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MARKET ADJUSTED DAMAGES IN THE FINRA FORUM 
 

Philip M. Aidikoff, Robert A. Uhl, 
Ryan K. Bakhtiari, and Katrina M. Boice 

 
 

I. INTRODUCTION 
 

Investors open accounts with brokerage firms to increase the value of 
their principal consistent with their time horizon, investment objectives and 
risk tolerance.  It is logical for a client to seek and recover market adjusted 
damages when a brokerage firm recommends securities or pursues strategies 
that are inconsistent with the client’s objectives.  

Market adjusted damages utilize industry benchmarks to compute what 
an investor would have received had the portfolio been properly invested.  
These damages compensate an investor for losses caused by wrongful 
conduct in both a rising and falling market by adding or reducing return 
according to the actual performance of the market.1 

This article discusses how an award of market adjusted damages should 
be pursued in the FINRA forum by a review of FINRA guidance, case law 
and practical application.  This article concludes that market adjusted 
damages are an accurate and fair measure of compensation that appropriately 
reflects the harm caused to the investor adjusted for actual market 
performance. 
 
 
II. ASSET ALLOCATION AND DIVERSIFICATION 

 
 “A review of historical data and empirical studies provides strong 

support for the contention that the asset allocation decision is a critical 
component of the portfolio management process.” 2   In fact, it has been 
recognized that “… the most important part of [investment] policy 
determination is asset allocation.”3 Studies have demonstrated that 90% or 
                                                            
1. “Market adjusted damages” are known by many names, including, inter alia, 
properly-managed account damages, well-managed account damages, Miley 
damages, and lost profits damages.  For purposes of this article we will refer to them 
as market adjusted damages. 

2. FRANK K. REILLY & KEITH C. BROWN, INVESTMENT ANALYSIS AND PORTFOLIO 

MANAGEMENT 57 (8th ed. 2005). 

3. ZVI BODIE, ALEX KANE & ALAN J. MARCUS, INVESTMENTS 946 (6th ed. 2005). 
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more of the performance in an investment portfolio returns are driven by the 
asset allocation decision.4  

Courts have recognized that a brokerage firm can manage the inherent 
risk of the market through asset allocation amongst negatively correlated 
asset classes and diversification within each class.5  It has been held that 
stockbrokers have fiduciary duties including full and fair disclosure of all 
material facts regardless of whether or not an investor is sophisticated or 
unsophisticated:6  

Twomey remains the controlling statement of the law applicable 
to this case. Contrary to appellants’ position the relationship between 
a stockbroker and his or her customer is fiduciary in nature; the 
distinction between a “sophisticated” investor and an 
“unsophisticated” one is not controlling in this regard.7  
Additionally, brokers and brokerage firms have an independent duty to 

investigate securities to determine whether they are consistent with a client’s 
investment objectives and risk tolerance:  

Brokers and salesmen are ‘under a duty to investigate, and their 
violation of that duty brings them within the term ‘willful’ in the 
Exchange Act.  Thus, a salesman cannot deliberately ignore that 
which he has a duty to know and recklessly state facts about matters 
of which he is ignorant.  He must analyze sales literature and must 
not blindly accept recommendations made therein. The fact that his 
customers may be sophisticated and knowledgeable does not warrant 
a less stringent standard.  Even where the purchaser follows the 
market activity of the stock and does not rely upon the salesman's 
statements, remedial sanctions may be imposed since reliance is not 
an element of fraudulent misrepresentation in this context.8 

                                                            
4. E.g., Gary Brinson et al., Determinants of Portfolio Performance II: An Update, 
FIN. ANALYSTS J. (May-June 1991); Roger G. Ibbotson & Paul D. Kaplan, Does 
Asset Allocation Policy Explain 40, 90, or 100 Percent of Performance?, FIN. 
ANALYSTS J. (Jan.-Feb. 2000).  

5. A private cause of action for failure to diversify has been recognized. See Liss v. 
Smith, 991 F. Supp. 278, 301 (S.D.N.Y. 1998). 

6. See Duffy v. Cavalier, 215 Cal. App. 3d 1517, 1533 (Cal. Ct. App. 1981). 

7. Id. 

8. Hanly v. Sec. & Exch. Comm’n, 415 F.2d 589, 595-96 (2d Cir. 1969) (footnotes 
omitted). 
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A brokerage firm that fails to invest a customer’s portfolio with an 
appropriate asset allocation among negatively correlated asset classes and 
diversification within each class may be held responsible for a breach of 
duty.  This conduct may also constitute a failure to comply with the standard 
of care in the financial services industry.  

 
 

III. FINRA GUIDANCE ON AWARDING MARKET ADJUSTED  DAMAGES 
 

FINRA recognizes the importance of asset allocation and managing 
investment risk:  

In big-picture terms, managing risk is about the allocation and 
diversification of holdings in your portfolio.  So when you choose 
new investments, you do it with an eye to what you already own and 
how the new investment helps you achieve greater balance.  For 
example, you might include some investments that may be volatile 
because they have the potential to increase dramatically in value, 
which other investments in your portfolio are unlikely to do. 

Whether you're aware of it or not, by approaching risk in this 
way—rather than always buying the safest investments—you're 
being influenced by what's called modern portfolio theory, or 
sometimes simply portfolio theory.  While it's standard practice 
today, the concept of minimizing risk by combining volatile and 
price-stable investments in a single portfolio was a significant 
departure from traditional investing practices. 

In fact, modern portfolio theory, for which economists Harry 
Markowitz, William Sharpe, and Merton Miller shared the Nobel 
Prize in 1990, employs a scientific approach to measuring risk, and 
by extension, to choosing investments. It involves calculating 
projected returns of various portfolio combinations to identify those 
that are likely to provide the best returns at different levels of risk.9 
Additionally, the FINRA Dispute Resolution Arbitrator’s Guide in 

explaining different remedies available, recognizes that well-managed 
account damages (i.e., market adjusted damages) can be awarded: 

 
 
 

                                                            
9. FINRA, Managing Investment Risk, Modern Portfolio Theory, 
http://www.finra.org/Investors/SmartInvesting/AdvancedInvesting/ManagingInvest
mentRisk/ (last visited May 8, 2014).   
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WELL-MANAGED PORTFOLIO ACCOUNT 
 

This measure of damage allows the claimant to recover the 
difference between what the claimant's account made or lost versus 
what a well-managed account, given the investor's objectives, would 
have made during the same time period.10 
FINRA’s well managed portfolio remedy is consistent with FINRA’s 

know your customer and suitability rule: 
 
 

2090. KNOW YOUR CUSTOMER 
 

Every member shall use reasonable diligence, in regard to the 
opening and maintenance of every account, to know (and retain) the 
essential facts concerning every customer and concerning the 
authority of each person acting on behalf of such customer.11 

 
 

2111. SUITABILITY 
 

(a) A member or an 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.  A customer's investment profile includes, but is 
not limited to, the customer's age, other investments, financial 
situation and needs, tax status, investment objectives, investment 
experience, investment time horizon, liquidity needs, risk tolerance, 
and any other information the customer may disclose to the member 
or associated person in connection with such recommendation.12  

                                                            
10. FINRA Dispute Resolution Arbitrator’s Guide 63 (Feb. 2014 ed), 
http://www.finra.org/web/groups/arbitrationmediation/@arbmed/@arbtors/document
s/arbmed/p009424.pdf (last visited May 8, 2014). 

11. FINRA Rule 2090 (Know Your Customer), http://finra.complinet. 
com/en/display/display_main.html?rbid=2403&element_id=9858(last visited May 8, 
2014). 

12. FINRA Rule 2111 (Suitability), http://finra.complinet.com/en/display/display_ 
main.html?rbid=2403&element_id=9859  (last visited May 8, 2014). 
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IV. CASE LAW AWARDING MARKET ADJUSTED DAMAGES 
 

For years, courts have explored awarding market adjusted damages in 
securities cases involving churning and unsuitable portfolios.  The accepted 
practice in securities cases involving churning and unsuitable portfolios is to 
calculate damages based on net economic loss or market indexing (such as 
the Barclays Aggregate Bond Index, Vanguard Total Bond Fund, S&P 500, 
Dow Jones Industrial Average, or similar benchmarks), regardless of whether 
state or federal law applied.  

The Second Circuit in Rolf v. Blyth, Eastman Dillon & Co., Inc., 
provided a road map for calculating damages using market indexing.13  In 
that case, an investor brought an action against his broker and the brokerage 
firm seeking damages for stock market losses.14  Rolf’s long term advisor 
retired and his account was reassigned to a broker and an investment advisor 
who would collectively manage his accounts.15  The investor’s long term 
investments goals and strategy emphasized preservation and growth of 
capital for which he executed an authorization giving his broker full trading 
authority.16  Over the course of a year, the value of the investor’s portfolio 
dropped by approximately 70% as the result of purchasing risky securities.17  
The District Court for the Southern District of New York found the broker 
and brokerage firm liable.18  The court reasoned that the broker owed a 
fiduciary duty to the investor which he breached which aided and abetted the 
investment advisor’s fraud.19  Additionally, the court found the brokerage 
firm liable under the doctrine of “respondeat superior or the securities law 
doctrine of controlling person liability.”20  The court then limited the damage 
award and failed to take into account market adjusted damages.21 The broker 
and brokerage firm appealed the decision and the investor cross-appealed the 
                                                            
13. Rolf v. Blyth Eastman Dillon & Co., 570 F.2d 38, 49 (2d Cir. 1978), cert. denied, 
439 U.S. 1039 (1978), modifying, 637 F.2d 77 (2d Cir. 1980).  

14. Id. at 38, 41. 

15. Id. at 41-42. 

16. Id. at 42. 

17. See id. at 42. 

18. Id. at 38, 41. 

19. Rolf, 570 F.2d at 43. 

20. Id.  

21. Id.  
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district court’s measure of damages.22  The Court of Appeals for the Second 
Circuit affirmed the broker and brokerage firm’s liability and remanded the 
damage calculation back to the district court. 23   The Second Circuit 
acknowledged that while it was not capable of measuring the investor’s 
damages, it disagreed that the damages should be limited to those arising in a 
churning case (i.e., commissions).24  Therefore, the Second Circuit set forth 
the following guidelines for the district court to follow when calculating 
damages on remand:  

First, the district court should determine as near as possible the 
time when [the broker] began to aid and abet [the investment 
advisor’s] fraud and compute the market value of [the investor’s] 
portfolio on that date. Second, the district court should subtract the 
value of the portfolio on the date when [the broker’s] participation in 
and assistance to the fraudulent scheme ceased from the value on the 
date when [the broker] became and aider and abettor. This amount is 
[the investor’s] gross economic loss.  The district court should then 
reduce [the investor’s] gross economic loss by the average 
percentage decline in the value of the Dow Jones Industrials, the 
Standard & Poor’s Index, or any other well recognized index of 
value, or combination of indices, of the national securities markets 
during the period commencing with [the broker’s] aiding and 
abetting and terminating with its cessation.25  
The court further explained the investor’s gross economic loss 

calculation as follows:  
Here [the broker’s] participation in [the investment advisor’s] 

fraud infected [the investor’s] portfolio during a specific period of 
time to be determined on remand. In a sense the portfolio will be 
deemed sold as of the last day of the aiding and abetting period in 
order to determine what the resale price would have been if the 
portfolio had been liquidated on that day.26  

                                                            
22. Id. at 38, 41. 

23. Id. at 38, 41, 48, 49-50. 

24. Id. at 48. 

25. Id. at 49 (citations omitted); see also In re Drexel Burnham Lambert Group, Inc. 
161 B.R. 902, 909 (S.D.N.Y. 1993) (the measure of damages for unsuitability claims 
is the plaintiff's gross economic loss, adjusted for the overall market's performance 
citing Rolf v. Blyth Eastman Dillon & Co).  

26. 570 F.2d at 49, n.21. 
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The court also acknowledged that the use of the market indices does not 
hold the broker and brokerage firm responsible for the general decline in the 
market: 

[the investor’s] portfolio, even if it had not been fraudulently 
mismanaged, would have declined in value during the bear market of 
the aiding and abetting period. [The broker] and [brokerage firm] 
have no responsibility for the general decline in economic 
conditions.27 
Shortly thereafter, in Miley v. Oppenheimer & Company, Inc., the Court 

of Appeals for the Fifth Circuit approved the market adjusted damage 
calculation utilized in Rolf. 28   In Miley, an investor sought to recover 
damages based on federal securities law, common law and statutory law 
against his brokerage firm and two of its registered representatives for the 
churning of his account.29  The District Court for the Northern District of 
Texas found that the brokerage firm and registered representatives breached 
their fiduciary duties to the investor and awarded actual and punitive 
damages.30  The brokerage firm and registered representative appealed.31  On 
appeal, the Fifth Circuit affirmed the district court’s decision and discussed 
damages at length. 32  The court found, inter alia, that the investor was 
“entitled to recover the difference between what he would have had if the 
account had been handled properly and what he in fact had at the time the 
violation ended with the transfer of the account to a new broker.33  In making 
these findings the Fifth Circuit reasoned: 

The investor is harmed by the decline in the value of his 
portfolio - the “spilt milk” of the churning violation - as a result of 
the broker’s having intentionally and deceptively concluded 
transactions, aimed at generating fees, which were unsuitable for the 
investor. The intentional and deceptive mismanagement of a client’s 
account, resulting in a decline in the value of that portfolio, 

                                                            
27. Id. at 49, n.22. 

28. Miley v. Oppenheimer & Co., 637 F.2d 318, 318 (5th Cir. 1981), abrogated by 
Dean Witter Reynolds, Inc. v. Byrd, 470 U.S. 213 (1985). 

29. Id. 

30. Id. at 318, 325. 

31. Id.  

32. Id. at 326-29. 

33. Id. at 327. 
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constitutes a compensable violation of both the federal securities 
laws and the broker’s common law fiduciary duty, regardless of the 
amount of the commissions paid to the broker.  In sum, once a jury 
finds that the broker has churned an investor’s account, it may also 
find that the investor would have paid less commissions and that his 
portfolio would have had a greater value had the broker not 
committed the churning violation...34 
 The Fifth Circuit recognized that although calculation of market 

adjusted damages may not be exact, “... neither the difficulty of the task nor 
the guarantee of imprecision in results can be a basis for judicial abdication 
from the responsibility to set fair and reasonable damages in a case.” 35  
Additionally, “a refusal by a court to estimate the amount of trading losses 
caused by the churning of an account could only yield a certain windfall for 
either the investor or the broker.”36  Therefore, the court stated: 

In order to approximate the trading losses caused by the broker's 
misconduct, it is necessary to estimate how the investor's portfolio 
would have fared in the absence of [sic] such misconduct.  The trial 
judge must be afforded significant discretion to choose the indicia by 
which such estimation is to be made, based primarily on the types of 
securities comprising the portfolio.  However, in the absence of 
either a specialized portfolio or a showing by either party that a 
different method is more accurate, it seems that the technique 
discussed [in Rolf]… and employed by [the district court judge] in 
this case is preferable…  This mode of estimation utilizes the 
average percentage performance in the value of the Dow Jones 
Industrials or the Standard and Poor's Index during the relevant 
period as the indicia of how a given portfolio would have performed 
in the absence of the broker's misconduct.37 
Further the Fifth Circuit acknowledged that market adjusted damages 

“attempt to prevent a windfall to either the injured investor or the wrongdoer, 
regardless of whether the misconduct at issue is viewed as federal or state 
law violation.”38 
                                                            
34. Miley, 637 F.2d at 326 (footnote omitted). 

35. Id. at 327. 

36. Id. at 328. 

37. Id. (footnote and citations omitted). 

38. Id. at 329.  See also Donovan v. Bierwirth, 754 F.2d 1049 (2d Cir. 1985), which 
adopted the market index approach where a breach of fiduciary duty was found 
under ERISA: 
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The Ninth Circuit in Hatrock v. Edward D. Jones & Co. adopted the 
Miley analysis for market adjusted damages in churning cases.39  In that case, 
customers brought suit against their broker and brokerage firm for 
misrepresentations and churning in the District Court of Idaho.40  A jury 
returned a verdict in favor of the investors and awarded compensatory 
damages, punitive damages and attorneys’ fees against the broker. 41  
Thereafter, the broker and brokerage firm appealed and the investors cross-
appealed.42  In affirming the lower court’s ruling, the Ninth Circuit addressed 
the damages an investor can recover for churning as follows: 

…when a securities broker engages in excessive trading in 
disregard of his customer's investment objectives for the purpose of 
generating commission business, the customer may hold the broker 
liable for churning without proving loss causation. The investor may 
recover excessive commissions charged by the broker, and the 
decline in value of the investor's portfolio resulting from the broker's 
fraudulent transactions. The recoverable decline in portfolio value is 
“the difference between what [the plaintiff] would have had if the 
account ha[d] been handled legitimately and what he in fact had at 
the time the violation ended.”  The finder of fact “must be afforded 

                                                                                                                                             
One appropriate remedy in cases of breach of fiduciary duty is the 

restoration of the trust beneficiaries to the position they would have 
occupied but for the breach of trust.... [w]e hold that the measure of loss 
applicable under ERISA section 409 requires a comparison of what the Plan 
actually earned on the Grumman investment with what the Plan would have 
earned had the funds been available for other Plan purposes. 

In determining what the Plan would have earned had the funds been 
available for other Plan purposes, the district court should presume that the 
funds would have been treated like other funds being invested during the 
same period in proper transactions.  Where several alternative investment 
strategies were equally plausible, the court should presume that the funds 
would have been used in the most profitable of these.  The burden of 
proving that the funds would have earned less than that amount is on the 
fiduciaries found to be in breach of their duty.  Any doubt or ambiguity 
should be resolved against them.   

Id. at 1056. 

39. Hatrock v. Edward D. Jones & Co., 750 F.2d 767, 773-74 (9th Cir. 1984). 

40. Id. at 767-70. 

41. Id.  

42. See Id.  
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significant discretion to choose the indicia by which such an 
estimation is made, based primarily on the types of securities 
comprising the portfolio.”43 
Likewise, the District Court of New Hampshire in Winer v. Patterson 

found Miley and its progeny persuasive for the computation of damages in a 
churning case. 44   In Winer, the investor brought suit against his former 
stockbroker for violations of federal and state securities law and common 
law.45  The broker moved for summary judgment or for an order in limine 
regarding the proper measure of damages.46  In denying the broker’s motion 
for partial summary judgment or, in the alternative, for an order in limine, the 
court reasoned: 

The Court finds the analysis in Miley v. Oppenheimer, supra, 
and its progeny to be persuasive and accordingly holds that should 
churning liability be established, plaintiff is entitled to recover the 
difference between the value of his account after the churning and 
what its value would have been absent the violation.  Given that this 
is the proper standard, the Court can conceive of no reason to 
exclude recovery of the profits plaintiff's account would have earned 
absent the churning, provided that plaintiff meets his burden of 
establishing that this would have occurred and in what amount.  
While the Court is aware that some uncertainties in establishing 
these damages are unavoidable, plaintiff will have to present 
testimony to support his claim that he has lost profits in the amount 
of “at least $21,952.00.”  To this end, plaintiff must establish that 
comparison of the performance of his account to that of the DJIA 
would be an accurate measure of how his portfolio would have fared; 
the Court is not willing to blindly accept such a comparison as the 
proper method to measure lost profits.  Moreover, given that the 
Court finds that plaintiff is entitled to collect damages so as to put 
him in the position in which he would have been but for the alleged 
churning, there is no support for plaintiff's claim that he is entitled to 
twice recover the excess commissions paid.47 

                                                            
43. Id. at 773-74 (citations and footnotes omitted). 

44. Winer v. Patterson, 644 F. Supp. 898, 900-01 (D.N.H. 1986), order vacated in 
part on reconsideration, 663 F. Supp. 723 (D.N.H. 1987). 

45. Id. at 898-99. 

46. Id.  

47. Id. at 900-01 (citations and footnotes omitted). 
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The theory of market adjusted damages has also been adopted in the 
District Court for the Western District of New York.  In Medical Associates 
of Hamburg, P.C. v. Advest, Inc.,48 the parties brought competing motions for 
summary judgment regarding the appropriate measure of damages to be 
awarded.49  Relying on the Second Circuit’s opinion in the Rolf case, the 
district court rejected the brokerage firm’s argument that the market index 
approach was appropriate only when the overall market declined during the 
relevant time period. 50   In rejecting the brokerage firm’s approach to 
damages, the court reasoned: 

The defendants’ distinction is untenable. Rolf laid no stress on 
the direction of the shift of the stock market in fashioning its market 
adjusted damage formula, and the defendants have not advanced a 
reasoned basis for enabling this Court to do so.  Obviously, as in 
Rolf, where the securities market is in decline over the relevant 
period, a decline in a plaintiff’s particular portfolio is partially 
attributable to market forces (instead of the defendant’s fraud) and 
the plaintiff’s recovery should thus be reduced accordingly to reflect 
his “actual damages.”  By the same token, as in this case, where a 
plaintiff’s portfolio declines in value notwithstanding an overall rise 
in the market, such plaintiff’s actual injury is not limited to the 
simple decline in value of his securities but encompasses also 
damages occasioned by the failure of such securities to keep pace 
with the market - as they otherwise generally would have.51 
 Accordingly, the court denied the brokerage firm’s motion for summary 

judgment and granted the investor’s request for the use of market adjusted 
damages.52  

The Eighth Circuit in Davis v. Merrill Lynch, Pierce, Fenner & Smith, 
Inc., upheld an award of market adjusted damages where the investor made a 
profit despite churning.53  In Davis, the investor brought suit against the 
brokerage firm for violations of federal securities law, common-law fraud 

                                                            
48. Medical Associates of Hamburg, P.C. v. Advest, Inc., No. CIV–85–837E, 1989 
WL 75142, at *1 (W.D.N.Y. July 5, 1989). 

49. See id. 

50. Id.  

51. Id. at *2 (citations omitted). 

52. Id. at *3. 

53. Davis v. Merrill Lynch, Pierce, Fenner & Smith, Inc., 906 F.2d 1206, 1218 & 
n.13 (8th Cir. 1990).  
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and breach of fiduciary duty.  In the first trial, the jury awarded 
compensatory damages and punitive damages.54  The brokerage firm then 
filed post-trial motions for judgment notwithstanding the verdict, new trial or 
remittitur. 55   The district court granted the brokerage firm’s motion for 
remittitur (reducing the punitive damage claim) on the condition that the 
investor accepts remittitur or a new trial would be granted on the issue of 
damages. 56   The investor refused remittitur and a second trial followed 
wherein the jury again awarded compensatory and punitive damages.57 On 
appeal, the Eighth Circuit addressed, inter alia, the award of compensatory 
damages as follows: 

We disagree with [the brokerage firm’s] argument that no actual 
damages were sustained because after deducting the unauthorized 
commissions, the account nevertheless realized a cumulative net 
profit of over $53,000 during the period it was churned. The 
implications of this argument are disturbing.  If we were to adopt 
[the brokerage firm’s] view, securities brokers would be free to 
churn their customers' accounts with impunity so long as the net 
value of the account did not fall below the amount originally 
invested. Churning is not excused by the fact that the account 
realizes a new profit.  In Nesbit, 896 F.2d at 386, the Ninth Circuit 
refused to offset the gains in portfolio against the losses in 
commissions.  The court held that allowing securities customers to 
recover compensatory damages in the amount of excess commissions 
even when the account realizes a profit will have the salut[a]ry 
deterrent effect of “inform [ing] the brokerage community that 
churning is a fraud that will violate the securities laws, regardless of 
the ultimate condition of the client's portfolio.” Id. We agree. 
Churning is a species of fraud prohibited by Section 10(b) and Rule 
10b(5) regardless of whether the account's profits or its principal is 
misappropriated. Under the law of this circuit, if an account earned 
$50,000 but would have earned $100,000 if it was not churned, the 
customer has sustained actual damages in the amount of $50,000 
plus excess commissions paid. Because [the investor] paid over 
$40,000 in commissions and would have earned over $50,000 more 

                                                            
54. Id. at 1210-12.  

55. Id.  

56. Id.  

57. Id.  
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than she did had her account not been churned, it is nonsensical to 
argue that she did not suffer actual damages as a result of the 
churning.58 
More recently, in Scalp & Blade, Inc. v. Advest, Inc., the Supreme Court, 

Appellate Division, Fourth Department, New York, held that gross economic 
loss adjusted for the market’s performance is an appropriate measure for 
damages in cases involving churning, unsuitability, or unauthorized trading 
wherein a fiduciary duty was breached.59  In that case, investors brought suit 
against a broker and brokerage firm for the mismanagement, including 
churning, of their trust fund held in an investment account.60  In Scalp, the 
investors were a non-profit corporation that administered a scholarship 
program which was funded through income/gains from a trust fund held in an 
investment account. 61   The investors alleged that the broker failed to 
diversify assets and engaged in an excessive number of unsuitable 
transactions while in the course of his employment, with and under the 
supervision of, the brokerage firm.62  Further, the investors alleged that as a 
consequence of the broker’s wrongful conduct the trust fund fell 
approximately 50% in value during a time period in which the trust could 
have doubled in value had it been invested in suitable securities as measured 

                                                            
58. Id. at 1218-19; see also Levine v. Frutransky, 636 F. Supp. 899, 900 (N.D. Ill. 
1986) (the district court held “that plaintiffs suffered damages even though the 
investment portfolios incurred a net gain.  Plaintiffs may be entitled to recover the 
difference between the losses incurred on the sale of the speculative securities and 
the greater amount plaintiffs would have received had they not been defrauded and 
the more conservative securities had been bought and sold”) (quoting Affiliated Ute 
Citizens v. United States, 406 US 128, 155 (1972) (holding that plaintiff should be 
awarded the difference between the “fair market value of all received and the fair 
value of what he would have received had there been no fraudulent conduct”)); 
Smith v. Fahnestock & Co., Inc., No. 00 CIV. 9691, 2002 WL 334511 (S.D.N.Y. 
Mar. 1, 2002) (the court denied summary judgment and rejected the brokerage firm’s 
argument that since “plaintiff’s account showed an overall profit, and therefore, 
under the Rolf measure of damages, plaintiff could not recover based on losses in 
specific stocks.”); Laney v. American Equity Inv. Life Ins. Co. 243 F.Supp.2d 1347, 
1355 (M.D. Fla. 2003) (which recognized that the Miley and Rolf methods of 
calculating damages can be extended to cases where an investor made money). 

59. Scalp & Blade, Inc. v. Advest, Inc. 309 A.D.2d 219, 232 (N.Y. App. Div. 2003). 

60. Id. at 219-20. 

61. See id. at 220-21. 

62. See id. at 221-22. 
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by the S&P 500 index.63  In response to the investors’ allegations, the broker 
and brokerage firm moved for an order precluding the investors from 
offering proof of market adjusted damages at trial which was granted.64  In 
reaching its holding, the appellate court dismissed the broker and brokerage 
firm’s argument that the “only proper and nonspeculative measure of 
damages is the value of the capital actually lost by the [investors]:” 65  

Based on the foregoing, we hold that in a case such as this, 
involving claims of churning, investment unsuitability, or other acts 
of unauthorized trading by defendants, an appropriate measure of 
damages is plaintiffs' “gross economic loss, adjusted for the overall 
market's performance”. We thus conclude that the court erred in 
foreclosing plaintiffs as a matter of law from recovering market 
index or other like lost appreciation damages. Plaintiffs are not 
necessarily limited to recovering the value of their lost capital, and 
might well recover compensatory damages calculated in part on the 
basis of general market performance. Plaintiffs have alleged a 
necessary predicate for such recovery, namely, a breach of fiduciary 
duty extending beyond mere negligent retention of the portfolio's 
holdings and violation of a duty to sell or diversify. Indeed, plaintiffs 
have alleged deliberate and flagrant self-dealing and dishonesty on 
the part of defendants, namely, their unauthorized trading of the fund 
and speculative and otherwise unsuitable investment decisions with 
regard to it, transactions allegedly engaged in for defendants' own 
benefit. To employ the metaphor used in Miley, the “spilt milk” of 
defendants' alleged overtrading and inappropriate investment of the 
fund may include both plaintiffs' lost capital and plaintiffs' lost 
opportunity to realize generalized market appreciation or gain.66 

 
 

V. PRACTICAL APPLICATION 
 

Consistent with FINRA guidance and the law, arbitration panels have 
recognized and awarded market adjusted damages in asset allocation cases as 

                                                            
63. See id.  

64. Id. at 219-20, 222. 

65. Scalp & Blade, Inc., 309 A.D.2d at 222. 

66. Id. at 220, 232 (citations omitted). 
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well as product cases.67  
Prior to filing a Statement of Claim, it is useful to have a profit and loss 

analysis prepared which includes market adjusted comparisons (i.e., 
appropriate asset allocation percentages modeled to determine how a 
properly managed account would have performed).  Broad indices as proxies 
for both fixed income and equities might include the Barclays Aggregate 
Bond Index, Vanguard Total Bond Fund and the S&P500 Index.  This 
provides the practitioner with an understanding of damages and damage 
defenses that a brokerage firm might plead in an answer.  By incorporating 
the damage analysis into the Statement of Claim it alerts the brokerage firm 
that the claimant will be seeking market adjusted damages at the hearing.    

Additionally, it is imperative to propound relevant document requests 
during the discovery phase of the arbitration.  This allows the practitioner the 
opportunity to adjust the initial profit and loss analysis upon receipt of 
further responsive models and other documents.  By way of example, the 
following categories of documents should be requested: 

1. All income and/or growth asset allocation models prepared or 
used by Respondent;  

2. All conservative, moderate and speculative investment asset 
allocation models prepared or used by Respondent; 

3. All documents which mention relate or pertain to how the 
Investment at Issue or investment strategy was marketed to 
Claimants; 

4. All documents which concern the suitability of securities 
purchased on Claimants’ behalf by Respondent; and 

5. All documents which concern any research of securities 
undertaken in connection with any transaction in the Accounts. 

In presenting market adjusted damages at the arbitration hearing, courts 
have recognized that expert opinions on market adjusted damages help to 
reduce speculation: 

[The expert’s] approach ... was one of fiscally sound, 
conservative, active management of the trust estate. His alternative to 
the Bank’s investment in [a concentrated stock position] was to 
concentrate the assets in the Standard and Poor’s 500 index and in 
fixed income treasury bills. Although the Bank argues strenuously 
that [the expert’s] approach was speculative and mere hindsight, the 
trial court had substantial evidence upon which to base its conclusion 

                                                            
67. It is important to note than many FINRA panels do not describe the award as 
market adjusted damages. Rather, the awards reflect a compensatory damage amount 
in excess of net out of pocket damages but based on a market adjusted calculation.   
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that [the expert’s] approach was a responsible investment alternative 
to the Bank’s management method.68 
It is important to explain to the panel that market adjusted damages are 

based on historical data (i.e., benchmarks) and therefore are not the product 
of speculation or guesswork.  

Asset allocation cases that have awarded market adjusted damages 
typically involve an over concentration in equities which was inconsistent 
with the client’s risk tolerance and investment objectives.  By way of 
example, in the case of an elderly client who had conservative investment 
objectives which included principal protection and a need for income, an 
80% fixed income/cash and 20% equities allocation might be appropriate to 
evidence what the portfolio should have earned over the same time period.  

Product cases that have awarded market adjusted damages have included 
a security that Citigroup sold to its clients as a fixed income alternative that 
would generate tax-free returns between 6-9%.  In truth, the security was 
high risk and speculative.  In their presentation to clients, Citigroup brokers 
failed to disclose, inter alia, the high risk and speculative nature of the 
security to its clients, continued to misrepresent the product and continued to 
mismanage the security until its implosion in 2008.  Again, since Citigroup 
represented the security as a fixed income alternative, a 100% fixed income 
proxy was a consistent bench mark to establish market adjusted damages. 
 
 
VI. CONCLUSION 

 
In conclusion, market adjusted damages are an accurate and fair measure 

of compensation that appropriately reflects the harm caused to the investor 
adjusted for actual market performance.  

                                                            
68. First Alabama Bank of Huntsville v. Spragins, 515 So.2d 962, 966 (Ala. 1987) 
(market adjusted damages are “the amount of the loss [calculated] by weighing the 
actual value of the trust principal against what the value would have been had it been 
prudently managed.” Id. at 964); see also McCoy v. Goldberg, [1992-1993] Fed. 
Sec. L. Rep. (CCH) ¶97,314 (S.D.N.Y. 1993) (on claim of breach of fiduciary duty, 
the court allowed recovery of interest the investor would have earned on “risk-free” 
investment in Treasury bonds in addition to losses incurred in purchase of units of 
limited partnerships).   
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DAUBERT, THE “WELL MANAGED PORTFOLIO,”AND  
“NET-OUT-OF-POCKET (NOP) LOSSES” 

ARE NOPs JUNK SCIENCE? 
 

Robert C. Port  
 
 

Proof of damages to the satisfaction of the trier of fact is the end game 
for all plaintiffs.  When faced with a claim of financial advisor misconduct, 
the investor’s attorney must have the ability to not only identify possible 
causes of action that might provide relief, but to also develop a methodology 
of proving damages that will not be subject to attack as speculative or 
otherwise illegitimate.   

This article discusses one approach to quantifying damages caused by 
advisor misconduct.1  The analytical approach is grounded in the academic 
research surrounding Modern Portfolio Theory, which considers how a 
rational investor would use diversification and asset allocation to optimize 
their portfolio for their particular risk profile and circumstances.  That 
portfolio is, for that individual investor, the “Well Managed Portfolio” 
(“WMP”).2  I conclude that when tested against the directives of the Supreme 
Court in Daubert,3 WMP presents a sound basis for assessing damages 
caused by advisor misconduct, while the industry’s commonly used approach 
                                                 
1. Under the facts of a particular case, other methods of assessing damages might be 
appropriate, including the damages computed based on the methodology set forth by 
the Uniform Securities Act (the “Act”) and many state securities acts (“Blue Sky” 
Acts), which provides for rescission as the sole remedy.  Under the Act, an aggrieved 
investor is entitled rescind the transactions, tender the securities to the seller, and 
recover the consideration paid for the securities, plus interest from the date of the 
payment for the securities to the date of judgment, plus costs and reasonable 
attorney's fees.  While providing a precise monetary remedy, the Uniform Act may 
not place a defrauded securities buyer in the position they would have been in had 
the fraud not occurred, since the buyer is entitled to receive only a return of the 
consideration paid plus statutory interest.  Had the portfolio been managed properly, 
the appreciation may well have been much greater than the statutory interest rate.  
WMP damages thus provides an alternative measure, under the right facts, for 
accurately determining the harm caused by advisor misconduct. 

2. This damages theory is also sometimes referred to as “Market Adjusted 
Damages.” 

3. Daubert v. Merrell Dow Pharmaceuticals, Inc., 509 U.S. 579 (1993). 
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– “Net-Out-of-Pocket Losses” – not only fails to adequately compensate the 
investor for their losses, it is also a methodology that ought to be precluded 
by any thoughtful Daubert analysis.   

 
 

MODERN PORTFOLIO THEORY 
 

Modern Portfolio Theory had its genesis in a paper entitled “Portfolio 
Selection,” by Professor Harry Markowitz, published in 1952 by the Journal 
of Finance.4  Markowitz mathematically demonstrated that, based on 
historical market returns, a diversified investment portfolio can be 
constructed which has a high probability of achieving a maximum possible 
expected return for a given level of risk.  Thus, it is possible to create a 
portfolio to match an individual investor’s risk-reward tolerance.  
Markowitz’ findings were the basis for subsequent important findings by 
Merton Miller, William Sharpe, and others, which collectively came to be 
known as Modern Portfolio Theory (“MPT”).5 

A detailed discussion of MPT is beyond the scope of this article – or the 
capabilities of this author.  Further, it is fair to recognize that MPT has its 
critics.6  Nevertheless, while imperfect, MPT offers a serious academic and 
practical approach to the investment decision-making process. 

In sum, MPT focuses on how to construct an investment portfolio.  
Securities are chosen for the portfolio based on how they interact relative to 
other securities, rather than on how they perform in isolation.  Studies of the 
long-term returns and volatility (price movement) of securities have found 
                                                 
4. Harry M. Markowitz, Portfolio Selection, 7 J. FIN. 77-91 (1952).  Markowitz is 
currently a Professor of Finance at the Rady School of Management, University of 
California. 

5. In 1990, Markowitz was awarded the Nobel Prize in Economic Sciences, along 
with Merton Miller and William Sharpe, for his work.  See infra note 44. 

6. Criticisms include the fact that actual financial returns do not follow a normal 
distribution; that correlations between asset classes are not fixed but can vary 
depending on external events; that MPT neglects taxes and transaction costs; that 
investors may not be entirely rational; and that markets are not completely efficient.  
The utility of MPT was also questioned during the 2008 financial crisis, in which 
even most diversified investment portfolios suffered significant losses.  Markowitz 
addressed these arguments in Crisis Mode: Modern Portfolio Theory Under 
Pressure, 2 INVESTMENT. PROF., no. 2 (Spring 2009). 
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that a reasonably predictable range of returns can be determined for each 
security or classes of securities, expressed in the statistical concept of 
standard deviation.7  Securities also have reasonably predicable correlations 
in their price movements relative to other securities, meaning that some 
move in tandem (a positive correlation), while others move inversely (a low 
or negative correlation).8  Once these historical variables are identified for 
specific securities, the expected or predicted return (the reward) and volatility 
(the risk) of any portfolio can be estimated.  Using these techniques, an 
advisor can construct, from the myriad of possible portfolios, a portfolio that 
will attempt to optimally balance the return an investor seeks with the risk 
the investor desire to take.9 

One of the principal tenants of Modern Portfolio Theory is that a 
diversified portfolio can be constructed for every level of risk as measured by 
standard deviation..  Thus, investable assets are allocated amongst various 
categories of market investments, such as U.S. equities, foreign equities, 
domestic and foreign government bonds, domestic and foreign corporate 
bonds, domestic and international real estate, commodities, and cash.  In 
turn, those assets should be diversified amongst various issuers within those 
investment categories.10  Diversification has long been held to be a duty of a 
trustee or fiduciary managing assets.11  The common cliché is to not have “all 
                                                 
7. Standard deviation measures the dispersion of a set of data around the mean of the 
data.  A “bell curve” is a graphic illustration of a normal distribution of data.  With 
respect to measuring a security’s risk, standard deviation measures the range or 
variation of returns around the security’s average returns.  In a normal distribution, 
approximately 68% of data falls within plus or minus one standard deviation of the 
mean, and 95% fall within plus or minus two standard deviations of the mean.  The 
standard deviation of an investment can give a clue as to the risk associated with 
achieving its average returns.  For example, the SPDR S&P 500 (SPY) had a 
standard deviation of 14.66, with a return of 7.69%, for the 10 years ending June 30, 
2014.  See Morningstar, SPDR S&P 500, http://performance.morningstar.com/funds/ 
cef/ratings-risk.action?t=SPY (last visited Sep. 2, 2014).  If that performance 
persists, that means that there is a 68% probability that SPY could be expected to 
have a return in any given year of between 6.97% and 22.35%. 

8. LAWRENCE J. GITMAN & MICHAEL D. JOEHNK, FUNDAMENTALS OF INVESTING 
188-95 (9th ed. 2005). 

9. This is often referred to as an “efficient portfolio,” which is a portfolio where no 
additional expected return can be gained without increasing the risk of the portfolio. 

10. Gitman & Joehnk, supra note 8, at 204. 

11. “Diversification is a uniformly recognized characteristic of prudent investment 
and, in the absence of specific authorization to do otherwise, a trustee’s lack of 
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your eggs in one basket.”12  A portfolio will likely have less volatility (i.e., 
less extreme price movement) when the investments within it are negatively 
correlated, and thus individually have different price reactions to economic 
variables, such as inflation, world events, commodities prices, consumer 
spending, business investment, or unemployment rates.  Indeed, studies have 
shown that broad asset allocation – not stock selection or market timing – can 
substantially reduce portfolio volatility without materially reducing 
returns.”13 

The extensive academic research on Modern Portfolio Theory suggests 
that an advisor should construct a portfolio by selecting investments that, in 
combination, would have the best chance of providing the highest probable 
reward consistent with his client’s risk tolerance.  To do otherwise is, at 
minimum, to recommend an “irrational [investment] strategy.”14  More 
importantly, the failure to select a portfolio consistent with a client’s needs, 
                                                                                                                   
diversification would constitute a breach of its fiduciary obligations.  See, 
RESTATEMENT (THIRD) OF TRUSTS 229(d).”  Robertson v. Central Jersey Bank & 
Trust Co., 47 F.3d 1268, 1275 (3rd Cir. 1995) (citation in original).  “Under the duty 
of diversification, the trustee should not normally invest all or an unduly large 
portion of plan funds in a single security, or in any one type of security, or even in 
various types of securities that depend on the success of one enterprise.”  Bruner v. 
Boatmen’s Trust Co., 918 F. Supp. 1347, 1353 (E.D. Mo. 1996). See also, Whitfield 
v. Tomasso, 682 F.Supp. 1287, 1301 (E.D.N.Y. 1988) (concentration of between 
25% and 89% of the assets in one type of investment violated diversification 
requirement); Jones v. O’Higgins, No. 87-CV-1002, 1989 U.S. Dist. LEXIS 10537 
(N.D.N.Y. Sept. 5, 1989) (putting 90% of portfolio in only 3 stocks would permit 
finding of lack of diversification, absent showing of special circumstances). 

12. Recent vivid examples of the continuing validity of this colloquialism include 
those investors who where heavily concentrated in “dot com” stocks in the late 
1990’s, as well as those employees of WorldCom and Enron who kept all of their 
retirement funds in the stock of their respective companies. 

13. Roger G. Ibbotson, et al., Does Asset Allocation Policy Explain 40%, 90%, or 
100% of Performance?, FIN. ANALYSTS J., 32 (Jan. – Feb. 2000) (“our analysis 
shows that asset allocation explains about 90 percent of the variablility of a funds 
returns over time)(emphasis in original);  Richard P. Booth, The Suitability Rile, 
Investor Diversification, and Using Spread to Measure Risk, 54 BUS. LAW 1599, 
1605-06 (1999) (“Rational investors diversify.  By investing in a diversified 
portfolio, an investor can eliminate as much as ninety percent of the risk that goes 
with investing in an individual stock without any sacrifice of expected return.”). 

14. Booth, supra note 13 at 1599, 1606. 
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circumstances and risk tolerance may form the basis for various causes of 
action, including breach of fiduciary duty,15 breach of contract, negligence, 
                                                 
15. Gochnauer v. A.G. Edwards & Sons, Inc., 810 F.2d 1042, 1049 (11th Cir. 1987) 
(“The law is clear that a broker owes a fiduciary duty of care and loyalty to a 
securities investor.”); accord RESTATEMENT (SECOND) OF AGENCY § 425 (agents 
who are employed to make, manage, or advise on investments have fiduciary 
obligations).  At least 37 states also recognize that brokers owe fiduciary duties to 
their customers.  Alabama: Chipser v. Kohlmeyer & Co., 600 F.2d 1061, 1066-67 
(5th Cir. 1979); Arizona: SEC v. Rauscher Pierce Refsnes, Inc., 17 F. Supp. 2d 985, 
992-93 (D. Ariz. 1998); Arkansas: Greenwood v. Dittmer, 776 F.2d 785, 788 (8th 
Cir. 1985); California: Duffy v. Cavalier, 264 Cal. Rptr. 740 (Cal. Ct. App. 1989); 
Colorado: Rupert v. Clayton Brokerage Co., 737 P.2d 1106, 1109 (Colo. 1987); 
Delaware: O’Malley v. Boris, No. Civ.A. 15735, 1999 WL 39548 (Del. Ch. Jan. 19, 
1999); Florida: First Union Brokerage v. Milos, 717 F. Supp. 1519, 1526 (S.D. Fla. 
1989); Georgia:  Holmes v. Grubman, 691 S.E.2d 196 (Ga. 2010); Hawaii: Unity 
House, Inc. v. North Pacific Invs., Inc., 918 F. Supp. 1384, 1392 (D. Haw. 1996); 
Illinois: Martin v. Heinold Commodities, Inc., 643 N.E.2d 734, 738, (Ill. 1994); 
Indiana: Holtz v. J.J.B. Hillard W.L. Lyons, Inc., 185 F.3d 732 (7th Cir. 1999); Iowa: 
Cunningham v. PFL Life Ins. Co., 42 F. Supp. 2d 872, 888-89 (N.D. Iowa 1999); 
Kansas: Denison State Bank v. Madeira, 640 P.2d 1235, 1241, (Kan. 1982); 
Louisiana: Beckstrom v. Parnell, 730 So. 2d 942, 948-49 (La. App. 1998); Maryland: 
Kaufman v. Merrill Lynch, Pierce, Fenner & Smith, Inc., 464 F. Supp. 528, 536 (D. 
Md. 1978); Massachusetts: Cannistraci v. Dean Witter Reynolds, Inc., 796 F. Supp. 
619, 623 (D. Mass. 1992); Michigan: Davis v. Keyes, 859 F. Supp. 290, 294 (E.D. 
Mich. 1994); Minnesota: McGinn v. Merrill Lynch, Pierce, Fenner & Smith, Inc., 
736 F.2d 1254, 1258 (8th Cir. 1984); Mississippi: Puckett v. Rufenacht, Bromagen & 
Hertz, Inc., 587 So. 2d 273, 279 (Miss. 1991); Missouri: Vogel v. A.G. Edwards & 
Sons, Inc., 801 S.W.2d 746 (Mo. Ct. App. 1990); Montana: Chor v. Piper, Jaffray & 
Hopwood, Inc., 862 P.2d 26, 32 (Mont. 1993); Nebraska: Woodruff v. Merrill 
Lynch, Pierce, Fenner & Smith, Inc., 709 F. Supp. 181, 185 (D. Neb. 1989); New 
Jersey: McAdam v. Dean Witter Reynolds, Inc., 896 F.2d 750, 766 (3rd Cir. 1990); 
New Mexico: Reinhart v. Rauscher Pierce Secs. Corp., 83 N.M. 194, 490 P.2d 240 
(N.M. App. 1971); New York: Press v. Chem. Inv. Servs. Corp., 166 F.3d 529, 536 
(2nd Cir. 1999); North Dakota: Ray E. Friedman & Co. v. Jenkins, 738 F.2d 251, 
254 (8th Cir. 1984); Ohio: Thropp v. Bache Halsey Stuart Shields, Inc., 650 F.2d 
817, 822 (6th Cir. 1981); Oregon: Berki v. Reynolds Sec., Inc., 560 P.2d 282, 285-86 
(Or. 1977); Pennsylvania: Merrill Lynch, Pierce, Fenner & Smith v. Perelle, 514 
A.2d 552, 561 (Pa. Super. Ct. 1986); Rhode Island: Jonklaas v. Silverman, 370 A.2d 
1277 (R.I. 1977); South Dakota: Dinsmore v. Piper Jaffray, Inc., 1999 SD 56, 593 
N.W.2d 41, 46 (S.D. 1999); Tennessee: J.C. Bradford Futures, Inc. v. Dahlonega 
Mint, Inc., 907 F.2d 150 (6th Cir. 1990); Texas: Tapia v. The Chase Manhattan 
Bank, N.A., 149 F.3d 404, 412 (5th Cir. 1998); Utah: Marchese v. Nelson, 809 F. 
Supp. 880, 894 (D. Utah 1993); Vermont: Jarvis v. Dean Witter Reynolds, Inc., 614 
F. Supp. 1146, 1150 (D. Vt. 1985); West Virginia: Baker v. Wheat First Secs., 643 F. 
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or fraud.16  Moreover, under applicable regulatory directives, a broker has a 
duty to determine each client’s individual risk tolerance before 
recommending a securities transaction.17 

Using the precepts of Modern Portfolio Theory leads to a portfolio that 
is, in theory, suitable and appropriate for an investor.  That portfolio has the 
diversification and asset allocation that, based on historical data and 
statistical analysis such as standard deviation, would be expected in the 
future to have risk and return characteristics that are consistent with that 
individual investor’s particular risk profile and circumstances.  That portfolio 
is, for that individual investor, the “Well Managed Portfolio” (“WMP”). 

There is, however, no singular “right” portfolio, to the exclusion of all 
others.  Given the myriad of investing options, the precepts of MPT can be 
accomplished using various investment vehicles to supply the diversification 
and asset allocation required to meet an investor’s needs.  What MPT does 
teach, however, is that a portfolio can be the “wrong” portfolio for an 
investor.  For example, if an investor’s profile suggests that a portfolio of 
roughly 60% bonds, 35% equities, and 5% cash is likely to comport with that 
investor’s risk tolerance and income needs, a portfolio of 95% equities and 
5% cash is almost certainly unsuitable and inappropriate.   

 
 

CASE LAW SUPPORT FOR A BENCHMARK “WELL MANAGED PORTFOLIO” 
 

Since the Supreme Court’s 1987 decision in Shearson/American Express 
Inc. v. McMahon,18 the overwhelming majority of disputes between 
individual investors and their stockbrokers have been resolved by 
compulsory arbitration, now conducted by the Financial Industry Regulatory 
Authority (FINRA). The decisions reached by arbitration panels, though 
publicly available, do not generally give a written rationale for the decision, 
                                                                                                                   
Supp. 1420 (S.D. W.Va. 1986); Wisconsin: Associated Randall Bank v. Griffin, 
Kubik, Stephens & Thompson, Inc., 3 F.3d 208, 212 (7th Cir. 1993). 

16. Robert C. Port, Theories of Stockbroker and Brokerage Firm Liability, 9 GA. 
BAR J., no. 5, at 12 (2004). 

17. FINRA Rule 2111 requires, in part, that a broker-dealer or associated person 
“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 [firm] or associated 
person to ascertain the customer’s investment profile.”  

18. 482 U.S. 220 (1987). 
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and are final and not subject to appeal or judicial review except in very 
limited circumstances.19 Nor do such arbitration awards have the precedential 
value of a court decision.20 As a result, the development of the law in this 
area has been stagnant, since it is not subject to the continued refinement, 
analysis, and appellate review that would otherwise have occurred in litigated 
claims.21 

Nevertheless, case law as it was developing before McMahon certainly 
foreshadowed the concept of damages based upon comparison to a Well-
Managed Portfolio (“WMP”).  More importantly, settled law respecting 
computation of damages unquestionably supports the use of WMP in 
assessing the damages caused by an advisor’s misconduct.   

The seminal case is the Second Circuit’s decision in Rolf v. Blyth 
Eastman Dillon & Co., Inc.22 Rolf involved a claim that defendant's broker 
purchased unsuitable securities which rapidly deteriorated in value.  With 
respect to the proper calculation of damages, the Second Circuit directed that 
the district court should first compute the “gross economic loss” suffered by 
“subtract[ing] the value of the portfolio on the date when [misconduct ended] 
. . . from the value on the date when [misconduct started].  . . .  The district 
court should then reduce Rolf's gross economic loss by the average 
percentage decline in value of the Dow Jones Industrials, the Standard & 
Poor's Index, or any other well recognized index of value, or combination of 
                                                 
19. See, e.g., 9 U.S.C. § 10 (setting forth grounds vacating an arbitration award); 
B.L. Harbert Int'l v. Hercules Steel Co., 441 F.3d 905 (11th Cir. 2006), in which the 
Eleventh Circuit made it clear that it was issuing notice and warning that it is “ready, 
willing, and able to consider imposing sanctions” on “those who attempt to salvage 
arbitration losses through litigation that has no sound basis in the law applicable to 
arbitration awards.” B.L. Harbert Int'l at 914. 

20. See, e.g., El Dorado Technical Servs., Inc. v. Union General de Trabajadores de 
Puerto Rico, 961 F.2d 317, 321 (1st Cir. 1992). 

21. “The lack of new cases that would further develop a standard for unsuitable 
recommendation liability is because almost all unsuitability claims are heard in 
arbitration.” Estate of Ives v. Ramsden, 2008 Wash. App. LEXIS 1 (2007); see also 
The Arbitration Fairness Act of 2007: Hearing on S. 1782 Before the Subcomm. on 
the Constitution S. Comm. on the Judiciary, 110th Cong. (2007) (testimony of 
Richard M. Alderman) (“[A]rbitrators cannot create or modify the common law.  
They are bound by existing legal doctrine, essentially freezing the common law of 
consumer transactions, denying courts the ability to develop and adapt the law.”) 
(footnote omitted). 

22. 570 F.2d 38 (2d Cir. 1978), cert. denied, 439 U.S. 1039, (1978), aff'd in part and 
remanded, 637 F.2d 77 (2d Cir. 1980). 
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indices, of the national securities markets during the period [of the 
misconduct].”23 The court further recognized that if “the quality of stocks in 
the portfolio was such that a broad-based index would not be representative 
of those stocks, then [the district court] may select a more appropriate gauge, 
perhaps a portion of an index, perhaps a composite of indices, perhaps expert 
opinion.”24 Rolf thus recognized the legitimacy of “market adjusted 
damages” -- benchmarking a portfolio to an appropriate market index as a 
method of computing the damages caused by an advisor’s misconduct. 

The Rolf analysis as was followed by the Fifth Circuit in Miley v. 
Oppenheimer & Co.25 In Miley, plaintiff asserted that his account had been 
churned.26  The court instructed district courts to measure damages according 
to “how the investor's portfolio would have fared in the absence of the such 
[sic] misconduct.”27 The finder of fact “must be afforded significant 
discretion to choose the indicia by which such an estimation is made, based 
primarily on the types of securities comprising the portfolio.”28 The court 
observed that “in the absence of either a specialized portfolio or a showing 
by either party that a different method is more accurate,” it would be 
“preferable” for district courts to use “the average percentage of performance 
of the Dow Jones Industrials or the Standard & Poor's Index during the 
relevant period as the indicia of how a given portfolio would have performed 
in the absence of the broker's misconduct.”29 The damages due plaintiff 
would be “the difference between what [the plaintiff] would have had if the 
account ha[d] been handled legitimately and what he in fact had at the time 
the violation ended.”30 
                                                 
23. 570 F.2d at 50. 

24. Id. at n.22. 

25. 637 F.2d 318, 326-27 (5th Cir. 1981). 

26. “Churning occurs when a securities broker buys and sells securities for a 
customer’s account, without regard to the customer’s investment interests, for the 
purpose of generating commissions.”  Thompson v. Smith Barney, Harris Upham & 
Co., 709 F.2d 1413, 1416 (11th Cir. 1983); see also McNeal v. Paine, Webber, 
Jackson & Curtis, Inc., 598 F.2d 888, 890 n.1 (5th Cir. 1979). 

27. Miley at 328. 

28. Id. (footnote omitted). 

29. Id. 

30. Id. at 327. 
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In sum, a WMP analysis is nothing more than a refined approach to the 
use of broad indexes to compute damages, as countenanced in Rolf and 
Miley.  Despite the diversion of most individual investor cases to arbitration, 
the propriety of computing using indexes or similar benchmarks (sometimes 
called “market adjusted damages”) has been recognized in a host of state and 
federal courts as appropriate methodologies for quantifying the investors’ 
damages -- the probable value of the investor’s account but for the 
misconduct.31  In fact, in certain types of trustee32 and ERISA33 cases, there is 
well-established law that confirms the propriety of using this approach.   
                                                 
31. Williams v. Sec. Nat’l Bank, 358 F. Supp. 2d 782 (N.D. Iowa 2005) (“stock 
indices are relevant to the determination of damages for mismanagement of 
investments or trust assets”); In re Drexel Burnham Lambert Group, Inc., 161 B.R. 
902 (S.D.N.Y. 1993); In re Thomson McKinnon Sec., Inc., 191 B.R. 976, 987-88 
(S.D.N.Y. 1996); see also Kronfeld v Advest, Inc., 675 F. Supp. 1449, 1456 
(S.D.N.Y. 1987); Davis v. Merrill Lynch, Pierce, Fenner & Smith, Inc., 906 F.2d 
1206, 1217-18  n. 13 (8th Cir. 1990); McGinn v Merrill Lynch, Pierce, Fenner & 
Smith, Inc., 736 F.2d 1254, 1257 (8th Cir. 1984); Brabham v. A.G. Edwards & Sons, 
Inc., 265 F. Supp. 2d 720, 725 (S.D. Miss. 2003); Laney v. American Equity Inv. 
Life Ins. Co., 243 F. Supp. 2d 1347, 1353-1356 (M.D. Fla. 2003); Winer v. 
Patterson, 644 F. Supp. 898, 900-01 (D.N.H. 1986) (plaintiff entitled to attempt to 
prove value of account had it not been churned), vacated in part on other grounds, 
663 F. Supp. 723 (1st Cir. 1987); Lopez v. Dean Witter Reynolds, Inc., 591 F. Supp. 
581, 589-90 (N.D. Cal. 1984); In re Rosenfeld Found. Trust, No. 1664 IV, 2006 
Phila. Ct. Com. Pl. LEXIS 394, 107-09 (Phila. Commw. Ct. July 31, 2006); Scalp & 
Blade v. Advest, Inc., 309 A.D. 2d 219, 232 (N.Y. App. Div. 2003); Brabham v. 
A.G. Edwards & Sons, Inc., 376 F.3d 377, 382 (5th Cir. 2004); Dasler v. E.F. 
Hutton, 694 F. Supp. 624 (6th Cir. 1988); Medical Assocs. of Hamburg, P.C. v. 
Advest, Inc., No. CIV-85-837E, 1989 Lexis 11253, 1989 WL 75142 (W.D.N.Y. July 
5, 1989) (“The proper method of calculating damages is to take the initial value of 
plaintiff's portfolio, adjust it by a percentage change in an appropriate index, during 
the relevant period, and subtract the value of the portfolio at the end of the period.”); 
Hatrock v. Edward D. Jones & Co., 750 F.2d 767, 773-74 (9th Cir. 1984) (“The 
recoverable decline in portfolio value is the difference between what [the claimant] 
would have had if the account ha[d] been handled legitimately and what he in fact 
had at the time the violation ended.”) (quotations and citations omitted). 

32. See, e.g., LaRue v. DeWolff, Boberg & Assocs., Inc., 552 U.S. 248, 253 n.4 
(2008) (“Under the common law of trusts, . . . trustees are “chargeable with . . . any 
profit which would have accrued to the trust estate if there had been no breach of 
trust.”) (citing 1 RESTATEMENT (SECOND) OF TRUSTS § 205, cmt. i, § 211 (1957); 3 
A. SCOTT, LAW ON TRUSTS §§ 205, 211 (3d ed. 1967)). 

33. Since 1979, ERISA regulations have required that a ERISA fiduciary act as a 
prudent investment manager under the precepts of modern portfolio theory rather 
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Moreover, a WMP approach to determining damages is consistent with 
the legal and public policy goal of providing a proper and adequate remedy 
to a party injured by the actions of another.  The long recognized goal of the 
law of damages is to place the injured party in the position he would have 
been in had the fraud, tort, breach of contract, or other wrong not occurred.34  
This goal is particularly appropriate when the actions of the wrongdoer harm 
an asset, and the legal measure of damages is the difference between what 
that asset is presently worth, and what it would have been worth had the 
wrong not been committed.35  A WMP analysis seeks, in fact, to determine 
                                                                                                                   
than under the common law of trusts standard, which examined each investment with 
an eye toward its individual riskiness.  29 C.F.R. § 2550.404a-1.  See generally, 
Laborers Nat’l Pension Fund v. Northern Trust Quantitative Advisors, Inc., 173 F.3d 
313, 317 (5th Cir. 1999).  See also DiFelice v. U.S. Airways, Inc., 436 F. Supp. 2d 
756, 786 (D. Va. 2006) (“ERISA requires that the prudence of selecting a particular 
investment be viewed in light of its contribution to the risk and return of the entire 
portfolio, and not in light of its individual risk.”); In re Cardinal Health, Inc. ERISA 
Litig., 424 F. Supp. 2d 1002, 1020 (S.D. Ohio 2006) (“[A] fiduciary with investment 
duties must act as a prudent investment manager under the modern portfolio theory 
rather than under the common law of trusts standard, which examined each 
investment with an eye toward its individual riskiness.”); Donovan v. Bierwith, 754 
F.2d 1049, 1056 (2d Cir. 1985) (“[Under ERISA]The measure of loss . . . requires a 
comparison of what the Plan actually earned on the [investment] with what the Plan 
would have earned.  . . .  [T]he district court should presume that the funds would 
have been treated like other funds being invested during the same period in proper 
transactions.”); Dasler v. E.F. Hutton & Co., Inc., 694 F. Supp. 624 (D. Minn. 1988). 
(Plan damages computed by reference to what would have been earned if 
investments had performed according to the S&P 500 Stock Index).   

34. See, e.g., RESTATEMENT (SECOND OF CONTRACTS) § 344(a), which states the 
“remedies under the rules stated in this Restatement serve to protect one or more of 
the following interests of a promisee: (a) his "expectation interest," which is his 
interest in having the benefit of his bargain by being put in as good a position as he 
would have been in had the contract been performed.” 

35. See Affiliated Ute Citizens v. United States, 406 US 128, 155 (1972) (holding 
that plaintiff should be awarded the difference between the “fair market value of all 
[he] received and the fair value of what he would have received had there been no 
fraudulent conduct.”); Levine v. Futransky, 636 F. Supp. 899, 900 (N.D. Ill. 1986) 
(“this Court holds that Plaintiffs suffered damages even though the investment 
portfolios incurred a net gain.  Plaintiffs may be entitled to recover the difference 
between the losses incurred on the sale of the speculative securities and the greater 
amount plaintiffs would have received had they not been defrauded and the more 
conservative securities had been bought and sold.”). 
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the expected value of the investor’s portfolio, given actual market conditions, 
had the unsuitable or improper investing activity not taken place.  WMP 
damages thus provide an automatic adjustment for both upward and 
downward market movements during the relevant time frame that is 
unrelated to the advisor’s misconduct.36 

Using a WMP measure of damages thus directly rebuts the argument that 
the damages sought are “speculative.”  A WMP computation necessarily 
takes into account the actual market risk to which the investor would have 
been exposed had he or she been invested in a portfolio suitable for their 
particular circumstances.  Significantly, Miley rejected the argument that use 
of a market index would render a WMP calculation improperly speculative.  
Although “the inherent uncertainties of the operation of the stock market 
                                                 
36. “Rolf laid no stress on the direction of the shift of the stock market in fashioning 
its market adjusted damage formula, and the defendants have not advanced a 
reasoned basis   for enabling this Court to do so.  Obviously, as in Rolf, where the 
securities market is in decline over the relevant period, a decline in a plaintiff's 
particular portfolio is partially attributable to market forces (instead of the 
defendant’s fraud) and the plaintiff’s recovery should thus be reduced accordingly to 
reflect his ‘actual damages.’”  Rolf, supra, at 84.  “By the same token, as in this case, 
where a plaintiff’s portfolio declines in value notwithstanding an overall rise in the 
market, such plaintiff’s actual injury is not limited to the simple decline in value of 
his securities but encompasses also damages occasioned by the failure of such 
securities to keep pace with the market -- as they otherwise generally would have. 
His compensatory recovery should therefore be augmented accordingly.”  Medical 
Associates, 1989 U.S. Dist. LEXIS 11253, at * 6-7.  But see Clark v. John Lamula 
Investors, Inc., 583 F.2d 594, 604 (2d Cir. 1978) (“Although the facts of Rolf 
required the gross economic loss to be offset by an amount which reflected the 
effects of a bear market, no such offset is appropriate here.  The damages in Rolf 
were for fraudulent mismanagement and there was evidence in the case that even 
properly managed securities would have declined in value because of market 
conditions.  In this case, damages were awarded because appellants fraudulently 
induced appellee to buy unsuitable securities.  Appellants will not be permitted to 
avoid making appellee whole merely because upon discovery of the fraud she 
happened to sell the securities in a declining market.  Similarly, they cannot be heard 
to complain when making appellee whole requires them to pay out more than they 
received from their dealings with her.”); Levine v. Futransky & E.  F. Hutton & Co., 
636 F. Supp. 899 (N.D. III. 1986) (“this Court holds that plaintiff suffered damages 
even though the investment portfolio incurred a net gain.  Plaintiff may be entitled to 
recover the difference between the losses incurred on the sale of the speculative 
securities and the greater amount plaintiffs would have received had they not been 
defrauded and the more conservative securities had been bought and sold.”). Levine 
at 900. 
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make exact implementation of this elementary legal theory impossible, . . . 
neither the difficulty of the task nor the guarantee of imprecision in results 
can be a basis for judicial abdication from the responsibility to set fair and 
reasonable damages in a case.”37  This conclusion is well supported in the 
law.38 

 
                                                 
37. Miley v. Oppenheimer & Co., 637 F.2d 318, 327 (5th Cir. 1981). 

38. It is well settled that any uncertainty in proving damages is resolved against the 
wrongdoer.  “The rule which precludes the recovery of uncertain damages applies to 
such as are not the certain result of the wrong, not to those damages which are 
definitely attributable to the wrong and only uncertain in respect of their amount. . . .  
Where the tort itself is of such a nature as to preclude the ascertainment of the 
amount of damages with certainty, it would be a perversion of fundamental 
principles of justice to deny all relief to the injured person, and thereby relieve the 
wrongdoer from making any amend for his acts. In such case, while the damages 
may not be determined by mere speculation or guess, it will be enough if the 
evidence show the extent of the damages as a matter of just and reasonable inference, 
although the result be only approximate. The wrongdoer is not entitled to complain 
that they cannot be measured with the exactness and precision that would be possible 
if the case, which he alone is responsible for making, were otherwise.”  Story 
Parchment Co. v. Patterson, 282 U.S. 555, 562-63  (1930).  See also Gould v. 
American-Hawaiian S.S. Co., 535 F.2d 761, 781 (3rd Cir. 1976) (“In these cases the 
risk of uncertainty as to the amount of damages is cast on the wrongdoer and it is the 
duty of the fact finder to determine the amount of the damages as best he can from 
all the evidence in the case. If this were not so, [the securities laws] could be violated 
with impunity in any situation in which the violation does not cause out of pocket 
loss.”) (internal citations omitted); Donovan v. Bierwith, 754 F.2d 1049, 1056 (2d 
Cir. 1985).  (“Where several alternative investment strategies were equally plausible, 
the court should presume that the funds would have been used in the most profitable 
of these. The burden of proving that the funds would have earned less than that 
amount is on the fiduciaries found to be in breach of their duty. Any doubt or 
ambiguity should be resolved against them. This is nothing more than application of 
the principle that, once a breach of trust is established, uncertainties in fixing 
damages will be resolved against the wrongdoer.”); Medical Associates, 1989 U.S. 
Dist. LEXIS 11253 (“The defendants’ contention that the use of an ‘appropriate 
market index’ . . . is overly speculative is entirely misguided.  If a market index is 
not too speculative for purposes of reduction of a plaintiff’s recovery (as in Rolf), the 
same index can hardly be too speculative for purposes of enhancement thereof.  A 
degree of uncertainty is of course unavoidable by use of an index, but ‘neither the 
difficulty of the task nor the guarantee of imprecision in results can be a basis for 
judicial abdication from the responsibility to set fair and reasonable damages in a 
case.’”) (citing to Rolf and Miley).   
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DAUBERT AND WELL MANAGED PORTFOLIO DAMAGES 
 

The Supreme Court’s recent decisions tightening the admissibility of 
expert witness testimony suggest that an argument should be made that 
(unless statutory “Blue Sky” damages, or another recognized common law 
method of calculating damages are being sought), anything other than market 
adjusted damages may be improper and subject to exclusion.  The Daubert,39 
Kumho Tire,40 and Joiner41 cases directed that federal district court judges 
should be the “gatekeepers” of evidence, and must evaluate proffered expert 
witnesses with a two-pronged test of admissibility to determine expert's 
testimony is “relevant to the task at hand” and that it rests “on a reliable 
foundation.”42   

For securities arbitrations, state and federal rules of evidence are 
inapplicable, so it is illegitimate to assert that a strict Daubert analysis 
applies.43 However, to the extent that arbitrators should be concerned about 
the fairness and integrity of the arbitration process, they, too, should view 
with caution and suspicion damages that might properly be characterized as 
“junk science” or otherwise unreliable. 

 
 
 
 
 
 
 

                                                 
39. Daubert v. Merrell Dow Pharmaceuticals, Inc., 509 U.S. 579 (1993). 

40. Kumho Tire Co., Ltd. v. Carmichael, 526 U.S. 137 (1999). 

41. Gen. Elec. Co. v. Joiner, 522 U.S. 136 (1997). 

42. Daubert, 509 U.S. at 584-87; Kumho, 526 U.S. at 141; Joiner, 522 U.S. at 141. 
Fed. R. Evid. 702 has been amended in an attempt to codify and structure elements 
embodied in the “Daubert trilogy.” Fed. R. Evid. 702 provides that “A witness who 
is qualified as an expert by knowledge, skill, experience, training, or education may 
testify in the form of an opinion or otherwise if: (a) the expert’s scientific, technical, 
or other specialized knowledge will help the trier of fact to understand the evidence 
or to determine a fact in issue; (b) the testimony is based on sufficient facts or data; 
(c) the testimony is the product of reliable principles and methods; and (d) the expert 
has reliably applied the principles and methods to the facts of the case. 

43. FINRA Rule 12604(a) (“The panel will decide what evidence to admit.  The 
panel is not required to follow state or federal rules of evidence”). 
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A WELL MANAGED PORTFOLIO ANALYSIS IS RELEVANT AND 

RELIABLE IN DETERMINING AN INVESTOR’S DAMAGES 
 

WMP damages derived from the principles of Modern Portfolio Theory 
are unquestionably a relevant and reliable method of demonstrating the 
probable losses suffered by an investor. 

First, there can be little debate that evidence proffered to address the 
extent and measure of financial loss suffered by an investor is “relevant” in a 
proceeding where an investor claims they have suffered damage by the 
actions of a broker or financial advisor.  Under Fed. R. Evid. 401, 
“[e]vidence is relevant if: (a) it has any tendency to make a fact more or less 
probable than it would be without the evidence; and (b) the fact is of 
consequence in determining the action.” 

Moreover, a Well Managed Portfolio analysis derived from the principles 
of Modern Portfolio Theory is product of reliable principles and methods.  In 
ascertaining whether expert testimony is reliable, a court can consider a 
number of factors, including (i) whether a theory or technique can be or has 
been tested; (ii) whether it has been subjected to peer review and 
publications; (iii) whether, in respect to a particular technique, there is a high 
known or potential rate of error and whether there are standards controlling 
the technique's operations; and (iv) whether the theory or technique enjoys 
general acceptance within a relevant scientific community.  See, e.g., Quiet 
Tech. DC - 8. Inc. v. Hurel-Dubois U.K. Ltd., 326 F.3d 1333, 1341 (11th Cir. 
2003). 

Modern Portfolio Theory is not novel or untested. Its principal theorists 
have received Nobel Prizes.44 It has been subjected to decades of peer review 
and critique, and although thoughtful critics remain, it has been widely 
accepted as a viable investing strategy for managing risk and return.  Thus, it 
has been embraced by the Uniform Prudent Management of Institutional 
Funds Act (UPMIFA),45 the Uniform Prudent Investor Act (UPIA),46 and the 
                                                 
44. Press Release, The Royal Swedish Academy of Sciences (Oct. 16, 1990), 
http://nobelprize.org/nobel_prizes/economics/laureates/1990/press.html (last visited 
Sept. 2, 2014) (stating that the 1990 Alfred Nobel Memorial Prize in Economic 
Sciences Nobel Prize in Economic Sciences was being awarded to “Harry Markowitz 
. . . for having developed the theory of portfolio choice; [to] William Sharpe, for his 
contributions to the theory of price formation for financial assets, the so-called, 
Capital Asset Pricing Model (CAPM); and [to] Merton Miller, for his fundamental 
contributions to the theory of corporate finance.”),.  

45. The 1996 revisions to the UPMIFA included revisions to Section 3, entitled 
Standard Of Conduct In Managing And Investing Institutional Fund.  The purpose of 
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Restatement (Third) of Trusts;47 and its fundamental principals have been 
adopted and are used by major universities to manage their endowments.48   
                                                                                                                   
the revisions was to “adopt[] the prudence standard for investment decision making.  
The section directs directors or others responsible for managing and investing the 
funds of an institution to act as a prudent investor would, using a portfolio approach 
in making investments and considering the risk and return objectives of the fund. 
The section lists the factors that commonly bear on decisions in fiduciary investing 
and incorporates the duty to diversify investments absent a conclusion that special 
circumstances make a decision not to diversify reasonable.  Thus, the section follows 
modern portfolio theory for investment decision making.”  NATIONAL CONFERENCE 

OF COMMISSIONERS ON UNIFORM STATE LAWS, UNIFORM MANAGEMENT OF 

INSTITUTIONAL FUNDS ACT (Draft, August 25, 2004) (emphasis added), 
http://listserv.fundsvcs.org/cgi-bin/wa?A3=ind0411&L=FUNDSVCS&E=base64& 
P=217358&B=------_%3D_NextPart_000_01C4C36C.0C86AB85&T=application% 
2Fmsword;%20name=%22Aug2004draft%5B1%5D.doc%22&N=Aug2004draft%5
B1%5D.doc&attachment=q (last visited Sept. 2, 2014). UPMIFA has been adopted 
in all States except Pennsylvania, as well as the District of Columbia and the Virgin 
Islands. See LEGISLATIVE FACT SHEET - PRUDENT INVESTOR ACT SUMMARY, THE 

NATIONAL CONFERENCE OF COMMISSIONERS ON UNIFORM STATE LAWS, 
http://uniformlaws.org/LegislativeFactSheet.aspx?title=Prudent%20Management%2
0of%20Institutional%20Funds%20Act (last visited Sept. 2, 2014). 

46. The Uniform Prudent Investor Act “does not encourage irresponsible, speculative 
behavior, but requires careful assessment of investment goals, careful analysis of risk 
versus return, and diversification of assets to protect them.  It gives the trustee the 
tools to accomplish these ends.  UPIA requires trustees to become devotees of 
‘modern portfolio theory’ and to invest as a prudent investor would invest 
‘considering the purposes, terms, distribution requirements, and other circumstances 
of the trust’ using ‘reasonable care, skill, and caution.’”  PRUDENT INVESTOR ACT 

SUMMARY, THE NATIONAL CONFERENCE OF COMMISSIONERS ON UNIFORM STATE 

LAWS, http://uniformlaws.org/ActSummary.aspx?title=Prudent%20Investor%20Act 
(last visited Sept. 2, 2014).  (emphasis added).  The UPIA thus provides that the 
“trustee’s investment and management decisions respecting individual assets are 
evaluated not in isolation, but in the context of the trust portfolio as a whole and as a 
part of an overall investment strategy having risk and return objectives reasonably 
suited to the trust.”  UNIFORM PRUDENT INVESTOR ACT §2 (1994), 
http://www.uniformlaws.org/shared/docs/prudent%20investor/upia_final_94.pdf 
(last visited Sept. 2, 2014).  Legislative Fact Sheet - The Uniform Prudent Investor 
Act has been adopted in 43 states and the District of Columbia.  
http://uniformlaws.org/LegislativeFactSheet.aspx?title=Prudent%20Investor%20Act 
(last visited Sept. 2, 2014).   

47. RESTATEMENT (THIRD) OF TRUSTS § 227 (1990).  See generally, Robert J. 
Aalberts & Percy S. Poon, The New Prudent Investor Rule and the Modern Portfolio 
Theory: A New Direction for Fiduciaries, 34 AM. BUS. L. J. 39 (1996).   
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 NET OUT-OF-POCKET DAMAGES ARE “JUNK SCIENCE.” 
 

A favorite position of the defense bar is that an aggrieved investor should 
only recover their “net out-of-pocket” (NOP) losses, i.e., the difference 
between all sums deposited with the investment advisor, less 
dividends/interest received, less the ending balance of the account.  A similar 
defense strategy is to claim that profits and losses should be “netted,” so that 
any profits are offset against losses in the accounts.  

An investor’s net out-of-pocket losses are neither a reliable nor relevant 
basis for assessing damages because the NOP calculation fundamentally 
ignores the essential legal requirement of damages analysis – to place the 
                                                                                                                   
48. “Modern Portfolio Theory is at the heart of the investment philosophy of the [the 
endowment funds of Harvard and Yale] and is the foundation upon which their 
portfolios are constructed.”  Richard Brazenor, Investing Like the Harvard and Yale 
Endowment Funds (2008), ADVISOR PERSPECTIVES, http://www.advisorperspectives 
.com/newsletters08/Investing_Like_the_Harvard_and_Yale_Endowment_Funds.htm
l (last visited Sept. 2, 2014). “Yale and Harvard divide their endowments into seven 
broad asset classes: domestic stocks, foreign stocks, fixed income, absolute return, 
private equity, real assets and cash. . . . [T]his aggressive move away from traditional 
assets was rooted in academic research suggesting that investors can earn a higher 
long-term rate of return with less risk by diversifying beyond the traditional mix of 
stocks and bonds.”  James B. Stewart, A League of Their Own, SMARTMONEY MAG., 
(Sept. 26, 2007).  While it is true that some of these endowments suffered significant 
losses in the 2008 financial crises, those losses were arguably due to a change in 
investment philosophy by those endowments that altered the Modern Portfolio 
Theory approach.  See, e.g., CENTER FOR SOCIAL PHILANTHROPY TELLUS INSTITUTE, 
EDUCATIONAL ENDOWMENTS AND THE FINANCIAL CRISIS: SOCIAL COSTS AND 

SYSTEMIC RISKS IN THE SHADOW BANKING SYSTEM, A STUDY OF SIX NEW ENGLAND 

SCHOOLS, (2010),  http:/www.tellus.org/publications/files/endowmentcrisis.pdf (last 
visited Sept. 2, 2014) (suggesting that by “embrac[ing] a new model of investing that 
relies on radical diversification of endowment portfolios into illiquid, riskier asset 
classes: private equity and venture capital, hedge funds, and various “real assets,” 
such as oil, gas, and other commodities, private real estate and timberland. . . . 
endowment managers generated high returns for a time—but at the cost of 
intensifying colleges’ exposure to the rampant volatility of the global capital 
markets.”) (emphasis added); THE YALE ENDOWMENT MODEL OF INVESTING IS NOT 

DEAD, KEATING INVESTMENTS, LLC (2009) (arguing that “the melt down at certain 
endowments had nothing to do with purported flaws in modern portfolio theory.  
Instead, the breakdown was caused by a failure to model for truly extreme events.”) 
http://bdcv.com/wp-content/uploads/2011/08/Yale_Endowment_Model_is_Not_ 
Dead.pdf (last visted Sept. 2, 2014).   
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injured party in the position they would have been in “but for” the 
wrongdoer’s misconduct.  Every investor is seeking whatever level of return 
is suitable for them – from the elderly widow whose level of risk merits only 
bank CD investments to the Gen-X investor who purchases to highly risky 
start-up IPOs.  Certainly, if all of the interest earned on the CDs was lost due 
to an advisor’s malfeasance, there could be little serious debate that a full 
recovery would be not only the principal CD investment, but the expected 
interest as well.  Losses sustained in equity, bond, or other investments due 
to advisor misconduct should be subject to the same damages analysis.  
Benchmarking actual returns to a Well Managed Portfolio will identify any 
capital appreciation and income the investor would have enjoyed “but for” 
the advisor’s defaults.  In sum, the NOP calculation fails to acknowledge 
the fundamental reason people invest – to attempt to secure a return on 
principal.  Instead, the NOP analysis wrongly asserts that a return of 
principal is a sufficient remedy.  

Courts have rightly rejected NOPs as a legitimate basis for computing 
damages.  As one court has observed with respect to a claim that profits and 
losses should be “netted,” (which would return the investor only their net 
out-of-pocket damages) ”[i]f the . . . methodology espoused by [the 
brokerage firm] were adopted, it could serve as a license for broker-dealers to 
defraud their customers with impunity up to the point where losses equaled 
prior gains.”49 Another court pointedly observed that such defense claims can 
rightly be characterized as “low risk larceny,” where “heads the dishonest 
broker-dealer wins and tails everyone breaks even.”50 

If the measure of damages were NOPs, a broker’s misconduct would be 
excused as long as the ending net value of the account did not fall below the 
amount originally invested.51 No brokerage firm, bank, insurance company or 
other financial institution would, if they (rather than the public investor) 
suffered damage, accept an analysis that rejected any possibility that they 
                                                 
49. Kane v. Shearson Lehman Hutton, Inc., 916 F.2d 643, 646 (11th Cir. 1990).  See 
also City of San Jose v. Paine Webber Jackson & Curtis Inc., No. C 84-20601, 1991 
WL 352485 , 1991 U.S. Dist. LEXIS 8318 (N.D. Cal. June 6, 1991) (“The cases 
seem to indicate, however, that the securities laws do not limit a plaintiff’s recovery 
to mere out of pocket losses…”). 

50. Miley, 637 F.2d at 332 (5th Cir. 1981) (citing STUART C. GOLDBERG, 
FRAUDULENT-DEALER PRACTICES, § 6.5 (1978)) (damages for churning). 

51. See Davis v. Merrill Lynch, 906 F.2d 1206, 1218 (8th Cir. 1990) (“securities 
brokers would be free to churn their customers’ accounts with impunity so long as 
the net value of the account did not fall below the amount originally invested.”). 
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would have enjoyed a return on invested capital.  Such a methodology for 
assessing damages not only is violative of the fiduciary duties owed by a 
broker to his customer, and fails to place the investor in the financial position 
they would likely have been in but for the broker’s misconduct, but it also 
severely undercuts the deterrent purposes served by the securities laws.52  If 
anything, those whose dispute the legitimacy of a WMP analysis based on 
MPT are advocating that the fact finder accept “junk science.”53 

 
 

USING MODERN PORTFOLIO THEORY AND THE WELL  
MANAGED PORTFOLIO TO PROVE DAMAGES. 

 
Rolf, Miley, and their progeny approved the use of appropriate stock 

market benchmarks, such as the Dow Jones Industrial Average or the S&P 
500, to determine damages caused by investment advisor misconduct.  
Modern Portfolio Theory, which was in its infancy when Rolf and Miley were 
decided, can be used to develop one or more hypothetical Well Managed 
Portfolio.  Once an investor’s level of risk tolerance is established, a portfolio 
can be logically and fairly constructed to effectively allocate the assets and 
diversify the investments consistent the investor’s risk profile..54 The WMP 
                                                 
52. In Randall v. Loftsgarden, 478 U.S. 647, 664 (1986), the Supreme Court rejected 
a netting analysis based on the deterrent purpose of the securities laws: “This 
deterrent purpose is ill-served by a too rigid insistence on limiting plaintiffs to 
recovery of their ’net economic loss’.”  See also City of San Jose, 1991 WL 352485 
at *3 (“The cases seem to indicate, however, that the securities laws do not limit a 
plaintiffs recovery to mere out of pocket losses.”); Levine v. E. F. Hutton & Co., 636 
F. Supp. 899 (N.D. III. 1986) (Gains in an account cannot be used to offset the losses 
where there is a breach of fiduciary duty or a fraud).  

53. “In view of the widespread acceptance - by courts, fiduciaries, legal scholars, 
finance researchers, and the financial communities themselves - of market-adjusted 
damages and/or the use of indices or similar benchmarks for evaluating performance, 
it is the industry’s defense which should “properly be viewed with skepticism” and 
which should have to undergo the trials of a Kumho Tire challenge, especially in the 
context of fraud or fiduciary related claims.”  C. Thomas Mason, Challenging 
Experts In Securities Arbitration, SECURITIES ARBITRATION 2000, 814 (Practicing 
Law Institute ed., 2000) (quoting Daubert v. Merrell Dow Pharmaceuticals, Inc., 509 
U.S. 579, 594 (1993)). 

54. The exponential advances in computing also permit a more rigorous MPT 
analysis to take place, as large data sets can be easily analyzed.  The Center for 
Research in Security Prices (CRSP), part of the University of Chicago’s Graduate 
School of Business, has collected extensive historical data on securities prices.  
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can then be used as a benchmark to contrast with the portfolio created by the 
broker, and vividly illustrate that the actual portfolio was wholly 
inappropriate for the investor’s particularized risk profile.55 

As an example, the claimant’s expert, after an analysis of the investor’s 
present and future needs, circumstances, net income, net worth, time horizon, 
investment knowledge, attitude toward risk, and other relevant factors, may 
conclude that a “60/40” portfolio (60% equities, 40% bonds/cash) would be 
appropriate.56 Within the equity and bond allocations, the holdings would 
presumably be diversified among large capitalization equities, small 
capitalization equities, growth equities, value equities, international equities, 
real estate investment trusts, corporate bonds, government bonds, and cash 
equivalents, in accordance with what MPT suggests is the appropriate mix 
for that investor’s risk profile.  Generally, the more aggressive an investor – 
i.e., the more risk they are knowingly willing to take on – the proportion of 
equities securities in their portfolio will be higher.  

Once the appropriate allocation and diversification is determined, a range 
of options are available to construct a “well managed” and suitable 
portfolio.57  One approach is to construct a portfolio using index funds, such 
                                                                                                                   
CRSP provides six databases: CRSP US Stock Database; CRSP US Indices 
Database; CRSP US Treasuries Database; CRSP US Survivor-Bias-Free Mutual 
Funds Database; CRSP/COMPUSTAT Merged Database, and the CRSP/Ziman Real 
Estate Data Series.  Center for Research in Security Prices, http://www.crsp.com 
(last visited Sept. 2, 2014). 

55. See generally Charles Hunter & Lawrence Melton, A Measure of Quality and 
Quantity - Market Adjusted Damages as Proof of the Broker's Failure to Diversity - 
a Casual Connection Between Malfeasance and Damages, 14 PIABA B. J. 8 (Fall 
2007); Jeffery Schaff & Michele Schaff, Expert’s Corner: Advanced Analytics - 
Effectively Portraying the Actual Risk and Return Profile of Your Client’s 
Portfolio,10 PIABA B. J. 20 (Fall 2003). 

56. Often, the large brokerage firms will have published their own recommended 
asset allocation models, which provide a useful benchmark of what the firm thought 
suitable with respect to an investor’s risk profile.  Not surprisingly, these asset 
allocation models often suggest an allocation vastly different than the advisor 
selected. 

57. Widely accepted industry practices and regulatory publications call for the 
advisor to periodically review their customer’s circumstances so that adjustments can 
be made to asset allocations to ensure a suitable investment strategy is being 
employed. See FINRA, REGISTERED REPRESENTATIVES, OBLIGATIONS TO 

CUSTOMERS, http://www.finra.org/Industry/Compliance/Registration/Qualifications 
Exams/RegisteredReps/Brochure/P009867# (last visited Sept. 2, 2014) (“Because a 
customer’s financial status is constantly changing, account records should be updated 
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as those provided by Vanguard®, Fidelity®, Barclays®, and others.58  
Indeed, Wall Street firms often compare their own mutual funds or 
recommendations to the performance of an index such as the S&P 500, 
implicitly suggesting that such a benchmark is appropriate one against which 
to test a customer’s actual returns.  Alternatively, mutual funds can be used 
to construct the benchmark portfolio.  For example, for an investor who 
wished to invest for growth (but not speculation), the analysis might utilize a 
well-established growth-oriented mutual fund.  Another option is to use the 
brokerage firm’s own “in-house” mutual funds as a benchmark against which 
to measure the actual performance of a client’s account.  Further, companies 
such as Morningstar and Thomson Financial have extensive historical data 
on index and mutual fund performance, which also can be used to develop a 
benchmark well managed and suitable portfolio.   

The ready availability of software programs such as Microsoft Excel, as 
well as proprietary software – none of which was available in the pre-
computer days of Rolf and Miley -- allows the chosen benchmark WMP data 
to be accurately compared to the actual performance of the account.  The 
comparison should cover the same time frame as the period in which the 
advisor handled the account, so the WMP is subjected to the same market 
forces as existed during relevant time period.  Further, the WMP should take 
into account any new deposits into the account, and any withdrawals made, 
again to replicate the actual cash flows occurring in the account, and any 
effect that would have had on performance of the portfolio.59 
                                                                                                                   
whenever necessary. . . .  Just as your customer’s financial position may change, 
your customer’s investment objectives may change as well.  You should, therefore, 
review your customer’s investment objectives periodically, and make a written 
record of any changes as they occur.”).    

58. For example, Vanguard® has a “Balanced Fund Index Fund” (VBINX), that 
“invests roughly 60% in stocks and 40% in bonds by tracking two indexes that 
represent broad barometers for the U.S. equity and U.S. taxable bond markets.  The 
fund’s broad diversification is important, because one or two holdings should not 
have a sizeable impact on the fund.” Vanguard Balanced Index Fund, at 
https://personal.vanguard.com/us/funds/snapshot?FundId=0002&FundIntExt=INT 
(last visited Sept. 2, 2014). 

59. It would be inappropriate to suggest that the WMP analysis “always” take into 
account deposits or withdrawals, since there might be fact patterns where to do so 
would be improper.  For example, if the investor was convinced by their advisor to 
take the money out to invest in some speculative adventure promoted by the advisor, 
or if the advisor simply stole money from the account, then a WMP analysis ought 
not to reduce the benchmark portfolio by those withdrawals. 
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By developing one or more WMP benchmarks based upon an individual 
plaintiff’s needs, goals, and risk tolerance, using actual historical data to plot 
the performance of those WMP’s over the relevant time period, and 
recognizing the actual cash flows into and out of the account, any claim that 
the damages are “speculative” or are the result of a “cherry picked” portfolio, 
are objectively refuted.  Coupled with Daubert-like challenges to the 
industry’s misguided use of NOP’s, an investor would have a rational and 
reasonable basis to claim that the damages suffered at the hands of the firm 
and advisor are the difference between the actual portfolio’s results, and what 
a thoughtful Well Managed Portfolio would have accomplished. 

WMP analysis will often provide a stark and vivid illustration of the 
damages caused by the advisor misconduct.  Simply graphing the actual 
performance of the portfolio, compared to a WMP, will amply demonstrate 
for the fact finder the significant losses suffered at the hands of the advisor.  
(Illustration Nos. 1 and 2).  When coupled with evidence showing the fees, 
commissions, and charges incurred by the investor for such gross 
mismanagement, as well as the often aggressive marketing and promotional 
materials used to convince investors that an advisor and firm have the 
knowledge and expertise to properly manage assets, WMP can provide a 
compelling argument for the recovery of the actual damages caused by 
advisor incompetence or misconduct. 
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SOME THOUGHTS ABOUT “THE PROFESSOR” 
 

Seth E. Lipner 
 
 

The article published in this issue is my second under the by-line “From 
the Professor.” I agreed to take on the title with trepidation, because the 
shoes to be filled are so enormous. Even though I have indeed been a law 
professor for more than 30 years (and would thus seem a natural for the slot), 
when it comes to PIABA, “the Professor” is – and always will be – Professor 
Joe Long. 

When Stu Goldberg formed PIABA in 1989, and eight of us met in 
Dallas, it was obvious to all that one person was missing. Prof. Joe Long, the 
icon of state securities regulation and investor protection.  Joe was, of course, 
a long-established professor at Oklahoma Law School, the author of the 
definitive 3-volume treatise on “Blue Sky Law,” and the co-reporter for the 
Revised Uniform Securities Act. Due to his position as Special Counsel to 
the North American Securities Administrators’ Association (NASAA), he 
could not come.  

Nevertheless, when PIABA got going, with Annual CLE meetings 
(before the term CLE had even been coined) and the PIABA Quarterly (the 
forerunner to the PIABA Bar Journal), Joe Long was always there, running 
seminars on securities law, writing articles, and  authoritatively answering 
every question anyone could ever have about securities law.  

By the mid-90s, Joe had shed his formal affiliation with NASAA, and he 
became a full-blown PIABA member, serving on the Board, and as Treasurer 
and then President. Joe ran our Securities Law seminar at the Annual 
Meetings for its first ten years, and then for a few more after that. Anyone 
who went to those things will remember them forever. Joe would stand at the 
podium for 6 hours, and methodically go through the entirety of the securities 
laws (state and federal), covering every element of every violation (with 
citations to the leading and latest cases in each area, of course). You didn’t 
just need a pencil; you needed your own personal pencil sharpener. 

That is always how it is with Joe. He is the Encyclopedia Britannica of 
securities law, but it is not just the knowledge he imparts when he talks. In 
any conversation you have with him, the exuberance, the love of the subject, 
and the need to make the world safer for investors bursts out. And every 
paragraph he utters ends with that big smile, his deep laugh, and a good 
moral to the story.  

Joe knows so much about the law, and he loves to talk about it so much, 
that it is always hard to get him to talk about himself, his love for Meg and 
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Barbara, or the pride he has in his sons and grandchildren. Nor would he ever 
volunteer that he is the proud owner of an actual piece of blue sky - a Lucite-
encased bit of air, collected at 40,000 feet. Bearing the inscription "1 Cubic 
Foot of Kansas Blue Sky" (in reference to Kansas becoming the first state to 
adopt securities law aimed at regulating business investment schemes 
"having no more substance than blue sky"1), it was awarded to him by 
NASAA; there are only a handful of these cubes in the whole world, and our 
own Joe Long has one. 

But PIABA is not just the beneficiary of Joe’s scholarship and 
dedication. He didn’t just give PIABA his time and effort. He gave us 
something far more valuable. 

Robin Ringo was Joe’s assistant in 1997 when PIABA finally had 
enough resources (and needs) that it needed to hire a full-time administrator. 
My memory is a little foggy about the details, and I can’t say it wasn’t her 
idea, but Joe provided the solution. He gave us Robin. So if anyone ever 
wonders “why does this national bar association have its offices in Norman, 
Oklahoma?,” the answer is – because of Joe Long. 

It has been great to work with Joe, and to watch him work, for 25 years.  
Bill and I take great pride in having him as co-author of our book, Securities 
Arbitration Desk Reference. As I take over the “From the Professor” spot, I 
can only hope to approach the shadow of the scholarship and dedication of 
Professor Joe Long. 
  

                                                 
1.     The term "blue sky" referred to speculative schemes that, in the words 
of a judge of the period, had no more substance than so many feet of "blue 
sky." The first modern state blue sky law was adopted in 1911 in Kansas. 
See, http://www.ksc.ks.gov/index.aspx?NID=173 

 



175 

 THE RELIABILITY REQUIREMENT FOR EXPERT TESTIMONY 
APPLIED TO SECURITIES ARBITRATION 

 
Seth E. Lipner1 

 
  

Securities arbitrations often require or involve expert testimony. The 
evidentiary protocol for such testimony is well-known and long-established. 
The proponent proffers the expert, who testifies to his or her background and 
credentials. The proponent makes a proffer as to the areas of opinion to 
which the expert will testify. The opponent conducts a voir dire. The 
opponent can lodge objections and the Panel rules. If accepted as an expert, 
the witness can then offer his or her opinion. 

But what is the standard for qualifying an expert to testify? The answer is 
that the proponent must not just establish the expert’s credentials, but must 
also establish that the expert’s methodology is reliable. In this “expert” issue 
of the PIABA Bar Journal, I write about the reliability test for expert 
testimony. The reliability test derives from the famous Frye-Daubert-Kumho 
trilogy of cases. This article reviews these cases and considers whether and 
how Daubert applies in arbitration. This article then addresses how, Daubert 
aside, the requirement of reliability plays an important role in the preparation 
and examination of expert witnesses. 
 
 

ARBITRATION AND THE RULES OF EVIDENCE  
 

FINRA Rule 12604(a) grants the arbitrators complete flexibility and 
discretion about what evidence to admit.2 The Rule states that the arbitrators 

                                                 
1. Seth E. Lipner is a Professor of Law at the Zicklin School of Business at  Baruch 
College, CUNY. He is also a member of Deutsch & Lipner, Garden City, N.Y.  The 
author is grateful to Sean Kannengieser for his research assistance on this article, to 
David Robbins for edits and to Ross Tulman of TIA Group for his suggestions. 

2. See FINRA Rule 12604(a) (“The Panel will decide what evidence to admit....”). 
The current Rule derives from (old) rule 10323, which stated that “[t]he arbitrators 
shall determine the materiality and relevance of any evidence proffered and shall not 
be bound by the rules governing the admissibility of evidence.” The current rule 
became effective in 2007. See SETH E. LIPNER, JOSEPH C. LONG & WILLIAM 

JACOBSON, SECURITIES ARBITRATION DESK REFERENCE 85, 189 (2013).  See also 
AAA Commercial Arbitration Rules and Mediation Procedures (“AAA Rules”), R-
34, R-32(a) (2013). 
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are not required to adhere to “state or federal rules of evidence,”3 but its 
language also implies that evidentiary objections are not automatically 
inappropriate in the arbitration setting.4 An attorney preparing and presenting 
a case involving expert testimony must thus be prepared to address 
objections based on the expert-opinion-admissibility standard of the rules of 
evidence, even if those objections are likely to be rejected. 

Federal Rule of Evidence (“FRE”) 702, adopted in 1975 and last 
amended in 2000, permits expert witnesses to give testimony about “specific, 
technical, or other specialized knowledge [if the testimony] will assist the 
trier of fact to understand the evidence or determine a fact in issue.”5 Many 
states have similar statutes or evidentiary requirements.6 
 
 

DAUBERT, KUMHO AND THE 2000 AMENDMENT TO FRE 702 
 

Since at least the famous 1923 decision in Frye v. United States,7 judges 
have acted as gatekeepers of expert testimony, deciding whether to admit 
such testimony into evidence. The issue is not whether such a gate-keeping 
function exists – the question is what standard waits at the gate? The Frye 
case required that scientific expert opinion be based on a method that is 
“general[ly] accepted” in its field.8 But the “general acceptance” standard of 
Frye came under criticism for being too malleable and there were complaints 
that it did not provide enough structure for determining whether expert 
evidence is properly admissible.9 

 
 

                                                 
3. See FINRA Rule 12604(b). 

4. Cf. FINRA Rule 12604(b)(stating that production of documents in discovery does 
not automatically render such documents admissible, and preserving, with respect to 
such production, “any other objection [that] may be raised in arbitration.”); AAA 
Rules, R-34. 

5. See FED. R. EVID. 702. 

6. See infra note 16. 

7. 293 F. 1013 (D.C. Cir. 1923). 

8. Id. at 1014. 

9. See Daubert v. Merrill Dow Pharmaceuticals, Inc., 509 U.S. 579, 586 n.4 (1993), 
and citations therein. See also Jayesh Shah, Limiting Expert Testimony about Sexual 
Harassment Policies, 1999 U. CHI. LEGAL F. 587, 589-90 (1999). 
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In 1993, the Frye rule was rejected by the U.S. Supreme Court in 
Daubert v. Merrill Dow Pharmaceuticals, Inc.10 In pursuit of what it viewed 
as a more “flexible” inquiry,11 the Supreme Court created a new standard. 
The new standard had “general acceptance” as one of several criteria to be 
considered by a court as part of the gate-keeping function. The Daubert 
Court, interpreting FRE 702, explained: 

the word ‘knowledge’ connotes more than subjective belief or 
unsupported speculation. The term ‘applies to any body of known 
facts or to any body of ideas inferred from such facts or accepted as 
truths on good grounds.’ Webster's Third New International 
Dictionary 1252 (1986). Of course, it would be unreasonable to 
conclude that the subject of scientific testimony must be "known" to 
a certainty; arguably, there are no certainties in science. [citations 
omitted].  But, in order to qualify as "scientific knowledge," an 
inference or assertion must be derived by the scientific method. 
Proposed testimony must be supported by appropriate validation--
i.e., "good grounds," based on what is known. In short, the 
requirement that an expert's testimony pertain to "scientific 
knowledge" establishes a standard of evidentiary reliability.12 
Like Frye, the Daubert decision called on courts to exclude unreliable 

expert testimony.13 Daubert established what the Court called a “[non-
]definitive checklist” of items to consider in determining reliability:  

(1)  whether the method of developing the opinion can be tested;  
(2)  whether the opinion or method adopted in reaching the opinion 

has been subjected to peer review, e.g. by publication in a 
journal; 

(3)  whether there is or can be a known or potential error rate; and,  

                                                 
10. Daubert, 509 U.S. at 588 (“Nothing in the text of this Rule establishes ‘general 
acceptance’ as an absolute prerequisite to admissibility.”). 

11. Speaking in the context of what it called “novel scientific evidence,” the Court 
described the Frye “general acceptance” rule as a “rigid...and austere standard,” and 
held that the “liberal thrust” of the FRE augured for a wholly-different standard.  Id. 
at 588, 589.  In doing so, the Court pointedly commented that the 1923 Frye opinion 
was “citation-free.” Id. at 585. 

12. Id. at 590. 

13. Id. at 592, 593.  The Court explained that “a preliminary assessment of whether 
the reasoning or methodology underlying the testimony is scientifically valid and of 
whether that reasoning or methodology properly can be applied to the facts in issue” 
is a necessary precursor to admissibility. 
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(4)  (echoing Frye), whether the theory has been generally 
accepted.14 

Despite the Court’s statement that this list was not definitive, Daubert 
quickly became the source of a host of challenges to expert testimony. These 
challenges often took the form of an objection on the grounds that one or 
another of the factors was absent from the expert’s work. Courts felt duty-
bound to consider such challenges and there are hundreds of published 
decisions on the subject.15 Even as these challenges proliferated and state 
courts began adopting the Daubert test,16 courts were also beginning to 
disagree about whether to apply Daubert to non-scientific expert testimony.17 

That question was resolved by the U.S. Supreme Court in 1999 in Kumho 
Tire Co., Ltd. v. Carmichael.18 In Kumho, the Court held that since the FRE 
made no distinction between scientific testimony and non-scientific expert 
testimony, the Daubert test applied to both. That decision, in turn, created 
even more chaos, because, as many commentators observed, the Daubert 
“checklist” was geared toward scientific inquiry and not the other types of 
opinion testimony often viewed as within the proper province of experts.19 
This article will refer to that anomaly as the Daubert-Kumho gap. 

In the wake of Daubert and Kumho, FRE 702 was amended in 2000 in 
light of Daubert. The Rule now reads: 

Rule 702. Testimony by Expert Witnesses 
A witness who is qualified as an expert by knowledge, skill, 

                                                 
14. Id. at 593, 594. 

15. See Norman D. Bates & Danielle A. Frank, Premises Security Experts and 
Admissibility Considerations Under Daubert and Kumho: A Revised Standard, 15 
SUFFOLK J. TRIAL & APP. ADVOC. 179 (2010) (identifying twenty-two cases reported 
since 1994 in just the limited field described in the title to the article). 

16. See Edward J. Imwinkelried, The Epistemological Trend in the Evolution of the 
Law of Expert Testimony: a Scrutiny at Once Broader, Narrower and Deeper, 47 
GA. L. REV. 863 (2013) (stating that over half the states have adopted some version 
of Daubert, and that over 40 states have evidence codes patterned on the FRE). 

17. See Michael H. Graham, The Expert Witness Predicament: Determining 
“Reliable” Under the Gatekeeping Test of Daubert, Kumho, and Proposed Amended 
Rule 702 of the Federal Rules of Evidence, 54 U. MIAMI L. REV. 317, 322-24 (2000). 

18. 526 U.S. 137 (1999). 

19. See, e.g., David Crump, The Trouble with Daubert-Kumho: Reconsidering the 
Supreme Court’s Philosophy of Science, 68 MO. L. REV. 1 (2003); D. Michael 
Risinger, Defining the “Task at Hand”: Non-Science Forensic Science after Kumho 
Tire Co. v. Carmichael, 57 WASH. & LEE L.REV. 767 (2000). 
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experience, training, or education may testify in the form of an 
opinion or otherwise if: 

(a) the expert’s scientific, technical, or other specialized 
knowledge will help the trier of fact to understand the 
evidence or to determine a fact in issue; 

(b) the testimony is based on sufficient facts or data; 
(c) the testimony is the product of reliable principles and 

methods; and 
(d) the expert has reliably applied the principles and methods 

to the facts of the case. 
The emphasis on “reliability” is patent. The Notes of the Advisory 

Committee on Proposed Rules—2000 Amendment states that “no attempt 
has been made to ‘codify’ ... specific factors” to be considered and that 
“Daubert itself emphasized that [its] factors were neither exclusive nor 
dispositive.”20 But despite the plethora of Daubert challenges, the Committee 
concluded that “[a] review of the case law after Daubert shows that the 
rejection of expert testimony is the exception rather than the rule.” Yet 
Daubert continues to spawn a great deal of lawyering about the admissibility 
of expert opinion through objections based on the reliability test,21 including 
challenges to the kind of non-scientific evidence often seen in securities 
arbitration. 
 
  

THE DAUBERT-KUMHO GAP 
 

The Daubert-Kumho gap is the anomaly between the scientific-based 
criteria set out in Daubert and the fact that much expert testimony is not 
scientific. The gap exists because of the Court’s decision in Kumho that the 
Daubert test applies to both kinds of expert testimony.  

The best examples of the Daubert-Kumho gap are cases concerning 
industry custom, interpretation of industry rules and the appropriate standard 
of care against which a professional’s conduct should be measured for 
liability purposes.22 Testimony on such issues is common in securities 
                                                 
20. See FED. R. EVID. 702 advisory committee’s note to 2000 amendment, available 
at http://www.law.cornell.edu/rules/fre/rule_702 (last visited July 7, 2014). 

21. See Imwinkelried, supra note 16. 

22. See, e.g., Christina L. Fugate, Brian J. Paul & James L. Petersen, Survey of 
Daubert Challenges in the Context of Franchise Liability Experts, 30 FRANCHISE L.J. 
17 (2010); Jill Wieber Lens, The (Overlooked) Consequence of Easing the 
Prohibition of Expert Testimony in Professional Negligence Claims, 48 U. 
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arbitrations. Objections to it can be based, for example, on cases where an 
expert’s experience was all gained while employed at a single firm. So too, 
an expert whose qualifications were all gained as a regulator or as a scholar, 
or in years when the technology or the Rules were different, might appear 
vulnerable to a Daubert-style challenge.  

Experts offering testimony about the interpretation or application of 
FINRA’s Rules (e.g. on suitability, or on supervision) must also be wary of 
Daubert. Such experts must present a reliable basis for the conclusions they 
offer. As will be seen, ipse dixit assertions offered by an expert may well run 
afoul of the Daubert test. 

One can certainly argue that a Daubert analysis is never appropriate in 
arbitration because there is no jury and thus no need for any “gatekeeper.” 
But it is still important for lawyers to anticipate and address potential 
Daubert-type challenges to expert testimony in securities arbitrations. And 
even if Daubert challenges are unsuccessful, reliability is an important basis 
on which an expert can be cross-examined. The balance of this Article 
addresses those subjects.  
 
  

DAUBERT CHALLENGES IN SECURITIES ARBITRATIONS 
 

All the litigation notwithstanding, cases decided under FRE 702 show 
that Daubert challenges to evidence of industry custom are rarely successful. 
For example, in American General Life Insurance Co. v. Schoenthal Family, 
LLC,23 the court upheld a decision to admit testimony about insurance 
underwriting standards by one whose experience was gained almost purely as 
an academic.24 The insured challenged the testimony proferred by that expert, 
arguing that “[e]xperience alone ... can never form the basis for expert 

                                                                                                                   
LOUISVILLE L. REV. 53 (2009); David E. Pierce, Defining the Role of Industry 
Custom and Usage in Oil & Gas Litigation, 57 SMU L. REV. 387 (2004) See also 
Imwinkelried, supra note 16; Bates & Frank, supra note 15; Shah, supra note 9. 

23. 555 F.3d 1331 (11th Cir. 2009). 

24. The District Court had granted summary judgment to the insurer that a Georgia 
statute permitted it to rescind a policy to Schoenthal due to his misrepresentation of 
his net worth and income in the policy application. Schoenthal’s beneficiaries 
appealed, asserting that the District Court abused its discretion when it, inter alia, 
admitted the testimony of the insurer’s expert witness concerning custom in the 
insurance industry. The Court of Appeals found no abuse of discretion, and affirmed. 
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testimony,”25 but the court stated that such argument failed.26 The court 
explained that, even after Kumho, when it comes to non-scientific expert 
testimony, there must be considerable leeway in how to determine 
reliability.27 In that case, the court held that even un-tested opinion testimony 
based on “personal knowledge and experience” met the reliability test.28 

In First Tennessee Bank Nat’l Ass’n v. Barreto,29 the party opposing the 
expert conceded that the expert was qualified to give testimony, but argued 
that the testimony was nevertheless not reliable because it “was not based 
upon ‘technically valid reasoning or methodology.’”30 The court rejected,31 
holding that the failure of the expert to subject his opinion to “the crucible of 
peer review,” or to establish its validity through “empirical analysis,” did not 
render his opinions “unreliable.”32 In the court’s view, applying Daubert 
strictly in the context of non-scientific expert testimony would “turn [that 
case]... on its head” by taking a Supreme Court decision  intended to relax 
standards into one that in fact raised them.33 The court conceded that Kumho 
established that the reliability test applied to non-scientific expert testimony, 
but, the court explained, that did not mean that each of the Daubert factors 
were pertinent to every case.34 When judging the admissibility of expert 
testimony, the court stated that the law grants “broad latitude” to the trial 
judge to adopt “reasonable measures of reliability.”35 
                                                 
25. Id. at 1338. 

26. Id. 

27. Id. (citing Kumho, 526 U.S. at 151). 

28. The court noted that the proferred expert had “ample knowledge and 
experience”; masters and doctoral degrees; had taught classes in risk management 
and insurance for 20 years; had co-authored a leading textbook; and served as a paid 
consultant to various insurance companies.  Id. at 1338-39. 

29. 268 F.3d 319 (6th Cir. 2001). 

30. Id. at 333. 

31. In doing so, the court cited United States v. Jones, 107 F.3d 1147 (6th Cir.), cert. 
denied, 521 U.S. 1127 (1997), which recognized that the Daubert factors may be “of 
limited utility in the context of non-scientific expert testimony.” First Tennessee 
Bank, 268 F.3d at 334. 

32. First Tennessee Bank, 268 F.3d at 334.  

33. Id.  

34. Id. at 334-35.  

35. Id. 
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In sustaining the expert’s testimony in First Tennessee Bank, the court 
wrote that it was enough that “the expert’s testimony derived from the 
expert’s own practical experiences throughout forty years in the banking 
industry.”36  “Opinions formed in such a manner,” the court wrote, “do not 
easily lend themselves to scholarly review or to traditional scientific 
evaluation.”37 That fact, however, did not disqualify the expert.  

These two cases demonstrate the futility of Daubert challenges. The first 
case involved the testimony of an academic (albeit one with some experience 
as a consultant); the second involved a practitioner with a great deal of 
industry experience but no academic background. Even after the courts made 
it clear that, under Daubert, an expert must offer more than just credentials to 
support his or her opinion, both challenges failed. 
 
 

USING RELIABILITY CHALLENGES IN ARBITRATION 
 

Daubert challenges are unlikely to be successful in court; they are less 
likely to succeed in arbitration. Still, the reliability standard and challenges to 
an expert’s methodology are an important part of an advocate’s arsenal. A 
challenge to an expert’s methodology can create substantial doubts in the 
minds of the arbitrators about both the opinion and opposition’s general 
credibility. As a result, proponents need to prepare experts for reliability-
based cross-examination, and opponents must consider making a reliability 
attack on expert opinions. 

The potential success of reliability challenges in securities arbitration 
depends on the context. For example, when it comes to quantifying volatility 
and risk, a challenge to an analysis of standard deviation as a measure would 
not be successful.38 But we have experienced challenges to the use of Credit 
Default Swap levels as an indicator of credit risk because of alleged 
imperfections in the market for such contracts.39 In cases of quantitative 

                                                 
36. Id. 

37. Id. 

38. See HARRY M. MARKOWITZ, PORTFOLIO SELECTION: EFFICIENT 

DIVERSIFICATION OF INVESTMENTS (1959).  

39. See IFRS Foundation, Staff Paper (Oct. 18, 2010) (noting that “… using CDS 
pricing to measure the credit risk component of a financial instrument (eg bond) may 
be conceptually flawed…”, and noting four structural differences between a CDS 
and a bond that give rise to this flaw), at  http://www.ifrs.org/Meetings/ 
Documents/IASBOct10/FI1010b21Aobs.pdf  (last visited July 7, 2014). 
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unsuitability and churning, reference to turnover rates or the cost-equity 
maintenance factor would clearly encounter no challenge.40  

Consider, however, an expert’s reasonable-bases or customer-specific 
suitability analysis.41 The analysis is so fact-specific (and to some extent 
subjective) that the Daubert factors are likely to be involved. For example, if 
the method for developing the opinion is difficult to test (the first Daubert 
factor), then it is likely to be challenged. And in many cases, it is impossible 
for the expert’s opinion or method adopted in reaching the opinion to be 
subjected to peer review (the second Daubert factor); nor can one state with 
confidence the “potential error rate” (the third Daubert factor) embedded in 
the analysis.42 Even the age-old Frye test, “general acceptance” (now the 
fourth Daubert factor), is hard to judge in the context of a suitability analysis 
of a security, an investment strategy or an investor’s portfolio. While these 
observations are unlikely to motivate an arbitrator to exclude expert opinions 
as to suitability, an attack on the witness’ opinion is likely to follow this line. 

Much practical material has been written on the subject of advocacy and 
experts. Writing in the area of hiring experts in subrogation cases, one author 
suggests not only pre-screening experts’ credentials, but also: (a) resisting the 
temptation to over extend an expert beyond his/her specific expertise; (b) 
engaging separate experts for distinct subjects; (c) identifying with 
specificity the facts/documents upon which the expert’s opinion is based; (d) 
identifying and following the applicable regulatory standards and industry / 
scholarly materials and research; (e)  focusing the expert’s testimony on a 
single element of proof; (f) breaking down that proof into its base hypotheses 
for testing and verification;43 (g) addressing potential errors or exceptions to 

                                                 
40. See FINRA Rule 2111(Suitability), Supplemental Materials, .05(c). 

41. See generally FINRA Rule 2111, Supplemental Materials; FINRA Regulatory 
Notice Nos.11-25, 12-25 and 12-55.  

42. See supra text accompanying notes 14 and 19.  

43. In a recent case in which the author was involved, there was an issue about the 
significance of certain research reports published by an employee of the firm for 
which the expert was testifying. The expert testified that the reports were not 
significant because, in his opinion, they were written for a narrow audience, and they 
contemplated only a “trading strategy” and not a fundamental view of the company 
that was the subject of the research. When challenged on cross-examination, the 
expert testified that in forming his opinions, he never met or spoke to the author of 
the research reports.  An expert who is not sufficiently diligent to check his opinions 
with an accessible source is vulnerable to a reliability challenge.  See infra text 
accompanying note 50. 
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enhance the validity of opinions; and, (h) basing the testimony on the 
specific, detailed facts of the case.44 

Another practitioner advises focusing on avoiding faulty factual 
assumptions in an expert’s opinion, explaining that an expert can be barred or 
impeached if the opinion offered is based on assumed facts that are contrary 
to the evidence.45 That author also makes useful suggestions about examining 
so-called “soft-science” experts in light of Daubert.46 That author  quotes 
from Zenith Electronics Corp. v. WH-TV Broadcasting Corp.,47 warning that 
the “‘uniqueness’ of a [situation] does not justify substituting a guess for 
careful analysis”; that “[a]n expert must offer good reason to think that his 
approach [is] accurate..., using professional methods”; that “‘expert 
intuition’” is not acceptable; and that an expert “who invokes ‘my expertise’ 
rather than analytical methods widely used by specialists is not an expert as 
Rule 702 defines that term.”48 

In sum, as the Advisory Committee on the 2000 Amendments to FRE 
702 wrote, an expert’s opinion should be “‘based on facts, a reasonable 
investigation, and traditional technical/mechanical expertise, ... provid[ing] a 
reasonable link between the information and procedures he uses and the 
conclusions he reaches.”49 The Committee further explained: 

                                                 
44. Elliott R. Feldman, Criteria for Admissibility of Expert Opinion Testimony Under 
Daubert and its Progeny (2001), at http://www.cozen.com/admin/files/publications/ 
feldman1537289.pdf (last visited July 7, 2014).  

45. Avidan J. Stern, Challenging an Expert’s Opinion and Testimony, PLI’s 
FEDERAL CIVIL PRACTICE UPDATE 2011: A PRACTICAL GUIDE TO NEW 

DEVELOPMENTS, PROCEDURES & STRATEGIES 8-9 (2011). The author also suggests 
cross-examination, based on FRE 703, of experts who rely on hearsay not “of a type 
reasonably relied upon by experts in the particular field.” Id. at 9 (citing Gong v. 
Hirsch, 913 F.2d 1269, 1271-73 (7th Cir. 1990) and Renaud v. Martin Marietta 
Corp., 749 F. Supp. 1545, 1548 (D. Colo. 1990)).  

46. Id. at 20-22. 

47. 395 F.3d 416, 418 (7th Cir. 2005). 

48. Id. The court in Zenith noted “An expert who supplies nothing but a bottom line 
supplies nothing of value to the judicial process.”  Id. (quoting Mid-State Fertilizer 
Co. v. Exchange National Bank, 877 F.2d 1333, 1339 (7th Cir. 1989)). 

49. See FED. R. EVID. 702 advisory committee’s note to 2000 amendment (quoting 
Tassin v. Sears Roebuck, 946 F.Supp. 1241, 1248 (M.D. La. 1996)). While the law 
requires that expert testimony be based on reliable methods, there is no requirement 
that expert testimony be objective. Put differently, lack of objectivity does not itself 
equate to lack of reliability. See Apple Inc. v. Motorola, Inc., No. 2012-1548, 2014 
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If the witness is relying solely or primarily on experience, then 
the witness must explain how that experience leads to the conclusion 
reached, why that experience is a sufficient basis for the opinion, and 
how that experience is reliably applied to the facts. The trial court’s 
gatekeeping function requires more than simply “taking the expert’s 
word for it.”50  
An expert who fails to do so is “simply supplying [his/her] qualifications 

and ... conclusions,” without describing a reliable method for reaching his or 
her conclusions, is vulnerable to both cross examination and, in this post-
Daubert era, in extreme cases, exclusion.51  

 
 

CONCLUSION 
 

Expert testimony, when properly prepared and given, can be a lynchpin 
in any victory.  Effective expert testimony often helps the arbitrators judge 
the evidence and make their determinations. But when expert testimony is 
poorly conceived, prepared or given, it is likely to lead to challenge and 
potentially devastating cross-examination. Daubert and its progeny remind 
us that it is never enough to consider only credentials and qualifications; the 
reliability of an expert’s methods and opinions are just as important. 
 
  
   

                                                                                                                   
WL 1646435 (Fed. Cir. Apr. 25, 2014). But an expert who displays bias toward the 
party who hired him ought to expect the bias issue to lead to an attack on credibility 
and reliability. 

50. FED. R. EVID. 702 advisory committee’s note to 2000 amendment (citing 
Daubert, 43 F.3d at 1319). 

51. Stern, supra note 45, at 24.  
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EXPERT’S CORNER 
About NCIs1, Reg. D, and Suitability 

 
Frederick Rosenberg 

 
 

Regulation D2 offerings are private placements exempt from the 
registration requirements and stringent auditing and reporting requirements 
of publicly offered securities under the Securities Act of 1933 (hereinafter 
referred to as the “’33 Act”).3 Regulation D (hereinafter referred to as “Reg. 
D”) is a “safe harbor” provision of the ’33 Act, meaning it is not a rule that 
can be violated and therefore, there are no penalty provisions for failure to 
comply. It was adopted in 1982 and constructed around the case histories of 
exemptions from registration.4 Compliance with its provisions creates the 
legal presumption that the offering is not public; non-compliance with Reg. 
D however, still permits other routes to the exemption under Section 4(2) of 
the ’33 Act. NCI Sponsors are the Issuers of the security. They are expected 
to document controls over the distribution of private placement memoranda 
as well as investor documentation such as subscription agreements and 
questionnaires.  

Importantly, there is no prohibition against Non-Accredited Investors, 
“Purchasers,”5 investing in Reg. D private placements, but the rules limit the 
number of “Purchasers” in any offering to 356 before it becomes a public 
offering, requiring complete disclosure and reporting. Most important to 
understand is that most Sponsors restrict their offerings solely to Accredited 
Investors, not because of suitability issues, but because under Rule 
502(b)27 of Reg. D, non-accredited investors are entitled to full disclosure 

                                                            
1. “NCI” is an abbreviation for “Non-Conventional Investment.”  NCIs are typically 
private or public offerings of private equity investments including oil and gas, real 
estate, venture capital. These are further discussed in FINRA NOTICE TO MEMBERS 
10-22 (2010), referencing NASD NOTICE TO MEMBERS  03-71 (2003) and 05-18 
(2005) among others. 

2. 17 C.F.R. § 230.501 (2013). 

3. Securities Act of 1933, 15 U.S.C. § 77a (2014). 

4. 17 C.F.R.§ 230.501 (2013). 

5. 17 C.F.R. § 230.506 (2013). 

6. 17 C.F.R. § 230.501(e) (2013). 

7. 17 C.F.R. § 230.502(b)2 (2013). 
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comparable to small public offerings! Compliance with those heightened 
disclosure requirements is too costly, too risky, and far too restrictive to be 
practical for most Sponsors of private placements.  

With appropriate disclosure even Non-Accredited Investors are permitted 
to invest if they are “Sophisticated” or have a “Purchaser Representative.”.8,9 
The key is the required disclosure they are entitled to receive under Rule 
502(b) 2.  Reg. D requires that any information given to Non-Accredited 
Investors also be given to accredited investors, making compliance 
problematic.10   In short, Sponsors limit their private offerings to Accredited 
Investors specifically to avoid the disclosure and reporting requirements of 
Rule 502(b)2, and not for customer protection!  “Accredited Investor” status 
is definitely not a suitability condition.  

Importantly, read and “plead” notes a, b, c, and d.11  The four notes make 
clear that Reg. D applies only to the “transaction” and not to the “security.”  

                                                            
8. 17 C.F.R. § 230.506 (2013). 

9. 17 C.F.R. § 230.501(e) (2013).  

10. See, 17 C.F.R. § 230.502(b)1 and (b)2 (2013). 

11. 17 C.F.R. § 230.500 (a) Regulation D relates to transactions exempted from the 
registration requirements of section 5 of the Securities Act of 1933 (the Act) (15 
U.S.C.77a et seq., as amended). Such transactions are not exempt from the antifraud, 
civil liability, or other provisions of the federal securities laws. Issuers are reminded 
of their obligation to provide such further material information, if any, as may be 
necessary to make the information required under Regulation D, in light of the 
circumstances under which it is furnished, not misleading. 

(b) Nothing in Regulation D obviates the need to comply with any applicable 
state law relating to the offer and sale of securities. Regulation D is intended to be a 
basic element in a uniform system of federal-state limited offering exemptions 
consistent with the provisions of sections 18 and 19(c) of the Act (15 U.S.C. 
77r and 77(s)(c)). In those states that have adopted Regulation D, or any version of 
Regulation D, special attention should be directed to the applicable state laws and 
regulations, including those relating to registration of persons who receive 
remuneration in connection with the offer and sale of securities, to disqualification of 
issuers and other persons associated with offerings based on state administrative 
orders or judgments, and to requirements for filings of notices of sales. 

(c) Attempted compliance with any rule in Regulation D does not act as an 
exclusive election; the issuer can also claim the availability of any other applicable 
exemption. For instance, an issuer's failure to satisfy all the terms and conditions of 
rule 506 (§ 230.506) shall not raise any presumption that the exemption provided by 
section 4(2) of the Act (15 U.S.C. 77d(2)) is not available. 
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Arbitration claims are typically about the security and the basis for the 
recommendation under the customer protection provisions of the 1934 
Securities Exchange Act (hereinafter referred to as “’34 Act”),12 and not 
about the failure of the Sponsor to register the offering.  

In arbitration claims involving NCIs, pleadings and hearings must avoid 
the problems of conflating the ’33 Act and Reg. D’s control over the 
“Transaction,” with the ’34 Act’s broker- dealer liability in dealings with the 
public.  A Sponsor is rarely a party to Arbitration and most Statements of 
Claim neither allege violations of the ’33 Act’s registration requirements nor 
claim the Broker wrote the Private Placement Memorandum (“PPM”).  
Instead, most causes of action focus on 1) a Broker-Dealers’ negligent failure 
to conduct due diligence sufficient for reasonable basis suitability, and 2) 
recommendations unsuited to the customer’s financial circumstances and 
needs – customer basis suitability.   

Most large Sponsors rely on Section 506 of Reg. D for exemptions.13 
Section 506 has no disclosure requirements for Accredited Investors,14 
although Sponsors are not entitled through omissions to commit a fraud.  
Therefore, there demonstrably is an affirmative obligation to disclose 
relevant information that in its absence would be misleading.15  That is a very 
limited restriction permitting much leeway.  Whether via a public prospectus 
or a private placement memorandum, no amount of disclosure makes an 
unsuitable recommendation suitable.  All recommendations must be 
appropriate for an investor’s financial condition and needs, regardless of the 
contents of a PPM.  A suitability determination is a condition of making an 
offer under FINRA conduct rules.  

Furthermore, nothing that a client says, does, or signs carries any 
authority to alter or waive a broker's compliance or obligation to comply with 
FINRA rules. Neither does an investor’s accepting a PPM inoculate the 
                                                                                                                                             
(d) Regulation D is available only to the issuer of the securities and not to any 
affiliate of that issuer or to any other person for resales of the issuer's securities. 
Regulation D provides an exemption only for the transactions in which the securities 
are offered or sold by the issuer, not for the securities themselves. 

12. Securities and Exchange Act of 1934, 15 U.S.C. § 78a (2014). 

13. 17 C.F.R. § 230.506 (2013).  “(a) Exemption. Offers and sales of securities by an 
issuer that satisfy the conditions in paragraph (b) of this section shall be deemed to 
be transactions not involving any public offering within the meaning of section 4(2) 
of the Act”. 

14. See, 17 C.F.R. § 230.502(b)1 and (b)2 (2013). 

15. Use of Regulation D, 17 C.F.R. § 230.500(a) (2013).  
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Broker against any liability for making an unsuitable recommendation to that 
customer. Finally, if the broker is alleged to have violated his duties, you can 
often find those same duties memorialized in the Placement Agreement 
between the selling Broker-Dealer and the Sponsor, including representations 
and warranties, breach conditions, hold harmless, and remedies.  Your client 
is a third party beneficiary to that agreement.  

Disclosure is not Due Diligence! Remember, NCI cases mainly 
target due diligence failures, unsuitable recommendations, inducement 
frauds, and conflicts of interest – not disclosure. If the investment is 
unsuitable or without reasonable basis, the mere act of offering the PPM is 
the point where the violation occurs. Ultimately, customers are entitled to 
rely in good faith on a Broker-Dealer’s compliance with the FINRA 
customer protection rules and this means recommendations based upon a 
competent Reasonable Basis analysis of the offering (know your investment), 
and a thorough evaluation of the customer’s financial situation and needs 
prior to delivering a public prospectus or private placement memorandum. 

Ironically, so-called prospectus defenses based upon PPM 
disclosures, executed subscription agreements, and investor questionnaires 
frequently amount to an admission of an unsuitable recommendation with 
foreseeable consequences, hence, “loss causation.”  The irony of such a 
defense is a broker making unsuitable recommendations defending on the 
grounds that the client executed the documents he induced him to sign, or 
that he failed to read a PPM delivered in violation of FINRA’s Conduct 
Rules.   
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A CHECKLIST FOR “REASONABLE” DUE DILIGENCE 
“THE SCORECARD” 

 
Mason Alan Dinehart III, RFC1 

                                                                      
           

Broker/Dealer due diligence on private placements, direct participation 
programs, real estate syndications and Tenant-In-Common (TIC) interests is 
a critical and fundamental step necessary for brokerage firms to determine 
whether to offer a security to  its clients.  Unlike publicly traded securities, 
there are no analyst or ratings agency reports available for review.  Further, 
unlike publicly traded securities, rarely are there any standard corporate 
filings publicly made with the Securities and Exchange Commission. As 
such, when an investor is solicited to invest in a private offering by a 
broker/dealer, it is the obligation of the broker/dealer to have performed 
reasonable and independent due diligence on the offering.  Whether the 
offering is a “non-conventional investment,”2 a hedge fund,3 TIC,4 or 
Regulation-D private placements,5 due diligence is an obligation advisors and 
their firms have to the investing public. 

In 1972, I had been with a real estate syndication firm known as 
Carlsberg Securities, Inc. for three years.  I was the Branch Manager and 
Director of Due Diligence and Compliance.  We syndicated all forms of real 
estate.  Publicly, we specialized in mobile home parks and distributed our 
offerings through well-known wire-houses including Walston & Co. and 
Francis I. Dupont & Co.  We were, in fact, the second real estate syndicator 
on Wall Street, preceded only by Pacific Plan in Northern California and 
immediately followed by Con-Cap and Prudential Bache.  Privately, we 

                                                 
1. Mason Dinehart, III, RFC has been a securities industry professional since 1969.  
He has served as a FINRA/NASD arbitrator on ten cases and has also been retained 
as an expert witness by both investors and securities industry member firms in 
hundreds of FINRA/NASD, JAMS, AAA, NYSE, and PSE arbitrations.  He has also 
been retained as an expert witness in California state and federal court.  Mason 
currently holds the Series 7, 24, 63, 65, 79, and 99 licenses, and previously held the 
Series 27 license. 

2. See FINRA NOTICE TO MEMBERS 03-71. 

3. See FINRA NOTICE TO MEMBERS  03-07. 

4. See FINRA NOTICE TO MEMBERS 05-18. 

5. See FINRA REGULATORY NOTICE 10-22. 
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marketed raw land along with income properties including industrial, multi-
family apartments and commercial office buildings.  With regard to private 
placements, we were always sure to provide private placement memoranda 
(PPMs) to accredited investors with full treatment of all material facts 
(private offerings are exempt from registration, not disclosure) and to avoid 
any general solicitation (i.e., dropping PPM’s out of helicopters).  

Earlier that year, I was contacted by the Practicing Law Institute (PLI) to 
request my participation in a five-person panel to be made up of four 
securities attorneys and myself, the only non-attorney on the panel.  Its 
purpose was to travel to five U.S. cities to introduce and explain real estate 
syndication to members of the bar and bench.   Included on the panel was 
Brad Cook, then Chairman of the SEC.  My participation was requested to 
provide PLI attendees with an evaluation tool or arithmetic system to 
quantifiably evaluate and analyze the working aspects and deal points of a 
real estate syndication offering to better understand what could go wrong 
with these sponsored programs.   After we returned from traveling, PLI asked 
me to write an article for the Fall 1972 issue of Real Estate Review on Real 
Estate Syndication.  The article is titled “Selling Syndication Shares 
Successfully.”    

The article was about “due diligence,” a relatively amorphous industry 
term which has no objective definition.  This is especially important since the 
Securities Act provides no specific definition other than to call it a 
“reasonable investigation,” which is, in turn, defined by the statute as 
including: 1) a high degree of care; 2) an investigation of facts; 3) 
identification of all facts material to the investor; and 4) non-reliance on 
management representations.6  FINRA adds that the investigation must be 
“reasonable.”7  My definition is this:   

Due-diligence is the process of reasonable investigation that 
independently evaluates and verifies a sponsor’s accuracy, 
competency, financial strength and organizational depth.  It is 
adversarial in nature and utilizes quantitative and intuitive means.  It 
includes a comprehensive analysis that challenges the deal points, 

                                                 
6.  15 U.S.C. § 77k (2006); see also Distribution by Broker-Dealers of Unregistered 
Securities, Exchange Act Release No. 33-4445, 1962 WL 69442 (Feb. 2, 1962); 15 
U.S.C. § 77k(c) (2006); 15 U.S.C. § 771(a)(2) (2006); Escott v. BarChris Constr. 
Corp., 283 F. Supp. 643, 696-97 (S.D.N.Y. 1968); Feit v. Leasco Data Processing 
Equip. Corp., 332 F. Supp. 581, 582 (E.D.N.Y. 1971);  The Obligations of 
Underwriters, Brokers and Dealers in Distributing and Trading Securities, Securities 
Act Release No. 33-5275, 1972 WL 125474 (July 26, 1972).    

7. See FINRA NOTICE TO MEMBERS 05-18. 
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assumptions and projections used in each direct participation 
program (DPP) examined.  The process examines and determines the 
probability of the transaction achieving its stated objectives.   
This definition has gone largely unchanged since I began performing due 

diligence on private offerings and real estate deals in 1969. 
When it comes to securities industry due diligence, it is important to 

identify what independent due diligence is not.  Independent due diligence is 
not a collection of third party due diligence reports.8  This is because these 
reports are paid for by the Sponsor, and on their face are not independent.  
One provider of these reports, Snyder Kearny, LLC, stated as a disclaimer in 
one of its reports,  

[w]e specifically note that given the limited scope of our 
representation, we may not have independently verified factual 
statements contained in the PPM.  Further our review is subject to 
the budgeted hours and may or may not be sufficient to consist of a 
‘reasonable investigation’ or ‘reasonable care’ as such terms are 
defined in Sections 11 and 12 of the Securities Act of 1933, as 
amended.  Unless expressly indicated in a separate legal opinion 
identified as such, we will not provide any opinion or legal advice 
regarding the adequacy of any investigation performed by us or the 
adequacy of the Offering disclosure.  
With such disclaimers, broker-dealers should never rely solely on these 

firms to visit the property and examine the financial statements.  Further, in 
an administrative proceeding, the SEC held that relying solely on third party 
reports constituted recklessness.9  Rather, the firms considering offering 
these deals should do it themselves.  Further, these reports are outsourced 
and as such are not considered to be part of the broker-dealer’s reasonable 
independent investigation.   

So, I took the opportunity given to me at PLI, in analyzing Real Estate 
Direct Participation Programs, to develop the Real Estate ScoreCard 
(Exhibit A).  As a securities expert witness, I have been using the ScoreCard 
in arbitrations and mediations to evaluate literally hundreds of private 
placement limited partnerships, LLCs, TICs, non-traded REITs, along with 
numerous types of Public Offerings including REITs and L.P.’s. In addition 
to real estate offerings, I discovered it works very well for equipment leasing 
and oil and gas programs as well.  I have found that an arbitration panel has a 

                                                 
8. See FINRA REGULATORY NOTICE 10-22 at 6-7.  

9. See Stires & Co., 67 S.E.C. Docket 1716, 1998 WL 462230  *7 (1998). 
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much better and more organized grasp of the offering by walking them 
through the ScoreCard.   

The ScoreCard naturally breaks down into two sections.  The first section 
– deal points 1 to 3 – evaluates the Sponsor or program manager.  The next 
section – deal points 4 to 15 – analyzes the structure of the offering itself.  
Each of the deal points analyzed by the ScoreCard are points that find their 
support in various FINRA/NASD Notices, SEC Releases, or from personal 
experience.  Of the 15 deal points or questions, each one has five possible 
answers, with up to five points possible for each, or 75 total points possible.  
Each deal point is graded with five points being best and one point being 
worst as shown on the ScoreCard master template.   After the grading, the 
points are added up.  A passing grade is 52 points or 70% of the possible 75 
points.  Passing is to say, that based upon the PPM or Prospectus, any 
supplements, and marketing brochures, the program qualifies to enter the 
formal due diligence process.  In other words, the deal passes muster to the 
extent that it should meet “reasonable basis suitability” pursuant to FINRA 
Rule 2111, which means the offering could be suitable for at least some 
investors.10  It is important to note that scoring high on the ScoreCard is 
difficult.  In fact, the majority of deals fall in the 52-60 point range, with 
offerings rarely exceeding 60 points.   

Importantly, the ScoreCard is a precursor to formal due diligence, not a 
substitute for it.  It is the initial independent due diligence that should be 
performed by the broker-dealer. If an offering fails to meet the minimum 
grade, the ScoreCard should be forwarded to the sponsor in order to improve 
the program so that it can be approved and qualify to enter the formal due 
diligence process at some future date.  The truth is, to conduct a full due 
diligence review on every direct participation program that comes in the door 
would be a very inefficient process.  Only those that, on their face, have a 
chance to succeed should enter that process.    

With that background in mind, the following is a question by question 
review of the ScoreCard.   

 
 

QUESTION 1 – SPONSOR/MANAGER EXPERIENCE 
 

Here, the sponsor or manager’s syndication experience is analyzed.  
While it is helpful to know that the principals of the sponsor have 
“cumulatively” had many years of productive real estate experience, there 

                                                 
10. See FINRA REGULATORY NOTICE 10-22 at 4. 
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simply is no substitute for a promoter’s direct experience dealing with 
acquisition and financing of properties in a packaged program where 
investors pool their capital and receive tax-deferred cash flow, equity 
buildup, and growth of principal.   Further, it is helpful to know whether the 
syndicator has had experience dealing with a large number of investors and 
reporting on the program’s progress from an investor services perspective.  
Specifically, it is very important to know how the sponsor has handled 
problems in the past.   

Important to this analysis are the number of years a sponsor or manager 
has in syndicating, acquiring, financing, managing and selling direct 
participation programs for investors.  This kind of experience rises well 
above merely buying and selling properties.  It takes twenty years to earn 
five points in Question Number 1.  One point can be added to the score of 
this deal point with some extensive personal real estate acquisition and 
management experience of one or more of the key principals of the company.   

 
 

QUESTION 2 – FINANCIAL STRENGTH 
 
With this deal point, the tangible net worth of the sponsor or manager 

backing the deal is examined.  It is important to note, little credit should be 
given to would-be sponsors who are undercapitalized affiliates of a separate, 
main company sponsor, or parent company, which is not backing the deal but 
has simply loaned money to the affiliate in the form of a note to inflate the 
would-be sponsor’s net worth.  Again, what is measured here is the tangible 
net worth of a sponsor on a GAAP basis, where 20% or more of its assets are 
liquid and not an empty shell number.  To meet this requirement, many 
sponsors provide financial statements that are not audited.  This is true 
especially in private placements.  However in the mid-2000’s when deals by 
the carload were being offered, several large sponsors did provide audited 
financials during that time period.  Examples include American Realty 
Capital, Vertical Financial Group (Mortgage Funds), DMMS and Argus.  
Interestingly enough, noted Ponzi schemes like Provident (Shale Royalties), 
Medical Capital and DBSI provided unaudited financials only.  While 
audited, certified or reviewed financial statements help, they are no guarantee 
against fraudulent activities.  But audited financials are better to have than 
not, and it should be mandatory for sponsors raising millions of dollars to 
provide them.  Note that it takes $15 million of tangible net worth to obtain 
five points on the ScoreCard.  As a rule of thumb, the sponsor should have a 
net worth of no less than 10% of the sum it has raised in outstanding deals to 
date, including the one under consideration.    
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QUESTION 3 - RESALE ACTIVITY 
 

Here, the sponsor’s track record of re-sales and refinancing is reviewed.  
What is usually listed in the profile of weaker sponsors is the number of 
programs, the number of investors and the total dollar amount of monies 
raised along with the cash flow distributions of prior programs and the 
cumulative number of years of experience of the firm’s principals.  Clearly, 
these items do not constitute “track record.”  Track record breaks down to 
two items only: re-sales and refinancing of the properties syndicated as 
shown in the PPM, nothing more.  It is always helpful to list the re-sales and 
re-financings of the principals and one point can be added when warranted.  
Please note that it takes 30% of the sponsor’s properties syndicated to have 
been sold or refinanced to warrant the top score of five points.   

 
 

QUESTION 4 – SPONSOR/MANAGER COMPENSATION 
 
 In this question, the sources of compensation the sponsor receives is 

analyzed and the amount is reviewed for reasonableness.  To that end, 
subordinations are critical to this analysis.  It is not necessarily the amount of 
compensation a sponsor or manager receives.  Rather, it is the timing of this 
compensation.  Does the Sponsor get paid before the investors?  If the 
Sponsor’s compensation is deferred pending investor payments, it’s called 
subordinated compensation.  While profits to the offering are usually 
subordinated, most other fees are not.  It is refreshing when a sponsor 
subordinates some of its compensation to the projected investor return.  

Sponsor compensation can take many forms in private offerings, 
including selling commissions, leasing commissions, construction 
management fees or asset management fees.  The offering should get a 
higher score if the sponsor requires a cash distribution target to be met before 
receiving its share of compensation.   

 
 

QUESTION 5 – LOAD FACTORS 
 

 Question Five seeks to primarily determine what percentage of capital 
raised from investors is actually invested in the property or program.  This 
can usually be found in the “Use of Proceeds” section of the offering 
document.  Many sponsors want to define “load” as only the dollars that go 
directly to the sponsor.   One sponsor of a large REIT, in the “Use of 
Proceeds” section, failed to show any acquisition fees in the front-end load.  
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This was because the deal was a “blind-pool” and the acquisition fees (6%) 
would only be incurred when the sponsor actually purchased the properties 
later on.  Hence, all acquisition fees were shown as ongoing operational 
expenses.   This is nonsense.  These acquisition fees are clearly one-time, 
front end load expenses and would be incurred on every property purchased.  
They are not like management fees that are paid annually.   

“Load” typically includes the following:  sales commissions, 
organization and offering costs, non-accountable marketing and due 
diligence expenses, acquisition fees, loan placement and other fees, including 
closing costs.  The remaining money raised goes into the property.  One 
chairman of an arbitration panel once asked me if large wire houses were 
selling these private placement TIC real estate deals.  I explained that they 
did not because of the loads involved.  Typically, it is the independent 
broker-dealer community that sells these deals whereby only 73-76% of 
dollars raised goes into the property(s).   The public funds like REIT have 
lower loads whereby 84-88% goes into the ground. Total compensation 
(commissions plus non-accountable marketing and due diligence fees) is in 
the 5-6% range for public funds versus a 7-9% range for the private offerings 
the independent broker/dealers sell.  (Exhibit B) 

 
 

QUESTION 6 – GUARANTEES 
 

 In looking for some kind of operational guarantee for the property(s), a 
Master Lease would be an example.  Then there is the repurchase account.  
In larger funds, for example, after one year or 18 months, the program will 
accept repurchase requests, in writing, of up to 5% of the capital raised on a 
first come, first served basis.  Then there is the small print buried deep in the 
PPM:  It will say under no uncertain terms that the sponsor will honor these 
requests only if they will not endanger the program financially.  Further, this 
repurchase account may be terminated at any time by the sponsor.  Clearly, 
these types of accounts are illusory at best and should never be counted on, 
especially in emergencies.   You can be sure that if there are any clouds on 
the horizon, the repurchase account will vanish in a heartbeat.   

 
 

QUESTION 7 – SELF-DEALING 
 

This question is about conflicts of interest.  It is critical to know how 
many services the sponsor is selling to himself.  At the top of the list is a 
sponsor that purchases properties from itself or its affiliates.  This is 
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especially egregious if there is a mark-up on these purchases.  Then, some 
sponsors will have an insurance subsidiary who sells property and casualty 
insurance to the program at inflated rates.  Finally, if the original property 
acquisition comes from an independent third party seller, it is important to 
know what the percentage mark-up is to the investors.  Typical mark-ups 
range between 10%-12% but markups as high as 25%-30% are not unheard 
of.   

While the numbers are usually disclosed in the PPM, only by subtracting 
the third-party purchase price from the loaded cost (equity raised plus the 
debt) will you know the true total of the mark-up.  Finally, unsubordinated 
compensation is a conflict, and the tax opinion backing the offering must 
have at least a “should” opinion by counsel.  In an LLC, the weakest of 
opinions is “more- likely-than-not” and a “will” opinion is best.  The 
minimum standard is that the offering “should” not be treated as a real estate 
partnership, from a tax perspective.   

 
 

QUESTION 8 – INVESTOR VOTING RIGHTS 
 
While the investors are passive and have no real voice in management, 

there are always some voting rights reserved even for passive investors.  
TICs, for example, require unanimous consent of all the investors for most 
voting rights.  An example of a “passive investor” voting right would be the 
percentage required to remove the LLC Manager.  The real question to 
determine is, whether the LLC Manager can only be removed “for cause.”  
This is usually very difficult to prove.  Typically, willful misconduct must be 
demonstrated.  Bad faith, fraud, or gross negligence of the manager under the 
definition of cause are examples and must be demonstrated as well.   

Short of being a convicted felon, the manager is probably going to be 
able to tie the investors up in extended litigation for many years if they try to 
remove him.  The best of all scenarios is to have an offering that only 
requires a simple majority to amend the operating agreement, approve the 
sale of all or substantially all of the properties, approve any “roll-up,” 
approve any change in the deal’s investment objectives, approve any 
refinancing of the property or fire the manager.  In offerings where 
unanimous consent is required, the investors should be able to remove the 
LLC Manager without cause.   
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QUESTION 9 – LEVERAGE 
 

Most importantly, the percentage of leverage is the debt related to the 
original purchase price from the third party seller.  That is actual leverage at 
the real estate level.  Then of course there is the “loan to value,” the debt 
divided by the appraised value, which also should be determined.  On the 
ScoreCard, an all-cash purchase or debt of no more than 39% would achieve 
a top score of five.   
 
 

QUESTION 10 - FINANCING 
 
Here the terms of the loan are reviewed.  Fixed, 30-year loans are 

virtually non-existent in real estate offerings currently.  The best loans 
available are typically 7-10-year loans with as many years of interest only 
payments as possible will receive the best score.  The ability to prepay the 
loan after some period is additionally important.   Further, cross default or 
cross collateralization requirements by the lender on the part of the sponsor 
should be reviewed because it is preferable to avoid dealing with the 
sponsor’s problems related to other properties that could affect the offering’s 
property(ies).  Finally, the “bad-boy” carve-outs (recourse guaranty) on any 
non-recourse loans obtained should be reviewed.  These provide for personal 
liability against the borrower and principals of the borrower upon the 
occurrence of certain enumerated bad acts committed by the borrower and its 
principals. 

 
 

QUESTION 11 - VALUATION RATIO 
 
This important question deals with the percentage of the appraisal 

amount to the loaded cost of the offering.  Take the “as-is” appraisal amount 
and divide it by the loaded cost to the investors (equity raised plus the debt).  
Frequently this ratio is at or below 85%, which is unacceptable.  So, if this is 
the case for the deal being reviewed, it must be scored down.  What is 
preferred is a ratio of 95% to 100% appraisal to loaded cost which is the 
fairest to the investors.  This ratio is one of the most important elements on 
the ScoreCard.  Finally, always be sure that the appraisal is honest and 
straight forward and not “made as instructed” (MAI). 
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QUESTION 12 – ASSUMPTIONS 
 
This question is the very heart of the ScoreCard.  First, it tests the 

projections by determining if any CPA, legal or accounting firm signed off 
on them, or if they were simply not reviewed and prepared by the sponsor.  
The latter is usually the case.  A classic assumption is the yearly rental rate 
increases, which typically go unsupported in the PPM but go to the core of 
the ultimate success or failure of the property.  Are the yearly rental rate 
increases realistic?  A projection of annual rental increases of 5% every year 
is abnormally high and unrealistic.   

The next issue to examine is the cap rate on acquisition.  That percentage 
is determined by taking the projected first year Net Operating Income (NOI) 
and dividing it by the loaded cost.  It is not uncommon to find a cap rate 
below 6% at acquisition.  Given the speculative nature of most real estate 
offerings, this number should be at least 2-3 percentage points higher than a 
quality corporate bond rate due to the high risk involved.  Next, review the 
terminal cap rates on resale.  It is fundamental that these should be the same 
as the purchase cap rates, but they rarely are.  They are backed into by 
sponsors many times.  Since the lower the cap rate, the higher the price, 
lower terminal cap rates differing from the purchase cap rates are often 
chosen which are unrealistic.  This is especially true when interest rates are 
clearly projected to rise over the next 7-10 years.   

The next issue to examine is the holding period.  Extra points are given 
to a sponsor that puts a limitation on the number of years for reinvestments 
during the holding period.  An example of a “good deal” for investors 
pertaining to the holding period is, after seven years the reinvestment period 
ends.  In other words, no additional reinvestments in new properties with 
sales and refinancing proceeds, i.e., capital events, are allowed.  The deal 
stops here.  After seven years, all monies from capital transactions begin to 
be distributed back to the investors in a self liquidating fashion.  This 
arrangement is the fairest to the investors and warrants a higher score.  
Further, it is in accord with the NASAA Guidelines.11   

Finally, search for any “yield enhancements” or financial engineering 
used by sponsors.  Examples of financial parlor tricks would be interest rate 
buy-downs, deferred management fees, rental credits, negative master lease 
spreads, sponsor leased-back space/units, paying cash flow from reserves or 

                                                 
11. See NASAA OMNIBUS GUIDELINES (adopt. Mar. 29, 1992, amend. May 7, 2007), 
available at http://www.nasaa.org/wp-content/uploads/2011/07/f-Omnibus_Guide 
lines.pdf. 
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an unsupported basis for projections/assumptions.  These games played by 
sponsors are exposed on the ScoreCard.   

 
 

QUESTION 13 - PERCENTAGE OF SUPPLY TO DEMAND 
 
This question begins with determining what percentage of leases with 

tenants would expire within the next five years, six years, and so on.  Then it 
is important to analyze tenant termination options for lease stability.  Most 
important is to check with local real estate brokers to learn the actual vacancy 
rate for the same type of property you have within the specific sub-market 
the offering is located in.   Many sponsors tend to pick a number off a bus in 
stating what the occupancy percentage is, both current and projected.  
Finally, it is critical to determine what the competition is with respect to the 
type and location of the property you have.  From the answers to these 
questions, you can easily determine a percentage grade for the offering 
you’re analyzing.   

 
 

QUESTION 14 – CONSIDERATION PER SQ. FT. VS. THE COMPETITION 
 

This is a simple comparison.  A direct real estate investor, considering 
buying this same property in the offering, would buy it for a simple 
negotiated real estate commission, i.e., 5% on average.  However, an investor 
in a syndicated offering is buying a direct participation program through a 
broker-dealer, and is paying a load of much more than that.  Simply add the 
load from Question #5 to 100% and you have your answer.  If the load is 
25%, the offering scores 1 point (125%) on the ScoreCard compared to 105% 
in the direct real estate marketplace.    

 
 

QUESTION 15 – RISK FACTORS 
 

Unquestionably, there is risk in every real estate transaction.  The 
question here is whether the risks in this particular transaction are magnified 
above the norm.    Examples of high-risk factors include an extraordinarily 
high mark-up on acquisition, an abnormally high load, unrealistically 
aggressive assumptions,  investor credit impairment, a below 85% appraisal 
amount to loaded cost ratio along with an extraordinarily high percentage of 
leases coming due in five years.  If some or all of these attributes described 
above exist, plus there are a number of items of unsubordinated 
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compensation to the sponsor, the deal will probably score close to one point 
on the ScoreCard.   

This entire evaluation method is really a due diligence check list; a 
quantifiable tool to evaluate direct participation program offerings.  Of 
course this method is not perfect.  In using it hundreds of times since 1972, 
my experience with the ScoreCard reflects an overall 76% success ratio.  In 
other words, over 75% of the time, when I have scored an investment 
offering below 52 points, the offering has eventually failed.  This means the 
property has been foreclosed upon by the lender; the sponsor has been 
declared fraudulent; the loan is in default; or it has been classified as a Ponzi 
scheme; or has stopped providing cash distributions with no hope of 
restoration.   

The same is true of offerings that have passed the check list.  For the 
balance of the 24%, it is too early to tell in many cases whether the programs 
will ultimately succeed.  Something to really keep in mind at this time is that 
all those ten year “due and payable” loans issued from 2005 through 2007 
will now be maturing in 2015-2017.  This necessarily will place a great deal 
of refinancing pressure on lenders in the real estate marketplace as well as 
finalizing many outstanding real estate deals.    Some other programs have 
recovered somewhat, but may be wavering a bit with the final results still 
undetermined.  I only count in the 76% the programs whereby a resolution 
has been finalized.    

Since a PPM or prospectus is hundreds of pages in length, the ScoreCard 
breaks the deal down into five or six pages in a logical format that the trier of 
fact can understand and appreciate.  It makes it much easier for an arbitrator 
or mediator to verify the deal points of the program by hearing the ScoreCard 
presentation and then referencing the Table of Contents in the offering 
document.   

In preparing this article, I reviewed a private placement deal much of 
PIABA is quite familiar with, Medical Capital.  As you can see from the 
review attached as Exhibit C, the Medical Capital IV offering failed the 
ScoreCard miserably, scoring only 30 points out of 70.  Thus, Medical 
Capital IV should have never made it past the first level of due diligence 
compliance and certainly should have never been offered to investors 
because the offering failed the basic reasonable basis suitability test. 
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 operational guarantee (3 pts)
d) Mgr. will loan funds, but they are not
 subordinated (2 pts)
c) Mgr. makes no representation about
 funding (1 pts)

7.   Self-Dealing: 
  (buying properties owned by the Mgr. w/mark-up: taking
  loans points; liability insurance or leasing commissions:
  unsubordinated real estate commissions)

a) “arms length” transactions or none
 of the above (5 pts)
b) Mgr.  pays himself using 1 of the 
 above items (4 pts)
c) Mgr.  pays himself using 2 of the 
 above items (3 pts)
d) Mgr.  pays himself using 3 of the 
 above items (2 pts)
e) Mgr. compensates himself using
 all 4 of the above (1 pts)

8.  LLC Member Rights: 
 (replace Mgr.  amend LLC agreement; approve sale or   
	 refinance;	permit	the	Mgr. to resign*)

a) Majority vote only required on (5 pts)
 all key items

5.  Load Factors:

a)  Less than 20% (5 pts)
b) 20% to 21.9% (4 pts)
c) 22% to 23.4% (3 pts)
d) 23.5% to 25% (2 pts)
e) More than 25% (1 pts) 

OFFERING STRUCTURE

1.  LLC Mgr. Experience
     (# yrs in this business)

a)  20 years or more (5 pts)
b) 15 - 19 years (4 pts)
c) 10 - 14 years (3 pts)
d) 6 - 9 years (2 pts)
e) 2 - 5 years (1 pts) 

2.  Net Worth Consideration (GAAP):
     (Assumes 20% or more = liquid)

a)  Greater than $15 million (5 pts)
b) $10 to $15 million (4 pts)
c) $5 to $10 million (3 pts)
d) $2.5 to $5 million (2 pts)
e) $1 to $2.5 million (1 pts) 

3.  Resale Activity:
					(%	of	properties	sold	or	refinanced)

a)  More than 30% (5 pts)
b) 20% to 29% (4 pts)
c) 10% to 19% (3 pts)
d) Less than 10% (2 pts)
e) None (1 pts) 

4.  Compensation:
  			(mgmt	fees/cash	flow/RE	comm/
					sale	profits)

a)  Fees subordinated in all 4 areas (5 pts)
b) Fees subordinated in 3 areas only (4 pts)
c) Fees subordinated in 2 areas only (3 pts)
d) Fees subordinated in 1 area only (2 pts)
e) Fees not subordinated (1 pts)



NOTE: A minimum of 52 points is required for consideration. 
Most of our approved programs fall between 55 and 60 points.  
However, a score of “1” in any category may cause the offering 
to be rejected.

b) Conservative forecast 3% - 4%
	 Rent/Inflation	increases	7.0%	-	7.5%
 Ld. cap rates on acquisition and sale (4 pts)
c) Conservative projections 4% - 5%
	 Rent/Inflation	increases	6.5%	-	7.0%
 Ld. cap rates on acquisition and sale (3 pts)
d) Aggressive projections 5% - 6%
	 Rent/Inflation	increases	6.0%	-	6.5%
 Ld. cap rates on acquisition and sale (2 pts)
e) Aggressive projections 6% or more
	 Rent/Inflation	increases	5.5%	-	6.0%
 Ld. cap rates on acquisition and sale (1 pts)

13.  Percentage of Supply to Demand:

a)  90%  (5 pts)
b)  95% (4 pts)
c) 100% (3 pts)
d) 110% (2 pts)
c) 120% (1 pts)

14.  LLC Consideration per sq. ft. 
    vs Competition: (Loaded vs Unloaded) 

a) 105% (5 pts)
b) 110%  (4 pts)
c) 115%  (3 pts)
d) 120%  (2 pts)
e) 125% (1 pts)

15.  Risk Factors (% of normal risk)

a) 80% (5 pts)
b) 90% (4 pts)
c) 100%  (3 pts)
d) 110%  (2 pts)
e) 120% (1 pts)

PROPERTY ACQUISITION

b)  majority vote on 3 key items; more
 on 4th item (4 pts)
c) majority vote on 2 key items; more
 on items 3-4 (3 pts)
d) majority vote on 1 key item; more
 on items 2-4 (2 pts)
c) more than majority vote needed on
 all key items (1 pts)

9.  Leverage: 
 (consistent with the quality of the property,
 tenants and the objectives of the LLC
	 defined	as	loan	divided	by	3rd	party	purchase
 price.)

a) All cash to 39% (5 pts)
b) 40% to 50% (4 pts)
c) 51% to 60% (3 pts)
d) 61% to 70% (2 pts)
e) 71% and above (1 pts)

10.  Financing: 

a) Current pay loan due in 15 or more (5 pts)
 years
b)  Current pay loan due in 11-15 years (4 pts)
c) Deferred pay loan due in 6-10 years (3 pts)
d) Deferred pay loan due in 5-8 years (2 pts)
c) Deferred pay loan due in less
 than 5 years (1 pts)
NOTE: Deferred pay = accrued interest
       or zero coupon loan

11. Valuation Ratio: 
   (MAI appraisal divided by the LLC
   consideration: p/c = debt + capital raised )

a) MAI is greater than 100% of p/c (5 pts)
b) MAI is 96% to 100% of p/c (4 pts)
c) MAI is 90% to 95% of p/c (3 pts)
d) MAI is 85% to 89% of p/c (2 pts)
e) MAI is less than 85% of p/c (1 pts)

PROPERTY PERFOMANCE/COMPETITION
12.  Assumptions:
       (Forecasts/Projections)

a)  “Big	5	Forecast:	Rent/Inflation
 increases at or under 3%; 7.5% - 8.0%
 loaded cap rates on acquisition sale (5 pts)

TOTAL POINTS

ScoreCards
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NOTE: A minimum of 52 points is required for consideration. 
Most of our approved programs fall between 55 and 60 points.  
However, a score of “1” in any category may cause the offering 
to be rejected.

b) Conservative forecast 3% - 4%
	 Rent/Inflation	increases	7.0%	-	7.5%
 Ld. cap rates on acquisition and sale (4 pts)
c) Conservative projections 4% - 5%
	 Rent/Inflation	increases	6.5%	-	7.0%
 Ld. cap rates on acquisition and sale (3 pts)
d) Aggressive projections 5% - 6%
	 Rent/Inflation	increases	6.0%	-	6.5%
 Ld. cap rates on acquisition and sale (2 pts)
e) Aggressive projections 6% or more
	 Rent/Inflation	increases	5.5%	-	6.0%
 Ld. cap rates on acquisition and sale (1 pts)

13.  Percentage of Supply to Demand:

a)  90%  (5 pts)
b)  95% (4 pts)
c) 100% (3 pts)
d) 110% (2 pts)
c) 120% (1 pts)

14.  LLC Consideration per sq. ft. 
    vs Competition: (Loaded vs Unloaded) 

a) 105% (5 pts)
b) 110%  (4 pts)
c) 115%  (3 pts)
d) 120%  (2 pts)
e) 125% (1 pts)

15.  Risk Factors (% of normal risk)

a) 80% (5 pts)
b) 90% (4 pts)
c) 100%  (3 pts)
d) 110%  (2 pts)
e) 120% (1 pts)

PROPERTY ACQUISITION

b)  majority vote on 3 key items; more
 on 4th item (4 pts)
c) majority vote on 2 key items; more
 on items 3-4 (3 pts)
d) majority vote on 1 key item; more
 on items 2-4 (2 pts)
c) more than majority vote needed on
 all key items (1 pts)

9.  Leverage: 
 (consistent with the quality of the property,
 tenants and the objectives of the LLC
	 defined	as	loan	divided	by	3rd	party	purchase
 price.)

a) All cash to 39% (5 pts)
b) 40% to 50% (4 pts)
c) 51% to 60% (3 pts)
d) 61% to 70% (2 pts)
e) 71% and above (1 pts)

10.  Financing: 

a) Current pay loan due in 15 or more (5 pts)
 years
b)  Current pay loan due in 11-15 years (4 pts)
c) Deferred pay loan due in 6-10 years (3 pts)
d) Deferred pay loan due in 5-8 years (2 pts)
c) Deferred pay loan due in less
 than 5 years (1 pts)
NOTE: Deferred pay = accrued interest
       or zero coupon loan

11. Valuation Ratio: 
   (MAI appraisal divided by the LLC
   consideration: p/c = debt + capital raised )

a) MAI is greater than 100% of p/c (5 pts)
b) MAI is 96% to 100% of p/c (4 pts)
c) MAI is 90% to 95% of p/c (3 pts)
d) MAI is 85% to 89% of p/c (2 pts)
e) MAI is less than 85% of p/c (1 pts)

PROPERTY PERFOMANCE/COMPETITION
12.  Assumptions:
       (Forecasts/Projections)

a)  “Big	5	Forecast:	Rent/Inflation
 increases at or under 3%; 7.5% - 8.0%
 loaded cap rates on acquisition sale (5 pts)

TOTAL POINTS
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F  E N  D
Mason A. Dinehart
5529 Bedford Avenue
Los Angeles, CA  90056
Description

Name of Offering:

Name of Sponsor:

Non-Traded REIT ScoreCard

THE FOLLOWING INFORMATION IS ONLY INTENDED FOR REVIEW BY
BROKER DEALERS AND NOT AUTHORIZED FOR DISTRIBUTION TO THE PUBLIC

REIT SPONSOR - MANAGER

6.  Guarantees:

a)  Mgr. will advance fund to the 
 CO. without creating debt
 to the CO. (5 pts)
b)  Mgr. will loan funds which are fully
 subordinated (4 pts)
c) Mgr. provides a 3 yr or more
 operational guarantee (3 pts)
d) Mgr. will loan funds, but they are not
 subordinated (2 pts)
c) Mgr. makes no representation about
 funding (1 pts)

7.   Self-Dealing: 
  (buying properties owned by the Mgr. w/mark-up: taking
  loans points; liability insurance or leasing commissions:
  unsubordinated real estate commissions)

a) “arms length” transactions or none
 of the above (5 pts)
b) Mgr.  pays himself using 1 of the 
 above items (4 pts)
c) Mgr.  pays himself using 2 of the 
 above items (3 pts)
d) Mgr.  pays himself using 3 of the 
 above items (2 pts)
e) Mgr. compensates himself using
 all 4 of the above (1 pts)

8.  Stockholder Rights: 
 (replace Mgr.  amend operating agreement; approve sale or  
	 	refinance;	permit	the	Mgr. to resign*)

a) Majority vote only required on (5 pts)
 all key items

5.  Load Factors:

a)  Less than 12% (5 pts)
b) 12% to 12.9% (4 pts)
c) 13% to 13.9% (3 pts)
d) 14% to 14.9% (2 pts)
e) More than 15% (1 pts) 

OFFERING STRUCTURE

1.  Sponsor/Mgr Experience
     (# yrs in this business)

a)  20 years or more (5 pts)
b) 15 - 19 years (4 pts)
c) 10 - 14 years (3 pts)
d) 6 - 9 years (2 pts)
e) 2 - 5 years (1 pts) 

2.  Net Worth Consideration (GAAP):
     (Assumes 20% or more = liquid)

a)  Greater than $15 million (5 pts)
b) $10 to $15 million (4 pts)
c) $5 to $10 million (3 pts)
d) $2.5 to $5 million (2 pts)
e) $1 to $2.5 million (1 pts) 

3.  Resale Activity:
					(%	of	properties	sold	or	refinanced)

a)  More than 30% (5 pts)
b) 20% to 29% (4 pts)
c) 10% to 19% (3 pts)
d) Less than 10% (2 pts)
e) None (1 pts) 

4.  Compensation:
  			(mgmt	fees/cash	flow/RE	comm/
					sale	profits)

a)  Fees subordinated in all 4 areas (5 pts)
b) Fees subordinated in 3 areas only (4 pts)
c) Fees subordinated in 2 areas only (3 pts)
d) Fees subordinated in 1 area only (2 pts)
e) Fees not subordinated (1 pts)

F  E N  D
Mason A. Dinehart
5529 Bedford Avenue
Los Angeles, CA  90056
Description

Name of Offering:

Name of Sponsor:

Non-Traded REIT ScoreCard

THE FOLLOWING INFORMATION IS ONLY INTENDED FOR REVIEW BY
BROKER DEALERS AND NOT AUTHORIZED FOR DISTRIBUTION TO THE PUBLIC

REIT SPONSOR - MANAGER

6.  Guarantees:

a)  Mgr. will advance fund to the 
 CO. without creating debt
 to the CO. (5 pts)
b)  Mgr. will loan funds which are fully
 subordinated (4 pts)
c) Mgr. provides a 3 yr or more
 operational guarantee (3 pts)
d) Mgr. will loan funds, but they are not
 subordinated (2 pts)
c) Mgr. makes no representation about
 funding (1 pts)

7.   Self-Dealing: 
  (buying properties owned by the Mgr. w/mark-up: taking
  loans points; liability insurance or leasing commissions:
  unsubordinated real estate commissions)

a) “arms length” transactions or none
 of the above (5 pts)
b) Mgr.  pays himself using 1 of the 
 above items (4 pts)
c) Mgr.  pays himself using 2 of the 
 above items (3 pts)
d) Mgr.  pays himself using 3 of the 
 above items (2 pts)
e) Mgr. compensates himself using
 all 4 of the above (1 pts)

8.  Stockholder Rights: 
 (replace Mgr.  amend operating agreement; approve sale or  
	 	refinance;	permit	the	Mgr. to resign*)

a) Majority vote only required on (5 pts)
 all key items

5.  Load Factors:

a)  Less than 12% (5 pts)
b) 12% to 12.9% (4 pts)
c) 13% to 13.9% (3 pts)
d) 14% to 14.9% (2 pts)
e) More than 15% (1 pts) 

OFFERING STRUCTURE

1.  Sponsor/Mgr Experience
     (# yrs in this business)

a)  20 years or more (5 pts)
b) 15 - 19 years (4 pts)
c) 10 - 14 years (3 pts)
d) 6 - 9 years (2 pts)
e) 2 - 5 years (1 pts) 

2.  Net Worth Consideration (GAAP):
     (Assumes 20% or more = liquid)

a)  Greater than $15 million (5 pts)
b) $10 to $15 million (4 pts)
c) $5 to $10 million (3 pts)
d) $2.5 to $5 million (2 pts)
e) $1 to $2.5 million (1 pts) 

3.  Resale Activity:
					(%	of	properties	sold	or	refinanced)

a)  More than 30% (5 pts)
b) 20% to 29% (4 pts)
c) 10% to 19% (3 pts)
d) Less than 10% (2 pts)
e) None (1 pts) 

4.  Compensation:
  			(mgmt	fees/cash	flow/RE	comm/
					sale	profits)

a)  Fees subordinated in all 4 areas (5 pts)
b) Fees subordinated in 3 areas only (4 pts)
c) Fees subordinated in 2 areas only (3 pts)
d) Fees subordinated in 1 area only (2 pts)
e) Fees not subordinated (1 pts)

F  E N  D
Mason A. Dinehart
5529 Bedford Avenue
Los Angeles, CA  90056
Description

Name of Offering:

Name of Sponsor:

Non-Traded REIT ScoreCard

THE FOLLOWING INFORMATION IS ONLY INTENDED FOR REVIEW BY
BROKER DEALERS AND NOT AUTHORIZED FOR DISTRIBUTION TO THE PUBLIC

REIT SPONSOR - MANAGER

6.  Guarantees:

a)  Mgr. will advance fund to the 
 CO. without creating debt
 to the CO. (5 pts)
b)  Mgr. will loan funds which are fully
 subordinated (4 pts)
c) Mgr. provides a 3 yr or more
 operational guarantee (3 pts)
d) Mgr. will loan funds, but they are not
 subordinated (2 pts)
c) Mgr. makes no representation about
 funding (1 pts)

7.   Self-Dealing: 
  (buying properties owned by the Mgr. w/mark-up: taking
  loans points; liability insurance or leasing commissions:
  unsubordinated real estate commissions)

a) “arms length” transactions or none
 of the above (5 pts)
b) Mgr.  pays himself using 1 of the 
 above items (4 pts)
c) Mgr.  pays himself using 2 of the 
 above items (3 pts)
d) Mgr.  pays himself using 3 of the 
 above items (2 pts)
e) Mgr. compensates himself using
 all 4 of the above (1 pts)

8.  Stockholder Rights: 
 (replace Mgr.  amend operating agreement; approve sale or  
	 	refinance;	permit	the	Mgr. to resign*)

a) Majority vote only required on (5 pts)
 all key items

5.  Load Factors:

a)  Less than 12% (5 pts)
b) 12% to 12.9% (4 pts)
c) 13% to 13.9% (3 pts)
d) 14% to 14.9% (2 pts)
e) More than 15% (1 pts) 

OFFERING STRUCTURE

1.  Sponsor/Mgr Experience
     (# yrs in this business)

a)  20 years or more (5 pts)
b) 15 - 19 years (4 pts)
c) 10 - 14 years (3 pts)
d) 6 - 9 years (2 pts)
e) 2 - 5 years (1 pts) 

2.  Net Worth Consideration (GAAP):
     (Assumes 20% or more = liquid)

a)  Greater than $15 million (5 pts)
b) $10 to $15 million (4 pts)
c) $5 to $10 million (3 pts)
d) $2.5 to $5 million (2 pts)
e) $1 to $2.5 million (1 pts) 

3.  Resale Activity:
					(%	of	properties	sold	or	refinanced)

a)  More than 30% (5 pts)
b) 20% to 29% (4 pts)
c) 10% to 19% (3 pts)
d) Less than 10% (2 pts)
e) None (1 pts) 

4.  Compensation:
  			(mgmt	fees/cash	flow/RE	comm/
					sale	profits)

a)  Fees subordinated in all 4 areas (5 pts)
b) Fees subordinated in 3 areas only (4 pts)
c) Fees subordinated in 2 areas only (3 pts)
d) Fees subordinated in 1 area only (2 pts)
e) Fees not subordinated (1 pts)



NOTE: A minimum of 52 points is required for consideration. 
Most of our approved programs fall between 55 and 60 points.  
However, a score of “1” in any category may cause the offering 
to be rejected.

b) Conservative forecast 3% - 4%
	 Rent/Inflation	increases	7.0%	-	7.5%
 Ld. cap rates on acquisition and sale (4 pts)
c) Conservative projections 4% - 5%
	 Rent/Inflation	increases	6.5%	-	7.0%
 Ld. cap rates on acquisition and sale (3 pts)
d) Aggressive projections 5% - 6%
	 Rent/Inflation	increases	6.0%	-	6.5%
 Ld. cap rates on acquisition and sale (2 pts)
e) Aggressive projections 6% or more
	 Rent/Inflation	increases	5.5%	-	6.0%
 Ld. cap rates on acquisition and sale (1 pts)

13.  Percentage of Supply to Demand:

a)  90%  (5 pts)
b)  95% (4 pts)
c) 100% (3 pts)
d) 110% (2 pts)
c) 120% (1 pts)

14.  REIT Consideration per sq. ft. 
    vs Competition: (Loaded vs Unloaded) 

a) 105% (5 pts)
b) 110%  (4 pts)
c) 115%  (3 pts)
d) 120%  (2 pts)
e) 125% (1 pts)

15.  Risk Factors (% of normal risk)

a) 80% (5 pts)
b) 90% (4 pts)
c) 100%  (3 pts)
d) 110%  (2 pts)
e) 120% (1 pts)

PROPERTY ACQUISITION

b)  majority vote on 3 key items; more
 on 4th item (4 pts)
c) majority vote on 2 key items; more
 on items 3-4 (3 pts)
d) majority vote on 1 key item; more
 on items 2-4 (2 pts)
c) more than majority vote needed on
 all key items (1 pts)

9.  Leverage: 
 (consistent with the quality of the property,
 tenants and the objectives of the REIT
	 defined	as	non-recourse	loan(s)	divided	by	purchase
 price.)

a) All cash to 39% (5 pts)
b) 40% to 50% (4 pts)
c) 51% to 60% (3 pts)
d) 61% to 70% (2 pts)
e) 71% and above (1 pts)

10.  Financing*: 

a) Current pay loan due in 15 or more (5 pts)
 years
b)  Current pay loan due in 11-15 years (4 pts)
c) Deferred pay loan due in 6-10 years (3 pts)
d) Deferred pay loan due in 5-8 years (2 pts)
c) Deferred pay loan due in less
 than 5 years (1 pts)
NOTE: Deferred pay = accrued interest
       or zero coupon loan
*Notice to Stockholders of Mgrs. interest to incur
secured or unsecured debt

11. Valuation Ratio: 
   (MAI appraisal divided by the REIT
   consideration: p/c = debt + capital raised )

a) MAI is greater than 100% of p/c (5 pts)
b) MAI is 96% to 100% of p/c (4 pts)
c) MAI is 90% to 95% of p/c (3 pts)
d) MAI is 85% to 89% of p/c (2 pts)
e) MAI is less than 85% of p/c (1 pts)

PROPERTY PERFOMANCE/COMPETITION
12.  Assumptions:
       (Forecasts/Projections)

a)  “Big	5	Forecast:	Rent/Inflation
 increases at or under 3%; 7.5% - 8.0%
 loaded cap rates on acquisition sale (5 pts)

TOTAL POINTS
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NOTE: A minimum of 52 points is required for consideration. 
Most of our approved programs fall between 55 and 60 points.  
However, a score of “1” in any category may cause the offering 
to be rejected.

b) Conservative forecast 3% - 4%
	 Rent/Inflation	increases	7.0%	-	7.5%
 Ld. cap rates on acquisition and sale (4 pts)
c) Conservative projections 4% - 5%
	 Rent/Inflation	increases	6.5%	-	7.0%
 Ld. cap rates on acquisition and sale (3 pts)
d) Aggressive projections 5% - 6%
	 Rent/Inflation	increases	6.0%	-	6.5%
 Ld. cap rates on acquisition and sale (2 pts)
e) Aggressive projections 6% or more
	 Rent/Inflation	increases	5.5%	-	6.0%
 Ld. cap rates on acquisition and sale (1 pts)

13.  Percentage of Supply to Demand:

a)  90%  (5 pts)
b)  95% (4 pts)
c) 100% (3 pts)
d) 110% (2 pts)
c) 120% (1 pts)

14.  REIT Consideration per sq. ft. 
    vs Competition: (Loaded vs Unloaded) 

a) 105% (5 pts)
b) 110%  (4 pts)
c) 115%  (3 pts)
d) 120%  (2 pts)
e) 125% (1 pts)

15.  Risk Factors (% of normal risk)

a) 80% (5 pts)
b) 90% (4 pts)
c) 100%  (3 pts)
d) 110%  (2 pts)
e) 120% (1 pts)

PROPERTY ACQUISITION

b)  majority vote on 3 key items; more
 on 4th item (4 pts)
c) majority vote on 2 key items; more
 on items 3-4 (3 pts)
d) majority vote on 1 key item; more
 on items 2-4 (2 pts)
c) more than majority vote needed on
 all key items (1 pts)

9.  Leverage: 
 (consistent with the quality of the property,
 tenants and the objectives of the REIT
	 defined	as	non-recourse	loan(s)	divided	by	purchase
 price.)

a) All cash to 39% (5 pts)
b) 40% to 50% (4 pts)
c) 51% to 60% (3 pts)
d) 61% to 70% (2 pts)
e) 71% and above (1 pts)

10.  Financing*: 

a) Current pay loan due in 15 or more (5 pts)
 years
b)  Current pay loan due in 11-15 years (4 pts)
c) Deferred pay loan due in 6-10 years (3 pts)
d) Deferred pay loan due in 5-8 years (2 pts)
c) Deferred pay loan due in less
 than 5 years (1 pts)
NOTE: Deferred pay = accrued interest
       or zero coupon loan
*Notice to Stockholders of Mgrs. interest to incur
secured or unsecured debt

11. Valuation Ratio: 
   (MAI appraisal divided by the REIT
   consideration: p/c = debt + capital raised )

a) MAI is greater than 100% of p/c (5 pts)
b) MAI is 96% to 100% of p/c (4 pts)
c) MAI is 90% to 95% of p/c (3 pts)
d) MAI is 85% to 89% of p/c (2 pts)
e) MAI is less than 85% of p/c (1 pts)

PROPERTY PERFOMANCE/COMPETITION
12.  Assumptions:
       (Forecasts/Projections)

a)  “Big	5	Forecast:	Rent/Inflation
 increases at or under 3%; 7.5% - 8.0%
 loaded cap rates on acquisition sale (5 pts)

TOTAL POINTS
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EXHIBIT B

FEES AND USE OF PROCEEDS

Syndication Fees
Percentage

Offering Size         $5,300,000     100%

B/D Sales Commission            $318,000    6.00%
B/D Due Diligence Allowance              $26,500    0.50%
Organization (legal, syndication)          $106,000    2.00%
Wholesale Fees & Exp               $79,500    1.50%
Total Syndication “Load”             $530,000   10.00%

Other Fees
Closing Costs           $150,000   2.83%
Sponsor Acq Fee(Pd. by Seller)       $300,000     5.66%
Lender Underwriting            $70,000    1.32%
Lender-Req. Reserves (Rent)          $50,000    0.94%
Total Other Costs           $570,000    10.75%

Available for Purchase      $4,200,000    79.25%

EXHIBIT B

FEES AND USE OF PROCEEDS

Syndication Fees
Percentage

Offering Size         $5,300,000     100%

B/D Sales Commission            $318,000    6.00%
B/D Due Diligence Allowance              $26,500    0.50%
Organization (legal, syndication)          $106,000    2.00%
Wholesale Fees & Exp               $79,500    1.50%
Total Syndication “Load”             $530,000   10.00%

Other Fees
Closing Costs           $150,000   2.83%
Sponsor Acq Fee(Pd. by Seller)       $300,000     5.66%
Lender Underwriting            $70,000    1.32%
Lender-Req. Reserves (Rent)          $50,000    0.94%
Total Other Costs           $570,000    10.75%

Available for Purchase      $4,200,000    79.25%
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PROMISSORY NOTE - PRIVATE PLACEMENT SCORECARD 

 
 
Name of Offering – MEDICAL PROVIDER FINANCIAL CORP. IV, a 

NV Corp.; Private Placement Memorandum – Dtd. May 2, 2007   
Size – $150,000,000 – Series II Redeemable Secured Notes – 150,000 

notes will be issued in denominations of $1,000 with a minimum investment 
of $50,000 per investor and increments of $1,000, thereafter.  Accredited 
Investors, only, through Section 4(2) of the Securities Act and Rule 506 of 
Regulation D. 

Sponsor – Medical Capital Holdings, Inc.  Anaheim, CA.  The 
Administrator/Loan Underwriter is Medical Capital Corporation, an affiliate; 
Loan Servicer – Medical Tracking Services, Inc. (“MediTrak”), an affiliate; 
Trustee – Bank of New York   The proceeds from the sale of our notes will 
be used to (a) purchase healthcare receivables; (b) make loans secured by 
assets (c) purchase businesses and interests in businesses; (d) provide funds 
for general operating purposes, including paying the fees of the trustee and 
fees associated with maintaining the lockbox accounts; and (e) pay principal 
and interest on the notes.   

Description – The Company is in the business of purchasing non-
recourse medical receivables at a discount and collecting 100% of the 
proceeds for a pre-determined rate of profit.  Receivables are typically 
purchased in batches valued at between $25,000 and $1,250,000.  Each batch 
is treated separately with regards to the 25% reserved account limit.  All 
principal and interest payments on purchased receivables are deposited into a 
lock box unique to the seller or borrower.  The Lock Box is in the name of 
the Special Purpose Vehicle (e.g. MPFC IV).  Purchases come from payors 
such as U.S. government entities, insurance companies and large self-insured 
corporations along with receivables from physicians and physician groups, 
smaller hospitals, medical equipment distributors and other health industry 
providers.  This predetermined rate of profit is based upon the assumption 
that 100% of the purchased receivable is in fact, collectable.  The notes will 
have a term of three and seven years and will be sold in classes and will have 
the following terms: 
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Medical Provider Financial Corp. IV Notes and Terms 

 
Class Term Rate-Spread 

over Prime* 
Minimum 
Annual 
Interest 
Rate** 

Frequency of 
Interest 
Payments 

C1 3 yrs. 1.50% 9.75% Monthly 
C2 3 yrs. 1.50% 9.75% Quarterly 
C3 3 yrs. 1.50% 9.75% Annually 
C4 3 yrs. 1.50% 9.75% At Maturity Date 
     
D1 5 yrs. 1.75% 10.00% Monthly 
D2 5 yrs. 1.75% 10.00% Quarterly 
D3 5 yrs. 1.75% 10.00% Annually 
D4 5 yrs. 1.75% 10.00% At Maturity Date 
     
E1 7 yrs. 2.00% 10.25% Monthly 
E2 7 yrs. 2.00% 10.25% Quarterly 
E3 7 yrs. 2.00% 10.25% Annually 
E4 7 yrs. 2.00% 10.25% At Maturity Date 

*The annual adjustable interest rate will be adjusted on each January 1 and 
July 1 during the term of each note, to a rate that is equal to the prime rate, as 
reported in the Wall Street Journal on that date, plus the spread stated for the 
applicable class of notes, subject to the stated minimum annual interest rate.   
**The Class C4, D4 and E4 notes will not pay interest currently.  Interest on 
these notes will accrue, compounding annually, and will be payable together 
with principal at maturity date.   

Further, there is no minimum amount of Notes that must be sold before 
MPFC IV utilized the proceeds, and therefore no escrow agreement is 
contemplated.  

 The Company currently anticipates that 60% of the receivables will be 
up to 90 days old with 40% being over 90 days old and include other 
receivables or business investments (up to 20%).  The Company currently 
anticipates that a 5% Minority Interest is not controlled by the Company.  
Note:  Proceeds from the sale of the Notes may be used to (1) Pay 
principal and interest on Series II Notes and (2) Pay sales commissions 
on other Notes that are issued later in the offering.   

 1.  Sponsor Experience.  Medical Provider Financial Corporation IV, the 
Company, is a wholly-owned subsidiary of Medical Capital Holdings, Inc. 
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which has been in business since 1996.  MCH acts as a holding company for 
4 major operating subsidiaries, all of which are engaged in healthcare related 
businesses.  The Administrator, Medical Capital Corporation, runs the day to 
day operations of the Company in terms of administration, underwriting and 
originating healthcare receivables purchase and performing marketing, sales 
and client support functions.  Medical Capital has been in business since 
1994 and has administered over $2.5 billion in accounts receivables on 
behalf of affiliated companies to date.  The Servicer, MediTrak has been 
facilitating the manual and electronic tracking of healthcare receivables since 
1997.  

SCORE:  3 
 
 

2.   Net Worth Consideration – No financial statements are contained in 
the PPM, whatsoever.  The company indicates that the unaudited 
consolidated financial statements for Medical Capital Holdings, Inc. and 
Subsidiaries for the years ending December 31, 2004 and 2005, respectively, 
and reviewed by Mayer Hoffman McCann P.C., a lesser known local CPA 
firm, reflect a net worth of $11.6 million for 2004 and $15.6 million for 
2005.  However, the debt to equity (net worth) ratio increased from 27.0 to 1 
in 2004 to 36.3 to 1 in 2005 ($313 million of debt in 2004 to $567 million of 
debt in 2005).  This increase in negative debt to worth ratio added to 
unaudited financial statements indicates a company that is significantly 
overleveraged and apparently unwilling to provide the usual and customary 
required transparency (audited financials) for a company that was raising 
$250,000,000 in 2007.   2006 financials were not yet available!             

SCORE:  1 
 
 

3.  Resale Activity (Track Record) – With respect to prior performance, 
none of the prior programs of MCH has gone full cycle.  However MCH has 
raised $1,800,000,000 in institutional and private securities offerings, and 
based upon public records and representations of MCC management, neither 
MCH, the Company, nor any affiliate has ever defaulted on a contractual 
repayment of principal or interest payment.                                          

SCORE:  3 
             
                                 

4.  Compensation – Medical Capital will receive an unsubordinated 
Administrative Fee equal to the amount in the Trust Account that exceeds the 
amount needed for the collateral coverage ratio to equal 100%, after all 
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required payments of the trustee, servicer and lockbox fee and all principal 
and interest then due on the Notes.  As a servicing fee, MediTrak, an affiliate 
receives $3.00 per receivables claim item, a monthly minimum fee of 
$200.00 per provider, $2,000 per seller as a one-time set-up fee and $2,000 
per seller as a one-time data interface fee, all unsubordinated.  In addition, 
the Company receives a Discount Fee of approximately 7.0% to 8.0% of the 
Expected Net Receivables (ENR), on average on each receivables purchase.  
This fee may be adjusted for future purchases.  This fee is paid to the 
Company, unsubordinated, and includes referral affiliate fees of undisclosed 
amounts. 

SCORE:  1 
     
 
5.  Load Factors – Sales Comm. – 6.00%; Org. and Offering costs – 0.13%; 
Acquisition (discount) fee – 7.0% - 8.0% of ENR on each receivables 
purchase; for a total of 13.63%. 

SCORE:  5 
 
 

6.  Guarantees – The Note Agreement does not require a sinking fund for 
payment of the Notes or require the maintenance of any particular financial 
ratios to better ensure future repayment of the Notes.  The sponsor may loan 
funds but they are not subordinated. 

SCORE:  2 
 
 

7.  Self-Dealing (Conflicts of Interest) – The Company has conflicts of 
interest that may result in its taking actions that are not in the investor’s best 
interest.  A common management group directs the activities of the 
companies in the affiliated group that provide services to it.  These 
companies have also engaged in financing transactions similar to the sale of 
the notes.  One of its affiliates, Medical Capital Corp. the administrator, 
determines which affiliate will fund the purchase or financing of accounts 
receivable and other assets from a given seller or borrower based on various 
factors including transaction size relative to size of the purchasing or 
financing affiliate and amounts currently committed by each affiliate versus 
each affiliate’s funds available for the purchase or financing of accounts 
receivable and other assets.  Another criterion is maintaining diversification 
within each affiliate’s portfolio.  From time to time, these criteria may cause 
Medical Capital Corp. to direct the sale of accounts receivable and other 
assets from one affiliate to another.  Sales of accounts receivable and other 
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assets among affiliates are generally priced at the sum of the total amount 
advanced to the seller of the transferred accounts receivable plus the 
unearned portion of the discount fee, less any collections already received on 
the accounts receivable, or in the case of a transfer of a debt obligation owed 
by a borrower, the principal amount outstanding under the related financing 
agreement.  These conflicts which arise may not be resolved in the best 
interests of investors. 

Medical Capital Corp. is the administrator for the accounts receivable.  
The amount that the fact value of an account receivable is discounted when 
the account receivable is discounted when the account receivable is 
purchased will be determined by the administrator based on the underwriting 
criteria it has established.  The Company could be adversely affected if the 
administrator requires the seller’s accounts receivable to be discounted at 
higher rates than those the seller is accustomed to receiving.  This could 
result in sellers being unwilling to sell, or discouraged from selling all, their 
accounts receivable to the Company.  Finally, the Company expects to 
purchase some healthcare accounts receivable from its parent Medical 
Capital Holdings.  The purchase price for these transactions is determined by 
Medical Capital Corporation.  There are no specific criteria established to 
guard against the price being greater or less than the fair market value of the 
receivables at the time of the transaction.   

SCORE:  2 
 
 

8.  Investor Rights – As a noteholder, investors have very limited rights 
to vote on actions involving the company.  There seemingly are no typical 
investors rights to sell all or substantially all of the loan assets, terminate the 
program or fire the Administrator, Medical Capital Corporation.  If an event 
of default occurs, either the trustee or the noteholders of more than 50% in 
principal amount of the outstanding notes as to which the event of default 
occurred may declare the principal of those notes to be immediately due and 
payable.  Under some circumstances, the noteholders of more than 50% in 
aggregate principal amount due on the outstanding notes may rescind any 
acceleration with respect to the notes and its consequences or waive an event 
of default, except for a failure to pay principal and interest when due.  
Modification and amendment of the note agreement or the notes may be 
made by MCC and the trustee with the consent of the noteholders of more 
than 50% of the principal amount due on the outstanding notes, or the notes 
of a particular series if only that series would be affected.  However, 
unanimous consent is required to (1) extend the maturity date of any note; 
(2) reduce the principal amount due on, or redemption price of, any note or 
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alter the manner or rate of accrual of interest on any note;  (3) reduce the 
aggregate principal amount on the notes required for consent to a 
supplemental note agreement or a change in the note agreement; or (4) result 
in the creation of any lien on the collateral securing the notes other than a 
lien ratably securing all of the obligations under the note agreement with 
respect to the notes at any time outstanding except as otherwise provided in 
the note agreement.                                                                       

SCORE:  2 
  
   

9.   Leverage – High sponsor leverage – Debt to worth ratio increased 
from 27 to 1 in 2004 to 36 to 1 in 2005.   The program itself of course is over 
90% leveraged. 

SCORE:  2 
           
 

10.  Financing – The Company takes a first priority security interest in 
each receivable and files a UCC-1 financing statement covering the purchase.  
There is no cross-collateralization between the previously issued Series 1 
Notes and the Series II Notes being offered.   Loans are adjustable with a 
spread of 1.5% - 2.0% over prime and between 3 and 7 years in duration.                                 

SCORE:  2 
 
 

11.  Assumptions – This program is much higher risk than MPFC III, 
with loans that are much longer and with double the receivables (40%) that 
are over 90 days old and double the amount that can be invested in loans for 
Business Investments.   

Medical Capital normally requires that: 
(1) The provider to be properly licensed and to have no unresolved 
legal or medical issues; 
(2)  The provider to have been in business in the community for a 
minimum of 18 months;  
(3) The seller to demonstrate credit-worthiness as determined by 
assessment of credit reports, past receivables, financing history, bank 
references, financial statements, accounting firm comments and 
UCC-1 searches;  
(4) The seller to pledge all of its receivables, existing and future, as 
additional collateral, and to establish up to a 25% reserve account; 
and 



214 THE SCORECARD [Vol. 21 No. 2 

(5) One or more principals of the seller to guarantee performance by 
the seller of its covenants under the receivables purchase agreement.   

Since the program operates totally without a sinking fund, and with no ability 
to redeem or transfer Notes, one would hope that the loan criteria would be 
iron clad.  However, with words like “normally” and “up to” (25% reserves) 
this is clearly not the case.  The expected holding period of the loans is short-
term (generally 9 – 12 months per management discussions).  Further, 
exposure to a single payor is limited to 15% and exposure to Medicare and 
Medicaid is limited to 50% of receivables.  Approximately 80%, but no more 
than 90% of the Expected Net Receivable amount is paid to the seller 
immediately.  The remainder of the purchase price, net of the discount fee, is 
deferred and allocated to the reserve account.  Funds in excess of 25% of 
uncollected receivables are released to the seller  

 The Company has not obtained nor does it intend to obtain an opinion of 
counsel with respect to the tax consequences of purchasing, owning, or 
disposing of the Notes.  If the Notes were to be treated as equity investments 
rather than indebtedness for federal income tax purposes, income might be 
significantly different in amount and character than interest income on the 
Notes.  Once again, the Company fails to spend necessary money on a 
qualified tax opinion.  Finally, none of the directors of MPFC IV noted on 
page 32 - 33 of the PPM are independent, which could cause significant 
problems given the myriad of related and conflicted transactions and 
contractual relationships by and among the Company, MCC, MCH and 
MediTrack and is very troubling. 

SCORE:  1 
 
 

12.  Percentage of Supply to Demand – The Company encounters 
significant competition in its healthcare finance business from numerous 
commercial banks, diversified finance companies, secured lenders and 
specialty healthcare finance companies.  Many of these competitors have 
greater financial and other resources than MPFC III and may have 
significantly lower cost of funds because they have greater access to insured 
deposits of the capital markets.  Moreover, some of these competitors have 
significant cash reserves and can better fund shortfalls in collections that 
might have a more pronounced impact on companies such as MPFC III.  
They also have greater market share. 

In addition, accounts receivable sellers often seek alternative sources of 
financing from a number of sources, including venture capital firms, small 
business investment companies, suppliers and individuals.  As a result, the 
Company competes with a significant number of local and regional sources 



2014] PIABA BAR JOURNAL 215 

of financing and several large national competitors.  Some of these 
companies may also have greater experience and more efficient collection 
methods than MPFC III might develop.  If the Company unable to 
successfully compete with these companies, its business could be adversely 
affected.                                                      

SCORE:  2 
                                                

13.  Note Program Consid. v. Competition – 113.6% 
SCORE:  2 

                
                                      

14.  Risk Factors (% of Normal Risk) – 1) Liquidity risk; 2) High risk of 
loss and chance to lose the entire investment;  3)  Limited operating history 
in the healthcare field;  4)  Concentration risk in the healthcare field;  5)  
Limited experience outside the healthcare field;  6)  Limited experience in 
making loans;  7)  Collectability problems;  8)  If default remedies are 
inadequate, the Company may not have sufficient funds available to pay the 
notes when they come due;  9)  Conflict of interest risks; 10) Tax risk; 11) 
Government regulation risk;  12)  Liability under HIPAA laws; 13) Lack of a 
sinking fund; 14) Lack of any independent directors; 15)  Investments may 
lose value; 16) The Company may be required to rescind sales of some notes; 
17) Lack of audited financial statements; 18) High debt to worth ratios for 
the Company; 19) Unsubordinated fees to management; 20) No minimum 
offering requirement; 21) No prior loan programs have gone full cycle. 

SCORE:  2 
 
*Minimum Acceptable - 49 of 70 = 70%         Total Score – 30 of 70 = 43% 
 

14 areas are analyzed and rated 5 points for best to 1 point for worst.  A 
70% passing grade is required to have the program enter the due diligence 
process.   A score of “1” in any one category may cause the offering to be 
rejected.  Question 11 (Appraisal to loaded cost) is eliminated since there is 
no evaluation.         
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A score of 30 is 19 points below the minimum needed to be qualified to 
enter the due diligence process.  Finally, since this program fails to meet 
reasonable basis suitability, it should not be recommended to any investor.      

 
                   

                  
 
 

Mason A. Dinehart III, RFC 
Securities Expert Witness 
FINRA Arbitrator # A30388                         
Register Principal Due Diligence 
Silber Bennett Financial, Inc.   
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CALLING THE BROKER FIRST  
TIPS FROM AN ARBITRATOR 

 
John Ohashi1 

 
 

It was late afternoon of the first day of the hearing.  Claimant’s counsel 
was wrapping up the examination of his first and only witness that day, the 
broker.  The broker fought him throughout the day, but Counsel was 
confident that he had effectively controlled the witness and locked him into 
favorable testimony that presented a plausible, if not persuasive scenario that 
the broker harmed the Claimant.  Counsel felt that he had a good day.  
Counsel began switching focus and transitioning to his next witness, the 
expert, to build on the broker’s testimony. 

At the head of the table, a couple of the arbitrators were also anticipating 
the end of the broker’s examination, but for different reasons.  The end of the 
broker’s examination was bringing to an end, in their view, a painful, at 
times mind-numbing waste of time.  They had struggled to follow what to 
them was Counsel’s disjointed questioning, using predominantly leading 
questions that skipped around topics without regard to chronological order.  
They heard plenty of testimony of events and dates, but the arbitrators had a 
hard time putting it together.  They had a headache and the end of the 
broker’s examination would be an aspirin.2   

Calling the broker as the first witness is a common strategy used by 
Claimant’s counsel.3  The apparent thinking is that the Claimant has an 
advantage as the broker testifies without knowing what the Claimant is going 
to say and may lock himself into potentially harmful testimony.  If Claimant 
can damage the broker’s credibility at the outset, or lock the broker into 
unfavorable testimony, then the Claimant’s case gains momentum.   
                                                 
1. John Ohashi is a FINRA Arbitrator and Mediator.  He was a public member on the 
FINRA National Arbitration and Mediation Committee (NAMC), where he was 
Chair of the Neutral Roster Subcommittee. He has also served on FINRA’s Neutral 
Roster and Arbitrator Training Materials Task Forces and has conducted the in 
person component of FINRA arbitrator training. 

2. This scenario actually happened and I have served on several other cases with 
similar overtones.  

3. Claimant’s and Respondent’s counsel have said calling the broker first is part of a 
strategy to: (1) show the broker harmed the Claimant; (2) followed by the expert 
witness who testifies how badly the broker harmed the Claimant; and (3) followed by 
the Claimant who testifies how he/she relied on the broker. 
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Counsel expects the broker’s examination to be difficult.  Counsel’s 
approach to the broker’s examination will include using leading questions to 
control the witness and other techniques to keep the broker off balance.  
Those techniques can be effective in controlling a hostile witness, but they 
can also create the conditions for a disjointed and confusing examination in 
the eyes of the arbitrators.   

If the arbitrators are not following, or are confused by the broker’s 
examination, then they may become impatient, bored, and even angry.4  If 
that happens, then they are tuning you out and you have lost a valuable 
opportunity to get Claimant’s story across. In fact, you have taken a step 
backwards.5 

This article presents tips to minimize your risk of presenting a disjointed 
examination of the broker.  Following these tips will prevent you from 
alienating and/or confusing the arbitrators, and thereby maximize the value 
of calling the broker first:  
 
 
1.  RESPECT YOUR ARBITRATORS. 
 

a. Approach every aspect of the hearing, including the broker’s 
examination, with empathy for the arbitrators.  Arbitrators want to do a good 
job, which to them means that they will use their best efforts to compare 
assertions of the parties, evaluate the evidence including determining 
credibility, and apply the appropriate legal and/or equitable principles to 
render an Award.  Arbitrators like, and the Claimant cannot win without, a 
good and compelling story showing that Claimant is a victim of wrongful 
conduct.  A good story is usually told in a logical sequence and with easy to 
follow packets of information that paint a clear and cohesive picture of 
Claimant’s case for the arbitrators.  Counsel’s ability to orchestrate and 
present that good story is critical to winning an Award.  Claimant may have a 
good story, but it is ineffective if the arbitrators cannot follow and understand 

                                                 
4. “Likeability” is important but is a topic for another article.   

5. Respondent’s counsel will immediately follow-up your potentially disjointed 
examination of the broker with a traditional direct examination of a friendly witness.  
The testimony will come out in a controlled manner in an easy to follow narrative 
that shows the broker in the best light with testimony that the arbitrators may use to 
fill in the blanks left open from your examination.    
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it.  Your goal is to help the arbitrators do their job.6 
b. Determine each arbitrator’s experience with FINRA arbitration, 

arbitration in general, and litigation.  A panel with rookie arbitrators might 
require some style adjustment compared with a more experienced panel.  A 
panel of lawyers is less likely to be confused or put off by lawyer tactics than 
a layman. 

c. Take into account that counsel and the arbitrators start the hearing 
with vastly different perspectives, information, and understanding about the 
case.  From counsel’s perspective, everything about Claimant’s case makes 
sense.  Counsel has been living the case and knows the case backwards and 
forwards and how each discrete segment of the case fits within Claimant’s 
story.  Counsel can tell Claimant’s story in a disjointed and non-
chronological fashion and still understand it.  For example, in a suitability 
case, counsel can first discuss the discreet issues relating to the purchase of 
the investment underlying the dispute and then easily switch gears and go 
backwards on a timeline and discuss how the Claimant and broker met and 
the circumstances leading up to the purchase of the investment.  On the other 
hand, the arbitrators start the hearing with very limited knowledge of the case 
gleaned from the Statement of Claim, the initial prehearing conference, and 
motions.  It may make sense to start your examination with foundational 
questions to establish facts before getting into impeachment materials. 
  
 
2. IMPORTANCE OF OPENING STATEMENT. 
 

a. Claimant has the advantage in an arbitration hearing of going first 
and making a critical first impression on the arbitrators.  Claimant has the 
arbitrators’ full attention and the arbitrators are eager to hear the case.7  
Present a detailed opening statement that serves as a framework for the 
arbitrators to follow the Claimant’s story.  Be chronological and include a 
timeline for the arbitrators to follow the case and provide structure to your 

                                                 
6. The arbitrators will not show it but they appreciate counsel who help them do their 
job. 

7. A study observed that judges were more likely to grant a favorable ruling at the 
very beginning of the work-day or after a food break.  See Shai Danzigera, Jonathan 
Levavb, & Liora Avnaim-Pessoa, Extraneous Factors in Judicial Decisions, PROC. 
OF  NAT’L ACAD. SCI. (2011), available at  http://lsolum.typepad.com/files/danziger-
levav-avnaim-pnas-2011.pdf (last visited Aug. 31, 2014). 
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presentation and the broker’s testimony.  A timeline is a must for a suitability 
case, as the events in the claim focus around timing issues such as the 
reasonableness of the broker’s recommendations at the time they were made.  

b. Be confident in telling the arbitrators what the broker will be forced 
to admit.  While you may feel that such an opening will telegraph your 
moves to the Respondent, and want to hold back, now is the time to capture 
the arbitrators’ attention and get them thinking favorably about the wrong 
done to Claimant.   

c. Weave in key/important elements of the broker’s testimony 
including key words that will help the arbitrators process the broker’s 
testimony.  Your opening should also highlight important elements of other 
witnesses’ testimony, along with what the documentary evidence shows.   
 
 
3. BE ORGANIZED AND PREPARED.   
 

a. Keep the broker’s examination moving crisply.  Delays and constant 
pauses disrupt the arbitrators’ train of thought and diminish the impact of 
your evidence.  Have the documents or other evidence that lock in what you 
know the broker must say at your fingertips so the arbitrators do not have to 
wait for you to spring them on the broker to prove his/her unreliability.   

b. Put your exhibits in binders and in the order that you intend to use 
them. Some counsel arrange document binders in bates stamp order, which 
may be the result of the order in which documents were received in discovery 
or copied by the copying service.  It may be easier to locate documents that 
are in strict numerical order, but it is distracting to arbitrators to constantly 
flip among exhibits that are scattered throughout multiple binders while 
trying to follow testimony at the same time.   
 
 
4. QUESTIONS. 
 

a. Be aware of the challenges of examining a hostile witness and plan 
accordingly.  Calling the broker first is akin to cross-examination.  Counsel 
should already know the answers to most of the questions he is posing by 
virtue of documents or other evidence produced in discovery.  Counsel’s goal 
is to control the witness by using concise leading questions that call for “yes” 
or “no” type answers.  In other words, Counsel is the one testifying through 
carefully crafted questions with which the broker must agree.8   

                                                 
8. Getting the broker to answer a series of leading questions with “yes,” “yes,” “I 
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Most people (especially non-lawyers) are not used to digesting 
information from a cross-examination format.9  In fact, the arbitration 
hearing may be the only time that the arbitrators encounter this form of 
information presentation during their professional careers.  Thus, counsel 
should be aware that some arbitrators may have difficulty and are expending 
valuable mental energy just to follow the testimony instead of fully 
understanding it.  Additionally, counsel may be asking questions that seem 
out of logical or chronological sequence to keep the broker off balance.  Such 
tactics may help control the witness, and in some instances advance the 
Claimant’s case, but it makes the broker’s testimony harder to follow for the 
arbitrators.10   

An experienced Chair or panelist can explain to the other arbitrators the 
nature of examining a “hostile witness” and why such tactics are necessary 
and expected.  Nonetheless, those arbitrators may simply not appreciate 
litigation tactics and cannot get over their thinking, “why won’t counsel just 
let the broker tell his story” and feel frustrated by the process.  Some 
arbitrators may even think that the confusion created by limiting the broker’s 
testimony though leading questions and not sticking to a time line is intended 
to hide the weakness of Claimant’s case and suppress the truth.11   

 

                                                                                                                   
agree” can create the impression that Claimant’s counsel and the broker are actually 
in agreement, which helps Claimant’s story.   

9. Calling the broker first and developing Claimant’s case through cross-examination 
is different than the customary cross-examination of a witness who has just 
completed a direct examination.  In a customary cross-examination, the questions, 
although leading, are tied to a topic raised during the witnesses’ direct examination 
and therefore have context.  The arbitrators have a framework to evaluate the 
questions and answers during a customary cross-examination, which they do not 
have if the broker is called first.   

10. Imagine counsel’s confusion if Claimant, in an initial meeting, told his or her 
story in a non-chronological, disjointed, and non-linear manner.  By necessity, 
counsel would guide the client through a structured interview, probably using a 
chronological or other sequential order to help you make sense of the Claimant’s 
story.  The arbitrators do not have that option.   

11. See Tip 1 - Determine each arbitrator’s experience both with FINRA arbitration, 
arbitration in general, and litigation.  A panel with rookie arbitrators might require 
some style adjustment compared with a more experienced panel.  A panel of lawyers 
is less likely to be confused or put off by lawyer tactics than a layman. 
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b. Do not be overly cautious in asking non-leading questions that give 
the broker an opportunity to tell parts of his story.12  There may be a 
temptation, and in some instances, warranted, not to ask open-ended 
questions (i.e., “why?”).  You want to control the broker’s testimony and 
limit the broker’s opportunities for lengthy self-serving answers, and you 
cannot depend on the panel to limit the broker’s response, especially if your 
question opened the door.   

The broker, however, will get to tell his story anyway when examined by 
Respondent’s counsel.13   You should be able to get information helpful to 
Claimant’s case and having the broker tell his story in a more open ended 
manner may alleviate the arbitrators’ concerns that your extensive use of 
leading questions was somehow intended to suppress the truth.   

Keep open ended questions focused on specific elements of the case.  For 
example, a suitability case focuses on a bracketed time frame in the 
relationship between the Claimant and the broker – at or about the time the 
Claimant made the investment.  In this regard, you can ask non-leading 
questions to explore facts and events surrounding and confined to that time 
frame.  These questions can include: 

What did the Claimant tell the broker about his financial and investing 
background;  

What was the broker’s understanding of the Claimant’s investment 
objectives; 

How did the broker come to understand Claimant’s investment 
objectives; 

Explain the investment and why was it beneficial/suitable for the 
Claimant; and  

Why did the broker suggest the investment to the Claimant? 
The broker’s answers will help you present the Claimant’s case, and they 

may even create the inference of wrongdoing by the broker.   
  
 
 
 
 

                                                 
12. There is no reason for a broker to be evasive.  Respondent is at the hearing 
because Respondent thinks he/it has the better story and can win. 

13. If you let the broker tell his story during Claimant’s case, then he may sound 
repetitive during Respondent’s case in chief.   
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CONCLUSION 
 

The purpose of this article is not to evaluate the strategic merits of 
calling the broker as Claimant’s first witness.  Rather, its purpose is to 
sensitize Claimant’s counsel to appreciate the advantages and downside risks 
of calling the broker first and to suggest ways to do so effectively. The 
upshot is that if Counsel’s strategy is to call the broker first, then Counsel 
needs to know what he is doing and do it well. 
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HELPING DEFRAUDED INVESTORS RECOUP LOSSES WITH 
THE TAX CODE: ADVICE FOR LITIGATORS 

 
Claire H. Taylor1 

 
 

INTRODUCTION 
 

Fraudulent practices in the marketplace by unscrupulous broker-dealers 
and investment advisors are commonplace.  Investors who have been 
scammed with fraudulent transactions, churning, Ponzi schemes, or other 
securities frauds have many options for recovery, including both private suits 
and FINRA arbitrations on a variety of theories of recovery, whether for 
violations of federal or state securities laws, unfair or deceptive trade 
practices acts, elder abuse statutes, or other common law remedies such as 
fraud, negligence, or conversion to name a few.  Another significant avenue 
of helping bilked investors recoup some of their losses is often overlooked, 
however: the potential that investors may be able to claim a theft loss 
deduction for their losses from investment advisor and broker-dealer fraud, 
which results in a much more favorable tax treatment of the investment 
losses than would otherwise result.   

While defrauded investors would be better off had they not been 
victimized, provisions of the tax code may allow victims to recover some of 
their out of pocket losses by claiming their investment losses as theft losses.  
Ordinarily, investment losses are treated as capital losses, deductible only up 
to $3,000 over a taxpayer’s capital gains.2  In contrast, theft losses are not 
limited in the same way. Theft losses may be deducted against income 
assuming losses are not covered by insurance or through other recovery. 3  
This is helpful because income occurs annually and is also taxed at a higher 
rate.  Further, theft losses from investment fraud are advantageous because 

                                                 
1. Claire Taylor is a senior attorney at Acadia Law, PLLC, in Seattle, Washington.  
Her practice focuses on complex litigation, including securities litigation and FINRA 
arbitrations, and environmental suits.  She also advises defrauded investors on the 
tax treatment of investment losses.  She was formerly a trial attorney at the U.S. 
Department of Justice Tax Division, where she litigated tax controversies on behalf 
of the federal government in U.S. district and bankruptcy courts around the nation.   

2. 26 U.S.C. § 1211(b)(2012).  Taxpayers incur capital gains upon the sale of 
property. 

3. 26 U.S.C. §§ 165(a), 165(c)(2012). 
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they are not subject to other deduction limitations contained in the Internal 
Revenue Code—in other words, the theft loss deduction allows the taxpayer 
to deduct the full amount of the loss.4   

There are two potential ways to claim the theft loss deduction for 
investment losses.  Depending on the circumstances of a case, an investor 
can either (1) claim the theft loss deduction using the safe harbor provisions 
of Revenue Procedure 2009-20 that the IRS issued to address the tax 
treatment of investors’ losses from the massive Madoff Ponzi scheme 
(Revenue Procedure), 5 or (2) rely on the theft loss deduction statute (26 
U.S.C. § 165) and accompanying interpretations.  

Defrauded investors who meet the IRS’s definition of Ponzi scheme 
victims may use the first way of claiming the theft loss deduction, provided 
the perpetrator has been criminally charged, which is explained in a 2009 
IRS Revenue Procedure.6  The Revenue Procedure defines a Ponzi scheme as 
an arrangement where a lead figure receives money from investors, pretends 
to earn income for investors, and the lead figure appropriates some or all of 
the investors’ money and/or uses money from some investors to pay other 
investors purported profit.7  If an investor meets these requirements, the 
Revenue Ruling then specifies when the deduction should be taken (i.e., in 
what year) and the amount of deduction a taxpayer may take.  Defrauded 
investors who meet the Revenue Procedure’s requirements will find it 
advantageous to use it to claim the theft loss because the Revenue Procedure 
gives investors who follow its procedures and instructions a safe harbor, 

                                                 
4. See Rev. Rul. 2009-9, 2009-14 I.R.B. 735, 737; 26 U.S.C. §§ 165(c), 165(h) 
(limitations on deductions), §§ 67, 68 (limits on itemized deductions). 

5. See Rev. Proc. 2009-20, 2009 I.R.B. 749.  A Revenue Procedure is an official IRS 
statement of a procedure that affects taxpayers’ legal rights or duties, usually one 
that provides instructions regarding return filing or other IRS positions. 

6. Rev. Proc. 2009-20.  The Revenue Procedure refers to Ponzi scheme victims as 
“qualified investors” who invested in a “specified fraudulent arrangement,” to whom 
the Revenue Procedure applies. 

7. Rev. Proc. 2009-20, §4.01, 2009 -14 I.R.B. 749, 750.  “A specified fraudulent 
arrangement is an arrangement in which a party (the lead figure) receives cash or 
property from investors; purports to earn income for the investors; reports income 
amounts to the investors that are partially or wholly fictitious; makes payments, if 
any, of purported income or principal to some investors from amounts that other 
investors invested in the fraudulent arrangement; and appropriates some or all of the 
investors' cash or property.”  
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meaning the IRS will not challenge the taxpayer’s claim to a theft loss, the 
timing of claiming the loss, or the amount of the loss.8   

Of course, the Revenue Procedure’s specific requirements mean that 
many defrauded investors cannot use the Revenue Procedure.  Most 
obviously, the Revenue Procedure fails to cover non-Ponzi scheme victims, 
as well as those who have been defrauded by a perpetrator who is not 
criminally charged.  Fortunately, many defrauded investors might still be 
able to claim the theft loss deduction using section 165 of the Internal 
Revenue Code and prior IRS and common law guidance, which is the second 
way of claiming the deduction that was referenced above.  This is how most 
defrauded investors will need to proceed given the limited scope of the 
Revenue Procedure.  Claiming investment losses as theft losses under section 
165 is more complicated than using the Revenue Procedure, and for that 
reason the first part of this article, and in fact the majority of this article, is 
devoted to what a defrauded investor must prove, and offers 
recommendations about substantiating a theft loss deduction for investment 
losses under section 165.  In short, a taxpayer must prove that a theft 
occurred, that the deduction is being taken in the correct year (i.e., when the 
victim has no reasonable likelihood of recovery of the loss, and that the 
amount of the deduction is correct, all of which must be substantiated with 
credible evidence).   

Given these complexities and the burden of proof, litigators can provide 
vital assistance to defrauded investors regarding section 165 theft loss 
deductions for investment losses.  Whether a client will be able to claim a 
theft loss deduction and whether it is advisable is fact-dependent, and 
litigators should always be ready to consult with accountants and/or tax 
lawyers.  Nevertheless, litigators have a key role in helping defrauded 
investors with this tax issue because they are uniquely qualified to advise 

                                                 
8. The IRS considers it a safe harbor because, as stated in the Revenue Procedure, “If 
a qualified investor follows the procedures described in section 6 of this revenue 
procedure, the Service will not challenge the following treatment by the qualified 
investor of a qualified loss—(1) The loss is deducted as a theft loss; (2) The taxable 
year in which the theft was discovered within the meaning of § 165(e) is the 
discovery year described in section 4.04 of this revenue procedure; and (3) the 
amount of the deduction is the amount specified in section 5.02 of this revenue 
procedure.”  Rev. Proc. 2009-20, § 5.01, 2009-14 I.R.B 750-51 (emphasis added).  
As discussed in section II of this article, the Revenue Procedure is very specific 
about the timing for claiming the deduction, what the amount of the deduction 
should be, and how to claim the deduction.  These instructions must be followed 
closely to obtain the advantage of the safe harbor. 
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clients regarding (a) whether a “theft” has occurred (and therefore whether an 
investor might qualify for the deduction), and (b) whether there is a 
reasonable likelihood of recovery (which affects the timing as to when the 
deduction may be claimed).  While each case is unique, typical scenarios 
encountered by securities litigators where a defrauded investor might qualify 
for the theft loss deduction include, but are not limited to the following: 
churning or unauthorized trading cases, selling away cases where the broker 
had an intent to deceive the investor, broker embezzlement, cases involving 
intentional misrepresentations or omissions in connection with the purchase 
or sale of securities, provided the investor actually purchased or sold the 
security from the defrauding defendant directly, and advance fee schemes, all 
cases that litigators regularly see and evaluate.   

Litigators are also well-positioned to help clients effectively utilize the 
deduction because, given the way the timing rules work, the theft loss 
deduction can be used in conjunction with another recovery strategy or as a 
backup.  Thus, practitioners should have the deduction in mind from the first 
meeting with a client up until judgment has been entered or a case settles to 
fully assist defrauded investors with this potentially useful tool for recouping 
losses.  Despite these benefits inuring to victims who are able to claim the 
theft loss deduction, there are some risks associated with claiming the 
deduction, and the article therefore closes with a discussion of considerations 
to be aware of in proceeding with a claim of the theft loss deduction for 
investment losses.9   

 
 

                                                 
9. This article does not provide a comprehensive evaluation of the pros and cons of 
claiming the theft loss deduction, nor does it discuss whether and how to utilize the 
carryback/carryover provisions in 26 U.S.C. § 172 (2009), whether to amend prior 
returns, if possible, and more specifics, all of which will be dependent on a 
taxpayer’s income, overall tax scenario, and other considerations.  As such, it is 
recommended that defrauded investors consult a tax attorney or accountant to discuss 
these mechanics on an individual basis.  This article also does not discuss the 
potential disadvantages to claiming the theft loss deduction under the Revenue 
Procedure, which requires taxpayers to give up certain rights to file amended returns 
and follow the Procedure’s guidance with respect to other tax issues that could be 
raised.  For a more detailed discussion of the potential downsides to claiming the 
safe harbor provision even if a defrauded investor qualifies, see Richards S. Lehman, 
Ponzi Scheme Tax Losses, 27 REAL ESTATE J. 103, at 12-13, available at 
http://www.lehmantaxlaw.com/BNA_RE_journal_PONZI_23pager.pdf. 
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I. CLAIMING A THEFT LOSS DEDUCTION UNDER SECTION 165: 

ESTABLISHING ENTITLEMENT TO THE THEFT LOSS DEDUCTION FOR 

NON-PONZI SCHEME VICTIMS 
 

In short, a taxpayer must prove (1) a “theft” occurred, (2) the taxpayer is 
claiming the deduction in the correct tax year (i.e., by proving that he/she is 
claiming it in the year it is determined with reasonable certainty that there is 
no reasonable likelihood of recovery), and (3) the amount of loss claimed is 
proper.  What is required for each of these aspects is discussed below. 
 
 

A. ESTABLISHING A “THEFT” UNDER FEDERAL INCOME TAX LAWS 
 

The most frequently cited definition of theft vis-à-vis the theft loss 
deduction, including in the Revenue Ruling addressing investment theft 
losses,10 comes from Edwards v. Bromberg: “[t]he word theft is…a word of 
general and broad connotation, intended to cover…any criminal 
appropriation of another’s property, including theft by swindling, false 
pretenses, and any other form of guile…[T]he exact nature of the crime…is 
of little importance so long as it amounts to theft.”11  A taxpayer must 
establish that a “theft” occurred by showing that the taking is illegal under 
the law of the state in which it occurred (or federal law) and that it was done 
with criminal intent.12 
 
 
 
 
 
 
 

                                                 
10. 2009-9, 2009-14 I.R.B. 735. 

11. 232 F.2d 107 (5th Cir. 1956); see also 26 C.F.R. § 1.165-8(d) (theft shall include, 
but not be limited to, larceny, embezzlement, and robbery). 

12. See Edwards v. Bromberg, 232 F.2d 107, 111 (5th Cir. 1956) (definition of theft 
under section 165 is dependent on law of jurisdiction where theft occurred); see also 
Rev. Rul. 2009-9, 2009-14 I.R.B. 735, 735 (“taxpayer claiming theft loss must prove 
that the loss resulted from a taking of property that was illegal under the law of the 
jurisdiction in which it occurred and was done with criminal intent”). 
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1. SECURITIES FRAUD MAY BE CONSIDERED THEFT UNDER 

FEDERAL INCOME TAX LAWS. 
 

Securities fraud may be considered theft depending on the circumstances 
of the fraud. 13  For example, in a 2007 IRS Chief Counsel Advice 
Memorandum, the IRS allowed the theft loss deduction in a situation where a 
taxpayer was induced to lend money to a company based on fraudulent 
financial statements provided by a corporate president, who was convicted of 
violating state securities law by issuing false and misleading financial 
documents, and obtaining money by false pretenses, a state misdemeanor 
crime.14  Additionally, churning and unauthorized transactions in a 
taxpayer’s account have been considered theft.15  Regardless of these 
authorities, a taxpayer will still need to identify violation(s) of federal or state 
securities or theft laws, which may include violations of state statutes such as 
obtaining property by false pretenses.   

It is important to keep in mind that “theft” for income tax purposes does 
not include a number of common securities scenarios.  For example, theft 
does not include instances where the value of stock has declined and there 
are no other indications that a “theft” under relevant law has occurred.  Many 
courts have held that a decline in a stock’s value does not constitute theft.16  
Additionally, courts have regularly held that purchases on the open market 
do not ordinarily constitute theft because these transactions are missing the 

                                                 
13. For an excellent, detailed discussion of the case law and IRS guidance regarding 
the definition of “theft” for section 165 purposes in the securities fraud context, see 
Jeffrey P. Coleman & Jennifer Newsom, Can an Investment Become a Theft for Tax 
Purposes, 84 FLA. B. J. 27 (Jan. 2010). 

14. IRS CHIEF COUNSEL ADVICE (CCA) 200811016, 2007 IRS CCA LEXIS 88 
(2007); see also, e.g., Rev. Rul. 77-18, 1977-1 C.B. 46, (determining that obtaining 
property by false pretenses was theft under state law and allowing deduction). 

15. Jeppsen v. Comm’r, 70 T.C.M. (CCH) 199 (1995), aff’d Jeppsen v. Comm’r, 128 
F.3d 1410 (10th Cir. 1997) (deduction nevertheless disallowed, however, because 
taxpayer claimed it in the improper year).   

16. See, e.g., Schroerlucke v. United States, 100 Fed. Cl. 584 (2011) (taxpayers 
unable to show they were victims of theft under Georgia law based on decline in 
value of publicly traded stock); see also Rev. Rul. 2009-9, 2009-14 I.R.B. 735, 735-
36 (loss sustained on the worthlessness or disposition of stock acquired on open 
market is capital loss, even if decline in value is attributable to fraudulent activities 
of the corporation's officers or directors, because they lacked the specific intent to 
deprive the shareholder of money). 
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required intent and privity (i.e., the defrauded investor must have actually 
purchased the security from the person making the intentional 
misrepresentations/omissions).17  In other words, a scenario where a 
company made intentional misrepresentations, but the victim purchased the 
securities on the open market through a broker who did not make the 
misrepresentations, would likely not constitute a theft entitling a victim to the 
deduction.18  Further, litigators should be aware that not all suitability claims 
that securities litigators regularly handle will be considered theft under 
federal income tax laws if, for example, the broker lacked an intent to 
deceive or criminal intent, and the claim is more negligence based.  To the 
extent that a broker-dealer acted with the requisite intent to deceive and 
provided misinformation, however, a recommendation regarding an 
unsuitable investment, depending on the circumstances, may qualify as a 
theft under states law (i.e., obtaining an investor’s money through false 
pretenses).  Litigators may find it useful to consult with tax attorneys to 
determine whether particular securities fraud scenarios have been or would 
be considered theft by the IRS. 

 
 
2. THERE IS NO REQUIREMENT OF AN INDICTMENT OR 

CONVICTION TO ESTABLISH “THEFT,” BUT THE EXISTENCE OF 

AN INDICTMENT OR CONVICTION WILL HELP THE CLAIM FOR 

THE DEDUCTION. 
 

Whether a theft has occurred for purposes of section 165 does not require 
that the perpetrator be charged or convicted of theft.19  Rather, the test is 
whether the conduct meets the definition of theft.20  A conviction, guilty plea, 
or indictment will be helpful to the taxpayer, however, as taxpayer may use it 

                                                 
17. See, e.g., Taghadoss v. Comm’r, T.C. Summ. Op. 2008-44 (2008) (involving 
WorldCom stock). 

18. For a detailed analysis of the privity requirement and its function as an element 
of intent, see Brian Elzweig & Valerie Chambers, Modernizing the Theft Loss 
Deduction for Victims of Securities Frauds and Ponzi Schemes, 30 No. 9 BANKING & 

FIN. SERVS. POL'Y REP. 1 (Sept. 2011). 

19. See, e.g., Tahamtan v. Comm’r, 69 T.C.M. (CCH) 2682, 1995 TAX CT. MEMO 
LEXIS 230 (1995). 

20. Id. 
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to support a “theft” characterization.21  Further, at least one court has said 
that the doctrine of judicial estoppel prohibits IRS from contradicting the 
federal government’s prior position in charging/convicting the perpetrator.22  
Thus, if a taxpayer knows a perpetrator is under criminal investigation and 
anticipates an upcoming criminal charge, it may be advisable to wait to claim 
the deduction until the indictment or information issues, provided the other 
timing requirements are met, though a criminal charge is not essential. 
 
 

B. TIMING: THE THEFT LOSS DEDUCTION SHOULD BE CLAIMED IN 

YEAR IN WHICH IT CAN BE DETERMINED, WITH REASONABLE 

CERTAINTY, THAT THE TAXPAYER WILL RECEIVE NO 

REIMBURSEMENT OR RECOVERY FOR THE LOSS, WHICH IS A 

FACT-INTENSIVE INQUIRY. 
 

The general rule under IRC section 165 is that a taxpayer deducts theft 
losses in the year the taxpayer discovers the loss (i.e., theft losses are treated 
as sustained during the taxable year in which taxpayer discovers the loss).23  
But such losses are limited by section 165(a), which mandates consideration 
of whether there exists a “reasonable prospect of recovery” from insurance or 
otherwise.24  In short, if a reasonable prospect of recovery exists as to part or 
all of a theft loss, then a deduction as to that part or all of the loss is 
unavailable until the year in which it can be determined, with reasonable 
certainty, that no recovery or reimbursement will be received.25  Not 
surprisingly, whether a “reasonable prospect of recovery” exists and whether 

                                                 
21. See, e.g., Miller v. Comm’r, 19 T.C. 1046 (1953) (where Grand Jury indicted 
contractor for "fraudulent conversion", it was assumed that contractor had committed 
this felony, and deduction was allowed due to theft). 

22. Vincentini v. Comm’r, 96 T.C.M. (CCH) 400, 2008 TAX CT. MEMO LEXIS 269 
(2008) (because federal government’s position in the criminal case was that taxpayer 
was a victim of the fraud for which the government was prosecuting the perpetrator, 
the government, through IRS, was estopped from later taking a contrary position). 

23. 26 U.S.C. § 165(e) (2012).   

24. 26 U.S.C. § 165(a) (2012). 

25. See Treas. Reg. § 1.165-1(d) (1977); Johnson v. U.S., 80 Fed. Cl. 96, 119-21 
(2008). 
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it can be ascertained with “reasonable certainty” is often hotly debated and 
very fact-dependent.26   

“A reasonable prospect of recovery exists when the taxpayer has bona 
fide claims for recoupment from third parties or otherwise, and when there is 
a substantial possibility that such claims will be decided in its favor.”27  The 
taxpayer need not be an “incorrigible optimist.”28  Claims with only “remote 
or nebulous” potential will not postpone the deduction.29  But if a taxpayer is 
considering seeking recovery against the individual or entity that perpetuated 
the fraud, it will likely mean that a taxpayer cannot prove with certainty that 
there is no reasonable likelihood of recovery, and the taxpayer should 
therefore wait to claim the deduction.30  In short, it appears that if taxpayer 
has an actionable claim for recovery for any portion of the loss and has a 
reasonable prospect of recovery on the claim, then he or she cannot (yet) 
claim the deduction.   

However, even if a taxpayer has an actionable claim or there is an active 
lawsuit, a taxpayer may still be able to demonstrate that he/she lacks a 
reasonable prospect of recovery and that he/she may go ahead and take the 
deduction.  Under these circumstances, a taxpayer could show that the 
likelihood of success in the suit is weak or the judgment is uncollectible 
because the perpetrator lacks assets to compensate the investor.31  Pending or 
prospective litigation for recovery provides an inference that the taxpayer has 
a reasonable prospect of recovery, but this will not be controlling; instead, 

                                                 
26. See Treas. Reg. § 1.165-1(d)(2)(i) (1977); see also, Adkins v. United States, 113 
Fed. Cl. 797, 809 (2013).   

27. Jeppsen v. Comm’r, 128 F.3d 1410, 1418 (10th Cir. 1997)(quoting Ramsay 
Scarlett & Co. v. Comm’r, 61 T.C. 795, 811 (1974)). 

28. United States v. S.S. White Dental Mfg. Co., 274 U.S. 398, 402–03 (1927).   

29. Ramsay Scarlett, 61 T.C. 795, 811 (1974). 

30. See, e.g., Jeppsen, 70 T.C.M. (CCH) 199 (1995) (court held theft loss deduction 
premature because there was a reasonable prospect of recovery where taxpayer was 
considering suing the brokerage that perpetuated the fraud). 

31. See, e.g., Gottlieb Realty v. Comm’r, 28 B.T.A. 418 (1933) (holding that suit 
against perpetrator of fraud did not require postponement of deduction where the 
financial condition of perpetrator was such that no recovery could be had by 
execution of judgment or otherwise, and taxpayer had no other insurance or claims 
for reimbursement). 
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courts will consider all pertinent facts and circumstances to determine 
whether there is a reasonable prospect of recovery.32   

Most courts have determined that the relevant inquiry is not whether 
there is a mere possibility of recovery, but whether there is a probability of 
recovery, and if so, how likely it is.33  Nevertheless, the IRS or a court may 
conclude that there is some probability of recovery even when it may seem 
highly unlikely.  In the Vincentini case, for example, the court disallowed the 
deduction in the year for which taxpayers claimed it because the perpetrator 
had been criminally charged, and the court found it was reasonable to 
anticipate that a district court might order “defendants, if convicted, to pay 
restitution to their victims…and to forfeit property that could be used to 
satisfy the restitution order.”34 

These somewhat fluid timing requirements regarding the prospect of 
recovery may actually play to the taxpayer’s advantage, however, because 
they may give the taxpayer an opportunity to consider and pursue recovery 
options, and to claim the deduction later if the recovery options don’t pan 
out.  For instance, an investor can make an effort to recover the losses 
through suit or FINRA arbitration, and if the investor loses or is unable to 
collect on judgment, or settles for less than the full amount of his/her losses, 
the defrauded investor could still take the deduction after such a loss.  In a 
way, then, the theft loss deduction can be used not only as a partial remedy in 
and of itself, but also as a backup remedy, so practitioners should keep this in 
mind throughout the course of representation in matters involving defrauded 
investors.35 
 
 
 
 
 

                                                 
32. See Dawn v. Comm’r, 675 F.2d 1077 (9th Cir. 1982). 

33. See, e.g., Kaplan v. United States, 2007 U.S. Dist. LEXIS 59684, 19-20 (M.D. 
Fla. 2007). 

34. Vincentini v. Comm’r, 96 T.C.M. 400, 405 (CCH), 2008 Tax Ct. Memo LEXIS 
269 (T.C. 2008). 

35. Defrauded investors should consult an accountant or tax attorney regarding 
whether a theft loss deduction claim is best accomplished by amending a prior return 
within the appropriate time limitations or claiming it on a current return, a topic area 
outside the scope of this article. 
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C. POSSIBLE AMOUNT OF DEDUCTION: TAX BASIS OF THE LOSS AND 

LEGAL FEES 
 

A taxpayer’s losses under IRC section 165 will be deductible under 
section 165(c)(2), which means the losses will not be subject to limitations 
imposed by section 165(h).36  Although the IRS has not explicitly stated that 
non-Ponzi scheme thefts will not be subject to the usual theft loss deductions, 
a Revenue Ruling focusing on loss limitations in the Ponzi-scheme context 
provides a reasonable basis for claiming the full deduction.37  More 
specifically, Revenue Ruling 2009-9, which addresses the theft loss 
deduction for victims of Ponzi schemes, clearly states that theft losses from 
transactions entered into for profit, including Ponzi schemes, are deductible 
under section 165(c)(2) and therefore are not subject to section 165(h) 
limitations.38  The Revenue Ruling contains fairly broad language pertaining 
to multiple fraudulent schemes where investors entered into transactions for 
profit, and most if not all securities fraud scenarios can likely be classified as 
transactions entered into for profit.39  Thus, it is reasonable to infer that 
investment losses from transactions entered into for profit which otherwise 
qualify for the deduction will be treated similarly and defrauded investors 
may therefore deduct the full amount of their losses. 

The total amount of the theft loss will be equal to the tax basis of the loss 
(i.e., amounts invested/principal and amounts reinvested less any amounts 
distributed or withdrawn and any amounts for which there is a reasonable 
prospect of recovery).40 

Costs such as legal fees incurred in collecting on fraudulent schemes may 
be deductible as theft loss (assuming a taxpayer can substantiate a theft loss 
deduction).  In the Ponzi scheme context, some courts have found that these 

                                                 
36. 26 U.S.C. § 165 (2012). 

37. Rev. Rul. 2009-9, 2009-14 I.R.B. 735, 735-36.    

38. Id. at 735.  

39. Id. 

40. Revenue Procedure 2009-20 § 4.06, 2009-14 I.R.B. 749, contains a helpful 
discussion of the calculation of basis.  While it is binding on defrauded investors 
using the Revenue Procedure’s safe harbor provisions, it offers useful guidance 
about basis calculation to taxpayers claiming the theft loss deduction outside of the 
safe harbor provisions. 
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costs and others, such as the costs of recovery, as so closely identified with 
the theft loss itself as to add further theft losses.41   

 
 

D. SUBSTANTIATING A CLAIM TO THE THEFT LOSS DEDUCTION 
 

Where a taxpayer proceeds under section 165, effective substantiation of 
the theft loss deduction is essential to reduce potential disputes with the IRS, 
including reducing the risk of disallowance and possible penalties.  In 
claiming the theft loss deduction, as with any other deduction, the taxpayer 
bears the burden of proof to establish that he or she is entitled to the 
deduction.42  As such, submission of credible evidence is necessary.  This 
may be accomplished by using legal and expert opinions about unrecoverable 
loss, basis, and whether there was a theft under state or federal law.  

Summarizing the information from above, if a defrauded investor 
proceeds under section 165, the taxpayer must prove that a theft occurred, 
that he/she is taking the deduction in the appropriate year (i.e., in the year in 
which it can be determined with reasonable certainty that there is no 
reasonable prospect of recovery), and that the amount deducted is proper.  
Each of these areas compels the taxpayer to ensure the deduction is well-
supported with credible evidence.   

With respect to establishing that a theft occurred under the law of the 
relevant jurisdiction, the taxpayer should cite a relevant state or federal 
statute that was violated and support an assertion that it was violated with 
facts, and must show intent.  Pointing to a criminal charge or conviction is 
not required, but is helpful for establishing theft/intent. Taxpayers would be 
well served to submit a legal opinion of a litigator indicating that a theft 
occurred based on state or federal law given the facts and circumstances of 
the case.  This will be somewhat less relevant if an indictment issues, but 
even so, any indictment involving securities fraud is unlikely to charge 
“theft” per se, so a taxpayer would still find advantage in submitting a 
memorandum describing how the conduct at issue meets the definition of 
theft under relevant law.   
                                                 
41. See, e.g., Vincent v. Comm’r, 219 F.2d 228 (9th Cir. 1955); Ander v. Comm’r, 
47 T.C. 592 (1967). 

42. See Boehm v. Comm’r, 326 U.S. 287, 294 (1945); Krahmer v. United States, 810 
F.2d 1145, 1147 (Fed. Cir. 1987) (recognizing difficulty in proving intent using 
circumstantial evidence in a theft loss deduction case, but holding that the court did 
not place too high a burden on a taxpayer to so establish); Jeppsen, 128 F.3d at 1418 
(noting that plaintiff bears burden of proving entitlement to a theft loss deduction). 
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Litigators are in a helpful position to assist defrauded investors with 
evaluating whether a “theft” occurred and establishing that a “theft” 
occurred, particularly because a taxpayer must prove that a perpetrator acted 
with intent.  Providing these analyses is a useful service that litigators may 
offer to defrauded investors and tax advisors or tax attorneys.  In evaluating 
whether to take a case or recommend that a client pursue recovery, a litigator 
already assesses whether it can be proved that the defendant acted with an 
intent to defraud, or knowingly committed securities fraud.  Indeed, private 
actions under SEC Rule 10b-5 already require a plaintiff to demonstrate that 
a defendant acted with the requisite intent to defraud (scienter), which must 
be pled with particularity.43  States’ blue sky laws may require that a 
defendant acted knowingly, and common law fraud claims typically include 
intent as an essential element.  Further, many securities claims include 
conversion, or civil theft, claims, which could support a finding of “theft.”  
As such, a litigator can draw a reasonable conclusion as to whether criminal 
intent is provable and whether the facts qualify the conduct and resulting loss 
as a theft under the relevant law, and therefore be in a position to advise 
clients as to the likelihood of a successful argument that a theft occurred.  
Taking it further, if the litigator determines that the client qualifies for the 
deduction (because the attorney has determined that a theft has indeed 
occurred), and the client decides to claim the deduction, the attorney could 
provide the client with a legal memorandum to submit to the IRS in support 
of a contention that a theft occurred under relevant law based on the facts of 
the case.  Alternatively, the litigator could provide a legal opinion about 
whether a theft occurred to a tax attorney or tax advisor, which would be 
beneficial because it would preserve privilege.  In short, a litigator can be of 
great service to defrauded investors by helping substantiate a claim to the 
theft loss deduction. 

As for the timing of the deduction and the amount of the unrecoverable 
loss (i.e., showing with reasonable certainty that there is no reasonable 
prospect of recovery) the taxpayer would be well served to present a 
litigator’s legal opinion about the recoverability of the loss based on any 
asset searches or factors the attorney considers significant in evaluating 
whether and how much of the loss may be recoverable, not simply his/her 
opinion.  In Premji v. Comm’r, for example, the Tax Court determined that a 
taxpayer’s subjective belief was inadequate to sustain the claim and stated 
that the taxpayer had not consulted a bankruptcy attorney to ascertain 

                                                 
43. 17 C.F.R. § 240.10b-5; 15 U.S.C. §§ 78j, 78-u-4(b)(2); Fed. R. Civ. P. 9(b); 
Erica P. John Fund, Inc. v. Halliburton Co., 131 S. Ct. 2179, 2184 (2011); Matrixx 
Initiatives, Inc. v. Siracusano, 131 S. Ct. 1309, 1317 (2011). 
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chances for recovery.44  Likewise, in Johnson v. U.S., the court denied the 
taxpayers’ theft loss deduction because “by their own admission, plaintiffs 
state[d] that they made an ‘estimate’ of recovery.”45  As such, when claiming 
that there is no reasonable prospect of recovery, to establish reasonable 
certainty, the taxpayer must submit more than a mere estimate of the amount 
recoverable, and should probably have supporting documentation that 
recovery is not possible, ideally an attorney’s evaluation that collection of the 
judgment or recovery is untenable for specific reasons with relevant evidence 
regarding assets, statute of limitation problems, or other reasons why a 
taxpayer may be unable to obtain recovery or only be able to obtain limited 
recovery. 

Here too, litigators are well qualified to advise defrauded investors and 
issue opinions about the likelihood of recovery and proper timing for 
claiming the deduction given that they are already evaluating likely recovery 
and collectability when determining whether a potential client can or should 
initiate legal proceedings.  In evaluating any case, a litigator will inevitably 
research and draw conclusions as to the perpetrator’s likely assets and the 
collectability of any judgment or award.  A litigator can therefore advise a 
defrauded investor regarding his/her legal opinion about the likelihood of 
recovery and if so, how much is likely to be recoverable.  This assessment 
can assist a client with deciding when to take the deduction, if taking it is 
desired, and also for how much to take the deduction.  If a defrauded investor 
elects to take the deduction, a litigator can then provide substantiation 
regarding the timing of claiming the deduction in light of any research 
conducted into a perpetrator’s assets, the viability of a claim for recovery, 
etc., which will serve to bolster a taxpayer’s claim that there is reasonable 
certainty that there is no reasonable likelihood of recovery, and that the 
taxpayer has therefore claimed the deduction for the proper year and in the 
appropriate amount.  This memorandum could go either directly to the client, 
or a tax advisor/attorney, which, as stated previously, would preserve 
privilege. 

Finally, when claiming the theft loss deduction for investment losses 
outside of the Revenue Procedure’s safe harbor provisions, taxpayers should 
submit evidence that the basis/loss was accurately calculated by using an 
accountant or other expert.  Most likely, the taxpayer will want to include 
with any submission the following: account statements showing the principal 
invested, canceled checks or wires confirming initial investment amount, 

                                                 
44. 72 T.C.M. (CCH) 16,1996 TAX CT. MEMO LEXIS 309 (1996). 

45. 74 Fed. Cl. 360 (2006). 
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account statements showing balance remaining if that is the end date that will 
be used to calculate the loss, any statements or documents showing 
withdrawals, any records of any attorney fees paid that will be claimed, and 
any other documents supporting the amount of the theft loss claimed. 
 
 
II. CLAIMING A THEFT LOSS DEDUCTION UNDER THE IRS REVENUE 

PROCEDURE’S SAFE HARBOR: A CLEAR PATH FOR THOSE WHO 

QUALIFY 
 

The second possible avenue for claiming the theft loss deduction is by 
following the safe harbor provisions of the Revenue Procedure issued in 
2009.46  As noted above, this Revenue Procedure, along with a Revenue 
Ruling, arose out of the discovery of the substantial Madoff Ponzi scheme 
and questions about how to treat the significant losses.47  Revenue Ruling 
2009-09 addresses questions pertaining to a fact pattern identical to the 
Madoff Ponzi scheme.48  The Revenue Ruling specified two important points 
about the tax treatment of investment losses resulting from fraudulent 
securities schemes such as Ponzi schemes.  First, taxpayers who suffer 
investment losses resulting from fraudulent securities schemes such as Ponzi 
schemes are entitled to treat those losses as theft losses.49  Second, the losses 
suffered by defrauded investors are not subject to other limitations on 
deductions because they were transactions entered into for profit, meaning 
the taxpayer may deduct the full amount of the investment losses as theft 
losses under section 165(c).50 

The IRS shortly thereafter issued Revenue Procedure 2009-20, which 
explains the potential safe harbor for investors who are victims of Ponzi 
schemes such that they may claim the theft loss deduction for their 
investment losses.51  As is relevant here, Revenue Procedure 2009-20 
provides clear, simplified guidance about the circumstances under which a 
defrauded investor may claim the theft loss deduction, the timing of claiming 

                                                 
46. Rev. Proc. 2009-20, 2009-14 I.R.B. 749. 

47. Rev. Proc. 2009-20, 2009-14 I.R.B. 749; 2009-14 I.R.B. 735. 

48. 2009-14 I.R.B. 735. 

49. Id. 

50. Id. at 736. 

51. 2009-14 I.R.B. 749. 
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the deduction, and the amount of the deduction.52  Each of these is discussed 
in turn.  While the Revenue Procedure provides an excellent mechanism for 
claiming the deduction for those who meet the requirements, its scope is 
limited, as many victims of securities fraud will not qualify for the deduction 
under the Revenue Procedure and must proceed outside of the safe harbor 
provisions, as discussed above.   
 
 

A. THE REVENUE PROCEDURE’S SAFE HARBOR IS AVAILABLE TO 

VICTIMS OF PONZI SCHEMES, WHERE A PERPETRATOR HAS BEEN 

CHARGED WITH A CRIME CONSTITUTING “THEFT.” 
 

The Revenue Procedure is very specific about what situations are 
covered, and is only applicable where a taxpayer has (1) invested in a 
“specified fraudulent arrangement” and (2) one or more of the perpetrators 
has been criminally charged with one or more crimes that meet the definition 
of “theft.”53  A “specified fraudulent arrangement” is a Ponzi scheme.54  As 
for a criminal charge, the Revenue Procedure states that the lead figure must 
be charged by indictment or information with the commission of fraud, 
embezzlement or a similar crime that meets the definition of theft, or, if 
charged by complaint, the complaint must also allege an admission by the 
lead figure or a receiver or trustee must have been appointed or assets 

                                                 
52. Id. The Revenue Procedure also provides additional guidance regarding the 
treatment of “phantom income” (i.e., income previously reported that was never 
actually earned owing to the Ponzi scheme), under what circumstances defrauded 
investors can amend returns, carryback and carryforward provisions, and more detail 
on the tax effects of taxpayer’s election to use the safe harbor.  These are outside the 
scope of this article, but may be important considerations in a taxpayer’s decision 
about whether or not to utilize the Revenue Procedure’s safe harbor.  For more detail 
about these aspects of the Revenue Procedure, see Lehman, supra note 8; see also 
Shechtman, et al., Someone Made Off with My Money, Now What?  Tax Issues 
Affecting Ponzi Scheme Victims, 26 J. TAX’N INV. 5 (July 2009). 

53. Id. It should be noted that it is important to determine who the taxable 
investor/entity (“qualified investor”) is for purposes of determining whether an entity 
may proceed under the Revenue Procedure, or the theft loss deduction for that matter 
(i.e., who may claim the deduction).  While a detailed discussion of these issues is 
outside the scope of this article, it should be noted that special care should be given 
to determine whether an IRA, trust, or partnership may claim the deduction, which 
depends on the setup of the trust, for example, or whether there is basis in an IRA. 

54. Id. at § 4.01. 
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frozen.55  The IRS later issued another Revenue Procedure clarifying that, if a 
perpetrator dies before being charged, a defrauded investor would still be 
entitled to take advantage of the Revenue Procedure’s safe harbor provisions 
provided certain conditions are met.56   
 
 

B. THE REVENUE PROCEDURE SPECIFIES THAT THE TAXPAYER 

SHOULD CLAIM THE DEDUCTION IN THE YEAR WHEN THE 

CRIMINAL INDICTMENT, INFORMATION, OR COMPLAINT ISSUES.   
 

The Revenue Procedure removes the timing uncertainty otherwise 
affiliated with IRC section 165 theft losses.  The timing as to when an 
investor claims a theft loss under section 165 depends on the moment the 
taxpayer can state with reasonable certainty that there is no reasonable 
prospect of recovery,57 which can be difficult to determine, as described 
above.  In contrast, the Revenue Procedure is much simpler and provides 
clear direction as to when a taxpayer may claim the deduction.  In short, 
under the Revenue Procedure, the taxpayer can deduct the loss of a qualified 
investment in the year when an indictment, information, or complaint issues 
against the perpetrator.58 
 
 

C. THE REVENUE PROCEDURE ALSO SPECIFIES THE AMOUNT OF THE 

INVESTMENT THAT IS DEDUCTIBLE, GIVING CERTAINTY TO 

INVESTORS CLAIMING THE DEDUCTION. 
 

The Revenue Procedure also eliminates uncertainty regarding the amount 
of the qualified investment that is deductible.  In general, a qualified 
investment includes all amounts invested in the fraudulent arrangement, plus 
income from the arrangement previously included in income for federal tax 
purposes less amounts of cash withdrawn.59  If a taxpayer does not pursue 
recovery against potential third parties, 95% of the qualified investment is 
considered in the year of discovery, which, according to the ruling, is the 

                                                 
55. Id. at § 4.02. 

56. Rev. Proc. 2011-58, 2011 I.R.B. 849. 

57.  Rev. Proc. 2009-20, § 8.01, 2009-14 I.R.B. 749, 751. 

58. Id. at § 5.02. 

59. Id. at § 4.06.  
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year the perpetrator is criminally charged.60  If recovery is being, or intended 
to be pursued from third parties, then 75% of the qualified investment is 
considered in the year the perpetrator is criminally charged.61  These amounts 
would be reduced by any actual recovery, and the resulting amount would 
then be available as a deduction in the year the indictment issues.62  Thus, 
one advantage of being able to use the safe harbor is that a taxpayer need not 
determine how much he/she is likely (or unlikely) to recover in deciding how 
much to claim.  The only question affecting the amount to claim is whether 
taxpayer is pursuing recovery against third parties or intends to pursue such 
recovery.   

The decision as to whether to claim and how much to claim is not 
necessarily the final tax impact, however, as subsequent income/deductions 
may be affected by the decision taxpayer makes.  For instance, if a taxpayer 
uses the safe harbor deduction and later recovers amounts in excess of the 
amount of qualified investment deducted, the excess amount is includible in 
gross income.63  Likewise, an additional deduction may be available in 
subsequent years if the additional deduction is determined, with reasonable 
certainty, to be unrecoverable,64 but this gets back to the fact-intensive 
inquiry required when claiming the theft-loss deduction outside of the safe 
harbor. 

The Revenue Procedure’s safe harbor provisions require less 
substantiation than is otherwise required for the theft loss deduction, making 
the process simpler for taxpayers who qualify.  The Revenue Procedure lays 
out certain forms (Form 4684 and Appendix A to Revenue Procedure) that a 
taxpayer must submit if claiming the theft loss deduction under the safe 
harbor provision under the Revenue Procedure.65  The information required 
by Appendix A in effect serves as the taxpayer’s substantiation for the 
deduction.   

Given the relative simplicity of the Revenue Procedure, any potential 
client who is a victim of a Ponzi scheme where the perpetrator has been 
criminally charged should be advised about the possibility of a deduction 
under the safe harbor.  Unlike with the standard theft loss deduction, the 
                                                 
60. Id. at § 5.02. 

61. Id. 

62. Id. 

63. Rev. Proc. 2009-20 at § 5.03. 

64. Id. 

65. Rev. Proc. 2009-20 § 6, 2009-14 I.R.B.749; id.at app. 
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timing is not dependent on whether the investor is seeking recovery from 
other sources (i.e., whether there is a likelihood of recovery) so defrauded 
investor may go ahead and claim the deduction irrespective of whether 
he/she intends to pursue recovery through litigation or other means.  Instead, 
under the Revenue Procedure, the investor’s decision to pursue recovery only 
affects the amount of the deduction (75% versus 95%).  Although there may 
be disadvantages in using the safe harbor for certain Ponzi scheme victims 
who qualify,66 and litigators should always consider consulting with an 
accountant or tax attorney, Ponzi scheme victims should at minimum be 
informed of this possibility so they can make a reasoned decision about 
whether to use the safe harbor or not. 

 
 

III. RISKS IN CLAIMING THE THEFT-LOSS DEDUCTION 
 

For those who qualify for the theft loss deduction under either the safe 
harbor provisions or the common law guidance accompanying the section 
165 deduction, they can offer significant tax benefits and be a potential 
backup option for minimizing the effect of investment losses.  As described 
above, litigators can serve a vital role by helping defrauded investors 
determine if they qualify and when the deduction should be taken, and by 
providing legal opinions in support of a claim for the theft loss deduction.  
Whether an investor should take the deduction is a separate question, 
however, and while this article does not purport to address all of the potential 
risks, it is important that litigators and taxpayers be aware of certain potential 
risks that would apply to all investors.  Litigators should consider consulting 
with an accountant or tax attorney to obtain an overview of the risks for a 
particular defrauded investor so that a reasoned decision may be made 
regarding the deduction.  Broadly speaking, however, a taxpayer may be 
subject to increased audit risk, and may even be at risk of having accuracy-
related penalties imposed in the event of a disallowance, even if using the 
safe harbor provisions, though the risk is significantly lower for investors 
using the safe harbor.  Undergoing an exam by the IRS is not for everyone, 
so potential risks must be discussed with investors who may wish to claim 
the theft loss deduction before proceeding.   

The IRS has accumulated evidence that many taxpayers improperly 
claim investment losses as theft losses, so the IRS is likely to more closely 
scrutinize any returns claiming the theft loss deduction for investment losses.  

                                                 
66. See Lehman, supra note 8. 
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In a September, 2011 report, the Treasury Inspector General for Tax 
Administration (TIGTA) recommended that the IRS implement a so-called 
Compliance Initiative Project (CIP) to target tax returns claiming investment 
losses as theft losses for examination because TIGTA determined that many 
tax returns erroneously claimed investment losses as theft losses.67  In the 
report, TIGTA discussed its audits of 140 e-filed 2008 tax returns on which 
taxpayers reported an investment-theft loss deduction, including returns that 
claimed investment losses as theft losses under both the Revenue Procedure’s 
safe harbor and the standards of existing case law.68  TIGTA found that as 
many as 82% of those taxpayers may have erroneously claimed their 
investment losses as theft losses, which TIGTA called a “conservative” 
estimate.69  TIGTA’s report identified several problems with the taxpayers’ 
claims to the theft loss deduction for investment losses, from taxpayers who 
TIGTA determined did not qualify for the deduction, to those who should 
have claimed the loss as a capital loss, to those whose claims were unable to 
be substantiated.70  In the report, TIGTA noted that IRS had internally 
determined as of December 24, 2010, that 96% of the 1,761 investment theft 
loss claims associated with tax returns under exam were erroneous, and 
criticized the IRS management for failing to implement a Compliance 
Initiative Project.71  In response to TIGTA’s criticism and recommendation, 
IRS Management stated that the 96% estimate was likely overstated because 
the IRS had selected out certain suspect returns for audit, but that in any 
event, the IRS would investigate whether it could afford to begin a 
Compliance Initiative Project for investment theft losses.72  Although it is 
unclear whether the IRS has yet implemented a CIP, there is reason to 
believe that the IRS may heighten its review of returns claiming investment 
losses as theft losses, which would subject defrauded investors claiming the 
theft loss deduction to increased audit risk, whether proceeding under section 
165 or the Revenue Procedure.   

                                                 
67. Treasury Inspector General for Tax Administration, Many Investment Theft Loss 
Deductions Appear to Be Erroneous (Sept. 27, 2011), available at 
http://www.treasury.gov/tigta/auditreports/2011reports/201140124fr.pdf. 

68. Id. at 9. 

69. Id. at Highlights. 

70. Id. at 10-12. 

71. Id. at 12-13. 

72. Id. at 24. 
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Aside from the TIGTA report’s recommendation that the IRS scrutinize 
returns claiming the theft loss deduction for investment losses more closely, 
there are additional indications that taxpayers may experience increased risk 
of audit if a taxpayer claims investment losses as theft losses outside of the 
safe harbor provisions.  First, the Revenue Procedure specifically suggests 
that IRS will scrutinize returns claiming the theft loss deduction for 
investment losses outside of the safe harbor provision and that the returns 
may be subject to increased audit exposure.73  Further, claims of theft loss 
deductions that proceed outside of the safe harbor will be highly fact-
intensive given that the taxpayer must prove that a theft actually occurred 
and must prove with reasonable certainty that there is not a reasonable 
prospect of recovery, all of which depend on the facts of the case.  As a 
result, these claims are likely to be subject to examination, there may be 
administrative battles with the IRS, and perhaps an eventual need to contest 
the IRS’s determination in Tax Court or bring a refund suit.   

An additional risk to be cognizant of is that, if the IRS audits a taxpayer 
claiming investment losses as theft losses, and the deduction is disallowed, 
the IRS may impose section 6662 (26 U.S.C.) accuracy penalties on the 
taxpayer if the deduction resulted in an understatement of income as defined 
in section 6664 (which is likely given the ability to deduct it against ordinary 
income).74  Section 6664 allows a taxpayer to contest the penalty based on 
“reasonable cause” (i.e. taxpayer had a legitimate rationale or basis for 
claiming the deduction that resulted in an understatement of income), and the 
statute authorizes the IRS to abate the penalty on these grounds,75 but any 
dispute over this would also be fact and time intensive, so it is also 
something of which a taxpayer should be aware. 
 
 

CONCLUSION 
 

Despite the risks of claiming the theft loss deduction, the advantages 
inuring to the taxpayer may be significant, so many taxpayers may wish to 
avail themselves of the deduction notwithstanding the potential risks.  Thus, 
defrauded investors should be advised about the existence of the deduction, 

                                                 
73. Rev. Prov. 2009-20 § 8, 2009-14 I.R.B. 749 (“Returns claiming theft loss 
deductions from fraudulent investment arrangements are subject to examination by 
the Service”). 

74. 26 U.S.C. §§ 6662, 6664. 

75. 26 U.S.C. § 6664. 
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whether they might be entitled to it (i.e. whether a theft occurred), what the 
timing requirements might be given their likelihood of recovery, and 
ultimately, whether it is advisable to claim their investment losses as a theft 
loss deduction given their particular circumstances.  As this article explains, 
litigators have a crucial role in assisting defrauded investors with an 
evaluation of any claim to the theft loss deduction, and with any 
substantiation if a defrauded investor elects to claim investment losses as 
theft losses. 

Indeed, litigators may quickly determine that a potential client has no 
possibility of recovery because, for instance, a perpetrator is judgment proof, 
and may be able to immediately recommend consideration of the theft loss 
deduction for that year.  Rather than litigating or arbitrating a case on behalf 
of a client, in the event that recovery is not viable, a litigator may instead be 
able to help make the potential client recoup some losses by providing a legal 
opinion in support of a theft loss deduction’s timing stating that a potential 
perpetrator is judgment-proof, for example.  And later, if a client settles a 
case for less than their losses, a litigator is well-equipped to provide a legal 
opinion documenting the defrauded investor’s inability to recover the total 
amount of the losses, therefore potentially allowing the defrauded investor to 
claim the theft loss deduction for the remainder.  A litigator may also be able 
to further assist a client in evaluating whether a “theft” or Ponzi scheme has 
occurred and therefore whether a defrauded investor may be able to claim 
his/her investment losses as theft losses.  Given that a litigator will be 
intimately familiar with the facts of the case, litigators should serve an active 
role in assessing whether a client may be able to claim the theft loss 
deduction, which may ultimately help defrauded investors with another 
potential avenue to recoup losses from broker-dealer or investment advisor 
fraud. 



247 

CASES & MATERIALS 
 

Carl Carlson 
 
 
In the Matter of Department of Enforcement vs. Charles Schwab & 
Company, Inc. 2014 WL 1665738 
Complaint No. 2011029760201 (FINRA, Apr. 24, 2014) 

 Charles Schwab added terms to its arbitration agreements that prevented 
FINRA arbitrators from consolidating more than one party's claims, and 
customers from participating in judicial class actions.  Holding (1) that 
NASD and FINRA rules excluding class actions from arbitration were 
intended to preserve the ability of customers to participate in judicial class 
actions, and (2) that the FAA does not preempt those rules, FINRA’s Board 
of Governors held that Schwab’s arbitration agreement violated FINRA rules 
allowing arbitrators to consolidate cases, and prohibiting members from 
including terms in arbitration agreements that limit a party’s ability to file 
any claim in court permitted under the rules of the forums in which a claim 
may be filed under the agreement. 
 
 
SunTrust Banks, Inc. v. Turnberry Capital Mgmt. LP, 2014 WL 1924449 
Case No. 13-2075-cv, ___ Fed. App’x. __  (2d Cir., May 15, 2014) 

In a brief opinion upholding a trial court ruling that Turnberry Capital 
Mgmt. was not a customer of Sun Trust Banks, the Second Circuit discusses 
what constitutes “indicia of a customer relationship.” In doing so, the court 
agreed that acquiring goods or services was a factor that supported the 
finding of a customer relationship, as well as: “(a) the receipt of financial 
advice, (b) the existence of a brokerage agreement, (c) the payment of a fee, 
and (d) the utterance of statements that could have been perceived by 
Turnberry as establishing a customer relationship.” 
 

 
Russian v. Oppenheimer & Co., Inc. 
2014 WL 1677133,  (S.D.N.Y. Apr. 25, 2014) 

Plaintiff was an Oppenheimer employee (non-registered) who sued 
Oppenheimer in court alleging employment decimation claims.  Plaintiff had 
signed an arbitration agreement providing that all disputes “shall be 
arbitrated before the [NASD] . . . in accordance with the NASD Model 
Employment Arbitration Procedures . . . in the form existing at the time when 
the arbitration is instituted.”  Plaintiff opposed Oppenheimer’s motion to 
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compel arbitration on the ground that she had agreed to arbitrate only before 
NASD, and performance was impossible since the NASD no longer existed.  
The court rejected that argument and compelled arbitration, holding “the 
NASD has not ceased to exist; its name was merely changed to Financial 
Industry Regulatory Authority. . . .The difference between NASD and 
FINRA is purely semantic.” 
 
 
Messinger v. JPMorgan Chase Bank, N.A., 2014 WL 904528 
Case No. 13 Civ. 2444 (AJN) (S.D.N.Y., Mar. 7, 2014) 

The court dismissed a registered representative’s claim seeking 
expungement of a U-5 report that he was terminated for misconduct for 
participating in sporting ticket event promotion.  The plaintiff based his 
expungement claim on FINRA Rule 2080 (“Obtaining an Order of 
Expungement of Customer Dispute Information from the CRD System”).  
The court held that Rule 2080 did not apply because the U-5 report did not 
involve a customer dispute, continuing, in dictum, that Rule 2080 does not 
provide for a private cause: “Rule 2080 does not provide Plaintiff with a free-
standing ‘expungement’ cause of action [but] … provide[s] procedures for 
obtaining expungement as a remedy, in situations that are inapplicable to 
Plaintiff's case.”  
 
 
Citigroup Global Markets Inc. v. All Children's Hosp., Inc., 2014 WL 
1133401 
Case No. 13 Civ. 8558 (JSR) (S.D.N.Y., Mar. 21, 2014) 

All Children’s Hospital (ACH) filed a FINRA arbitration claim in 
Florida arising out of its purchase of Auction Rate Securities.  The Court, 
citing three other S.D.N.Y. cases reaching the same conclusion, granted 
CitiGroup’s motion to enjoin the arbitration proceeding, holding that under 
New York law an arbitration is an “action or proceeding” covered by the 
parties’ forum selection/venue clause covering “all actions and proceedings” 
arising out of the parties’ agreement. 
 
 
UBS Fin. Servs., Inc. v. Mann, 2014 WL 1746249 
Case No. 14-10621 (E.D. Mich.,  2014). 

In a promissory note case, UBS moved to modify a FINRA arbitration 
panel’s decision (1) awarding UBS a judgment in its favor, while (2) 
awarding the registered representative a larger amount on his claims against 
the firm, and (3) denying a request to offset the awards.  Concerned that it 
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had no choice but to pay the award against it, with no assurance the 
registered representative would pay what he owed UBS, UBS moved the 
court to modify the decision and offset the awards.  The court denied the 
modification, distinguishing cases in which a court had modified arbitration 
decisions to offset competing awards on the grounds that in those cases the 
arbitrators had not considered the issue of offset. 
 
 
Birkelbach v. S.E.C.,  
751 F.3d 472 (7th Cir. 2014). 

A FINRA hearing panel imposed a 6-month suspension and $2,500 fine 
on a manager for failure to supervise a registered representative’s egregious 
churning and unauthorized trading that generated over $1 million 
commissions in 15 months, and resulted in large losses.  The National 
Adjudicatory Counsel found the sanction to be “wholly insufficient to 
remedy his failure to supervise,” and imposed a lifetime ban on associating 
with any member firm in any capacity.  The 7th Circuit upheld the NAC’s 
lifetime ban, declaring that “fashioning of an appropriate and reasonable 
remedy is for the … SEC, not the courts;” the SEC's choice of a sanction 
may be overturned only if it is found unwarranted in law or without 
justification in fact; and a sanction is not invalid simply because it is more 
severe than that imposed in other cases. 
 
 
Kilcher v. Cont'l Cas. Co. 
747 F.3d 983 (8th Cir. 2014). 

The Court held that a plaintiff’s claims against an investment advisor for 
sales of different products (annuities, and whole life insurance), offering 
unsuitable investments, and churning, constituted  “Interrelated Wrongful 
Acts,” limiting plaintiff’s recovery under an insurance policy to the $1 
million cap for a single claim. 
 
 
Bussing v. COR Clearing, LLC, 2014 WL 2111207 
 Case No. 8:12-CV-238 (D. Neb., May 21, 2014) 

The Dodd Frank Act statutorily defines “whistleblower” as one who 
provides information about securities violations to the SEC.  The section of 
the act protecting “whistleblowers” from retaliation, however, refers to 
retaliation for providing information to other agencies in addition to the SEC.   
In an action by an accountant alleging retaliation for complying with a 
FINRA document request and cooperating with a FINRA investigation, the 
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court held that the Act’s definition of whistleblower did not apply to the use 
of that term in the section protecting “whistleblowers” from retaliation. 
 
 
Hanson v. Berthel Fisher & Co. Fin. Servs., Inc., 2014 WL 2434000 
Case No. 13-CV-67-LRR (N.D. Iowa, May 29, 2014) 

Bethel Fisher was underwriter for several private placement offerings by 
Thompson National Properties LLC (TNC), and played a key role recruiting 
investors to participate in the offering, preparing and disseminating the PPM, 
and overseeing the preparation and execution of the offering.  The court 
denied the underwriter’s 12(b)(6) motion to dismiss based on written 
disclosures under the “bespeaks caution” doctrine, holding that dismissal is 
proper only where the documents “include enough cautionary language or 
risk disclosure that reasonable minds could not disagree that the challenged 
statements were not misleading;” held that an underwriter owes investors a 
duty to investigate and/or a duty to conduct due diligence of the securities 
offering; and discussed multiple issues under California’s Blue Sky laws, 
including the requirement that in order to be a “seller" of securities one must 
be in privity with the buyer. 
 
 
Chelsea Morgan Sec., Inc. v. Rappaport, 2014 WL 998180 
Case No. 2:2013cv09449 (C.D. Cal., 2014) 

Relying on Second Circuit precedent, the District Court held that an 
investor who is a customer of the associated person, but not the FINRA 
member directly, still qualifies as a “customer” entitled to arbitrate under 
FINRA rules. 
 
 
Simmons v. Morgan Stanley Smith Barney, LLC, 2014 WL 769290 
Case No. 11cv29889 (S.D. Cal., Feb. 25, 2014) 

Plaintiff registered representative arbitrated his wrongful termination 
claims against Morgan Stanley Smith Barney, but pursued statutory 
discrimination claims in court.  MSSB moved to dismiss the court claims, 
arguing that res judicata or collateral estoppel applied.  Acknowledging that 
an arbitration decision can have res judicata or collateral estoppel effect 
where the party asserting preclusion “shows with clarity and certainty what 
was determined by the prior judgment,” the Court held that MSSB had failed 
to show that the arbitration decided the same causes of action as were before 
the Court.  
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Adviser Dealer Servs., Inc. v. ICON Advisers, Inc. 
557 F. App'x 714 (10th Cir. 2014) 

Tenth Circuit holds that parties have submitted award of attorneys’ fees 
to the arbitrators, where both sides claims attorneys fees in their pleadings, 
and the parties signed Uniform Submission Agreements agreeing to submit 
the all matters raised in the Statement of Claim and Statement of Answer to 
arbitration. 
 
 
Belz v. Morgan Stanley Smith Barney, LLC, 2014 WL 897048 
Case No. 3:13-cv-636-J-34MCR (M.D. Fla., Mar. 5, 2014) 
Because the FAA governs FINRA arbitrations, the Court dismissed a 
claimant’s motion to vacate an arbitration award for failure to comply with 
FAA’s procedure, even though she had complied with the state arbitration 
act. 
 
 
Remington v. Newbridge Secs. Corp., 2014 WL 505153 
Case No. 13-60384-CIV-COHN/SELTZER (S.D. Fla., Feb. 7, 2014).  
The court denied a motion in limine to exclude expert testimony, holding that 
an expert can testify to the existence of an industry standard of care derived 
from FINRA Conduct Rules; and that FINRA rules are not law, but the rules 
of a private organization, so experts can opine on what the rules provide 
without violating the rule against testifying to legal conclusions. 
 
 
Owens v. Stifel, Nicolaus & Co., Inc., 2014 WL 2769044 
Case No. 7:12-CV-144 (HL) (M.D. Ga., June 18, 2014) 
In negligent supervision case, the court dismissed plaintiff’s negligence per 
se claim (violation of statute aimed to protect discrete class) because 
“FINRA rules do not equate to law or public policy” and give rise to no 
private cause of action; refused to dismiss common law negligent supervision 
claim, holding that FINRA rules can show industry standard of care. 
 
 
Metro. Life Ins. Co. v. Pizza, 2014 WL 1817636 
(N.D. Ga., 2014) 
Metropolitan Life Insurance Co. was an NASD member until it terminated its 
membership in June 2007.  Employee Pizza 2010 signed a no solicitation 
agreement in 2010, then later quit and joined Prudential Life Insurance, 
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where he solicited Metropolitan Life employees to join Prudential.  
Metropolitan Life sued.  Pizza moved to compel arbitration, relying on 
FINRA’s Arbitration Code definition of  “member” as “any broker or dealer 
admitted to membership in FINRA, whether or not the membership has been 
terminated or cancelled . . . .”  The Court held it would be illogical and 
defeat the reasonable expectations of FINRA members to conclude that, once 
an entity was a FINRA member it would forever be subject to FINRA’s 
Arbitration Code. 
 
 
Morgan Keegan & Co., Inc. v. Smythe, 2014 WL 2462853 
Case No. W2010-01339-COA-R3-CV (Tenn. Ct. App., May 29, 2014) 
In a Morgan Keegan case, the appellate court reinstated an arbitration award, 
rejecting Morgan Keegan’s argument that two arbitrators’ rulings against 
Morgan Keegan in a prior case involving the same facts and issues showed 
evident partiality.  
 
 
Garrison v. SagePoint Financial Advisors, ___ Wn.App. ___ 
Case No. 69625-4-1-I (Wash. Ct. App., July 14, 2014) 
Discussing FINRA Rules 3040 and 3050, and citing NASD/FINRA Notices 
to Members as authority, the Washington State Court of Appeals held that a 
broker dealer has a duty to supervise one of its registered representatives 
who, acting in his capacity as an Investment Advisor employed by a different 
firm, engages in securities transactions, for compensation, at a broker dealer 
away from his own firm, if the broker dealer is on notice of the activity. 
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RECENT ARBITRATION AWARDS 
 

Robert Van De Veire 
 

 
The use of expert witnesses in FINRA arbitrations can be of critical 

importance to a party’s case, with Panels showing that they rely upon the 
testimony of the expert to educate them on specific nuances of a particular 
case.  Consistent with the theme of the “expert edition” of the PIABA Bar 
Journal, this edition of Recent Arbitration Awards will examine four recent 
arbitration awards that highlight some of the issues facing practitioners 
surrounding the use and effectiveness of expert witnesses.   
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ANNE R. JONES V. OPPENHEIMER & CO., INC. AND GROVER 
KEITH COOK 
FINRA Case No. 12-020521 
 

Claimants’ Counsel: David S. Blessing, Esq., The Blessing Law Firm  
Respondent’s Counsel: Leo Kogan, Esq., Oppenheimer & Co., Inc. 
Arbitrators: Bill Swinford, Jr. (Sole Public Arbitrator) 
Award:  Respondents were found liable for $89,803.00 in compensatory 

damages with 4% interest, as well as $29,934.34 in attorneys’ fees, $6,550.00 
in expert witness fees and $225.00 reimbursement for the non-refundable 
portion of the FINRA filing fee.   

What makes this case notable is Mr. Swinford’s mention of the Daubert 
test in the Award.  Specifically, the Award states that following a motion to 
preclude Mr. Bryan Tudor (Oppenheimer’s representative and Assistant 
Branch Manager of Oppenheimer’s Cincinnati office) from testifying as an 
expert:  

                                                 
1 . Claimant asserted the following causes of action: breach of fiduciary duty; 
misrepresentations/non-disclosures; suitability; failure to supervise; and negligence. 
Claimant alleged that Respondent Cook invested her in several aggressive high-risk 
and speculative investments, Crude Carriers Corp., Grant Park Global Alternative 
Markets, First TR High Income L/S FD, Oppenheimer Global Fund B, and China 
Shengda Packaging, which, according to Claimant, were inconsistent with her stated 
investment objective of preservation of capital for her retirement. Claimant further 
alleged that Oppenheimer failed to adequately supervise the actions of Cook and, as 
a result, is liable for any damages incurred.   

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

Claimant requested an award in the amount of: Actual/Compensatory Damages 
$84,524.70, Punitive/Exemplary Damages $ 15,475.00, Interest, Attorneys’ Fees, 
and Other Unspecified Costs.  

At the hearing, Claimant restated her request for damages for loss and punitive 
damages. In opening and closing statements, Claimant requested these damages, plus 
attorneys’ fees (Claimant has a 1/3 contingency contract with David Blessing), 
interest at the legal Ohio statutory rate, and costs (reimbursement of Ross Tulman’s 
expert witness fees). 

Respondent, Oppenheimer & Co., Inc., requested that the claims asserted against 
it be denied in their entirety and that it be awarded its costs and attorneys’ fees. 
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Based on the evidence and testimony presented at the hearing, 
the Arbitrator made the following finding: Under the Daubert 
standard, Bryan Tutor is clearly not an expert on damages. The 
Arbitrator permitted his testimony on damages. His testimony on the 
issue of damages should be struck and this should be reflected in the 
actual written Award. The Arbitrator disregarded his testimony on 
this subject entirely. 
It is significant that the Arbitrator permitted the testimony at the hearing, 

but then, based on an application of Daubert, chose to not only disregard the 
testimony given by Mr. Tudor, but to affirmatively have it stricken from the 
record.  

Such strict adherence to a federal evidentiary principle by an arbitrator in 
a FINRA arbitration matter is noteworthy is a reminder to practitioners to be 
mindful of the rules of evidence for both qualifying and challenging expert 
witnesses.   
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EUGENE VINCENT SODEN, III, DEBORAH MARIE SODEN ROWE, 
INDIVIDUALLY, AND AS ADMINISTRATOR OF THE ESTATE OF 
EUGENE VINCENT SODEN, JR., V. SCOTTRADE, INC., IRENE 
PATRICIA SODEN, RESPONDENTS V. IRENE PATRICIA SODEN, 
THIRD PARTY RESPONDENT 
FINRA Case No. 07-031332 
 

Claimants’ Counsel:  E. Ray Stanford, Jr., Esq., Taylor, Busch, Slipakoff 
& Duma, LLP 

Respondent Scottrade’s Counsel:  F. Carlton King, Jr., Esq., King & 
Croft, LLP 

Respondent Soden’s Counsel:  Abraham A. Sharony, Esq., Abraham A. 
Sharony, P.C. and Brian N. Smiley, Esq., Smiley, Bishop & Porter, LLP, 

Arbitrators: Robert H. Putnam, Jr. (Public Chairperson), James J. Dalton, 
II (Public Arbitrator) Daniel H. Kolber (Non-Public Arbitrator) 

                                                 
2 . Claimants asserted the following causes of action: breach of fiduciary duty; 
unauthorized transactions; breach of contract; negligence; respondeat superior 
liability; controlling person liability; failure to supervise; fraud and deceit; 
conversion and trespass; unjust enrichment; tortious interference with contract; 
money had and received; and, breach of Uniform Commercial Code of Conduct 
Sections 8-107 and 115. The causes of action relate to, among other things, the 
alleged unauthorized transfer, distribution, and reallocation of funds from an IRA 
account opened by Claimants’ deceased father and Third Party Respondent P. 
Soden’s deceased spouse (the “Decedent”). Specifically, Claimants alleged that an 
April 2005 IRA change of beneficiary form that reduced their percentage shares of 
the Decedent’s IRA from 25% each to 12 1/2% each, while increasing P. Soden’s 
share from 50% to 75%, was unauthorized by the Decedent. Claimants also alleged 
that the transfers out of the IRA had reduced its balance, and that, along with the 
reduction of their percentage shares, had caused them to receive considerably less 
when the IRA was distributed following the Decedent’s death than he had intended 
for them to receive. Claimants attribute the alleged shortfall to the deceit of P. Soden 
and the negligence of Respondent Scottrade in executing unauthorized transactions. 

Unless specifically admitted in its Answer, Respondent Scottrade denied the 
allegations made in the Statement of Claim, as amended and asserted various 
affirmative defenses. In addition, Respondent Scottrade asserted a Third Party Claim 
for contribution or indemnification against Third Party Respondent P. Soden. 

Unless specifically admitted in her respective Answers to the Third Party Claim 
as well as the Amended and Supplemental Statements of Claim, Third Party 
Respondent P. Soden by special appearance denied the allegations made therein and 
asserted various defenses. 
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Award: The Panel awarded the Claimants no damages, but did assess all 
forum fees against Respondent Scottrade because Scottrade was “less than 
attentive to its discovery obligations and this Panel’s orders.”  

Of note in this award is the Panel’s focus on the testimony provided by a 
handwriting expert, which showed that the forms were actually photocopied 
signatures.  The Panel specifically noted:   

The evidence showed that Respondent Scottrade accepted faxed 
withdrawal forms, purportedly signed by the Decedent, and 
apparently did not have any documents with un-reproduced 
signatures in its files.  Claimants’ handwriting expert testified to the 
effect that some half dozen of these reproduced signatures are 
exactly the same as others, and that no one signs his or her name 
exactly the same each time.   
Even though the Panel came out in favor of the Respondents and 

awarded no damages to the Claimants, this award highlights the effective use 
of experts in areas such as handwriting and document examination, rather 
than or as a compliment to the more traditional supervision experts.  As 
illustrated, “”experts from widely varying fields can be of valuable service to 
counsel in FINRA arbitrations and should be considered by practitioners 
where appropriate.   
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LARRY AND NANCY FORD V. FRED HENSLER 
FINRA Case No. 12-021133 
 

Claimants’ Counsel: Troy D. Green, Esq., Law Office of Troy D. Green 
PLLC 

Respondent’s Counsel:  Chetan S. Patil, Esq. and Andrew J. Dorman, 
Esq., Reminger Co. L.P.A. 

Arbitrators: Mayra Adela Rodriguez (Sole Public Arbitrator)  
Award: Claimant’s claims were denied.  The Arbitrator expunged all 

references to this matter from Mr. Hensler’s CRD.       
In denying Claimants’ claims and granting expungement, the Arbitrator 

noted that “Claimants offered no expert testimony in their case.”  
Specifically, Ms. Rodriguez noted that “There was no expert testimony 
regarding suitability or misrepresentation (no testimony on standard of 
care).”  Instead, the arbitrator focused on the multiple disclosure documents 
related to the variable feature of the annuity provided to Claimants.   

 While practitioners often think of expert testimony as being something 
additional to enhance the credibility of their case and effectiveness of its 
presentation before the Panel, in this case, it appears that expert testimony 
was essentially a requirement to proving the case.  The lack of expert 
testimony not only failed to give these Claimants a boost, but also effectively 
worked against them. 

  That Ms. Rodriguez wanted expert testimony about suitability, 
misrepresentation and standard of care and decided against the Claimants 
who did not present it to her provides valuable insight into the decision 
making process of an arbitrator.  It also highlights the potential importance of 
expert witnesses for bolstering even the most basic claims.   

                                                 
3. Claimants asserted the following causes of action: suitability; violation of FINRA 
rules; misrepresentation; and fraud. The causes of action related to the death benefit 
provided by Claimants’ MetLife Investors USA Variable Annuity Series L 
recommended and sold to them by Respondent. 

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

Claimants requested an award for actual/compensatory damages in the amount 
of $99,500.00. 

Respondent requested that the claims asserted against him be denied in their 
entirety and that he be awarded his costs, attorneys’ fees, and expungement of all 
references to this matter from his registration records maintained by the Central 
Registration Depository. 
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YIZHAK TOLEDANO, INDIVIDUALLY AND AS TRUSTEE OF THE 
YIZHAK TOLEDANO TRUST, LIAT TOLEDANO V. MERRILL 
LYNCH, PIERCE, FENNER & SMITH INC. 
FINRA Case No. 08-048044 
 

Claimants’ Counsel: Jeffrey Erez, Esq., Sonn & Erez PLC 
Respondent’s Counsel: Matthew E. Wolper, Esq. and Bennett Falk, 

Esq., Bressler, Amery & Ross P.C.  
Arbitrators: Harold S. Stern (Public Chairperson), Thomas Czinner 

(Public Arbitrator), and Nanci Sondra Landy (Public Arbitrator) 
Award:  After “[t]he Panel did not certify Claimants’ expert witness in 

the areas in which he was to testify and sustained the opposition on the 
grounds set forth in the voir dire” by Respondents’ counsel, the Panel denied 
all of Claimants claims for relief in their entirety.     

That the Panel did not certify the expert witness proffered by the 
Claimants in the areas in which the expert was called to testify is, in and of 
itself, noteworthy.  Typically, in securities arbitration cases, the experts who 
have been retained and are ultimately called to testify have the requisite 

                                                 
4 . Claimants asserted the following causes of action: breach of fiduciary duty; 
negligence; negligent supervision; fraud; breach of contract; and, violation of the 
Florida Securities and Investor Protection Act. The causes of action relate to 
Claimants’ investments in various securities including but not limited to, E-Trade 
Financial, Blackstone Group and Countrywide Financial. 

Unless specifically admitted in their Answer, as amended, Respondents denied 
the allegations made in the Statement of Claim and asserted various affirmative 
defenses. 

In the Statement of Claim, as amended, Claimants requested: compensatory 
damages in excess of $ 1,000,000.00; interest; costs; attorneys’ fees pursuant to 
Florida Statute § 517.211; rescission; punitive damages; and, other relief deemed 
just.  

In their Answer to the Statement of Claim, Respondents ML and Moshe 
requested: dismissal of the Statement of Claim; forum fees and costs; expungement 
of this matter from Respondent Moshe’s Central Registration Depository (“CRD”) 
records; and, other relief deemed appropriate. 

In the Amended Answer to the Amended Statement of Claim, Respondent ML 
requested: dismissal of the Statement of Claim; forum fees; and, the right to seek an 
award of attorneys’ fees pursuant to § 517.211(6) of the Florida Statutes, in a court 
of competent jurisdiction as the prevailing party under § 517.301 of the Florida 
Statutes. 
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knowledge, experience and training to be accepted by an Arbitration Panel, 
so this Panel’s actions are somewhat surprising.   

Such action by the Panel is especially noteworthy because it led to the 
ultimate vacatur of the Award by the Court in Case No. CACE-11-
002623(12).  Specifically, the 17th Judicial Circuit in Broward County, 
Florida found: 

The arbitrators herein refused to permit Petitioners’ expert to 
testify as to “supervision and compliance requirements.”  This 
testimony was central to Petitioners’ case. The refusal by the 
arbitrators to receive the testimony precluded a fair hearing and 
resulted in substantial prejudice to Petitioners. 

Accordingly, it is thereupon ORDERED AND ADJUDGED as 
follows: 

A. Petitioner’s Motion to Vacate Arbitration Award be and the 
same is hereby GRANTED. 

B. The Arbitration Award be and the same is hereby 
VACATED. 
This case highlights the importance of and deference given to expert 

witnesses and the testimony they provide.  It can also be used by 
practitioners and presented to Panels in situations where the certification of 
one’s expert is being opposed.   
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INVESTORS, CORNERED 
 

Bradley Stark 
  
 

“Investors, Cornered” is a new section for the PIABA Bar Journal.  Its 
purpose is to be a forward-looking section about issues investors face today, 
and PIABA members may face in the future when those investors call.  This 
section will be written on a voluntary basis by one or more PIABA Bar 
Journal Editors along with the Editor-in-Chief.   

Editor Bradley Stark, inspired by his practice, experience, and Michael 
Lewis’ book, Flash Boys: A Wall Street Revolt, makes the first contribution 
to “Investors, Cornered” discussing issues raised by High Frequency 
Trading, Dark Pools, and some of the new public stock exchanges.        

 
 

INVESTORS, CORNERED 
 

The New Structure of U.S. Stock Markets: brokerage firm dark pools 
(private unregulated stock exchanges), new public stock exchanges and 
High-Frequency Traders (HFTs) now generate the majority of stock trades 
and transaction profits.  

HFTs legally ‘front run’ investor trades by collocating (renting physical 
space and connecting telecommunications equipment) their high speed 
trading hardware and software algorithms at dark pools and public stock 
exchanges.  “High-frequency traders went home every night with no position 
in the stock market.  They traded in the market the way card counters in a 
casino play blackjack: They played only when they had an edge.  That’s why 
they were able to trade for five years without losing money on a single day.”1  

HFTs see investors’ orders via their teaser offer of 100 shares, offered 
via a plethora of creative new order types designed to reveal investors’ intent 
without executing a trade.  FINRA requires order fulfillment at the best 
price,2 and HFT teaser offers cause an order to bounce between exchanges 
seeking the best price.  Due to the dual advantages of superior speed from 

                                                 
1. MICHAEL LEWIS, FLASH BOYS:  A WALL ST. REVOLT 263-64 (2014). 

2. FINRA, BEST EXECUTION (REGULATORY NOTICE 12-13), available at http://www. 
finra.org/web/groups/industry/@ip/@reg/@notice/documents/notices/p125747.pdf 
(last visited Aug. 5, 2014). 
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colocation and cutting-edge equipment, HFTs are able to front run the 
investors’ orders as they move among exchanges and dark pools.  This front 
running is costly to investors, particularly institutional investors, as block 
trades are easier to front run.  One hedge fund manager noted “‘I know I 
have a three-hundred-million-dollar problem on a nine-billon-dollar hedge 
fund.’  (That is, he knows that the cost of not being able to trade at the stated 
market prices is costing him $300 million a year.)”.3   

HFTs have created less transparent, often counterintuitive methods to 
compensate public exchanges and dark pools.  “(M)ore than two-thirds of 
Nasdaq’s revenues derived, one way or another, from high-frequency trading 
firms”. 4   “[H]igh-frequency traders were preying on investors, and the 
exchanges and brokers were being paid to help them do it.”5  “Estimates of 
commissions paid to Wall Street banks for stock market trades in 2013 range 
from $9.3 billion (Greenwich Associates) to $13 billion (the Tabb Group).”6  
But trading profits at brokerages and public exchanges are being squeezed by 
HFTs.   

IEX Group is a new exchange, created to negate the front running of 
HFTs.  “In the dark pool arbitrage IEX had witnessed, for instance, HFT 
captured about 85% of the gains, leaving the bank with just 15%.  The new 
structure of the U.S. stock market had removed the big Wall Street banks 
from their historic, lucrative role as intermediary.”7   Thus, some profits 
traditionally captured by Wall Street together with the front running profits 
are now being captured by HFTs.  This creates an incentive for brokerage 
firms to fulfill investor orders in their own dark pools.  “A bank that 
controlled less than 10 percent of all U.S. stock market orders was somehow 
able to satisfy more than half of its customers’ orders without ever leaving its 
own dark pool.”8    

IEX Group limits the ability of HFTs to front run orders with a 38 mile 
coiled fiber optic cable in front of all trading computers.  This delays the 
trading signals, negating the ability of HFTs to front run.  IEX Group also 

                                                 
3. LEWIS, supra note 1 at 77. 

4. Id. at 163. 

5. Id. at 164. 

6. Id. at 208 n.*.   

7. Id. at 264. 

8. Id. at 224. 
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limits the type of orders to four well known varieties.  Traders met IEX with 
favorable reviews.  In its first eight months of operation it received order 
flows exceeding that of the American Stock Exchange.  Goldman Sachs 
endorsed the new exchange, an internal memo reading “[w]e view IEX’s 
core mission as simplifying an overly complex market structure through a 
transparent rule set, minimal number of order types, and most significantly, a 
speed buffer that intentionally slows down trading on their market.”9   Some 
institutional traders specifically request use of the IEX Group exchange and 
have been distressed to find their orders were filled elsewhere.  

One study found that under some circumstances retail investors suffer 
from this new order fulfillment system.  “Because venues offering high 
rebates also charge liquidity demanding investors [sic] high fees, fee 
structure may affect the arrival rate of marketable orders.  If limit orders on 
low-fee venues fill when similarly priced orders on high-fee venues do not, 
routing orders to maximize rebates might not always be in customers’ best 
interests.”10  
 
 

AN EDITOR’S OBSERVATIONS 
 

“The rise of off-exchange trading in the U.S. stock market continues 
unabated even as regulators question the wisdom of allowing the shift to 
continue.  Shares changing hands in private venues such as dark pools 
accounted for 40.4 percent of total share volume on June 10, [2014], 
according to data compiled by Bloomberg.”11  

“Coincidence or not, ever since ‘Flash Boys’ came out four months ago, 
alleging that U.S. equity markets are rigged by high-frequency traders and 

                                                 
9. Michael P. Regan & Sam Mamudi, Goldman Sachs Endorses IEX Stock Market 
Built to Fight Predators, available at http://www.bloomberg.com/news/2014-03-22/ 
goldman-sachs-endorses-iex-stock-market-built-to-fight-predators.html (last visited 
Aug. 5, 2014). 

10. Robert H. Battalio, Shane A. Corwin & Robert H. Jennings, Can Brokers Have It 
All? On the Relation Between Make Take Fees & Limit Order Execution Quality, 
available at http://papers.ssrn.com/sol3/papers.cfm?abstract_id=2367462 (last visited 
August 5, 2014). 

11. Sam Mamudi, Dark Pools Take Larger Share of Trades Amid SEC Scrutiny, 
available at http://www.bloomberg.com/news/2014-06-12/off-exchange-stock-
trading-reaches-two-year-high-in-u-s-.html (last visited Aug. 5, 2014). 
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crooked dark-pool operators, there’s been a whole lot of regulatory attention 
paid to high-frequency traders and crooked dark-pool operators in U.S. 
equity markets.”12  Congress is scheduling and holding hearings on HFT, 
while both brokerage firms and exchanges continue lobbying against each 
other in an effort to recapture trading profits.  

As regulators grapple with HFTs and researchers examine unknown 
consequences of this new structure, more data will be forthcoming.  FINRA 
has a website that tracks the total volume of a stock traded in dark pools, a 
first small step towards transparency.13 

History teaches that in the long run, regulatory rules are successfully 
gamed by the financial services industry.14  This underscores the crucial role 
of litigation to market efficiency that comes from vindicating violations of 
investors’ property rights.  Research shows “little evidence that public 
enforcement benefits stock markets, but strong evidence that laws mandating 
disclosure and facilitating private enforcement through liability rules benefit 
stock markets.”15  

For practitioners representing public investors, scrutinizing order 
confirmations, determining where investor orders were fulfilled, the 
incentives paid to the brokerage for the fulfillment of these orders, and the 
spreads available at the time of fulfillment might prove useful, particularly in 
churning cases.  Demanding this information during litigation or arbitration 
is a step towards transparency.    
 
 
 

                                                 
12. Matt Levine, Citi Wasn’t So Clear on What ‘Hidden Orders’ Meant, available at 
http://www.bloombergview.com/articles/2014-07-25/citi-wasn-t-so-clear-on-what-
hidden-orders-meant (last visited Aug. 5, 2014). 

13. FINRA, Alternative Trading System Data (ATS), available at https://ats.finra. 
org/ (last visited August 5, 2014). 

14. The resources and ingenuity of industry are too deep, the abilities of regulators 
too static and agency capture is an omnipresent threat.  

15. RAFAEL LAPORTA ET AL., WHAT WORKS IN SECURITIES LAWS?, 61 J. of Fin. 
1(Abstract) (2006). 
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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-2014-028 was submitted to the Securities and 
Exchange Commission by Jason Doss on July 24, 2014. 
 
 
Elizabeth M. Murphy, Secretary 
Securities and Exchange Commission 
100 F Street NE. 
Washington, D.C. 20549-1090 
 
Re:  SR-FINRA-2014-028   
  Proposed Rule Change Relating to Revisions to the  
 Definitions of Non-Public Arbitrator and Public Arbitrator 
 
Dear Ms. Murphy: 
  

On behalf of the Public Investors Arbitration Bar Association 
("PIABA")1, I thank the Securities and Exchange Commission 
(“Commission”) for the opportunity to comment on the proposed 
amendments to FINRA Rules 12100 and 13100, amendments which would 
significantly revise who may be classified as a “public” arbitrator and “non-
public” arbitrator under the Code of Arbitration Procedure for Customer 
Disputes and the corresponding Code sections for industry disputes. 

One of the objectives of the proposal is to re-organize the definition of 
“public arbitrator” by removing cross-references amongst definitions and 
providing more detailed descriptions of disqualifying factors, in order to “to 
make it easier for FINRA staff, arbitrators and potential arbitrators, and 
parties to ascertain the correct arbitrator classification.”  PIABA supports this 
objective because it not only enhances efficiency, but would also advance 
compliance with the rules governing arbitrator classifications.  To that end, it 
would help prevent parties from being forced to select among less than the 
appropriate number of “public” or “non-public” arbitrators on ranking lists, 
and from selecting arbitrators who were improperly included in the public or 
non-public lists. 

Notwithstanding, PIABA believes that the definition of “non-public 
arbitrator” needs to be revised further to include other industry professionals 
who, under the current proposal, could improperly qualify as “public” 

                                                 
1.  PIABA is a national, not-for-profit bar association comprised of attorneys, 
including law professors and regulators, both former and current.  PIABA’s mission 
is to promote the interests and protect the rights of the public investor. 
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arbitrators, despite their ties to the industry.  It is vital that the “non-public” 
definition be comprehensive to ensure that it is gap-proof and so that it 
achieves its purpose, i.e., investors’ confidence in the integrity of the forum.  
Furthermore, as explained below, PIABA objects to the proposed removal of 
attorneys, accountants and other professionals from “public arbitrator” 
classification. 
 
 
I. FINRA’S ARBITRATOR CLASSIFICATION COMBATS PERCEIVED 

INDUSTRY BIAS. 
 

Investor confidence in the neutrality and fairness of the FINRA 
arbitration forum has always been the key motivation behind separating 
potential arbitrators into the “public” and “non-public” profiles. 

Because on the predominant use of arbitration clauses in customer 
agreements, FINRA’s Dispute Resolution services are in most cases the only 
forum for the investing public to bring claims against registered 
representatives and broker-dealers. The perception of industry bias – and the 
efforts necessary to dispel that perception – is even stronger of FINRA’s 
arbitration services than of our judicial system.  This is, in part, because 
FINRA and its predecessor organizations, as self-regulating entities, have 
always been inherently comprised of, and supported by, the securities 
industry.  PIABA applauds all efforts by FINRA to enforce its own goals of a 
neutral dispute resolution service and to combat both perceived and real bias 
within that service.   

The fact-finder and ultimate decision maker in any FINRA arbitration is 
the appointed three- person arbitration panel (or sole arbitrator depending on 
the amount of damages claimed). While recognizing that arbitrators with 
former or current industry affiliations may bring valuable insight to a panel, 
FINRA has tried to balance potential industry bias with the creation of the 
“public” versus “non-public” arbitrator classification.   

 
 

II. THE DEFINITIONS SHOULD BE EXPANDED TO PREVENT INDIVIDUALS 

WITH SUBSTANTIAL TIES TO THE SECURITIES AND/OR INVESTMENT 

INDUSTRY FROM SERVING AS PUBLIC ARBITRATORS. 
 

Over the years, FINRA’s definitions of arbitrators has been amended a 
number of times. See SR-FINRA-2014-028, p. 5, FN 2.  Among other things, 
the most recent amendments, in 2013, designated those associated with 
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mutual funds or hedge funds as “non-public” arbitrators and precluded them 
from ever serving as public arbitrators.  

In its February 7, 2013 comment letter to the Commission addressing the 
then-proposed rule change set forth in SR-FIRNA-2013-003 (“PIABA’s 
February 2013 Letter”), PIABA supported FINRA’s preclusion of mutual 
fund / hedge fund-associated individuals from the “public arbitrator” 
definition yet advocated for the further expansion of disqualifying criteria to 
preclude others who were associated with the securities industry.  For 
example, PIABA argued that the definition should be broad enough to 
exclude persons associated with non-traded REITs and other private 
placements, as well as investment products that have embedded securities. 
See PIABA’s February 2013 Letter, p. 2.  

PIABA continues to strongly believe that the definitions need to be 
further broadened to eliminate from the “public” pool all those with ties to 
the industry.  Such changes are necessary, first and foremost, to promote 
investor confidence in the integrity of the FINRA forum. Moreover, the 
suggested revisions would serve to simplify and streamline, for FINRA staff, 
arbitrators and parties, the process of determining the appropriate 
classification for a given arbitrator.   

As explained in PIABA’s February 2013 Letter: 
FINRA Conduct Rules, including, but not limited to, FINRA’s 

suitability and know your customer rule (Rule 2111 and Rule 2090), 
apply to many products… Some of these other investment products 
have become more frequent subjects of investors’ arbitration claims.  
Professionals who are affiliated with the sponsors or issuers of such 
products or any securities products, for that matter, should not be 
allowed to serve as public arbitrators 

…The definition of “public arbitrator” should be amended to 
exclude individuals who are affiliated with entities which act as 
sponsors, issuers, marketers, or sellers of securities or other 
investment products with embedded securities. 
See PIABA’s February 2013 Letter, p. 2.  Due to the ever-changing 

landscape of products and services offered to the investing public, PIABA 
believes that rather than limit itself to specific types of investments, the 
description of individuals who would be precluded from the “public” 
classification should be generalized.   A generalized definition would not 
only avoid misclassifications of arbitrators, but would better protect the 
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investing public and promote confidence in the forum, regardless of the 
products at issue.2 

Under the current proposal, there are additional categories of individuals 
with substantial ties to the securities industry who would still escape the 
proposed “non-public” definition and be allowed to be classified as “public,” 
despite having close ties to the financial services industry.   

Accordingly, PIABA respectfully proposes that the definition of “non-
public arbitrator” under proposed Rule 12100(p) be revised to read: 3 

1. any persons who engaged in, or who were employed by, or 
who were affiliated with, any business that directly, or indirectly 
through affiliates, offered or sold securities, public or private, 
including but not limited to stocks, bonds, mutual funds, hedge 
funds, limited partnerships, tenant in common investments, real 
estate debt or equity investments, debt or equity instruments of any 
nature, or any other type of investment that was offered, sold or 
syndicated to individual or institutional investors. 

2. Persons who served as attorneys, accountants or otherwise 
provided other professional consulting services of any nature to any 
of the persons described in Paragraph 1 above. 

The “public” arbitrator pool should be limited to those who have or had no 
affiliation with any business that engaged in the purchase, sale or brokerage 
of any investments of any type. 

PIABA supports the proposed adoption of new Rule 12100(p)(1) to 
eliminate the cooling-off period for arbitrators “who are, or were, affiliated 
with a specified financial industry entity at any point in their careers, for any 
duration, as non-public.”  SR-FINRA-2014-028, p. 9. However, PIABA 
proposes that new Rule 12100(p)(1) cover the additional industry affiliations 
described in Paragraph 1 of PIABA’s proposed “non-public” definitions, 
above. 

Finally, PIABA supports proposed new Rule 12100(p)(2) and (4), as 
applied to attorneys, accountants, and other professionals who serve or 
served the industry within the past five years. 

 

                                                 
2.  This comment letter dovetails with PIABA’s February 2013 Letter in that, while 
espousing the same perspective for revising the arbitrator definitions, it expands on 
PIABA’s previous suggested revisions. 

3.  PIABA’s comments to the proposed Rule 12100 definitions also apply to the 
corresponding Rule 13100 sections. 
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III. ATTORNEYS, ACCOUNTANTS AND OTHER PROFESSIONALS WHO 

SERVICE THE INVESTING PUBLIC SHOULD NOT BE DESIGNATED AS 

“NON-PUBLIC”. 
 

While PIABA supports much of the proposed rule changes, it takes issue 
with proposed new Rule 12100(p)(3) and corresponding proposed 
12100(u)(3), (7) and (10), under which attorneys and other professionals who 
service investors in securities disputes would be prevented from serving as 
“public” arbitrators.4  Such change would mark a radical departure from the 
historical logic of designating arbitrators as “non-public” vs. “public.” 

The categorizing of a proposed arbitrator as “public” or “non-public” has 
always focused on the nature and extent of the individual’s ties to the 
financial industry.  The need to create the public and non-public pools was 
borne solely out of perceived bias on the part of the industry, and in the 
interest of protecting the investing public.  

From inception, the bifurcation of arbitrators into the public and non-
public pools was designed to allay the investing public’s perception of bias 
on the part of arbitrators with close industry affiliations.   From the earliest 
formulation of the rule, codified in NASD Rule 10308, the non-public 
designation was limited only to those with industry affiliations.  In fact, in all 
the rule’s subsequent revisions, only industry-tied arbitrators were included 
in the definition of “non-public.”  Individuals with associations with the 
investing public have always and only been included in the public arbitrator 
pool. 

That the motivation behind the “non-public” and “public” arbitrator 
classification system was designed to protect the investor is self-evident from 
the February 2, 2004 letter filed with the Commission by the NASD in 
response to comments made to SR-NASD-2003-95.  In its letter, the NASD 
states that the proposals to amend the classification basis for “public” 
arbitrators was to “ensure that parties who have, or who are reasonably 
perceived to have, significant ties to the securities industry cannot serve as 
public arbitrators, even if those ties are indirect” and that the public arbitrator 
designation is “to protect both the integrity of the NASD forum, and 
investors’ confidence in the integrity of the forum.” Id. (Emphasis added). 

 

                                                 
4.  Likewise, PIABA objects to the adoption of new Rule 12100(u)(3), which details 
how and when such a professional could join the public arbitrators’ ranks.  In 
PIABA’s view, such professionals should not be precluded from serving as public 
arbitrators, provided they are not otherwise disqualified under the Rules. 
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In substantiating this aspect of the current proposed rule change, FINRA 
states that it wishes to address the concerns of “[i]ndustry representative 
[who] raised concerns about the neutrality of the public arbitrator roster.”  
SR-FINRA-2014-028, p. 8.   However, FINRA cites no evidence to support 
the conclusion that attorneys, accountants and other professionals who serve 
the investing public are biased for or against the securities industry.  FINRA 
only cites to one comment letter written by David T. Bellaire, Executive Vice 
President and General Counsel of the Financial Services Institute (“FSI”), a 
lobbying organization whose members are financial advisors and 
independent broker-dealers such as Berthel Fisher & Company, LPL 
Financial, and Raymond James Financial Services.   

One letter written by a pro-securities industry group that contains 
unsupported and incorrect information to support its conclusions is hardly a 
reason to arbitrarily single out and exclude certain arbitrators from the public 
pool simply because they happened to serve the public.  Under Mr. Bellaire’s 
rationale, arbitrators from many other professions should also be arbitrarily 
excluded from the public pool based on a hunch that they must be biased 
against the securities industry (e.g. estate planning attorneys or volunteers 
who help educate seniors about the risks topics such as financial 
exploitation).   

In short, placing arbitrators with no ties to the securities industry into the 
non-public pool makes no logical sense and would harm the integrity of the 
arbitration process because parties would not have accurate disclosure 
information to rely on in selecting arbitration panels.  For example, in many 
cases parties prefer to include non-public arbitrators on arbitration panels 
because of their experience in the securities industry. Under FINRA’s 
proposed rule change, arbitrators with no ties to or experience in the 
securities industry would be included in the non-public pool and parties 
could mistakenly select an arbitrator from the non-public pool based on the 
mistaken belief that they have ties to the securities industry.   Indeed, 
according to FINRA, arbitrator neutrality is the cornerstone of arbitration, 
and full and accurate disclosure of an arbitrator’s background and potential 
conflicts is the only way to ensure arbitrator neutrality.  This portion of 
FINRA’s proposed rule would undermine its own stated goal. 

 
*** 

 
FINRA’s stated mission is one of investor protection.  As outlined above, 
PIABA supports much of the proposed Rule changes, which would serve to 
advance that objective.  Nonetheless, in order to adequately protect the 
investing public and to improve investor confidence in the fairness of the 
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arbitrator roster, PIABA believes that the “non-public” arbitrator definition 
needs to be expanded to include all individuals with substantial industry 
affiliations.  Finally, the proposed Rule change excluding investors’ attorneys 
and other representatives from serving as “public” arbitrators should be 
rejected. 

I would like to again thank the Commission for the opportunity and 
privilege to comment on SR-FINRA-2014-028. 
 
Sincerely, 
Jason Doss 
PIABA, President 
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The following PIABA Comment Letter regarding the Proposed Rule Change 
Relating to SR-FINRA-2014-026 was submitted to the Securities and 
Exchange Commission by Jason Doss on July 22, 2014. 
 
 
Elizabeth M. Murphy, Secretary 
Securities and Exchange Commission 
100 F Street NE. 
Washington, D.C. 20549-1090 
 
Re: SR-FINRA-2014-026 - Proposed rule change to amend the Code of 
Arbitration Procedure to increase arbitrator honoraria by increasing 
arbitration filing fees, member surcharges, process fees and hearing session 
fees 
 
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. 

Pursuant to Rule of Practice 192(a) of the Securities and Exchange 
Commission, FINRA is filing with the Securities and Exchange Commission 
("SEC" or "Commission") a proposed rule change to amend FINRA Rules 
12214 (Payment of Arbitrators), 12800 (Simplified Arbitration), 12900 (Fees 
Due When a Claim is Filed), 12901 (Member Surcharge), 12902 (Hearing 
Session Fees, and Other Costs and Expenses), and 12903 (Process Fees Paid 
by Members) of the Customer Code.  The proposed rule change would also 
amend Rules 13214 (Payment of Arbitrators), 13800 (Simplified 
Arbitration), 13900 (Fees Due When a Claim is Filed), 13901 (Member 
Surcharge), 13902 (Hearing Session Fees, and Other Costs and Expenses), 
and 13903 (Process Fees Paid by Members) of the Industry Code.  The 
overall effect would be an across the board fee increase for claims brought 
and administered in the FINRA forum. 

In general, PIABA is not opposed to raising the honorarium. PIABA is 
concerned, however, that requiring investors to pay the increased honorarium 
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by raising the filing fees may deny them access to the forum.  Also, FINRA 
has provided no legitimate basis to require investors with more alleged 
financial losses at stake pay a higher amount of filing fees.  The concept of 
basing a filing fee on how much financial harm a victim suffers runs afoul of 
FINRA’s mission of protecting investors.  

 
Since investors are forced into the FINRA arbitration forum as a result of 

mandatory arbitration, PIABA believes that FINRA members should be 
responsible for paying 100% of the proposed increased filing fees.  This 
point is emphasized even more when you consider that arbitration panels 
rarely assess forum fees against respondents even when they find the 
respondents liable for the claimants’ losses.   

 
PIABA asks that FINRA reconsider its proposal and charge any increase 

in the filing fees to its members, who have required that customers use the 
forum.  Thank you for the Commission for the opportunity to comment on 
the proposal. 
 
 
Very Truly Yours, 
Jason Doss 
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 June 26, 2014. 
 
 
Elizabeth M. Murphy, Secretary 
Securities and Exchange Commission 
100 F Street, NE 
Washington, D.C. 20549-1090 
 
Re:  Response to the Order Instituting Proceedings Relating to 

Broadening  Arbitrators' Authority to Make Referrals During an 
Arbitration Proceeding as Modified by Partial Amendment No. 1, 
(Release No. 34-72196; File No. SR-FINRA-2014-005) 

 
 
Dear Ms. Murphy: 

On behalf of the Public Investors Arbitration Bar Association 
("PIABA"), I thank the Commission for the opportunity to provide further 
comments.  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. 

PIABA commends the Commission for instituting proceedings related to 
this proposed rule change.  PIABA contends that the rule relating to mid-
hearing referrals has serious adverse due process implications to claimants in 
FINRA arbitration hearings.   

PIABA incorporates by reference three comment letters that it previously 
submitted in connection with the rule proposal and amendments.1  PIABA 
does not intend to reiterate the points raised in its previous letters.  PIABA 
would like to reemphasize the point that FINRA arbitration proceedings can 
be very expensive for individual investors. Forum and expert fees routinely 

                                                 
1 See, Jason Doss, President, PIABA, dated February 26, 2014 (‘‘PIABA’’); Peter 
Mougey President, PIABA, dated August 18, 2011; Scott Shewan, President, PIABA, 
dated October 11, 2010. 
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run into the range of tens of thousands of dollars.  The monetary figure does 
not take into account the time and legal resources that are put into proving a 
claim.  An investor claimant should not be expected to incur these costs due 
to an arbitrator’s recusal resulting from a mid-case referral, and such a 
recusal would undermine the principles of §15A(b)(6).   

PIABA also wishes to reiterate that FINRA regulators are provided with 
a copy of every statement of claim filed in arbitration by investors and have 
every opportunity to investigate and charge the brokers and firms named in 
these claims at any time during a pending arbitration proceeding. Therefore, 
FINRA regulators will not be prevented from effectively carrying out their 
regulatory duties if this proposed rule change is denied.     
   The Commission posed a number of questions in the request for 
comments: 
 • Would the proposal adversely affect retail investors? If so, how? 
 PIABA believes that the prior letters submitted taken together with some 
of the other comment letters adequately detail how a retail investor claimant 
engaged in arbitration before FINRA-DR would be severely prejudiced 
through a mid-case referral. 

• Should FINRA propose a different standard for referral? If so, 
what standard(s) would be appropriate? 

 PIABA contends that a different standard would not ameliorate the 
problems associated with recusals and motions to vacate resulting from mid 
hearing-referrals.  In order to protect due process, the Commission must give 
deference to the rights to the individual litigant over the standard of conduct 
of the member or associated person.   No matter what standard is proposed, a 
claimant would face the same consequences as the result of the referral under 
the proposed rule change and amendments. 

• Does Partial Amendment No. 1 ameliorate commenters’ concerns 
that notifying parties of a mid-case referral could lead to adverse 
consequences to the claimant, including requests for recusal and 
challenges to an award? If not, should FINRA amend the proposal to 
preclude the Director, or anyone else, from notifying the parties of a 
referral? 

 Limiting a party/respondent to requesting a recusal within three days of 
notification of a mid-hearing referral will not minimize the negative 
consequences of the proposed rule.  In the event that a respondent 
inadvertently or purposefully fails to file the recusal request within three 
days, it would almost certainly serve as the basis for a subsequent motion in 
court to vacate the award. 
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 Thank you for your kind consideration in protecting the due process 
rights of individual investors engaged in arbitration before FINRA-DR. 
 
Sincerely, 
Jason Doss 
PIABA, President 
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The following PIABA Comment Letter regarding SR-FINRA-2014-006 was 
submitted to the Securities and Exchange Commission by Jason Doss on 
June 25, 2014. 
 
 
Ms. Elizabeth M. Murphy, Secretary 
Securities and Exchange Commission 
100 F Street, N.E. 
Washington, DC 20549-1090 
 
RE:  SR-FINRA-2014-006, Exchange Act Release No. 34-72193  

 Proposed Rule Change Relating to Per-Share Estimated Valuations   
For Unlisted DPPs and REITs 

 
Dear Ms. Murphy: 
 

On behalf of the Public Investors Arbitration Bar Association 
("PIABA"), I thank the Commission for the opportunity to provide further 
comments 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. PIASA 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. 

As set forth in PIABA’s previous comment letter of March 11, 2014, 
PIABA believes that the proposed amendments to NASD Rule 2340, while 
an improvement over current practice, are inadequate because FINRA should 
prohibit member firms from selling direct participation programs ("DPPs) 
and unlisted real estate investment trusts ("REITs”) for which issuers do not 
provide valuation estimates based on independent third-party appraisals.  The 
current proposed amendment would permit FINRA members to sell DPPs 
and REITs for which the issuer does not provide an estimated valuation, 
during the period between the commencement of a public offering and the 
second anniversary of breaking escrow, so long as the issuer has agreed to 
disclose a per-share estimated value and the basis therefore in the first 
periodic report filed pursuant to Section 13(a) of 15(d) of the Exchange Act 
after the second anniversary of breaking escrow.  
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This approach is inadequate because it will continue to allow member 
firms and their registered representatives to sell REITs and DPPs for which 
the issuer does not provide an estimated valuation during the initial 
distribution period (when most of the shares are sold).  By the time the 
proposed rule’s requirement that the issuer provide a valuation becomes 
effective, over two years after the commencement of an offering, most of the 
shares in an offering will likely already have been sold.    

PIABA also opposes the proposed amendment to NASD Rule 2340 
because the proposed rule would not require FINRA member firms to report 
accurate valuation information for DPPs and REITs 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.  Under 
the proposal, a general securities member would not be required to include in 
a customer account statement a per share estimated value for an unlisted DPP 
or REIT security, but any member (not only a general securities member) 
may choose to do so if the value has been developed in a manner reasonably 
designed to ensure that it is reliable, the member has no reason to believe that 
it is unreliable. 

FINRA indicates that it “has determined not to explicitly require the 
presentation of a valuation in customer account statements because it could 
interfere with the objective of ensuring that valuations are reliable.”  SR-
FINRA-2014-006, p. 12.  While FINRA has expressed concern that member 
firms should not be required to report values for which they cannot confirm 
accuracy makes sense as far as it goes, the best way to ensure accurate 
reporting of valuations is not to eliminate the requirement that valuations be 
reported, but to effectively require that issuers provide accurate third-party 
valuations from the beginning of an offering of DPPs or REITs.  It bears 
emphasis that these non-traded securities are regularly offered to the public 
and sold as stable, fixed income investments.  The impression that DPPs and 
REITs are stable, income-producing securities is only reinforced when 
investors receive periodic distributions from the securities (which any many 
cases do not reflect actual income from the underlying assets) and see the 
values of the DPP or REIT shares reported month after month as unchanged 
from the offering price (typically, $10.00 a share).  

By prohibiting the sale of DPP and REIT shares for which there is no 
accurate valuation information at all times from the beginning of such 
offerings, and by requiring the reporting of accurate valuation information 
based on third-party appraisals at all times after the shares are sold, FINRA 
would effectively be requiring issuers to provide accurate valuation 
information for DPP and REIT shares.  If issuers did not do so, they would 
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not be able to distribute shares through FINRA member independent broker-
dealers, which is how these DPP and REIT shares are almost universally 
distributed.  

 The proposed amendments to Rule 2340 concerning two per-share 
estimated value methodologies that would be presumptively reliable are an 
improvement over current rules but are still inadequate.  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 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.  
The amendments would at least eliminate the nearly universal practice of 
reporting DPP and REIT share value at cost basis (usually $10 a share) for 
years after the beginning of an offering, as they would require member firms 
to account for the diminution of capital caused by offering expenses and 
distributions and require valuation based on the net proceeds of the offering 
and the capital available for investment, net of distributions.  However, this 
method is too crude and potentially inaccurate to be treated as presumptively 
reliable.  In many cases, the assets underlying DPPs and REITs may have 
significantly deteriorated in value even over a relatively short period (as 
frequently occurred in the case of non-traded REITs offered during the 2004-
2006 time frame, whose underlying assets often plummeted in value as real 
estate prices fell during 2007-2009).  

In summary, 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.   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 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.  As the result of such a rule, issuers would likely take 
responsibility for obtaining accurate valuation of DPP and REIT shares, and 
accurate values would be reported to investors.  The half-measures in the rule 
proposals would allow member firms to provide slightly improved 
information to investors in some instances, while permitting members to 
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continue current misleading sales and reporting practices during the early 
stages of DPP and REIT offerings. 

Thank you for your consideration. 
 
Sincerely,  
Jason Doss, 
President
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The following PIABA Comment Letter regarding the Proposed Rule Change 
Relating to Regulatory Notice 14-19 was submitted to FINRA by Joseph 
Peiffer on June 16, 2014. 
 
 
Marcia E. Asquith 
Office of the Corporate Secretary 
FINRA 
1735 K Street, NW 
Washington, DC 20006-1506 
 
RE: Regulatory Notice 14-19 – Proposed Rule Change to Amend FINRA 

Rule 2210 (Communications with the Public) 
 
Dear Ms. Asquith, 
 

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

PIABA was generally in favor of FINRA’s previous effort to require its 
membership to provide links between their communications to the public and 
the BrokerCheck system as proposed in SR-FINRA-2013-002.  While that 
proposal was withdrawn, PIABA continues to support FINRA’s efforts to 
make BrokerCheck more accessible for investors.  FINRA has long 
recognized the importance of BrokerCheck as a source of critical information 
for the public investor.  The system has continued to evolve since its 
inception in 1988, and its present iteration allows anyone with an internet 
connection to access FINRA’s BrokerCheck reports instantly through 
FINRA’s website, demonstrating FINRA’s commitment to ensuring free 
access to information critical to the investing public. 

The need for access to the BrokerCheck system continues to be of critical 
importance.  In 2009, a study of financial capability in the U.S. found that 
only 15% of survey respondents claimed to have checked a financial 
advisor’s background with a state or federal regulator.  See Regulatory 
Notice 12-10, footnote 9.  A 2012 update to that study indicates that 50% of 
the survey respondents had consulted with a financial professional.  More 
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specifically, 29% of the respondents said that they consulted a financial 
professional regarding “savings or investments.”  See Financial Capability in 
the United States, Report of Findings from the 2012 National Financial 
Capability Study, sponsored by FINRA Investor Education Foundation.1   Of 
particular concern, the 2012 study also revealed that financial literacy had 
slipped between 2009 and 2012.  On average, respondents answered three of 
five questions regarding fundamental concepts of economics and finance 
correctly in 2009, but only 2.9 questions correctly in 2012.  Thus, the need to 
ensure that investors have ready and easy-to-use tools to ensure that their 
financial advisor is qualified to provide advice is more important than ever. 
 The former, and now withdrawn, recommendation that FINRA rule 2267 
be modified to require disclosure in writing of the general BrokerCheck 
telephone number and website once per year has been modified in the current 
proposal to modify Rule 2210, governing communications with the public.  
Generally speaking, PIABA believes that the amendments to Rule 2210 
proposed in Regulatory Notice 14-19 would improve public access to 
investment advisor and broker-dealer registration information.   A September 
2013 study by the PEW Internet and American Life Project concluded that 
86% of Americans use the Internet, with 70% of American adults using a 
high speed connection to access the Net.   As the Internet matures and access 
becomes more prevalent, it becomes increasingly likely that a public investor 
will look at a member firm’s or associated person’s website or social media 
page for information.  By requiring a prominent, uniform text description 
(which could be drafted by FINRA) and hyperlinks to not only BrokerCheck 
but a page specific to that member or associated person, FINRA will greatly 
improve public use of BrokerCheck.  By natural extension, it will also 
improve public access to and use of FINRA’s other investor tools on its 
www.finra.org/investors webpages. 
 FINRA’s proposed changes to Rule 2210 show that FINRA listened 
carefully to the comments and criticisms the industry offered in response to 
SR-FINRA-2013-002.   While those comments often decried the lack of 
specificity regarding how and where to place the requisite link to 
BrokerCheck, PIABA believes that the current proposal is sufficiently 
specific to provide guidance, but also provides the flexibility needed to allow 
member firms to utilize a reasonable design strategy designed to place the 
link where a public investor is likely to notice and utilize it.  The current 
proposal also makes clear exactly which sorts of communications require the 
link and which do not.  While PIABA believes that the list of 
                                                 
1. A copy of the study is available at http://www.usfinancialcapability.org/down 
loads/NFCS_2012_Report_Natl_Findings.pdf. 
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communications that require the link should be expanded, as discussed 
below, the clarification removes any doubt regarding where any when the 
link must be provided.  Similarly, the broad language simply requiring a 
“readily apparent reference and hyperlink to BrokerCheck” allows flexibility 
in the language used to effect the reference and link.   
 PIABA strongly encourages FINRA to require the use of “deep links” by 
which the link would direct the investor to the associated person’s 
BrokerCheck report without any further input from the investor, as would be 
required if the link simply directed the investor to BrokerCheck and then 
required that they navigate through to the individual BrokerCheck report.  
PIABA also strongly encourages the link to be directed to the Web version of 
the report instead of a PDF file.  In short, PIABA suggests that the process be 
as streamlined as possible to direct the public investor to the BrokerCheck 
data with no opportunities to get lost, redirected or distracted along the way. 
 PIABA is concerned that the limitations set forth in Rule 2210(d)(8)(C) 
are too restrictive.  The exclusion of electronic mail is particularly puzzling.  
Professional email messages always carry a signature block with relevant 
contact information and disclaimers.  There is no reason a link to 
BrokerCheck could not be included in that signature block.   Similarly, if 
contact information is provided in an online interactive electronic forum, 
there is no reason a link (or reference to) BrokerCheck could and should not 
be included.   If the concern is that a link included in an online forum would 
be long and unwieldy and therefore confusing, the problem can be cured 
using any one of a number of services that will shorten a link to as few as 21 
characters including the “http://” protocol header. 
 The proposed changes to Rule 2110 address online communications 
alone.  PIABA strongly encourages FINRA to consider requiring the 
BrokerCheck description and hyperlink be placed on printed customer 
account statements as well.  Compliance with this requirement would be no 
more difficult or expensive than including the information within online 
communications.   Including the information on monthly statements is 
substantially likely to promote investor use of BrokerCheck and can serve no 
harm to member firms or their associated persons. 
 In addition to the issues addressed above, PIABA urges FINRA to 
consider what information is provided in the BrokerCheck reports.  We ask 
that FINRA improve the BrokerCheck system and thereby improve investor 
education and financial literacy in the following ways: 

1. PIABA encourages FINRA to harmonize the information 
available on BrokerCheck with information available from state 
regulatory websites, such as Florida’s.  The additional information 
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provided may include a broker’s educational background and 
professional designations. 

2. PIABA requests that FINRA eliminate the artificial time 
limits on what information must be disclosed on BrokerCheck.  
Lapse of time should not take critical information away from the 
investing public. 

3. PIABA asks that FINRA consider making BrokerCheck 
information available to for-profit companies who may make the 
information more accessible, or offer comparative reports concerning 
different member firms or associated person.  So long as FINRA 
continues to support a free basic level of service through 
BrokerCheck, PIABA supports the idea of private companies who 
may enhance public education through data analysis services. 

In addition to making BrokerCheck more accessible, investors 
should have easier access to information about fees paid by the 
customer to the financial institution.  The easiest and most effective 
way to do this would be requiring investment institutions to 
prominently display the amount of fees charged on the first page of 
customer account statements.  PIABA believes that to be most 
effective, this fee disclosure should include both the dollar amount of 
fees charged for that statement time period and year to date, and the 
annual percentage fee charged with respect to both the net asset 
value of the account and as a percentage of the net gains and losses 
for the account.  These figures may serve as a basic “red flag” for 
potential misconduct in the account. 
PIABA appreciates and supports FINRA’s commitment to investor 

protection.  We recognize that FINRA has continued to improve 
BrokerCheck and other investor educational resources on its website.  We 
hope that the improvement to Rule 2110 will result in more public investors 
obtaining the benefit of discovering and accessing those resources.  Thank 
you for giving us the opportunity to comment and share our input. 

 
Very truly yours, 
Joseph C. Peiffer 
PIABA, Executive Vice-President/President-Elect 
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The following PIABA Comment Letter regarding the Proposed Rule Change 
to AB 2096 was submitted to California State Capitol by Jason Doss on June 
11, 2014. 
 
 
Honorable Assembly Member Al Muratsuchi 
State Capitol 
P.O. Box 942849 
Sacramento, California 94249-0007 
 
Re: AB 2096 (Muratsuchi) as Amended April 9 and 24 and June 9, 2014  

OPPOSITION AND CONCERNS 
 
Dear Assembly Member Muratsuchi, 
 

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

PIABA believes that allowing general solicitation and general 
advertising of securities offerings that have not undergone meaningful 
regulatory scrutiny diminishes investor protection and likely will lead to 
enormous losses for California’s most vulnerable savers and investors.  
Anyone proposing such a radical change in nearly century-old investor 
protections should be required to prove that it will not cause the harms that 
appear inevitable in this situation. 

 
 

IN THE BEGINNING – ANOTHER EXEMPTION BILL 
 

AB 2096 began its life as a proposed exemption very much like the bills 
that were defeated in 2000, 2010, 2012 and 2013.1  It was an exemption that 
would have allowed offerings that were exempt from federal securities 
                                                 
1. Note that the last two of those were defeated after the enactment of the JOBS Act, 
which was signed into law on April 5, 2012. 



290 WHERE WE STAND     [Vol. 20 No. 2 

 

registration under SEC Rule 504 to sell securities by way of “general 
solicitation and advertising” – the very kind of advertising that is forbidden 
by Rule 504. 

The dangers of that ought to be obvious.  All but the most sophisticated 
and experienced savers and investors are vulnerable to promises of higher 
returns with safety.   

Promoters know this and they promise – no surprise here – higher returns 
and safety.  PIABA members see this every day in our practices. 

All too often, the victims of those misrepresentations and risky deals are 
elderly retirees.  The reason?  They’re disproportionately the ones with 
money.  Their homes have had longer to appreciate, their retirement plans 
have had longer to grow, they may have received life insurance proceeds 
from the loss of a spouse.  They are particularly vulnerable to promises of 
higher returns because returns on fixed-income investments such as bonds 
and certificates of deposit are at historic lows.  So they risk their principle to 
get a few extra dollars of promised return, only to find that they have lost 
savings they never will have any way to replace. 

All of this is compounded by the reality that many seniors are more 
trusting than they should be, and often are particularly vulnerable to sales 
people who are friendly and attentive and sound knowledgeable.  And sadly, 
many do not have the energy or alertness they once had.  Combine all of 
these factors and you have a recipe for a nearly limitless number of personal 
financial disasters.  Retirees whose savings would have been sufficient to see 
them through the rest of their lives suddenly cannot afford to stay in their 
homes because their Social Security checks, now their sole source of income, 
simply won’t cover all the bills.  Worse, they may require other forms of 
public assistance, including MediCal – or may require it far sooner than 
would have been the case otherwise. 

And why is this even being considered?  The promise of jobs.  The 
sponsors’ pitch is that the small businesses whose prospects are not 
promising enough to attract risk capital from traditional sources will raise 
money from people who respond to what will be inadequately supervised 
advertisements – or who simply pick up the phone and talk to a cold caller – 
and invest in the companies, and that some of the companies will create jobs.  
But note that nothing in the bill requires the companies raising the money 
(called “issuers”) to use the money in a way that creates jobs anywhere, 
let alone in California.  There is nothing to prevent the promoters behind 
the issuers from setting up a series of cookie-cutter entities to raise money for 
tax shelter programs or other programs that simply move assets around and 
benefit primarily the promoters at the expense of seniors and the rest of the 
saving and investing public. 
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The promise of job creation has great appeal in the best of times.  When 
unemployment rates are high, it has all the more, so much so that the 
underlying pitch might not receive the strict scrutiny it deserves.  The irony 
is that the bill that that would enable issuers and promoters of securities to 
sell investments by making false promises to savers and investors is being 
sold to the legislature by making unsupported statements about job creation.  
Any tie-in between AB 2096 and the creation of real jobs in California is 
pure speculation.  
 
 

THE SWITCH – NOW IT’S A “QUALIFICATION” BILL 
 

In April, AB 2096 was amended.  It now is no longer an exemption bill.  
Now it’s a “qualification” bill.  Now, the securities offered under the statute 
as modified by the bill will be deemed to have been “qualified by 
notification.”  Under longstanding California law, the ONLY securities 
deemed worthy of qualifying by notification were securities of federal 
Securities Exchange Act of 1934 reporting companies (i.e., large, public 
companies) and “investment companies” (generally mutual funds and the 
like) subject to strict federal regulation under the Investment Companies Act 
of 1940.  If AB 2096 passes, securities of start-ups or cookie-cutter 
investment programs will be able to be sold as “qualified by notification,” 
just like the large publicly-held companies that for decades have worn that 
label legitimately.  It is not fair to trick California’s saving and investing 
public with such a radical and illogical change. 

A bit of legal background is necessary here.  When advertised offerings 
of securities are going to take place at the federal level, they go through 
intensive scrutiny in a process known as “registration.”  Many states have a 
“registration” process as well.  These processes are designed to assure that 
the required written disclosures about the securities and adequate and 
accurate. 

In California and a number of other states, the process is called 
“qualification” rather than “registration.”  The purpose of the qualification 
process is to assure that the offering is fair, just and equitable to the 
participants, particularly the investors.  These are, after all, investor 
protection laws that were enacted after the public learned the punishing 
lessons of what happens when capital formation activities are not adequately 
regulated. 

As a practical matter, the difference between registration and 
qualification is more theoretical than actual.  Either way, investors know that 
a registered or qualified offering has received substantial scrutiny from 



292 WHERE WE STAND     [Vol. 20 No. 2 

 

regulators who are knowledgeable about the pitfalls of investment programs 
and can require promoters to structure things in a way that makes failures and 
catastrophic losses less likely.  California’s qualification rules, for example, 
place limits on excessive compensation for program promoters. An 
investment program that puts too much of the investors’ money in the 
promoters’ pockets in the myriad of forms that can take – sales 
compensation, acquisition fees, development fees, management fees and 
many others – can leave so little capital available for the purported purpose 
of the investment that the program is doomed from the start.  Not 
surprisingly, most or all of the harm from that failure falls on the investors.  
The promoters already have been compensated. 

The qualification described above is qualification by permit.  
Qualification also can be done by “notification” in those rare instances where 
another regulatory body is doing the job so thoroughly and adequately that 
there is no meaningful need for California to insert itself into the process.  As 
discussed at the beginning of this section, the only two examples of that 
sufficient outside scrutiny are 1934 Act reporting companies (i.e., large 
publicly-traded companies) and 1940 Act investment companies like mutual 
funds.  Both kinds of companies are subject to thoroughgoing federal 
regulation by the Securities and Exchange Commission.  Allowing securities 
that have received zero regulatory oversight to masquerade as a member of 
that exclusive club is inherently misleading – a sucker punch that will leave 
many savers, particularly elderly retires, with losses they simply cannot 
sustain.  It would be irresponsible to allow that to happen under any 
circumstances, and all the more so when there is nothing in the bill to suggest 
that the promised jobs will even materialize.  

 
 

THE JUNE 9 AMENDMENT DOES NOT SOLVE  
THE “QUALIFICATION” PROBLEM 

 
The sponsors have agreed to an amendment that would require the 

following words to be placed on the front of the disclosure document: 
The Commissioner of Business Oversight has in no way passed 

upon the merits or qualifications of, or recommended or given 
approval to, any person, security, or transaction associated with this 
offering. 
The problem is that savers who find out that it’s a “qualified” offering 

will think one of two things:  (1) sophisticated investors will believe that the 
offering has been qualified with the Commissioner of Business Oversight, 
with all of the comfort that provides regarding the regulatory scrutiny the 
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offering has passed; and (2) everyone else will think that “qualified” means 
good because it sounds positive and certainly sounds better than 
“unqualified.” 

Assuming someone in the very small first group even reads the 
disclaimer on the front of the offering document, he or she will be likely to 
disregard it as boilerplate because it’s well known that “qualified” means that 
the offering has received meaningful scrutiny.  And feeling that way would 
be somewhat justified.  For years, many if not nearly all prospectuses have 
had the following legend emblazoned prominently on the cover: 

 
 

THESE SECURITIES HAVE NOT BEEN APPROVED OR 
DISAPPROVED BY THE SECURITIES AND EXCHANGE 
COMMISSION NOR HAS THE COMMISSION PASSED  

UPON THE ACCURACY OR ADEQUACY OF THIS  
PROSPECTUS. ANY REPRESENTATION TO  
THE CONTRARY IS A CRIMINAL OFFENSE. 

 
When that tiny minority of investors who truly are sophisticated about 

investing sees those words on a prospectus for an offering that is registered 
with the SEC, they are correct in not being dissuaded from believing that the 
offering has undergone the scrutiny that is required for an offering to be 
registered under federal law.  When they see the legend that the sponsors of 
AB 2096 added to the bill on June 9, they will think the same thing:  the 
offering really is qualified because it says it’s qualified.  And you can rest 
assured that a large percentage of promoters and salespeople who are trying 
to sell the securities will do nothing to disabuse those investors of that 
misunderstanding – if they even understand the issue themselves.  They’re 
selling, so from their perspective, the rule is the more positive, the better. 

As for the people in the second group – that large majority who don’t 
have any idea about the regulatory significance of the word “qualified” and 
just get a positive feeling about it – to them, the words will be meaningless.  
Most could not even explain from actual knowledge what the Department of 
Business Oversight is or does. 
 

 
CALL IT WHAT YOU WILL, IT’S STILL AN EXEMPTION BILL 

 
The sponsors may call this a “qualification” bill or a “qualification-by-

notification” bill, but in reality it still is an exemption bill.  If the bill 
becomes law, the securities sold to Californians pursuant to the permissions 
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that California will be granting under the statute will not have to undergo the 
regulatory oversight that always has been required for securities to be called 
“qualified.”  In any reasonable use of the English language, that means that 
they are exempt from the compliance that otherwise would be required. 
 
 

FURTHER DISCUSSION AND BACKGROUND 
 

This section begins with a more detailed discussion of the impact of the 
April and June changes to AB 2096.  We will follow that with a discussion of 
the obvious and predictable impact of opening up this new route to retirees’ 
and others’ savings through cold calling and general solicitation and 
advertising, regardless of whether the bill calls itself an exemption or 
purports to be a method of “qualification.”   

 
 

AB 2096 AS AMENDED: 
THE IMPACT OF “QUALIFICATION” VERSUS EXEMPTION 

 
As discussed above, the April 2014 amendments to AB 2096 change the 

bill so that instead of creating a new exemption from qualification of 
securities, it will create a new route to having those same securities – with 
the same absence of regulatory scrutiny – deemed to have been “qualified” 
by the California Department of Business Oversight.  So, in terms of its 
practical effect, the amendment has changed nothing.  Promoters of those 
securities still will be able to engage in general solicitation and general 
advertising of their offerings, which will not have been subjected to any 
regulatory scrutiny to assure that the disclosures are adequate or that the 
offering is fair to investors.   

Why do we say that the securities will not be subjected to any regulatory 
scrutiny?  Here is how Corporations Code section 25112, the bill’s proposed 
qualification-by-notification provision, will read if AB 2096 passes: 

25112. (a) (1) Any security issued by a person which is the  
issuer of any security registered under Section 12 of the Securities  
Exchange Act of 1934 or issued by an investment company  
registered under the Investment Company Act of 1940, and which  
is not eligible for qualification under Section 25111, may be  
qualified by notification under this section. 

(2) Any offer or sale of any security that meets all of the  
following criteria may be qualified by notification under this  
section: 
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                    . . .  
(C)  The offering meets the requirements of the federal  

exemption for limited offerings and sales of securities not  
exceeding one million dollars ($1,000,000) in Section 
230.504 of Title 17 of the Code of Federal Regulations. 

. . . 
That’s it.  There is a lot more detail in the description of the requirements 

for this proposed new way to “qualify by notification,” but items (1) and (2) 
will be the only two ways to do that.  And the difference between (1) and (2) 
couldn’t be more stark.  Currently and for a long time, the only way to 
qualify by notification has been in connection with an offering that already 
has been subjected to extensive federal registration – a company subject to 
the detailed reporting requirements of the Securities Exchange Act of 1934 or 
to the extensive regulatory framework of the Investment Companies Act of 
1940.  “Qualification by notification” always has meant that the securities 
don’t need California oversight because of the extensive federal oversight to 
which they already have been and are being subjected.   

Now, if AB 2096 passes, “qualification by notification” will mean 
something very different:  securities that have not received any federal 
scrutiny or oversight whatsoever and have not received any of the state 
scrutiny and oversight that the word “qualification” has meant for at least the 
45 years since the California Corporate Securities Law was enacted.  
(California, a merit review state rather than a full-disclosure state, uses the 
word “qualification” (meaning that the offering has been determined to be 
fair, just and equitable to all participants) instead of the term “registration,” 
which is used in the federal securities laws and in states that have adopted the 
Uniform Securities Act, among others.) 

So ironically, the April amendments actually make the proposed 
legislation more dangerous to savers and investors than it already was.  Now, 
the people selling securities to seniors and others will be able to call this a 
“qualified” offering rather than an exempt one.  The word alone conveys a 
very favorable misimpression.  To believe that people selling securities under 
the new provision will not take advantage of that misimpression is 
unrealistic.  Their goal is to sell 

Thus, everything that PIABA said in its recent opposition to the pre-
amendment version of AB 2096 still applies.  And the bill is more dangerous 
now because of the comforting and retiree-lulling implications of the word 
“qualification.” 
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AB 2096 IN EITHER FORM: 
THE HUMAN COST OF REDUCING  

PROTECTION OF SENIORS’ SAVINGS 
 

Our nation learned harsh lessons from the late 1920s through the 1930s 
about the dangers of inadequately regulated securities markets and capital 
formation activities.  The lessons were so harsh and lasting that it was not 
until nearly 70 years later, in the mid- to late 1990s, that the nation began 
dismantling the federal regulatory framework that for most of a century had 
preserved the stability and transparency of those markets.  The increasingly 
violent gyrations in the markets and increasingly large and shocking 
scandals, culminating in the 2008 meltdown and the years of misery that 
have followed, should not have surprised anyone, certainly not anyone 
familiar with our history or the history of capital markets generally.  But 
what is a surprise is the speed with which those more recent lessons have 
been forgotten.  Here we are, not six years after the calamity that was 2008, 
talking about deregulation again. 

PIABA understands that businesses sometimes need additional capital.  
Our concerns are the people who are the sources of that capital and the 
methods by which they are approached.  The concerns are greater when the 
target population, by virtue of age, cannot reasonably expect to recoup losses 
and when those most likely to say “yes” to an investment “opportunity” lack 
the investment acumen necessary to evaluate the offerings. 

The enterprises that raise capital under the proposed statute will likely fit 
one of two molds: 

(1) small or start-up companies that may be making good faith 
attempts at building new, growing enterprises but which are too risky 
for traditional capital sources to be willing to invest in them; and 

(2)  companies whose key personnel believe that the real money 
is made by putting investment deals together, not by putting years of 
hard work into growing a business after the capital is raised.  The 
economics of capital formation – the reality that the quick money is 
made in the capital formation itself, not the steady growing of a 
business – make it likely that the large majority of money raised as a 
result of the legislative changes in AB 2096 will be in this latter 
category. 
Finding capital for the risky but potentially promising businesses that 

make up the first group might seem a laudable goal.  But one should question 
whether business should be permitted to find capital for ventures that are too 
risky for traditional funding sources by targeting the life savings of senior 
citizens and retirees who cannot replace the savings they lose. 
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The second group will consist largely of repeat purveyors of cookie-
cutter investment programs with no societal value.  There simply is no 
justification for exposing California’s seniors, retirees or anyone else to their 
sales efforts. 

Yet the exemption, as drafted, applies equally to both categories of 
issuers of securities.  Gone would be the experienced oversight necessary to 
prevent predictable financial disasters and assure basic fairness to investors.  
It is critical that the types of offerings contemplated by this bill be qualified – 
truly qualified under the longstanding meaning of that term, not just labeled 
as though they were – with the Commissioner of Business Oversight to 
ensure that what is being advertised is in fact what is delivered to investors.  
Substituting advertising and solicitation for the Commissioner’s oversight 
would be a mistake from which countless seniors will suffer irreparable 
harm.  The State agencies that provide those individuals’ safety net 
inevitably will lose as well. 

By deeming offerings under the new de facto exemption to be 
“qualified,” AB 2096 will bring about a dramatic broadening of the kind of 
advertising permitted.  If AB 2096 passes, general solicitation and general 
advertising suddenly will be possible for securities that have received no 
regulatory oversight.  Similarly, savers and investors – especially seniors – 
will receive cold calls on their home and cell phones.   

The kind of general solicitation and general advertising that will take 
place if AB 2096 is enacted is the very kind of advertising that is prohibited 
in offerings that are exempt under SEC Regulation D.  Proposed 
§ 25112(2)(C) applies if  

The offering meets the requirements of the federal  
exemption for limited offerings and sales of securities not  
exceeding one million dollars ($1,000,000) in Section 230.504 of 
Title 17 of the Code of Federal Regulations. 
“Section 230.504” refers to an offering that is exempt from federal 

securities registration under SEC Rule 504.  But a real Rule 504 offering 
would have to refrain from general solicitation or general advertising as 
required by Rule 502(c).1 
                                                 
1. Rule 504 offerings must comply with SEC Rule 502(c), which states: 

 (c) Limitation on manner of offering. Except as provided in §230.504(b)(1) 
or §230.506(c), neither the issuer nor any person acting on its behalf shall 
offer or sell the securities by any form of general solicitation or general 
advertising, including, but not limited to, the following: 

(1) Any advertisement, article, notice or other communication 
published in any newspaper, magazine, or similar media or broadcast over 
television or radio; and 
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So the proposed statute takes a federal exemption that prohibits general 

solicitation and advertising and twists it into a “qualification” provision that 
allows that exact kind of advertising.  In other words, the proposed 
exemption permits the very forms of solicitation and advertising that are 
forbidden by the SEC rule it cross-references.  The permission for general 
solicitation and general advertising in AB 2096 represents a dramatic 
rollback in the longstanding protection of California’s savers and investors. 

The kind of advertising that will be used if AB 2096 passes will put large 
numbers of Main Street savers and investors at risk, whether they are 
accredited investors or not.  But accredited investors will be at the greatest 
risk, because the limits on the amount invested will not apply to them. 

And being an “accredited investor” is by no means any kind of protection 
against fraud and wrongdoing.  There is no test or experience bar that one 
must pass to be labeled “accredited.”  Rather, one’s status as an “accredited 
investor” is based primarily on an outdated computation of net worth.  It 
offers no guarantee or even likelihood of investment sophistication or the 
ability to evaluate risky but legitimate startup ventures, let alone the 
profusion of highly speculative, cookie-cutter capital-raising programs that 
will spring up to take advantage of the new exemption.   

Because it indicates far less about investment acumen than it does about 
assets, accredited investor status correlates best with age.  Elderly retirees 
make up a disproportionately large percentage of people who meet the 

                                                 
(2) Any seminar or meeting whose attendees have been invited by any 

general solicitation or general advertising; Provided, however, that 
publication by an issuer of a notice in accordance with §230.135c or filing 
with the Commission by an issuer of a notice of sales on Form D (17 CFR 
239.500) in which the issuer has made a good faith and reasonable attempt 
to comply with the requirements of such form, shall not be deemed to 
constitute general solicitation or general advertising for purposes of this 
section; Provided further, that, if the requirements of §230.135e are 
satisfied, providing any journalist with access to press conferences held 
outside of the United States, to meetings with issuer or selling security 
holder representatives conducted outside of the United States, or to written 
press-related materials released outside the United States, at or in which a 
present or proposed offering of securities is discussed, will not be deemed 
to constitute general solicitation or general advertising for purposes of this 
section. 

 [Emphasis Supplied.] 
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definition of accredited investors simply because their property has had 
longer to appreciate; their savings have had longer to accumulate; they have 
taken rollovers or lump-sum payouts of pension assets that they have 
accumulated through decades of hard work; and, sadly, many are widowed 
and hold the proceeds of their spouses’ life insurance policies.  The funds 
they lose cannot be replaced.  They have neither the time nor the 
employment prospects to recoup their losses. 

The prior version of this bill limited the amount of an investment to 10% 
of the saver’s or investor’s net worth.  That was bad enough.  For those who 
depend on their savings as their primary source of income, losing a tenth of 
everything they have is devastating.  But the current version of the bill 
imposes no such limit.  If it passes, there will be no limit whatsoever on how 
much of a speculative security can be sold to an “accredited investor.”  
Exposing “accredited investors,” many of them seniors and retirees, to 
unlimited losses in speculative programs is simply unacceptable.  And the 
bill’s $5,000-per-issuer limit for investors who are not accredited is not much 
comfort either.  Exposing people of lesser means to losses of $5,000 times as 
many different speculative investments as they can be talked into buying is 
unacceptable as well. 

Further, for the reasons discussed below, violations of the bill’s meager 
limits on sales of speculative securities are likely to occur on a broad scale 
because the only viable remedial mechanism – private litigation – is not 
practical on the scale that many of these investments are likely to take. 

Aggressive advertising is very effective when directed at non-
professional investors, who will be the vast majority of offerees under the 
proposed exemption.  The initial sales pitch drives the yes-or-no decision 
regarding an investment.  An advertisement that makes promises is likely to 
be relied upon, even though the inches-thick, already-filled-out official 
documents in the stack of paper that the investor is required to sign will 
disclaim the representations made in the ads or by the salespeople.   

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

PIABA believes that money lost by investors in these deals as a result of 
wrongdoing is likely never to be recovered.  First, there is a collectability 
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issue.  By the time bilked savers or investors sue, and certainly by the time 
they obtain a judgment or award, there often is no defendant with funds to 
pay it.  Second, even when the funds might exist, securities litigation is so 
expensive that it may be impossible or impractical to pursue the matter.  
Much of this is due to the high cost of expert witnesses in these cases.  Thus, 
a $150,000 loss, which might be devastatingly large to the senior who has 
suffered it, might well be too small to pursue due to the high cost of 
securities litigation, especially when combined with the collectability risk. 

Sadly, PIABA’s members have seen this scenario play out far too many 
times.  The likely futility of attempts to remedy these losses after they occur 
makes it imperative that laws designed to prevent the losses be allowed to 
operate in their current form, unimpaired by this radical proposed rollback in 
investor protection.  This is an area where prevention is by far the best 
medicine. 

PIABA believes that the broad and pervasive advertising that will be 
brought about by AB 2096 will invite large-scale losses, with seniors vastly 
overrepresented among those harmed.  Allowing that to happen is wrong.  So 
is telling California savers that securities that have received no regulatory 
oversight whatsoever are “qualified.”   

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

Thank you for your consideration of our concerns about AB 2096. 
 

Sincerely yours, 
Jason Doss, 
President 
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The following PIABA Comment Letter regarding the Proposed Rule Change 
Relating to Regulatory Notice 14-15 was submitted to FINRA by Jason Doss 
on May 23, 2014. 
 
 
Marcia E. Asquith 
Office of the Corporate Secretary 
FINRA 
1735 K Street, NW 
Washington, DC 20006-1506 
 
RE: Regulatory Notice 14-15 – Gifts and Gratuities and Non-Cash 

Compensation 
 
Dear Ms. Asquith, 
  

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”) to govern the conduct of securities firms 
and their representatives.  In particular, our members and their clients have a 
strong interest in FINRA rules relating to investor protection and disclosure.  

PIABA supports FINRA’s Retrospective Rule Review process and 
believes that FINRA should continually review its rules and rule sets to 
assess their effectiveness and efficiency.  This process allows FINRA to 
improve its oversight and respond effectively to changing business and 
regulatory climates.  PIABA encourages FINRA to devote adequate 
resources to the Retrospective Rule Review process without pulling 
resources away from enforcement or from promulgating new rules designed 
to increase investor protection.  PIABA hopes that FINRA will be able to 
manage its resources effectively and maintain a strong forward vision while 
also looking backward to review its rules. 

Having reviewed the gifts and gratuities and non-cash compensation 
rules identified in Regulatory Notice 14-15, PIABA believes that FINRA 
could more effectively regulate by consolidating these rules into one rule.  
Although Rule 3220 contains different language, the remaining rules all 
contain substantially similar language and govern the same forms of non-
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cash compensation in different contexts.  For example, FINRA Rules 2310(c) 
governs non-cash compensation in connection with real estate investment 
trust securities.  Nearly identical provisions appear in FINRA Rules 
2320(g)(4) (governing insurance companies’ variable contracts), 5110(h) 
(governing underwriting) and NASD Rule 2830(I)(5) (governing mutual 
funds).  PIABA believes that FINRA could more effectively regulate by 
consolidating these scattered prohibitions into a single rule, perhaps as a 
provision of FINRA Rule 3220.  In consolidating these rules, FINRA should 
not merely collapse duplicative language but extend these rules to apply to 
any high commission products and services, not merely real estate 
investment trust securities, the variable contracts of insurance companies, 
underwriting and mutual funds.  A more general and principled rule would 
apply to any situation where non-cash compensation might be used to induce 
a registered representative to push a high commission product over other 
financial products. 

We would like to thank you for the opportunity to comment on this 
important issue. 
 
Very truly yours, 
Jason Doss 
PIABA, President 
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The following PIABA Comment Letter regarding the Proposed Rule Change 
Relating to Regulatory Notice 14-14 was submitted to FINRA by Jason Doss 
on May 23, 2014. 
 
 
Marcia E. Asquith 
Office of the Corporate Secretary 
FINRA 
1735 K Street, NW 
Washington, DC 20006-1506 
 
RE: Regulatory Notice 14-14; Comment on the Effectiveness and 

Efficiency of its Communications With the Public Rules 
 
Dear Ms. Asquith, 
  

The Public Investors Arbitration Bar Association ("PIABA") appreciates 
the opportunity to provide FINRA with comments on the effectiveness and 
efficiency of its communications with the public rules pursuant to Regulatory 
Notice 14-14. 

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 FINRA rules relating to both investor 
protection and disclosure.  
In Regulatory Notice 14-14, FINRA requests comment on the effectiveness 
and efficiency of its public communications rules, FINRA Rules 2210-2216, 
to support a retrospective review of those rules. The purpose of the 
retrospective rule to determine whether Rules 2210-2216 are meeting their 
investor-protection objectives by reasonably efficient means, taking into 
account the rules’ substance and process. PIABA supports FINRA’s 
retrospective review of the public communications rules and welcomes 
FINRA’s efforts to calibrate its rules from time to time to further investor 
protection. 

PIABA believes that FINRA should “do no harm” to Rules 2210-2216 
by relaxing any requirement under those rules. When Rules 2210-2216 were 
adopted, they greatly simplified NASD Rule 2210 by reducing and 
consolidating the categories of public communications from six to three. This 
change improved predictability and accountability under the Rules. See In the 



304 WHERE WE STAND     [Vol. 20 No. 2 

 

Matter of Application of William J. Murphy and Carl. M. Birkelbach, SEC 
Release 34-69923, at 23 (July 2, 2013) (rejecting argument that earlier 
NASD Rule 2210 did not apply to misleading and false communications 
detailing options trading returns and strategies because they were not “sales 
literature”). 

Moreover, intervening regulatory developments suggest that greater 
scrutiny of FINRA members’ and associated persons’ public 
communications will be necessary in the near future. Rules 2210-2216 were 
adopted in February 2013, a little more than a year ago. On July 13, 2013, the 
Securities and Exchange Commission (“SEC”) promulgated rules to 
implement the Jumpstart Our Business Startups Act (“JOBS Act”), which 
eliminates the restriction on general solicitation and advertising in 
conjunction with private placements under SEC Rule 506. FINRA should not 
relax Rules 2210-2216 until stakeholders have had significant time to assess 
the JOBS Act’s impact on the public communications rules. 

In addition, PIABA notes that FINRA and the International Organization 
of Securities Commissions (IOSCO) have made the examination of social 
media a regulatory priority. Given their instantaneity, social media 
communications are not generally subject to pre-approval, but are subject to 
supervision and recordkeeping requirements. FINRA Rule 2210(b)(1)(D)(ii), 
(2). Absent proper supervision by FINRA members, associated persons’ 
social media communications may easily violate Rules 2210-2216. See 
FINRA, Letter of Acceptance, Waiver and Consent, No. 2010021538701, at 
3-4 (Nov. 23, 2010) (associated person fined and suspended for misleading 
communications on website and twitter.com account and failing to disclose 
activities to member firm); FINRA, Letter of Acceptance, Waiver and 
Consent, No. 2010023789701, at 2 (Mar. 12, 2013) (associated person fined 
and suspended for misleading youtube.com videos promoting equity-indexed 
annuities using and failing to disclose activities to member firm);  FINRA, 
Letter of Acceptance, Waiver and Consent, No. 2010023789701, at 2 (Mar. 
12, 2013) (associated person fined and suspended for misleading comments 
on interactive, online bulletin board and facebook.com profile promoting 
pharmaceutical company stock). 

To date, there are no recorded enforcement actions taken against member 
firms failing to comply with their Rule 2210-2216 recordkeeping 
requirements as to social media. PIABA continues to be concerned, however, 
that member firms’ recordkeeping procedures for social media are not 
adequate. See, e.g., FINRA, Letter of Acceptance, Waiver and Consent, No. 
2012031270301, at 3-7 (Jan. 28, 2013) (fining and censuring ING Groep N.V 
subsidiaries $1.2 million for failing to retain or review millions of e-mails 
over a six-year period); FINRA, Letter of Acceptance, Waiver and Consent, 
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No. 2010032218001, at 3-7 (May 21, 2013) (fining and censuring LPL 
Financial LLC $7.5 million for significant e-mail system failures and failing 
to supervise its representatives); Dept. of Enforcement v. Hedge Fund 
Capital Partners, No. 2006004122402, at 17-18 (NAC; May 1, 2012) 
(despite written procedures, member firm failed to keep copies of associated 
persons’ emails and instant messages from May 2005 to September 2006; 
associated persons used non-firm email and instant message systems and 
member firm did not keep an archive server of firm emails). 

In addition, PIABA believes that FINRA should consolidate all of its 
public communications rules and guidance into a single resource. Guidance 
on public communications may be found in Regulatory Notice 07-59, 10-06, 
11-39, and 13-03, and on FINRA’s website at http://www.finra.org/Industry/ 
Issues/Advertising/P197604 (questions and answers); https://www.finra.org/ 
Industry/Education/OnlineLearning/Podcasts/Communications/ (podcasts). 
Consolidation of such guidance will provide stakeholders with an easy 
reference point, which, in turn, should lower compliance costs and enhance 
FINRA’s administration of Rules 2210-2216. 

In sum, PIABA supports FINRA efforts to periodically revisit and 
recalibrate its significant rulemaking. However, PIABA urges FINRA not to 
relax the existing rules until stakeholders have more time to assess the impact 
the JOBS Act and social media on public communications by FINRA 
members and associated persons. Given the recent, record-breaking fines 
imposed on member firms for recordkeeping failures, FINRA may wish to 
consider endorsing a set of best practices for public communications and 
recordkeeping and auditing member firms’ compliance through additional 
“targeted sweeps.”  

Thank you once again for the opportunity to comment on this matter. 
 
Very truly yours, 
Jason Doss, 
PIABA, President 
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The following PIABA Comment Letter regarding the Proposed Rule Change 
Relating to SR-FINRA-2014-020 was submitted to Securities and Exchange 
Commission by Jason Doss on May 13, 2014. 
 
 
Ms. Elizabeth M. Murphy, Secretary  
Securities and Exchange Commission  
100 F Street, NE  
Washington, D.C. 20549-1090 
 
RE: File No. SR-FINRA-2014-020; Proposed Rule Change to Adopt 

FINRA Rule 2081 (Prohibited Conditions Relating to Expungement 
of Customer Dispute Information) 

 
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 submits this comment in support of FINRA’s proposal to 
prohibit firms from conditioning settlement of arbitration claims on a 
customer’s cooperation with, or non-opposition to, a broker’s request for 
expungement.  If approved, the proposed rule change contained in Rule 
Filing File No. SR-FINRA-2014-20 would result in the adoption of new 
FINRA Rule 2081, prohibiting member firms and associated persons from 
conditioning or seeking to condition settlement of a dispute with a customer 
on, or to otherwise compensate the customer for, the customer's agreement to 
consent to, or not to oppose, the firm's or associated person's request to 
expunge such customer dispute information from the Central Registration 
Depository (“CRD”).  

PIABA strongly supports the adoption of proposed Rule 2081.  While 
FINRA has taken steps in the past to discourage the practice of conditioning 
settlements on the customer’s consenting to or not opposing expungement, 
this practice nonetheless persists and remains a threat to the transparency and 
integrity of the CRD.  By prohibiting this practice, instead of merely 
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discouraging it, FINRA would take an important step toward improving the 
integrity of ensuring that the CRD system with respect to the contains full 
and fair disclosure of associated persons’ history of customer disputes and 
complaints.   

The need for Rule 2081 is demonstrated by research indicating that 
arbitrators continue to routinely grant effectively “rubber stamp” requests for 
expungement following settlements of customer claims, despite FINRA’s 
rule changes intended to make obtaining expungement more difficult.  In 
October 2013, at the time FINRA issued guidance to arbitrators that they 
should “inquire whether a party conditioned settlement on an agreement not 
to oppose a request for expungement relief,”1 PIABA issued its own 
expungement study (“PIABA Expungement Study”).2  The PIABA 
Expungement Study found that for the time period January 1, 2007 through 
mid-May 2009, expungement was granted in 89 percent of the cases resolved 
by stipulated awards or settlement, and for the time period mid-May 2009 
through the end of 2011, expungement relief was granted in 96.9 percent of 
the cases resolved by settlements or stipulated awards.  In the PIABA 
Expungement Study, PIABA called for FINRA to take precisely this step – to 
prohibit firms and brokers from bargaining for or conditioning settlement on 
obtaining expungement. 

Following the news articles reporting the results of the PIABA 
Expungement Study, U.S. Sen. Edward J. Markey sent FINRA a letter asking 
it to address this same issue.3  On December 16, 2013, U.S. Sens. Jack Reed 
and Charles Grassley similarly asked FINRA to address the issues raised by 
the PIABA Expungement Study.4  The current rule proposal addresses one of 
the issues raised by PIABA and implements one of PIABA’s suggestions.  
Accordingly, PIABA fully supports the rule proposal, which represents a 
strong and prompt response to some of the issues raised by the PIABA 
Expungement Study.   

Although Rule 2081 represents a significant improvement ofver the 
existing rules concerning expungement, in light of the results of the PIABA 
Expungement Study showing that expungement has been routinely granted 
                                                 
1. See SEC Release No. 34-71959; footnote 10. 

2. The PIABA Expungement Study is available at http://piaba.org/system/files/pdfs/ 
PIABA%20Expungement%20Study.pdf.  

3. See Letter from Senator Markey to FINRA, dated October 25, 2013, available at 
http://www.markey.senate.gov/imo/media/doc/2013-10-25_FINRA2.pdf.  

4. See Letter from Senators Reed and Grassley to FINRA, dated December 16, 2013, 
available at http://www.reed.senate.gov/imo/media/doc/FINRA%20letter1.pdf.   



2013] PIABA BAR JOURNAL   309 

 

the in the vast majority of cases resolved by settlement in which there has 
been an expungement request, PIABA remains concerned that expungements 
will continue to be granted at unacceptably high rates.  According to 
FINRA’s own website: 

Expungement is an extraordinary remedy that should be granted 
only under appropriate circumstances.  Information should be 
expunged only when it has no meaningful investor protection or 
regulatory value.  Once information is expunged from the CRD 
system, it is permanently deleted and thus no longer available to the 
investing public, regulators or prospective broker-dealer employers.5 
Despite expressing this sentiment, FINRA has not done enoughlittle in 

the past to ensure that expungement is in fact an “extraordinary” rather than a 
routine remedy.  While proposed Rule 2081 will make it easier for customers 
to have input into expungement requests in cases that are settled, customers 
should not be the sole gatekeepers of the integrity of the CRD.  The rule 
proposal does not address the fact that historically, expungement has been 
ordinary relief and been granted far too frequently when customers have not 
appeared to oppose the request for expungement.  FINRA and the SEC must 
continue to take steps to ensure that information is not improperly removed 
from the CRD by a flawed process which allows arbitrators to grant 
expungement without the appropriate checks to ensure that the rules have 
been followed.   

In the PIABA Expungement Study, PIABA suggested additional changes 
to address the issues raised by the study.  PIABA recommended that FINRA 
significantly improve arbitrator training.  Earlier this year, FINRA updated 
its expungement training for arbitrators.6  This training must be mandatory, 
and should be completed before an arbitrator considers any pending request 
for expungement.  The results must also be monitored by both FINRA and 
the SEC to ensure that arbitrators understand the important role they play in 
maintaining the integrity of the CRD.  If arbitrators are not informed about 
the proper procedures for expungement, they likely will continue to routinely 
grant “rubber stamp” unopposed expungement requests, as the PIABA 
Expungement Study shows they have done in the past.  

                                                 
5. See “Notice to Arbitrators and Parties on Expanded Expungement Guidance”, 
http://www.finra.org/ArbitrationAndMediation/Arbitration/SpecialProcedures/Expun
gement/index.htm.  

6. See The Neutral Corner, Volume 1, 2014, available at http://www.finra.org/web/ 
groups/arbitrationmediation/@arbmed/@arbtors/documents/arbmed/p469117.pdf.  
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PIABA also recommended that FINRA ensure that arbitrators have made 
the appropriate inquiry of brokers during expungement hearing at which 
customers do not appear.  Such inquiry should include (1) inquiring of the 
broker whether there are other pending customer complaints; (2) examining 
the broker’s CRD; (3) inquiring whether the broker has been the subject of 
any regulatory proceedings and if so, the outcome; and (4) inquiring whether 
the broker has previously requested expungement relief and if so, the number 
of times it was granted or denied.  While the answers to these questions 
would not be dispositive of individual expungement requests, the information 
elicited would likely permit arbitrators to make a decision concerning 
expungement with a more complete picture of the broker’s history of 
customer complaints and other transgressions.  

Lastly, PIABA recommended that FINRA play a more active role in 
arbitrators’ rulings on motions for expungement relief.  It is important that 
FINRA review and critically assess all motions for expungement relief, 
particularly those made in cases resolved by settlement.  Currently, FINRA 
only reviews expungements after they have been granted by arbitrators and 
only with respect to a broker’s confirmation of the arbitration award.  In its 
response to Senators Reed and Grassley, FINRA pointed out that it “has an 
active and ongoing litigation program to oppose expungement in court cases 
where FINRA determines its rules would be violated, and where FINRA 
believes there is a meaningful chance of success that outweighs the negative 
impact if the case is lost.”7  As an example, FINRA cited to one case, Schall 
v. FINRA, in which it claimed it “vigorously” opposed confirmation of an 
arbitration award granting expungement: 

This case arose from a settled arbitration case between a broker 
and his former firm, which was settled and included expungement 
relief for multiple customer complaints, arbitrations and lawsuits.  
Notwithstanding the findings made by the arbitrators in the award, 
FINRA vigorously opposed confirmation, on the ground that the 
arbitrators failed to comply with FINRA rules, and that they 
exceeded their authority in ordering expungement of customer 
complaints involving other employers who were not parties to the 
arbitration, and of a customer arbitration that at the time of the award 
was pending before a different arbitration panel.8 

                                                 
7. See FINRA letter to Senators Reed and Grassley, dated January 6, 2014 at page 8, 
available at http://www.grassley.senate.gov/issues/upload/Ketchum-FINRA-
Response-to-Senators-Reed-and-Grassley-1-6-14.pdf.  

8. Id.  
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Despite the arbitrators’ gross violation of FINRA rules, the court 
confirmed the arbitration award and ordered expungement, “holding that 
arbitration awards cannot be overturned by courts except under very, very 
limited circumstances, even where the arbitrators may have been wrong.”9  
Shockingly, despite FINRA’s acknowledged failure by the Schall arbitrators 
to follow FINRA rules and the arbitrators’ blatantly overreaching their 
authority, it appears these arbitrators are still actively serving in the FINRA 
pool of arbitrators.10   

This case makes it clearthe point that FINRA cannot wait until the 
confirmation stage to become involved in the expungement process.  At that 
time, it is too late to ensure that the arbitrators(s) areis fully informed and 
follows the process set forth in the FINRA rules, and it may also be too late 
to prevent expungement of information from the CRD, even in cases where 
FINRA believes expungement is not appropriate.  Because of courts’ 
hesitance to vacate arbitration awards, FINRA must be involved during the 
initial expungement request to have any meaningful impact.  

Both FINRA and the state securities regulators should have the right to 
appear at hearings where expungement requests are being considered and 
should have the right to oppose such requests.  In cases resolved by 
settlement, FINRA must require that the broker provide it with the settlement 
agreement, and it should review the agreement along with the motion for 
expungement relief, to ensure that such a request is proper.  In addition, 
FINRA should provide the same documents to the state securities regulators 
for all states in which the broker is registered, and the state in which the case 
was filed.  It is simply not realistic to expect minimally trained, part-time 
arbitrators, such as many of those in the FINRA pool, to act effectively to 
prevent expungement in inappropriate cases without active supervision from 
FINRA staff.  

PIABA thanks the Commission for the opportunity to comment on this 
important rule proposal.  PIABA fully supports the current rule proposal.  
PIABA hopes that both FINRA and the SEC will continue to take steps to  

                                                 
9. Id.  

10. The arbitrators in Jason Schall v. UBS Financial Services, Inc., FINRA-DR No. 
09-03582 continue to appear on lists of potential arbitrators in filed cases.  In fact, 
two of the arbitrators have continued to consider and grant expungement requests in 
other cases.  One of the arbitrators granted expungement following a settlement on 
June 6, 2012 in FINRA-DR No. 11-00486.  Another of the arbitrators granted 
expungement in two separate cases within a month of one another in 2013, in 
FINRA-DR No 10-05827 on April 28, 2013 and in FINRA-DR No. 11-04165 on 
May 28, 2013. 
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ensure that the integrity of the information contained within the CRD is 
maintained.  This information is important to investor protection and 
expungement must be what it was intended to be – extraordinary relief.  
 
Very truly yours, 
Jason Doss 
PIABA, President 
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The following PIABA Comment Letter regarding the Proposed Rule Change 
Relating to SR-FINRA-2014-012 was submitted to the Securities and 
Exchange Commission by Jason Doss on April 15, 2014. 
 
 
Ms. Elizabeth M. Murphy, Secretary  
Securities and Exchange Commission  
100 F Street, NE  
Washington, D.C. 20549-1090 
 
RE: SR-FINRA-2014-012 – Proposed Rule Change to Amend FINRA 

Rules 2210 (Communications with the Public) and 2214 
(Requirements for the Use of Investment Analysis Tool) 

 
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. 

Pursuant to Rule of Practice 192(a) of the Securities and Exchange 
Commission ("SEC"), PIABA submits this comment to the proposed rule 
change to amend FINRA Rule 2210 (Communications with the Public) to 
exclude from the filing requirements research reports concerning only 
securities listed on a national securities exchange, other than research reports 
which must be filed pursuant to Section 24(b) of the Investment Company 
Act of 1940 ("1940 Act").  FINRA also is proposing to amend FINRA Rule 
2210 to clarify that free writing prospectuses that are exempt from filing with 
the SEC are not subject to the rule's filing or content standards.  Finally, 
FINRA is proposing to correct a mistaken rule cross-reference in FINRA 
Rule 2214 (Requirements for the Use of Investment Analysis Tools). 

PIABA submits this comment because its members believe that the 
amendment is misguided and runs counter to FINRA’s stated objective of 
investor protection. The securities industry is not far removed from the lack 
of transparency and misinformation that led to the analyst scandals related to 
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companies such as WorldCom.  Accordingly, PIABA is opposed to this 
amendment. 

The proposed amendments by FINRA amount to nothing more than a 
cost-cutting attempt for firms at the expense of investor protection.  History 
has taught us that such protection is both requisite and essential to the 
efficient operation of the markets. Investors have lost faith in the 
transparency and effectiveness of the markets and it is imperative that 
FINRA, as the industry watchdog, continues to do everything in its power to 
help restore that confidence to the investors. 

The costs that are involved with filing such reports are a small price to 
pay for the additional protection provided to investors.  Investors have been 
taken advantage of with little or no recourse available to them in the past.  If 
we want that to change and restore the confidence that is necessary for 
investors, then the proposed amendment should be denied.  This additional 
protection, with its associated costs, is essential for restoring investor 
confidence in a system that has been flawed and has historically taken 
advantage of unsuspecting investors. 

FINRA also proposes to amend the current requirements for members to 
file certain retail communications with the Advertising Regulation 
Department (the “Department”).  Under this amendment, members would no 
longer be required to file research reports for securities listed on a national 
securities exchange. FINRA’s rationale for not requiring members to file 
these research reports is that the additional investor protection benefit of the 
Department being required to review of these retail communications is 
minimal in relation to the cost of compliance and administration of the filing 
requirement.  Again, PIABA believes these proposed changes will create less 
transparency for investors and as such should not be implemented.  

PIABA thanks the Commission for the opportunity to comment on this 
proposal. 
 
Very Truly Yours, 
Jason Doss 
PIABA, President
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The following PIABA Comment Letter regarding the Proposed Rule Change 
Relating to SR-FINRA-2014-010 was submitted to the Securities and 
Exchange Commission by Joseph Peiffer on April 7, 2014. 
 
 
Ms. Elizabeth M. Murphy, Secretary  
Securities and Exchange Commission  
100 F Street, NE  
Washington, D.C. 20549-1090 
 
RE: SR-FINRA-2014-010 – Proposed Rule Change to Adopt FINRA 

Rule 2243 (Disclosure and Reporting Obligations Related to 
Recruitment Practices)  

 
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”) to govern the conduct of securities firms 
and their representatives.  In particular, our members and their clients have a 
strong interest in FINRA rules relating to investor protection and disclosure.  

Although we detail our reservations below, PIABA supports the 
proposed rule because public investors would benefit from knowing about 
any enhanced compensation agreement which might affect a registered 
representative’s investment recommendations.  Despite our reservations, 
PIABA, FINRA and the Securities and Exchange Commission (the 
“Commission”) all agree that registered representatives’ compensation 
arrangements may create material conflicts of interest between registered 
representatives’ and public investors’ interests.  

In 2009, Mary L. Shapiro, then the Commission’s Chairman, released an 
open letter to the chief executive officers of broker-dealer firms on the issue.1  
issue.1  In her letter, Chairman Shapiro stated that enhanced compensation 
arrangements could motivate registered representatives to “churn customer 
                                                 
1. SEC Chairman M. Schapiro, Open Letter to Broker-Dealer CEOs (Aug. 31, 2009), 
available:  http://www.sec.gov/news/press/2009/2009-189-letter.pdf. 
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accounts, recommend unsuitable investment products or otherwise engage in 
investment activity that generates commission revenue but is not in 
investors’ interest.”1  Similarly, in its October 2013 Report on Conflicts of 
Interest, FINRA made clear that “Financial compensation is a major source 
of conflicts of interest. The rewards firms offer associated persons may 
influence their behavior in ways that affect customer interests.”2   

PIABA wholeheartedly agrees with FINRA’s observation that 
compensation structures may influence registered representatives’ behavior 
and believes that greater efforts should be made to ensure that customers 
understand their registered representative’s compensation.  Far too often, 
retail customers do not understand their financial advisers’ compensation or 
conflicts of interest.  In 2012, the Commission released its Study Regarding 
Financial Literacy Among Investors (the “Literacy Study”).3 In addition to 
documenting that most retail investors lack basic financial literacy, the 
Literacy Study found that retail investors consider information about an 
investment adviser’s fees and conflicts of interest “to be absolutely 
essential.”4  The Literacy Study also found that retail investors want “to 
receive disclosure information before making a decision on whether to 
engage a financial intermediary or purchase an investment product or 
service.”5  PIABA applauds the proposed rule as a step in the right direction 
but is concerned that it may be too limited to address the problem adequately. 

 
 

EVERY CUSTOMER SHOULD KNOW ABOUT 
 ENHANCED COMPENSATION AGREEMENTS 

 
Despite supporting the proposed rule, PIABA believes that FINRA’s 

proposed rule does not go far enough to combat the magnified conflicts of 
interest created by enhanced compensation agreements.  In particular, 

                                                 
1. Id. 

2. FINRA, Report on Conflicts of Interest 26 (Oct. 2013), available: 
https://www.finra.org/web/groups/industry/@ip/@reg/@guide/documents/industry/p
359971.pdf 

3. SEC, Study Regarding Financial Literacy Among Investors (Aug. 2012), 
available: https://www.sec.gov/news/studies/2012/917-financial-literacy-study-
part1.pdf. 

4. Id. At xviii. 

5. Id. At xvii. 
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FINRA’s proposed rule only requires disclosure of an enhanced 
compensation agreement if a registered representative moves from one 
member firm to different member firm.  Consistent with FINRA and the 
Commission’s reasoning that enhanced compensation creates disclosure-
worthy conflicts, PIABA believes that all enhanced compensation 
agreements should be disclosed to all customers, not just to the former 
customers of a registered representative who has changed firms.   

PIABA’s proposed approach would help ensure that customers receive 
some of the material information about recommended securities transactions 
and potential conflicts of interest.  Under existing federal and state law, 
FINRA’s member-firms are already required to disclose all material facts to 
investors.1  This means that any fact, such as excess bonus commissions for 
selling a particular products, should be disclosed when it “significantly 
alter[s] the total mix of information made available” to an investor when 
evaluating a registered representative’s recommendation to purchase a 
particular security.2  Indeed, the Second Circuit has expressly found that the 
commissions broker-dealers receive on financial products “they sell to the 
public are relevant and must be disclosed.”3  Courts have “rejected . . . 
argument[s] that bonus commissions are immaterial” and found that failure 
to disclose commissions may even give rise to criminal liability in certain 
cases.4  PIABA believes that enhanced compensation agreements should be 
disclosed to investors in all cases. 

The old firm should be required to disclose any enhanced compensation 
as well.  Despite the need to disclose all material information, FINRA’s 
proposed rule focuses too narrowly on enhanced compensation for registered 
representatives switching firms.  To put the issue in perspective, consider the 
events surrounding a registered representative’s departure to a new firm.  By 
switching firms, a registered representative ignites a chaotic scrum for client 
control.  Freshly allied with a new firm, the registered representative must 
contact her old clients and persuade them to join her at the new firm.  With 
an enhanced compensation agreement, her pay may depend on how many 
clients she convinces to switch with her.  Meanwhile, the branch manager or 
                                                 
1. See Basic Inc. v. Levinson, 485 U.S. 224, 231-32 (1988). 

2. Id. (quoting TSC Indus., Inc. v. Northway, Inc., 426 U.S. 438, 449 (1976). 

3. Gary Plastic Packaging Corp. v. Merrill Lynch, Pierce, Fenner & Smith, Inc., 756 
F.2d 230, 242 (2d Cir. 1985). 

4. United States v. Laurienti, 611 F.3d 530, 541 (9th Cir. 2010) (affirming criminal 
convictions for failure to disclose extra commissions and markups in a pump and 
dump scheme). 
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newly assigned brokers at the old firm may receive a bonus for how many 
clients they convince to remain behind.  FINRA’s proposed rule only 
requires the new firm to disclose enhanced compensation while allowing the 
old firm to remain  silent about any enhanced compensation it may pay for 
convincing clients to abandon the trusted financial adviser who has changed 
firms.  If the old firm retains a significant number of clients, the transferred 
registered representative may need to find new clients to generate enough 
revenue to meet production targets under any enhanced compensation 
agreement at the new firm.  Because this process is rife with clashing 
conflicts, PIABA believes that the customer should be told about all 
enhanced compensation agreements, whenever they are in place, whether 
they be paid by the new firm or the old. 

The rule should be extended to include new customers who are subject to 
the same risks.  Surely, a registered representative’s new customers deserve 
the same amount of information as old customers.  Indeed, as the 
Commission’s Literacy Study found, retail investors desire this information 
before hiring a financial advisor.  While PIABA believes that no good reason 
for excluding new customers exists,  FINRA’s proposal defends its decision 
to deny disclosure to new customers by asserting that old customers warrant 
special treatment.  FINRA argues that old customers must consider the costs 
of bringing their account to the new firm.  Although sensible sounding, the 
costs to transfer an account are relatively de minimus compared to the 
potential costs to any customer, old or new, of receiving advice from a 
conflicted financial advisor.  Further, to the extent that transfer fees are an 
issue, a new customer’s assets must come from some other place before 
being transferred to the control of one of FINRA’s member-firms.  
Accordingly, PIABA believes that FINRA should adopt a broader rule 
extending the same protections to new and old customers alike.  Moreover, 
PIABA believes that enhanced compensation agreements should always be 
disclosed, not merely during the first year of their existence.1 

 
 
 
 

                                                 
1. In public comments, others noted that other forms of special compensation 
agreements may exist without disclosure, such as year-over-year production bonuses, 
club programs, trainee programs and other special incentive programs.  PIABA 
believes that public customers should be told about any enhanced compensation 
agreement, not merely ones put in place in instances where a registered 
representative changes firms. 
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THE CONFLICTS INVOLVED IN ENHANCED COMPENSATION 
 NEED TO BE EXPLAINED TO CUSTOMERS IN THE DISCLOSURE 

 
While the proposed rule requires the disclosure of the amount of upfront 

payments and potential future payments, the Recruitment Disclosure Form 
does not adequately explain to customers what the conflict is.  Customers 
should be told that the size of the advisors upfront compensation is being 
determined by the amount of commissions generated and assets held at her 
prior firm for the past twelve months.  More importantly, the customer 
should also be told that the advisor will only receive future bonus payments 
if she achieves certain production and/or asset targets over a certain time-
frame.  The built-in incentive to hit back-end production targets exposes the 
customer to the most danger from conflicted financial advisors.  Presently, 
the proposed Recruitment Disclosure Form’s check-the-circle explanation is 
inadequate. 

The new rule fails to tell customers how long their commissions may be 
used to calculate their advisors’ back-end compensation.  As noted above, the 
SEC and FINRA both believe that enhanced compensation creates 
disclosure-worthy conflicts.  Therefore, customers must be told how long 
those enhanced compensation programs will last in order to be vigilant and 
properly weigh their advisors’ recommendations against the advisor’s 
personal motivation to hit her back-end targets and receive the additional 
bonus money.   

 
 

THE PURPORTED DE MINIMIS EXCEPTION IS NOT DE MINIMIS 
 

When FINRA first proposed this rule, it contained a so-called de minimis 
exception to exempt disclosure for enhanced compensation of less than 
$50,000.  FINRA’s current proposal has doubled this amount to $100,000.  
Only on Wall Street could such an amount on compensation be considered de 
minimus.  Black’s Law Dictionary defines de minimis as “trifling; minimal” 
or “so insignificant that a court may overlook it in deciding an issue or 
case.”1  To put this in perspective, the 2012 median annual wages for a 
person providing securities and commodity contracts intermediation, i.e. a 
registered representative, came to $99,940.2   The proposed rule would 
                                                 
1. DE MINIMIS, Black's Law Dictionary (9th ed. 2009). 

2. Bureau of Labor Statistics, Occupational Outlook Handbook, available: 
http://www.bls.gov/ooh/sales/securities-commodities-and-financial-services-sales-
agents.htm#tab-5. 
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consider it trifling and unworthy of mention when the median registered 
representative received a full year’s salary in enhanced compensation.  As we 
stated in our initial letter, PIABA believes that, at least $250,000 would be an 
appropriate amount for a de minimis exemption. 

 
 

ENHANCED COMPENSATION DISCLOSURES SHOULD  
BE IN WRITING AND DELIVERED EARLY 

 
As we stated in our initial letter, PIABA believes that enhanced 

compensation should be disclosed in writing and as close as practicable to 
the time of initial contact with the investor.  As the Literacy Study made 
clear, retail investors need information about conflicts when making their 
decision about whether to use a particular financial intermediary.  If the 
information arrives weeks later, bundled with transfer authorization 
documents, the disclosure may not serve its intended purpose and the 
investor may not be able to take the information into account when making 
her decision. 

The current proposal all but ensures that any enhanced compensation 
disclosures will be bundled with account transfer approval documentation.  
FINRA’s proposed rule states that the written disclosures must be “sent 
within 10 business days from [initial] oral contact or with the account 
transfer approval documentation, whichever is earlier.” (emphasis added).  
This rule sets the stage for FINRA’s member-firms to pack an envelope with 
voluminous, soporific disclosures, ensuring that few of them will ever be 
read. PIABA believes that enhanced compensation should be disclosed in 
writing, on its own, and sent before account transfer documentation to ensure 
that retail customers will be able to make an informed decision about 
whether to change accounts.  If the disclosures arrive with the account 
transfer documentation and glossy brochures about the new firm, customers 
may miss this important  disclosure. 

To ensure efficacy, the enhanced compensation disclosures should be 
presented in a clear readable format.  The disclosure should include answers 
to at least the following questions: 

 What is the registered representative’s stated rationale for 
changing firms? 

 Is the registered representative receiving enhanced 
compensation, and if so, for how long?  
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 Is any of the enhanced compensation contingent on the 
registered representative’s production at the new firm or on 
getting her former clients to transfer firms? 

 How are fees different at the new firm? 
 
 

CONCLUSION 
 

In summary, PIABA supports FINRA's proposed rule but believes that it 
does not go far enough to ensure and explain adequate disclosure.  PIABA 
thanks the Commission for the opportunity to comment on this proposal.  
 
Very truly yours, 
Joseph C. Peiffer 
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The following PIABA Comment Letter regarding the Proposed Rule Change 
Relating to AB 783 was submitted to the California State Capitol by Jason 
Doss on April 2, 2014. 
 
 
Honorable Assembly Member Al Muratsuchi 
State Capitol 
P.O. Box 942849 
Sacramento, California 94249-0007 
 
RE: AB 783 (Muratsuchi) – Opposition and Concerns 
 
Dear Assembly Member Muratsuchi: 
 

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

Our nation learned harsh lessons from the late 1920s through the 1930s 
about the dangers of inadequately regulated securities markets and capital 
formation activities.  The lessons were sufficiently lasting that it was not 
until nearly 70 years later, in the mid- to late 1990s, that the nation began 
dismantling the regulatory framework that for most of a century had 
preserved the stability and transparency of those markets.  The increasingly 
violent gyrations in the markets, culminating in 2008’s meltdown and the 
years of misery that have followed, should not have been a surprise.  What is 
a surprise is the speed with which those more recent lessons have been 
forgotten.  Here we are, not six years after the calamity that was 2008, 
talking about deregulation again. 

PIABA understands that businesses sometimes need additional capital.  
Our concerns are the people who are the sources of that capital and the 
methods by which those people are approached.  The concerns are greater 
when the target population, by virtue of age, cannot reasonably expect to 
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recoup losses and when those most likely to say “yes” to an investment 
“opportunity” lack the investment acumen necessary to evaluate the 
offerings. 

The enterprises that raise capital under the proposed Corporations Code 
§ 25102(r) exemption will likely fit one of two molds: 

(1) small or start-up companies that may be making good faith 
attempts at building new, growing enterprises but which are too risky 
for traditional capital sources to be willing to invest in them; and 

(2) companies whose key personnel believe that the real money 
is made by putting investment deals together, not by putting years of 
hard work into growing the companies after the capital is raised. 
Finding capital for the risky but potentially promising businesses that 

make up the first group might seem a laudable goal.  But one should question 
whether business should be permitted to find capital for ventures that are too 
risky for traditional funding sources by targeting the life savings of senior 
citizens and retirees who cannot replace the savings they lose. 

The second group will consist largely of repeat purveyors of cookie-
cutter investment programs with no societal value.  There simply is no 
justification for exposing California’s seniors, retirees or anyone else to their 
sales efforts. 

Yet the exemption, as drafted, applies equally to both categories of 
issuers of securities.  Gone would be the experienced oversight necessary to 
prevent predictable financial disasters and assure basic fairness to investors.  
It is critical that the types of offerings contemplated by this bill be qualified 
with the Commissioner of Corporations to ensure that what is being 
advertised is in fact what is delivered to investors.  Substituting advertising 
and solicitation for the Commissioner’s oversight would be a mistake from 
which countless seniors will suffer irreparable harm. 

PIABA has reviewed AB 2096’s proposed new Corporations Code 
§ 25102(r) exemption in the context of existing exemptions, most notably 
§ 25102(n).  We might well question § 25102(r)’s permission to cold call 
persons viewed as prospects for investment pitches (many or most of whom 
will be seniors and retirees) in their homes and on their cell phones, but a 
correction to that problem would require modification of both of those 
subsections of § 25102.  While modifying that aspect of existing §25102(n) 
might be desirable, it is not the issue before us today. 

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

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

The words “as specified in” leave the reader with the false impression 
that the advertising permitted by § 25102(r) is the same kind of advertising 
that is generally permitted by SEC Rule 502(c).  But the reality is exactly the 
opposite:  “as specified in” really means “prohibited by.”  The proposed 

                                                 
1. The full text of Rule 502 (17 CFR 240.502) can be found at http://www.ecfr.gov 
/cgi-bin/text-idx?SID=c3e88b30488aaf96da3ddeae401b2a42&node=17:2.0.1.1.12.0. 
46.177&rgn=div8 

2. Rule 502(c) states: 
 (c) Limitation on manner of offering. Except as provided in §230.504(b)(1) 

or §230.506(c), neither the issuer nor any person acting on its behalf shall 
offer or sell the securities by any form of general solicitation or general 
advertising, including, but not limited to, the following: 

(1) Any advertisement, article, notice or other communication published in 
any newspaper, magazine, or similar media or broadcast over television or radio; 
and 

(2) Any seminar or meeting whose attendees have been invited by any 
general solicitation or general advertising; Provided, however, that publication 
by an issuer of a notice in accordance with §230.135c or filing with the 
Commission by an issuer of a notice of sales on Form D (17 CFR 239.500) in 
which the issuer has made a good faith and reasonable attempt to comply with 
the requirements of such form, shall not be deemed to constitute general 
solicitation or general advertising for purposes of this section; Provided further, 
that, if the requirements of §230.135e are satisfied, providing any journalist with 
access to press conferences held outside of the United States, to meetings with 
issuer or selling security holder representatives conducted outside of the United 
States, or to written press-related materials released outside the United States, at 
or in which a present or proposed offering of securities is discussed, will not be 
deemed to constitute general solicitation or general advertising for purposes of 
this section. 

 [Emphasis Supplied.] 



326 WHERE WE STAND     [Vol. 20 No. 2 

 

exemption permits the very forms of solicitation and advertising that are 
forbidden by the SEC rule it cross-references.  Thus, the permission for 
general solicitation and general advertising in AB 2096 represents a dramatic 
rollback in the longstanding protection of California’s savers and investors. 

The proposed § 25102(r) exemption, as currently drafted, would allow 
the full range of print, radio, television and in-person seminar advertising.  
This kind of advertising will put large numbers of Main Street savers and 
investors at risk, whether they are accredited investors or not.  And even 
being an “accredited investor” is not protection against fraud and 
wrongdoing.  Rather, one’s status as an “accredited investor” is based 
primarily on an outdated computation of net worth.  It offers no guarantee or 
even likelihood of investment sophistication or the ability to evaluate risky 
but legitimate startup ventures, let alone the profusion of highly speculative, 
cookie-cutter capital-raising programs that will spring up to take advantage 
of the new exemption. 

Because it indicates far less about investment acumen than it does about 
assets, accredited investor status correlates best with age.  Elderly retirees 
make up a disproportionately large percentage of people who meet the 
definition of accredited investors simply because their property has had 
longer to appreciate; their savings have had longer to accumulate; they have 
taken rollovers or lump-sum payouts of pension assets that they have 
accumulated through decades of hard work; and, sadly, many are widowed 
and hold the proceeds of their spouses’ life insurance policies.  The funds 
they lose cannot be replaced.  They have neither the time nor the 
employment prospects to recoup their losses. 

With regard to this latter point, the sponsors undoubtedly will point to 
the purported protection inherent in limiting the investment to 10% of the 
saver’s or investor’s net worth.3  Taking comfort from that limitation would 
be misguided.  In speculative programs that cannot interest traditional 
funding sources, the losses that occur are likely to be total loses.  Thus, 
having 10% of one’s life savings in securities offered under the proposed 
exemption will not be like having 10% of one’s assets in a broad stock 
market index fund.  A total loss of 10% of one’s life savings can be 
devastating to a senior retiree who relies on the income from those savings to 
put food on the table and to meet other expenses.  Imagine being told that 
you are going to take a 10% cut in pay – for the rest of your life. 

Further, for the reasons discussed below, violations of the 10% ceiling 
are likely to occur on a broad scale because the only viable remedial 
                                                 
3. The bill has a reduced limit of five percent of the greater of income or net worth 
for investors whose income and net worth both are less than $100,000. 



2014] PIABA BAR JOURNAL 327 

 

mechanism – private litigation – is not practical on the scale that many of 
these investments are likely to take. 

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

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

PIABA believes that money lost by investors in these deals as a result of 
wrongdoing is likely never to be recovered.  First, there is a collectability 
issue.  By the time bilked savers or investors sue, and certainly by the time 
they obtain a judgment or award, there often is no defendant with funds to 
pay it.  Second, even when the funds might exist, securities litigation is so 
expensive that it may be impossible or impractical to pursue the matter.  
Much of this is due to the high cost of expert witnesses in these cases.  Thus, 
a $150,000 loss, which might be devastatingly large to the senior who has 
suffered it, might well be too small to pursue due to the high cost of 
securities litigation, especially when combined with the collectability risk. 

Sadly, PIABA’s members have seen this scenario play out far too many 
times.  The likely futility of attempts to remedy these losses after they occur 
makes it imperative that laws designed to prevent the losses be allowed to 
operate in their current form, unimpaired by the proposed exemption.  This is 
an area where prevention is by far the best medicine. 

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

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

Thank you for your consideration of our concerns about AB 2096. 
 
Sincerely, 
Jason Doss 
PIABA, President 
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