puerto 
Rico to Junk, BARRON’S, Feb. 11, 2014, available at http://blogs.barrons.com/ 
incomeinvesting/2014/02/11/fitch-makes-it-unanimous-cuts-puerto-rico-to-junk/. 

21. Puerto Rico Sales Tax Financing Corp, Sales Tax Revenue Capital Appreciation 
Series A, CUSIP 74529JAM7, 0.0%, due 08/01/2046.  Additionally, even though 
untested in the Territory’s courts, Puerto Rico’s General Obligation debt has 
constitutional authority to access all revenues for payment of General Obligation 
debt service. 
 
22. Municipal Securities Rulemaking Board (MSRB), Electronic Municipal Market 
Access (EMMA), http://emma.msrb.org/SecurityView/SecurityDetailsTrades.aspx? 
cusip=A600B165DCAB8B1E42A2F2AC68D74B8EE (last visited Mar. 26, 2014). 
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capital.”23 It seems that the lessons in leverage taught by the collapse of Long 
Term Capital Management are soon forgotten. 

With the long-recognized sensitivity of zero coupon bonds to numerous 
variables, in order to make an informed decision, investors need to 
understand that this strategy cannot be simply described as the “possible use 
of leverage”.  The strategy amounts to leverage layered upon leverage.  It is 
tantamount to a pebble tossed into a pond, morphing into a tsunami.   

Ignoring a number of other variables, the Fund’s Prospectus provides a 
limited comment on the use of zero coupons, focusing only on interest rates. 
“[zero coupons] will be subject to greater fluctuations in marketvalue in 
response to changing interest rates than obligations of comparable maturities 
that make current distributions of interest.”24 

Missing from this Prospectus disclosures are material risk factors such 
as:  

▪ Sensitivity of zero coupon values associated with over 
concentration; 

▪ Sensitivity of zero coupon values according to stated maturities; 
▪ Sensitivity of zero coupon values related to credit rating 

changes; 
▪ Sensitivity of zero coupon values linked to political events; and 
▪ Sensitivity of zero coupon values aligned with economic 

conditions 
But this example is one of many leveraged, non-diversified funds where, 

in NASD’s words in NTM 03-71, “risks may be suitable for recommendation 
to only a very narrow band of investors capable of evaluating and being 
financially able to bear those risks”.25Furthermore, I find it impossible to 
imagine that any highly leveraged product is suitable for any investor unless 
the firm has properly determined that his or her suitability profile includes 
“Speculation” and “High Toleration of Risk.” 

By any metric, the capital markets and investor interests are not being 
properly served by the deficiencies and concerns illustrated in this article.  
Under current standards, complex, non-conventional securities with limited                                                                                     
23. UBS ASSET MANAGERS OF PUERTO RICO FUNDS QUARTERLY REVIEW, FOURTH 

QUARTER 2013, at 2 available at http://www.ubs.com/us/en/wealth/misc/puertorico 
funds.html. 

24. UBS. FIN. SERV. OF PUERTO RICO, PROSPECTUS SUPPLEMENT TO PROSPECTUS 

DATED SEPTEMBER 29, 2008 at B-4 (Dec. 30, 2008). 

25. NASD Notice to Members 03-71, at 768. (Nov. 2003). 
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secondary trading liquidity26, many times positioned with multiple layers of 
leverage, are being marketed by modestly trained advisers using dated and 
off-cycle offering documents, often lacking appropriate specificity.   

Keeping with the need to acknowledge the shared interests of all 
stakeholders, regulatory authorities, and the financial services industry, 
policy makers have obvious options that would have an immediate and 
profound impact on this challenge: 

▪ Eliminate sales of any complex product, leveraged investment, 
or NCI by anyone with only a Series 6 license; 

▪ Limit sales of leveraged products to investors who could meet 
the criteria normally required to be approved for a margin, 
options or futures account; and 

▪ Require accurate and clear disclosures of product and strategy 
risks beyond those typically contained in a money market fund 
Prospectus. 

Of course, these recommendations are not inclusive and only represent a 
modest first step.  However, I submit that if FINRA’s objective to “protect 
investors and ensure market integrity” is to be achieved, and indeed it should 
be, it is time to reevaluate a system that ignores the reality of leverage and 
complex investments.   

Since we recognize the notion of a global market place, I suggest 
revising the earlier FINRA statement, “[e]very investor in America relies on 
one thing: fair financial markets,”27 to a premise far more appropriate, “every 
investor relies on one thing:  fair financial markets.” 

                                                                                    
26. The UBS Puerto Rico Closed-End Fund Directors have recently authorized a 
limited buyback program for the funds for the investors who are willing to accept a 
price to be determined at the time of liquidation, not necessarily at the Fund’s Net 
Asset Value or posted market value.  CB Online Staff, UBS Offers Buyback of Some 
PR Bond Fund Shares, CARIBBEAN BUSINESS (Nov. 26, 2013), available at 
http://www.caribbeanbusinesspr.com/news/ubs-offers-buyback-of-some-pr-bond-
fund-shares-91398.html. 

27. FINRA, http://www.finra.org/AboutFINRA/. 
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SUPREMISLATION OF THE FAA:  
SELLING OUT THE 7TH AMENDMENT? 

 
Lisa “Z” Zeller 

 
 

THE FAA 
 

An activist Supreme Court has driven the judiciary into uncharted 
territory with its rulings on arbitration over the past forty-seven years. The 
story begins with the Federal Arbitration Act(“FAA”) enacted in 19251 that 
Congress intended as a procedural law effective only in federal courts.2  Four 
decades later, the Supreme Court reconfigured the 1925 law into a powerful 
federal statute3 creating a separate judicial system that erases the Seventh 
Amendment (the right of a trial by jury),4 preempts contradictory state laws,5 
and perhaps even permits arbitrators manifestly to disregard the law.6  This 
article briefly summarizes the legislative and judicial background of the FAA 
before 1967 in stark contrast with the Court’s activist, pro-business 
“supremislation” of the FAA in more recent years. 
 
 
 
 
 
                                                 
1. This act, modeled on the Arbitration Law of New York, was originally termed the 
United States Arbitration Act and renamed when the Act was codified in 1947.  

2. See Margaret L. Moses, Statutory Misconstruction: How the Supreme Court 
Created A Federal Arbitration Law Never Enacted by Congress, 34 FLA. ST. U. L. 
REV. 99, 112 (2006), and David S. Schwartz, Correcting Federalism Mistakes in 
Statutory Interpretation: The Supreme Court and the Federal Arbitration Act, 67 
LAW & CONTEMP. PROBS. 5 (2004). 

3. Moses H. Cone Memorial Hospital v. Mercury Construction Corp., 460 U.S. 1 
(1983). 

4. Gilmer v. Interstate/Johnson Lane Corp., 500 U.S. 20, 33 (1991). This argument is 
the subject of Jean R. Sternlight’s Mandatory Binding Arbitration and the Demise of 
the Seventh Amendment Right to a Jury Trial, 16 OHIO ST. J. ON DISP. RESOL. 669 
(2001). 

5. Southland Corp. v. Keating, 465 U.S. 1 (1984). 

6. Hall St. Associates, L.L.C. v. Mattel, Inc., 552 U.S. 576 (2008). 
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JUDICIAL AND LEGISLATIVE BACKGROUND 
 

The Federal Arbitration Act was passed in 1925 to overcome “judicial 
hostility”7 toward arbitration. The Act provided that federal courts would 
enforce predispute arbitration agreements pertaining to maritime and 
commercial contracts under federal jurisdiction8 and it strictly limited court 
review and revision of arbitral rulings.9  Until the 1960s, Court rulings 
generally respected Congressional intent in the FAA, however in 196710 the 
Supreme Court began a series of rulings that completely transformed the 
FAA and federal judicial power. This transformation was colorfully 
described by Thomas Carbonneau as “the rough equivalent of a Roman 
Catholic Pontiff proclaiming established Church creeds to be merely one 
possible belief system among many others, including agnosticism and 
atheism. The declared judicial policy on arbitration was, in effect, theological 
blasphemy.”11 This trend is typically attributed to the Court’s desire to reduce 
heavy case workloads and encourage international trade:12 “Practicability has 
emerged as the dominant force in the definition and implementation of 
law.”13 

                                                 
7.  “Traditionally, courts were hostile to arbitration, viewing it as an institution that 
would deprive them of their jurisdiction.” LAURA J. COOPER, ET. AL, ADR IN THE 

WORKPLACE 33 (The Labor Law Group ed., 2d ed. 2005). 

8 . “…commerce among the several States or with foreign nations, or in any 
Territory of the United States or in the District of Columbia, or between any such 
Territory and another, or between any such Territory and any State or foreign nation, 
or between the District of Columbia and any State or Territory or foreign nation…” 9 
U.S.C. § 1 (2013). 

9. 9 U.S.C. §10 provides only four reasons whereby courts may vacate arbitration 
awards; §11 adds three reasons for court modification of arbitration awards. 

10. Prima Paint Corp. v. Flood & Conklin Mfg. Co., 388 U.S. 395 (1967). 

11. Thomas E. Carbonneau, The Revolution in Law Through Arbitration, 56 CLEV. 
ST. L. REV. 233, 239 (2008). 

12. See, for example, Paul D. Carrington & Paul H. Haagen, Contract and 
Jurisdiction, 1996 SUP. CT. REV. 331, 332 (1996), Bert I. Huang, Lightened Scrutiny, 
124 HARV. L. REV. 1109, 1117 (2011), and Stephen L. Wasby, Unpublished Court of 
Appeals Decisions: A Hard Look at the Process, 14 S. CAL. INTERDISC. L.J. 67 
(2004). 

13. Carbonneau, supra note 11, at 234. 
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Two Supreme Court decisions are of particular importance in 
understanding arbitration prior to 1967. In 1938, Justice Brandeis 
emphasized in Erie R. Co. v. Tomkins14 the primacy of state law in 
overturning an earlier decision15 which had created a dominant federal 
common law:  “Except in matters governed by the Federal Constitution or by 
acts of Congress, the law to be applied in any case is the law of the state. 
…There is no federal general common law.”16This case was cited in 1955 in 
overturning a Second Circuit decision,17 which would have enabled a party to 
circumvent state law and obtain a “substantially different result” by taking 
the dispute to a federal court.18 

The 1953 ruling in Wilko v. Swan established that buyers of securities 
were protected by the Securities Act of 1933 from waiving their rights to trial 
in predispute arbitration agreements.19 In contrasting the FAA and the 
Securities Act, the Court noted:  “[T]he protective provisions of the 
Securities Act require the exercise of judicial direction to fairly assure their 
effectiveness… Congress…has enacted the Securities Act to protect the rights 
of investors and has forbidden a waiver of any of those rights. (Italics 
added.)20 

Wilko also established the concept of “manifest disregard of the law” as a 
common-law reason for overturning arbitration decisions.21 Sections 10 and 
11 of the FAA require arbitral rulings to be subject only to strictly limited 
court review and revision. One clear exception was outlined by Justice Reed: 
“[T]he interpretations of the law by the arbitrators in contrast to manifest 
disregard are not subject, in the federal courts, to judicial review for error in 
interpretation.”22 The Wilko language led to the widespread adoption of 

                                                 
14. 304 U.S. 64 (1938). 

15. Swift v. Tyson, 41 U.S. 1 L. Ed. 865 (1842), overruled by Erie R. Co., 304 U.S. 
at 64. 

16. Erie R. Co, 304 U.S. at 69 (emphasis added). 

17. Bernhardt v. Polygraphic Co. of Am., 350 U.S. 198, 202 (1956). 

18. Id. at 204 (quoting Guaranty Trust Co. of New York v. York, 326 U.S. 99, 109 
(1953)). 

19. Wilko v. Swan, 346 U.S. 437 (1953). 

20. Id. at 437-38. 

21. Id. 

22. Id. at 436-37 (emphasis added).  
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“manifest disregard” as a valid basis of common-law appeal of arbitration 
rulings. 

Laws passed by Congress in three important areas, two of which 
increased judicial caseloads, were important factors in the Court’s 
subsequent shifts on arbitration. After the stock market crash in 1929, 
Congress passed two securities-related laws, the Securities Act of 1933 and 
then the Securities Exchange Act of 1934, which protected investors from 
unscrupulous sellers of securities. The Civil Rights Act of 1964, or Title VII, 
made it illegal for employers “to refuse to hire or to discharge any 
individual…because of such individual’s race, color, religion, sex, or 
national origin.”23 These laws, and Title VII in particular, resulted in a 
landslide of cases for the courts,24 creating intense pressures to reduce 
caseloads. Separately, the Labor Management Relations Act of 1947 
(“LMRA”), opened the door for increased power in the federal courts by 
providing that suits relating to disagreements about collective bargaining 
agreements are enforceable in federal courts.25 

 
 

SUPREMISLATION OF ARBITRATION 
 

Starting in 1967, Court rulings shifted markedly and began to create a 
broad “federal common law” in arbitration. In essence, the doctrine of stare 
decisis gradually transformed into “starry-eyed decisions,” as the Court 
transformed the FAA into a statute creating a “strong federal policy favoring 
arbitration.”26 The Supreme Court first declared in Prima Paint, a case about 
a commercial dispute involving an arbitration agreement, that “this rule—one 
of ‘national substantive law’—governs.”27 This 1967 ruling was vigorously 
protested by Justice Black in his dissent: “The Court thus holds that the 
Arbitration Act…authorizes…the Court [to approve] a rule which 

                                                 
23. 42 U.S.C.A. § 2000e-2 (West 2014). 

24. Julian J. Moore, Arbitral Review (or Lack Thereof): Examining the Procedural 
Fairness of Arbitrating Statutory Claims, 100 COLUM. L. REV. 1572, 1581 (2000). 

25. “Suits for violation of contracts between an employer and a labor 
organization…may be brought in any district court of the United States having 
jurisdiction of the parties, without…regard to the citizenship of the parties.” 29 
U.S.C. § 185(a).  

26. 460 U.S. 1 (1983). 

27. Prima Paint, 388 U.S. at 400. 
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is…contrary to state law….  [T]hat result was clearly not intended by 
Congress.”28 Margaret Moses highlights the ramifications of this 
interpretation: “[B]y its misuse of legislative history…the Prima Paint Court 
unleashed the statute [FAA] from its moorings and sent it on a journey from 
which it has never returned.”29 

The pace of the FAA transformation accelerated in 1984 when Justice 
Brennan penned the Court’s “strong federal policy favoring arbitration” in 
Moses H. Cone Memorial Hospital v. Mercury Construction Corp.30 
“Standing on its own shoulders,”31 the Court relied on its words in Prima 
Paint as support for this position, claiming: “The Arbitration Act establishes 
that, as a matter of federal law, any doubts concerning the scope of arbitrable 
issues should be resolved in favor of arbitration…”32 In reality, this policy is 
“one created by the judiciary out of whole cloth.”33 

One year after Moses H. Cone, the Court published Southland Corp. v. 
Keating,34 which extended this “federal policy favoring arbitration” to create 
federal law that invalidated a contravening state law. The California Supreme 
Court had ruled that state franchise law was not preempted by the federal 
arbitration policy, citing the Supreme Court’s rationale behind similar ruling 
in Merrill Lynch, Pierce, Fenner & Smith v. Ware.35 The Court was again 
standing on its own shoulders, declaring that Prima Paint’s holding that the 
FAA was an “exercise of the Commerce Clause” clearly implied that the law 
must be enforceable in both state and federal courts.36  
                                                 
28. Id. at 411. 

29. Moses H. Cone, 460 U.S. at 24. 

30. Moses, supra note 26, at 122. 

31. Justice Stephens coined this term for the Court’s reliance on its own common law 
in Circuit City Stores, Inc. v. Adams, 532 U.S. 105,132 (2001). 

32. Id. at 24-5. 

33. See Moses, supra note 26, at 123. 

34. 465 U.S. 1 (1984). 

35. “‘The principle to be derived from our decisions is that federal regulation of a 
field of commerce should not be deemed preemptive of state regulatory power in the 
absence of persuasive reasons—either that the nature of the regulated subject matter 
permits no other conclusion, or that the Congress has unmistakably so ordained.’” 
Keating v. Superior Court, 31 Cal. 3d 584, 603, 645 (1982) (citing Merrill Lynch, 
Pierce, Fenner & Smith v. Ware, 414 U.S. 117 (1973)), rev’d in part, appeal 
dismissed in part sub nom. Southland, 465 U.S. at 863-864. 

36. Southland, 465 U.S. at 858. 
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Gilmer v. Interstate Johnson Lane Corp.,37 decided in 1991, involved a 
contract of adhesion.38 Once again, the Court drew its support from prior 
court decisions,39 requiring a non-union worker to arbitrate a federal age 
discrimination claim because of a mandatory, predispute securities 
registration application. In the surprising words of Justice White: “Mere 
inequality in bargaining power…is not a sufficient reason to hold that 
arbitration agreements are never enforceable in the employment context.”40 
The Gilmer ruling was a real turning point in the Court’s support for 
arbitration of statutory claims. This stance preempted the Seventh 
Amendment,41 the right to a trial by jury. Although jury trial rights are 
subject to contractual waiver, the courts have developed very strict standards 
for upholding such waivers, including “no significant disparity of bargaining 
power.”42 Several courts have ruled that the requirement of a “knowing, 
voluntary and intelligent” waiver for the Seventh Amendment is 
inappropriate for arbitration because of the strong federal policy favoring 
arbitration. “This is, quite simply, a non-explanation, because the 
Constitution is the Supreme Law of the Land.”43 The vast majority of 
arbitration cases either ignores the subject or declares that jury trial doctrines 

                                                 
37. 500 U.S. 20 (1991). 

38. “Contracts of adhesion” refer to contracts between parties where one side has the 
overwhelming majority of the bargaining power and uses this power to its advantage. 

39. For example: “Moreover, an arbitrator's decision as to whether a unionized 
employee has been discriminated against on the basis of age in violation of the 
ADEA remains subject to judicial review under the FAA. 9 U.S.C. § 10(a) 
(2013).Relationships between securities dealers and investors, for example, may 
involve unequal bargaining power, but we nevertheless held in Rodriguez and 
McMahon that agreements to arbitrate in that context are enforceable.”   

40. Gilmer, 500 U.S. at 33. 

41. Sternlight, supra note 4, at 669-670.   

42. “The courts…enforce the waivers only when they are found to be knowing, 
voluntary, and intentional. To make this determination, they look at a series of 
overlapping factors relating to the negotiability of the waiver: whether it was actually 
negotiated, whether counsel assisted with the negotiation, whether the waiver was 
clear and conspicuous, whether there was a significant disparity of bargaining power, 
and whether the party opposing the waiver is relatively knowledgeable and 
sophisticated.” Id. at 693. 

43. Id. 
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are not relevant, and the Supreme Court has never directly addressed the 
Seventh Amendment in the context of arbitration.44 

Slightly more than six months after the Southland v. Keating decision, 
the Supreme Court next turned to the arbitration of statutory claims. In 
Mitsubishi Motors Corp. v. Soler Chrysler-Plymouth, Inc., Justice Blackmun 
boldly declared that “[b]y agreeing to arbitrate a statutory claim, a party does 
not forgo the substantive rights afforded by the statute; it only submits to 
their resolution in an arbitral, rather than a judicial, forum.”45 The Mitsubishi 
ruling added: “[W]e are well past the time when judicial suspicion of the 
desirability of arbitration and of the competence of arbitral tribunals should 
inhibit enforcement of the Act ‘in controversies based on statutes.’”46 

This ruling was contrary both to implicit and explicit statements made by 
the Court earlier. The Wilko v. Swan decision seemed to indicate clearly that 
arbitration was a forum unfit to decide statutory claims.47 This idea was 
reiterated by the Court in its 1974 Alexander v. Gardner Denver decision: 
“Arbitral procedures, while well suited to the resolution of contractual 
disputes, make arbitration a comparatively inappropriate forum for the final 
resolution of rights created by Title VII.”48 

The Mitsubishi ruling opened the floodgates to statutory arbitration under 
the FAA. In 1987, in Shearson/Am. Exp., Inc. v. McMahon,49 the Court 
enforced an arbitration agreement between a customer alleging violation of § 
10(b) of the 1934 Securities Act50 and the Racketeer Influenced and Corrupt 
Organizations Act (“RICO)51 requiring both the § 10(b) and the RICO 

                                                 
44. Id. at 713, 731, 730. 

45. 473 U.S. 614, 628 (1985). 

46. Id. at 626-627. 

47. “This case requires subjective findings on the purpose and knowledge of an 
alleged violator of the Act. They must be not only determined but applied by the 
arbitrators without judicial instruction on the law. As their award may be made 
without explanation of their reasons and without a complete record of their 
proceedings, the arbitrators’ conception of the legal meaning of such statutory 
requirements as ‘burden of proof,’ ‘reasonable care’ or ‘material fact,’ … cannot be 
examined. Power to vacate an award is limited.”Wilko, 346 U.S. at 435-36. 

48. 415 U.S. 36 (1974). 

49. 482 U.S. 220 (1987) 

50. 15 U.S.C.A. § 78j (West 2014). 

51. 18 U.S.C. § 1961 (West 2014). 
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statutory claims to be arbitrated. McMahon had signed a brokerage 
agreement, which included a predispute arbitration provision, in order to 
become a customer of the brokerage firm.  This ruling thus extended the long 
arm of the FAA to cover standard consumer contracts, where consumers are 
often totally unaware of both the existence of the arbitration provisions and 
the implications of agreeing to such a provision. Justice O’Connor 
pronounced: “The Arbitration Act, standing alone, therefore mandates 
enforcement of agreements to arbitrate statutory claims.”52 

As a basis for appeal, manifest disregard was seemingly reinforced in 
the Shearson v. McMahon ruling: “[a]lthough judicial scrutiny of arbitration 
awards necessarily is limited, such review is sufficient to ensure that 
arbitrators comply with the requirements of the statute.”53 The Supreme 
Court’s 2008 ruling in Hall Street v. Mattel,54 however, has created massive 
confusion over this case law. At one extreme, Hall Street has been read to 
completely eliminate any non-statutory reason for court review of arbitration 
awards, including “manifest disregard of the law.”55 At the other extreme, the 
ruling has been termed “much ado about nothing.”56 

On first reading, some statements in Hall Street clearly appear to limit 
court review of arbitration awards to the specific reasons listed in the FAA: 
“We now hold that §§ 10 and 11 respectively provide the FAA's exclusive 
grounds for expedited vacatur and modification… the text compels a reading 
of the §§ 10 and 11 categories as exclusive.”57 This clear language becomes 
murky when, in particular, Justice Souter writes about Wilko v. Swan: 

                                                 
52. Id. Note: It was not until 1989 in Rodriguez de Quijas v. Shearson/Am. Exp., Inc. 
490 U.S. 477 (1989), that the Court expressly overruled Wilko. 

53. Id. at 232. 

54. Hall Street, 552 U.S. 576. 

55. “The Fifth and Eleventh circuits have conclusively held that manifest disregard is 
no longer valid.” Ann C. Gronlund, The Future of Manifest Disregard As A Valid 
Ground for Vacating Arbitration Awards in Light of the Supreme Court's Ruling in 
Hall Street Associates, L.L.C. v. Mattel, Inc., 96 IOWA L. REV. 1351 (2011). 

56. My Linda K. Sims & Richard A. Bales, Much Ado About Nothing: The Future of 
Manifest Disregard After Hall Street, 62 S.C. L. REV. 407 (2010) agree with the 
Second and Ninth Circuits that the ruling has little impact on court actions. Similarly, 
HiroN. Aragaki, argues that “the Court did not intend to unravel settled 
jurisprudence in this area in one fell swoop,” in The Mess of Manifest Disregard, 119 
YALE L.J. ONLINE 1, 5 (2009). 

57. Hall Street, 552 U.S. at 584, 586. 
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Maybe the term “manifest disregard” was meant to name a new 
ground for review, but maybe it merely referred to the § 10 grounds 
collectively…Or… ”manifest disregard’ may have been shorthand 
for § 10(a)(3) or § 10(a)(4), the paragraphs authorizing vacatur when 
the arbitrators were “‘guilty of misconduct” or “exceeded their 
powers.”58 

The Court’s ruling has also been interpreted in context mean an elimination 
of manifest disregard only for third parties seeking to expand review beyond 
the FAA by contract.59 

The Supreme Court seems in no hurry to clarify this confusion. The 
Court denied certiorari in three cases seeking clarification of “manifest 
disregard,”60 and then declined to address the issue in Stolt v. Nielsen 
explicitly: “We do not decide whether ‘manifest disregard’ survives our 
decision in Hall Street Associates as an independent ground for review or as 
a judicial gloss on the enumerated grounds for vacatur set forth at 9 U.S.C. § 
10.”61 Until there is more clarity on this issue, further delays and disruptions 
are likely as disgruntled parties with deep pockets appeal awards to further 
delay payments.62 

 
 

SURVEY OF SCHOLARLY CONCERNS 
 

An informal review of thirty-two articles analyzing various aspects of 
Supreme Court arbitration rulings revealed widespread discontent about the 
current state of arbitration in the U.S.63 The broadest concern is that Supreme 
Court has created a legal system parallel to the judiciary that Congress never 
imagined, much less intended. In the securities industry, individuals are 
required to arbitrate all disputes merely in order to buy or sell securities or to 

                                                 
58. Id. at 585. 

59. Aragaki, supra note 56. 

60. “Coffee Beanery, Ltd. v. WW, L.L.C. and Grain v. Trinity Health, both from the 
Sixth Circuit, and Improv West Associates v. Comedy Club, Inc. from the Ninth 
Circuit.” Sims & Bales, supra note 56, at 423.  

61. Hall St., supra note 56, at 585. 

62. Kevin Patrick Murphy, Alive but Not Well: Manifest Disregard After Hall Street, 
44 GA. L. REV. 285, 294 (2009). 

63. A discussion of employment rulings, in particular the gradual incorporation of 
the LMRA into the FAA umbrella, is outside the scope of this article. 



32 SUPREMISLATION OF THE FAA [Vol. 21 No. 1 

work in the industry. And, although the Supreme Court has declared that the 
arbitration process “does not forgo the substantive rights afforded by the 
statute,”64 the reality seems quite different.  

What began as a “small concession to the commercial interests in New 
York City”65 has now been labeled “a policy preference in favor of 
capitalism and economic prosperity over all other social values and 
objectives.”66 In fact, the Court’s rulings have created another “separate but 
equal” doctrine,67 and the only possible way to truly reconcile these two 
forums would be to take away all of arbitration’s advantages68 and add some 
features to the arbitration process. The Court’s rulings have been compared 
to those of the “Lochner Era”69 in early 20th century, which served “to 
undercut state and federal protective regulations and to favor employers over 
employees and corporations over consumers.”70 

Jean Sternlight emphasizes that these decisions have erased the 7th 
Amendment right to a trial.  Constitutional law, which should take 
precedence over the FAA, has simply disappeared behind the federal policy 
favoring arbitration.71 This federal policy also ignores the fact that there is 
generally no protection from perjury and tampering laws in the arbitral 
forum.72 The Model Penal Code (“MPC”), adopted by most states, simply 
does not mention arbitration.73 An obvious contrast, for example, is the Floyd 
Landis arbitration testimony, where Landis later admitted he lied with 

                                                 
64. Mitsubishi, 473 U.S. at 628. The Court’s statement may have been a self-
fulfilling prophesy, as is evident in the title of a recent journal article by Thomas J. 
Stipanowich, Arbitration: The New Litigation, 2010 U. ILL. L. REV. 1 (2010). 

65. Carbonneau, supra note 11, at 233-34.   

66. Id. at 262. 

67. Id. at 261-62. 

68. Id. at 262. 

69. The “Lochner era” is “an approach that…refer[s] to preservation of the existing 
distribution of wealth and entitlements under the baseline of the common law.” Cass 
R. Sunstein, Lochner's Legacy, 87 COLUM. L. REV. 873, 875 (1987). 

70. Moses, 460 U.S. at159. 

71. Sternlight, supra note 3. 

72. Kristen M Blankley, Taming the Wild West of Arbitration Ethics, 60 U. KAN. L. 
REV. 925 (2012).  

73. Id. at 934. 
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impunity, and the Barry Bonds testimony before a grand jury, which resulted 
in a lengthy trial for perjury.74 

In further examining the question of whether any “substantive rights” are 
lost in the arbitration forum, the Hall Street ruling has created a massive 
cloud of confusion over the question as to whether arbitrators are required to 
follow the law in their rulings.  The circuit courts are totally divided about 
the meaning of this ruling, and this division has been the focus of numerous 
scholarly articles.75 Leigh Gill has divided the circuits into three aptly-named 
groups: “judicial gloss,” “sitting on the fence,” and “wall-flowers.”76 

This division is important because manifest disregard is a major 
impediment to the much-heralded finality of arbitration awards: Manifest 
disregard is the most-often litigated claim for parties seeking vacatur of 
awards.77 Either a state or federal court in the U.S. has faced this claim an 
average of once per week.78 Added uncertainty is likely to encourage a 
higher level of litigation, as losing parties with deep pockets use this 
uncertainty to delay payment and discourage their adversaries.79 In addition, 
the implication of interpreting Hall Street to abandon even the most basic 
form of the common law doctrine of “manifest disregard” in vacating 
arbitration awards means that arbitrators are “free to put themselves above 
the law.”80 It appears they are in the Fifth and Eleventh Circuits.81 Clearly, 
                                                 
74. Id. at 927-8. 

75. For example, see Aragaki, supra note 56; Kenneth R. Davis, The End of an 
Error: Replacing "Manifest Disregard" with A New Framework for Reviewing 
Arbitration Awards, 60 CLEV. ST. L. REV. 87, 102 (2012); Leigh F. Gill, Manifest 
Disregard After Hall Street: Back from the Dead-the Surprising Resilience of A Non-
Statutory Ground for Vacatur, 15 LEWIS & CLARK L. REV. 265, 273-280 (2011); 
Gronlund, supra note 55; Murphy, supra note 62; and Sims & Bales, supra note 56. 

76. According to Gill, the “judicial gloss” group includes the Second and Ninth 
Circuits; the “sitting on the fence” category incorporates the First, Sixth and Tenth 
Circuits; and the “wall-flowers” are the Third, Fourth, Seventh, Eighth, Ninth and 
D.C. Circuits. (The “wall-flower” circuits have not yet addressed the question.) Gill, 
supra note 75, at 273, 275, 280. 

77. Michael E. LeRoy & Peter Feuille, The Revolving Door of Justice: Arbitration 
Agreements That Expand Court Review of an Award, 19 OHIO ST. J. ON DISP. RESOL. 
861, 907 (2004). 

78. Aragaki, supra note 56, at 1-2. 

79. LeRoy and Feuille, supra note 77, at 916.  

80. Michael E. LeRoy, Are Arbitrators Above the Law? The "Manifest Disregard of 
the Law" Standard, 52 B.C. L. REV. 137, 144 (2011). 
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this is not a forum offering the same substantive rights to participants as the 
courts.  

The Supreme Court’s arbitration rulings have also trampled the rights of 
states in upholding state laws. David Schwartz observes about the Southland 
v. Keating82 ruling:  “If original congressional intent is the touchstone of a 
statute’s preemptive effect, Southland was plainly wrong. The historical 
record clearly shows that the FAA was intended to be a procedural statute for 
the federal courts, that it was not intended to preempt state 
law…but…preserve all applicable state contract law.”83 Erie v. Tomkins84 
was intended to eliminate the social and political shortcomings, as well as the 
“persistence” of state courts in holding their own opinions on common laws, 
that had become apparent in the creation of a “broad federal law.” These 
social and political shortcomings can be seen in the criticisms that the federal 
rulings tend to favor employers over employees and corporations over 
consumers.85 The “persistence” of state court opinions has been particularly 
notable after Hall Street. 

 
 

WHAT NEXT? 
 

Where does the arbitration system go from here? Twenty-three of the 
thirty-two articles surveyed on arbitration issues recommended approaches 
for improving or resolving various perceived imperfections in the arbitral 
system.86 I have broadly categorized how the authors believe change should 
be implemented into five groups:87 

 
 
 

                                                                                                                 
81. Gronlund, supra note 55, at 1634. Gronlund points out that, in addition, the First 
Circuit appears to have taken this approach in dictum.      

82. Southland, 465 U.S. 1. 

83. David S. Schwartz, Correcting Federalism Mistakes in Statutory Interpretation: 
The Supreme Court and the Federal Arbitration Act, 67LAW & CONTEMP. PROBS. 5, 
8 (2004). 

84. 304 U.S. at 74. 

85. Moses, supra note 1, at 159. 

86. The breadth of the arbitration issues addressed in these articles varied widely.   

87. See Appendix for a listing of articles by categorization. 
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Among this limited sample, the legislative approach is clearly the 

preferred problem-solving remedy advocated by these authors, a somewhat 
discouraging preference in light of recent legislative gridlock. The statutory 
solutions proposed range from simple, such as Kristen Blankley’s suggestion 
to include arbitration as a forum where perjury and tampering are illegal in 
the Model Penal Code (and relevant state statutes where the MPC has not 
been adopted),88 to an incredibly complex system designed to increase and 
hone judicial review of arbitration awards.89 This hoped-for system would 
include the creation of a “Qualified Arbitration Participants” (QAPs), similar 
to Qualified Institutional Buyers in Rule 144A of the Securities Act of 
1933,90 and the legislative development of a category called “mandatory 
laws.”91 

Highly focused legislative changes such as that recommended by 
Blankley seem feasible, especially on a state-by-state basis, but 
recommendations for the legislative branch to resolve the complex problem 
of overhauling—or even tinkering with—the arbitral system may be 
misguided. Although the Uniform Arbitration Act (UAA) was a positive 
development in this direction, the difficulty of developing a top-down system 
of arbitration was highlighted when a panel of “experts” developed the 
Revised Uniform Arbitration Act (RUAA). This supposedly improved 
structure for arbitration, which created more opportunities for challenges to 

                                                 
88. Blankley, supra note 72, at 974. Note: Blankely does not address whether or not 
such laws should be extended to mediation, a complex topic owing to confidentiality 
requirements. 

89. Karen A. Lorang, Mitigating Arbitration's Externalities: A Call for Tailored 
Judicial Review, 59 UCLA L. REV. 218 (2011). 

90. Id. at 259. 

91. “For example, mandatory laws are laws where ‘the parties could not have formed 
an enforceable contract to avoid.’ Many statutes are mandatory. But not all 
mandatory laws are statutes.” Id. at 253. 

Recommended Approaches Number Percentage 
1. Statutory Modifications 11 48% 

2. Statutory Plus Judicial Changes 2 9 
3. Either Statutory or Judicial 1 4 

4. Judicial Innovations 5 22 
5. Status Quo is Acceptable 4 17 

TOTAL 23 100% 
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awards, has only been adopted by fifteen states over the past fourteen years.92 
The 2013 Arbitration Fairness Act (“AFA”) is the fourth version93 of a 
proposed legislative change to the Supreme Court’s arbitration law. The Act, 
which would prohibit predispute arbitration agreements for employment, 
consumer, anti-trust and civil rights cases, is estimated to have a three 
percent chance of passage.94 

In the “statutes plus courts” recommendation category, Carbonneau 
emphasizes the need for “two willing parties” to agree to arbitration, 
recommending special notices on contracts that explain the ramifications of 
agreeing to arbitration. He believes this change would require federal 
legislative support because of the federal preemption doctrine.95 He also 
recommends increased court review of arbitration decisions involving 
consumer and employee statutory rights, which would probably again 
necessitate changes to federal arbitration law.96 In order to at least partially 
offset the increased caseload from his suggestions, Carbonneau offers two 
suggestions: (1) utilizing an arbitral tribunal for appeals; and/or (2) adopting 
the B.L. Harbert2006 Eleventh Circuit decision97 to require sanctions for 
future frivolous appeals as a model for case management: “Courts cannot 
prevent parties from trying to convert arbitration losses into court victories, 
but it may be that we can and should insist that if a party on the short end of 
an arbitration award attacks that award in court without any real legal basis 
for doing so, that party should pay sanctions.”98 

Julian Moore, whose recommendations also fall into the “legislation plus 
judiciary” box, proposes several legislative changes99 that include 

                                                 
92. See Uniform Law Commission, Arbitration Act (2000), http://uniformlaws.org/ 
Act.aspx?title=Arbitration%20Act%20%282000%29 (last visited Mar. 26, 2014). 

93. The bill was originally introduced in 2007, and then reintroduced in 2009 and in 
2011. See Arbitration Fairness Act of 2007, H.R. 3010, https://www.govtrack.us/ 
congress/bills/110/hr3010 (last visited Mar. 26, 2014). 

94. See Arbitration Fairness Act of 2013, H.R. 1844, https://www.govtrack.us/ 
congress/bills/113/hr1844 (last visited Mar. 26, 2014). 

95. Carbonneau, supra note 11, at 267. 

96. Id. at 267-8. 

97. B.L. Harbert Int'l, LLC v. Hercules Steel Co., 441 F.3d 905, 907 (11th Cir. 
2006). 

98. Id. at 913-4. 

99. Moore, supra note 24, at 1581. 
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recommendations that Congress ensure “qualified, neutral arbitrators, 
reasoned written awards that are made public, and protection against the 
excessive price that often is associated with arbitration”100 Again, these 
proposals seem to be nearly impossible for Congress to define and agree 
upon. In addition, this solution seems likely to create waves of unintended 
consequences to the arbitration process.101 

Ultimately, except for Blankey’s limited and simple proposed legislative 
changes to prohibit perjury and tampering in arbitration, I find it difficult to 
have much faith in the likelihood of any major legislative changes being 
implemented at the Federal level. It seems clear that “[a]cademics risk 
irrelevance if they devote their effort and creativity to proposing legislative 
reforms that lack any possible chance of enactment.”102 

Four authors recommend case law changes to improve arbitration. 
Schwartz’s embrace of overturning Southland v. Keating is elegantly simple, 
and yet very powerful: it would unleash the power of the lower courts to help 
shape and refine common law in this broad and complex field. This 
recommendation, which would eliminate federal court dominance in 
arbitration cases at the state level, may have a reasonable chance of 
implementation for three reasons, first, this solution is elegant in its 
simplicity, second, Schwartz offers significant reassurance that such Court 
reversals are within the realm of possibility;103 and third, this change could 
also be legislated. In discussing the resultant increased workload of the lower 
courts subsequent to such a decision, he offers: “If the increased judicial 
business created a problem for states, that could be handled by the 
appropriate state legislatures. That is, after all, how the federal system is 
supposed to work.104 

                                                 
100. Id. at 1598. 

101. For example, are “qualified” arbitrators only those with legal backgrounds? 
This approach is contrary to the business expertise valued in creating the support for 
arbitration in the FAA, LMRA and FINRA. 

102. Laura J. Cooper, Employment Arbitration 2011: A Realist's View, 87 IND. L.J. 
317, 323, 324 (2012).  

103. Schwartz quotes Justice Brandeis: “[Stare decisis] is not an inexorable 
command. The instances in which the court has disregarded its admonition are 
many.” He also mentions the data in an article by William Eskridge noting that 
Supreme Court either overruled or materially modified statutory precedents more 
than eighty times between 1961 and 1988. Schwartz, supra note 83, at 47. 

104. Id. at 53. 
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Schwartz has a surprising ally in supporting his argument for overturning 
Southland v. Keating. In 2001 Justice O’Connor wrote:  

I continue to believe that Congress never intended the Federal 
Arbitration Act to apply in state courts…We have often said that the 
pre-emptive effect of a federal statute is fundamentally a question of 
congressional intent…Yet, over the past decade, the Court has 
abandoned all pretense of ascertaining congressional intent with 
respect to the Federal Arbitration Act, building instead, case by case, 
an edifice of its own creation…Were we writing on a clean slate, I 
would adhere to that view…105 
One lower court ruling highlighted as a positive change is the California 

Supreme Court’s Broughton v. CIGNA Healthplans, 106 which upheld state 
law in defining a necessary forum for the courts: “[A]rbitration and litigation 
are not similarly situated for purposes of awarding the public injunction 
remedy.”107 The California Supreme Court’s ruling recognizes that the 
resolution of a public wrong should be determined by a public institution.   

 Finally, the four articles supporting the status quo are reminiscent of 
arguments advanced in favor of capitalism.  Peter Rutledge argues forcefully 
against the proposed Arbitration Fairness Act, noting that data support the 
claim that arbitration often generates better outcomes for individuals than 
litigation, and individuals often have difficulty finding plaintiff’s lawyers in 
light of the high cost of litigation.108 He also points out the difficulties 
inherent in reaching post-dispute agreements to arbitrate.109 Instead, Rutledge 
argues for laissez-faire: “This is not to suggest that the system of arbitration 
in the United States is flawless, but it has largely worked well. Where there 

                                                 
105. Allied-Bruce Terminix Companies, Inc. v. Dobson, 513 U.S. 265, 283 
(1995).This opinion is highlighted in JAY FOLBERG, ET. AL., RESOLVING DISPUTES IN 

THEORY, PRACTICE AND LAW,644-645 (Wolters-Kluwer,2d ed. 2010). 

106. Broughton v. Cigna Healthplans of California, 21 Cal. 4th 1066, 988 P.2d 67 
(1999). 

107. Aragaki, supra note 56, at 1251. 

108. Peter B. Rutledge, Point: The Case Against the Arbitration Fairness Act, 16 No. 
1 DISP. RESOL. MAG. 4 (2009). 

109. Rutledge cites the following reasons: parties are less cooperative post-dispute, 
and they are more likely to litigate because one party will perceive greater 
advantage. Id. at 7. 
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are flaws, a combination of industry self-regulation and judicial oversight has 
sought to address those errors.110 

Three recommendations should be given more attention by those seeking 
to influence the courts and legislators to improve our system of arbitration. 
First, Blankely’s “simple legislative change”111 to make perjury and 
tampering illegal in the arbitral forum would place critical aspects of 
arbitration on a more equal level with that of the judiciary. Second, 
Carbonneau’s recommendation that the courts require sanctions for frivolous 
arbitration appeals as ruled in B.L. Harbertis both appealing and probably 
reasonably simple in many cases, with the potential to reduce the clever 
delaying tactics which can tie up arbitration rulings for long periods. Finally, 
and most importantly, Schwartz’s recommendation that the Supreme Court 
overturn Southland v. Keating112 could open up a vast new laboratory to 
rework this complex system over time through our state court systems. 
Importantly, this change could also be accomplished in the legislative arena: 
the proposal is much less complex than attempting to re-creating arbitration 
at the federal level.  

 
 

CONCLUSION 
 

SCOTUS’ Supremislation of the FAA has effectively created a separate 
common law that Congress certainly never envisioned in 1925. The Supreme 
Court’s rulings are widely perceived as confusing, overreaching, inconsistent 
and pro-business.   Pragmatically, overturning the Supreme Court’s policy of 
federal preemption established by Southland v. Keating would reopen a 
laboratory of creative potential in the lower courts and states. In essence, the 
Supreme Court created a “one size fits  bnyall” arbitration law out of the 
FAA, in spite of the enormously wide area of conflicts that arbitration now 
covers. The end result is a law haphazardly busting out of its supremislated  

 
 
 
 

                                                 
110. Peter B. Rutledge, Who Can Be Against Fairness? The Case Against the 
Arbitration Fairness Act, 9 CARDOZO J. CONFLICT RESOL. 267,268 (2008). 

111. Blankley, supra note 72, at 929. 

112. 465 U.S. 1 (1984). 
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seams. The reversal of Swift v. Tyson was intended to alleviate some of the 
social and political ills that arose from a dominant federal common law, as 
well as from a patchwork of inconsistent lower court rulings.”113 
Supremislation of the FAA has now created a similar cauldron of problems. 
The time has come for change. 

 
 

  

                                                 
113. Erie, supra xiv at 74. 
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COMPUTER MODEL ILLUSTRATIONS IN  
SECURITIES ARBITRATION CASES 

 
Michael B. Engdahl, JD, MS, CFP®1 

 
 

INTRODUCTION 
 

Because of recent advances in technology, the use of computer model 
illustrations in securities arbitration cases is increasing.  Computer model 
illustrations are used in a variety of situations.  For example, a computer 
model illustration may have been used by the respondent to induce the 
claimant to invest in the scheme or investments at issue in the securities 
arbitration case.  Also, a computer model illustration may be used by the 
claimant’s expert in order to help establish a hypothetical suitable portfolio 
and the claimant’s lost opportunity cost damages.   

In the first situation, the claimant’s attorney needs to be aware of the 
flaws in the respondent’s computer model in order to attack the model and 
model’s output.  In the second situation, the claimant’s attorney needs to be 
aware of the flaws in the computer model introduced by the claimant’s expert 
in order to withstand a potential attack on the model and model’s illustration 
by the respondent’s attorney or respondent’s expert.  It is critical for the 
claimant’s attorney to realize that no computer model is perfect and, 
therefore, all models have flaws.  However, some computer models have 
more flaws than others. 

This article will define and examine deterministic and non-deterministic 
computer models.  Specific attention will be given to Monte Carlo models, 
which are currently a popular type of non-deterministic model.  This article 
will also, through a hypothetical example, introduce and explain a three-step 
method for claimants’ attorneys to deal with computer model illustrations.   
 
 

                                                           
1. Michael B. Engdahl, JD, MS, CFP® is an Associate Professor of Financial 
Services and Business Law at Edinboro University of Pennsylvania, a CERTIFIED 
FINANCIAL PLANNER™ certificant, and an attorney, who represents investors in 
their disputes with brokerage firms and the financial services industry. He holds a 
Juris Doctor degree from the State University of New York at Buffalo and a Master 
of Science in Personal Financial Planning degree from the College for Financial 
Planning. Michael has an office in Jamestown, NY and can be reached at (716) 485-
6913 or mbengdahl@netsync.net. 
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DETERMINISTIC MODELS 
 

All computer models can be classified as either deterministic or non-
deterministic models.  A deterministic model assumes that an investor will 
earn the same rate of return each and every year.  The main flaw in 
deterministic models is that they ignore the standard deviation2 of investment 
portfolios.  Specifically, they fail to measure how the volatility of a portfolio 
in the early years may have a dramatic effect on the sustainability of 
withdrawals in the later years. 

For example, assume that a 65-year old retiree wants to know the 
maximum she can withdraw from her IRA, currently worth $500,000, each 
year without running out of money before she dies.  Her financial advisor 
then inputs the following data into his Hewlett Packard 10BII financial 
calculator: 
 Present Value:     $500,000 
 Number of Annual Compounding Periods: 30 
 Interest Rate Per Year:            6% 

After the advisor hits the “Payment” key, his display screen reads 
$36,324.  He then advises the retiree to withdraw no more than $36,324 per 
year from her IRA. 

Following her financial advisor’s recommendation, the retiree takes an 
annual IRA distribution of $36,324 each and every year on December 31 
beginning at age 65.  The investments in her IRA do earn a 6% average 
annual rate of return until her death.  She lives to age 95.  However, her IRA 
balance was reduced to $0 by age 87.  How is this possible? 

The answer of course lies in the fact the financial calculator is a 
deterministic model which incorrectly assumed the retiree would earn the 
same rate of return (6%) each and every year.  Specifically, the calculator did 
not take into account how below average performance during the early years 
of withdrawals may affect the long-term sustainability of the investment 
portfolio. 
 
 

NON-DETERMINISTIC MODELS 
 

Since deterministic models ignore the potential sequences of investment 
returns, many individuals are turning to non-deterministic computer models 
to reduce uncertainty within investment portfolios.  A non-deterministic 
                                                           
2. Standard deviation is a statistical measure of how far actual returns deviate from 
the mean (average annual) return. 
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model does not assume that an investor will earn the same rate of return each 
and every year and does not ignore the standard deviation of investment 
portfolios.  One of the most popular types on non-deterministic models is 
called a “Monte Carlo” model. 

Despite their name, Monte Carlo models represent almost the exact 
opposite of gambling.  The models are statistical tools that allow individuals 
to examine the performance of portfolios under hundreds or thousands of 
different scenarios and, thus, increase the accuracy and reliability of financial 
projections.  These models won’t offer a simple thumbs up or thumbs down 
on an investor’s distribution strategy.  Instead, the models focus on how 
probable it is that an investor will deplete her funds before the end of her 
distribution period. 

Monte Carlo models have been around for more than 60 years.3  The 
mathematics used in Monte Carlo models originated in Stanislaw Ulam and 
John von Neumann’s simulations for building the atomic bomb during World 
War II.4  Also, Monte Carlo models have been used to assist urban planners 
with predicting traffic patterns and institutional investment managers with 
forecasting probable investment outcomes.5   

Thanks to recent advances in low-cost computing power, Monte Carlo 
models are now available to individual investors and financial advisors.  For 
example, Financial  

Engines, a Web-based financial planning service co-founded by Nobel 
Laureate William Sharpe, has developed a Monte Carlo model.6  In addition, 
mutual fund manager T. Rowe Price & Associates has a Monte Carlo model 
on its website (www.troweprice.com) which investors can use free of charge.  

 Like deterministic models, Monte Carlo models account for factors such 
as monthly or average annual rates of return based upon historical estimates.  
However, unlike deterministic models, Monte Carlo models generate 
hundreds or thousands of different scenarios by randomly changing the 
sequence of average monthly or annual returns.  Once the scenarios are 
generated, Monte Carlo models then indicate the odds of reaching a 
particular outcome. 
                                                           
3. Christopher Farrell, A Better Way to Size up Your Nest Egg, BUS. WK., Jan. 22, 
2001, at 100. 

4. Id. 

5. Karen Hube, Monte Carlo Financial Simulator May Be a Good Bet for Planning, 
WALL ST. J., Apr. 27, 2000, p. C1. 

6. FINANCIAL ENGINES, INC., Our investment methodology, at http://corp.financial 
engines.com/employer/investment_methodology.html (last visited Mar. 17, 2014). 
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A THREE-STEP METHOD FOR CLAIMANT ATTORNEYS TO DEAL WITH 

COMPUTER MODEL ILLUSTRATIONS 
 

As previously mentioned, computer model illustrations are sometimes 
used by the respondent to induce the claimant to invest in the scheme or 
investments at issue in a securities arbitration case.  Also, computer model 
illustrations may be used by the claimant’s expert in order to help establish a 
hypothetical suitable portfolio and the claimant’s lost opportunity cost 
damages. Therefore, claimant attorneys need an effective method to deal 
with computer model illustrations. This section will describe the facts 
surrounding a hypothetical securities arbitration case involving computer 
model illustrations and introduce a three-step method for claimant attorneys 
to deal with computer model illustrations. 
 
 

Facts of a Hypothetical Case 
 

Assume that, a little over a decade ago, a claimant attorney’s client was 
faced with a decision at retirement to either take his retirement plan in the 
form of a pension and receive $55,000 per year for life or rollover his 
$1,000,000 balance into an IRA.  Also, assume that the retiring employee’s 
“financial advisor” convinced him to rollover his retirement plan into an IRA 
at the financial advisor’s brokerage firm and invest the money in stock 
investments within the IRA.  In addition, assume that financial advisor 
represented to the retiring employee that he could expect annual rates of 
return of 10% or more and can withdraw $100,000 per year without any risk 
of running out of money.7  Further assume that the financial advisor provided 
the retiring employee with the following computer model illustration.  The 
illustration assumed that the retiring employee would withdraw $100,000 at 
the end of each year.  Therefore, since the rate of return was projected to be 
10% each and every year, the projected year end value each year after the 
withdrawal was $1,000,000. 
 
 
                                                           
7. For a real-life account of flawed retirement projections like the one described in 
this hypothetical, see FINRA, Investor Alert: Look Before You Leave:  Don’t Be 
Misled By Early Retirement Investment Pitches That Promise Too Much (2011), 
available at http://www.finra.org/web/groups/investors/@inv/@protect/@ia/ 
documents/investors/p125870.pdf. 
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FINANCIAL ADVISOR’S ILLUSTRATION 
 

  Year Rate of Return        Year End Value 
  0    $1,000,000 
  1 10%  $1,000,000 
  2 10%  $1,000,000 
  3 10%  $1,000,000 
  4 10%  $1,000,000 
  5 10%  $1,000,000 
  6 10%  $1,000,000 
  7 10%  $1,000,000 
  8 10%  $1,000,000 

 9 10% $1,000,000 
 10 10%  $1,000,000 
    Average Annual Return = 10% 
 

Assume that, after less than 10 years of taking distributions of $100,000 
per year, the now retired employee realized he was almost out of money and 
sought the assistance of an attorney to file a claim against the financial 
advisor and his firm.   Also, assume that the claimant’s attorney discovered 
that the reason for the premature depletion was the fact that his client’s 
portfolio went through a bear market during the first few years of taking 
withdrawals and never fully recovered.  In addition to deciding upon legal 
causes of action such as unsuitable recommendations, negligence, and/or 
fraud, the claimant’s attorney should consider taking the following steps: 

1. Since the model is a deterministic model, the attorney should be 
prepared to show why the model was flawed and misleading. 

2. The attorney should consider having an expert introduce a quality  
 non-deterministic to help establish a hypothetical suitable portfolio 

and the claimant’s lost opportunity cost damages.  However, the 
attorney must fully understand the model’s assumptions before the 
model is introduced. 

3. The attorney should understand the potential flaws in the non-
deterministic model and be prepared to withstand an attack on the 
model by the respondent’s attorney or expert. 
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STEP #1 – SHOW WHY THE DETERMINISTIC MODEL  
WAS FLAWED AND MISLEADING 

 
The computer model provided by the financial advisor was clearly a 

flawed and misleading deterministic model.  Deterministic models often 
overstate sustainable withdrawal rates and, thus, understate risk because they 
assume that a constant rate of return will be earned throughout the assumed 
life of the portfolio.  In other words, deterministic models assume that a 
portfolio, which is expected to earn an average annual return of 10% over the 
life of the portfolio, will generate a 10% return each and every year.  What 
this method ignores, of course, is the standard deviation of the portfolio.  
Specifically, deterministic models fail to measure how the volatility of a 
portfolio in the early years may have a dramatic effect on the sustainability of 
withdrawals in the later years.8 

In order to show why the deterministic model was flawed and 
misleading, the claimant’s attorney should consider running the computer 
model illustration using actual portfolio returns.  Below is the illustration 
assuming that the client withdrew $100,000 per year at year end and realized 
a sequence of varying annual returns over the ten-year period. 

 
 

ACTUAL PORTFOLIO’S RETURNS IN FINANCIAL ADVISOR’S MODEL 
 

  Year Rate of Return        Year End Value 
  0    $1,000,000 
  1 -15%  $750,000 
  2 -10%  $575,000 
  3 -5%  $446,250 
  4 0%  $346,250 
  5 5%  $263,563 
  6 15%  $203,097 
  7 20%  $143,716 
  8 25%  $79,645 

   9 30%  $3,539 
  10 35%  $09 

    Average Annual Return = 10% 

                                                           
8. Matthew Peterson & Scott Welch, Even the Odds, INVESTMENT ADVISOR, Aug. 
2000, at 80. 

9. Only $4,778 ($3,539 x 1.35) could be withdrawn from the portfolio in year 10. 
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It is important to note that despite the fact that the portfolio earned an 
average annual rate of return of 10%, the client’s portfolio was depleted in 
less than 10 years.  Therefore, the deterministic model was severely flawed 
and misleading.  It assumed that the same return would be earned each and 
every year and thus substantially understated the risks of premature portfolio 
depletion. 
 
 

STEP # 2—USE A QUALITY NON-DETERMINISTIC MODEL TO HELP 

ESTABLISH A HYPOTHETIC SUITABLE PORTFOLIO AND CLAIMANT’S 

LOST OPPORTUNITY COST DAMAGES 
 

The claimant’s attorney should consider having an expert use a quality 
non-deterministic model to help establish a hypothetical suitable portfolio for 
the claimant and the claimant’s lost opportunity cost damages.  Given the 
fact that the stock market has been fairly volatile over the past several 
decades, a quality non-deterministic model should recommend a conservative 
to moderate risk asset allocation for claimant investors in the retirement 
distribution phase.  Support from a quality non-deterministic model for a 
conservative to moderate risk asset allocation should greatly aid claimant 
attorneys with establishing a hypothetical suitable portfolio and significant 
lost opportunity cost damages during periods of poor investment 
performance in the actual portfolio. 

However, it is very important that the claimant’s attorney fully 
understand the assumptions within the non-deterministic model before it is 
introduced to the arbitrators by the claimant’s expert.  For example, a Monte 
Carlo model’s assumptions may consist of the following:10 

1. The initial withdrawal amount increases by 3% each year for 
inflation. 

2. An average annual expected gross rate of return is assumed for 
each 

 asset class.  The assumed average annual expected gross rates of 
return are based on historical data. 

3. Assumed mutual fund expense ratios are deducted from the 
average annual expected gross rates of return to determine the 
expected weighted average annual expected net rate of return for 
the portfolio.  The assumed mutual  fund expense ratios are 
based on historical data. 

                                                           
10. Michael B. Engdahl, Monte Carlo Models – Calculators That Reduce Investment 
Uncertainty, 11 PIABA B.J. 1, 74-75. 
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4. A technique will be employed that looks at a wide variety of 
potential market scenarios that take fluctuating returns into 
account.  Instead of basing calculations on just one average rate 
of return, the model generates 500 computer simulations of what 
may actually happen to a retiree’s assets over a given time 
period.  Each simulation includes up and down markets of 
various lengths, intensities, and combinations.  In addition, the 
model looks at a retiree’s monthly withdrawal amount in these 
simulations to determine the likelihood that it can be sustained to 
a retiree’s projected life expectancy. For example, if a retiree has 
a 90% simulation success rate, then, out of 500simulations, the 
retiree’s funds would last until projected life expectancy in 450 
simulations.  Correspondingly, the retiree’s funds would be 
depleted in 50 simulations. 

5. The simulations are developed by relying on the normal 
distribution of past returns. Normal distributions of returns are 
represented by the familiar bell curve, which is commonly used 
to depict the distribution of data points.  Expected returns lie 
closer to the average or mean, while deviations appear in the 
“tails” of the curve representing extreme events that are possible 
but not expected to occur very often. 

6. Each year, assets are rebalanced to bring them back to the 
appropriate model allocation, and at approximate five-year 
intervals, the retiree’s entire portfolio is shifted to the next more 
conservative level. 

7. The model treats all assets as if they are held in tax-deferred 
accounts. Correspondingly, all projections of monthly 
withdrawals are pretax. 

8. The model assumes an actual distribution of no more than the 
projected monthly withdrawal amount unless required minimum 
distribution rules11 require a distribution in excess of that 
amount. 

It is important to note that, although the assumptions listed above may be 
found in a particular Monte Carlo model, they may not be found in every 
non-deterministic model.  Therefore, it is critical that the claimant’s attorney 

                                                           
11. Minimum annual distributions from IRAs and certain qualified retirement plans 
must begin by April 1 of the year after the account owner turns age 70 ½.  Factors 
that affect the amount of the required minimum distributions include the value of the 
account on December 31 of the prior year and the life expectancy of the account 
owner. 
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learn and understand the specific assumptions embedded in the specific non-
deterministic model that is introduced by the claimant’s expert.  Also, it is 
critical the model’s assumptions are adequately communicated to the 
arbitrators in order to properly educate them on the model. 

 
 

STEP # 3—BE PREPARED TO WITHSTAND AN ATTACK  
ON THE NON-DETERMINISTIC MODEL 

 
Monte Carlo models represent an improvement over deterministic 

models in reducing investment uncertainty.  However, Monte Carlo models 
are not crystal balls and will never eliminate all investment uncertainty.  
Furthermore, no Monte Carlo model is perfect, and all Monte Carlo models 
contain potential flaws.  Examples of potential flaws within Monte Carlo 
models may include the following: 

1. The assumed average annual rates of return chosen for Monte 
Carlo models are based on historical returns. Therefore, the 
assumed returns will likely not precisely reflect the actual returns 
realized by the portfolio during the withdrawal period. 

2. The life expectancy assumed in the Monte Carlo model may not 
be the investor’s true expectancy. 

3. A Monte Carlo model may assume that all returns are normally 
distributed. However, the investor’s actual returns may not be 
exactly normally distributed.  

4. The investor’s actual future withdrawals may differ from those 
assumed in the  Monte Carlo model.  

5. If an individual uses unrealistic inputs with the Monte Carlo 
model, the model will generate unrealistic outputs.   

 
 

WITHSTANDING ATTACK ON THE  
NON-DETERMINISTIC MODEL – AN EXAMPLE  

 
The aforementioned are examples of some potential flaws within Monte 

Carlo models.  Aspects of Monte Carlo models will always be able to be 
challenged since no model will ever be able to predict future events with 
absolute precision.  However, practitioners should be aware that financial 
modeling is a relatively new field.  This field has been and will continue to 
be dynamic since we live in an era of increasing technological sophistication 
and life expectancies. 
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Attacks on basic assumptions in computer models have come and will 
continue to come from research by academia and the financial services 
industry. One such relatively recent attack has been directed at the 
assumption that a retiree’s initial withdrawal amount will increase by a 
certain percentage, such as 3%, to keep pace with inflation.  Because 
claimant attorneys may encounter this attack after introducing a Monte Carlo 
model, the research fueling said attack is discussed below.  Examples of 
some arguments designed to withstand this particular attack are also 
introduced. 

As mentioned above, Monte Carlo models used to determine retirement 
income needs may assume that the expenditures of all retirees will increase 
each year to reflect historical inflation rates.  However, in an article 
published in the June 2005 Journal of Financial Planning, Ty Bernicke 
points out that an individual’s spending needs may actually decrease 
incrementally throughout retirement.12  As Bernicke notes, determining a 
retiree’s income needs is like a tug-of-war match, with inflation pulling 
retirement income needs up and human nature’s tendencies pulling 
retirement income needs back down. 

In order to support his claim that there is an inverse relationship between 
age and spending, Bernicke refers to data from the 2002 U.S. Bureau of 
Labor’s Consumer Expenditure Survey.  The survey illustrates a 27 percent 
reduction in average annual expenditures between the 55-64 age group and 
the 65-74 age group.  In addition, the survey reveals a 26 percent reduction in 
average annual expenditures between the 65-74 age group and the 75+ age 
group.  Furthermore, the survey shows that average household expenditures 
during retirement continually decrease in every major individual expense 
category except “Health Care.” 

The concern that many Monte Carlo models inaccurately assume that the 
expenditures of all retirees will increase each year to reflect historical 
inflation rates has also been expressed by Kenn Tacchino and Cynthia 
Saltzman in their 1999 article published in the Journal of Financial 
Planning.13  Tacchino and Saltzman suggest that many of the assumptions 
embedded within many computer models need to be refined because they are 
overstating the financial resources needed for retirement.  Therefore, 

                                                           
12. Ty Bernicke, Reality Retirement Planning: A New Paradigm for an Old Science, 
J. FIN. PLAN., June 2005, available at http://golio.net/my_Homepage_Files/ 
Download/RealityRetirementPlanning.pdf. 

13. Kenn Tacchino & Cynthia Saltzman, Do Accumulation Models Over-State 
What’s Needed to Retire?, J. FIN. PLAN. Feb. 1999, at 62-73. 
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according to the authors, many computer models need to incorporate a better 
understanding of an individual’s spending patterns throughout retirement. 

Within their article, Tacchino and Saltzman cite several surveys and 
studies.  First, they explain that researchers, using data from Consumer 
Expenditure Surveys since the late-1970s, have consistently found that 
households with reference persons age 65 and over spend less than younger 
households at the same income level.  Second, Tacchino and Saltzman 
reference a 1997 article published in the Family and Consumer Research 
Journal in which Lee, Hanna, Mok and Wang, using 1990 and 1991 
Consumer Expenditure Survey data, found that, on average, holding income 
and net financial assets constant, apparel expenditures can be expected to 
continually decrease after age 68.  Third, they cite a 1995 article published in 
the Monthly Labor Review in which Pauline and Weber found, using 1993 
Consumer Expenditure Survey data, that at-home food expenditures start to 
decline at age 63 and estimated that housing costs may decline 17 percent 
from age 45 to age 65.  Finally, Tacchino and Saltzman point to a 1993 
article published in the Monthly Labor Review in which P.B. Hitschler, using 
1990 Consumer Expenditure Survey data, found that retirees in the 75-and-
over age group spent less in every major category except “Health Care” than 
retirees in the 65-74 age group. 

A respondent’s attorney or respondent’s expert may rely on this type of 
research in an attempt to undermine the legitimacy of a Monte Carlo model 
introduced by the claimant’s expert.  It is imperative that the claimant’s 
attorney know the potential flaws in the non-deterministic model and is 
prepared to withstand an attack on these potential flaws.   

Below are arguments against the proposition that spending needs for all 
retirees decrease during retirement and thus in support of the position that a 
retiree’s withdrawals may increase with inflation during his or her retirement 
years. 

1. The Consumer Expenditure Surveys referred to by Benicke, 
Tacchino, and Saltzman illustrate a reduction in average annual 
expenditures as retirees age. The surveys do not suggest that 
each and every retiree reduces his or her expenditures as he or 
she ages.  Therefore, it is possible that the expenditures of the 
some retirees will increase with inflation each year, the 
expenditures of some retirees will increase more than the 
inflation rate each year, the expenditures of some retirees will 
increase but at a rate less than the inflation rate each year, and 
the expenditures of some retirees will decrease each year. 

2. The 2002 U.S. Bureau of Labor’s Consumer Expenditure Survey 
showed that average household expenditures during retirement 
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decreased in every major expense category except “Health 
Care.”  However, the health care costs for some retirees can be 
significant and devastating if they have inadequate insurance 
coverage. More-over, potential long-term-care costs can and do 
devastate many retirees’ investment portfolios.  Both of these 
risks lead to the possibility that the expected withdrawal rate 
increase for many retirees, including the claimant, may be at 
least as high as the expected inflation rate. 

 
 

CONCLUSION 
 

The use of computer model illustrations in securities arbitration cases is 
increasing.  Advances in computer technology and the expectations of 
computer literacy in the learned professions make this trend all but 
irreversible. Claimant attorneys in securities arbitration cases need to have an 
understanding of computer models and their potential flaws.  At the very 
least, claimant attorneys should be prepared to attack any illustration 
prepared by the respondent or respondent’s expert that was generated by a 
deterministic model and thus inaccurately assumes that the investment 
portfolio will earn the same rate of return each and every year.  In addition, 
claimant attorneys should become familiar with how non-deterministic 
models work and consider introducing a quality non-deterministic model in 
order to help establish a hypothetical suitable portfolio and claimant’s lost 
opportunity cost damages.  Furthermore, since no model is perfect, claimant 
attorneys should know the potential flaws in any computer model their expert 
introduces and be prepared to withstand an attack on the model by the 
respondent’s attorney or respondent’s expert. 

It is critically important, however, that claimant attorneys also 
understand and communicate to the arbitrators the “human factors” regarding 
their clients’ money that are usually never assumed by a computer model. 
Money is more than simply a medium to purchase the goods and services one 
needs to survive.  It also gives individuals security and peace of mind.  In 
addition, money is a vehicle for expressing care and concern for loved ones 
in the form of a gift, bequeath, or devise.  Therefore, although a quality non-
deterministic model can help a claimant’s attorney with establishing a 
hypothetical suitable portfolio, the attorney will lack full support for the 
hypothetical suitable portfolio if these unique “human factors” are not taken 
into account. 
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FINRA’S INTERPRETATION OF “CUSTOMER” 
IN REGULATORY NOTICE 12-55 

 
Michael G. Sayre on behalf of SRO Committee 

 
In November 2010, the SEC approved FINRA Rule 2111 (Suitability), 

which became effective on July 9, 2012.  In May 2012, FINRA issued 
Regulatory Notice 12-25 (RN 12-25) to provide guidance on the new rule.  In 
December 2012, FINRA issued Regulatory Notice 12-55 (RN 12-55), which 
replaced some of the guidance in Regulatory Notice 12-25.  There are 
concerns that the guidance in RN 12-55 has redefined the term customer in 
an unduly restrictive way.   

This memorandum discusses (1) the background of the suitability rule 
and the definition of the term “customer”; (2) FINRA's interpretation of the 
term “customer” in the SEC filings related to the adoption of Rule 2111 and 
the subsequent interpretation of the rule; (3) the impact of the guidance 
contained within RN 12-55 on suitability claims and “selling away” claims; 
and (4) whether FINRA improperly engaged in rulemaking through its 
issuance of guidance in RN 12-55.  It is questionable whether, with the 
guidance, the suitability rule would apply in selling away scenarios.  To this 
extent, FINRA may have inappropriately limited the term customer.  

 
 

I. BACKGROUND 
 

In July 2007, FINRA was created through the consolidation of NASD 
and the member regulation, enforcement and arbitration operations of the 
NYSE.  Shortly thereafter, FINRA began consolidating the NASD and 
NYSE Rules.  As part of this consolidation process, FINRA adopted Rule 
2090 (Know Your Customer) and 2111 (Suitability) to replace retired NASD 
Rule 2310 (Recommendations to Customers (Suitability)) and retired NYSE 
Rule 405 (Diligence as to Accounts).  

Rule 2111(a) states: 
A member or associated person must have a reasonable basis to 

believe that a recommended transaction or investment strategy 
involving a security or securities is suitable for the customer, based 
on the information obtained through the reasonable diligence of the 
member or associated person to ascertain the customer’s investment 
profile. 

(Emphasis added).  This language was largely adapted from retired NASD 
Rule 2310(a), which provided that: 
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In recommending to a customer the purchase, sale or exchange 
of any security, a member shall have reasonable grounds for 
believing that the recommendation is suitable for such customer 
upon the basis of the facts, if any, disclosed by such customer as to 
his other security holdings and as to his financial situation and needs. 
Central to the obligation of the suitability rule is determining who is 

encompassed by the term “customer.”  FINRA, and the NASD before it, has 
defined a customer in the negative – “[t]he term ‘customer’ shall not include 
a broker or dealer.”1  However, the rules offer no further guidance on the 
definition of a customer. The term is used throughout the FINRA rules, 
including in the Code of Arbitration Procedure for Customer Disputes 
(Code).  The definition consistently cited in the Code is “[a] customer shall 
not include a broker or dealer.”2 

The Code requires firms to arbitrate disputes if requested by the 
customer.3  Courts have had the opportunity to consider the scope of the 
definition of “customer” when interpreting this rule to determine whether or 
not the firm was required to arbitrate a dispute.  In UBS Securities LLC v. 
Allina Health System,4 the U.S. District Court for the District of Minnesota 
adopted the interpretation of “customer” put forth by the Eighth Circuit: 

In determining the scope of the "customer" definition, the Eighth 
Circuit rejected the argument that one may qualify as a customer 
merely by being neither a broker nor a dealer.  Instead, the Eighth 
Circuit defined customer to "refer[] to one involved in a business 
relationship with an NASD member that is related directly to 
investment or brokerage services."  An individual or entity that 
solely receives financial advice, without investment or brokerage 
services, is excluded from the definition of "customer."5 

                                                            
1. See FINRA Rule 0160(b)(4)(Definitions); NASD Rule 0120(g)(Definitions). 

2. See FINRA Rule 12100(i)(Definitions). 

3. See FINRA Rule 12200 (Arbitration Under an Arbitration Agreement or the Rules 
of FINRA). 

4. No. 12-CV-2090 (MJD/JJG), 2013 WL 500373 (D. Minn. Feb. 11, 2013). 

5. Id. at *12 (citingFleet Boston Robertson Stephens, Inc. v. Innovex, Inc., 264 F.3d 
770, 772-73 (8th Cir. 2001)). 
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The court was focused on the creation of a relationship between the 
individual and the brokerage firm, not on whether or not the individual had a 
brokerage account.6 

Courts have expanded this definition to include individuals who have had 
a business relationship with a broker, even if the brokerage firm was unaware 
of the relationship.  Courts have found that NASD's definition of "customer" 
is broad, excluding only a broker or dealer, and plainly including customers 
of an associated person as well as of the member itself.7  "[W]hen the 
investor deals with an agent or representative [of a member], the investor 
deals with the member, and on that basis the investor is entitled to have 
resolved in arbitration any dispute that arises out of that 
relationship."8Customer status is not negated by an investment firm's lack of 

                                                            
6. The court went on to discuss other similar interpretations of the term “customer”: 
Goldman, Sachs & Co. v. City of Reno, No. 3:12-cv-00327-RCJ-WGC, 2012 WL 
5944966, at *7 (D. Nev. Nov. 26, 2012) ("[T]he FINRA member has provided more 
than financial advice, but rather has provided services directly related to the 
securities, i.e., facilitation of auctions of the securities themselves. The Court finds 
this to be sufficiently related to the broker-dealer function for the City [to] fall under 
the definition of "customer."); UBS Fin. Servs. Inc. v. City of Pasadena, No. CV 12-
05019-RGK (JCx), 2012 WL 3132949, at *4 (C.D. Cal. July 31, 2012) ("Defendant 
hired Plaintiffs to perform the underwriting services on both of its ARS offerings.  
Given the business relationship existing betweenthe two parties and the services 
received by Defendant, the Court finds that Defendant is likely a customer of 
Plaintiffs as that term is defined in Rule 12100(i)."); UBS Fin. Servs. Inc. v. W. Va. 
Univ. Hosps., Inc., 760 F. Supp. 2d 373, 379 (S.D.N.Y. 2011) aff'd in part, vacated 
in part on other grounds 660 F.3d 643 (2d Cir. 2011) ("UBS has failed to present a 
'strong prima facie case' evincing its likelihood of success on the question of whether 
Defendants qualify as 'customers' of UBS under the FINRA code."); J.P. Morgan 
Secs. Inc. v. La. Citizens Prop. Ins. Corp., 712 F. Supp. 2d 70, 78-79 (S.D.N.Y. 
2010) ("[I]n light of the Second Circuit's instruction that 'any ambiguity in the 
meaning of 'customer' . . . should be construed in favor of arbitration, [the Court] 
determine[s] that an issuer is a customer of an underwriter."); UBS Fin. Servs., Inc. 
v. Carilion Clinic, 706 F.3d 319, 328 (4th Cir. 2013) (finding that an ARS issuer was 
a customer within the meaning of the FINRA Rules and determining that a customer 
is "one, not a broker or a dealer, who purchases commodities or services from a 
FINRA member in the course of the member's business activities insofar as those 
activities are regulated by FINRA—namely investment banking and securities 
business activities").  

7. See, e.g., John Hancock Life Ins. Co. v. Wilson, 254 F.3d 48, 59 (2d Cir. 2001). 

8. Vestax Secs. Corp. v. McWood, 280 F.3d 1078, 1082 (6th Cir 2002) 
(citingOppenheimer & Co. v. Neidhardt, 56 F.3d 352, 357 (2d Cir. 1995)).   
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knowledge as to its representatives' customers. Id. Reliance on the advice or 
recommendation of the registered representative will suffice and it is not 
required that he or she be the broker of record.9 

We reject petitioner's argument that NASD rule 10301 does not 
apply because the transactions allegedly arranged by its 
representatives did not involve the sale of a security.  The rule does 
not require the sale of a security.  It suffices that there was a business 
relationship with the representative that related directly to investment 
services.10 
Both sets of holdings have consistently focused, not on the opening of an 

account, but rather on the existence of a business relationship.  In fact, the 
courts have gone so far as to reject a definition of customer which would 
include “only those who executed purchases with member firms,” stating 
instead that it should also include “those who maintained a less formal 
business relationship at the time of the alleged misconduct.”11 

 
 

II. ENACTMENT OF FINRA RULE 2111 AND SUBSEQUENT GUIDANCE 
 

On August 19, 2010, the SEC published FINRA’s proposed rule change 
in the Federal Register and sought public comment.12  The Proposal does not 
reference or provide commentary regarding the definition of customer.  The 
term “customer” does appear to be used interchangeably with the term 
“investor.”  For example:  

 The “know your customer” and suitability obligations are critical 
to ensuring investor protection and fair dealing with customers;13 

                                                            
9. See Lehman Bros. v. Certified Reporting Co., 939 F. Supp. 1333 (N.D. Ill. 1996). 

10. Fin. Network Invest. Corp. v. Becker, 762 N.Y.S.2d 25 (N.Y. App. Div. 2003). 

11. Lehman Bros., 939 F. Supp. at 1340. 

12. Notice of Filing of Proposed Rule Change to Adopt FINRA Rules 2090 (Know 
Your Customer) and 2111 (Suitability) in the Consolidated FINRA Rulebook, 
Exchange Act Release No. 34-62718 (SR-File No. FINRA-2010-039) (Aug. 13, 
2010).  On August 20, 2010, the SEC published a corrected notice to rectify various 
footnoting errors.  See Notice of Filing of Proposed Rule Change to Adopt FINRA 
Rules 2090 (Know Your Customer) and 2111 (Suitability) in the Consolidated 
FINRA Rulebook; Correction, Exchange Act Release No. 34-62718A (Aug. 20, 
2010).  All references to the proposal will be to the corrected proposal (hereinafter 
“Proposal”). 

13. See Proposal at 4. 
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 Customer specific (members must have reasonable grounds to 
believe a recommendation is suitable for the particular investor 
at issue);14 and 

 FINRA’s rules must be designed to prevent fraudulent and 
manipulative acts and practices, to promote just and equitable 
principles of trade, and, in general, to protect investors and the 
public interest.  The proposed rule change furthers these 
purposes because it requires firms and associated persons to 
know, deal fairly with, and make only suitable recommendations 
to customers.15 

While not defining “customer,” FINRA did discuss the types of 
recommendations to which the suitability rule was meant to apply.  FINRA 
explicitly included recommendations of investment strategy within the 
purview of the rule, and intended the term to be read very broadly.16 

When discussing what would be encompassed by the term strategy, it is 
clear that the rule is meant to apply regardless of whether or not a transaction 
actually takes place: 

FINRA rejects the contention that the rule should only cover a 
recommended strategy if it results in a transaction.  As with the 
current suitability rule, application of the proposed rule would be 
triggered when the broker-dealer or associated person recommends 
the security or strategy regardless of whether the recommendation 
results in a transaction.  [FN70:  See, e.g., Dist. Bus. Conduct 
Comm. v. Nickles, Complaint No. C8A910051, 1992 NASD Discip. 
LEXIS 28, at *18 (NBCC Oct. 19, 1992) (holding that suitability 
rule “applies not only to transactions that registered persons effect 
for their clients, but also any recommendations that a registered 
person makes to his or her client”).]  The term “strategy”, moreover, 
would cover explicit recommendations to hold a security or 
securities.  The rule recognizes that customers may rely on members’ 
and associated persons’ investment experience and knowledge, and it 
is thus appropriate to hold members and associated persons 
responsible for the recommendation that they make to customers, 
regardless of whether those recommendations result in transactions 
or generate transaction-based compensation. 

                                                            
14. Id. at 10. 

15. Id. at 13. 

16. Id.at 9. 
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(Italics added, underline in original).  While it is clear from this discussion 
that it is not necessary that there be a resulting transaction with the broker or 
the firm, it is not clear how “customer” would be defined.  The rule is meant 
to be applied to explicit recommendations to hold, in which case there would 
not be a resulting transaction.   

FINRA went on to make it clear that the suitability obligation was not 
triggered by a transaction, and hence the firms should act accordingly:17 

It is also important to emphasize that both the current and 
proposed suitability rules require that a recommendation be suitable 
when made.  Firms may have different methods of tracking 
recommendations for a variety of reasons, but the main suitability 
obligation is not dependent on whether and, if so, where and how, a 
transaction occurs. 

Throughout the Proposal, the focus is on whether a communication 
constitutes a recommendation rather than on who is a “customer.”   

On November 17, 2010, the SEC approved the Proposal18  In the 
Approval Order, there was no discussion of how the term “customer” should 
be defined.  Similar to the Proposal, the Approval Order focused on the 
making of recommendations, again making it clear that there did not need to 
be a resulting transaction.  More specifically, the Commission noted that 
“FINRA explained that the rule recognizes that customers may rely on 
members’ and associated persons’ investment expertise and knowledge, and 
it is thus appropriate to hold members and associated persons responsible for 
the recommendation that they make to customers, regardless of whether 
those recommendations result in transactions or generate transaction-based 
compensation.”19 

Following the enactment of Rule 2111, FINRA issued several regulatory 
notices which provided interpretation of the rule and guidance for the firms.20  

                                                            
17. See Proposal at 32. (internal citation omitted). 

18. Notice of Filing of Amendment No. 1 to a Proposed Rule Change and Order 
Granting Accelerated Approval of a Proposed Rule Change, as Modified by 
Amendment No. 1, to Adopt FINRA Rules 2090 (Know your Customer) and 2111 
(Suitability) in the Consolidated FINRA Rulebook, Exchange Act Release No. 34-
63325 (Nov. 17, 2010) (hereinafter “Approval Order”). 

19. See Approval Order at 20. 

20. See FINRA Regulatory Notice 11-02 (Know Your Customer and Suitability) 
(Jan. 2011); FINRA Regulatory Notice 11-25 (Know Your Customer and Suitability) 
(May 2011); FINRA Regulatory Notice 12-25 (Suitability) (May 2012); and FINRA 
Regulatory Notice 12-55 (Suitability) (Dec. 2012).  
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In May 2012, FINRA issued RN 12-25, which set forth frequently asked 
questions about the rule.  One question specifically dealt with the definition 
of customer: 

Q6. What constitutes a “customer” for purposes of the 
suitability rule? 

A6. The suitability rule only applies to a broker’s 
recommendation to a “customer.” FINRA defines “customer” 
broadly as including anyone who is not a “broker or dealer.”  
Although in certain circumstances the term may include some 
additional parameters, a “customer” clearly would include an 
individual or entity with whom a broker-dealer has even an informal 
business relationship related to brokerage services, as long as that 
individual or entity is not a broker or dealer.  A broker-customer 
relationship would arise and the suitability rule would apply, for 
example, when a broker recommends a security to a potential 
investor, even if that potential investor does not have an account at 
the firm.21 

This guidance was consistent with the definition of customer under the 
FINRA Rules and in the case law.   

After the issuance of RN 12-25, however, brokerage firms expressed 
concern regarding the answer to this question.  Apparently, members were 
concerned that FINRA's interpretation would expose brokers to suitability 
obligations when discussing securities at informal gatherings such as cocktail 
parties.22 

Several months later, in December 2012, FINRA issued RN 12-55 to 
clarify both the definition of “customer” and “investment strategy.”  
Specifically, FINRA replaced question 6 from RN 12-25 with the following:   

Q6(a). What constitutes a “customer” for purposes of the 
suitability rule? 

A6(a). The suitability rule applies to a broker-dealer’s or 
registered representative’s recommendation of a security or 
investment strategy involving a security to a “customer.”  FINRA’s 
definition of a customer in FINRA Rule 0160 excludes a “broker or 
dealer.”  In general, for purposes of the suitability rule, the term 
customer includes a person who is not a broker or dealer who opens 

                                                            
21. FINRA Regulatory Notice 12-25, at 6 (footnote omitted). 

22. Dan Jamieson, New FINRA Suitability Rules Worry Industry, INVESTMENTNEWS 
(July 5, 2012), available at http://www.investmentnews.com/article/20120705 
/FREE/120709971. 
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a brokerage account at a broker-dealer or purchases a security for 
which the broker-dealer receives or will receive, directly or 
indirectly, compensation even though the security is held at an 
issuer, the issuer’s affiliate or a custodial agent (e.g., “direct 
application” business, “investment program” securities, or private 
placements), or using another similar arrangement.23 

In addition, FINRA added a new question and answer: 
Q6(b). Does the suitability rule apply when a broker-dealer 

or registered representative makes a recommendation to a 
potential investor? 

A6(b). The suitability rule would apply when a broker-dealer or 
registered representative makes a recommendation to a potential 
investor who then becomes a customer.  Where, for example, a 
registered representative makes a recommendation to purchase a 
security to a potential investor, the suitability rule would apply to the 
recommendation if that individual executes the transaction through 
the broker-dealer with which the registered representative is 
associated or the broker-dealer receives or will receive, directly or 
indirectly, compensation as a result of the recommended transaction.  
In contrast, the suitability rule would not apply to the 
recommendation in the example above if the potential investor does 
not act on the recommendation or executes the recommended 
transaction away from the broker-dealer with which the registered 
representative is associated without the broker-dealer receiving 
compensation for the transaction.24 

In a footnote to the answer to 6(b), FINRA stated:25 
Depending on the facts and circumstances, a registered 

representative’s recommendation to a potential investor also could 
raise concerns under, among other rules, FINRA Rule 2010 
(Standards of Commercial Honor and Principles of Trade); FINRA 
Rule 2020 (Use of Manipulative, Deceptive or Other Fraudulent 
Devices); Rule 2210 (Communications with the Public); and NASD 
Rule 3040 (Private Securities Transactions of an Associated Person); 
see alsoDep’t of Enforcement v. Salazar, No. 20100224056, 2012 
FINRA Discip. LEXIS 22 (Mar. 12, 2012) (finding that a registered 
representative violated NASD Rules 2310 and 3040 when he 

                                                            
23. See FINRA Regulatory Notice 12-55, at 2 (footnotes omitted). 

24. Id. (footnotes omitted). 

25. See FINRA Regulatory Notice 12-55, at 7 n. 11. 
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recommended unsuitable private securities transactions to investors 
who were not his firm’s customers, received compensation in 
relation to the transactions, and failed to notify his firm of such 
activity); Maximo J. Guevara, 54 S.E.C. 655, 2000 SEC LEXIS 986 
(2000) (holding that registered representative violated NASD Rules 
2310 and 3040 where he recommended unsuitable securities that 
were sold away from the firm with which he was associated without 
providing his firm prior notice of such activities). 
FINRA’s definition of “customer” in RN 12-55 is narrower than in RN 

12-25.  In an attempt to ease broker concerns over “cocktail party 
recommendations,” FINRA issued an overly specific interpretation.  Of 
greatest concern is the phrase “the suitability rule would not apply to the 
recommendation in the example above if the potential investor does not act 
on the recommendation or executes the recommended transaction away from 
the broker-dealer with which the registered representative is associated 
without the broker-dealer receiving compensation for the transaction.”26 
Inclusion of this phrase implies that private securities transactions may not 
implicate the suitability rule.   

 
 

III. EFFECT OF THE GUIDANCE ON SUITABILITY AND SELLING AWAY 

CLAIMS 
 

Since the publication of RN 12-55, several specific and serious concerns 
have arisen over the potential ramifications resulting from FINRA’s guidance 
on who is a customer.  Based on a plain reading of the answers to questions 
6(a) and 6(b) in RN 12-55, it appears that the suitability obligation does not 
apply to brokers’ recommendations to investors who do not hold an account 
with the firm.  However, in footnote 11 in the answer to question 6(b), 
FINRA cited to Dep’t of Enforcement v. Salazar,27 which found that a 
registered representative violated NASD Suitability Rule 2310 when he 
recommended unsuitable private securities transactions to investors who 
were not his firm’s customers, received compensation in relation to the 
transactions, and failed to notify his firm of such activity.28  FINRA also 

                                                            
26. See FINRA Regulatory Notice 12-55, at 2. 

27. FINRA Disciplinary Proceeding No. 20100224056, 2012 FINRA Discip. LEXIS 
22 (Mar. 12, 2012). 

28. It should be noted that the decision in Salazar was a Default Order; however, it is 
cited here because FINRA cited the decision in its footnote. 
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cited to Maximo J. Guevara,29 in which the SEC sustained a decision in a 
disciplinary action where the NASD found that a registered representative 
violated NASD Suitability Rule 2310 when he recommended unsuitable 
securities that were sold away from the firm with which he was associated 
without providing his firm prior notice of such activities.30 

FINRA also made it clear in that footnote that a broker’s 
recommendation to a potential investor may implicate rules other than the 
suitability rule, including, among other rules, FINRA Rule 2010 (Standards 
of Commercial Honor and Principles of Trade); FINRA Rule 2020 (Use of 
Manipulative, Deceptive or Other Fraudulent Devices); Rule 2210 
(Communications with the Public); and NASD Rule 3040 (Private Securities 
Transactions of an Associated Person). 

With respect to general selling away claims, there is other precedent that 
investors who do business with brokers away from the firm may still be 
considered customers of the firm, notwithstanding that the investor does not 
have an account with the firm.  When FINRA adopted a new Code of 
Arbitration Procedure, it made it clear that firms would be required to 
arbitrate claims involving selling away.  FINRA stated, “[u]nder the current 
Code, [FINRA] accepts cases brought by customers against associated 
persons in selling away cases, and cases by customers against the associated 
person’s member firm if there is any allegation that the member was or 
should have been involved in the events, such as an alleged failure to 
supervise the associated person.”31 

However, there are two different types of selling away claims – those for 
which a broker receives compensation, and those for which a broker has an 
interest in the investment but does not receive compensation.  For example, a 
broker may solicit an investment in a company of which he is a principal. In 
such a case, the broker may not receive compensation in his capacity as a 
broker.  In the past, the suitability rule was applied to this situation.  In Siegel 

                                                            
29. 54 S.E.C. 655, 2000 SEC LEXIS 986 (May 18, 2000). 

30. 54 S.E.C. 655 at 669. 

31. Order Approving Proposed Rule Change and Amendments 1, 2, 3, and 4 to 
Amend NASD Arbitration Rules for Customer Disputes and Notice of Filing and 
Order Granting Accelerated Approval of Amendments 5, 6, and 7 thereto; Order 
Approving Proposed Rule Change and Amendments 1, 2, 3, and 4 to Amend NASD 
Arbitration Rules for Industry Disputes and Notice of Filing and Order Granting 
Accelerated Approval of Amendments 5, 6, and 7 thereto, Exchange Act Release No. 
34-55158 (Jan. 24, 2007). 
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v. SEC,32 the court upheld a finding by the NASD (and subsequently the 
SEC) that a broker had violated the suitability rule when recommending an 
investment in a private securities transaction.33  In determining whether or 
not the suitability obligation applied to the transaction, the focus was on the 
relationship between the broker and the investor, not on whether the broker 
received compensation:34 

In conducting its inquiry into whether Siegel recommended 
World ET investments to the Downers within the meaning of 
Conduct Rule 2310, the SEC properly considered the “‘content, 
context, and presentation’” of Siegel's communications, and whether, 
as an objective matter, Siegel's communication “‘reasonably could 
have been viewed as a call to action’ and ‘reasonably would 
influence an investor to trade a particular security or group of 
securities.’” SEC Decision, 2008 WL 4528192, **6–7, 2008 SEC 
LEXIS 2459, at *21, 2 J.A. 686 (quoting NASD Notice to Members, 
01–23 (Apr. 2001), 2001 NASD LEXIS 28, at *8–*9, *19). In 
concluding that Siegel “recommended” World ET to the Downers, 
the SEC focused on a number of “main factors.” Id. at *7, 2008 SEC 
LEXIS 2459, at *22, 2 J.A. 686. These factors included the close 
relationship between the Downers and Siegel, the Downers' reliance 
on Siegel for investment advice, the nature of the specific 
conversations between the Downers and Siegel regarding 
investments in World ET, and Siegel's initiation of conversations 
concerning World ET with the Downers. Id. at **6–7, 2008 SEC 
LEXIS 2459, at *21–*22, 2 J.A. 686–87. On the basis of this 
evidence, the SEC concluded that Siegel's “conduct constitute[d] a 
recommendation because it was a ‘call to action’ that reasonably 
influenced the Downers...to invest in World ET.” Id. at *7, 2008 
SEC LEXIS 2459, at *24, 2 J.A. 687. 

The court only considered the broker’s compensation in connection with the 
sanction issued.35 

It appears the guidance issued by FINRA in RN 12-55 is generally 
consistent with prior case law, which has stated there needs to something 

                                                            
32. 592 F.3d 147 (D.C. Cir. 2010). 

33. Id. at 164. 

34. Id. at 155. 

35. The court vacated the order of restitution to the investors based partly on the fact 
that the broker had not received any compensation.  Siegel, 592 F.3d at 164. 
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more to the broker-investor relationship than the giving of advice.36  While it 
does not appear that it is necessary that the customer actually open an 
account at the firm for the suitability rule to be implicated, it is unclear how 
the guidance would impact the rule’s applicability in selling away cases.  It 
appears the rule would not apply in situations of selling away where the 
broker did not earn any compensation from the transaction, such as the one 
set forth above.  In this regard, FINRA is unduly limiting the rule.   

 
 

IV. IMPROPER RULEMAKING  
 

Changes to and the adoption of new FINRA rules require the approval of 
the SEC, to ensure compliance with the Exchange Act.37  The rulemaking 
process includes: (1) filing the rule proposal with the SEC; (2) the SEC 
publishing the proposal in the Federal Register and soliciting public 
comments; (3) FINRA responding to the comments and making amendments 
to the proposal as appropriate; and, (4) the SEC reviewing and approving of 
the proposal.  However, for the purposes of issuing guidance, FINRA’s 
obligations are substantially less.  

Under federal regulations, FINRA is required to engage in formal 
rulemaking if it issues a statement made generally available to its members 
that establishes or changes any standard, limit, or guidance with respect to 
the obligations of its members, unless it is reasonably and fairly implied by 
an existing FINRA rule.38 

                                                            
36. See, e.g., Fin. Network, 762 N.Y.S.2d at 25. 

37. See 15 U.S.C. § 78s(b)(1) (2012) (“No proposed rule change shall take effect 
unless approved by the Commission.”). 

38. See Filings with respect to proposed rule changes by self-regulatory 
organizations, 17 CFR 240.19b-4 (2002), excerpted below: 

(a)(6) The term stated policy, practice, or interpretation means: 
(i) Any material aspect of the operation of the facilities of the self-

regulatory organization; or 
(ii) Any statement made generally available to the membership of, to 

all participants in, or to persons having or seeking access (including, in the 
case of national securities exchanges or registered securities associations, 
through a member) to facilities of, the self-regulatory organization 
(“specified persons”), or to a group or category of specified persons, that 
establishes or changes any standard, limit, or guideline with respect to: 
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Whether or not the guidance issued by FINRA is permissible without the 
issuance of a rule proposal depends on whether it is implied by the rule.  In 
General Bond & Share Co. v. SEC,39 the Tenth Circuit considered whether 
the issuance of a Notice to Members by the NASD constituted rule making, 
which would require it to be submitted to the SEC for approval.  The court 
held that the guidance in the Notice to Members established a new standard 
of conduct, and hence "must be considered a ‘rule change’ under any 
common sense definition of that term."40  The court also discussed a prior 
case involving a similar issue, stating, “the resolution of this issue turned on 
whether the purported interpretation ‘does no more than express what must 
be clearly implied in the rule itself,’ or whether it has the effect of adding 
some duty or standard not otherwise contained in the rules.”41 The court 
pointed out that, in that case, the interpretation of the rule “was simply an 
application of a standard of conduct already expressed in another NASD 
rule,” therefore the interpretation “did not establish a new standard.”42 

Here, the question is whether the response to questions 6(a) and 6(b) in 
RN 12-55 establishes “a new standard of conduct” and “establishes or 
changes a standard, limit, or guidance with respect to the obligations of its 
members,” which cannot be “reasonably and fairly implied by an existing 
FINRA rule” and “does more than express what must be clearly implied in 

                                                                                                                                             
(A) The rights, obligations, or privileges of specified persons or, in the 

case of national securities exchanges or registered securities associations, 
persons associated with specified persons; or 

(B) The meaning, administration, or enforcement of an existing rule. 
…. 
(c) A stated policy, practice, or interpretation of the self-regulatory 

organization shall be deemed to be a proposed rule change unless (1) it is 
reasonably and fairly implied by an existing rule of the self-regulatory 
organization or (2) it is concerned solely with the administration of the self-
regulatory organization and is not a stated policy, practice, or interpretation 
with respect to the meaning, administration, or enforcement of an existing 
rule of the self-regulatory organization. 

(Emphasis added). 

39. 39 F.3d 1451 (10th Cir. 1994). 

40. Id. at 1459. 

41. Id. (quoting In re The Rules of the Nat’l Assoc. ofSecs. Dealers, Inc., Exchange 
Act Rel. No. 3623 (Nov. 25, 1944)). 

42. Id. 
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the rule itself.”43 The extent to which the guidance in RN 12-55 is read to 
change the existing standard will determine whether or not the guidance is 
viewed as improper rulemaking.   

In the Proposal, FINRA did not state that the term “customer” was meant 
to only encompass those who execute transactions through the broker-dealer 
with which the registered representative is associated or the broker-dealer 
receives or will receive, directly or indirectly, compensation as a result of the 
recommended transaction.  Based on prior case law, “customer” should 
include individuals who have at least an informal business relationship with a 
brokerage firm.  From the reading of the footnotes, this more attenuated 
relationship may be read into the rule.  To the extent the guidance limits the 
meaning of customer to only those customers who have accounts at the 
brokerage firm or from whom the brokerage firm earns compensation, it may 
be concluded that FINRA has engaged in improper rulemaking.  
Additionally, to the extent the guidance limits the rule’s applicability to 
private securities transactions, it may also be concluded that FINRA has 
engaged in improper rulemaking.   

                                                            
43. 17 CFR 240.19b-4. 
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THE FALL OF WILLOW 
 

Geng Deng, PhD, FRM and Craig McCann, PhD, CFA,1 
 
 

The Willow Fund was a private placement, closed end mutual fund 
registered by Paine Webber in early 2000.Paine Webber was acquired shortly 
thereafter by UBS. 

Until June 30, 2007, the Willow Fund was invested in distressed 
obligations including distressed debt (bonds and loans) and common stock 
with offsetting short debt positions and synthetic short debt positions through 
its purchase of credit default swaps (CDS). During this first time period the 
Fund’s investors made $252 million. 

After June 2007, the Fund dramatically increased its purchases of CDS 
and became massively short distressed debt.  At its peak, the notional value 
of the Fund’s CDS was more than 20 times as large as its long portfolio of 
distressed obligations. Investors in the Fund lost $278.4 million during this 
second period from June 2007 to December 2012.The Willow Fund was 
liquidated in 2013. 

The Willow Fund understated the risk of its CDS portfolio and did not 
disclose the change in its investment strategy in 2008which dramatically 
increased the Fund’s risks. In fact, the Willow Fundstopped reporting the 
CDS premiums it paid as a line item expense and thereafter bundled them 
with realized and unrealized gains on losses on its overall securities and 
derivatives portfolio making it nearly impossible for investors to discern the 
impact of the Fund’s change in strategy and dramatic increase in risk. 

Investors in the Willow Fund suffered losses of between $351 million 
and $419 million compared to a diversified portfolio of junks bonds 
whileUBS made over $100 million selling and managing the Willow Fund. 

 
 

I. INTRODUCTION 
 
Paine Webber launched the PW Willow Fund LLC as a private 

placement closed end non-diversified mutual fund was managed by a joint 
venture of PW Fund Advisor LLC (PWFA) and Bond Street Capital LLC in 

                                                      
1. © 2014 Securities Litigation and Consulting Group, Inc., 3998 Fair Ridge Drive, 
Suite 250, Fairfax, VA 22033. www.slcg.com.  Dr. Deng can be reached at 703-539-
6764 or gengdeng@slcg.com and Dr. McCann can be reached at 703-539-6760 or 
craigmccann@slcg.com. 
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May 2000.UBS acquired Paine Webber later in 2000 and the fund was 
renamed the UBS Willow Fund LLC and the manager was renamed UBS 
Fund Advisor LLC (UBSFA). 

Each annual report began with substantially this description of the Fund.2 
...The Fund's investment objective is to maximize total return. 

The Fund pursues its investment objective by investing primarily in 
debt securities and other obligations and to a lesser extent equity 
securities of U.S. companies that are experiencing significant 
financial or business difficulties (collectively, "Distressed 
Obligations"). The Fund also may invest in Distressed Obligations of 
foreign issuers and other privately held obligations. The Fund may 
use a variety of special investment techniques to hedge a portion of 
its investment portfolio against various risks or other factors that 
generally affect the values of securities and for non-hedging 
purposes to pursue the Fund's investment objective. These techniques 
may involve the use of derivative transactions, including credit 
swaps. The Fund commenced operations on May 8, 2000. 
Despite this unchanging description of the Fund’s investment strategy, in 

late 2007 and early 2008,the fund managers were aggressively selling high 
yield debt short. The Fund increased its purchases of CDS contracts in 2008 
and 2009, betting that credit spreads would widen further.The Willow Fund 
lost $199 million in 2007, 2008, and 2009 and had net investor withdrawals 
of $179 million causing the Fund’s assets to shrink from $476 million to only 
$98 million during the three years from December 31, 2006 to December 31, 
2009. The CDS purchased by the Fund required it to pay more than $20 
million a year in premiums when its net assets had fallen to around $100 
million.  The Fund failed as a result of this massive expense and because 
credit conditions didn’t deteriorate further as the Fund had wagered. The 
Fund completed its spectacular multi-year collapse in 2012 largely as a result 
of its leveraged portfolio of CDS contracts. 

 
 

                                                      
2. See, e.g., UBS Willow Fund, L.L.C., 2005 ANNUAL REPORT (Form N-CSR) (Mar. 
9, 2006), available at http://www.sec.gov/cgi-bin/browse-edgar?action=getcompany 
&CIK=0001106258&type=N-CSR&dateb=&owner=exclude&count=100 (last 
visited Apr. 3, 2014).  The first quoted sentence in the 2006 Annual Report, and in 
subsequent annual reports was modified to read: “[T]he Fund's investment objective 
is to maximize total return with low volatility…” UBS Willow Fund, L.L.C., 2006 
ANNUAL REPORT (Form N-CSR) (Mar. 9, 2007) (emphasis added). 
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II. CREDIT DEFAULT SWAPS 
 

A Credit Default Swap (“CDS”) is a contract that transfers the risk of 
default on a bond or portfolio of bonds from one party to another. The 
company, country or municipal authority that issues the bond is called a 
“reference entity” and the specific bond is referred to as the “reference 
obligation.”A CDS contract involves two parties, a party that bets that an 
issuer’s credit quality will deteriorate (similar to buying insurance against a 
default) and a party that bets that an issuer’s credit quality will improve. The 
CDS buyer agrees to pay fixed periodic payments called CDS premiums to 
the CDS seller. In exchange for these CDS premiums, if the reference 
obligation defaults, the seller must make a cash payment to the CDS buyer 
equal to the difference between the defaulted bond’s face value and its 
market value. 

 
Figure 1 Credit Default Swap Cash Flows 
 

 
 

For example, a CDS buyer might agree to pay 2% per year on a $10 
million of the bond’s face value for one year. The buyer pays $200,000 to the 
seller and if the reference entitydefaults the seller pays the buyer the 
difference between what the bond is then worth, say $4 million, and the 
bond’s $10 million face value. The CDS buyer is paying $200,000 for the 
chance that it might receive the $6 million contingent payment. The CDS 
premium that makes this bet fair –the “at-market” premium – is equal to the 
probability of default multiplied by the percentage loss given a default. In our 
simple example, the one-year probability of default is 33.3% since 2% =  
33.3% × 60%.3 

If the credit risk of a reference obligation increases, at-market CDS 
premiums will increase.Once a CDS contract is entered into and the CDS 
premium for that contract is fixed, if CDS premiums increase the credit 
protection buyer will have a mark-to-market gain. Continuing our example, if 
immediately after buying the CDS contract the risk of default increases from 
                                                      
3. We oversimplify CDS valuation to illustrate a point. Those interested in learning 
more should start with Darrell Duffie, Credit Swap Valuation, 55 FIN. ANALYSTS 

J.,73 (Jan./Feb. 1999). 
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33.33% to 50%, the at-market premium will increase from 2% to 3% ( = 50% 
× 60% ). The CDS buyer will have a mark-to-market gain of $100,000 
because the insurance that was worth $200,000 could then be resold for 
$300,000. Conversely, if at-market CDS premium decreases from 2% to 1% 
because the reference entity’s probability of default drops from 33.3% to 
16.7%; the buyer will have a mark-to-market loss of $100,000 since the 
insurance which was worth $200,000 is then worth only $100,000.Since 
buyers of CDS gain when the value of reference obligations drop due to 
increased credit risk and lose when the value of reference obligations 
increase due to reduced credit risk, the CDS buyer is selling short credit risk. 

CDS do not require an upfront exchange of the contract’s underlying 
exposure or “notional value.” CDS contracts are thus leveraged investments. 
For example, an investor with $100 in cash could theoretically buy or sell a 
CDS contract with an arbitrarily large notional amount, e.g., $100,000. 
Although the investor doesn’t need to have the notional value to buy or sell 
the contract, he does have to deposit sufficient assets to guarantee his 
continued CDS premium or contingent payments. 

 
  

i. USING CDS TO HEDGE 
 

The Willow Fund said it might use CDS to “hedge a portion of its 
investment portfolio.” Prior to 2007, the Willow Fund bought CDS contracts 
with total notional values that varied over time but were less than the value 
of its portfolio of distressed securities. The CDS contracts that the Fund 
bought did not reference the Fund’s its distressed securities but would still 
likely have had gains if the Fund’s portfolio of distressed securities suffered 
losses. Thus, the Willow Fund’s pre-2007 use of CDS may have hedged a 
portion of the credit risk in its portfolio of distressed obligations. 

Figure 2 is an excerpt from the September 30, 2007, N-Q,which provides 
an example of the Willow Fund’s use of CDS to hedge.4 The Fund had $465 
million of net assets, roughly $275 million of that in distressed obligations. 
By purchasingCDScontracts with $125 million in aggregate notional value, 
the Fundpartially hedged or cancelled the credit risk in $125 million of its 
distressed debt portfolio.  

 

                                                      
4. UBS Willow Fund, L.L.C., QUARTERLY SCHEDULE OF PORTFOLIO HOLDINGS OF 

REGISTERED MANAGEMENT INVESTMENT COMPANY (Form N-Q), (Nov. 28, 2007), 
available at http://www.sec.gov/Archives/edgar/data/1106258/00009350690700 
2838/0000935069-07-002838-index.htm(last visited Apr. 3, 2014). 
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Figure 2 Willow Fund September 30, 2007, Credit Default Swaps 
 

 
 
The CDX HY8 entry in Figure 2 warrants a little more discussion. CDX 

HY is a series of indexes of CDS on high yield corporate debt.5The CDX 
HY8 CDS was purchased sometime during the third quarter of 2007.The 
December 20, 2007 entry in the “Maturity Date” field in the Fund’s 
September 30, 2007 N-Q is incorrect. Subsequent filings correctly list the 
date as June 20, 2012. The Fund agreed to pay an annual CDS premium of 
2.75% on $75 million, or $2.0625 millionper year. 

The Fund also paid an upfront fee of approximately $3.3 million when 
buying this contract because the at-market CDX HY8 premiums had 
increased substantially from 2.75% between when the CDX HY8 series was 
first published in March 2007 and when the Fund bought the CDX HY8 in 
the third quarter of 2007.  For example, if the at-market CDS rates on the 
CDX HY8 series had increased to 4.75%, the Fund would have to pay 
upfront the present value of the 2% difference between 4.75% and 2.75% 
over the remaining term of the contract and then would pay 2.75%. This 
upfront payment is the market value of an insurance contract that should 
require annual payments of 4.75% but only requires a 2.75% payment and is 
analogous to a borrower paying and upfront payment to buy down the 
periodic interest rate. 

                                                      
5. CDX HY 8 was the eighth in the series of high yield CDS indices. Markit Credit 
Indices, A Primer, MARKIT (Nov. 2008), available at http://www.markit.com 
/news/Credit%20Indices%20Primer.pdf (last visited Apr. 3, 2014).CDX HY 8 was 
first calculated and reported by MARKIT in March 2007. A MARKIT fact sheet listing 
the 100 equally weighted high yield reference obligations underlying CDX HY 8is 
available athttp://www.markit.com/news/CDX.NA.HY.8.pdf(last visited Apr. 3, 
2014). 
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The Fund’s subsequent filings show it also purchased the CDX HY9 and 
HY10 series in 2008, but had sold all the CDX series by December 31, 2008.  
The Fundpaid between $33 million and $37 million in upfront fees on these 
CDX purchases.As explained above, some of the upfront fees prepay the 
excess of the CDS rates at the time the contracts are purchased over the CDS 
rates when the CDS Index is first reported.  If we had the precise non-public 
purchase and sale information instead of just quarterly holdings, we would 
amortize a portion of this prepaid CDS premium and include it in our 
estimate of the CDS premiums the Fund paid on corporate CDS. 

 
 
ii. USING CDS TO INVEST 

 
The Willow Fund also said that it could use CDS “… for non-hedging 

purposes to pursue the Fund's investment objective.” By selling CDS and 
purchasing low risk collateral equal to the notional value of the CDS on 
distressed sold, the Willow Fund could have created a synthetic long position 
in the distressed debt referenced in the CDS. The Willow Fund was always a 
buyer, never a seller, though of CDS and so the Fund didnot use CDS to 
implement its investment objective. 

 
 

iii. USING CDS TO SPECULATE AND TO LEVERAGE 
 

As a buyer of CDS contracts, the Willow Fund was shorting credit risk. 
That is, it was betting that the credit risk of the issuers its CDS referenced 
would worsen. Initially the Fund was selling short less credit risk than it had 
in its portfolio of distressed securities and so could be said to be hedging.  At 
least by December 31, 2007 though Willow Fund was selling short far more 
credit risk through its CDS portfolio than it was exposed to in its securities 
holdings. From 2008 onward, the Willow Fund was using the CDS contracts 
not to hedge or to implement its investment objective but to speculatively 
short distress debt with extraordinary leverage. 

The Willow Fund had been buying CDS contracts on corporate bonds 
from the its inception and had held a CDS on $10 million of Korean 
sovereign debt from 2001 to 2006. It started buying large quantities of CDS 
on sovereign debt and corporate bonds when it placed its dramatic bet that 
credit risk would worsen in 2008. See Figure 3. 
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Figure 3Willow Fund Corporate, Sovereign and Municipal CDS 
 

 
 

The Fund chose a particularly bad time to deviate from its disclosed 
investment strategy. The solid bars in Figure 4 illustrate the Fund’s CDS 
aggregate notional values over time. The line traces the current at-market 
five-year CDS premium on high yield debt. The Fund increased its distressed 
debt short exposure from $500 million to $2.4 billion when the high 
yieldfive-year CDS premiums were between 800 and 1500 basis points (1 
basis point = 0.01%). The Fund kept most of this exposure as high yield CDS 
premiums fell back below 500 basis points and was thus short $2 billion of 
distressed debt as distressed debt prices increased. Since the Fund was by 
then shorting rather than investing in distressed debt, it suffered large losses. 
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Figure 4 Willow Fund Leveraged Its Bets Against Distressed Debt as CDS 
Rates Fell. 
 

 
 
 

III. WILLOW FUNDS LOSSES BY STOCKS, BONDS, LOANS AND CDS 
 

i. STOCKS, BONDS AND LOANS VERSUS CDS 
 

In addition to losses on its CDS, the Willow Fund suffered substantial 
losses on its portfolio of distressed corporate stocks, bonds and loans. The 
relative importance of losses on CDSversus losses on stocks, bonds and loans 
is not readily apparent from the SEC filings because the bonds and loans 
received coupon interest while the Fund paid out over $135 million in 
premiums on its CDS contracts. Similarly, the relative significance of CDS 
on corporate bonds versus CDS on sovereign debt is obscured by the 
differences in CDS premium the Willow Fund paid across the different types 
of reference obligations. 

Table 1 reports the capital losses suffered by the Willow Fund on CDS 
contracts and on all other investments – mostly corporate stock, bonds and 
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2007 2008 2009 2010 2011 2012 2007-2012
Capital Gains and Losses

Swaps $2,383,580 $42,414,376 -$88,676,210 $56,295,516 $38,705,423 -$31,324,051 $19,798,634
Other Investments -$39,360,398 -$105,603,520 $39,042,779 $15,688,739 $4,041,344 -$27,361,288 -$113,552,344

Total -$36,976,818 -$63,189,144 -$49,633,431 $71,984,255 $42,746,767 -$58,685,339 -$93,753,710

Interest, Dividends and Premium
Swaps -$2,262,016 -$15,259,690 -$27,599,150 -$36,687,338 -$31,969,747 -$21,892,919 -$135,670,860

Other Investments $3,938,722 $11,360,084 $3,793,117 $70,967 $39,965 $9,748 $19,212,603
Total $1,676,706 -$3,899,606 -$23,806,033 -$36,616,371 -$31,929,782 -$21,883,171 -$116,458,257

Profit or Loss
Swaps $121,564 $27,154,686 -$116,275,360 $19,608,178 $6,735,676 -$53,216,970 -$115,872,226

Other Investments -$35,421,676 -$94,243,436 $42,835,896 $15,759,706 $4,081,309 -$27,351,540 -$94,339,741
Total -$35,300,112 -$67,088,750 -$73,439,464 $35,367,884 $10,816,985 -$80,568,510 -$210,211,967

loans - estimated from the fund's quarterly holdings reported on SEC filings 
from 2007 to 2012.6 

 
Table 1 Willow Fund Losses on CDS Contracts and Other Investments, 
2007-2012 

 
We estimate that CDS market value gains of $19.8 million partially 

offset $113.5 million in losses on other investments. Looking only at the 
changes in market values it would appear that the CDS contracts were 
profitable and that common stock and corporate bonds and loans were 
responsible for all of the losses from 2007 to 2012. This conclusion would be 
wrong for two reasons.   

First, the change in the market value of the CDS contracts reflects in part 
the Willow Fund’s payment of a substantial amount of the CDS premiums it 
was committed to pay during the term of the CDS contracts as they matured. 
In addition, and related, the Willow Fund received $19 million in interest and 
dividends on the common stock and corporate bonds and loans and paid out 
at least $135.7 million in premiums on the CDScontracts.  Thus, properly 
reckoned, the CDS accounted for $115.9 million or 55% of the $210 million 
in losses the Fund suffered from 2007 to 2012. Everything else in this 
distressed fund accounted for only $94.3 million or 45% of the losses. 

 
 
 
 

                                                      
6. We estimated the capital gains and losses as the change in the reported market 
value per unit multiplied by the minimum units held at the beginning or end of the 
quarter.We estimated the CDS premiums paid as the CDS rate multiplied by the 
average notional value of each contract at the start and end of each quarter. 
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ii. SOVEREIGN VERSUS CORPORATE CDS 
 

A similar phenomenon obscures the relative significance of CDS on 
corporate debt versus CDS on sovereign debt. If we only look at capital 
losses in 2012, it appears that two thirds of the CDS losses came from 
contracts betting against the credit quality of sovereign issuers like France, 
Germany, Ireland, Mexico, Spain, Sweden and the United Kingdom. This is 
misleading because the CDS contracts on corporate bonds required much 
higher annual premiums (at least 2.38% on average) than CDS contracts on 
sovereign debt (0.82% on average) and CDS contracts on state and municipal 
bonds (0.36% on average).7 

The annual CDS premium paid by the Fund on its contracts can be found 
in a schedule near the end of each annual and semi-annual report. Figure 5 
excerptsa portion of the Willow Fund’s 2008 Annual Report.8 The second 
column labeled “Interest Rate” is the annual CDS premium the Fund paid on 
the notional value in the fourth column for the term of the CDS contract. 
Focusing on the contracts with Goldman Sachs for examples, we see that the 
Willow Fund paid as little as 0.1% to insure German sovereign debt and as 
much as 4.05% or 40 times as much to insure Pulte Homes debt. 

 
 
 
 
 
 
 
 
 
 
 

                                                      
7. The average premium on corporate CDS is higher than 2.38% because we do not 
include any of the $33 million to $36 million in upfront fees the Fund paid on CDX 
HY contracts in 2007 and 2008.  Since these fees effectively buy down the CDS 
premium from at-market premiums to the premium when the CDS series was first 
published by MARKIT, we understate the corporate CDS premium by between 5% 
and 10%.  

8. UBS Willow Fund, L.L.C.,  CERTIFIED SHAREHOLDER REPORT OF REGISTERED 

MANAGEMENT INVESTMENT COMPANIES, (Form N-CSR)(Mar. 6, 2009) available 
athttp://www.sec.gov/Archives/edgar/data/1106258/000093506909000651/g49912w
illow_ncsr.txt (last visited Apr. 3, 2014). 
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Figure 5. Partial Listing of Willow Fund’s CDS Contracts as of December 
31, 2008. 

 
Table 2 reports our breakdown of capital losses on CDS contracts by 

corporate, sovereign and municipal debt from 2007 to 2012. The Fund paid 
$14.1 million in premiums on its corporate CDS contracts compared to only 
$7.8 million on its sovereign CDS contracts in 2012 and $97.6 million on 
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2007 2008 2009 2010 2011 2012 2007-2012
Market Value Changes

Corporate CDS $2,372,598 $21,958,552 -$63,383,095 $21,967,614 $27,948,337 -$9,558,662 $1,305,345
Sovereign CDS $0 $0 -$16,003,176 $29,949,068 $13,120,406 -$21,700,305 $5,365,993

State CDS $0 $20,260,406 -$9,220,139 $5,344,824 -$421,278 $0 $15,963,813
Total $2,372,598 $42,218,958 -$88,606,410 $57,261,506 $40,647,466 -$31,258,967 $22,635,151

CDS Premium
Corporate CDS -$2,251,594 -$14,326,992 -$19,252,429 -$25,326,410 -$22,334,728 -$14,076,966 -$97,569,121
Sovereign CDS $0 -$311,736 -$7,630,972 -$11,616,872 -$10,904,808 -$7,813,192 -$38,277,579

State CDS $0 -$449,409 -$785,549 -$710,046 -$672,254 -$67,845 -$2,685,103
Total -$2,251,594 -$15,088,137 -$27,668,950 -$37,653,328 -$33,911,790 -$21,958,003 -$138,531,803

Profit or Loss
Corporate CDS $121,003 $7,631,560 -$82,635,524 -$3,358,796 $5,613,609 -$23,635,628 -$96,263,776
Sovereign CDS $0 -$311,736 -$23,634,148 $18,332,196 $2,215,599 -$29,513,496 -$32,911,586

State CDS $0 $19,810,997 -$10,005,688 $4,634,778 -$1,093,531 -$67,845 $13,278,710
Total $121,003 $27,130,821 -$116,275,360 $19,608,178 $6,735,676 -$53,216,970 -$115,896,652

corporate CDS versus $38.3 million on sovereign CDS contracts from 2007 
to 2012.9 

 
Table 2 Losses on Corporate, Sovereign and Municipal CDS, 2007-2012 

 
Including the CDS premiums the Fund paid in 2012, a little less than half 

of the CDS losses came from contracts betting against corporate debt and a 
little more than one half of the losses came from betting against sovereign 
debt. Over the entire 2007-2012 period, the Willow Fund’s $96 million in 
losses from CDS contracts on corporate debt was three times as much as the 
$33 million in losses from CDS contracts on sovereign debt.The Willow 
Fund’s 2012 collapse would have occurred whether it was short only high 
yield corporate credit rather than a mixture of corporate debt and sovereign 
debt.  

 
 

IV. THE WILLOW FUND HID ITS RISKY CHANGE IN STRATEGY. 
 

i. UBS UNDERSTATED THE RISKS OF PURCHASING CDS CONTRACTS 
 

Each annual and semi-annual report contained an identical disclosure of 
the risks of CDS contracts which read: 

                                                      
9. As with Table 2, we underestimate the premiumspaid on corporate CDS because 
we do not include any of the $33 to $36 million of upfront fees the Fund paid in 
2007 and 2008 on the CDX HY swaps. 
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Risks may arise as a result of the failure of the counterparty 
(Protection Seller) to perform under the agreement. The loss incurred 
by the failure of counterparty is generally limited to the market value 
and premium amounts recorded. The Fund considers the 
creditworthiness of each counterparty to a swap agreement in 
evaluating potential credit risk. Additionally, risks may arise from 
the unanticipated movements in the interest rates or in the value of 
the underlying reference securities. 
The first three sentences of this paragraph discuss counterparty credit 

risk – the risk that if and when one of the reference entities defaults - 
Goldman Sachs or JP Morgan will not make the contingent payment due 
upon a default to the Willow Fund. Especially for the counterparties UBS 
dealt with, this risk is truly de minimis. The fourth sentence states that 
changes in the risk free rate of interest and changes in the value of the 
reference obligations effectthe market value of a CDS contract. In fact, 
changes in the credit quality of the reference entities is the primary risk in the 
CDS contracts.  It is this risk - the risk that the credit quality of the reference 
entities would worsen substantially, that the Willow Fund paid over $120 
million to bet on - which vastly dominates all other risks associated with the 
Fund’s CDS holdings.  The Willow Fund’s annual and semi-annual reports 
do not discuss this primary risk, which it then leveraged up 15 or 20-1. 

 
 
ii. UBS DELAYED DISCLOSING THE FUND WAS SPECULATIVELY 

TRADING 
 

The Willow Fund delayed disclosing the dramatic change in its use of 
CDS contracts. In the 2010 N-CSR filed with the Securities and Exchange 
Commission on March 11, 2011 - after the Fund had suffered over $210 
million in losses while speculating with CDS - the Fund stated “... the Fund 
entered into credit default swaps for speculative purposes as a "protection 
buyer".” The fifteen previous annual and semi-annual reports said only stated 
“... the Fund entered into credit default swaps as a "protection buyer".” 65% 
of the losses resulting from the Willow Fund’s explosive use of CDS 
contracts occurred before it hinted in its SEC filings that it was no longer 
hedging or investing but was speculating with CDS. 
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Figure 5 Willow Fund Partially Discloses Speculation After $200 million in 
Losses. 

 

 
 

The upper panel of Figure 5 plots the notional value of the Willow 
Fund’s CDS contracts as percent of the fund’s net assets each quarter and the 
lower panel of Figure 5 plots the funds profits semi-annual profits from 2003 
to 2012. Consistent with the Willow Fund’s disclosures, in the early years it 
invested in securities of distressed companies and hedged out some of the 
credit risk in its portfolios by purchasing credit default swaps. From January 
1, 2003 to June 30, 2007, the Willow Fund had $309,415,927 in profit. From 
June 30, 2007 to December 31, 2012, while the Willow Fund’s portfolio 
deviated substantially from the Fund’s SEC filings, the Fund suffered losses 
of $287,576,818. 
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iii. THE FUND SWITCHED FROM REPORTING CDS PREMIUMS AS 

EXPENSES TO CAPITAL LOSSES TO OBFUSCATE THE IMPACT OF ITS 

MASSIVE CDS PORTFOLIO. 
 

Periodic payments made by the protection buyer – the Willow Fund in 
this case – should be expensed in the period they are paid.10Reporting the 
periodic payments as an expense allows investors to see how much is being 
paid to bet on the credit of certain issuers; the higher the CDS expense the 
greater the risk of variations in credit quality. 

Up to and including the June 30, 2007 Semi-Annual Report, the Willow 
Fund’s annual and semi-annual reports correctly list the CDS premiums it 
paid as an expense item “Interest on credit swaps.” The Willow Fund’s June 
30, 2007 Semi-Annual Report includes the following sentence. “The accrued 
expense related to the periodic payments is reflected as interest on credit 
swaps in the Statement of Operations.”  Starting with the December 31, 2007 
Annual Report filed in March 2008, this language was changed to read: “The 
accrued expense related to the periodic payments on credit default swaps is 
reflected as realized and unrealized loss in the Statement of Operations.” 

We report the Fund’s “Interest on credit swap” expense for each year and 
our estimated CDS premiums in Table 3. Our estimates closely track the 
Willow Fund’s line item expense up to the June 30, 2007 Semi-Annual 
Report after which the Fund stopped reporting this expense line item and 
buried it in the realized and unrealized change in market value of securities. 

The Willow Fund’s CDS expense skyrocketed after the Fund stopped 
reporting it as a line item expense. By the time the Willow Fund filed its 
2007 Annual Report in March 2008, it was committed to paying between $15 
million and $25 million in CDS premiums in 2008. The Fund paid well over 
$20 million per year on average in CDS premiums from 2008 to 2012.  By 
changing how it reported this item from an expense to a change in the market 
value of the securities it held or had sold the Willow fund was able to 
mislead investors. 

 
 
 
 

                                                      
10. “Under the notional principal contract regulations, a credit protection buyer’s 
periodic payments are recognized as income to the seller and expense of the buyer 
for periods for which they are made,” LAWRENCELOKKEN, TAXATION OF CREDIT 

DERIVATIVES 23(Nov. 19, 2009), available at http://www.taxpolicycenter.org/ 
UploadedPDF/1001350_credit_derivatives.pdf.   
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Table 3 UBSstopped reporting CDS premiums as expenses. 
 

 
 
 

V. THE WILLOW FUND INVESTORS’ LOSSES WERE UBS’S GAINS 
 

i. INVESTORS LOSTBETWEEN $278.4 MILLION AND $419.2 MILLION 

AS A RESULT OF THE WILLOW FUND’S UNDISCLOSED CHANGE IN 

INVESTMENT STRATEGY 
 

Investors in the Willow Fund lost $25.9 million from inception to 
December 31, 2012. The same investor capital deposits and withdrawals in a 
diversified portfolio of high yield bonds would have had a $190.4 million 
gain and so Willow Fund investors as a whole lost $216.3 million over the 
active life of the Fund. See Figure 6. 

 
 
 
 
 
 
 
 
 
 
 
 

C-NSR SLCG Estimate

2004 $2,320,898 $2,259,000
2005 $2,007,607 $1,934,375
2006 $1,632,989 $1,572,875
1H07 $539,662 $539,813
2007 $2,320,313
2008 $15,652,960
2009 $27,858,750
2010 $26,146,375
2011 $24,846,250
2012 $20,025,563

Willow Fund's "Interest on credit swap" Expense
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Figure 6 Fund Returns, Market Returns and Market Adjusted Returns 
 

 
 

The Willow Fund was two very different funds.  From inception to June 
2007, the Fund invested in distressed obligations and hedged some of its 
credit risk exposure by purchasing CDS contracts. During this period, 
investors had a gain of $252.5 million. This gain was $134.3 million more 
than the $118.2 million the same investor capital flows would have earned in 
a diversified, non-leveraged portfolio of junk bonds. 

After July 1, 2007, the Willow Fund was completely different than its 
previous self and completely different than what its SEC disclosures 
described. The Fund was a high-cost, massive short bet on credit risk. The 
Fund lost $278.4 million from July 1, 2007 to December 31, 2012. 
Approximately half of these losses were the CDS premiums it paid but 
stopped reporting separately in its SEC filings after June 30, 2007.  

If the Willow Fund investors’ capital values on June 30, 2007 had been 
invested in a diversified portfolio of junk bonds, they would have earned 
$140.9 million up through December 31, 2012. Willow Fund investors thus 



88 THE FALL OF WILLOW [Vol. 21 No. 1 

lost $419.2 million compared to the high yield bond market after the Fund 
changed its strategy (and its accounting treatment of CDS premiums).11 

 
 

ii. UBS MADE OVER $100 MILLION SELLING AND MANAGING THE 

WILLOW FUND 
 

UBS made over $100 million managing and selling the Willow Fund. 
UBSFA received a management fee of 1.25% of the net assets of the fund 
annually which added up to $41.2 million. UBS also received an incentive 
fee equal to 20% of the Fund’s profits above a high watermark. The incentive 
fees totaling $54.3 million were added to UBSFA’s Managing Member 
capital but were virtually completely withdrawn prior to the Fund’s losses 
and so were not at risk with the Fund’s investor’s capital. UBS also received 
up to a 2% placement fee for acting as the Placement Agent for the Fund.  

 
Table 4 Compensation Paid by the Willow Fund to UBS, excluding 
placement fees. 

Year Management Fee Incentive Fee Total 

2000 $88,099 $0 $88,099 
2001 $1,959,893 $0 $1,959,893 
2002 $3,343,456 $2,903,403 $6,246,859 
2003 $3,812,121 $15,018,067 $18,830,188 
2004 $4,578,946 $7,452,335 $12,031,281 
2005 $4,146,734 $6,936,901 $11,083,635 
2006 $5,142,331 $19,992,799 $25,135,130 
2007 $5,989,170 $1,785,558 $7,774,728 
2008 $5,044,927 $0 $5,044,927 
2009 $2,591,896 $0 $2,591,896 
2010 $1,484,097 $156,920 $1,641,017 
2011 $1,364,108 $62,759 $1,426,867 
2012 $1,751,928 -$11,821 $1,740,107 

$41,297,706 $54,296,921 $95,594,627 
                                                      
11. If instead of investing the members’ capital accounts on June 30, 2007 in the 
diversified portfolio we just allow the alternative portfolio of junk bonds to continue 
from that date until December 31, 2012 the estimated market adjusted damages 
during the second period would be $350.6 million rather than $419.2 million.   
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VI. CONCLUSION 
 

The Willow Fund understated the risk of its CDS portfolio, failed to 
disclose the change in its investment strategy in 2008 which dramatically 
increased the Fund’s risks, and changed how it accounted for the CDS 
premiums it paid from being a line item expense to being bundled up with 
realized and unrealized gains on losses on its overall securities and 
derivatives portfolio making it nearly impossible for investors to discern the 
impact of the Fund’s change in strategy and dramatic increase in risk.UBS 
made over $100 million selling and managing the Willow Fund while 
investors in the Fund lost $278 million.  UBSFA was paid $41 million in 
management fees and $55 million in incentive fees and UBS charged 
investors a placement fee of up to 2%. 

Until June 30, 2007, the Willow Fund was invested in distressed 
obligations with offsetting but smaller short debt positions and synthetic 
short debt positions through its purchase of credit default swaps (CDS). 
During this first time period the Fund’s investors made $252 million. 

After June 2007, the Willow Fund dramatically increased its purchases 
of CDS and became massively selling distressed debtshort.  At its peak, the 
notional value of the CDS the Fund purchased was more than 20 times as 
large as its long portfolio of distressed obligations. Investors in the Fund lost 
$278 million during this second period from June 2007 to December 
2012.The Fund was liquidated in 2013. 
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RECENT ARBITRATION AWARDS 
 

Robert Van De Veire 
 
 

This past year was an eventful one in the field of securities arbitration 
and FINRA regulation.  Specifically, FINRA’s Broker Check and 
expungement procedures have come under fire.  Largely due to PIABA’S 
efforts, and also recently the Wall Street Journal, the shortfalls of FINRA’s 
related systems and processes have begun to come to light.  In keeping with 
that theme, this edition of Recent Arbitration Awardsfocuses on six recent 
arbitration awards that highlight the issues surrounding the expungement 
process, including the limitations and shortcomings that need to be addressed 
and remedied moving forward.   
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LINDA M. GILLIAM V. SAGEPOINT FINANCIAL, INC. AND 
CHARLES VAN MASON 
FINRA Case No. 12-037171 
 

Claimants’ Counsel: Joshua B. Kons, Esq., Law Offices of Joshua B. 
Kons, LLC 

Respondent’s Counsel: Gregory M. Curley, Esq., Sage Point Financial, 
Inc. 

Arbitrators: Paul Meyer (Sole Public Arbitrator) 
Award:  Though there was no settlement between the parties, Claimant 

notified FINRA that she voluntarily dismissed all claims with prejudice 
against both Respondents.  At which time, Respondent filed a request for 
expungement, to which Claimant objected.   

In a lengthy, reasoned decision, the sole public arbitrator, Mr. Meyer 
issued an award granting expungement on the grounds that “said claims, 
allegations and information were clearly erroneous.” 

This case is significant because the five page reasoned award authored 
by Mr. Meyer provides valuable insight into the thought process of an 
arbitrator in awarding expungement.  Not only does the decision include a 
lengthy analysis of the facts of the case itself, but more significantly, it 
explores the rationale behind Mr. Meyer’s application of Rule 2080.   

Mr. Meyer issued a stunning rebuke of the expungement system at 
present which he categorizes as his “preliminary considerations of the 
standards to applied for expungement” before evendiscussing his case-

                                                 
1. Claimant asserted the following causes of action: 1) intentional and negligent 
misrepresentation; 2) negligence, gross negligence, reckless and/or willful 
misconduct; 3) lack of due diligence; 4) unsuitable investment recommendations; 5) 
breach of fiduciary relations [sic]; 6) fraud; 7) constructive fraud; 8) breach of 
contract; 9) breach of implied covenant of good faith and fair dealing; 10) failure 
to supervise; and 11) violation of federal securities laws, FINRA rules of fair 
practice, and Washington State common law. The causes of action relate to 
Claimant’s investment in Inland Western Retail Real Estate Trust, Inc. (“Inland 
Western REIT”), which included “liquid” assets, annuities and mutual funds. 

In the Statement of Claim, Claimant requested 1) damages in the sum of 
$58,980.00; 2) disgorgement and restitution of all earnings, profits, compensation 
and benefits received by Respondent and its agent; 3) lost opportunity costs; 4) pre-
and post-judgment interest at the legal rate; and 5) such other and further relief as 
this Arbitrator may deem just and proper. 

Respondents requested dismissal of the case and any other and further relief to 
Respondents that the Arbitrator deems to be just and equitable. 
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specific reasoning. Mr. Meyer highlighted many of the problems often raised 
with the present expungement process from the neutral perspective of an 
arbitrator.   

One such problem lamented by Mr. Meyer is the lack of reasoned awards 
rendered in expungement proceedings.  Though not binding precedent, “a 
well-written FINRA decision can be of real assistance to arbitrators 
interested in how their peers dealt with similar factual situations and applied 
applicable rules (law).”  Absent these “non-binding ‘precedents,’” Mr. Meyer 
expressed concern that “there will be no consistency in how FINRA 
arbitration panels apply the expungement rules.”  Of course, as the recent 
expungement study showed, FINRA arbitrations panels were fairly consistent 
in simply granting expungement an overwhelming majority of the time.2 

The apparent lack of clarity provided by Rule 2080 (including no clear 
cut standard of proof) is also addressed by Mr. Meyer.Hegives great weight 
to the fact that even when “a case goes to full hearing and results in dismissal 
. . . the allegations nevertheless appear on the respondents’ CRD records.” 
His interpretation of the meaning behind this practice is that “this is done 
under the theory that where there is smoke there must be some fire.”  Under 
this theory, Mr. Meyer reasons that the burden of proof for expungement 
must go above and beyond a simple preponderance of the evidence (the basic 
standard of proof in civil proceedings), “essentially requiring proof that, 
despite the smoke, there is no fire.” 

Mr. Meyer astutely noted the trend of so-called rubber stamp 
expungements.  Having reviewed expungement awards on his own, Mr. 
Meyer seemed dismayed with the process and other arbitrators, 
because“[m]any expungement decisions suggest that the panel did little more 
than have a mini ex-parte trial on the merits, decided in favor of the 
respondent and granted expungement” with few “decisions clearly 
reflect[ing] the higher standard of proof required for expungement.” 

Finding something to be “factually impossible” or “false,” according to 
Mr. Meyer, should not be a matter of judgment or reasoning, but a matter of 
fact – an absolute.  “Clearly erroneous” is the only basis for expungement 
which Mr. Meyer views as subject to the application of “reasoned judgment” 
versus factual determination.  To this basis, he applies the burden of “clear 
and convincing evidence.” 

Ultimately, “clear and convincing evidence” as the standard also offers a 
rebuke of many other panels who have granted expungement: 

                                                 
2. See Scott Ilgenfritz, Expungement Study of the Public Investors Arbitration Bar 
Association, PIABA B.J., Vol. 20, No. 3 (2013). 
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This Arbitrator has examined a number of reported expungement 
decisions and was astonished by the widespread confusion among 
“factually impossible,” “false” and “clearly erroneous,” as well as 
the lack of convincing “reasons” used to support such findings. 
These terms are frequently applied to claims and allegations the 
expungement panel believed were not supported by a preponderance 
of the evidence. Therefore, they conclude they are “factually 
impossible,” “false” and “clearly erroneous.” Indeed, numerous 
reported expungement decisions inappropriately combine them 
indiscriminately. Conflating all three different grounds into one 
renders such finding meaningless.   

Finally, Mr. Meyer issued a warning and challenge to FINRA: 
Until FINRA substantially clarifies Rule 2080, requests for 

expungement will multiply, resulting in many expungements FINRA 
never intended. These problems are described in the NY Times 
article, cited above, which suggest FINRA is fully aware of them. 
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M.C. Otis, individually and as trustee for the Otis Trust v. Morgan Stanley 
Smith Barney LLC 
FINRA Case No. 11-048203 
 

Claimants’ Counsel:  Samuel B. Edwards, Esq., Shepherd, Smith, 
Edwards & Kantas, Ltd. LLP 

Respondent’s Counsel:  Joseph Calabrese, Esq., Morgan Stanley Smith 
Barney 

Arbitrators: Robert J. Ruben (Public Chairperson), Audrey Lynne Myer 
(Public Arbitrator), and Michael John Florio (Public Arbitrator)  

Award: The case was settled.  A split panel granted expungement, with 
no appearance at the expungement hearing by the Claimant.   

This award is significant because of the differing rationales between the 
majority panelists, Mr. Ruben and Ms. Meyer (collectively the “Majority”), 
and the dissenting arbitrator, Mr. Florio.  The Majority was content in finding 
that “the claim, allegation or information is false” based in large part because 
the settlement was for what the Panel viewed as a “nominal amount.”  The 
Majority noted the broker did not contribute to the settlement.  The Majority 

                                                 
3. Claimant asserted the following causes of action: 1) violations of the California 
Securities Law; 2) breach of contract and promissory estoppel; 3) violation of the 
California Consumer Legal Remedies Act; and 4) violation of Elder Abuse Statutes. 
The causes of action relate to Claimant’s investments in the Central Folsom 
Redevelopment Project municipal bond and the Golden State Tobacco municipal 
bond. 

Unless specifically admitted in its Answer, Respondent denied the allegations 
made in the Statement of Claim and asserted various affirmative defenses. 

In the Statement of Claim, Claimant requested: 1) an award between $ 
500,000.00 to $1,000,000.00; 2) all sums lost in the accounts on any or all 
transactions made or not made; 3) all lost opportunities incurred as a result of acts 
and/or omissions; 4) rescission of any or all transactions as sought; 5) statutory 
damages as provided by applicable law; 6) punitive damages; 7) pre-award and pre-
judgment interest on all sums invested from the date deposited until the date of the 
award and/or judgment and until such sums are paid, all at the highest rate allowed 
by law; 8) all costs and legal fees, including while on appeal, if any, and for 
collection; and 9) any and all other relief available to Claimant, in law or equity or 
otherwise, which may be granted by this Panel.  

In its Statement of Answer, Respondent requested: 1) dismissal of this claim 
with prejudice; 2) costs; and 3) an order of expungement issued in favor of non-party 
Allen F. Schreiber. 
 

 



96 RECENT ABRITRATION AWARDS [Vol. 21 No. 1 

was also influenced by the fact that the broker was not named personally.  
This is surprising given that the choice of whether to name a broker or not is 
often more one of a Claimant’s trial strategy rather than an indication of 
innocence on the part of the broker.  This is further evidenced by the U4 
reporting requirements which ignore whether or not a broker is named – the 
complaint is still required to appear on the Associated Person’s CRD. 

In observance of the heightened standard for granting the extraordinary 
remedy of expungement, Mr. Florio stated that he was “not convinced that 
the narrowly tailored guidelines for granting expungement were met.”  Mr. 
Florio went even further, desiring a “declaration from the Claimant stating 
that [the broker]’s actions were without fault or free of substantial 
culpability.” 
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William Ayers v. James Clarke and Philip Weyhe 
FINRA Case No. 12-034034 
 

Claimants’ Counsel: Arthur S. Leider, Investors Arbitration Specialists 
L.L.C. 

Respondent’s Counsel:  Victor A. Machcinski, Jr., Esq., Murphy & 
McGonigle, P.C. 

Arbitrators: Linda T. Pellegrino (Public Chairperson), Robert J. 
McDonnell (Public Arbitrator), and Gregory Stuart Berke (Public Arbitrator)  

Award: Claimant’s claims were denied.  Expungement was granted on 
only three of the four claims alleged.  The Panel denied expungement on the 
fourth claim.     

This award is significant because even after denying the Claimants 
claims, the Panel chose to expunge three of the causes of action alleged, but 
refused to grant expungement of the fourth.  Ultimately the Panel found that 
the claims of 1) misrepresentations and omissions, 2) unsuitable 
recommendation, and 3) breach of the implied covenant of good faith and 
fair dealing were false.  However, with respect to the Claimant’s claims for 
fraudulent and negligent misrepresentation, the “Panel [did] not find the 

                                                 
4. Claimant asserted the following causes of action related to various securities in the 
Statement of Claim: 1) misrepresentation and/or omissions; 2) violation of New 
Jersey Uniform Securities Law; 3) unsuitability; 4) violation of NASD Code of 
Conduct 2310, and 5) breach of the implied covenant of good faith and fair dealing.  
In the Amended Statement of Claim, Claimant also asserted the following causes of 
action: fraudulent and negligent misrepresentations in violation of New York law. 
Respondent denied the allegations made in the Statement of Claim and Amended 
Statement of Claim and asserted various affirmative defenses. 

In the Statement of Claim and Amended Statement of Claim, Claimant 
requested 1) compensatory damages in the amount of $250,000.00; 2) interest; 3) 
punitive damages; 4) costs; and 5) such other relief as deemed just and proper. 

At the close of the hearing, Claimant requested damages in an amount between 
$142,783.70 and $436,563.29. 

Respondent requested: 1) all causes of action be denied in their entirety; 2) 
Claimant take nothing by way of his Statement of Claim; 3) Respondent’s portion of 
the forum fees be assessed against the Claimant; 4) Respondent be awarded its costs 
and expenses incurred in defending this action; 5) the Panel make a specific written 
finding that the claim, allegation or information is false for expungement regarding 
unnamed party Rex R. Harris, Jr.; and 6) any other relief that the Panel deems just 
and proper. 
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claim to be without merit such that it should be expunged.”  Unfortunately, 
the Panel neither expounded on the rationale nor the standard of proof it used 
to arrive at its decision.   
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Sylvia Belin and Randi Belin aka Randi Rosen v. Jeri Fried Cohen and 
Wells Fargo Advisors, LLC 
FINRA Case No. 12-004915 
 

Claimants’ Counsel: Christine Lazaro, St. John’s University School of 
Law 

Respondent’s Counsel: Brent J. Burtin, Esq., WellsFargo Advisors, LLC 
Arbitrators: James S. Hazard(Sole Public Arbitrator) 
Award:  Settled.  Expungement request granted.   
This award is significant because of the rationale relied upon by the sole 

public arbitrator in awarding expungement in a case where the parties 
engaged in a pre-filing settlement.  Claimants had served Morgan Stanley 
with a Statement of Claim, but settled before officially filing with FINRA 
Dispute Resolution.   

Mr. Hazard found expungement to be warranted on the Rule 2080 basis 
of “factually impossible or clearly erroneous.” 

Most striking about Mr. Hazard’s reasoning was the finding that the 
investor had an “obligation to mitigate losses” in an expungement decision.  
Mitigation of lossesis a consideration when determining the amount a liable 
tortfeasor should be responsible to pay to an injured victim.  Mitigation is 
separate and apart from the determination of liability or whether a violation 
of rule or law was committed.  As a result, mitigation should only factor into 
a decision after determining that a rule violation has been committed – logic 
that is inconsistent with Mr. Hazard’s holding that expungement is 
warranted.   

In this decision, Mr. Hazard also appears to completely discount the 
concept of a misrepresentation or omission being the basis for liability when 
an account is non-discretionary: “Ms. Belin’s account was non-discretionary 
and she was ultimately responsible for her own investment decisions.”  This 
logic appears wildly inconsistent with Rule 10b-5 and prevailing FINRA  
 

                                                 
5. Claimants asserted the following causes of action: 1) misrepresentation; 2) 
omission of material facts; 3) breach of fiduciary duty; 4) failure to supervise; and 5) 
respondent superior. 

In the Statement of Claim, Claimant requested 1) Damages in the sum of 
$13,370.00; 2) interest at the legal rate; 3) unspecified attorneys’ fees; 4) unspecified 
costs; and 5) Such other and further relief as this Arbitrator may deem just and 
proper. 
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rules such as 2111 and 2090, requiring diligence on the part of the member 
and associated person to understand the “essential facts” about each customer 
and make only suitable recommendations (even in non-discretionary 
accounts).    
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Dennis and Vicki Morphew v. Blue Moon Financial LLC, et al.   
FINRA Case No. 11-030916 
 

Claimants’ Counsel:  Claimants appeared pro se. 
Respondent’s Counsel:  For Respondents Blue Moon Financial, LLC, et 

al., Daniel J. Levin, Esq., Levin & Jacobson, LLC 
For Respondents VSR Financial Services, Inc., et al., , Scott N. Sherman, 

Esq., Baker, Donelson, Bearman, Caldwell & Berkowitz, PC 
Arbitrators: Bruce Brown (Public Chairperson), Robert M. Fusfeld 

(Public Arbitrator), and Dennis Dowd (Non-Public Arbitrator)  
Award: VSR Financial Services, Inc., et al. were dismissed.  Blue Moon 

Financial, LLC, et al. settled.  The Panel denied the expungement request by 
Blue Moon Financial, LLC.   

                                                 
6. Claimants alleged the following causes of action against twenty different 
Respondents: 1) failure to supervise; 2) suitability; 3) failure to observe standards of 
commercial honor; 4) misrepresentation; 5) negligence; 6) breach of fiduciary duty; 
7) common law fraud; 8) accounting; 9) conversion; 10) promissory estoppel; 11) 
unjust enrichment; 12) civil theft (Minn. Stat. § 604.14); and 13) violation of 
Minnesota Securities Act and Minnesota Statutes Chapter 80A. The causes of action 
relate to Claimants’ investment in the Exchange Resource Group, LLC and certain 
real property. 

Unless specifically admitted in their Answer, Blue Moon Respondents denied all 
pleaded allegations  and asserted various affirmative defenses. 

Unless specifically admitted in their Answer, VSR Respondents denied all 
pleaded allegations and asserted various affirmative defenses. 

In the Statement of Claim, Claimants requested: 1) an award in an amount in 
excess of $83,009.83, the exact amount to be determined by the Panel; 2) reasonable 
costs and attorneys’ fees incurred in connection with this matter, the exact amount to 
be determined by the Panel; 3) punitive damages of three times the actual damages 
of the Claimants, being $249,029.49; and 4) such other and further relief as this 
Panel deems fair, just, and equitable under the circumstances. 

Blue Moon Respondents requested: 1) the claims be denied and dismissed; 2) 
attorneys’ fees and related costs of defending this action; 3) sanctions; and 4) such 
other relief deemed just and proper. 

VSR Respondents requested: 1) Claimants take nothing against VSR 
Respondents, and that Claimants’ Statement of Claim be dismissed in its entirety and 
an Award in favor of VSR Respondents; 2) costs of this proceeding, including all 
reasonable attorneys’ fees; 3) expungement of VSR Respondents’ FINRA Form U4 
and U5 filings; and 4) such other and further relief as the Panel deems appropriate. 
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This award is significant because despite an appearance by the Claimant 
Dennis Morphew in support of expungement, the Panel denied the request 
after a persistent investigation of the terms of the settlement.   

The Panel noted their suspicion of the Claimant during the expungement 
hearing: 

Claimant Dennis Morphew appeared at the expungement hearing 
and stated on the record that he did not oppose the expungement 
requests. The Panel concluded based on Claimant Dennis Morphew’s 
demeanor and statements during the telephonic expungement 
hearing, that Mr. Morphew likely had substantive answers to the 
Panel’s questions about the conduct of the individual Respondents 
seeking expungement that he was unwilling to discuss. 

Prior to deciding on expungement, the Panel went so far as to order  
[T]he parties to submit signed affidavits answering the question 

of whether any of the Respondents conditioned the settlement in this 
arbitration upon an agreement from Mr. Morphew that he would not 
oppose the requests for expungement.  

Tellingly, the Claimants did not respond to the Order.  Nonetheless, the Panel 
did learn from counsel for Blue Moon Financial that “the consideration to be 
received by Blue Moon Respondents for the settlement was the expungement 
of their records.”  Notwithstanding the agreement between the parties, the 
Panel applied FINRA Rule 2080 and denied each Respondent’s application 
for expungement.   
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Dominik Dwight McGrath v. LPL Financial LLC 
FINRA Case No. 12-028967 
 

Claimants’ Counsel: Jahan K. Manasseh, Esq., Klayman & Toskes, P.A. 
Respondent’s Counsel: David J. Freniere, Esq., Freniere Law Group, 

PLLC 
Arbitrators: Philip Aaron Tymon (Public Chairperson), Judith A. 

Cochrane (Non-Public Arbitrator), and John F. Cockburn (Public Arbitrator)  
Award: The case settled prior to hearing.  Expungement was granted by a 

split panel.  Claimant did not oppose pursuant to the settlement agreement in 
the matter.   

This award is significant because of 1) the Panel’s recognition of the fact 
that it has only been presented with “limited information,” 2) the Panel’s 
analysis of the standard of proof, and 3) the Public Arbitrator’s dissent.   

Astutely, the majority arbitrators, Mr. Tymon and Ms. Cochrane 
(collectively the “Majority”), recognize a major flaw within the expungement 
system: 

In situations such as this, where no evidentiary hearing has been 
held and Claimant has not opposed the motion to expunge, the Panel 

                                                 
7. Claimant asserted the following causes of action: 1) breach of Contract; 2) breach 
of Fiduciary Duty; 3) failure to supervise; 4) negligence & gross negligence; 5) 
misrepresentations & omissions; 6) violation of FINRA Rules; and 7) violation of 
Montana and Federal Securities Laws. The causes of action relate to Claimant’s 
investment in the non-traded Inland Western Retail Real Estate Trust and Inland 
American Real Estate Investment Trust (“REIT”). 

Unless specifically admitted in its Answer, Respondent denied the pleaded 
allegations made in the Statement of Claim and asserted various affirmative 
defenses. 

In the Statement of Claim, Claimant requested: 1) rescission or general and 
compensatory damages of approximately $ 300,000.00; 2) under-performance 
damages; 3) attorneys’ fees; 4)costs of proceeding; 5) punitive damages in an 
amount according to proof; 6) interest at the legal rate on all sums recovered; and 7) 
such other and further relief as the Panel deems just and appropriate. 

Respondent requested: 1) all causes of action be denied in their entirety; 2) 
Claimant take nothing by way of his Statement of Claim; 3) Respondent’s portion of 
the forum fees be assessed against the Claimant; 4) Respondent be awarded its costs 
and expenses incurred in defending this action; 5) the Panel make a specific written 
finding that the claim, allegation or information is false for expungement regarding 
unnamed party Rex R. Harris, Jr.; and 6) any other relief that the Panel deems just 
and proper. 
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can only make its best determination based on the limited 
information before it.  
Faced with no clearly established standard of proof, this panel, as many 

often do, sought to flesh out and rationalize what standard of proof they 
should use in determining whether one or more of the grounds for 
expungement have been met.  Specifically, this panel viewed whether or not 
“the claim, allegation or information is false” as the applicable ground for 
expungement to be weighed.   

Recognizing the limited information the Panel possessed to render a 
decision, the Majority determined it would be impossible to “be 100% 
certain that its decision is correct.”  Because the expungement procedure as it 
presently stands does not afford the sufficient time for the Panel to complete 
a thorough factual investigation, the Majority reasoned that requiring 100% 
certainty of a Panel would amount to “an exercise in futility.”  Thus, the 
Majority determined that “some lesser degree of certainty must be what is 
appropriate” in an expungement proceeding.  Noting that “[t]here seems to 
be little in FINRA’s rules, guidance or examples to indicate exactly what that 
standard is,” the Majority chose to adopt a “great preponderance” standard, 
which they defined as “about 75% certainty.”The Majority ultimately 
determined that this threshold had been met and granted expungement.   

The dissenting arbitrator, Mr. Cockburn, concluded the evidence was 
insufficient to “determine one way or the other” whether there misconduct 
was committed.   Mr. Cockburn was also unpersuaded by the fact that the 
Claimant still maintained a client relationship with the broker in question, 
saying that “it does not outweigh the other factors for me.” 
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CASES & MATERIALS 
 

Carl Carlson 
 
 
Chadbourne & Parke LLP v. Troice 
 ___ U.S. ___134 S. Ct. 1058 (2014) 

As urged by PIABA in its amicus brief, the United States Supreme Court 
narrowly construed the Securities Litigation Uniform Standards Act of 1998 
(15 U.S.C. § 78bb(f)) (“SLUSA”) definition of “covered security.”  SLUSA 
forbids bringing large securities class actions under state laws prohibiting 
misrepresentations of material fact in connection with purchase or sale of a 
“covered security” (defined as securities traded on a national exchange). 
Stanford Ponzi scheme victims filed class actions versus sellers of Stanford 
International Bank-issued CDs that were not themselves “covered securities,” 
but which sellers represented were backed by covered securities.  Held: 
SLUSA does not apply; misrepresentation must be material to a decision to 
buy or to sell an actual “covered security.”  

N.B. Court cautioned that this ruling does not affect scope of Securities 
Exchange Act §§ 10, 15 (and Rule 10b-5) language “in connection with the 
purchase or sale of any security.”  
 
 
Levitt v. J.P. Morgan Securities, Inc. 
710 F.3d 454 (2d Cir. 2013) 

Investor claims versus clearing broker in IPO.  In Second Circuit, 
clearing firms owe no fiduciary duties to owners of securities that pass 
through its hands.  Providing normal clearing services cannot constitute 
“aiding and abetting,” even if clearing firm may know of wrongdoing; 
clearing firm liable only if it “effectively has shed its role as clearing broker” 
and directed or contrived fraudulent trades, or assumed direct control of 
introducing firm’s operations and its manipulative scheme.” 
 
 
Belmont v MB Inv. Partners, Inc. 
 708 F.3d 470 (3d Cir. 2013) 

Ponzi scheme victims brought claims vs. fraudster’s RIA and affiliated 
persons based on fraudster’s selling away activities. Third Circuit narrowly 
construed control person liability under Exchange Act §20, holding that 
inaction does not make secondarily liable party a “culpable participant” in 
the violation unless: (1) s/he has knowledge of underlying fraud, and (2) 
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inaction “was deliberate and done intentionally to further the fraud.”  Court 
also held negligent nonfeasanceis insufficient to give rise to cause of action, 
and found insufficient under PLSRA allegations of facts showing defendant 
acted with intent to misrepresent and defraud; discussed and narrowly 
applied Pennsylvania law on employer liability for negligent supervision. 
 
 
UBS Fin. Servs., Inc. v. Carilion Clinic 
706 F.3d 319 (4th Cir. 2013) 

Held: For purposes of right to compel FINRA arbitration, definition of 
“customer” under FINRA rules includes those who purchase services, not 
just securities, from FINRA members.  UBS represented Carilion Clinic in 
issuing Auction Rate Securities and acted as offering underwriter.  Court 
construed Carilion as a “customer” entitled to compel arbitration. 
 
 
Raymond James Fin. Servs., Inc. v. Cary 
709 F.3d 382 (4th Cir. 2013) 

Contrary to the position argued by PIABA amicus brief, court held 
investors who did not hold accounts at Raymond James, but bought securities 
directly from issuer at recommendation of Raymond James broker, were not 
“customers” under FINRA arbitration rules.  “Customer” means an entity 
that is not a broker or dealer, who purchases commodities or services from a 
FINRA member in the course of the member’s business activities, namely, 
the activities of investment banking and the securities business. 
 
 
Morgan Keegan & Co. Inc. v. Silverman 
706 F.3d 562 (4th Cir. 2013)   

Investors who purchased Morgan Keegan Fund shares from third-party 
sources on secondary market, instead of issuer, Morgan Keegan, in IPO, 
were not construed as “customers” and were not entitled assert claims against 
Morgan Keegan in FINRA arbitration.  Fourth Circuit limited definition of 
“customer” to one who purchased commodities and/or services from a 
FINRA member in the course of the member’s business activities.  PIABA 
members Brady Sparks and Lisa Catalano filed amicus brief on behalf of 
PIABA. 
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Saad v. Securities and Exchange Comm’n. 
718 F.3d 904 (D.C. Cir. 2013) 

FINRA barred broker from industry for life for filing false expense 
reports with employer, purchasing phone with employer funds, and lying 
during FINRA investigation. SEC reviewed FINRA sanctions “to determine 
whether they impose any burden on competition not necessary or appropriate 
or are excessive or oppressive.” Held, SEC abused discretion in upholding 
sanctions by failing to consider potentially mitigating factors that: (1) 
broker’s employer disciplined Saadby terminating employment; and (2) 
evidence showed broker had experienced severe distress with hospitalized 
infant and stressful work environment.  Court cautioned the SEC “must be 
particularly careful to address potentially mitigating factors” before affirming 
a permanent industry ban. 
 
 
Szulik v. Tagliaferri 
No. 12 Civ. 1827 (PKC), 2013 U.S. Dist. LEXIS 119608, Fed. Sec. L. Rep. 
(CCH) P 97,615 (S.D.N.Y.Oct. 21, 2013) 

 Investors asserted claims alleging investment adviser taking undisclosed 
kickbacks. Held: scienter alleged adequately under PSLRA by pleading 
either: (1) defendants had motive and opportunity to commit fraud; or (2) 
strong circumstantial evidence of conscious misbehavior or recklessness.  
N.B.Company’s status as federally registered Investment Adviser did not 
exempt investment managers from liability under the North Carolina 
Investment Advisers Act.  Court also discussed New York state law on 
aiding and abetting breach of fiduciary duty, and aiding and abetting 
fraudulent concealment. 
 
 
AHW Inv. Partnership v. Citigroup Inc. 
No. 09 MD 2070 (SHS), 2013 U.S. Dist. LEXIS 155783, 2013 WL 5827643 
(S.D.N.Y. Oct. 30, 2013) 
       “Holder’s claim” case: court concluded Florida law permits holder 
claims, subject to heightened pleading requirements for reliance (following 
California approach), but New York law does not permit holder claims 
seeking lost profits investor would have realized had he sold the securities, 
limiting damages to actual losses.  Determining New York has closest 
contacts with transactions, court dismissed claims pursuant to New York law. 
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Fed. Hous. Fin. Agency v. HSBC N. Am. Holdings, Inc. 
11 Civ. 6189 (DLC), etc.,2013 U.S. Dist. LEXIS 176412, WL 6588249 
(S.D.N.Y. Dec. 16, 2013) 

Action under Virginia and D.C. Blue Sky laws asserting 
misrepresentation by Fannie Mae and Freddie Mac claims versus lenders and 
packagers of mortgage backed securities.  Defendants asserted loss causation 
defense—that financial crisis, not misrepresentations, caused losses.  Held: 
Virginia and D.C. Blue Sky laws do not allow affirmative loss causation 
defense. 
 
 
Public Investors Arbitration Bar Ass’n v. Securities and Exchange 
Comm’n. 
930 F.Supp.2d 55 (D.D.C. 2013) 

Freedom of Information Act exempted documents related to the SEC 
oversight of FINRA from disclosure in response to FOIA request by PIABA 
to SEC.  SEC summary judgment motion granted and PIABA cross-motion 
denied.  Court cited Freedom of Information Act (FOIA), 5 U.S.C. § 
552(b)(8)as grounds for denying relief. Exemption 8 shields from disclosure 
“any matters contained in or related to examination, operating, or condition 
reports prepared by, on behalf of, or for the use of an agency responsible for 
the regulation or supervision of financial institutions.” Court determined is a 
financial institution within the meaning of FOIA Exemption 8, and that the 
SEC is an agency “responsible for the regulation or supervision of financial 
institutions,”within the meaning of the phrase as it is used in Exemption 8. 
 
 
Primo v. Pac. Biosciences of Calif., Inc. 
940 F.Supp.2d 1105 (N.D. Cal. 2013) 

1933 Securities Act §12(a)(2) (15 U.S.C. §77k) imposes liability on any 
person who offers or sells a security by means of a misleading prospectus. 
Court holds that secondary market purchasers do not have standing to bring 
’33 Act §12(a)(2) claims, noting there is no clear appellate authority on the 
issue.  Potentially liable “seller” includes both: (1) immediate seller (e.g., 
underwriter rather than IPO issuer in a firm commitment underwriting); and 
(2) one “who solicits the sale of securities to serve his own, or the securities’ 
owner’s, interests.” With conflicting authority in other jurisdictions, court 
determined that preparation of and signing misleading prospectus sufficiently 
alleges solicitation through the “the purportedly misleading solicitation 
documents.” 
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Wells Fargo Advisors, LLC v. Runnels 
126 So. 3d 137 (Miss. Ct. App. 2013) 

FINRA arbitration award in broker note case confirmed by court.  Held: 
broker’s agreement to arbitrate before NASD valid to compel arbitration 
before FINRA, treating change in entities as a mere “name change.” 
 
 
Ronay Family Ltd.P’shipv. Tweed 
216 Cal.App.4th 830, 157 Cal.Rptr. 680 (2013) 

Held: investment adviser can compel arbitration of customer claim 
without an arbitration agreement, based on customer’s arbitration agreement 
with broker-dealer with which RIA was formerly associated as a registered 
representative, even though broker-dealer was defunct and no longer covered 
by the arbitration agreement. Investor represented by PIABAN Tim Karen, 
RIA represented by Thomas Fehn. 

 
 

Goldman, Sachs & Co. v. City of Reno 
13-15445, 2014 WL 1272784 (9th Cir. Mar. 31, 2014) 

Goldman Sachs was the underwriter of auction rate securities issued by 
the City of Reno.  When the ARS markets failed, Reno filed FINRA 
arbitration claims against Goldman. Goldman sued to enjoin arbitration, 
arguing that (1) Reno wasn’t a “customer” under Rule 12000 because their 
relationship didn’t relate directly to investment or brokerage services, and (2) 
Reno waived its right as a “customer” demand arbitration under FINRA’s 
rules by agreeing to forum selection clauses.  Rejecting Goldman’s narrow 
definition of “customer,” the 9th Circuit holds that a “customer” is “a non-
broker and non-dealer who purchases commodities or services from a 
FINRA member in the course of the member's FINRA-regulated business 
activities, i .e., the member's investment banking and securities business 
activities.” Contrary to 4th Circuit and District of Minnesota authority, the 
Court further holds, in a 2-1 decision on the issue, that by agreeing to forum 
selection clauses reciting “all actions and proceedings . . . shall be brought in 
the . . . District of Nevada” the parties had agreed not to arbitrate their 
disputes; the forum selection clauses “superseded Goldman's default 
obligation to arbitrate under the FINRA Rules,” and Reno had "disclaimed 
any right . . . to the FINRA arbitration forum.”   
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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 Jason Doss at jasondoss@dossfirm.com, Joseph Peiffer at 
jpeiffer@praclawfirm.com or Robin S. Ringo at rsringo@piaba.org for assistance. 
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The following PIABA Comment Letter regarding the Proposed Rule Change 
Relating to SR-FINRA-2014-008 was submitted to the Securities and 
Exchange Commission by Jason Doss on March 20, 2014. 
 
 
Elizabeth M. Murphy, Secretary 
Securities and Exchange Commission 
100 F Street NE. 
Washington, D.C. 20549-1090 
 
Re: SR-FINRA-2014-008 
 
Dear Ms. Murphy: 
  

On behalf of PIABA, I thank you for the opportunity to comment on SR-
FINRA-2014-008. Public Investors Arbitration Bar Association ("PIABA") 
is an international 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, while also advocating for public education regarding 
investment fraud and industry misconduct. Our members and their clients 
have a strong interest in rules promulgated by the Financial Industry 
Regulatory Authority ("FINRA") relating to both investor protection and 
disclosure. 

PIABA appreciates and supports FINRA’s efforts to protect parties from 
identify theft and the accidental loss of personal confidential information 
(“PCI”). Federal Rules of Civil Procedure Rule 5.2 and Federal Rules of 
Criminal Procedure 49.1, as well as many state courts, similarly require the 
redaction of PCI, such as redacting social security numbers of parties and 
account numbers. It is necessary that parties to FINRA arbitration matters are 
afforded the same protections that are required in court. While FINRA has 
procedures in place to protect parties’ PCI, PIABA understands that there is 
still a risk this information could inadvertently fall into the hands of the 
wrong person. Thus, PIABA agrees that the parties should be required to 
assist in the protection of their PCI by redacting their social security numbers 
and account numbers.  

The proposed amendment allows parties to leave the last four digits of 
social security numbers and tax identification numbers on documents filed 
with FINRA. Rules 12300 and 13300 should instead require parties to redact 
social security numbers and tax identification numbers in their entirety. Full 
redaction will provide more protection to the parties and it will not burden 
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the parties any more than partial redaction. Further, the FINRA Discovery 
Guide already requires full redaction of social security numbers and tax 
identification numbers. (See FINRA Discovery Guide, List 1, No. 10 and 
List 2, No. 1). Rules 12300 and 13300 Ms. should follow the standards set 
forth by the FINRA Discovery Guide.  

With the new requirements in FINRA Rule 12300 and 13300, it is also 
necessary to provide parties the opportunity to amend the documents they file 
with FINRA in the event that they file documents without redacting their 
PCI. It would otherwise be inequitable to prohibit a party from filing a claim 
or defending a claim for the sole reason that they did not redact PCI. 
Therefore, the proposed amendments to FINRA Rules 12307 and 13307, 
which give parties thirty-days to correct this deficiency, are also necessary.  

In its proposal, FINRA addressed concerns that it will be difficult for pro 
se parties to redact documents. Because of this concern, FINRA proposed an 
exemption to the rule, allowing parties that file claims in Simplified 
Arbitration to file unredacted documents with FINRA. While PIABA 
understands FINRA’s concerns, the proposed exemption is insufficient to 
protect pro se parties. Pro se parties are not only parties in Simplified 
Arbitration cases, but can be parties in any FINRA arbitration proceeding. It 
is inequitable to strike documents they file with FINRA just because of their 
inability to redact a document. Pro se parties in all FINRA proceedings 
should be given the same protections. For this reason, FINRA should instead 
exempt all pro se parties from complying with the proposed redaction rule. 

In sum, PIABA supports the new rule proposal SR-2014-008. However, 
the amended Rules 12300, 12370, 13300, and 13370 should specifically 
require that parties redact social security numbers and tax identification 
numbers in their entirety, and FINRA should exempt all pro se parties from 
the proposed requirement to redact personal confidential information. I 
would like to thank you once again for the opportunity to comment on this 
rule proposal. 
 
Sincerely, 
Jason Doss 
President
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The following PIABA Comment Letter regarding the Proposed Rule Change 
Relating to Regulatory Notice 13-42 was submitted to FINRA by Jason Doss 
on March 20, 2014. 
 
 
Marcia E. Asquith 
Office of the Corporate Secretary 
FINRA 
1735 K Street, NW 
Washington, DC 20006-1506 
 
Re: Regulatory Notice 13-42 
 
Dear Ms. Asquith: 
  

Thank you for the opportunity to comment on the above-referenced 
Regulatory Notice (“RN”) wherein FINRA requested public comment on a 
concept proposal to develop the Comprehensive Automated Risk Data 
System (“CARDS”). I write on behalf of the Public Investors Arbitration Bar 
Association (“PIABA”), an international 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, while also advocating 
for public education regarding investment fraud and industry misconduct. 
Our members and their clients have a strong interest in rules promulgated by 
the Financial Industry Regulatory Authority ("FINRA") relating to both 
investor protection and disclosure. 

Like other measures designed to increase public investor protection, 
PIABA is generally supportive of the CARDS concept proposal. The advent 
of new technologies has revolutionized the securities markets, and PIABA 
believes that the CARDS concept will bolster FINRA’s core market 
surveillance, investigation and enforcement regulatory functions. If 
implemented correctly, CARDS should accomplish the objectives of the 
Securities and Exchange Commission’s (“SEC’s”) Consolidated Audit Trail 
Rule and Regulation NMS while remedying many of the shortcomings with 
FINRA’s current Rule 7400 Order Audit Trail System. See Securities 
Exchange Act Release No. 34-67457, 77 Fed. Reg. 45722, 45723 (August 1, 
2012) (“CAT Release”). PIABA also writes to comment on potential positive 
and negative externalities that could result from implementation of CARDS. 

Since the CARDS system relies upon the input of customer suitability 
data at the broker-dealer level, PIABA fears that the input of incorrect 
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customer suitability data could compromise the effectiveness of the CARDS 
system as a regulatory tool and skew the resultant data collected by FINRA. 
CARDS implementation should address means to ensure the accuracy and 
reliability of such data. Nevertheless, PIABA strongly supports the concept 
of creating uniformity amongst the new account forms used by FINRA 
member firms for the collection of suitability data, but also believes that 
these documents should contain plain language explanations to ensure the 
public investor understands the meaning of the terms used therein. 

PIABA is also concerned that the CARDS system may be used by 
member firms to shift the burden of supervision from their own internal 
compliance and supervisory personnel and systems to FINRA and the 
CARDS system.  In addition, PIABA is wary that member firms may use the 
presence of the CARDS system against public investors in arbitrations where 
no enforcement action was taken against the broker and/or firm by arguing to 
the arbitration panels that inaction on the part of FINRA in light of the 
CARDS system is evidence that there was no improper conduct.   

Finally, because the CARDS system presents serious issues relating to 
public investors’ privacy and data security, PIABA believes that FINRA 
should prioritize these issues in CARDS implementation.   

 
 

1. FOR CARDS TO BE SUCCESSFUL, FINRA SHOULD ADOPT RULES TO 

ENSURE THAT MEMBER FIRMS ACCURATELY CAPTURE AND REPORT 

CUSTOMER SUITABILITY DATA 
 

PIABA fears that the CARDS system’s reliance upon the input of 
customer suitability data at the member firm level could compromise its 
effectiveness.  The CARDS system will be dependent upon the customer 
suitability information entered at the firm level.  See RN 13-42 at p. 2. 
Therefore, it seems that the effectiveness in overseeing the financial industry 
and value of the data collected by the CARDS system will depend on the 
accuracy and consistency of this customer information. The potential that 
misinformation and the incorrect classification of investors could 
compromise the entire system seems to be a significant vulnerability of 
CARDS.  

 Unfortunately, the incorrect classification of public investors at the firm 
level is not uncommon. Investors are frequently categorized improperly as 
“speculative” or “aggressive,” when they are actually “conservative” or 
“moderate.” Such instances have been regularly documented in enforcement 
proceedings against registered representatives and their supervisors.  See In 
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re: Prime Capital Services, Inc., 2010 SEC LEXIS 2086 (2010); In re: 
Bresner, et al., 2013 SEC LEXIS 3511, 2013 WL 5960690 (2013).  

For example, in connection with the sale of variable annuities to elderly 
investors:  

[The public investor’s] goal was preservation of principal with 
the hope of some return, without taking risks. She told [her broker] 
that she did not want to take risks, and he orally agreed with her 
concern about protecting principal. [Her broker], however, listed her 
investment objective as "Aggressive Growth" on her client profile…  

In re: Prime Capital Services, Inc., et al., at 8.   
If an investor like the one described above was improperly classified as 

aggressive, when she should have been classified as conservative, the 
CARDS system would not pick up on otherwise unsuitable trading patterns 
and/or individual investments in her account. When extrapolated out onto a 
large enough scale, such misinformation could materially skew the patterns 
and trends in the data gathered from CARDS, and substantially hinder the 
enforcement capabilities of the system.   

To ensure the sustained effectiveness and value of the CARDS system, 
FINRA must take significant steps to ensure that this common practice is 
stopped. In addition to regular policing by firm supervisors and FINRA 
investigators, FINRA should consider implementing standardized new 
account forms. In addition to including plain language explanations of 
customer suitability factors (see below), FINRA could design the new 
account forms to require certification by member firms, registered 
representatives, and investors that the form does, in fact, reflect investors’ 
relevant suitability data. FINRA could also require periodic recertification of 
such data to ensure CARDS data does not become stale and accurately 
reflects investors’ changing risk tolerances and investment objectives.  
 
 
2. CARDS’ UNIFORM, STANDARDIZED CUSTOMER SUITABILITY DATA 

WILL YIELD SIGNIFICANT, INCIDENTAL BENEFITS 
 
PIABA strongly supports the standardization of retail customer 

information for use in the CARDS system, in that it will yield significant, 
incidental benefits for all FINRA stakeholders and increase transparency, 
accountability, and predictability across the securities industry.   

For example, FINRA does not currently prescribe how members firms 
must describe customer suitability factors, such as risk tolerances and 
investment objectives, to their clients. In the absence of FINRA guidance, 
member firms have adopted internal definitions and descriptions of these 
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factors which may vary widely from firm to firm. Moreover, some firms 
have adopted risk profiles that may be confusing and misleading to public 
investors, which facilitates sales practice misconduct. See In re Richard G. 
Cody, 2010 WL 1937033 at n. 7 (May 10, 2010) (observing that new account 
form’s investment objective objection were “income,” “long-term growth,” 
and “short-term trading,” while risk exposure options were “low,” 
“moderate,” “speculation,” and “high risk”); In re Stephen W. Wilson, 2010 
WL 3598591 (Apr. 14, 2010) (broker recommended “conservative” and 
“moderately aggressive” portfolios promising 9-12% estimated rates of 
return and could not articulate his underlying methodology); In re David 
Lerner Associates, FINRA Disc. Proc. No. 2009020741901 (Oct. 22, 2012) 
(broker described speculative, overconcentrated, and illiquid REITs as 
“moderately conservative”). 

Thus, in addition to standardizing customer suitability data, PIABA 
believes that FINRA implement new account forms containing plain 
language explanations to ensure that public investors understand the meaning 
of the terms used therein. The explanations would be located adjacent to the 
area where the investor is supposed to indicate their risk tolerance and 
investment objective, and should include examples of the type of trading 
patterns, securities, and potential losses that an investor could expect for 
particular risk tolerances and investment objectives.     Such explanations 
could be easily adapted from the FINRA Investor Education Foundation’s 
investor education materials.  

Not only will these simple measures assure the reliability of CARDS 
data, but they will empower public investors and give them the tools to 
engage with member firms and their registered representatives in a 
meaningful dialogue over their investments and financial security. FINRA 
should consider adopting uniform customer suitability measures even before 
it develops and implements CARDS. 

 
 

3. MEMBER FIRMS MUST NOT BE ALLOWED TO RELY ON CARDS TO 

SHIRK THEIR COMPLIANCE AND SUPERVISORY OBLIGATIONS 
 

PIABA is apprehensive that member firms will nevertheless attempt to 
shift their compliance and supervisory obligations on to the CARDS system. 
Thus, while FINRA indicates that “CARDS would not supplant the legal, 
compliance and supervisory programs firms administer,” RN 13-42 at p. 7, 
PIABA believes that this should be made explicit in FINRA Rules or SEC 
Regulations, depending on what legal framework is ultimately implemented 
for the CARDS system.  
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In addition, PIABA believes that the existence of the CARDS systems 
creates potential avenues for abuse. For example, member firms and 
registered representatives may attempt to characterize CARDS as a guarantee 
against investor loss or fraud. FINRA should adopt rules concerning member 
firms’ and registered representatives’ communications with public investors 
about the CARDS system’s scope and purpose.  

 
 

4. MEMBER FIRMS MUST NOT BE PERMITTED TO MISCONSTRUE 

CARDS RESULTS TO DEFEAT PUBLIC INVESTOR CLAIMS IN 

ARBITRATION 
 

PIABA’s fear that member firms may use the presence of the CARDS 
system against public investors in arbitrations flows logically from our 
concerns that members will use CARDS as a substitute for their own 
supervisory and compliance obligations. As PIABA understands the 
proposed CARDS system, it is a regulatory tool designed to monitor and 
track patterns and trends, both industry-wide and firm-specific. See RN 13-
42 at p. 4. It does not appear to be a system designed to track and analyze 
account-specific suitability.   

However, PIABA fears that in situations where a public investor initiates 
arbitration proceedings against a broker and/or firm, but FINRA takes no 
enforcement action, those public customers will find themselves being forced 
to rebut a presumption that no wrongdoing occurred since the CARDS 
system did not trigger a regulatory investigation. While such an assertion 
would seem plainly contrary to the design and purpose of the CARDS system 
as outlined in RN 13-42, it appears to be one by which arbitrators may be 
influenced absent proper training.   

PIABA is also concerned that arbitrators may misinterpret public data 
generated by the CARDS system when presented with it. For example, the 
presence of a substantial number of retirees invested in speculative 
investments such as triple leveraged inverse ETFs should be viewed as a sign 
that too many senior investors are being sold unsuitable products. However, 
there is a fear that such a statistic could be manipulated and presented to 
arbitrators as evidence that it is acceptable for retirees to invest in such 
products. In this way, FINRA’s efforts to uncover alarming trends in 
unsuitability to protect public investors could be used against them without 
proper arbitrator training.   

Should FINRA choose to implement the CARDS system, PIABA 
encourages FINRA to include training about the CARDS system into its 
mandatory training for arbitrators.  Specifically, arbitrators should be made 
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aware that CARDS is not designed to monitor individual account suitability. 
Arbitrators will need to understand that the absence of a regulatory inquiry is 
not evidence that no wrongful conduct occurred. They will also need to be 
taught to appreciate that suitability requires an individual, investor-by-
investor assessment. Therefore, the prevalence of a certain type of unsuitable 
activity or investment in the marketplace as a whole is simply be evidence of 
widespread unsuitability issues, not evidence that that activity or investment 
is actually suitable.   
 
 
5. FINRA SHOULD PRIORITIZE CUSTOMER PRIVACY AND DATA 

SECURITY ISSUES IN THE DEVELOPMENT AND IMPLEMENTATION OF 

CARDS 
 
PIABA observes that the CARDS concept raises very serious issues 

implicating public investors’ privacy and the security of computer files 
containing personally-identifiable information. PIABA is concerned that the 
automated, indiscriminate collection, transmission, and dissemination of 
specific customer information may unduly invade customers’ privacy 
interests and facilitate identity theft and other unlawful conduct.  

PIABA is not alone. When it adopted its Consolidated Audit Trial 
Regulation, the SEC expressed its “[belief] that maintaining the 
confidentiality of customer and other information reported to the central 
repository is essential.” CAT Release, 77 Fed. Reg. at 45782. As it 
implements the Consolidated Audit Trial Regulation and CARDS, FINRA 
must adopt policies, procedures, and privacy protections “necessary to assure 
regulators and market participants that [CARDS] provides for rigorous 
protection of confidential information.” Id. Indeed, regulators’ market 
surveillance “would be compromised if the Commission, the SROs and their 
members could not rely on the confidentiality and security of the information 
stored in” programs like CARDS. Id. at 45783. Accordingly, SEC Rule 613 
mandates certain requirements and procedures to ensure the “security and 
confidentiality” of all customer information transmitted through CARDS and 
maintained by FINRA. 17 C.F.R. § 242.613 3(a)(1)(iv), (e)(4).  

Unfortunately, FINRA initially opted to leave consideration of customer 
privacy and data security issues for another day. RN 13-42 at 10, n. 7.  
However, PIABA is encouraged by the steps taken thus far by FINRA 
expressed in the recent Update Regarding Regulatory Notice 13-42, in which 
FINRA advises that “the CARDS proposal will not require the submission of 
information that would identify to FINRA the individual account owner, 
particularly, account name, account address or tax identification number.”  
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Nonetheless, PIABA maintains that risks to the privacy rights of public 
investors must be monitored closely and addressed promptly.   

PIABA believes that these risks may be reduced or eliminated by using 
unique customer identifiers and anonymized personally-identifiable customer 
information within CARDS, as well as mandating that member firms adopt 
“best practices” security and encryption protocols for information technology 
and data transmission. These measures strike an appropriate balance between 
giving FINRA the tools and technology it needs to achieve its legitimate 
market surveillance and regulatory goals while protecting public investors’ 
privacy and proprietary interests.  

Once more, PIABA appreciates the opportunity to comment on the 
CARDS concept proposal, and looks forward to working with FINRA on its 
implementation. 

 
Sincerely, 
Jason Doss 
President
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The following PIABA Comment Letter regarding the Proposed Rule Change 
Relating to Per-Share Estimated Valuations for Unlisted DPPs and REITs 
was submitted to the Securities and Exchange Commission by Scott 
Ilgenfritz on March 11, 2014. 
 
 
Elizabeth M. Murphy, Secretary 
Securities and Exchange Commission 
100 F Street, NE 
Washington, D.C. 20549-1090 
 
Re: SR-FINRA-2014-006 
 
Dear Ms. Murphy, 
 

On behalf of the Public Investors Arbitration Bar Association 
(“PIABA”), I thank the Financial Industry Regulatory Authority (“FINRA”) 
for the opportunity to comment on the proposed amendment to NASD Rule 
2340 and FINRA Rules 2310 and 5110.  PIABA is a national, not-for-profit 
bar association comprised of attorneys, including law professors and 
regulators, both former and current.  PIABA members who are practicing 
attorneys devote a significant portion of their work time representing public 
investors in securities arbitrations.  Since its formation in 1990, PIABA has 
promoted the interests of the public investor in securities and arbitration 
forums and has advocated for investor education and investor rights.  Our 
members and their clients have a strong interest in rules promulgated by 
FINRA relating to both investor protection and disclosure. 

With its proposed rule change, FINRA proposes for the third time in 
three years amendments to NASD Rule 2340 with respect to the information 
which must be disclosed or may be disclosed on customer account statements 
concerning the values of unlisted direct participation program (“DPP”) and 
unlisted real estate investment trust (“REIT”) securities.  The proposed 
amendments to FINRA Rules 2310 and 5110 would revise issuer valuation 
reporting requirements that must be met for member firms to be able to sell 
unlisted DPP and REIT securities.  With the proposed rule amendments, 
FINRA, once again, falls far short of its investor protection mission. 

PIABA has maintained a consistent position with respect to proposed 
rule changes directed to NASD Rule 2340.  Investors are entitled to accurate 
information concerning the value of their DPP and REIT securities 
throughout the offering period and after the offering period.  To ensure that 
investors are provided with this information, FINRA could and should 
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prohibit member firms from selling DPP units or non-traded REIT shares of 
issuers who fail to provide in each annual report valuations of their securities 
based upon third party appraisals.  If broker/dealers were prohibited from 
DPP units or non-traded REIT shares of issuers who refuse to provide share 
valuations annually 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. 

FINRA’s refusal to adopt this approach will allow member firms and 
their registered representatives to continue to use one of the two primary 
selling points for the marketing DPPs and non-traded REITs.  That selling 
point is that investors can escape the volatility of the stock market by 
purchasing DPP units or non-traded REIT shares.  The reality is contrary to 
that selling point.  Both DPP units and non-traded REIT shares are illiquid 
investments for which there is no market, other than limited secondary 
markets in which DPP units and non-traded REIT shares can only be sold at 
substantial discounts.  There has been no volatility in the per share prices for 
two reasons:  (1) there has been no market for the units and shares; and 
(2) FINRA has allowed member firms to include cost basis as the value of 
the units and shares on customer monthly statements. 

NASD Rules 2340 and 2710 were amended in 2000 with the goal of 
providing accurate per share valuation reporting on customer account 
statements of DPP units and non-traded REIT shares.  However, the accepted 
industry practice since those rule amendments became effective has been for 
issuers to report in their annual reports the “value” of REIT shares at cost 
basis and member firms to report cost basis valuation on monthly statements 
for those securities.  FINRA placed its stamp of approval on that practice in 
Notice to Members 09-09, which PIABA believes was contrary to the 
express language of NASD Rules 2710 (currently FINRA Rule 5110) and 
2810 (currently FINRA Rule 2300), and is clearly contrary to FINRA’s 
investor protection obligations. 

The current proposed rule change is the third attempt by FINRA to 
prevent the use of cost basis as a valuation on customer account statements.  
However, the proposed rule amendments fall short of requiring accurate 
valuation reporting on customer account statements.  Indeed, the proposed 
amendment to NASD Rule 2340 eliminates any requirement for a member 
firm to include a per share estimated value of DPP units or non-traded REIT 
shares in customer account statements. 

Sales of non-traded REIT securities are exploding.  In 2012, non-traded 
REIT issuers raised $10.3 billion, and in 2013, they raised $20 billion.  This 
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drastic increase in sales of non-traded REIT securities emphasizes the need 
for accurate valuation reporting on customer account statements. 

The proposed amendments to FINRA Rule 2310 fall far short of 
prohibiting member firms from selling DPP and unlisted REIT securities 
unless issuers will include in their annual reports share valuations based upon 
independent appraisals of assets, liabilities, and operations of the program or 
the REIT.  The proposed amendments to Rule 2310(b)(5) would allow 
member firms to sell these securities if one of two conditions is met:  (1) “a 
per share estimated value is calculated on a periodic basis in accordance with 
a methodology disclosed in the prospectus”; or (2) the issuer has agreed to 
provide a per share estimated value in its first annual report following the 
second anniversary of breaking escrow, which valuation is calculated by a 
third party valuation expert or is prepared with the material assistance of 
such an expert. 

The first valuation methodology allowing member firms to sell these 
securities is far too broad and indefinite.  There is no limitation on or 
definition of how such per share estimated value may be calculated.  There is 
no description of how often such an estimated value must be calculated other 
than on a “periodic basis”.  There is no definition or description of an 
acceptable “methodology” to be used in calculating the estimated value.  If 
FINRA interprets the requirements of the proposed Rule 2310(b)(5)(A) as 
broadly as it interpreted the requirements of FINRA Rules 5110(f)(2)(M) and 
2310(b)(5), then issuers will be allowed to “calculate” the per share 
estimated value by disclosing in the prospectus that the “methodology” for 
“calculating” estimated value is the cost basis of the security.  The breadth 
and indefiniteness of proposed FINRA Rule 2310(b)(5)(A) defeats FINRA’s 
express purpose of the proposed rule change to provide accurate and reliable 
per share estimated valuation information to customers on their account 
statements. 

FINRA’s proposed amendments to NASD Rule 2340 are also troubling.  
Those amendments start with eliminating any requirement on the part of a 
member firm to include on a customer account statement a per share 
estimated value of a DPP or REIT security.  The member may do so, so long 
as the “per share estimated value has been developed in a manner reasonably 
designed to ensure that it is reliable, the member has no reason to believe that 
the per share estimated value is unreliable”, and the required disclosures are 
provided.   

The proposed amendments to Rule 2340 describe two per share 
estimated value methodologies that will be presumed by it to be reliable.  
Broadly speaking, the first methodology allows member firms for a limited 
period of time to use per share proceeds, net of offering expenses and net of 
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described distribution coverage shortfalls as a per share estimated value.  The 
second methodology allows member firms to use a per share estimated value 
contained in the annual report, which valuation has been determined by a 
third party expert or such an expert has provided material assistance in 
determining the valuation. 

Allowing member firms to use the “net investment” methodology is an 
improvement over the current practice of reporting cost basis, but falls far 
short of providing a valuation based upon the assets, liabilities, and 
operations of the DPP or non-traded REIT. 

The most troubling aspect of the proposed amendments to Rule 2340 is 
the optional nature of providing any valuation reporting.  In FINRA’s 
discussion of the optional nature of estimated value reporting on customer 
statements, FINRA stated: 

FINRA believes that members and program sponsors have a 
strong incentive to provide these valuations; they know their 
customers react negatively to seeing their positions shown without a 
value.  If the Commission approves the proposal, FINRA will 
monitor for changes to business practices and, if there is a significant 
shift to not presenting a valuation, then FINRA will reconsider the 
optional nature of the proposal. 
PIABA submits that issuers of DPPs and non-traded REITs and member 

firms whose registered representatives are selling these securities have no 
incentive to report during the offering period or thereafter a per share 
estimated value that is less than the cost basis of each share.  Reporting a 
reduced per share estimated value would inhibit sales at a member firm level 
and would inhibit the raising of capital at the issuer level. 

To meet its investor protection obligations, FINRA should amend Rules 
2310 and 5110 to prohibit general securities members from selling DPP units 
or non-traded REIT shares unless 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.  FINRA’s failing to do so will allow sponsors and issuers to 
continue to have member firms sell unsuitable DPP units and non-traded 
REIT shares to investors, many of whom are seeking safety of principal and 
income.  In addition, Rule 2340 should require the reporting of those 
appraised values unless a member firm reasonably believes that the per unit 
or per share estimated value is unreliable.  In that event, consistent with the 
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NASD’s prior interpretation of Rule 2340, member firms should be required 
to report an estimated value based upon an analysis of the audited financial 
statements of the program or REIT prepared by independent valuation 
services. 

 
Sincerely, 
Scott C. Ilgenfritz 
PIABA, Immediate Past-President
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The following PIABA Comment Letter regarding the Proposed Rule Change 
Relating to SR-FINRA-2014-005 was submitted to the Securities and 
Exchange Commission by Jason Doss on February 26, 2014. 
 
 
Elizabeth M. Murphy, Secretary 
Securities and Exchange Commission 
100 F Street, NE 
Washington, D.C. 20549-1090 
 
Re: SR-FINRA-2014-005 
 
Dear Ms. Murphy, 
 

I write on behalf of the Public Investors Arbitration Bar Association 
("PIABA"), an international 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, while also advocating for public education 
regarding investment fraud and industry misconduct. Our members and their 
clients have a strong interest in rules promulgated by the Financial Industry 
Regulatory Authority ("FINRA") relating to both investor protection and 
disclosure. 

On behalf of PIABA, I thank you for the opportunity to comment on SR-
FINRA-2014-005. The currently proposed rule is identical in to SR-FINRA-
2010-036 – Amendment No. 1.  This Amendment was filed in July 2011 in 
response to comments submitted to the original rule proposal in July 2010. 
Having effectively ignored comments in response to Amendment 1, 
including PIABA’s comment letter dated August 18, 2011, FINRA has 
resubmitted the same proposed amendments to FINRA Rule 12104 and 
13104.  PIABA’s comment is specific to the proposed amendment to 
Customer Code Rule 12104, specifically “Arbitrator Referral During or at 
Conclusion of Case.” 

PIABA commends FINRA’s efforts to address investor protection 
concerns in the wake of numerous Ponzi schemes and other preventable 
frauds that impacted so many investors in the aftermath of the 2008 Financial 
Crisis.  PIABA also notes the improvements to the original rule proposal 
made by FINRA in response to PIABA’s comments to the original 2010 
proposal.  In PIABA’s August 18, 2011 comment letter in response to 
Amendment 1, PIABA identified concerns specific to Proposed Rule 
12104(c), namely the fact that the Proposed Rule allows for the costs 
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associated with arbitrator recusal, including the potential postponement fees 
associated thereto, to be born at least in part by the investor.  Almost three 
years later, this issue remains.  FINRA has done nothing to Proposed Rule 
12104(c) that would require costs and fees associated with recusal to be born 
exclusively by the moving party.  PIABA firmly stands for the proposition 
that requiring investors to pay the costs of arbitrator recusals made because 
an arbitrator believes a “serious threat…likely to harm investors” exists, is 
patently unfair, inequitable, and inconsistent with the provisions of Section 
15A(b)(6) of the Securities Exchange Act.  Proposed Rule 12104(b) should 
therefore be rejected and replaced with a Proposed Rule mandating that all 
costs associated with an arbitrator’s compliance with Proposed Rule 
12104(a) be borne by either the Industry (Respondent) or FINRA as an 
advancement of its mandate to detect fraud. 

Much like FINRA’s previous proposals to amend Rule 12104, it provides 
no definitive statistical or empirical data to suggest this proposed rule is 
actually necessary to further investor protection.  In fact, FINRA’s entire 
proposal is based on the assumption that mid-case arbitrator referrals would 
have a net positive effect on investor protection versus post-case referrals.  
As noted in PIABA’s August 18, 2011 comment, there were no arbitration 
cases pending against Bernie Madoff or any of his firms at the time of his 
arrest.  This, of course, does not diminish the importance of any person with 
information relevant to an ongoing massive securities fraud to act as quickly 
as possible.   

According to FINRA, it provides copies of all statements of claim and 
other pleadings in cases involving promissory notes to the Central Review 
Group (“CRG”), which is part of the Office of Fraud Detection and Market 
Intelligence.  This department then analyzes these pleadings, and if it 
determines possible securities violations have occurred, then CRG may alert 
Enforcement for further review.  Although pleadings are not typically 
affirmatively pled in FINRA Arbitration, FINRA clearly deems it worthwhile 
to review at least some statements of claim and other associated pleadings.  
Instead of burdening investors who are in an arbitration hearing with possible 
delays, additional costs, and the specter of court-filed motions to vacate, 
FINRA should simply expand the CRG’s review of statements of claims and 
pleadings, and mandate referral to FINRA Enforcement when appropriate.   

It has been three years since FINRA’s last attempt to amend this Rule, 
and yet it has provided no new data or information to address the potentially 
disastrous impact on claimants of this Proposed rule. Presumably, arbitrators 
would only exercise the discretion to report a respondent mid-hearing under 
the worst circumstances. Thus, when initiated, the claimants victimized by 
the worst fraudsters and wrongdoers in the industry will suffer the most from 
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the implementation of this Proposed Rule.  The irony of this inequitable and 
unjust result should not be lost on FINRA, who openly admitted in its filing 
that sacrificing a few investors or claimants for the common good of all 
investors is necessary and just.  Such a proclamation is ridiculous when 
FINRA fails to point to one circumstance when the existence of this 
Proposed Rule (instead of simply relying on the existing rule which allows 
for post-case referrals) would have saved investors.  Until such time as 
FINRA publicizes the results of a study justifying the disparate impact this 
Proposed Rule would have on a select few victims of fraud, this proposal 
should not be approved. 

The Proposal will result in an increase in motions to vacate arbitration 
awards and will likely result in substantial delays for claimants in cases 
where a mid-case referral has been made.  FINRA’s Proposed Rule provides 
industry members with another reason to file a motion to vacate adverse 
arbitration awards.  Recent history has provided a lesson that certain industry 
members tend to ignore case law and file motions to vacate when they feel 
like it for strategic purposes.  Filings of motions to vacate arbitration awards 
have increased markedly over the previous decade, mostly as a result of the 
litigious nature of a few industry member firms.  FINRA cites to various 
cases standing for the proposition that panelists who refuse to recuse 
themselves after a mid-case referral would not necessarily result in vacatur.  
FINRA’s argument misses the mark.  the issue is not whether a particular 
award would ultimately be vacated but instead if the Proposed Rule would 
increase the likelihood of motions to vacate arbitration awards that would 
unduly burden public investors.  

The standards for vacating an arbitration award are high indeed.  The 
costs to the claimants involved in such proceedings is higher still.  This is not 
a reference to only legal costs of representation.  These motions can take 
years to reach a final resolution.  In many instances, individual claimants 
may have lost a substantial part of their assets, and must have confidence that 
the FINRA arbitral forum will provide a streamlined resolution to their 
claims.  Implementation of this Proposed Rule will result in more motions to 
vacate, given the partiality concerns a mid-hearing referral could raise.   

In instances where a panelist makes a mid-case referral and then does 
recuse him or herself, the parties are then left in a difficult place.  They can 
either start the hearing over with a new arbitrator or continue with two 
arbitrators, something neither party bargained for.  Further, any replacement 
arbitrator would likely not be a ranked panelist.  Instead, FINRA would 
appoint the arbitrator –known in the industry as a “cram-down.”  Ultimately, 
the public investor that was forced to bring an arbitration claim to enforce her 
rights would be unduly burdened.  FINRA needs to reexamine the case-to-
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case impact this Proposed Rule may have on both parties.  In sum, PIABA 
does not support this proposed Rule.  Instead, Rule 12104 should remain the 
same and continue to allow arbitrators to make post-hearing disciplinary 
referrals.  PIABA also believes FINRA should increase its review of filed 
pleadings in all cases to determine whether referrals need to be made earlier 
in the arbitration process.  A review of possible scenarios reveals that mid-
hearing arbitrator disciplinary referrals does neither party any good and will 
have a disparate impact on a select few investor-claimants without any 
established benefit.  The Proposed Rule should not be implemented.   

 
Sincerely, 
Jason Doss 
President
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The following PIABA Comment Letter regarding the Proposed Rule Change 
to Amend the Uniform Branch Office Registration Form (Form BR) 
was submitted to the Securities and Exchange Commission by Jason Doss on 
January 2, 2014. 
 
 
Elizabeth M. Murphy, Secretary 
Securities and Exchange Commission 
100 F Street, NE 
Washington, D.C. 20549-1090 
 
Re: SR-FINRA-2013-051 
 
Dear Ms. Murphy, 
 

I write on behalf of the Public Investors Arbitration Bar Association 
("PIABA”), an international 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, while also advocating for public education 
regarding investment fraud and industry misconduct.  Our members and their 
clients have a strong interest in rules promulgated by the Financial Industry 
Regulatory Authority (“FINRA”) relating to both investor protection and 
disclosure.  

PIABA supports the initiative taken by FINRA to amend Form BR 
(“Updated Form BR”).  In addition to the increased efficiency of the 
streamlined Updated Form BR, the inclusion of details in the proposed form 
as to space sharing arrangements and locations of office records provide 
additional important information to the investing public. As such, PIABA 
supports the disclosure of such information from all firms. 

Unfortunately, the proposal does not impose an affirmative duty for 
members to submit the Updated Form BR by a date certain.  Rather, the 
proposed rule only requires members to submit additional information when 
the members’ existing information on file has become inaccurate or 
incomplete.  PIABA urges the Commission to require that all members 
submit completed Forms BR by a date certain. The current proposal builds in 
potential problems because it relies on member firms to determine when and 
if information has become inaccurate or incomplete. This vague standard 
invites unnecessary problems.  

In sum, PIABA supports FINRA's initiative to update the Form BR to 
require all members to provide salient information as to office sharing 
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arrangements and records locations.  At the same time, PIABA believes that 
requiring members to provide this information by a date certain would 
advance the interests of the investing public at virtually no added burden on 
FINRA and its members. 

PIABA wishes to take this opportunity to thank the Commission for the 
opportunity to comment on this proposal.  

 
Sincerely yours, 
Jason Doss, 
President 
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