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FINRA SIX YEAR ELIGIBILITY RULE, STATUTE 
OF LIMITATIONS AND THE PROSPECTUS DEFENSES – 

THE DEATH KNELL OF INVESTORS’ CLAIMS?: 
EXPLORING CRITICAL DIFFERENCES AMONG 

NEW YORK, FLORIDA, CALIFORNIA AND TEXAS 
 

Lisa A. Catalano* 
 
 
INTRODUCTION 
 

This paper explores critical differences among how three potentially 
“deadly” defenses commonly raised by respondents in securities arbitration 
are addressed in four major arbitration hubs: New York, Florida, California 
and Texas.  Those three defenses are: the six year eligibility rule (FINRA 
Rule 12206); statutes of limitation; and the prospectus defense (or “bespeaks 
caution” doctrine).  Practitioners should be aware of the distinctions among 
the hubs so they may effectively formulate their case strategies. 

To follow is a discussion of the following issues: (1) who decides 
eligibility; (2) the event or occurrence that triggers the running of the 
eligibility period; (3) whether statutes of limitation apply in arbitration and 
who decides their applicability; (4) the specific statutes of limitation in each 
of the four jurisdictions; (5) various bases for tolling the limitations period; 
and, (6) the prospectus defense and the justifiable reliance element.  
 
 
I. The Six Year Eligibility Rule (FINRA Rule 12206) 

 
A. Who Decides Eligibility?  

 
The time limitation for filing an arbitration claim with the Financial 

Industry Regulatory Authority (“FINRA”) is six years.  FINRA’s Code of 
Arbitration Procedure, Rule 12206 (a) provides: 

Time Limitation on Submission of Claims 
No claim shall be eligible for submission to arbitration under the 
Code where six years have elapsed from the occurrence or event 
giving rise to the claim. The panel will resolve any questions 
regarding the eligibility of a claim under this rule.1 

                                                            
* Catalano Arbitration and Mediation Services Founder and Principal.  ©Lisa A. 
Catalano 2015 All Rights Reserved 
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Prior to 2002, there was a split among the circuits as to whether 
arbitrators or the courts should interpret and apply the eligibility rule.2  The 
distinction is crucial.  Those circuits holding that the arbitrators decide the 
eligibility issue viewed the rule as a procedural question in which the 
arbitrators were to make a factual determination as to the relevant 
“occurrence or event” giving rise to the claim.3  Hence, the rule was viewed 
as comparable to statutes of limitation, which could be subject to tolling.4  
The circuits that viewed the eligibility issue as one for the courts to decide, 
deemed the rule as a “substantive jurisdictional requirement,” comparable to 
a statute of repose not subject to tolling.  Those circuits concluded that the 
purchase date was the triggering date for purposes of the rule which served as 
an absolute bar to arbitration if the purchase occurred more than six years 
prior to filing the arbitration claim.5 

In 2002, the Supreme Court resolved the circuit split in Howsam v. Dean 
Witter Reynolds, Inc.,6 holding that the issue of eligibility pursuant to 
                                                                                                                                             
1. See FINRA Rule 12206. Time Limits, available at http://finra.complinet.com/ 
en/display/display_main.html?rbid=2403&element_id=4112 (last visited June 20, 
2014). 

2. The Third, Sixth, Seventh, Tenth, and Eleventh Circuits held that the courts should 
decide eligibility because it was a substantive matter that constituted a jurisdictional 
prerequisite for arbitration. See, e.g., PaineWebber, Inc. v. Hofmann, 984 F.2d 1372, 
1378 (3d Cir. 1993); Smith Barney, Inc. v. Sarver, 108 F.3d 92 (6th Cir. 1997); J.E. 
Liss & Co. v. Levin, 201 F.3d 848, 851 (7th Cir. 2000); Howsam v. Dean Witter 
Reynolds, Inc., 261 F.3d 956 (10th Cir. 2001); Merrill Lynch, Pierce, Fenner & 
Smith, Inc. v. Cohen, 62 F.3d 381, 383-84 (11th Cir. 1995).  However, the First, 
Second, Fourth, Fifth, Eighth, and Ninth Circuits held that eligibility was 
presumptively for the arbitrators to decide.  See, e.g., PaineWebber Inc. v. Elahi, 87 
F.3d 589 (1st Cir. 1996); PaineWebber Inc. v. Bybyk, 81 F.3d 1193, 1196 (2d Cir. 
1996); Conticommodity Servs. v. Philipp & Lion, 613 F.2d 1222, 1224-26 (2d Cir. 
1980); Miller v. Prudential Bache Secs., Inc., 884 F.2d 128, 132 (4th Cir. 1989), cert. 
denied, 497 U.S. 1004 (1990); Smith Barney Shearson, Inc. v. Boone, 47 F.3d 750 
(5th Cir. 1995); FSC Sec. Corp. v. Freel, 14 F.3d 1310, 1312 n.2 (8th Cir. 1994); 
O’Neel v. Nat’l Ass’n of Secs. Dealers, 667 F.2d 804, 807 (9th Cir. 1982). 

3. Philip M. Aidikoff, et al. FINRA Six-Year Eligibility Rule 12206: The Purchase 
Date is Often Not the Triggering “Occurrence or Event Giving Rise to a Claim”, 20 
PIABA B.J. 1, 1 (2013).  This article has an excellent detailed discussion of the 
history and current state of affairs of the six-year eligibility rule.    

4. Id. at 8. 

5. Id. at 10. 

6. 123 S. Ct. 588 (2002). 
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National Association of Securities Dealers’ (“NASD”) Rule 10304 (now 
FINRA Rule 12206) was for the arbitrators to decide.  The Court concluded 
that the rule did not present a question of “arbitrability,” which is for the 
courts to decide, but rather was a procedural issue “which grow[s] out of the 
dispute and bear[s] on its final disposition” and is presumptively for an 
arbitrator to decide.7  The Court reasoned that the eligibility rule “closely 
resembles the gateway questions that this Court has found not to be 
‘questions of arbitrability….’”8  Additionally, the Court further expounded 
that “the NASD arbitrators, comparatively more expert about the meaning of 
their own rule, are comparatively better able to interpret and to apply it.”9  

Post-Howsam, the lay of the land with respect to eligibility had 
drastically changed.  This morphism was succinctly enunciated by the district 
court of Nevada in Mid-Ohio Securities Corp. v. Estate of Burns:10   

Howsam undermined the basic premise which courts relied upon to 
determine eligibility rules like Rule 12206 were not subject to 
tolling. Those courts relied on the premise that the eligibility rule 
was a substantive limit on the agreement to arbitrate, not a statute of 
limitations. Thus, the time period was not subject to tolling. 
However, Howsam eviscerated that premise, finding that the 
eligibility time limit was not a question of arbitrability, but a 
gateway procedural matter for the arbitrator. Thus, the entire line of 
cases that suggest Rule 12206 is not subject to tolling is undermined. 
Therefore, it would not be manifest disregard of the law not to follow 
this line of cases post-Howsam.11 

                                                            
7. Id. at 592.  

8. Id. at 592-93.  (Citation omitted.) 

9. Id. at 593.  FINRA Rule 12504 permits a panel to decide a pre-hearing motion to 
dismiss based on the grounds that the claims are barred by the eligibility rule.  Thus, 
a claimant’s case may be dismissed as ineligible for arbitration before the claimant 
even gets to put on their case-in-chief. See FINRA Rule 12504. Motions to Dismiss, 
available at http://finra.complinet.com/en/display/display_main.html?rbid=2403& 
element_id=7377 (last visited June 20, 2014).  See also, FINRA Rule 12206, 
available at http://finra.complinet.com/en/display/display.html?rbid=2403&ele 
ment_id=4112 (last visited June 20, 2014). Arbitrators may also entertain pre-
hearing motions to dismiss on the grounds that the moving party has been released in 
a settlement or the “moving party was not associated with the accounts … at issue.” 
FINRA Rule 12504. 

10. 790 F. Supp. 2d 1263 (D. Nev. 2011). 

11. 790 F. Supp. 2d at 1271. 
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B. What is the “Occurrence or Event Giving Rise to the Claim”? 
 

There is often debate between the claimant and defense bars as to what 
constitutes “the occurrence or event giving rise to the claim.”  Claimants 
sometime seek legal counsel more than six years after the purchase of the 
disputed investment(s). Practitioners faced with this situation may reasonably 
argue that some date other than the purchase date triggers the running of the 
six year rule.  For example, if the broker made a misrepresentation about the 
investment sometime after the purchase, then the date of the mis-
representation should be the triggering date, akin to a “continuing treatment” 
argument in medical malpractice cases.  Respondents, on the other hand, 
invariably argue that the triggering date is the date of purchase, the earliest 
possible date to start the running of the eligibility period. All four 
jurisdictions recognize that the purchase date is not necessarily the 
controlling date.  Additionally, FINRA takes the same position. 
 
 

1. New York  
 

In New York, the purchase date does not necessarily start the eligibility 
period to commence.  In Goldberg v. Parker,12 a suitability case, the broker-
dealer sought to bar claims with respect to investments purchased more than 
six years prior to filing of the claim.  While the court noted that the issue of 
eligibility was for the court to determine, it refused to hold that the purchase 
date was the triggering date for purposes of the eligibility rule.  “The effect 
of . . . [the broker-dealer’s] interpretation in fraud cases is to reward the 
unscrupulous broker-dealer and to penalize the unsophisticated investor who 
does not discover the fraud for more than six years after the investment was 
purchased.”13  The court explained that the First Department had never held 
that the only date for triggering the eligibility rule is the purchase date.  
Where there are allegations of fraud and self-dealing, claimant’s discovery of 
the fraud is the appropriate trigger, not the purchase date.  The court cited to 
Second and Third Department cases to support its holding.   

                                                            
12. No. 94-02670, 1995 WL 396568 (N.Y. Sup. Ct. Apr. 12, 1995), aff’d 221 A.D.2d 
81, 267 (N.Y. App. Div. 1995). 

13. 1995 WL 396568 at * 2.  Cf., Merrill Lynch & Co. v. Mathes, 212 A.D.2d 456 
(N.Y. App. Div. 1995) (holding that the purchase date of the investment for purposes 
of determining substantive eligibility pursuant to NYSE Rule 603, which was similar 
to old NASD Rule 10304, is the relevant date.) 
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In Corbo v. Les Chateau Assocs.,14 a case that involved allegations of 
fraud, the Second Department held that where it could not be said as a matter 
of law that the customer “failed to exercise reasonable diligence in 
discovering the fraud . . . and [where the factual issues underlying limitations 
period were so] intertwined with the ultimate substantive issues,” it was not 
an abuse of discretion to leave all issues to the arbitrator.15  In Prudential 
Securities, Inc. v. Purello,16 the Third Department similarly held that “[d]ue 
to the continuing nature of these claims and the uncertainty concerning the 
date of the occurrence or event giving rise to these claims, leaving these 
issues to the arbitrator will permit a more efficient resolution.”17 

All of the above cases were decided pre-Howsam.  As the law stands 
now, the issue of the triggering date to start the eligibility period should be 

                                                            
14. 127 A.D.2d 657 (N.Y. App. Div. 1987). 

15. Id. at 658. 

16. 206 A.D.2d 713 (N.Y. App. Div. 1994). 

17. Goldberg, 1995 WL 396568 at *4, (quoting Prudential Secs., Inc. v. Purello, 206 
A.D.2d 713 (N.Y. App. Div. 1994)).  However, in In re Prudential Bache Secs. v. 
Archard, the Second Department held that the fraud claims were barred and could 
not be submitted to arbitration because they were brought more than six years after 
claimants signed the subscription agreements for the limited partnerships at issue.  
179 A.D.2d 652-53 (N.Y. App. Div.1992).  The court cited PaineWebber, Inc. v. 
Farnam, 870 F.2d 1286 (7th Cir. 1988) a Seventh Circuit case in which it does not 
appear that fraud was alleged.  The court also cited to In re County of Rockland, 51 
N.Y.2d 1 (1980), in which the court did not address eligibility, but rather, held that 
the parties’ provision in their construction contract concerning the timeliness of the 
filing of the claim was a procedural stipulation that was to be determined by the 
arbitrator, and not a condition precedent to arbitration to be determined by the court.  
In Castellano v. Prudential-Bache Secs., Inc., No. 90 A CIV. 1287, 1990 WL 87575 
(S.D.N.Y. June 19,1990), the court was faced with the issue of whether the NYSE’s 
Director of Arbitration’s interpretation of Rule 603, (the NYSE’s six-year eligibility 
rule at the time,) finding that the occurrence or event triggering the six-year rule was 
the purchase date, was “obviously wrong” in light of the broad discretion the 
exchange is given in interpreting its own rules.  The court explained that it must give 
“judicial deference” to exchange interpretations of their own rules unless the 
exchange wrongfully applied its rules. The court held that, because the NYSE did not 
act “wrongfully” in interpreting its own rules, the claims were barred from 
arbitration. The court specifically did not address the issue of whether the 
determination questions of limitations are “merely ministerial.”   
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strictly within the arbitrators’ discretion.  FINRA’s Code of Arbitration 
Procedure provides similarly.18 
 
 

2. Florida  
 

Florida also recognizes that the purchase date is not necessarily the 
triggering date.  For example, in Merrill Lynch, Pierce, Fenner & Smith v. 
Cohen,19 Merrill Lynch argued that the claims with respect to limited 
partnerships purchased more than six years prior to the filing of the claim 
were barred by NASD Code of Arbitration Procedure Section 15, the six year 
eligibility rule then in effect.  The Cohens alleged that, not only were the 
investments unsuitable for them when purchased, but Merrill Lynch 
thereafter actively concealed that their investments had lost 50% of their 
value by reporting false values of their limited partnerships on the Cohens’ 
monthly statements.20  The Eleventh Circuit agreed with the Cohens, holding 
that the purchase date is not necessarily the relevant occurrence or event 
giving rise to the dispute because § 15, nor any other provision of NASD’s 
Code of Arbitration Procedure, provides as such.  The court explained that 
the Cohen’s claims may not be time barred if: 

[T]he Cohens prove that Merrill Lynch reported false values for their 
investments through bogus statements . . . [in that case,] Merrill 
Lynch’s act of sending the false statements, rather than the initial 
purchase of the investments, may be the occurrence or event giving 
rise to their claims.21 
On remand, the Eleventh Circuit instructed the district court to examine 

each of the Cohens' claims to determine what "occurrence or event" gave rise 

                                                            
18. FINRA Rule 12206(a). 

19. 62 F.3d 381 (11th Cir. 1995). 

20. Id. at 382. 

21. Id. at 385 (citing PaineWebber, Inc. v. Hofmann, 984 F.2d 1372 (3d Cir. 1993), 
1381 (in which the Third Circuit explained that PaineWebber's active concealment of 
its wrongdoing can "be viewed as an independent cause of action based on a duty 
owed by PaineWebber to its customers to inform them of a broker's wrongdoing"); 
and Quinton F. Seamons, Does Securities Arbitration Go On Forever? Eligibility 
and Statutes of Limitation, 8 INSIGHTS 17, 19 (May 1994) (noting that the Director 
of Arbitration of the NASD has expressed the position that "[i]t has been determined 
that the purchase date is not [necessarily] the event or occurrence that gave rise to 
[the] dispute.") 
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to each claim.  If less than six years had elapsed from the occurrence or event 
giving rise to the claim, those claims are eligible for arbitration.22 

Similarly, in Kidder, Peabody & Co. v. Brandt,23 the Eleventh Circuit 
declined to adopt the purchase date as the triggering date for the running of 
the eligibility period.  Brandt involved the eligibility rule and a RICO claim.24  
The appeal was spawned by a controversy between the parties as to the 
relevant “occurrence or event giving rise to the act or the dispute, claim or 
controversy” which would commence the running of the eligibility period.25  
Kidder argued that the RICO claims were ineligible for arbitration because 
all of the predicate acts upon which the claim was based did not occur within 
the six year window.26  The court refused to take such a bright line approach.  
Rather, the court held that the “’occurrence or event’ which ‘gives rise to the 
. . . claim’ is the last occurrence or event necessary to make the claim 
viable.27  A claim is viable when all the elements of that claim can be 
established such that it could withstand a motion to dismiss for failure to 
state a claim for relief pursuant to Federal Rule of Civil Procedure 
12(b)(6).”28  The court explained that in the event there are multiple RICO 
claims, it is possible that some claims may survive if they arose within the 
six year window, while others may be ineligible for arbitration if they arose 
outside of the six year window.29 

Practice Point - damages are an essential element to any claim, and in 
many cases, a Claimant does not suffer damages until well after the date of 
purchase.   

 
 
 
 
 

 

                                                            
22. Id. 

23. 131 F.3d 1001 (11th Cir. 1997). 

24. Id. at 1002. 

25. Id. 

26. Id. at 1003. 

27. Id. at 1004. 

28. Id. 

29. 131 F.3d at 1004-05. 
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3. California 
 

In California, the purchase date is also not necessarily the relevant date 
for purposes of triggering the eligibility period.  In Oshidary v. Purpura-
Andriola,30 Oshidary moved to vacate an arbitration award on the grounds, in 
part, that the arbitration panel manifestly disregarded the law by hearing the 
claims despite FINRA Rule 12206 (a) prohibiting the arbitration of claims 
that are brought more than six years after the “occurrence or event giving rise 
to the dispute.”  Oshidary argued that the purchase date, which was more 
than six years prior to the filing of the claim, was the triggering date as a 
matter of law and, thus, the claims were ineligible for arbitration.31  The 
district court disagreed, finding that the arbitration panel appeared to believe 
that the “triggering event was a 2006 board meeting ‘in which the claimant’s 
[sic] were informed that their loans and monetary investments into the 
company weren’t worth anything.’”32  The court adopted the reasoning in 
Mid-Ohio Securities Corp. v. Estate of Lawrence Burns, in which the court 
held that: 

Rule 12206 is not a strict rule of eligibility, but a question for the 
arbitrators more akin to a statute of limitations, and therefore “the 
arbitrators were free to interpret the rule as they saw it, including 
adding in tolling provisions or a discovery rule.”33 

 
 
 

                                                            
30. No. 3:2012cv02092, 2012 U.S. Dist. LEXIS 81367 (N.D. Cal. June 12, 2012). 

31. Id. at *7-8 (citing Edward D. Jones & Co. v. Sorrells, 957 F.2d 509 (7th Cir. 
1992); Dean Witter Reynolds, Inc. v. McCoy, No. 94-5779, 1995 WL 699619 (6th 
Cir. 1995); Castellano v. Prudential-Bache Secs., Inc., No. 90 CIV. 1287, 1990 WL 
87575 (S.D.N.Y. 1990)).   

32. Id. at *15-17.  Note that the investments at issue were loans and the court 
differentiated loans from other types of investments.  “Indeed, the fact that the 
investments at issue were loans provides support for the Panel’s decision to not 
choose the purchase date as the triggering event.  Unlike other types of investments, 
loans have an agreed-upon return on a date certain.  The investor likely will not 
know whether the repayment will occur until that date arrives. . . . It was within the 
Panel’s discretion to choose such a later date – such as when it became clear that the 
loan would not be repaid – as the date triggering the six year time limitation.”  Id. at 
*17. 

33. 790 F. Supp.2d 1263, 1271-72 (D. Nev. 2011). 
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4. Texas  
 

In Smith Barney Shearson, Inc. v. Boone,34 Smith Barney sought to 
enjoin the Boones’ claims on the ground that they were barred by AMEX 
Rule 605 because the claims were filed more than six years after the last 
investment was made.35  First, consistent with its own precedent, and that of 
the United States Supreme Court, the Fifth Circuit held the issue of eligibility 
was for the arbitrators to decide.36  Second, the court held by implication that 
the date triggering the eligibility period is not necessarily the purchase date 
of the investment stating there was: 

some controversy as to when the last act or occurrence giving rise to 
the claims of Boone and Sherman took place. SBS contends that the 
last act was the last purchase by each customer, both of which took 
place over six years before filing. The defendants, however, allege 
that SBS continued to act fraudulently after the last purchases were 
made and within six years of the filing of the arbitration complaint. . 
. . [B]oth Boone and Sherman [claimants] argue that the time bars 
should be tolled since SBS engaged in fraudulent conduct which 
prevented the defendants from learning several important facts until 
after the six year post-purchase date. Thus, there is substantial 
controversy over whether the time bars will act to bar the causes of 
action asserted by the defendants. . . . [therefore] [t]his Court cannot . 
. . prevent arbitration.37 
Practice Point – assuming a claim is brought more than six years after the 

purchase date, practitioners should determine every possible date in which a 
wrongful act occurred to avoid pre-hearing dismissal on eligibility grounds. 
 
 
 
 
 
 
                                                            
34. 47 F.3d 750 (5th Cir. 1995). 

35. AMEX Rule 605 is analogous to former NASD Section 15 and NYSE Rule 603 
in so far as rendering ineligible for arbitration claims “where six (6) years shall have 
elapsed from the occurrence or event giving rise to the act or the dispute, claim or 
controversy.”  Id. at 751. 

36. Id. at 754. 

37. Id. 
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 5.  FINRA Guidance 
 

FINRA also recognizes that the purchase date is not necessarily the 
triggering date for purposes of the eligibility rule.  For example, FINRA’s 
Arbitrator’s Guide provides that: 

The arbitrators may find that there is a continuing occurrence or 
event giving rise to the dispute. For example, although a customer 
purchased stock 10 years ago, there are allegations of ongoing fraud 
starting with the purchase, but continuing to a date within six years 
of the date the claim was filed.38 
Additionally, FINRA’s Motions to Dismiss training module, which 

discusses the amendment to Rule 12206 that was approved by the SEC on 
December 31, 2008 (effective February 23, 2009), provides the same 
guidance to arbitrators.39   

Finally, the NASD has taken a consistent position when deciding 
motions to dismiss based on the six year eligibility period.  In several cases, 
the Director of NASD Arbitration has denied motions to dismiss based on 
eligibility grounds stating: 

It has been determined that the purchase date is not the event or 
occurrence that gave rise to this dispute.  Also, Section 15 [the 
former eligibility rule] does not refer specifically to the purchase 
date as the time that the six year limitation begins to run.  Therefore, 
it is equally appropriate that the discovery by the Claimant be treated 
as the occurrence or event giving rise to the dispute.40 
Practice Point–because all member firms and their registered 

representatives are bound by FINRA rules and regulations, practitioners 
should consider citing to these sources to support that the purchase date is not 
the controlling date for purposes of triggering the eligibility rule regardless of 
the jurisdiction of the case.   

 
 
 
 
 

                                                            
38. FINRA DISPUTE RESOLUTION, ARBITRATOR’S GUIDE 45 (Oct. 2014 Ed.) 

39. FINRA, MOTIONS TO DISMISS TRAINING MODULE 9 (2010).  

40. Goldberg v. Parker, No. 94-02670, 1995 WL 396568 (N.Y. Sup. Ct. Apr. 12, 
1995) *4, aff’d 221 A.D.2d 267 (N.Y. App. Div. 1995) (quoting a letter from NASD 
Director of Arbitration.) 
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II. Statutes of Limitation 
 

A. Do Statutes of Limitation Apply in FINRA Arbitrations? 
 

The issue of whether statutes of limitation apply in arbitration differs 
from state to state and is determined by the governing state statutes.  
Practitioners must be sensitive to the issue because it may result in some 
potential claims being time-barred and may affect how practitioners plead 
certain claims. There are generally three instances where statutes of 
limitation will apply:   

(1) where state law expressly provides that a statute of 
limitations may be applied to a claim brought in arbitration; 
(2) where state law implicitly provides that a statute of 
limitations is enforceable in arbitration; or  
(3) where the parties agree, by contract, that a statute of 
limitations is enforceable in arbitration.41 

 
 

1. New York – Statutes of Limitation Do Apply in Arbitration, 
As Provided by Statute 

 
New York Civil Practice Law and Rules § 7502(b) provides: 
If, at the time a demand for arbitration was made or a notice of 
intention to arbitrate was served, the claim sought to be arbitrated 
would have been barred by limitation of time had it been asserted in 
a court of the state, a party may assert the limitation as a bar to the 
arbitration on application to the court as provided in section 7503 or 
subdivision (b) of section 7511.  The failure to assert such bar by 
such application shall not preclude its assertion before the arbitrators, 
who may, in their sole discretion, apply or not apply the bar.  Except 
as provided in subdivision (b) of section 7511, such exercise of 
discretion by the arbitrators shall not be subject to review by a court 
on an application to confirm, vacate or modify the award.42 
Thus, in New York, any claim that would be time-barred in court would 

similarly be barred in arbitration, assuming that the respondent(s) move for 
dismissal in court, or the arbitrators utilize their discretion and apply the 

                                                            
41. Craig P. Miller and Laura Danysh, The Enforceability and Applicability of a 
Statute of Limitations in Arbitration, 32 FRANCHISE L. J. 26, 30 (2012). 

42. N.Y. C.P.L.R. 7502(b) (2014). 
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limitations period.  Similar statutes from other states, however, are not as 
clear cut.  For instance, a statute may provide that statutes of limitation apply 
to “actions” or “suits.”  The question then becomes whether arbitration is 
considered to be an action or suit. 
 
 

2. Florida – Statutes of Limitation Do Apply Because 
Arbitration is an “Action”  

 
In a case of first impression, Raymond James Financial Services, Inc. v. 

Phillips,43 the Supreme Court of Florida held that Section 95.011 of the 
Florida Statutes applies to arbitration.44  The claimants filed a claim in 
arbitration and Raymond James moved to dismiss on the basis that the claims 
were filed untimely and, therefore, were barred by the statute of limitations 
contained in Section 95.011.45  Before the panel ruled on the motion to 
dismiss, the claimants filed suit in state trial court seeking a declaratory 
judgment that the statute of limitations applies only to judicial actions.46  The 
trial court agreed with the claimants.47 On appeal, the Florida Second District 
Court of Appeal disagreed, and it certified the question to the Supreme Court 
as “one of great importance.”48  The court of appeal phrased the question as 
follows:  “[d]oes Section 95.011, Florida Statutes, apply to arbitration?”49  In 
answering the question in the affirmative, the Supreme Court looked to the 

                                                            
43. 126 So.3d 186 (Fla. 2013). 

44. Id. at 193. 

45. Id. at 189. 

46. Id. 

47. Id.  

48. Id. 

49. 126 So.3d at 187.  Section 95.011 provides in relevant part:   

Applicability.—A civil action or proceeding, called “action” in 
this chapter . . .  shall be barred unless begun within the time 
prescribed in this chapter or, if a different time is prescribed 
elsewhere in these statutes, within the time prescribed 
elsewhere. 
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plain language of the statute and applied principles of statutory 
construction.50 

First, the Supreme Court noted that Section 95.11 applies, in part, to the 
investors’ claims and is limited to “civil actions or proceedings,” which is 
defined in Section 95.011.51  The court also explained that its interpretation 
was consistent with the interpretation of “arbitration” in other sections of the 
statute and with the purpose behind enactment of the statute of limitations 
(i.e., protecting defendants against stale claims).52  The court concluded that 
arbitration is an “action” and, thus, the Legislature intended to subject 
arbitration proceedings to the statute of limitations.53 

Practice Point - the court’s decision applied solely to claims raised 
pursuant to Florida Statute Section 517 and did not address common law 
causes of action. Section 517 provides for attorneys’ fees and costs to the 
prevailing party. Thus, the decision to assert a Section 517 claim is a 
strategic one.  
 
 
 
 
 
 

                                                            
50. Id. at 189-93.  The court distinguished its long standing opinion in Miele v. 
Prudential-Bache Secs., Inc., 656 So.2d 470 (Fla. 1995), which held that arbitration 
did not constitute a “civil action,” by finding that Miele did not involve the 
applicability of statute of limitations.  The issue in Miele was whether Florida Statute 
§ 768.73, which provides for the splitting of punitive damages between the State of 
Florida and the claimants in civil cases, applies to arbitration awards.  The Miele 
court held that, because arbitration is not a “civil action,” the statute was 
inapplicable. 

51. 126 So.3d at 190.  The court explained that Chapter 95 does not explicitly define 
whether an arbitration proceeding is a “civil action or proceeding.”  Id.  The court 
concluded that those terms were broad enough to encompass arbitrations. Id. at 191.  
Additionally, as a matter of statutory construction, the Court noted that “proceeding” 
is much broader than “civil actions” which may be limited to court cases.  Id.  The 
Court stated that to interpret otherwise would run contrary to the purpose of a related 
statute, Section 95.03, which prohibits any contract provision attempting to shorten 
the applicable limitations period and renders it void.  Id. at 191-92. 

52. 126 So.3d at 192-93. 

53. Id. at 193.  Specifically, the court stated “An arbitration proceeding is an ‘action’ 
broadly defined in section 95.011 to encompass any ‘civil action or proceeding.’” 
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3. California – Statutes of Limitation Are Not Applicable to 
Arbitration Because It Is Not an Action at Law 

 
Title 2 of California Code of Civil Procedure (“C.C.P.”) Section 312 

entitled “Of the Time of Commencing Civil Actions” provides: 
Civil actions, without exception, can only be commenced within the 
periods prescribed in this title, after the cause of action shall have 
accrued, unless where, in special cases, a different limitation is 
prescribed by statute.54   

Moreover, C.C.P. § 22 defines an “action” as: 
An ordinary proceeding in a court of justice by which one party 
prosecutes another for the declaration, enforcement or protection of a 
right, the redress or prevention of a wrong, or the punishment of a 
public offense.55   

California courts have held that arbitration is not an action and, thus, is not 
subject to state statutes of limitation.56 
 
 

4. Texas - Statutes of Limitation Are Not Applicable to 
Arbitration Because It Is Not a Suit 

 
In Texas, the history of the applicability of statutes of limitation to solely 

“suits,” which are differentiated from arbitration proceedings, dates back to 
1855.  “Under Texas law, bringing suit and initiating arbitration have been 
viewed as separate and distinct concepts for [more than] 150 years.”57  In 
Yarborough v. Leggett,58 the Texas Supreme Court pronounced:  

                                                            
54. CAL. CIV. PROC. CODE § 312 (2014). 

55. CAL. CIV. PROC. CODE § 22 (2014). 

56. See e.g., Manhattan Loft, LLC v. Mercury Liquors, Inc., 173 Cal.App.4th 1040 , 
1056 (Cal. Ct. App. 2009) (reconciling the meaning of “action” contained in Section 
22 of the C.C.P. with Title 4.5 and holding that “the word ‘action’ within Title 4.5 of 
the Code of Civil Procedure, which governs the recording of lis pendens, does not 
include arbitration proceedings”); City of Oakland v. Public Employees’ Retirement 
System, 95 Cal.App.4th 29 (Cal. Ct. App. 2002) (statute of limitations are not 
applicable to administrative proceedings); Sheppard v. Lightpost Museum Fund, 146 
Cal.App.4th 315 (Cal. Ct. App. 2006) (non-judicial proceedings such as private 
contractual arbitration proceedings are not part of the judicial process and are 
therefore governed by the arbitration agency procedural rules.)  

57. Samuel B. Edwards, From the Lone Star State:  Overcoming Statute of 
Limitation Defenses in Securities Arbitration, 12 PIABA B.J. 6, 9 (2005).  The article 
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The words court and suit have a distinct meaning, and suggest a very 
different idea from arbitrators and arbitration.  These words [court 
and suit] have been understood and construed in the connection in 
which they are used to mean either the District Court or that of a 
justice of the peace, as the case may be.59 

Thus, state statutes of limitation should not apply to arbitrations in 
Texas. 
 
 

B. Who Decides Whether Claims are Barred by the Statutes of 
Limitation 

 
1. New York – The Contractual Language and Parties’ Clear 

Intent Governs 
 

New York Civil Practice Law and Rules (C.P.L.R.) § 7502(b) provides 
that threshold statutes of limitation issues are for a court to decide, assuming 
a party asserts the issue in court.  The statute provides, in relevant part: 

If, at the time a demand for arbitration was made or a notice of 
intention to arbitrate was served, the claim sought to be arbitrated 
would have been barred by limitation of time had it been asserted in 
a court of the state, a party may assert the limitation as a bar to the 
arbitration on application to the court….60 
The New York Court of Appeals has held that where the parties agree to 

arbitrate any controversy arising out of their contract and include a choice of 
law provision whereby New York law governs the agreement and its 
enforcement, the parties are agreeing to adopt as “binding New York’s rule 
that threshold Statute of Limitations questions are for the courts” to decide.61  

                                                                                                                                             
notes, “the fact that state statutes of limitation do not apply to arbitration proceedings 
is demonstrated by the use of the word “suit.” For example, the statute providing for 
the four-year limitations period reads, ‘[a] person must bring suit on the following 
actions not later than four years after the day the cause of action accrues…’”  Id. at 9.  
The article further explains that the interpretation of suit to exclude arbitration is 
consistent with “interpretation of statutory law in other jurisdictions.” Id. 

58. 14 Tex. 677 (Tex. 1855). 

59. Id. at 681.   

60. N.Y. C.P.L.R. § 7502(b) (2014). 

61. In re Diamond Waterproofing Sys., Inc. v. 55 Liberty Owners Corp., 4 N.Y.3d 
247, 253 (2005) (quoting In re Smith Barney, Harris, Upham & Co. v. Luckie, 85 
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In the absence of a clear intention by the parties that a court decides 
timeliness of a claim, however, the issue is to be determined by the 
arbitrator.62 

 
 

2. Florida – Arbitrators Decide Applicability of Statutes of 
Limitation 

 
Florida courts have generally held that the issue of statutes of limitation 

is for the arbitrators to decide.  For example, in Pembroke Industrial Park 
Partnership v. Jazayri Construction, Inc., which involved a contractual time-
bar as well as a statute of limitations issue, the court held that “the issue of 
whether the demand for arbitration . . .  was timely is a question of fact for 
the arbitrator to decide, not the trial court.”63 

                                                                                                                                             
N.Y.2d 193, 202 (1995)).  The court relied on Howsam in reaching its conclusion 
that timeliness of the arbitration demand should be decided by the arbitrators.  The 
“presumption is that the arbitration should decide allegation[s] of waiver, delay, or a 
like defense to arbitrability.”  Howsam v. Dean Witter Reynolds, Inc., 537 U.S. 79, 
84 (2002).  See also, Merritt Eng’g Consultants, P.C. v. 55 Liberty Owner’s Corp., 
18 A.D.3d 210 (N.Y App. Div. 2005), reh’g denied 2005 N.Y. App. Div. LEXIS 
8992 (N.Y. App. Div. 2004, Sept. 8, 2005). 

62. See, e.g., Bechtel Do Brasil Construcoes Ltda. v. UEG Araucaria Ltda., 638 F.3d 
150, 155 (2d Cir. 2011) (although the parties’ agreement included a New York 
choice of law provision, the Second Circuit held that it did not reflect the parties’ 
intention to have a court determine statute of limitations issues.  “[T]he provision[s] 
in question do not modify the parties’ fundamental and broad commitment to 
arbitrate any dispute relating to the[ir] agreement.”  The court noted that the 
provision failed to address timeliness and, thus, the court was “presented with no 
clear statement that a statute of limitations defense should be withheld from the 
arbitrator.”  Id. at 156.  While the court recognized that the provision could be 
interpreted as encompassing C.P.L.R. § 7502(b), it could not arrive at that conclusion 
“without doubt” and any ambiguity must be decided in favor of arbitration.  Id. at 
158.  See also PaineWebber, Inc. v. Elahi, 87 F.3d 589, 599 (N.Y. App. Div. 1996). 

63. 682 So.2d 226, 227 (Fla. Dist. Ct. App.1996). See also, Marschel v. Dean Witter 
Reynolds, Inc., 609 So.2d 718, 721 (Fla. Dist. Ct. App. 1992) (“the statute of 
limitations and repose defenses raised by Dean Witter should be determined by the 
arbitrators.”); Dean Witter Reynolds, Inc. v. Clarke, 617 So.2d 402 (Fla. Dist. Ct. 
App. 1995) (same); Stinson-Head, Inc. v. City of Sanibel, 661 So. 2d 1119, 121 (Fla. 
Dist. Ct. App. 1995) (“the arbitrator must decide whether Sanibel’s claim is 
timely.”); Victor v. Dean Witter Reynolds, Inc., 606 So.2d 681, 684 (Fla. Dist. Ct. 
App. 1992) (“[f]ederal courts hold . . . that where the Federal Arbitration Act applies, 
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3. California – Arbitrators Decide Applicability of Statutes of 
Limitation 

 
In Wagner Construction Co. v. Pacific Mechanical Corp.,64 the 

California Supreme Court held that the application of a statute of limitations 
is an improper basis to deny a motion to compel arbitration because the 
arbitrator decides whether the claims are time-barred and not the court.65  
The court explained: 

When the parties to an arbitrable controversy . . . have agreed in 
writing to arbitrate it and one has refused, the court, under section 
1281.2, must ordinarily grant a petition to compel arbitration. 
Exceptions to this rule are recognized by statute… and judicial 
decision…. That the statute of limitations has run on the underlying 
claims, however, is not among the legislatively or judicially 
recognized justifications for denying a petition to compel. Instead, 
the assertion that the statute of limitations has run is an affirmative 
defense that falls naturally within the plain language of the parties' 
broad agreement to language less clear, "doubts concerning the scope 
of arbitrable issues" would submit to arbitration "any dispute 
aris[ing] out of their contract. Even were the still have to be 
"resolved in favor of arbitration."  [Citations omitted.]  For a court to 
deny a petition to compel arbitration based on its adjudication of an 
affirmative defense would, moreover, violate section 1281.2, 
subdivision (c), which declares that, "[i]f the court determines that a 
written agreement to arbitrate a controversy exists, an order to 
arbitrate such controversy may not be refused on the ground that the 
petitioner's contentions lack substantive merit."66 

                                                                                                                                             
any limitations defense – whether stemming from the arbitration agreement, 
arbitration association rules or state statute – should be addressed by the arbitrator.”)  
The Raymond James Financial Services, Inc. v. Phillips, 126 So.3d 186 (Fla. 2013), 
case did not alter the state of the law in this regard as the court only addressed the 
applicability of statute of limitations to arbitration. 

64. 58 Cal. Rptr. 3d 434 (Cal. 2007). 

65. Id. at 435.  The court noted that, while a determination of waiver is properly for 
the court to decide, the issue of timeliness of a claim is for the arbitrator to decide.  
Id. at 439. 

66. Id. at 438. 
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Additionally, the court did not find the assertion that arbitrators 
may apply statutes of limitations differently than a court to be 
persuasive, stating: 

[T]he chance that an arbitrator might decide this affirmative defense 
differently than a court [does not] provide a legitimate nonstatutory 
basis for denying a motion to compel. The possibility that arbitrators 
"may base their decision upon broad principles of justice and equity, 
and in doing so may expressly or impliedly reject a claim that a 
party might successfully have asserted in a judicial action" is simply 
a risk that the parties, "by voluntarily submitting to arbitration, ... 
have agreed to bear ... in exchange for a quick, inexpensive, and 
conclusive resolution to their dispute." [Citation omitted.] The 
parties may avoid this risk, if they wish, by specifically agreeing that 
the arbitrators must act in conformity with rules of law.  [Citation 
omitted.]  Having broadly agreed to arbitrate any dispute arising out 
of a contract, however, a party may not attempt to avoid arbitration 
by "assert[ing] all possible legal or procedural defenses in court 
proceedings before the arbitration itself can go forward, [because] 
"the arbitral wheels would very soon grind to a halt." [Citation 
omitted.]67 

 
 

 4. Texas - Arbitrators Decide Applicability of Statutes of 
Limitation 

 
While Smith Barney Shearson, Inc. v. Boone68 addressed whether the 

eligibility period should be decided by the court or the arbitrators, the court’s 
rationale supports that, in Texas, the arbitrators decide whether statutes of 
limitation apply in arbitration.  In Boone, the court stated that “[t]he crucial 
distinction . . . is whether the time bars are considered issues of ‘substantive 
arbitrability’ relating to whether the parties agreed to arbitrate these issues 
[which is for the court to determine], or, whether the rules present issues of 
‘procedural arbitrability’ relating to the procedures of arbitration agreed upon 
[which is a determination for the arbitrators].”69  The court further stated that 
it “has characterized . . . [time bar issues] as part of the procedural 
requirements to arbitration and, as such, they are the decision of the 

                                                            
67. Id. at 440 (emphasis added). 

68. 47 F.3d 750 (5th Cir. 1995). 

69. Id. at 753. 
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arbitrator” and has therefore held “that the timeliness issues raised in this 
case are issues of procedural arbitrability and must be decided by the 
arbitrator.”70 
 
 

C. What are the Applicable Statutes of Limitation? 
 

1. Federal Claims 
 

Rule 10b-5 claims (17 C.F.R. 240.10b-5) - 5 years after the violation or 2 
years after discovery of facts constituting the violation, whichever is earlier.71 
 
 

2. New York 
 

The table below reflects applicable statutes of limitation for various 
claims under New York law. 
 

Cause of 
Action 

Legal Source Statute of Limitations 

Fraud C.P.L.R. § 213(8) 6 years or 2 years from discovery 
of the fraud, whichever is 
greater.72 
 

Breach of 
Contract 

C.P.L.R. § 213(2) 6 years.73   

                                                            
70. Id. at 754. 

71. 28 U.S.C.A. § 1658 (2014). 

72. The greater of 6 years “from the date the cause of action accrued or two years 
from the time the plaintiff or the person under whom the plaintiff claims discovered 
the fraud, or could with reasonable diligence have discovered it.”  N.Y. C.P.L.R. § 
213 (8) (2014). 

73. N.Y. C.P.L.R. § 213 (2) (2014) (express or implied contract.)  The same 
limitations period is also applicable to negligent performance of contractual 
obligation.  Gonzalski v. Prudential Ins., No. 5:02-CV-921, 2004 U.S. Dist. LEXIS 
4413 (N.D.N.Y. 2004). 
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Breach of 
Fiduciary 
Duty 

C.P.L.R. § 213(1)   OR 
C.P.L.R. § 214(4) 

SOL depends on substantive remedy sought: 
6 years if equitable relief sought74or if 
breach of fiduciary duty involves claims of 
fraud or breach of contract.  
3 years if damages sought for 
injury to property (i.e., claims 
sounding in negligence.)75 

Negligence C.P.L.R. § 214(4) or § 
214(5) 

3 years.76 
 

Negligent 
Misrepresent
ation 

C.P.L.R. § 213(2) or § 
213(8) or 
C.P.L.R. § 214(4) or § 
214(5) 
 
 

6 years if associated with breach 
of contract or fraud claim.77 
Otherwise, 3 years.78 

Actions that 
do not have 
express 
limitations 
period 

C.P.L.R. § 213(1) 6 years.79 
 

  
 
 
 
 
 
 
                                                            
74. N.Y. C.P.L.R. § 213(1) (2014). See also Kaufman v. Cohen, 307 A.D.2d 113 
(N.Y. App. Div. 2003). 

75. Id. at § 213(4) (2014).  See also Kaufman v. Cohen, 307 A.D.2d 113, 118-19 
(N.Y. App. Div. 2003). 

76. Id. at § 214(4) (injury to property) or § 214(5) (personal injury) (2014). 

77. Id. at § 213(2) or § 213(8) (2014).  See Gonzalski v. Prudential Ins., No. 5:02-
CV-921, 2004 U.S. Dist. LEXIS 4413 (N.D.N.Y. 2004). 

78. Id. at § 214(4) or § 214(5) (2014).  See Gonzalski v. Prudential Ins., No. 5:02-
CV-921, 2004 U.S. Dist. LEXIS 4413 (N.D.N.Y. 2004). 

79. Id. at § 213(1) (2014). 
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 3.   Florida 
 

The table below reflects applicable statutes of limitation for various 
claims under Florida law.  
 

Cause of Action Legal Source Statute of 
Limitations

Fraud F.S.A. § 95.11(3)(j) 4 years.80 
 

Breach of Contract F.S.A. § 95.11(2)(b) OR § 
95.11(3)(k) 

5 years if written contract.81  

Otherwise, 4 years.82 
 

Breach of 
Fiduciary Duty 

F.S.A. § 95.11(3)(j) OR § 
95.11(3)(a) 

SOL depends on the cause of 
action alleged.  4 years if 
asserted as fraud claim.83 4 
years if asserted as 
negligence.  84 

Negligence F.S.A. § 95.11(3)(a)  4 years.85 
 

Negligent 
Misrepresentation 

F.S.A. § 95.11(3)(a)  
 

4 years.86 

Actions that do not 
have an express 
limitations period 

F.S.A. § 95.11(3)(p)  4 years.87 
 

                                                            
80. Fla. Stat. Ann. § 95.11(3)(j) (2014). 

81. Fla. Stat. Ann. § 95.11(2)(b) (2014). 

82. Fla. Stat. Ann. § 95.11(3)(k) (2014). 

83. Fla. Stat. Ann. § 95.11(3)(j) (2014). 

84. Fla. Stat. Ann. § 95.11(3)(a) (2014). 

85. Fla. Stat. Ann. § 95.11(3)(a) (2014). 

86. Id. 

87. Fla. Stat. Ann. § 95.011(3) (p) (2014). 
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Actions based on 
statutory liability  

F.S.A. § 95.11(3)(f)  
 
 

4 years.88 
 

 
 
4.    California 

 

Cause of Action Legal Source Statute of Limitations 

Fraud C.C.P. § 338(d) 3 years from discovery.89 

Breach of Contract C.C.P. § 337(1) 
OR § 339(1) 

4 years if written 
contract.90  Otherwise, 2 
years.91 

Breach of 
Fiduciary Duty 

C.C.P. § 343 4 years.92 

Negligence C.C.P. § 335.1 2 years.93 

Negligent 
Misrepresentation 

C.C.P. §§ 
338(c)(1), (d) 

3 years.94 

                                                            
88. Fla. Stat. Ann. § 95.011 (3)(f) (2014).  Florida’s securities statute is Chapter 517, 
Fla. Stat. 

89. “The cause of action . . . is not deemed to have accrued until the discovery, by 
the aggrieved party, of the facts constituting the fraud or mistake.”  CAL. CIV. PROC. 
CODE (“C.C.P.”) § 338 (d) (2014). 

90. CAL. CIV. PROC. CODE § 337(1) (2014). 
91. CAL. CIV. PROC. CODE § 339(1) (2014). 

92. CAL. CIV. PROC. CODE § 343 (2014).  See David Welch Co. v. Erskine & Tulley, 
203 Cal.App.3d 884, 893 (1998) (holding, “[w]here a cause of action is based on a 
defendant’s breach of fiduciary duties, the four-year catchall statute set forth in 
California Civil Code of Procedure section 343 applies.”) 

93. CAL. CIV. PROC. CODE § 335.1 (2014). 

94. CAL. CIV. PROC. CODE §§ 338(c)(1), (d) (2014).  If the action is based on fraud or 
mistake, section 338 (d) applies and “[t]he cause of action . . . is not deemed to have 
accrued until the discovery, by the aggrieved party, of the facts constituting the fraud 
or mistake.”  CAL. CIV. PROC. CODE § 338(d) (2014). 
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Actions based on 
statutory liability  

C.C.P. § 338(a) 3 years.95  
 

Actions based on 
California 
Securities Act 

C.C.P. § 25400, 
et. seq. 

The limitations period 
depends upon the statutory 
violation.96 

Actions that do not 
have an express 
limitations period 

C.C.P. § 343 4 years.97 
 

 
 
  5.      Texas 
 

Cause of Action Legal Source Statute of Limitations 

Fraud T.C.P.R.C. § 16.004(a)(4) 4 years.98 

Breach of Contract T.C.P.R.C. § 16.004(a)(1) 4 years.99 

Breach of Fiduciary 
Duty 

T.C.P.R.C. § 16.004(a)(5) 4 years.100 

Negligence T.C.P.R.C. § 16.003(a) 2 years.101 

                                                            
95. CAL. CIV. PROC. CODE § 338 (a) (2014). 

96. For instance, California Corporations Code (“CCC”) Section 25506 (b) provides 
in relevant part that “no action shall be maintained to enforce any liability created 
under Section 25500, 25501, or 25502 (or Section 25504 or Section 25504.1 insofar 
as they relate to those sections) unless brought before the expiration of five years 
after the act or transaction constituting the violation or the expiration of two years 
after the discovery by the plaintiff of the facts constituting the violation, whichever 
shall first expire.” CAL. CORP. CODE § 22506(b) (2014).  Practitioners should check 
the Code to determine the applicable limitations period which generally include a 
statute of repose. 

97. CAL. CIV. PROC. CODE § 343 (2014). 

98. TEX. CIV. PRAC. & REM. CODE ANN. § 16.004(a)(4) (Vernon 2005). 

99. TEX. CIV. PRAC. & REM. CODE ANN. § 16.004(a)(1) (Vernon 2005) (“specific 
performance of a contract for the conveyance of real property.”)  

100. TEX. CIV. PRAC. & REM. CODE ANN. § 16.004(a)(5) (Vernon 2005). 
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Negligent 
Misrepresentation 

HECI Exploration Co. v. 
Neel 

2 years.102 

Actions based on  
statutory liability 

Texas Deceptive Trade 
Practices Act 

2 years.103 

Actions Based on 
Texas Securities Act 

T.R.C.S. Art. 581-33 (H) 
(2)(a)-(b) 

3 or 5 year rule.104 

Actions that do not 
have an express 
limitations period 

T.C.P.R.C. § 16.051  4 years.105 

   
 

D. Bases for Arguing Tolling of the Statute of Limitations  
 

Assuming that the statute of limitations applies in FINRA arbitration, 
practitioners may have a basis for arguing that the statute should be tolled.  
There are several grounds on which to do so, as will be discussed in further 
detailed below. 
 
 
 
 
                                                                                                                                             
101. TEX. CIV. PRAC. & REM. CODE ANN. § 16.003(a) (Vernon 2005) (injury to 
person or personal property.) 

102. HECI Exploration Co. v. Neel, 982 S.W.2d 881, 885 (Tex. 1998). 

103. Two years “after the date on which the false, misleading, or deceptive act or 
practice occurred or within two years after the consumer discovered or in the 
exercise of reasonable diligence should have discovered the occurrence of the false, 
misleading or deceptive act or practice.”  TEX. BUS. & COM. CODE § 17.565 (Vernon 
2005). The two year period may be “extended for a period of 180 days if the plaintiff 
proves that failure timely to commence the action was caused by the defendant’s 
knowingly engaging in conduct solely calculated to induce the plaintiff to refrain 
from or postpone the commencement of the action.”  Id. 

104. The Texas Securities Act § 33 provides that the cause of action shall be brought 
either 3 years “after discovery of the untruth or omission, or after discovery should 
have been made by the exercise of reasonable diligence; or . . . five years after the 
sale.”  TEX. REV. CIV. STAT. ANN. art. 581-33(H)(a)-(b) (Vernon 2005). 

105. TEX. CIV. PRAC. & REM. CODE ANN. § 16.051 (Vernon 2005). 
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1. The Discovery Rule 
 

Generally a cause of action accrues when harm has been caused even if 
the investor is unaware of the fact that they have been harmed. The discovery 
rule is an exception and provides that a cause of action does not accrue until 
the investor discovers the fraud. All four of the jurisdictions reviewed in this 
article recognize the discovery rule as a basis for tolling statutes of limitation. 
 
 
 a.   New York 
 

In New York, “[a]n inquiry as to the time a plaintiff could, with 
reasonable diligence, have discovered the fraud is a mixed question of law 
and fact… and turns upon whether a person of ordinary intelligence 
possessed knowledge of facts from which the fraud could be reasonably 
inferred.”106 
 
 

b. Florida 
 

Florida courts apply the discovery rule in a variety of contexts including 
cases alleging fraud.107 In Jones v. Childers,108 the Eleventh Circuit 
explained: 

                                                            
106. Ghandour v. Shearson Lehman Bros. Inc., 213 A.D.2d 304, 305-06 (N.Y. App. 
Div. 1995) (internal citation omitted) (holding that losses the investor incurred 
should have been sufficient to place the investor on notice of the potential fraud.  
The investor was also aware of a lawsuit filed by his brother within the limitations 
period, but offered no reason for his delay in filing his own claim.)  See also 
Kaufman v. Cohen, 307 A.D.2d 113, 123 (N.Y. App. Div. 2003) (applying the same 
test utilized in Ghandour, the court concluded that the trial court erred in finding that 
the plaintiff could have discovered the fraud as a matter of law because there was a 
question of fact as to whether the plaintiff could have reasonably inferred that a fraud 
was committed by receipt of a letter or from public documents.)  Note, the discovery 
rule also applies to fraud-based breach of fiduciary duty claims.  Id. at 122-23. 

107. See, e.g., Miami v. Brooks, 70 So.2d 306, 309 (Fla. 1954) (holding in a 
negligence action that "the statute [of limitations] attaches when there has been 
notice of an invasion of the legal right of the plaintiff or he has been put on notice of 
his right to a cause of action"); Drake v. Island Community Church, Inc., 462 So.2d 
1142 (Fla. Dist. Ct. App.1984) (holding that in a breach of contract action brought by 
mother and minor child against private school, statute of limitations did not begin on 
mother's claim until she learned of her child's sexual abuse by a teacher and was 
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Generally under Florida law, a party is held to have been put on 
notice when he discovers, or reasonably should have discovered, 
facts alerting him of the existence of his cause of action. For 
example, in an action for fraud such as the instant case, “a party is 
charged with knowledge of facts which would have been discovered 
in the exercise of due diligence for purposes of determining when a 
cause of action ... accrues.... [H]owever, while the law of fraud does 
not endorse a `hear no evil, see no evil approach,' neither does it 
require that an aggrieved party have proceeded from the outset as 
though he were dealing with thieves.”  [Citation omitted.]  "Whether 
an individual, by the exercise of reasonable diligence, should have 
known he had a cause of action against the defendant is, ordinarily, 
an issue of fact which should be left to the [trier of fact]."  [Citations 
omitted.]  We note, however, that a fraud victim bears a "less 
demanding" due diligence burden "where the perpetratoris 
rendering an expert service while standing in a fiduciary capacity."  
[Citation omitted.]109 

 
 

c. California 
 

In California, the statute of limitations for fraud is three years and “is not 
deemed to have accrued until the discovery, by the aggrieved party, of the 
facts constituting the fraud or mistake.”110 The treatment for delayed 
discovery for fraud cases is similar in other types of cases, as well.  In order 
to establish delayed discovery, the plaintiff must first demonstrate that the 

                                                                                                                                             
thereby put on notice of her right of action.  Additionally, the court held that the 
statute did not begin to run against minor child until the mother knew or reasonably 
should have known of facts which supported the child's cause of action); Creviston v. 
Gen. Motors Corp., 225 So.2d 331 (Fla.1969) (relying on Urie v. Thompson, 337 
U.S. 163, 69 S.Ct. 1018, 93 L.Ed. 1282 (1949) in holding that the three year statute 
of limitations for implied warranty actions began to run when plaintiff first 
discovered, or reasonably should have discovered, defect in product, not from the 
date of sale of refrigerator); Tullo v. Horner, 296 So.2d 502 (Fla. Dist. Ct. App. 
1974) (holding that in cases of fraud, the statute of limitations ordinarily begins to 
run with the discovery of the fraud). 

108. 18 F.2d 899 (11th Cir. 1994). 

109. Id. at 906-07 (emphasis added). 

110. CAL. CIV. PROC. CODE § 338(d) (2014). 
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relevant facts could not be discovered with reasonable diligence within the 
statutory period.  Additionally, the plaintiff must prove that discovery 
occurred after the statute of limitations would have normally expired.  If the 
plaintiff actually discovered or could have discovered the wrongdoing within 
the statutory period, then there is no delayed accrual.111    

As previously explained, in Oshidary v. Purpura-Andriola, the Northern 
District of California has recently ruled, that the date of discovery—as 
opposed to the date of investment—was the appropriate date to “give rise to 
the claim” under FINRA Rule 12206, stating that “[t]he Panel was free to 
interpret Rule 12206 as it saw fit, in particular with respect to the triggering 
date, i.e. the ‘occurrence or event giving rise to the claim.’”112 
 

 
d. Texas 

 
Texas also recognizes the discovery rule.  “When applicable, the 

discovery rule tolls the running of the statute of limitations until the plaintiff 
discovers, or through the exercise of reasonable care and diligence should 
discover the nature of his injury.”113 

In a suitability case, the court held that the statute does not begin to run 
until the investors are on inquiry notice of the fraudulent mis-
representations.114  Inquiry notice is defined as: 

Knowledge of the facts that would have excited inquiry in the mind 
of a reasonable prudent person which, if pursued by him with 
reasonable diligence, would lead to the discovery of the fraud, 
[which] is equivalent to knowledge of the fraud as a matter of law.  
However, the mere fact that one had the opportunity or power to 
investigate the fraud is not sufficient to charge him with knowledge.  

                                                            
111. See, e.g., Knapp v. Knapp, 15 Cal.2d 237, 242 (1940); Orange County Rock 
Prods. Co. v. Cook Bros. Equip. Co., 246 Ca. App. 2d 698 (1966).  See also Lampf, 
Pleva, Lipkind, Prupis & Petigrow v. Gilbertson, 501 U.S. 350, 363-64 (1991) 
(holding that claims brought pursuant to § 10(b) and Rule 10b-5 must be commenced 
within one year after the discovery of the facts constituting the violation or within 
three years after such violation, whichever is sooner.  “The 1-year period, by its 
terms, begins after discovery of the facts constituting the violation, making tolling 
unnecessary. The 3-year limit is a period of repose inconsistent with tolling.”) 

112. No. C 12-2092, 2012 U.S. Dist. LEXIS 81367 (N.D. Cal. June 12, 2012). 

113. Booker v. Real Homes, Inc., 103 S.W.3d 487, 491-92 (Tex. App. 2003). 

114. See e.g., Hanley v. First Investors Corp., 793 F.Supp.719 (Tex. App. 1992). 
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The defrauded party must be cognizant or aware of facts as would 
have caused the ordinarily intelligent and prudent person to 
investigate.115 

 
 

2. Fraudulent Concealment 
 

Fraudulent concealment has a temporary estoppel effect on defendants 
who by their fraudulent misconduct prevent an investor from timely pursuing 
their claims.116 
 
 

a. New York  
 

Where there is fraudulent conduct or misrepresentation alleged on the 
part of the defendant, the statute of limitations may be tolled.117   

 
 

b. Florida 
 

In Jones v. Childers,118 the Eleventh Circuit rejected the defendants’ 
argument that the cause of action accrued when the investment purchase was 
finalized, and held that the investors’ claims were tolled by the defendant’s 
fraudulent concealment.  The court found the following facts persuasive: 

The Jones[es] were repeatedly told by Childers and TSI not to be 
concerned about the investments and they trusted his advice. 
Between September 1982 and June 1985, Childers and [his lawyer] 
repeatedly assured Plaintiffs that they would take care of the IRS and 
everything with respect to the audits would turn out fine. On the 
financial statements that TSI prepared for the Jones[es], the risks 
associated with the investments were not revealed.119 

                                                            
115. Pace v. McEwen, 574 S.W.2d 792, 797 (Tex. App. 1978). 

116. See Edwards, supra n. 52. 

117. See supra n. 99.  Cf., In re Finkelstein v. Harris, 17 A.D.2d 137 (N.Y. App. Div. 
1962) (holding that the statute was not subject to tolling where there was no 
allegation of fraud by the defendant.  Thus, the defendants were not estopped from 
raising the statute of limitations defense.) 

118. 18 F.3d 899 (11th Cir. 1994). 

119. Id. at 908 (citation omitted). 
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The court also agreed with the trial court’s findings that: 
The information received by the Jones[es] regarding the audits of 
other Israeli research and development investments and regarding the 
common defense fund alone did not provide notice of a right to a 
cause of action against Childers and TSI. In the face of this 
information, the Jones[es] exercised reasonable due diligence to 
determine whether injury had been sustained or that a right had been 
invaded. The Jones[es] contacted Childers, their fiduciary, who 
assured them that there was no reason for concern. The Jones[es] 
could not recognize their right to a cause of action, even after the 
exercise of reasonable due diligence, until they received notice from 
a party other than their fiduciary.120 

 
 

c. California 
 

It is well established in California that fraudulent concealment tolls the 
statute of limitations as to all causes of action.121  “[F]raudulent concealment 
. . . delays commencement of the statutory time until . . . notice occurs.”122  
Additionally, California law recognizes a fiduciary relationship between an 
investor and a stockbroker, and fiduciaries are obligated to make full and fair 
disclosure.123  In Twomey v. Mitchum, Jones & Templeton,124 the California 
                                                            
120. Id. (citation omitted.)  See also Wirt v. Central Life Assurance Co., 613 So.2d 
478, 479 (Fla. Dist. Ct. App. 1992) (“Fraudulent concealment can toll the running of 
the statute of limitations when the fraud perpetrated upon the injured party places 
him in ignorance of his right to sue.”); Vargas v. Glades Genl. Hosp., 566 So.2d 282 
(Fla. Dist. Ct. App. 1990) (“the statute of limitation . . . may be tolled by fraudulent 
concealment of the facts necessary to put the injured party on notice of the negligent 
act or the resulting injury.”)  In Merle Wood & Assoc., Inc. v. Trinity Yachts, the 
court refused to extend the “delayed discovery rule” enunciated in Jones v. Childers 
to unjust enrichment and quantum meruit claims.  857 F.Supp.2d 1294, 1308 (S.D. 
Fla. 2012).   

121. Pashley v. Pacific Electric R. Co., 25 Cal.2d 226, 232 (1944) (holding that 
fraudulent concealment tolls the statute of limitations “whether or not the action 
itself . . . is based on fraud”). 

122. Rosenfield v. Cohen, 191 Cal.App.3d 1035, 1059 (1987). 

123. See Neel v. Magana, Olney, Levy, Cathcart & Gelfand, 6 Cal.3d 176, 188 (Cal. 
1971) (holding that “[w]here there is a duty to disclose, the disclosure must be full 
and complete, and any material concealment or misrepresentation will amount to 
fraud.”  (Citation omitted.)  
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Court of Appeals held that the statute of limitations is tolled against a 
fiduciary until (1) the relationship ends, or (2) there is discovery or grounds 
for discovery of the breach of duty.125  Moreover, the investor is under no 
obligation to inquire or exercise due diligence in discovering the fraud.126 
 
 

d. Texas 
 

Where a defendant engages in fraudulent concealment, an investor will 
have the benefit of tolling until the claimant has inquiry notice of, or actually 
discovers, the fraud.127  In deciding timeliness based on the eligibility rule, 
the Fifth Circuit held that arbitration could not be prevented where the 
investors alleged that the time bars should be tolled because the broker-dealer 
engaged in fraudulent concealment which prevented the investors from 
learning of the fraud within the six year period.128 
 
 

3.   Equitable Estoppel/Tolling 
 

Equitable estoppel is a principle preventing a defendant from asserting 
the limitations period and benefiting from their own misconduct such as an 
action, silence, acquiescence or concealment of material information which 
causes a plaintiff to untimely pursue their claim.  Equitable tolling is a 
somewhat similar concept and prevents the statute of limitations to run 
against a plaintiff where the delay in plaintiff’s pursuit of their claims is 
caused either by defendant’s misconduct or plaintiff’s excusable ignorance of 
the limitations period. 
 

                                                                                                                                             
124. 262 Cal.App.2d 690 (1968). 

125. Id. at 725.  See also Stalberg v. Western Title Ins. Co., 230 Cal. App. 3d 1223, 
1230 (1991) (statute of limitations for breach of fiduciary duty is tolled until 
discovery). 

126. Eisenbaum v. Western Energy Resources, Inc., 218 Cal.App.3d 314, 324 (1990) 
(holding that “[w]here a fiduciary obligation is present, the courts have recognized a 
postponement of the accrual of the cause of action until the beneficiary has 
knowledge or notice of the act constituting a breach of fidelity”). 

127. See Booker v. Real Homes, Inc., 103 S.W. 3d 487, 493 (Tex. App. 2003). 

128. Smith Barney Shearson, Inc. v. Boone, 47 F.3d 750, 754 (5th Cir. 1995). 
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 a. New York 
 

In New York, equitable estoppel may apply where an investor is induced 
by fraud, misrepresentations or deception to refrain from timely filing an 
action.  In Kaufman v. Cohen,129 the court held: 

The doctrine requires proof that the defendant made an actual 
misrepresentation or, if a fiduciary, concealed facts which he was 
required to disclose, that the plaintiff relied on the misrepresentation 
and that the reliance caused plaintiff to delay bringing timely 
action.130 

Equitable tolling is applied in New York in rare and exceptional 
circumstances in which a plaintiff is prevented from exercising their rights.  
For example, the doctrine has been applied where a plaintiff pursued their 
remedies but filed a defective pleading;131 where a plaintiff was unaware of 
their claim due to the defendant’s misconduct;132and, where a plaintiff’s 
medical condition or physical impairment caused plaintiff’s delay in pursuing 
their claim.133  The factors that are considered are whether the plaintiff “(1) 
has ‘acted with reasonable diligence during the time period she seeks to have 
tolled,’ and (2) has proved that the circumstances are so extraordinary that 
the doctrine should apply.”134 
 
 
 
 
 
 
 

                                                            
129. Kaufman v. Cohen, 307 A.D.2d 113 (N.Y. App. Div. 2003). 

130. Id. at 122 (internal citation omitted.)  However, where the delay is due to lack 
of legal knowledge on the part of the claimant or their attorney’s indolence, equitable 
tolling will not apply.  See Nearhood v. Tops Markets, Inc., 76 F.Supp.2d 304, 307 
(W.D.N.Y. 1999) (lack of legal knowledge); Plowden v. Romine, 78 F.Supp.2d 115, 
118 (E.D.N.Y. 1999) (attorney indolence). 

131. Brown v. Parkchester South Condominiums, 287 F.3d 58, 60 (2d Cir. 2002). 

132. Miller v. Int’l Tel. Corp., 755 F.2d 20, 24 (2d Cir. 1985). 

133. Brown, 287 F.2d at 60; Canales v. Sullivan, 936 F.2d 755, 758 (2d.Cir. 1991). 

134. Chapman v. Choice Care Long Island Term Disability Plan, 288 F.3d 506, 512 
(2d Cir. 2002) (citation omitted.) 
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 b. Florida 
 

Florida courts also recognize the doctrines of equitable estoppel and 
equitable tolling.  In Armbrister v. Roland International Corp.,135 the district 
court distinguished the two doctrines as follows: 

These doctrines are mutually exclusive because one requires proof 
that the plaintiff knew he had a claim, whereas the other requires 
proof that the plaintiff did not know of the facts establishing his 
claim. As the Eleventh Circuit put it, the doctrine of equitable 
estoppel applies when a plaintiff fully "... recognizes the basis for 
suit, but the wrongdoer prevails upon [him] to forego enforcing his 
right until the statutory time has lapsed."  [Citation omitted.]  By 
contrast, the "doctrine of equitable tolling ... is grounded in the 
fraudulent concealment of harm which gives rise to the right to sue." 
[Citation omitted.]136 

The court further explained that: 
In order to benefit from the doctrine of equitable tolling, Plaintiffs 
must show: first, that they failed to discover, and could not have 
discovered, the facts underlying their claim before the applicable 
statute ran, and second, that this was so because Defendants 
prevented Plaintiffs from discovering the facts by "fraudulent 
means."137 
While equitable tolling extends the date in which a cause of action 

accrues or tolls the running of the statute of limitations, equitable estoppel 
prohibits the assertion of the statute of limitations as a bar when the 
wrongdoer’s misconduct caused the untimely filing of the claim.138 
 
 

c. California 
 

California recognizes equitable estoppel generally when four elements 
are present: 

(1) the party to be estopped must be apprised of the facts; (2) he must 
intend that his conduct shall be acted upon, or must so act that the 

                                                            
135. 667 F. Supp. 802 (M.D. Fla. 1987). 

136. Id. at 810-11. 

137. Id. at 811. 

138. See e.g., Major League Baseball v. Morsani, 790 So.2d 1071, 1079 (Fla. 2001). 
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party asserting the estoppel had a right to believe it was so intended; 
(3) the other party must be ignorant of the true state of facts; and (4) 
he must rely upon the conduct to his injury.139 
With respect to equitable tolling, the California Supreme Court has 

applied the principle “to prevent the unjust technical forfeiture of causes of 
action, where the defendant would suffer no prejudice.”140 
 
 

d. Texas 
 

Texas courts, similar to those in New York, apply equitable tolling only 
in extraordinary circumstances.  The plaintiff must show: 

(1) lack of actual notice of filing requirement; (2) lack of 
constructive knowledge of filing requirement; (3) diligence in 
pursuing one’s rights; (4) absence of prejudice to the defendant; and 
(5) a plaintiff’s reasonableness in remaining ignorant of the notice 
requirement.141 
Practice Point – practitioners should determine whether any actions or 

inactions on the part of the respondents caused their client to delay filing 
their claims in a timely manner.  In such cases, your client may be able to 
assert fraudulent concealment or equitable estoppel principles to avoid 
having their claims deemed time-barred.  Additionally, clients who were 

                                                            
139. City of Long Beach v. Mansell, 476 P.2d 423, 489 (Cal. Sup. Ct. 1970) (quoting 
Driscoll v. City of Los Angeles, 67 Cal.2d 297, 305 (1967)).  The doctrine is based 
on “conscience and fair dealing.”  "The vital principle is that he who by his language 
or conduct leads another to do what he would not otherwise have done shall not 
subject such person to loss or injury by disappointing the expectations upon which he 
acted. Such a change of position is sternly forbidden. It involves fraud and falsehood, 
and the law abhors both.'"  Mansell, 476 P.2d at 488 (citation omitted.)  

140. Lantzy v. Centex Homes, 73 P.3d 517, 523 (Cal. 2003) (quotations and citations 
omitted.) 

141. Hand v. Stevens Transport, Inc. Employee Benefit Plan, 83 S.W.3d 286 (Tex. 
App. 2002).  The doctrine of equitable tolling “preserves a plaintiff’s claim when 
strict application of the statute of limitations would be inequitable.”  Fonseca v. USG 
Ins. Servs., Inc., 467 Fed. App’x 260 (5th Cir. 2012) (per curiam) (citation omitted) 
(the court held that the district court did not abuse its discretion when it declined to 
apply equitable tolling because the plaintiff could have filed suit within the 
limitations period and seek to stay arbitration thereafter.  The court explained that 
there was no evidence that the plaintiff was misled or was prevented from pursuing 
her claim in a timely manner.)   
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reasonably ignorant of their rights may be able to save their claims based on 
equitable tolling principles. 
 
 
III. The Prospectus Defense (Bespeaks Caution Doctrine) 
 

A. Does A Prospectus or Offering Memorandum Trump 
Contradictory Oral Representations Made By A Broker? 

 
Many investment products such as private placements, limited 

partnerships, and mutual funds are sold by prospectus or offering 
memoranda.  Contained in what is generally hundreds of pages, particularly 
with respect to prospectuses, are the various risks associated with investing 
in these products.  These risks are generally set forth using boilerplate 
language found in the paperwork of almost all of these types of investments.  
A commonly asserted claim is fraud brought pursuant to either federal or 
state securities laws or under the common law.  At the heart of the issue is 
whether the client justifiably relied on any oral representations that were 
made by their broker that contradict the “storm” warnings contained in the 
written materials that the broker provided.142  This section examines the 
effects that a client’s receipt of a prospectus or offering memorandum may 
have on their arbitration claims when the broker made oral statements 
contradicting the written materials.  The courts’ analyses generally involve a 
very fact intensive inquiry.143 

                                                            
142. Justifiable reliance is a required element in a Rule 10b-5 of the Securities 
Exchange Act of 1934 claim, but is not required in Section 12(a) (2) of the Securities 
Act of 1933 claims.  Philip M. Aidikoff et al., The Prospectus Defense: Defeating It 
As A Matter of Law and Fact, 16 PIABA B.J. 343 (2009). 

143. Practitioners should be aware that the receipt of the written disclosures may be 
deemed to put the investor on inquiry notice for purposes of triggering the statute of 
limitations.  See, e.g., Dodds v. Cigna Secs., Inc., 12 F.3d 346, 348 (2d Cir. 1993), 
cert. denied, 511 U.S. 1019, 114 S.Ct. 1401 (1994) (widow with tenth grade 
education who did not read prospectuses and other written material provided by her 
broker was deemed to have been put on constructive notice of the risks and 
illiquidity of the investments.  “The written materials contained warnings that ‘were 
sufficient to put a reasonable investor of ordinary intelligence on notice  of the 
commissions, the risk and the liquidity of [the] investments,’ . . . such warnings put 
plaintiff on constructive notice of her claims, despite the fact that she never read the 
document.”  The Second Circuit granted summary judgment on the investor’s federal 
claims and dismissed the pendent state law claims for lack of jurisdiction.); Calvi v. 
Prudential Secs., Inc., 861 F.Supp.69, 72 (C.D. Cal. 1994) (receipt of a prospectus 
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1. New York – Investors May Not Justifiably Rely On Oral 
Statements that Contradict Written Disclosures 

 
In Brown v. E.F. Hutton Group, Inc.,144 the Second Circuit held that 

investors who had received written disclosures contained in a prospectus 
could not have justifiably relied on any contradictory oral statements made to 
the investors by Hutton brokers.  In affirming the district court’s dismissal of 
the investors’ securities and common law claims, the Second Circuit 
accepted the following facts as true:  the investors were unsophisticated; they 
informed their Hutton brokers that their objectives were a combination of 
income, capital appreciation, tax benefits and savings; and the Hutton 
brokers orally assured the investors that the limited partnerships had little or 
no risk.145  The court then examined in detail both the sales brochure and the 
prospectuses provided to the investors.  The court noted that the first page 
warns investors that they should not rely on any representations other than 
those contained in the prospectus and directs them to the “Risk Factors” 
section which was about three single spaced pages.  The court stated that 
“[t]here is little in the Prospectus to tranquilize the investor”, and went on to 
set forth the risks contained therein including the disclosures about illiquidity 
and limited transferability, and its unsuitability for purposes of generating 
income or low risk appreciation or as a savings vehicle.146 

The court concluded that the investors’ reliance on the statements 
presumptively made by Hutton regarding the low risk of the investment was 
                                                                                                                                             
disclosing the risks of the investment and contradicting broker’s oral assurances puts 
investor on notice of the misrepresentations or fraud concerning the risks and starts 
the running of the statute of limitations even if the investor never read the 
prospectus.  The court distinguished Hobbs v. Bateman Eichler, Hill Richards, 164 
Cal.App.3d 174 (1985).  In Hobbs there was no written material provided to the 
investor which contradicted her broker’s assurances.  The broker had churned the 
investor’s account and she alleged that she did not become aware that she had 
incurred losses until several years later (but within the limitations period, according 
to the Calvi court.)  The Hobbs court concluded that the investor’s claims, 
particularly her breach of fiduciary duty claim, was not barred by the statute of 
limitations because “she had no duty to investigate.”); Topalin v. Ehrman, 954 F.2d 
1125, 1132 (5th Cir.), cert. denied, 506 U.S. 825, 113 S.Ct. 82 (1992) (receipt of 
prospectus containing language contradicting alleged oral statements started the 
running of the statute of limitations on investor’s breach of fiduciary duty claim.)  

144. 991 F.2d 1020 (2d Cir. 1993). 

145. Id. at 1028. 

146. Id. at 1029-30, 1033. 
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unjustified as a matter of law and were contradicted by the written materials 
provided to the investors.   

An investor may not justifiably rely on a misrepresentation if, 
through minimal diligence, the investor should have discovered the 
truth. . . . Under this standard § 10(b) liability will not be imposed 
when an investor’s conduct rises to the level of recklessness… To 
determine whether an investor acted recklessly, and therefore 
without justifiable reliance, no single factor is dispositive, and all 
relevant factors must be considered and balanced.147 

The court stated that the following factors should be considered: 
(1) [t]he sophistication and expertise of the plaintiff in financial and 
securities matters; (2) the existence of longstanding business or 
personal relationships; (3) access to relevant information; (4) the 
existence of a fiduciary relationship; (5) concealment of the fraud; 
(6) the opportunity to detect the fraud; (7) whether the plaintiff 
initiated the stock transaction or sought to expedite the transaction; 
and (8) the generality or specificity of the misrepresentations.148 

The court found that: 
The dominant considerations here … are that the Hutton brokers 
forwarded the offerings materials to the Limited Partners [investors]; 
that the offering materials detailed the investment characteristics 
bearing upon suitability; that they did so in comprehensive and 
understandable language, and that the offering materials thereby 
contradicted the brokers’ alleged general assurances.149 

 
 

2. Florida – Investors May Rely On Oral Statements that 
Contradict Written Disclosures 

 
In Bruschi v. Brown,150 the Eleventh Circuit held that an investor’s 10b-5 

claims were not necessarily precluded because the misrepresentations were 
oral and conflicted with written disclosures available to her.151  The court 

                                                            
147. Id. at 1032 (citations omitted.) 

148. Id. (citing Bruschi v. Brown, 876 F.2d at 1529 (11th Cir. 1989) and Zobrist v. 
Coal-X, Inc., 708 F.2d at 1516 (10th Cir. 1983), among others.). 

149. Brown, 991 F.2d at 1033. 

150. 876 F.2d 1526 (11th Cir. 1989).  

151. Id. at 1530. 
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explained that while it may have been more prudent for her to read the 
written materials, her failure to do so did not render her reliance “unjustified 
as a matter of law.”152  The court weighed various factors in concluding that 
the investor’s reliance was not unjustified: 

[the investor] was unsophisticated and inexperienced in financial 
matters; [the broker] was her investment advisor and was more 
knowledgeable as to the economic and tax risks of the investments; 
as [the investor’s]offeree representative [the broker] undertook a 
fiduciary obligation to act in [the investor’s] best interests, [the 
investor] did no read the disclosure documents because [the broker] 
advised her not to do so; [the broker] knew the misrepresentations 
were false; and [the broker] initiated the transaction.  When all 
factors are considered, it cannot be held as a matter of law that [the 
investor’s] reliance on the alleged oral misrepresentations was not 
justified.153 
More recently in 2010, the Florida Supreme Court further elucidated the 

reasonable reliance element in the context of a fraudulent misrepresentation 
claim in Butler v. Yusem.154 Utilizing the “tipsy coachman doctrine” 
established in Robertson v. State155 and prior precedent, the Court held that 
the failure to establish due diligence does not bar an investor’s fraudulent 
misrepresentation claim.  The trial court denied relief to the investor for the 
fraudulent and negligent misrepresentation claims finding that the investor 
failed to exercise due diligence.  The court based its conclusion on the 
following facts: 

[The investor’s] lack of due diligence included putting various 
protective provisions in the [Limited Partnership Agreement], but 
failing to follow up on them… [The investor’s] lack of experience in 
development is outweighed by the fact that he is a sophisticated 

                                                            
152. Id. at 1529. 

153. Id. at 1530 (internal citations omitted) (emphasis added).  Like the Bruschi 
court, the court in Brown v. E.F. Hutton Group, Inc., 991 F.2d 1020 (2d Cir. 1993), 
used factors set forth in Zobrist v. Coal-X Inc., 708 F.2d 1511 (10th Cir. 1983) to 
determine justifiable reliance.   

154. 44 So.3d 102 (Fla. 2010). 

155. 829 So.2d 901 (Fla. 2002).  The tipsy coachman doctrine provides that “where 
the trial court ‘reaches the right result, but for the wrong reasons,’ an appellate court 
can affirm the decision only if ‘there is any theory or principle of law in the record 
which would support the ruling.’” Butler, 44 So.3d at 105 (quoting Robertson, 829 
So.2d at 906 (emphasis added)). 
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businessman and an experienced lawyer, who was represented by 
New York counsel. Furthermore, … [the investor] sought legal 
advice and financial advice at various times including, but not 
limited to, when he was going to embark on this new investment 
venture. 
Before signing any Wyncreek documents, … [the investor] had a 
conversation with an officer of the First American Bank. The 
purpose of the conversation was to verify the "excellent" reputation 
of the defendants in construction and commercial development. 
However, … [the investor] did not ask the right questions and 
therefore did not obtain information that was available to him from 
the Bank.156 
The Fourth District agreed with the trial court’s conclusion that the 

investor failed to establish justifiable reliance.  The Supreme Court 
disagreed.  With respect to the fraudulent misrepresentation claim, the Court 
held that: 

Justifiable reliance is not a necessary element of fraudulent 
misrepresentation. As we have stated, there are four elements of 
fraudulent misrepresentation: "(1) a false statement concerning a 
material fact; (2) the representor's knowledge that the representation 
is false; (3) an intention that the representation induce another to act 
on it; and (4) consequent injury by the party acting in reliance on the 
representation."157 

As for the negligent misrepresentation claim: 
[A] lthough justifiable reliance on the misrepresentation is required 
as an element of the claim, justifiable reliance on a representation is 
not the same thing as failure to exercise due diligence. One does not 
necessarily translate into the other. In fact, in Gilchrist [v. Timber 
Co. v. ITT Rayonier, Inc., 696 So.2d 334, 336-37 (Fla.1997)], the 
Court held that principles of comparative negligence would apply to 
negligent misrepresentation claims. The Court recognized that while 
a recipient of information will not have to investigate every piece of 
information furnished, he or she is responsible for "investigating 
information that a reasonable person in the position of the recipient 
would be expected to investigate." Thus, a recipient of an erroneous 
representation cannot "hide behind the unintentional negligence of 

                                                            
156. Butler, 44 So.3d at 104. 

157. Id. at 105 (citation omitted) (emphasis added). 
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the misrepresenter when the recipient is likewise negligent in failing 
to discover the error."158 
The Court observed that the trial court failed to make its findings based 

on the reasonable man standard and did not demonstrate that the investor 
failed to establish all of the elements of his claims.  The Court also stated 
that, “since failure to exercise due diligence was not raised as an affirmative 
defense, the trial court erred in denying relief on this basis.”159  The Court 
remanded the case to the trial court to reconsider whether the investor is 
entitled to relief on the fraudulent and negligent misrepresentation claims.160 
 
 

3. California – Investors May Justifiably Rely On Oral 
Statements that Contradict Written Disclosures 

 
In California, mere receipt of documents disclosing all of the risks of an 

investment is insufficient to defeat the element of justifiable reliance, nor is 
knowledge of the contents imputed on the investor.  In Brezden v. Associated 
Securities Corp., the defendants argued that the arbitration panel manifestly 
disregarded the law when they found that the investors justifiably relied on 
oral representations made by their broker that contracted the written 
disclosures contained in the private placement memorandum and other 
disclosure documents which characterized the investment as involving “a 
high degree of risk.”161In finding for the plaintiffs, the arbitration panel was 
persuaded by the facts that the broker represented the investment to be safe, 
liquid and secure and that he told the investors not to bother reading the 
prospectus.  One investor who actually read the prospectus was told by the 
broker to ignore the risk disclosures because they were merely “legalese.”  In 
holding that the arbitrators did not manifestly disregard the law, the court 
observed that, 

The arbitrators could have found that the relationship between [the 
broker] and Plaintiffs involved “such a degree of trust invited by and 
reasonably reposed in the fiduciary as to dispel any duty of self-
protection” by Plaintiffs.  The arbitrators clearly emphasized the 

                                                            
158. Id. (internal citations omitted). 

159. Id. at 106. 

160. Id. 

161. No. 09-56155, 2009 U.S. Dist. LEXIS 49557 at *10-11 (C.D. Cal. Jun. 1, 
2009). 
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relationship between Plaintiffs and [the broker], including his 
statements that the investors did not need to read the investment 
documents and, if they did read the investment documents, were free 
to ignore their content as mere “legalese.”162 
 
 

4. Texas - Investors May Justifiably Rely On Oral Statements 
that Contradict Written Disclosures 

 
In Hanley v. First Investors Corp.,163 the investors purchased mutual 

funds, some of which contained “high yield” or “junk” bond funds.  The 
funds were represented as guaranteed and safe and would yield a high rate of 
return. After the funds lost substantial value, the investors sued.  The 
defendant moved for summary judgment based on the statute of limitations.  
The defendant argued that the investors were on notice of the risky nature of 
the funds because they signed receipts acknowledging that they had received 
the prospectuses. (The investors denied receiving the prospectuses.)  
Additionally, the defendant asserted that the first page of the prospectus 
disclosed in plain language that the funds were not suitable for risk adverse 
investors.  Thus, the investors should have known of the fraud from the 
outset because the disclosures in the prospectus contradicted the alleged oral 
statements made by the broker.  Finally, the defendant argued that the 
investors could have figured out that their funds were losing money by 
comparing their values on the monthly statements they received.  The court 
denied summary judgment, noting the following: 

● An investor who reads a prospectus is on notice of fraud for 
limitations purposes when there is a contradiction between the 
contents of the prospectus and any oral representations made by 
the broker.  However, there must be a showing that the investor 
read the prospectus. 

● Although plaintiffs signed receipts indicating that they had 
received delivery of prospectuses, such receipts were not 
sufficient as a matter of law to impute knowledge of contents of 
prospectuses. 

                                                            
162. Id. (internal citations omitted.)  See also Blankenheim v. E.F. Hutton & Co., 
217 Cal. App.3d 1463 (Cal. Ct. 1990) for an excellent discussion of the element of 
justifiable reliance. 

163. 793 F.Supp.719 (Tex. App. 1992).  



2014] PIABA BAR JOURNAL 369 

 
   

● Plaintiffs could not be imputed with knowledge of the 
fluctuations in value of their investments from information 
gleaned from their monthly statements. 

● Plaintiffs could not be imputed with knowledge of 
fluctuations in values of their investments from monthly 
listings of prices per share of mutual funds published in local 
newspapers.  Even investment grade securities fluctuate in 
value, therefore knowledge of unsuitable investments should 
not be imputed simply because the investment lost value.164 

With respect to the discovery rule and tolling of the statute of limitations, the 
court stated: 

Knowledge of the underlying cause of action cannot be imputed to a 
plaintiff except in the unusual case where a court can determine as a 
matter of law that a reasonable trier of fact could not fail to find that 
the investors either actually knew the information or should have 
discovered it in the exercise of reasonable diligence.165 

 
 

5. FINRA Guidance 
 

There are several NASD Notices to Members that remind member firms 
of their obligations with respect to the sale of different investment products 
and cautioning that disclosures must be fair and balanced.  Additionally, the 
notices also advise firms that providing a prospectus or offering document 
does not relieve them of their obligation to provide a fair and balanced 
presentation. For example, NASD NTM 03-07, concerning members’ 
obligations when selling hedge funds states, “the promotion of hedge funds 
must be balanced by a fair presentation of the risks and potential 
disadvantages of hedge fund investing.”  Additionally, statements about the 
investments must be “fair, accurate, and without exaggeration.”  Finally, the 
notice states that “providing a prospectus does not satisfy the duty to provide 
balanced sales materials and oral presentations.”166 
                                                            
164.  Summarized in Edwards, supra n. 52 (citing Hanley v. First Investors Corp. 
793 F.Supp.719, 722 (Tex. App. 1992)). 

165. Hanley, 793 F.Supp. at 722. 

166. See also, NASD Notice to Members 03-71 (non-conventional investments); 
NASD Notice to Members 04-30 (bonds and bond funds); NASD Notice to 
Members 05-59 (structured products); FINRA Notice to Members 08-82 (cash 
alternatives); FINRA Notice to Members 09-31 (leveraged and inverse exchange 
traded funds); and FINRA Notice to Members 09-73 (principal protected notes).  
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Practice Point – practitioners should consider citing to these various 
Notices to Members to support the proposition that the provision of a 
prospectus or offering document does not cure an unfair or balance 
presentation.   
 
 
CONCLUSION 
 

While respondents have a slew of arguments that they can raise to try to 
defeat investors’ claims, practitioners have many tools to thwart those 
efforts.  When dealing with FINRA’s six year eligibility rule (Rule 12206), 
practitioners may establish that some event other than the purchase date 
triggered the running of the eligibility period to defeat dismissal on this 
ground.  Various pronouncements by FINRA also support this argument and, 
because member firms and their registered representatives are bound by 
FINRA’s rules and regulations, FINRA’s position should control in FINRA 
arbitration.  When facing dismissal based on the running of the statute of 
limitations, practitioners may argue that the statute of limitations is not 
applicable in arbitration at all, depending on their jurisdiction.  Barring that 
argument, however, practitioners may argue a basis for tolling the limitations 
period such as the discovery rule, fraudulent concealment, and equitable 
estoppel or equitable tolling, all of which are recognized by the courts in 
varying degrees.  Finally, a prospectus, or “bespeaks caution”, defense may 
be rebutted by the client’s reliance on the broker’s oral statements that 
contradict the written disclosures the client received.  While the law is harsh 
on this subject in the Second Circuit, practitioners may look to the law in 
other circuits to support this position.  Moreover, practitioners may cite to 
various NASD Notices to Members regarding the sale of certain investments 
which advise firms that presentations must be fair and balanced and that their 
obligation to do so is not vitiated by the provision of a prospectus or offering 
memorandum. 
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FEAR NOT!!! ABBAR IS NOT A  
BAR TO SELLING AWAY CLAIMS 

 
Jenice L. Malecki, Esq., Adam M. Nicolazzo, Esq. 

and Robert M. Van De Veire, Esq.1 
 
 

Being a customer means, amongst other things, having the power to 
compel a FINRA member firm into arbitration.  But who is a customer?  Who 
holds that power?   

While the Second Circuit’s decision in Citigroup Global Markets v. 
Abbar2 (hereinafter “Abbar”)3 purports to set out a bright-line rule to answer 
this question, the Abbar Court also built in a significant exception to its bright-
line rule.  This exception, together with the unique facts of Abbar, ensure that 
the Second Circuit’s decision does not foreclose upon investors’ ability to 
stand as customers and compel FINRA members to arbitrate claims for 
“selling away,” outside business activities, and negligent or reckless 
supervision (collectively and for simplicity, “selling away claims”).   
 
 
 

                                                           
1.  Ms. Malecki is a member of and has served on the Board of Directors of the Public 
Investors Arbitration Bar Association (PIABA) and is currently on the Board of The 
PIABA Foundation. She is also a member of the New York County Lawyers 
Association (NYCLA) and the New York State Bar Association (NYSBA).  She was 
formerly a member of the Securities Industry Association (now SIFMA).  She has 
taught classes at New York Law School, Brooklyn Law School, and St. John’s 
University School of Law.  She has also served as an NASD and NYSE (both now 
FINRA) arbitrator and chairperson.  She has spoken on several panels at and written 
articles for Practicing Law Institute, NYCLA, and PIABA.  Mr. Nicolazzo is an 
associate with Malecki Law.  He is an active member of PIABA and NYCLA.  He has 
previously written articles for the PIABA Bar Journal and Practicing Law Institute.  
Mr. Van De Veire is an associate with Malecki Law.  He is a member of PIABA, 
NYSBA and NYCLA.  He has lectured at St. John’s University School of Law and 
has previously written articles for Practicing Law Institute, PIABA Bar Journal and 
the Journal of Civil Rights and Economic Development. 

2. 761 F.3d 268 (2d Cir. 2014). 

3. Malecki Law drafted and filed the amicus brief to the Second Circuit on behalf of 
PIABA in connection with Abbar. 
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I. UNIQUE FACTUAL ROUNDUP AND PROCEDURAL HISTORY 
TO ABBAR 
 

The “customer” in Abbar was far from the prototypical “investor.”  Quite 
to the contrary, Mr. Abbar, an investment advisor, hired a private banker who 
joined a Citi entity in Geneva, Switzerland.4  Abbar then entered into a 
transaction, wherein his family trust invested in a complex options strategy 
through a Citi account domiciled in the UK (“Citi UK”).5    The options 
agreements were between Mr. Abbar and Citi UK, a forum selection and 
choice of law provision existed between Mr. Abbar and Citi UK, trade 
confirmations were between Mr. Abbar’s investment vehicles and Citi UK, 
and the transactions themselves were recorded on the books and records of Citi 
UK.6    

The strategy was such that Citi UK would provide a menu of possible 
investments, Mr. Abbar would choose the investments, and a Citi New York 
entity, Citigroup Global Markets, a FINRA registered broker-dealer, (“Citi 
NY”), oversaw the reference funds owned by Citi UK, with Abbar as the 
investment advisor selecting the funds’ investments subject to review and 
approval by Citi NY.7    Citi NY monitored risk, prepared monthly reports and 
had final say over investment decisions.8  Such services were performed by 
Citi NY more for the benefit of Citi UK than Abbar, who also had a 
considerable interest in the transactions.9    Citi NY held a power of attorney 
for Citi UK for the purposes of this transaction.10   

Abbar ultimately provided $198 million, Citi UK provided $300-900 
million in leveraged funds, and Abbar was permitted to keep 100% of any 
gains but would suffer the first $198 million in total losses to the portfolio.11    
Abbar claimed the option and loan were a packaged deal.12   

                                                           
4. Abbar, 761 F.3d. at 270-72. 

5. Id. at 270. 

6. Id. at 271-72. 

7. Id. 

8. Id. at 272. 

9. Id. 

10. Id. 

11. Id. at 271. 

12. Id. at 272. 
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The investments lost substantially all value in 2008.13  Mr. Abbar was then 
removed as investment advisor in 2009, and after Citi NY’s workout efforts 
failed, Mr. Abbar filed a Statement of Claim with FINRA in August 2011 
against Citi NY.14  Citi NY sought to enjoin the action in the Southern District 
Court of New York.15   

Following two years of litigation in the Southern District of New York, 
culminating with a 9-day bench trial, Judge Stanton ruled that Abbar was not 
a “customer” of Citi NY and enjoined the arbitration, “because of the 
overwhelming significance of the execution of the transactions with [Citi UK] 
and the Swiss banks” and because “the planning, structuring and other services 
performed by [Citi NY] were ancillary and collateral to those central core 
transactions.”16   

In opining on the issue of FINRA arbitrability, Judge Stanton noted in 
dicta that “[t]he more direct, available, reliable, and predictable ground for 
decision is… [that] the investor is the customer of the party with which he has 
the account and consummates the transaction.”17  In so concluding, Judge 
Stanton ignored the weight of years of Second Circuit decisions relying on an 
examination of the conduct between parties.18 Instead Judge Stanton 
surprisingly chose to base his opinion substantially upon Fourth Circuit law19 
and seemingly conflated the procedural issue at bar, which was the definition 
of “customer” for the purposes of compelling arbitration under FINRA Rule 
12200 (Arbitration Under an Arbitration Agreement or the Rules of FINRA), 
with the substantive issue of who is a customer for the purposes of applying 

                                                           
13. Id. 

14. Id. 

15. Id.  at 272. 

16. CGMI v. Abbar, 943 F. Supp. 2d 404, 408 (S.D.N.Y. 2013). 

17. Id. 

18.  For example, the Second Circuit has expressly provided that “[i]t is well settled 
that the party opposing arbitration may not rest on a denial but must submit evidentiary 
facts showing that there is a dispute of fact to be tried.”  Twenty-First Securities Corp. 
v. Crawford, 502 F. Appx. 64, 66, 2012 WL 5458102, (2d Cir. 2012) (internal 
quotations omitted).  The Second Circuit held that the lower court “properly found” 
that claimants were customers where they submitted evidence regarding the member’s 
registered representative’s solicitation, the deposit of funds by the claimants with the 
representative and the nature of the account to which the claimants made their 
deposit.  See Oppenheimer & Co. v. Neidhardt, 56 F.3d 352, 357 (2d Cir. 1995). 

19. CGMI v. Abbar, 943 F. Supp. 2d. at 409. 
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FINRA Rule 2111, (the “Suitability Rule”). Judge Stanton acknowledged his 
reliance upon FINRA’s then recently released Regulatory Notice (“RN”) 12-
5520 by stating “FINRA itself has provided that a recommendation of an 
investment does not establish a customer relationship; a brokerage account 
does, unless the broker receives a commission for recommending the purchase 
of a security directly from the issuer.”21   

Notably, RN 12-55 makes no mention of FINRA Rule 12200 or 
arbitrability of disputes.  Rather importantly, RN 12-55, only modified22 the 
Suitability Rule by defining a customer for suitability purposes as: 

[A] person who is not a broker or dealer who opens a 
brokerage account at a broker-dealer or purchases a security 
for which the broker-dealer receives or will receive, directly 
or indirectly, compensation even though the security is held at 
an issuer, the issuer’s affiliate or a custodial agent.23 

Despite the explicit limits to the application of RN 12-55, the language 
from this Notice inexplicably made its way into the Abbar decision.   
 
 
II. NOTWITHSTANDING THE “BRIGHT-LINE RULE” IN ABBAR, 

INVESTORS WHO ARE VICTIMS OF FRAUD IN “SELLING 
AWAY” SCHEMES CAN STILL COMPEL ARBITRATION 

 
The Second Circuit affirmed Judge Stanton’s district court decision, 

holding first that there was no general presumption for arbitration because the 
parties disputed the existence of an obligation to arbitrate.24 Then, the Court, 

                                                           
20. See FINRA Regulatory Notice No. 12-55 (Suitability) at Q & A 6(b) (Dec. 2012) 
(footnotes omitted).  FINRA issued RN 12-55 as a modification to RN 12-25 
(Suitability) (May 2012), issued earlier that year.  RN 12-55 specifically addressed 
and modified RN 12-25 with respect to the issue surrounding determination of a 
customer for the sole purpose of applying the Suitability Rule.   

21. CGMI v. Abbar, 943 F. Supp. 2d at 409-10. 

22. These authors previously asserted that RN 12-55 essentially was tantamount to 
improper rule making, because it substantially modified both the suitability rule as 
well as the definition of who is a customer without following SEC rule-making 
procedures, which includes the opportunity for public comment.  See Jenice L. 
Malecki, Adam M. Nicolazzo & Robert M. Van De Veire, Suitability in the Wake of 
FINRA Regulatory Notice 12-55, PIABA BAR JOURNAL, Vol. 19, No. 3 (2012).   

23. RN 12-55 at 2 (footnotes omitted). 

24. CGMI v. Abbar, 761 F.3d at 274. 



2014] PIABA BAR JOURNAL 375 

limited in its review of the lower court’s finding of fact for clear error, reasoned 
that the lower court’s finding that Abbar entered into the transactions with Citi 
UK, and Citi NY provided services substantially to Citi UK, not Abbar, were 
not clearly erroneous.25    The Court then set down its bright-line rule: “[A] 
‘customer’ under FINRA Rule 12200 is one who, while not a broker or dealer, 
either (1) purchases a good or service from a FINRA member, or (2) has an 
account with a FINRA member.”26   

Industry advocates would argue that this was the only point of law to be 
pulled from the Abbar case.  However, this ruling is only part of the story. In 
the final page of the Court’s decision, it set out a large exception: fraud.27   

The Second Circuit cited its prior decision in Oppenheimer & Co., Inc. v. 
Neidhardt28 approvingly throughout the Abbar decision, clearly indicating that 
the holding of that case lives on after Abbar.  In Oppenheimer, the Second 
Circuit addressed an appeal from a decision issued by then Judge for the 
Southern District of New York, Sonia Sotomayor.29 The underlying case was 
premised upon the alleged actions of Mr. Stephen DeSimone, an NASD 
registered associated person of Oppenheimer.30  Mr. DeSimone traveled to 
Germany to solicit investments from Messrs. Ferdinand A. Neidhardt and 
Erich Hoepfer, who eventually gave Mr. DeSimone more than $3 million to 
invest.31  Contrary to the belief of Messrs. Ferdinand and Hoepfer, Mr. 
DeSimone did not place the funds into a legitimate investment account in their 
names, but rather fraudulently deposited them into an account at Oppenheimer 
controlled by co-conspirators of Mr. DeSimone under the name Euro-
American Funding, Inc.32  Ultimately, the funds were either lost or stolen.33  

In response to Messrs. Ferdinand’s and Hoepfer’s filed arbitration 
statement of claim, Oppenheimer filed an action to stay the arbitration, arguing 
that it had no obligation to arbitrate with Messrs. Ferdinand and Hoepfer 

                                                           
25. Id. at 275. 

26. Id.   

27. See Id. at 276. 

28. 56 F.3d 352 (2d Cir. 1995).   

29. Id. at 354. 

30. Id. 

31. Id. 

32. Id. 

33. Id. 
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because they were not ″customers″ of Oppenheimer.34  Judge Sotomayor 
denied Oppenheimer’s motion and ordered the parties to arbitrate.35    

On appeal, Oppenheimer argued that the lower court was wrong, but the 
Second Circuit disagreed. In affirming Judge Sotomayor’s decision, the 
Second Circuit cast aside Oppenheimer’s contention that Messrs. Ferdinand 
and Hoepfer “were not customers because the account holding their claimed 
funds was a corporate account in the name EAF, showing [other individuals] 
as the persons having authority.”36  The Court held: 

Oppenheimer overlooks the critical fact that when [Messrs. 
Ferdinand and Hoepfer] dealt with DeSimone, they were 
dealing with Oppenheimer; DeSimone’s acts were those of 
Oppenheimer ….Having turned over their funds to 
Oppenheimer’s representative so as to become customer of 
Oppenheimer, the Claimants did not lose the legal benefits of 
customer status because Oppenheimer’s representative 
fraudulently established their account in a manner designed to 
conceal and defeat their interest.37  

The Abbar Court stated plainly that like in Oppenheimer, fraudulent actions 
will not be permitted as a means to avoid defining investors as customers for 
the purpose of determining arbitrability: 

To the extent and in the event such a bright-line rule allows 
for evasion and abuse, we think that sufficient relief can be 
afforded by FINRA’s power to discipline its members and 
adjust its rules, and by Judge Stanton’s caveat that exceptions 
may be compelled in rare instances of injustice.38 

Just four months after the Abbar decision came down, the Southern 
District of New York adhered to the bright line rule set forth in Abbar, but also 
recognized that “[t]he term 'customer' includes at least a non-broker or non-
dealer who purchases, or undertakes to purchase, a good or service from a 

                                                           
34. Id. 

35. Id. 

36. Id. at 357. 

37. Id. 

38. 761 F.3d  at 276. (citing Oppenheimer, 56 F.3d at 357 approvingly); see also, 
CGMI v. Abbar, 943 F. Supp. 2d 404, 410 (S.D.N.Y. 2013) (“[t]hat is the ground of 
decision in this case, and it should be applied in other such cases, with appropriate 
exceptions to avoid injustice”).   
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FINRA member.”39  By citing the Second Circuit’s decision in W. Va. Univ. 
Hosps., the Court made clear that finding a customer relationship where a 
customer undertakes to purchase a good or service from a member does not 
contradict with the holding in Abbar.   

Significantly, the exception set forth by Judge Stanton in the district court 
decision and in Abbar, as well as the Southern District’s reasoning in CRT 
Capital Group, are well-supported by FINRA’s own position on the issue 
regarding selling away.  Mignon McLemore, Assistant Chief Counsel of 
NASD Dispute Resolution, Inc., explained to the SEC in a letter dated August 
15, 2006 in response to comments to amendments to the Code of Arbitration 
Procedure for Customer Disputes that,  

At the suggestion of the SEC, NASD is clarifying that the term 
‘business activities of a member’ in proposed Rule 12200 
would include ‘selling away’ claims (i.e., claims in which an 
associated person is alleged to have engaged in securities 
activities outside his or her firm).  Under current arbitration 
rules, NASD accepts cases brought by customers against 
associated persons in selling away cases, and cases by 
customers against the associated person’s member firm if 
there is any allegation that the member was or should have 
been involved in the events, such as an alleged failure to 
supervise the associated person.  As stated in Amendment No. 
5, Proposed Rule 12200 is not intended to change the scope 
of arbitrable disputes.  NASD will continue to accept these 
types of cases under the Customer Code.40 

In this way, while RN 12-55’s language to determine applicability of 
suitability claims has found its way into the determination of arbitrability, 
fraudulent acts remain an exception to Abbar’s bright-line rule.   

                                                           
39. CRT Capital Grp. v. SLS Capital, S.A., 2014 U.S. Dist. LEXIS 168260 at *28 
(S.D.N.Y. Dec. 3, 2014) (citing UBS Financial Serv. Inc. v. W. Va. Univ. Hosps., 660 
F.3d 643, 650 (2d Cir. 2011)). 

40. Notice of Filing Proposed Rule Change and Amendment Nos. 1, 2, 3 and 4 Thereto 
to Amend NASD Arbitration Rules for Customer Disputes Exchange Act Release No. 
34-51856;  File No. SR-NASD-2003-158 – Response to Comments  and Partial 
Amendment No. 7 (August 15, 2006)  (Underlining in original); see also, Order 
Approving Proposed Rule Change and Amendments 1, 2, 3, and 4 to Amend NASD 
Arbitration Rules for Customer Disputes and Notice of Filing and Order Granting 
Accelerated Approval of Amendments 5, 6, and 7 Thereto, 72 Fed. Reg. 4574, 4579-
4580 (Jan. 31, 2007) (NASD continues to accept selling away cases under Rule 
12200).  
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III.   ABBAR’S UNIQUE FACTS MAKE IT READILY 
DISTINGUISHABLE 
 

In addition to the fraud exception laid out by the Abbar Court, the factual 
particularity of the case itself allows for factual differentiation.   

The facts underlying the Abbar decision are certainly unique; the 
claimants in that case were the exception, not the norm.  The average FINRA 
arbitration claimant is not a foreign billionaire with roughly $200 million in 
multiple accounts and access to worldwide networks of banks, subsidiaries and 
brokers.  Nor does the average FINRA arbitration claimant suffer losses of 
$383 million, including $198 million in options, $147 million in loans and $38 
million in essentially margin/capital calls, as a result of an intricate network of 
investment vehicles, custodians and financial advisors.   

Rather, most claimants in FINRA arbitrations are natural persons who 
dealt with a single broker or broker team.  Therefore, the question in most 
selling away cases is “was the claimant a customer of the broker and/or broker-
dealer?” rather than “of which broker-dealer is the claimant a customer, the 
one in New York or the one in the UK?”   

Less than four months after the decision in Abbar, Judge Cogan of the 
Eastern District of New York recognized this distinction: “in Abbar, the issue 
was with which entity the customer relationship existed, not whether any such 
relationship existed at all.”41  In Siev, the broker, Mr. Tehan, referred Mr. Siev 
and others (“Claimants”) to a third party real estate venture, B&B Alexandria 
Corporate Park, LLC (“B&B”), after it became clear that Claimants had no 
interest in the products offered by Triad.42  B&B had no formal relationship 
with Triad, but B&B did pay Tehan a substantial finder’s fee of more than 
$60,000 once Claimants invested over $2 million with B&B.43   

In compelling the parties to arbitrate, Judge Cogan acknowledged the long 
held principle in the Second Circuit that “the customer of a FINRA member’s 
associated person is entitled to arbitrate against the member.”44 Despite 
Claimants never having a formal account with Triad or Tehan, Judge Cogan 
found a customer relationship between Claimants and Triad was supported by 
                                                           
41. Triad Advisors v. Siev, 2014 U.S. Dist. LEXIS 165381 at *7 (E.D.N.Y. Nov. 21, 
2014). 

42. Id. 

43. Id. 

44. Siev, at *4.  (citing John Hancock Life Ins. Co. v. Wilson, 254 F.3d 48 (2d Cir. 
2001)); see also, Abbar 761 F.3d at 274 (“[Rule 12200] requires a FINRA member to 
arbitrate disputes with its ‘customers’ or ‘customers of its associated persons’”). 
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the existing Second Circuit precedent, including the Abbar decision.  
“[B]ecause Tehan provided [Claimants] with a service – investment advice 
and an introduction, and at least some effort to facilitate the B&B transaction 
– and received “transaction-based selling compensation” from B&B as a 
result, it follows that [Claimants] were his customers.”45   

In dismissing Triad’s arguments that because Claimants did not pay Mr. 
Tehan directly, they did not purchase the service from him, Judge Cogan held 
that “the source of the compensation to Triad’s associated person does not 
matter…. all that matters is the relationship between the investor and the 
advisor, and the advisor’s status as an associated person.”46   

However, the Abbar decision has been relied upon in support of one 
decision ruling that no customer relationship existed in a case also involving 
peculiar factual circumstances.  In Grant v. Rotolante, the Florida Court of 
Appeal for the Fifth District reversed confirmation in the lower court of an 
award against a broker who was an investor’s neighbor, holding that Ms. 
Rotolante was not a customer of Mr. Grant.47 Mr. Grant was a FINRA-
registered broker and neighbor of Ms. Rotolante but was never her broker of 
record.48   Ms. Rotolante made the investments at issue with different FINRA 
registered representative.49  Mr. Grant only provided “friendly” advice and 
reviewed her investment portfolios that were invested through a different 
FINRA member.50 The Grant arbitration panel found that the FINRA member 
was not liable, but ordered Mr. Grant to pay the investor $49,000, together 
with interest and attorneys’ fees.51  Citing Abbar affirmatively, the Grant Court 
reasoned that because “Ms. Rotolante did not open any account with Mr. 
Grant, [did not] deposit any money or securities with him, [did not] purchase 
or sell any securities from or through him, and never paid Mr. Grant any 
compensation… Ms. Rotolante was not Mr. Grant’s customer.”52 

                                                           
45. Siev at *7. 

46. Id. at *8-10.   

47. 147 So. 3d 128 (Fla. 5th DCA 2014). 

48. Id. 

49. Id. at 130. 

50. Id. at 135. 

51. See Rotolante v. Bank of America, FINRA Case No. 11-00618 (Orlando, FL, Nov. 
27, 2012); Grant, 147 So. 3d at 130. 

52. Grant, 147 So. 3d at 135. 
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Despite the Grant decision, factual differentiation remains a viable option 
to distinguish the bright-line Abbar rule.  Importantly, under the long-standing 
reasoning of the Second Circuit, conceded in Abbar and recently re-affirmed 
in Triad and CRT Capital Group, investors who purchase or undertake to 
purchase investments or investment-related services from an associated person 
of a FINRA member firm can still compel arbitration against the FINRA 
member firm. The holding in Abbar and the “bright-line rule” it sets forth have 
no impact on those cases.   
 
 
IV. CONCLUSION 
 

The slippery slope established by FINRA with RN 12-55, which 
contributed to the Second Circuit’s reasoning in the Abbar decision, may have 
the eventual effect of removing cases from FINRA. That said, selling away 
cases have historically been accepted into FINRA arbitration, according to 
FINRA’s own direction. Regardless of that historical precedent, industry 
proponents have already begun (and will continue) to try to promote the bright-
line rule established in Abbar as support to enjoin arbitrations, including those 
involving fraudulent selling away cases that are legitimately in arbitration.  
Following the Abbar decision, the claimant-side practitioner should utilize the 
fraud exception in Abbar in conjunction with the reasoning in Siev and CRT 
Capital Group and/or factually distinguish their case from Abbar to properly 
compel arbitration where a FINRA member seeks to enjoin the same.    
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BROKERAGE FIRM COUNTERCLAIMS:   
FIRMS' ATTEMPTS TO TURN LIABILITIES INTO ASSETS 

 
James P. Galvin, Esq., D. Daxton White, Esq.,  

and Michael D. Kennedy, Esq.1 
 
 

I list an important place for that prize statement of principle … 
calling for the letting in of the light of day on issues of securities, 
foreign and domestic, which are offered for sale to the investing 
public.  My friends, you and I as common-sense citizens know that it 
would help to protect the savings of the country from the dishonesty 
of crooks and from the lack of honor of some men in high financial 
places.  Publicity is the enemy of crookedness. 

President Franklin D. Roosevelt 
 
 

INTRODUCTION 
 

This article addresses what appears to be a growing problem and our 
experience in defending against it.  Specifically, broker-dealers' attempts to 
apply indemnification clauses in private placement subscription 
agreements—intended to apply solely to the sponsor of the investment—to 
themselves.  Firms are using the indemnification clauses in order to file 
counterclaims for attorney's fees and to intimidate clients who have sought 
redress in FINRA arbitration for losses in alternative investments sold by 
brokerage firms.  Successful arguments against such tactics include: 

 The indemnification clause does not apply to the broker-dealer 
because the broker-dealer is neither a party to the subscription 
agreement nor identified in the indemnification clause; 

 The counterclaim is invalid as a matter of law; 
 The indemnification clause does not apply to causes of action 

brought against the broker-dealer; 
 As a matter of public policy, broker-dealers may not indemnify 

themselves against accountability for their own frauds and 
misrepresentations; and 

 Industry regulators find the tactics unacceptable. 
                                                           
1. THE WHITE LAW GROUP, LLC is a national securities fraud, securities arbitration, 
and investor protection law firm with offices in Chicago, Illinois and Vero Beach, 
Florida. For more information on the firm, visit www.WhiteSecuritiesLaw.com. 
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THE INDEMNIFICATION CLAUSE DOES NOT APPLY TO THE  
BROKER-DEALER BECAUSE THE BROKER-DEALER IS NEITHER  

A PARTY TO THE SUBSCRIPTION AGREEMENT NOR  
IDENTIFIED IN THE INDEMNIFICATION CLAUSE 

 
It appears this new wave of counterclaims being filed against investors in 

FINRA arbitrations are generally premised upon a sole cause of action, 
indemnification under the subscription agreement.  In short, brokerage firms 
usually assert (1) that certain statements contained within documents signed 
by the investor amount to representations or warranties made by the investor, 
(2) that the indemnification clause in the subscription agreement applies to 
the broker-dealer, and (3) that the claims alleged in the statement of claim 
conflict with these alleged representations and warranties and therefore 
trigger the indemnification clause such that the investor should indemnify the 
broker-dealer for its costs, fees and expenses in defending against the lawsuit 
filed by the customer.  An example indemnification clause reads as follows: 

7.  Indemnification.  The undersigned recognizes that the acceptance 
of his Subscription will be based upon his representations and 
warranties set forth herein and in other instruments and documents 
relating to the participation of the undersigned in the Partnership, and 
the undersigned hereby agrees to indemnify and defend the 
General Partner and the Partnership and to hold such firms and 
each officer, director, agent, attorney and/or Partner thereof 
harmless from and against any and all loss, damage, liability or 
expense, including costs and reasonable attorneys’ fees, to which 
they may be put or which they may incur by reason of, or in 
connection with, any misrepresentation made by the undersigned in 
this Subscription Agreement, the Questionnaire, or elsewhere, any 
breach by the undersigned of his warranties, and/or failure by him to 
fulfill any of his covenants or agreements set forth herein or 
elsewhere . . . .2  
The crucial portion of the clause—often conveniently avoided altogether in 

most counterclaims—is the portion identifying to whom the indemnity would 
apply if triggered.  The language usually, as in the example, states that the 
signatories agree to “indemnify and defend” the “General Partner and the 
Partnership” and to “hold … harmless” “such firms and each officer, director, 
agent, attorney and/or Partner thereof . . . .” 

 
 
                                                           
2. (Emphasis added). 



2014] PIABA BAR JOURNAL 383 

A. The Broker-Dealer is Not the General Partner or the Partnership 
Contemplated by the Indemnification Clause 

 
Hopefully this one should be obvious to your Panel.  The “General Partner” 

is usually the private placement’s sponsor or an entity associated with the 
sponsor.  The “Partnership” refers to the private placement itself.  Obviously, 
the broker-dealer is neither of these entities.  There is generally no reference 
whatsoever to the broker-dealer in subscription agreements—neither in the 
indemnification clause nor in any other provision. 

The broker-dealer is the seller of the offering.  The only reason a broker-
dealer would appear in any way in a subscription agreement is if the sponsor 
included a field asking for the soliciting broker-dealer’s name.  The broker-
dealer’s role in the transaction is precisely that, the soliciting broker-dealer.  
It is neither the General Partner nor the Partnership contemplated by the 
indemnification clause.   
 
 

B. The Broker-Dealer is Not an Officer, Director, Agent, Attorney, or 
Partner as Contemplated by the Indemnification Clause 

 
It appears counterclaims brought by broker-dealers using the 

indemnification clause in the subscription agreement essentially rely upon a 
single assertion, that the broker-dealer was somehow an agent of the sponsor 
and that any contradictions in the representations and warranties by the 
investor constitutes a breach of the subscription agreement for which the 
investor must indemnify the broker-dealer as an agent of the sponsor. 

Responding to this argument, it is important to point out to the arbitrators 
why a broker-dealer could not possibly be the agent of the sponsor, or any of 
the other entities listed in the indemnification clause.  The Restatement of 
Agency (Third) § 1.01 defines agency as follows: 

Agency is the fiduciary relationship that arises when one person (a 
“principal”) manifests assent to another person (an “agent”) that the 
agent shall act on the principal’s behalf and subject to the 
principal’s control, and the agent manifests assent or otherwise 
consents to so act.3  
Here, the purported “principal” is the sponsor.  The broker-dealer, 

however, neither acts on the sponsor’s behalf nor subject to its control.   
The sponsor and the broker-dealer enter into a selling agreement, a 

contract that sets forth the rights and responsibilities of each party to that 
                                                           
3. RESTATEMENT (THIRD) OF AGENCY § 1.01 (2006) (emphasis added). 



384 BROKERAGE FIRM COUNTERCLAIMS [Vol. 21 No. 3 

contract.  The contract provides that the sponsor will pay the broker-dealer in 
the form of sales commissions, marketing fees, or due diligence fees for its 
sale of the private placement.  To that extent, the broker-dealer does not 
operate on the sponsor’s behalf; it operates on its own behalf and its own 
self-interest in earning the commissions and other fees for selling shares of 
the investment.  Similarly, any responsibilities the broker-dealer undertakes 
would be set forth by separate contracts with the investors and these 
agreements would in no way indicate that the sponsor has the capacity to 
assert any control over the broker-dealer.  Without these necessary elements, 
there can be no agency relationship.  Consequently, any assertion that the 
broker-dealer is an agent of the sponsor is clearly erroneous. 

Further, the relationship between these two entities cannot be interpreted 
as that of a principal and agent because a sponsor does not have the capacity 
to act as a principal.  The Restatement of Agency (Third) § 3.04(1) states that 
a person only has the capacity to act as principal where that person could step 
in and perform the same act as the purported agent.4  The broker-dealer is 
engaged in the sale of securities as a registered broker-dealer with FINRA.  
A sponsor, however, is typically not a registered broker-dealer with FINRA 
and could not therefore have performed these or any acts as a broker-dealer.  
Therefore a sponsor generally has no capacity to act as principal in an agency 
relationship with a broker-dealer. 

By claiming to be a mere agent of a sponsor and thus covered by the 
indemnification clause, a broker-dealer is attempting to have its cake and eat 
it too. On the one hand it professes to be a distinct entity, a FINRA registered 
broker-dealer.  On the other hand, it professes to be so beholden to and under 
the control of a sponsor as to be a mere agent.  However, once registered as a 
broker-dealer, it exposed itself to all of the responsibilities owed by any 
broker-dealer to its clients. These duties are distinct and unrelated to the 
subscription agreement between the investor and the investment sponsor. 

The broker-dealer is not a party to the subscription agreement.  It is neither 
the General Partner nor the Partnership contemplated by the indemnification 
clause in the subscription agreement. Finally, it is not an officer, director, 
attorney, agent, or partner as contemplated by the indemnification clause.  As 
such, the broker-dealer is not covered by the indemnification clause. 
 
 
 
 
 
                                                           
4. Id. § 3.04(1). 
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THE COUNTERCLAIM IS INVALID AS A MATTER OF LAW 
 

Counterclaims brought by broker-dealers using the indemnification 
clause in subscription agreements are invalid as a matter of law and violate 
the securities laws and associated rules.  Securities regulation exists primarily 
to reduce fraud in the sale of securities through disclosure of all material 
facts in a manner least disruptive to capital formation.5  This is implemented 
through the disclosure, registration, and antifraud provisions of the Securities 
Act of 1933 (the “Securities Act”),6 the Securities Exchange Act of 1934 (the 
“Exchange Act”),7 and the rules and regulations promulgated by the U.S. 
Securities and Exchange Commission (the “SEC”). 8   To enforce the 
Securities Act and the Exchange Act, Congress and the judiciary have 
created express and implied civil causes of action to penalize those who sell 
securities with materially false or misleading statements or omissions.9 

Most securities offered to investors are required to be registered with the 
SEC under the Securities Act or with applicable state authorities under state 
laws; however, certain private offerings are exempt from registration under 
the Securities Act.10  A securities offering is considered private and exempt 
from registration only if the offering is limited to investors who have no need 
for the protection provided by registration, which depends on the number of 
offerees, the sophistication of the offerees in light of their access to the type 
of information that would be included in the registration, and the manner of 
offering.11 

                                                           
5. See Securities Act of 1933, Pub. L. No. 73-22, 48 Stat. 74 (1933) (“To provide full 
and fair disclosure of the character of securities sold … and to prevent frauds in the 
sale thereof.”); 1 THE PUBLIC PAPERS AND ADDRESSES OF FRANKLIN D. ROOSEVELT, 
THE GENESIS OF THE NEW DEAL, 1928-32, at 653 (1938). 

6. Securities Act §§ 5-8, 10-12, 15, 17, 15 U.S.C. §§ 77e-77h, 77g, 77k, 77l, 77o, 
77q (2014).  

7. Exchange Act § 10(b), 15 U.S.C. § 78j(b) (2014). 

8. 17 C.F.R. § 240.10b-5 (2014) (“SEC Rule 10b-5”). 

9. Securities Act §§ 11-12, 15 U.S.C. § 77k-l; Exchange Act § 10(b), 15 U.S.C. § 
78j(b); 17 C.F.R. § 240.10b-5. 

10. Securities Act §§ 4-5, 15 U.S.C. §§ 77d-77e; Woodward v. Wright, 266 F.2d 108 
(10th Cir. 1959). 

11. Securities Act § 4, 15 U.S.C. § 77d; U.S. v. Arutunoff, 1 F.3d 1112 (10th Cir. 
1997). 
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The SEC promulgated Rules 500 through 508, known as Regulation D, 
to facilitate exempt transactions under the Securities Act.12  Regulation D 
governs the limited offers and sales of securities without registration in 
transactions known as private placements.  SEC Rule 506 is a safe harbor13 
that permits issuers to raise an unlimited amount of capital through the offers 
and sales of securities that do not involve any public offerings.14  SEC Rule 
506 requires that “[t]here are no more than or the issuer reasonably believes 
that there are no more than 35” non-accredited15 purchasers.  SEC Rule 506 
also requires that any non-accredited investors “either alone or with his 
purchaser representative(s) has such knowledge and experience in financial 
and business matters that he is capable of evaluating the merits and risks of 
the prospective investment, or the issuer reasonably believes immediately 
prior to making any sale that such purchase comes within this description.”  
Private offerings that are exempt from registration under the Securities Act 
are not exempt from the antifraud provisions.16 

Further, the “rules are 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.  The rules provide an exemption only for the transactions 
in which the securities are offered or sold by the issuer, not for the securities 
themselves.”17  Thus, because the selling broker-dealer is not the issuer of the 
security and because the exemption applies only to the transaction and not 
the security, the exemption under Regulation D is not available to the selling 
broker-dealer. 

 

                                                           
12. 17 C.F.R. §§ 230.500-508 (2014) (“SEC Regulation D”). 

13. “Safe harbor” is defined as “[a] provision (as in a statute or regulation) that 
affords protection from liability or penalty. BLACK’S LAW DICTIONARY 665 (9th ed. 
2009) (“SEC regulations, for example, provide a safe harbor for an issuer’s business 
forecasts that are made in good faith.”).  

14. 17 C.F.R. § 230.506 (2014) (“SEC Rule 506”). 

15. SEC Rule 501 defines what qualifies an investor as accredited. 17 C.F.R. § 
230.501 (2014) (“SEC Rule 501”). 

16. Securities Act § 4(a), 15 U.S.C. § 77d; SEC Rule 506.  SEC Regulation D – 
Rules Governing the Limited Offer and Sale of Securities Without Registration 
Under the Securities Act of 1933, Preliminary Note 1, 17 C.F.R. § 230 (2014).  

17. SEC Regulation D – Rules Governing the Limited Offer and Sale of Securities 
Without Registration Under the Securities Act of 1933, Preliminary Note 4, 17 C.F.R. 
§ 230. 
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The issuer of an exempt private offering has a duty to make a reasonable 
inquiry into a purchaser’s background before accepting the purchaser.18 The 
acceptance of a purchaser, known as a subscriber, is generally based upon 
completion of a subscription agreement and associated questionnaire.  In 
addition to suitability questions, subscription agreements generally contain 
an indemnification clause.  The indemnification clause is designed to 
discourage unaccredited investors from making false statements in 
subscription agreements and suitability questionnaires in order to be 
permitted to invest in private placements where such investments could 
potentially destroy the exemption from registration upon which the issuer 
and its principals and underwriters rely.19 

Indemnification clauses are not designed—and should not be used—to 
protect broker-dealers that sell unsuitable investments to their customers 
based on false representations.  While a properly executed private placement 
is exempt from the registration provision of the Securities Act, transactions—
and the disclosures made or a lack thereof—are subject to the anti-fraud 
provisions of the Securities Act.20  Federal securities laws and SEC rules all 
prohibit any condition, stipulation, or provisions that waive compliance 
with federal securities laws or that waive any cause of action available 
under their anti-fraud provisions.21  Further, oral misrepresentations as to 
risk may effectively nullify any warnings in a subscription agreement by 
discounting its general significance and its relevance to the customer’s 
particular situation.22 

The federal securities laws prohibit indemnification clauses that waive 
compliance with federal securities laws or that waive any cause of action 
available under their anti-fraud provisions.  The Opinion of the General 
Counsel Relating to the Use of ‘Hedge Clauses’ by Brokers, Dealers, 
Investment Advisers, and Others (the “Opinion”), states that “[a]ll the 
                                                           
18. Securities Act § 4, 15 U.S.C. § 77d; Mark v. FSC Securities Corp., 870 F.2d 331 
(6th Cir. 1989). 

19. Layman v. Combs, 994 F.2d 1344 (9th Cir. 1992). 

20. Opinion of General Counsel Roger S. Forster Relating to the Use of ‘Hedge 
Clauses’ by Brokers, Dealers, Investment Advisers and Others, Investment Advisers 
Act Release No. 58, 1951 WL 1363 (Apr. 10, 1951) (“SEC Release No. 58”); 15 
U.S.C. § 77n (2014). 

21. SEC Release No. 58; 15 U.S.C. § 77n.  

22. See Kelley v. Carr, 442 F. Supp. 346, 353-354 (W.D. Mich. 1944); Clayton 
Brokerage Co. of St. Louis, Inc. v. Commodity Futures Trading Commission, 794 
F.2d 573 (11th Cir. 1986). 
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statutes administered by the Commission provide that any condition, 
stipulation or provision which binds any person to waive compliance with 
their requirements shall be void.”23  The Opinion goes on to state that “[in] 
my opinion, the anti-fraud provisions of the SEC statutes are violated by the 
employment of any legend, hedge clause or other provision which is likely to 
lead an investor to believe that he has in any way waived any right of action 
he may have.”24   In FINRA Regulatory Notice 10-22, FINRA reminded 
broker-dealers that Regulation D transactions “are not exempt from the 
antifraud provisions of the federal securities laws.”25 

Any security offered under Regulation D that a broker-dealer 
recommends to its customers must meet the suitability requirements.26  A 
broker-dealer must have reasonable grounds to believe that a 
recommendation to purchase, sell or exchange a security is suitable for the 
customer. 27   The analysis has two principal components:  “First, the 
‘reasonable basis’ suitability analysis requires the [broker-dealer] to have a 
reasonable basis to believe, based on a reasonable investigation, that the 
recommendation is suitable for at least some investors.  Second, the 
‘customer specific suitability’ analysis requires that the [broker-dealer] 
determine whether the security is suitable for the customer to whom it would 
be recommended.”28  The notice goes on to state that “[t]he fact that an 
investor meets the net worth or income test for being an accredited investor is 
only one factor to be considered in the course of a complete suitability 
analysis . . . . A [broker-dealer] also must be satisfied that the customer ‘fully 
understands the risks involved and is [able] to take those risks.’”29  The 
notice continues: 

The Securities and Exchange Commission (SEC) and federal courts 
have long held that a [broker-dealer] that recommends a security is 
under a duty to conduct a reasonable investigation concerning that 
security and the issuer’s representations about it.  This duty emanates 
from the [broker-dealer]’s “special relationship” to the customer, and 

                                                           
23. SEC Release No. 58; 15 U.S.C. § 77n. 

24. SEC Release No. 58. 

25. FINRA Regulatory Notice 10-22. 

26. FINRA Rule 2310. 

27. FINRA Rule 2310. 

28. FINRA Regulatory Notice 10-22; see also FINRA Notice to Members 03-71. 

29. FINRA Regulatory Notice 10-22. 
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from the fact that in recommending the security, the broker-dealer 
represents to the customer “that a reasonable investigation has been 
made and that [its] recommendation rests on the conclusions based 
on such investigation.” Failure to comply with this duty can 
constitute a violation of the antifraud provisions of the federal 
securities laws and, particularly, Section 17(a) of the Securities Act, 
Section 10(b) of the Securities Exchange Act and SEC Rule 10b-5 
thereunder.  It also can constitute a violation of FINRA Rule 2010, 
requiring adherence to just and equitable principles of trade, and 
FINRA Rule 2020, prohibiting manipulative and fraudulent 
devices.30 
Notwithstanding this well settled law, some broker-dealers are still 

attempting to expand the scope of indemnification clauses in the subscribing 
documents of private placements to cover any fraud or other misconduct they 
commit in conjunction with their sales of these investments.  Two federal 
appellate courts addressed this specific issue. 31   In both cases the court 
refused the soliciting broker-dealers petitions to enforce the indemnification 
clauses in actions brought against them by investors. 

The first case involved a plaintiff who brought suit under federal 
securities laws, alleging, among other things, that he had relied on certain 
oral misrepresentations.32  Zissu had warranted in his subscription agreement 
that no oral representations had been made to him. 33   Under the 
indemnification clause in Zissu, the investors agreed to indemnify and hold 
harmless the sellers “against any and all loss, damage or liability due to or 
arising out of a breach of any representation or warranty” that he had made in 
the subscription agreement.34  The court found that 

[t]his appeal raises a troubling question involving an apparent 
inherent contrariety between a “no representations have been made” 
clause and an “indemnity” clause protecting sponsors from losses 
arising from the breach of warranty clause contained in the same 
agreement.  Yet, we need not reach or determine this issue because 
we hold that the indemnity clause in the subject agreement is not 

                                                           
30. Id. 

31. Layman v. Combs, 994 F.2d 1344 (9th Cir. 1992); Zissu v. Bear, Stearns & Co., 
805 F.2d 75 (2d Cir. 1986). 

32. Zissu, 805 F.2d at 76. 

33. Id. at 77. 

34. Id. 
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specific enough to hold plaintiff liable for defendants’ defense costs.  
Consequently, we hold that defendants are not entitled to relief on 
their counterclaim.35 

The court explained that the 
“any and all damages” clause of the subscription agreement did not 
meet the requisite level of specificity necessary to hold Zissu liable 
to reimburse [defendants for] defense costs in their successful 
defense against Zissu’s securities claims.  The clause Zissu signed 
did not put him on notice that he would be responsible for 
defendants’ legal fees incurred in the security fraud suit . . . . Instead, 
the warranties in question were necessary to exempt the limited 
partnership from the requirements of the 1933 Act and are so 
understood by investors.  That being the case, the parties had little 
reason to expect that such warranties might also be the basis for the 
counterclaim made in the present case … [and although] courts have 
held that contractual indemnity provisions for attorneys’ fees will be 
enforced, and broad indemnification provisions like the one here 
should be read to extend to such fees, a higher level of specificity is 
required when attorneys’ fees are being assessed against a plaintiff 
suing for securities fraud.36 
In the second case, the Ninth Circuit addressed a substantially similar 

indemnification clause.37  The court held that “the indemnification required 
by the clause ... does not extend to fees or damages incurred in defending 
claims brought by the subscribing indemnitor.”38  The court stated: 

A person who contracts to pay an opponent's attorneys' fees if she 
sues unsuccessfully is agreeing to a departure from the standard 
American rule that a party prevailing in a lawsuit is not entitled to 
recover fees from the loser. It is not too much to ask that a clause 
effectuating such a deviation from the norm be explicit.39 

 

                                                           
35. Id. at 76. 

36. Id. at 79 (citing Lavorato v. Bethlehem Steel Corp., 91 A.D.2d 1184, 459 
N.Y.S.2d 170 (N.Y. Sup. Ct. 1983); Colon v. Automatic Retailers Ass’n Service, 
Inc., 74 Misc. 2d 478, 343 N.Y.S.2d 874, 877-79 (N.Y. Civ. Ct. 1972); Jackson v. 
Oppenheim, 533 F.2d 826, 831 (2d Cir. 1976)). 

37. Layman, 994 F.2d 1344. 

38. Id. at 1353. 

39. Id. at 1352. 
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The court noted the indemnification clause did not provide that the 
investor must pay the defendants' fees if the investor breached a warranty by 
suing the sellers.40  The court found the “literal terms [of the indemnification 
agreement] would require the plaintiffs to pay the defendants' judgment and 
attorneys' fees even if the plaintiff prevailed!”41 

The Layman court found that “the language indicates that the focus of the 
indemnification was on ensuring, first, that the suitability standards were met, 
so that the sellers could retain their private placement registration, and, 
second, that, if the registration were lost and damages resulted, the investor 
who caused the loss would be liable.”42  The court concluded that 

the unambiguous expressed intent of the clause is that any investor 
whose breach of a representation causes the sellers to lose their 
private placement exemption is obligated to reimburse the sellers for 
their losses.  In our view, a reasonable investor who read the PPM 
and the subscription agreement would so interpret the 
indemnification clause.43 
The same court found that “the crucial element of an indemnification is 

that it put potential investors on notice that the indemnification is not limited, 
and instead applies to fees and damages incurred in defending a claim 
brought by the subscribing indemnitor herself.” 44   The court continued, 
stating that 

[t]he defendants’ position is that the expressed intent of the parties, 
as literally set forth in the indemnification clause, was to force the 
investors to reimburse the sellers for all costs and liability resulting 
from any breach of the representations and warranties.  The language 
thus encompasses this case, they argue.  But if the indemnify clause 
is so interpreted to apply to the plaintiffs’ lawsuit for oral 
misrepresentations, its literal terms would require the plaintiffs to 
pay the defendants’ judgment and attorneys’ fees even if plaintiffs 
prevailed!  In our view, the absurdity of such a result—an investor 
would have a meaningless right to sue, because she would have to 
pay the judgment and fees of the losing sellers—undermines the 

                                                           
40. Id. 

41. Id. 

42. Id. at 1351. 

43. Id. 

44. Id. 
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reasonableness of the defendants’ interpretation of the 
indemnification.45 

 
 

THE INDEMNIFICATION CLAUSE DOES NOT APPLY TO CAUSES OF 

ACTION BROUGHT AGAINST THE BROKER-DEALER 
 

Counterclaims brought by broker-dealers using the indemnification 
clause in subscription agreements also do not apply to causes of action 
brought based on their duties owed to investors. The example 
indemnification clause above calls for the indemnification of the sponsor 
only for those costs “they may incur by reason of, or in connection with, any 
misrepresentation made” by the investor.  Any costs incurred by a broker-
dealer are not contemplated by the indemnification clause because the clause 
does not apply to the broker-dealer.  However, even if a panel were to 
conclude that the clause does apply to the broker-dealer, its costs are not 
related to any misrepresentation made by the investor.  The investor’s claims 
neither arise from, nor are they connected with, the subscription agreement 
between the sponsor and the investor.  Rather, they relate to the duties owed 
to the investor by the broker-dealer as a FINRA registered broker-dealer, 
as set forth by the federal securities laws and FINRA regulations, to handle 
the investor’s accounts appropriately. 

Suppose an investor’s statement of claim sets forth causes of action 
against a broker-dealer for: (1) Violation of the Common Law of Fraud; (2) 
Breach of Fiduciary Duty; (3) Negligent Failure to Supervise; and (4) 
Negligence, and that the broker-dealer is responsible for the investor’ losses, 
due to its failure to perform adequate due diligence and its recommendation 
of unsuitable investments for the investor, as required pursuant to FINRA 
rules.  The broker-dealer’s costs and attorney’s fees associated with 
defending itself against these allegations relate to its role in dealing with the 
investor as a broker-dealer and are wholly distinct and unrelated to the 
matter of the representations and warranties set forth between the investor 
and the sponsor. 

Moreover, the indemnification clause does not pertain to any of these 
matters.  Alleging otherwise is attempting to call into effect an 
indemnification clause entirely unrelated to the claims at issue.  It would 
have to specifically contemplate these issues if it was intended to apply to 
them.  For instance, Florida law clearly states that “an indemnity agreement 

                                                           
45. Id. 
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which indemnifies against the indemnitee's own negligence must state this in 
‘clear and unequivocal’ language.”46 

The indemnification clauses we have seen make no reference to 
negligence or any of the other allegations generally alleged by investors in 
claims against brokerage firms.  If a Panel were to stretch the scope as 
broker-dealers would like them to, this would essentially hold the investor 
accountable for the broker-dealer’s misconduct.  Thus, a negligence claim 
alone would preclude a broker-dealer from indemnification for its costs and 
fees because the indemnification clause likely fails to clearly and 
unequivocally state that it indemnifies the broker-dealer from negligence.   

Similarly, the indemnification clause makes no reference otherwise to 
having investors indemnify anyone, the sponsor or otherwise, from their own 
misconduct.  Broker-dealers have various responsibilities that are wholly 
unrelated to the indemnification clause.  Guidance on a broker-dealer’s duties 
to investors when selling alternative investments can be gleaned from 
FINRA Notice to Members 03-71 (“NTM 03-71”), in which FINRA 
“reminds members of their sales conduct obligations” regarding non-
conventional investments.  In NTM 03-71, FINRA reminded broker-dealers 
of their obligations, including: 

(1) conduct appropriate due diligence with respect to these products, 
(2) perform a reasonable-basis suitability analysis, (3) perform 
customer-specific suitability analysis for recommended transactions, 
(4) ensure that promotional materials used by the member are fair, 
accurate, and balanced, (5) implement appropriate internal controls, 
and (6) provide appropriate training to registered representatives that 
sell these products.47 
Given the complex and, at times, difficult-to-understand nature of non-

conventional investments, NTM 03-71 goes on to state that members should 
“take particular care to assure that they are fulfilling these obligations.”48  
Further, NTM 03-71 cautions that in the performance of the customer-
specific suitability analysis owed each client, the broker-dealer should not 
rely “too heavily upon a customer’s financial status as the basis for 
recommending” these products because “a customer’s net worth alone is not 

                                                           
46. See Univ. Plaza Shopping Ctr. v. Stewart, 272 So. 2d 507, 511 (Fla. 1973); see 
also Maxus Exploration Co. v. Moran Bros., Inc., 817 S.W.2d 50, 56 (Tex. 1991) 
(holding that Texas law requires that an agreement to indemnify another for his own 
negligence must be “express”). 

47. FINRA Notice to Members 03-71. 

48. Id. 



394 BROKERAGE FIRM COUNTERCLAIMS [Vol. 21 No. 3 

necessarily determinative of whether a particular product is suitable for that 
investor.”49  As such, whether investors had the minimum requisite net worth 
to invest in these investments is only a part of the broker-dealer’s suitability 
obligation in determining whether the investments were appropriate. 

Finally, NTM 03-71 clarifies that a broker-dealer may not, in presenting 
an investment to an investor, disregard the risks when presenting the 
potential benefits of the investment to the investor to induce him to purchase 
the product.  Any sales materials or oral presentations made by the broker-
dealer “must present a fair and balanced picture regarding both the risks and 
benefits of investing in these products . . . .  Moreover … it is critical that 
members balance their promotional materials with disclosures of the 
corresponding risks and limitations of the product . . . .”50 

Issues arising between an investor and a broker-dealer that pertain solely 
to the broker-dealer’s failures with regard to the manner in which it offered a 
non-conventional product to the investor have nothing to do with the 
subscription agreement entered into between the investor and the sponsor.  
The precise conduct for which the indemnification clause calls for the 
indemnification of the sponsor is entirely distinct from the conduct at issue 
in disputes between an investor and a broker-dealer. 
 
 

AS A MATTER OF PUBLIC POLICY, BROKER-DEALERS MAY  
NOT INDEMNIFY THEMSELVES AGAINST ACCOUNTABILITY  

FOR THEIR OWN FRAUDS AND MISREPRESENTATIONS 
 
The very existence of causes of action against broker-dealers under 

federal and state securities laws, as well as under FINRA rules and 
regulations, affirms that there exists a public policy to hold broker-dealers 
accountable for their actions and to ensure the protection of persons when 
investing in securities.  To permit a broker-dealer to shield itself against 
accountability for its own frauds and misrepresentations in selling securities 
to investors would contravene this policy.51   

                                                           
49. Id. 

50. Id. 

51. Florida Bar Opinion Committee, Report on Standards for Opinions of Florida 
Counsel of the Special Committee on Opinion Standards of the Florida Bar Business 
Law Section, 46 BUS. LAW. 1407, 1435-36 (1991) (“[V]arious types of 
indemnification contracts sometimes are held to be invalid because they are contrary 
to public policy”). 



2014] PIABA BAR JOURNAL 395 

This is a common sense argument that can be made to a Panel if a 
broker-dealer files a counterclaim against a Claimant.  The reality is, if such 
indemnification clauses were permissible, every broker-dealer would 
immediately insert such clauses in their contracts and FINRA arbitration 
would cease to exist.  Pointing out that most firms would never try such an 
argument should cause arbitrators to realize that such an argument is against 
public policy. 
 
 

INDUSTRY REGULATORS FIND THE TACTICS UNACCEPTABLE 
 

The tide already appears to be shifting and as regulators have become 
aware of these counterclaims, they have voiced their objection.  For example, 
Michelle Ong, a FINRA spokeswoman, is quoted in an article published in 
the New York Times stating that “indemnification clauses do not shield firms 
from their legal and regulatory obligations to comply with federal securities 
laws and FINRA rules” and “[t]he use of any clause or tactic designed to 
intimidate or keep a customer from exercising his/her right to proceed in 
arbitration would violate FINRA conduct rules and we may investigate the 
use accordingly.”52   
 
 

CONCLUSION 
 

It is hoped that regulators will step in and sanction the firms that have 
tried this abusive tactic, thereby causing other firms not to attempt the 
argument.  However, if even one panel is convinced of the validity of this 
convoluted argument, other firms that sold or still sell these products will 
follow.  Keep fighting the good fight! 

                                                           
52. Susan Antilla, Brokers Countersue to Thwart Suits by Unhappy Investors, N.Y. 
TIMES, Sept. 18, 2014, at B8, available at http://dealbook.nytimes.com/2014/09/ 
17/brokers-countersue-to-thwart-suits-by-unhappy-investors/?_php=true&_type= 
blogs&_r=0 (last visited Jan. 28, 2015). 
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MUZZLING THE CLAIMANT 
DUE PROCESS DENIED IN FINRA EXPUNGEMENT HEARING 

 
Robert S. Banks, Jr.  

 
 

We represented the claimant in Liebhaber v. Royal Alliance Associates, 
Inc., FINRA No. 13-01522.  Our client was a single woman in her 40s who 
had spent her career at AT&T.  She was given an early retirement offer at age 
46 and consulted with Royal Alliance and two of its financial advisors about 
whether she should accept the offer.  We alleged in her Statement of Claim 
that Royal Alliance’s advisors recommended that she accept the offer and that 
she liquidate her Fidelity IRA and allow them to make retirement investments 
for her.   The Statement of Claim recited that the Respondent’s brokers advised 
the 46 year old Claimant to make IRC § 72(t) withdrawals from her IRA, that 
she could continue to make them without penalty for as long as she needed to 
do so and that she could stop at any time.   The Respondent and its 
representatives invested Claimant’s retirement savings in an Inland American 
non-traded REIT and four separate variable annuities in her IRA.   She made 
claims for negligence, breach of fiduciary duty and violations of the California 
Securities laws.   

We viewed the case as has having strong liability facts.  However, storm 
warnings were observed early in discovery.   

One of Claimant's Royal Alliance brokers had 40 customer complaints 
reported on her BrokerCheck Report; many of them involved the same types 
of investments and misrepresentations that Claimant alleged.  Despite the 
Discovery Guide’s presumption that such information is discoverable, 
Respondent refused to produce any of the other claims and complaints. The 
Panel Chair denied our discovery motion to obtain the records.   

We thought based upon the Chair’s discovery rulings and attitude (e.g., he 
refused to allow oral argument on any of our motions and refused to refer our 
motions to the full panel) that we were going to be fighting an uphill battle at 
the hearing, regardless of the strong liability facts.   For those and other good 
reasons, our client decided to settle the case with Royal Alliance for a 
confidential amount and agreed to dismiss the case.  The brokerage firm had 
requested we agree not to oppose an expungement request as a part of the 
settlement, but our client – who is a woman of principal – rightly refused to 
agree to that provision.   

After the settlement agreement was signed, Royal Alliance filed a motion 
to expunge the record of one of Claimant’s financial advisors, the same broker 
who had been terminated by Royal Alliance for sales practice violations and 
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who, as noted above, had 40 customer complaints on her BrokerCheck Report.  
We advised the Panel that we opposed the request and that we would appear 
at the telephone hearing, which we did, because it was just the right thing to 
do.  The hearing did not turn out as planned. 

At the hearing, the Panel of three FINRA arbitrators allowed Royal 
Alliance’s counsel to make an opening statement, who then asked permission 
to allow the advisor to address the Panel.  The Chair allowed her to do so.  
Quoted directly from the hearing transcript, the financial advisor told the 
Panel: 

I am here to vigorously refute and oppose all of the allegations that are 
made in the complaint.  I find them highly offensive and without basis 
in any fact.  I am the daughter and granddaughter of ministers… 
…we discussed in great detail the choices she [my client] had as 
retirement assets as well as the treatment of her 401K assets, which 
were in addition to the other benefits, the retirement benefits.  This 
included the taking out of money out of an IRA account. Most of Ms. 
Liebhaber's assets at that time were represented by these retirement 
monies, so we discussed in detail 72t withdrawals and non-72t 
withdrawals and their effect on her total assets or her tax 
consequences, et cetera.  . . .  
We were prepared to challenge the adviser’s proclamation of innocence 

and to present testimony – facts – that directly contradicted those statements.  
Our client spent several hours with my associate, Darlene Pasieczny, and me 
the previous day reviewing the documents and re-living the nightmare that 
resulted from  following her financial advisor’s advice.  On the day of the 
expungement hearing, she was in our office. We believed she would be sworn 
in and testify about what had happened.  We believed that no FINRA panel 
could possibly grant an expungement on the facts we would present.  We were 
in for a terrible surprise. 

After the broker’s testimony proclaiming total innocence, I was permitted 
to make an opening statement. I discussed the importance of the BrokerCheck 
system and the expungement process.  I told the Panel that I would like to ask 
some questions of the broker and then of the Claimant.  With respect to the 
Claimant’s testimony, I said that I wanted to “let her give you her side of what 
really happened here.”   Royal Alliance objected to my calling those witnesses 
on grounds that “this is a hearing on a request for an expungement; it’s not a 
hearing on the merits of the case… The only question before the Panel right 
now is whether or not the claim should be expunged based on the falsity of the 
allegations.”  The Chair agreed, stating, in a mixed salad of disjointed words:  

I don’t see that any testimony such as this is necessary setting aside 
whether it’s proper and has not been in effect perhaps prepared for by 
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everybody here, so I’m inclined to think that we should leave it at that 
. . .  
One arbitrator, expressing concern for due process, said:  
I do think that it is important to hear the questioning. . . the guidelines 
are pretty clear that we’re supposed to be looking at everything 
because this was a settled case, and that the more information we have, 
the easier it is for us to make what I would consider to be a fair and 
well-reasoned decision regarding expungement. 
The Chair was unpersuaded.  He responded to this reasonable suggestion 

of his fellow arbitrator:  “Well, how can we make sure we’re not going to be 
here for another two hours?  That’s the problem.”   The third arbitrator, with 
the rationale of the illogical, agreed with the Chair: “I’m comfortable with us 
asking [adviser] questions, but I am uncomfortable with claimant’s counsel 
cross-examining her in any way.”    

The Panel refused to allow any testimony by the Claimant or any cross-
examination of the adviser.  After one panelist asked two questions of the 
adviser (neither of which sought information that was in dispute), I asked 
“May I have a few words, please?”  Remarkably, that request was denied as 
well.  The Chair said – on the record no less: “I can’t imagine that there’s 
anything more that would be helpful.”  The “wings” remained silent.  I said 
my client had not been given a fair hearing; not surprisingly, the Panel 
disagreed.  I was cut off by the Chair and not allowed to make any additional 
statements.  Due process. 

The FINRA expungement standards are clear enough.  Rule 2080 provides 
that expungement of customer complaint information should not be granted 
except on one of the specific grounds that: “(A) the claim, allegation or 
information is factually impossible or clearly erroneous; (B) the registered 
person was not involved in the alleged investment-related sales practice 
violation, forgery, theft, misappropriation or conversion of funds; or, (C) that 
the claim, allegation or information is false.”  

Notwithstanding those standards, the Panel issued an arbitration Award 
granting the expungement request. The unanimous Award misstates that 
“After oral statements and arguments by non-party [adviser], Respondent, and 
Claimant, the Panel held its deliberations immediately after the hearing.”  In 
the written explanation for expungement required by FINRA Rule 2080, the 
Award states that “no information was presented” to dispute Royal Alliance’s 
allegations and that “information was not disputed by Claimant [Liebhaber]” 
or “no other evidence or information” was offered by her.”  (emphasis 
added).   

In reality, no evidence was presented or information not disputed because 
the arbitrators did not allow Ms. Liebhaber to present any evidence at the 
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hearing despite her appearance and multiple requests to do so.   Again, it was 
a unanimous Award. 

The Award further falsely states that "Claimant did, in fact, oppose 
expungement, was present during the telephonic hearing, provided the Panel 
with opposing documents and gave a full argument to the Panel requesting 
that expungement relief not be awarded.”  (emphasis added).   

In response to the Award granting expungement, FINRA  immediately 
issued a publication entitled “Notice to Parties And Arbitrators On Expanded 
Expungement Guidelines,” stating the obvious -- that its arbitrators “should 
ensure that they have all of the information necessary to make an informed and 
appropriate recommendation on expungement.”   FINRA made clear the due 
process requirements – arrogantly disregarded by our Panel – that arbitrators 
should: 

1.  Allow the customer and their counsel to appear at the 
expungement hearing; 
2.  Allow the customer to testify at the expungement hearing; 
3.  Allow counsel for the customer or a pro se customer to introduce 
documents and evidence at the expungement hearing; 
4.  Allow counsel for the customer or a pro se customer to cross-
examine the broker and other witnesses called by the party seeking 
expungement. 
While FINRA did take prompt action to address the miscarriage of justice 

in this case, it has not gone far enough.  The Panel’s statements in the Award 
are blatantly false and, in our view, the fitness to serve of the arbitrators who 
signed that Award should be investigated. The Neutral Roster subcommittee 
of the National Arbitration and Mediation Committee should review the 
hearing transcript and the award, and make its own determination as to whether 
these three arbitrators are qualified to remain in the pool.   

Royal Alliance has filed a petition in Los Angeles County Superior Court 
seeking to confirm the expungement Award.  We filed an opposition to the 
confirmation petition and a request that the Award be vacated, with generous 
assistance from PIABA member, Leonard Steiner, who is now pro bono 
counsel for Ms. Liebhaber in the California court proceedings.   

Expungement hearings are usually one-sided affairs in which only the 
moving Respondent appears.  Until now, we assumed that the reason why the 
so-called extraordinary remedy of expungement was granted so frequently was 
that it went unopposed.  Our case shows that, even when expungement is 
opposed and the requesting adviser has multiple customer complaints on her 
BrokerCheck Report, FINRA arbitrators still grant these petitions.  

FINRA and the SEC need to face the facts: expungement decisions do not 
belong in the hands of arbitrators.  Far too many of them do not have the 
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training or background to understand the rules, standards and policies 
underlying the BrokerCheck system and the finality of expungement.  If 
FINRA and the SEC are going to continue to advise investors to access and 
learn from the BrokerCheck system, they need to take steps to safeguard it.  
Expungement decisions need to be made by informed regulators.  For this 
extraordinary remedy, there need to be clear presumptions that the liability 
allegations in the Statement of Claim are to be taken as true unless proven to 
be false after a full hearing on the merits.   

The irony of the Panel’s unanimous Award in Liebhaber v. Royal Alliance 
Associates, Inc. – to expunge the case from the broker’s record – is that the 
Award itself will never be expunged; it lives on as a testament to the failing of 
three misguided arbitrators. 
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 The “Investors, Cornered” section of the PIABA Bar Journal is a forward-
looking section about issues investors face today, and PIABA members may 
face in the future when those investors call.  It is part research and part opinion.  
The section is written on a voluntary basis by one or more PIABA Bar Journal 
Editors along with the Editor-in-Chief.   
 Editor Joe Wojciechowski writes this edition of Investors, Cornered 
inspired by his practice and experience representing investors in cases 
involving Alternative Investments and the brokerage firms which sell them.  
He sees the increased creation and marketing of Alternative Investments in the 
present-day low interest rate environment as an area ripe for investor abuse. 
The higher commissions paid on these products coupled with investors’ desire 
to obtain some return on their money creates an environment rife with conflict, 
risks, and losses.   
 
 

INVESTORS, CORNERED 
 

Joseph Wojciechowski 
 
Retail investors, especially those who are either retired or nearing 

retirement, face an increasingly enigmatic future.  The financial crisis and 
subsequent collapse of the stock market resulted in retail investors selling out 
of the equities markets at the worst time in order to secure what cash they had 
left, or in some instances, pay bills because of rampant unemployment and 
under-employment.  Unprecedented financial stimulus by central banks 
worldwide to induce economic growth coupled with gradually improving 
economic conditions has caused the Dow Jones Industrial Average to nearly 
triple since the low reached in March 2009.1  This program of quantitative 
easing by the Federal Reserve and central banks worldwide held interest rates 
at all-time lows, and made generating yield in fixed income instruments nearly 
impossible.  This scenario put retired investors and those nearing retirement in 
a tough spot.  They have to either reduce income distributions from their 
retirement accounts, much easier said than done, or allocate substantially more 
to stocks in a market setting all-time highs almost daily. This scenario created 
an impossible decision.  Insofar as the low yield fixed income market is 
concerned, although interest rates likely will increase slowly, this will simply 
lower the price of the bonds already owned by these investors.   Buying into 

                                                 
1. See Josh Zumbrun, Bad Stock-Market Timing Fueled Wealth Disparity, WALL ST. 
J., Online Edition, Oct. 26, 2014, at http://www.wsj.com/articles/bad-stock-market-
timing-fueled-wealth-disparity-1414355341 (last visited Feb. 2, 2015). 
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the stock market when new highs are attained every other trading session is 
not sound investment advice for investors who cannot sustain substantial 
losses in their accounts over the short run and as December 2014 showed, 
volatility is back with a vengeance.   

Brokerage firms believe they have the solution: “Alternative Investments” 
or “Alts.”  As yields in the fixed income market remain stalled at near zero, 
except for junk bonds, financial advisors are pushing more and more 
engineered securities into their clients’  portfolios. These alternative 
investments include Non-Traded REITS, structured notes, oil and gas lease 
programs, equipment leasing funds, Master Limited Partnerships, and a 
myriad direct participation and private placement programs. The standard 
exposure to alternative investments like these used to be no more than 15% for 
even the highest risk investors2. Mounting evidence regarding the substantial 
inflows of money into alternative investments suggests this number is on the 
rise.3,4  Alts have a dark side.  Since 2008, the combined lack of regulatory 
oversight, real due diligence, and viable and liquid secondary markets 
decimated investment portfolios. The financial crisis exposed a number of 
problems. Medical Capital Holding Corp., Provident/Shale oil and gas 
programs, and DBSI were exposed as frauds.  When Inland American, Cole, 
and numerous other issuers, were forced to mark-to-the-market the value of 
their non-traded shares, their investors saw overnight losses of upwards of 30% 
to 50%.  Promissory notes sold by through private placements for companies 
unable (or unwilling) to access other forms of capital markets failed with 
spectacular regularity as soon as the economy turned toward recession.   

Poor sales practices by financial advisors, shoddy supervision by their 
firms, a lack of due diligence investigating the products, and outsized 
commissions paid to advisors selling Alts resulted in massive pain for 
investors.  Independent broker-dealers, often with no insurance coverage and 
inadequate capital to pay claims, dropped like flies when the bottom fell out 

                                                 
2. See NASAA, 2014 INVESTOR EDUCATION TRAINING (May 2, 2014), available at 
http://www.slideserve.com/sheera/nasaa-2014-investor-education-training-may-2-
2014-st-louis-missouri-andrea-seidt-joseph-brady (last visited Jan. 30, 2015). 

3. Virginia Munger Khan, Alternatives Becoming Mainstream, FIN’L. ADVISOR MAG., 
Jul. 26, 2012, available at http://www.fa-mag.com/news/alternatives-becoming-
mainstream-11447.html (stating that retail alternative assets have grown 21% annually 
since 2005). 

4. See, e.g., RXR Capital, Alternative Investments, at http://www.rxrcapital.com/j/ 
index.php/alternative-investments, (last visited Jan. 30, 2015) (stating that investors 
should have between 10% and 25% of their portfolios in Alts).   



2014] PIABA BAR JOURNAL 405 

of the market, and many investors were left holding worthless paper with no 
hope for recovery. Despite these lessons from the past, advisors continue to 
sell these products at record rates and clearly plan on selling more.  Advisors 
rely on the “non-correlated” nature of Alts as a hedge against stock market 
volatility.  They rely on the seemingly high distribution rates in the face of 
record low interest rates as a means to provide their income-seeking investors 
with the income they so sorely need and rely upon.  The fact is, the reason 
most Alts, especially illiquid Alts, are “non-correlated, is nothing more than 
an accounting trick, they are not required to “mark to the market” like publicly 
traded or marketable funds.  Further, the high “distribution rates” are attained 
by the utilization of leverage and a return of capital, a risky proposition in the 
best of economies.   

The emphasis on Alts means retail investors will need to be even more 
diligent with the recommendations made by their “trusted” financial advisors. 
More retail investor money than ever before is parked in alternative 
investments of one breed or another.  Yet increasingly, regulators including 
the SEC identified various alternative investments as the most ripe for fraud 
and sales practice abuses.5   

Likewise, FINRA recently pronounced the biggest problem in the 
financial services industry as being advisors not putting their customers’ best 
interest ahead of their own.6  Although FINRA will not articulate it as such 
and their members scream when the “f-word” is used, this is the most basic 
and fundamental fiduciary standard.  Juxtapose FINRA’S new emphasis on a 
customer-first philosophy with the inherent conflicts existing in advisors 
hocking alternative investments which pay commissions typically in excess of 
8%.  How can a financial advisor be putting his client’s interest ahead of his 
own when he sells them a nontraded REIT paying him an 8% commission 
instead of a market-listed REIT paying him 2.5%?  It is impossible. The 
advisor wants the commission, Mom and Pop want the yield, and often neither 
understands the underlying risks.   

The financial news media is rife with stories about the financial markets 
repeating the same behaviors which led to the 2008 meltdown.  Alts are 
                                                 
5. See U.S. SECURITIES AND EXCHANGE COMMISSION OFFICE OF THE INVESTOR 

ADVOCATE, REPORT ON ACTIVITIES FISCAL YEAR 2014 5-9, available at 
http://www.sec.gov/advocate/reportspubs/sec-investor-advocate-report-on-activities-
2014.pdf (last visited Feb. 2, 2015) (identifying private placements and REITs as the 
“most serious problems encountered by investors . . . .”  

6. See Regulatory and Exam Priorities Letter for 2015, FINRA (Jan. 6, 2015), 
available at http://www.finra.org/web/groups/industry/@ip/@reg/@guide/documents 
/industry/p602239.pdf (last visited Feb. 2, 2015). 
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following the same path.  The reality is, when these products collapse, the 
firms who readily accepted the outlandish commissions and fees for marketing 
and performing “due diligence”  will point to the various prospectuses or 
offering memoranda, disavow their advisor’s oral representations of safety, 
and tell Mom and Pop “sorry, you were warned this was a piece of junk when 
your advisor sold it to you, better luck next time.”  Clearly, retail investors are 
facing an ever more complicated and murky investment future.  
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EXPERT’S CORNER: 
“LATE-TERM” INVESTORS, MONTE CARLO  

SIMULATION AND “SEQUENCE-OF-RETURN RISK” 
 

Frederick W. Rosenberg 
 
 

We’ve all seen these cases, a Client, an early-retiree anticipating another 
30-35 years who needed a steady lifetime income out of investments.  His 
adviser made recommendations to retire and go long the market actuarially, 
setting objectives to “Long-Term Growth” with “moderate risk,” which meant 
a substantial if not total allocation in S&P growth stocks.  Recommended 
distributions were 5%, $50,000 per year before fees and costs.  Ten years later, 
the Client is virtually penniless after following the adviser’s recommendations 
and continuing advice. 

So, is this Client with 30 years of retirement ahead really a “Long-Term” 
investor?  Unlike younger “Long-Term” investors who are working and 
accumulating wealth, retired investors no longer have the capacity to replace 
market losses or cushion portfolio depletion with earned income no matter how 
long they live in retirement.  The Client’s investment objective is not 
“accumulation” but “distribution” with monthly income for 30 years, a long 
term for sure.  Does the portfolio allocation typically assigned to “Long-Term 
Growth” actually conform to this Client’s objectives despite his life 
expectancy?   

Retirees are not “Long-Term” but “Late-Term” investors with unique risks 
and the primary concern about the sustainability of distributions, a distinction 
too often ignored.  Regardless of life expectancy, for every Late-Term Investor 
the financial risk horizon is four to five years at best.  Were the portfolio to 
decline, either due to market performance or withdrawals during this period, it 
could be nearly impossible for the distributions to be sustained.  How many 
four-year periods in the past 85 years has the market been flat, or even 
performed well below its historical average?  Should a portfolio decline 20% 
from $100,000 to $80,000, $5,000 in annual withdrawals grows from 5% to 
6.25%, a pre-fee rate that is corrosive and unsustainable by every measure.  
But, even if the market remained flat, a $5,000 (5%) annual liquidation will 
deplete assets by 15% in three years before management fees and costs, and 
would require double that rate of growth simply to restore the equity.  That 
does not even take into consideration the continued withdrawals during the 
three-year period.  

“Sequence-of-Return Risk” is the acute problem Late-Term investors must 
manage even when they own long-term growth stocks.  It means that for 
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accounts taking fixed distributions the sequence of the returns is critical, 
specifically because early account losses or portfolio declines substantially 
impair sustainability and vice versa.  Search “Sequence-of-Return Risk” and 
you’ll find dozens of articles addressing this very problem.  Importantly, 
Monte-Carlo simulation, so present in sales presentations, is totally missing in 
retirement account management; the failure to update simulations may be 
directly linked to Client loss when updated simulations are not used.    
 
 
Fooled by Averages. 
 

A Monte Carlo Simulation is a respected and widely adopted method of 
forecasting outcomes and risk. Inputting known variables, such as a principal 
amount, standard deviation, average growth rate, and a time series such as 
days, months or years, produces a Bell Curve of outcomes over thousands or 
millions of iterations.  The Investment Advisory industry has employed Monte 
Carlo Simulation in its presentations to financial planning clients for years. 
Monte Carlo Simulations have been used in litigation by claimants to prove 
that negative outcomes were predictable and foreseeable at the time of the 
recommendation, while respondents have used them to illustrate their 
recommendation was sound.  Importantly, there is still much debate about 
whether the variables used in simulations reflect the real risks or provide false 
security, ideas expressed clearly in recent PIABA Bar Journal articles.1  

But it is often the failure to use Monte Carlo Simulation effectively that 
leaves Late-Term Investors in dire financial straits.  Every simulation is only 
a point-in-time forecast based on specific variables.  Over time, those variables 
change, the time horizon shortens, the standard deviation changes, and the 
portfolio value changes; however, withdrawals remain constant. In my years 
as an expert I cannot recall a case where new simulations were run to determine 
if the portfolio’s distributions were still sustainable following declines in 
portfolio value.  Instead, investors stayed the course on recommendations that 
ignored “Sequence-of-Return Risk” in reliance essentially on out-of-date, stale 
forecasts.  

To elaborate, assume a Client with $1 million portfolio withdraws 5% per 
year ($50,000), but experiences a 20% decline in the portfolio by the end of 
three years to $800,000.  A new investor retiree with $800,000 portfolio and a 
5% withdrawal rate would be advised to take no more than $40,000 per year 

                                                 
1.  See Michael B. Engdahl, Computer Model Illustrations in Securities Arbitration 
Cases, 19 PIABA B.J. 45 (2014), and Jeffery Schaff & Michele Schaff, Gamed By 
Monte Carlo, 19 PIABA B.J. 237 (2012). 
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to assure sustainability.  An adviser’s recommendation to “stay the course” 
and maintain the withdrawal rate based on the stale 3-year old simulation is 
now, in fact, unsuitable and unsustainable. 

In the cases I have seen, the common advice to retirees taking distributions 
during recent market declines was to “stay-the-course” — advice based not on 
an updated Monte Carlo Simulation, but upon unfounded reliance on out-of-
date projections and market optimism.  This led to unsustainable portfolios 
even after markets were in recovery.  Had the Client been provided a revised 
simulation based upon new variables ($800,000, a $50,000 withdrawal rate, 
and a 27 year time horizon), the sustainability risk would have become 
immediately apparent calling for action.  Without the updated simulation, no 
action was taken or additional risks discussed and the Client is now destitute. 

Late-Term Investors suffer most from Sequence-of-Return Risk and 
cannot wait for market recoveries by blindly continuing to take distributions 
and riding out the bumps, nor can they even sustain periods of non-growth if 
they occur early in the plan.  How many recessions has the country experienced 
where market declines and recoveries consumed approximately 36 months and 
how many 3-4 year periods has the S&P 500 suffered a loss or remained 
unchanged?  These conditions are normal bumps for Long-Term investors 
accumulating wealth, but can spell disaster for Late-Term Investors relying on 
sustained distributions for the balance of their lives.  All Late-Term Investors 
must be prepared to reduce risk pro-actively and to react precipitously to 
contain loss and premature account depletion that threatens income 
sustainability over a life expectancy.  Updated Monte Carlo Simulations 
provide real guidance when used for retirement accounts in distribution.  The 
question in litigation is where were the Monte Carlo Simulations when the 
Client needed them?    

Below is a table illustrating “Sequence of Return” risk.  The Illustration 
assumes an 8% return over 25 years with a standard deviation of 14.4% and a 
withdrawal rate of $50,000 per year.  The left side illustrates the impact of 
modest losses in the first three years while the right side simply reverses the 
returns to place the gains first.  
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The conclusion is crystal clear. Early losses in accounts under distribution 

can dramatically alter outcomes and sustainability, a foreseeable fact routinely 
ignored in recommendations to “stay the course.” 
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THE PONZI SCHEME CONUNDRUM 
WHY FOUR HARDSHIP EXEMPTIONS SHOULD BE  

WRITTEN INTO FRAUDULENT TRANSFER LAW 
 

Bryce Cullinane 
 
 

I. INTRODUCTION  
  

David Iselin is a sixty-six year old retiree from White Plains, N.Y.  He put 
his life savings and a significant amount of his retirement money in the hands 
of Bernard “Bernie” Madoff (“Madoff”).  When Madoff’s scheme imploded, 
not only did Iselin lose the money he planned to retire on, money he thought 
was safely accruing a return in his Madoff account, but he also received an 
upsetting letter.  The letter was from Irving Picard (“Picard”), the liquidating 
trustee of Madoff’s defunct securities firm.  It informed Mr. Iselin that though 
he had lost his retirement money in the Madoff scheme, he also owed money 
to the trustee, because the total amount he withdrew from his Madoff account 
exceeded the total amount he invested into it.  Iselin was dumbfounded: “I 
figured the purpose of an investigation into Madoff would be to attack people 
who knew it was a fraud.  Not to attack the victims.”1  

Mr. Iselin is what the law calls a “net winner,” meaning that on balance he 
received more money from Madoff than he invested.  On the other hand, “net 
losers” are those who, on balance, received less than what they invested, or 
nothing at all. The law says that net winners, regardless of the hardship 
imposed on them, must give back their net winning money, for distribution 
amongst the net losers.  This is colloquially called a “clawback” of a fraudulent 
transfer.2     

 

                                                 
1. Dunstan Prial, Madoff Victims See No End in Sight to Legal Struggles, FOX 

BUSINESS (June 25, 2012), available at http://www.foxbusiness.com/business-
leaders/2012 /06/22/madoff-victims-see-no-end-in-sight-to-legal-maze/. 

2. “Clawback” is a term used in many areas of law.  See Miriam A. Cherry & Jarrod 
Wong, Clawbacks: Prospective Contract Measures in an Era of Excessive Executive 
Compensation and Ponzi Schemes, 94 MINN. L. REV. 368, 410–11 (2009) 
(commenting that “clawbacks have been used in venture capital agreements to spread 
profits and losses . . . and to describe . . . the taxation of real estate investment trusts 
(REITs) and other investment vehicles . . .” and “in electronic discovery, a ‘clawback 
agreement’ also refers to an instance where the parties to a lawsuit” agree that 
inadvertently disclosed information will be returned). 
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The purpose of clawing back net-winner money is to treat all defrauded 
investors equally; each getting as close to their principal back as possible.  
There is no good reason, proponents say, to let net winners keep their 
winnings, at the expense of net losers; net winners just had the good fortune of 
pulling their money out earlier.  However, this rationale ignores the hardship 
suffered by some net winners.  For example, what happens when a middle-
class net winning investor has spent his or her net-money to buy a home or pay 
off their mortgage?  What if that investor cannot afford to pay back the money, 
because doing so would mean bankruptcy?  What if that net winner is in 
retirement, living on a tight, fixed income?  These investors had no idea that 
the money they received was from a Ponzi scheme and had every reason to 
believe that this money was the fruit of a legitimate investment.3  In these 
situations, clawback is unfair because it forces these net winners into hardships 
that similarly situated net losers do not have to bear.4  

There are some statutory protections for net winners, but they are few in 
number and limited in reach.  Trustees5 occasionally setup ad hoc hardship 
programs to exempt certain hard hit net winners, but these programs depend 
upon the goodwill of a trustee.  There is no doubt that these hardship programs 
help investors, but their unpredictability creates varied outcomes.   

To alleviate this hardship and to end the unpredictability of ad hoc 
hardship programs, a select number of hardship exemptions should be added 
to fraudulent transfer law. 6   Specifically, Congress should codify four 
exemptions, currently in use by Picard himself, so that net money spent on the 
homestead is exempted, so that investors in retirement or who would be driven 
into bankruptcy are exempted, and so that net winners may receive an offset 

                                                 
3. This paper advocates exemptions to protect those investors who took money in good 
faith and who were not put on notice of the red flags of a Ponzi scheme.  This paper 
does not argue that bad faith investors, or investors who should have known that their 
money came from a Ponzi scheme, should be protected by exemptions to fraudulent 
transfer law.  

4. Amy J. Sepinwall, Righting Others’ Wrongs: A Critical Look at Clawbacks in 
Madoff-Type Ponzi Schemes and Other Frauds, 78 BROOK. L. REV. 1, 60 (recognizing 
the idea that “innocent investors reasonably relied on the authenticity of their 
withdrawals” and “it might be unfair to pursue a clawback action” where the money 
was spent, “whether on grandchildren’s college tuition, [or] living expenses”). 

5. This article uses the term “trustee,” but to be clear, these arguments apply equally 
to receivers.  

6. Some scholars have argued for a complete overhaul of fraudulent transfer law.  See 
Sepinwall, supra note 4, at 55–64. 
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for taxes paid on net money.  As Picard is already selectively using these, they 
have the advantage of being tried and tested. Additionally, to ensure 
legitimacy, these exemptions should be affirmative defenses. 

Some will argue that adding exemptions for net winners will mean less 
money for losing investors and will create a slippery slope of exemptions.  
However, first, by creating clear-cut and predictable rules, these exemptions 
will lower the cost of clawback litigation for trustees, meaning more money 
for losing investors.  Second, these exemptions cover investors who are not 
common targets of fraudulent transfer suits anyway, so exempting them will 
have little effect on recovery.  Third, as each of the proposed exemptions is 
rooted in public policy and has a cousin in bankruptcy law, they are logical 
extensions of the law of fraudulent transfers.   

As Ponzi schemes are the most dramatic illustration of financial fraud and 
clawback litigation, this paper focuses on them.7  Part II provides a brief 
overview of who Charles Ponzi was and what modern Ponzi schemes entail, 
with an eye on legally relevant aspects.  Part III surveys the law of avoiding 
fraudulent transfers and presents an example case for illustration.  Part IV 
makes an argument for each of the four proposed exemptions and responds to 
potential criticism.  Part V concludes by admitting that other exemptions may 
be appropriate. 

 
 

II. PONZI SCHEMES 
 

Charles Ponzi, an Italian immigrant who settled in Boston, spent his life 
looking for a get-rich-quick scheme.8  In 1919, he thought he found one.  He 
believed he could speculate on international reply coupons9 and make a profit 

                                                 
7. However, it should be noted that fraudulent transfer suits are not limited to Ponzi 
schemes, and the exemptions here should apply to fraudulent transfer law generally.  

8. Ponzi, after his first prison stint, “was as eager to get rich [and] . . . believed he 
could do it legitimately with one of the many plans he had cooked up in prison.” 
MITCHELL ZUCKOFF, PONZI’S SCHEME: THE TRUE STORY OF A FINANCIAL LEGEND 51 
(Random House Trade Paperbacks ed. 2006). 

9. “In April 1906, representatives of the United States and sixty-two other countries 
gathered in Rome with the goal of making it easier to send mail across national borders 
. . . [and so they] created a system of international postal currency, paper that held a 
fixed value from one country to the next and could be redeemed for stamps in any post 
office of a country belonging to [the participating nations]. They called the currency 
they created International Reply Coupons.”  Id. at 93–94.  
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doing it.10  After he began his venture, investor money in hand, he learned that 
the law11 and the limited volume of stamps on the market made a profitable 
business impossible.12  But that did not stop Ponzi from continuing to collect 
investor money, enticing them with fifty percent interest every forty-five 
days.13   If an investor came calling after that period, Ponzi would try to 
convince them to leave their money with him, and compound another fifty 
percent interest.  If the investor declined the offer, Ponzi would give them a 
new investor’s money,14 touted as profits.15  To skeptics, Ponzi said there was 

                                                 
10. Ponzi’s initial model was based on sending funds to a friend in Barcelona, who 
would send him coupons back, and by “redeeming them in Boston . . . Ponzi would 
earn a profit before expenses of ten cents, or 10 percent, on each dollar’s worth of 
coupons he bought in Spain and redeemed in the United States.”  Id. at 95.  

11. The Postal Service, in response to a letter from Ponzi asking about the coupons, 
responded this way: “You are advised that International Reply Coupons are issued ... 
for use in pre-paying international reply postage. To effect that purpose they must be 
exchanged for stamps of foreign countries . . . . They are not intended as a medium of 
speculation, and the department cannot sanction their use for that purpose.”  Id. at 120–
21.  

12. In reaction to postal service concerns about Ponzi, “the Italian postal officials 
abruptly suspended sales of reply coupons [in 1919]. Their counterparts in France and 
Romania quickly followed.”  Id. at 125.  

13. Id. at 100.  

14. Ponzi hired salesmen to recruit new investors. In modern times, this arrangement 
often takes the form of “feeder funds” into a Ponzi scheme. DIANA B. HENRIQUES, 
THE WIZARD OF LIES: BERNIE MADOFF AND THE DEATH OF TRUST 58 (Times Books, 
1st ed. 2011). When a Ponzi scheme goes bust, feeder fund customers typically have 
no claim against the estate because they were not customers of the Ponzi scheme. See 
generally Diana B. Henriques, Broader Pool of Madoff Victims to Benefit From Fund, 
N.Y. TIMES, Nov. 18, 2013, available at http://dealbook. nytimes.com/2013/ 
11/18/compensation-fund-set-for-feeder-fund-victims-in-madoff-scheme/?_r=1. 

15. The Securities and Exchange Commission defines a Ponzi scheme this way: “A 
Ponzi scheme is an investment fraud that involves the payment of purported returns to 
existing investors from funds contributed by new investors. Ponzi scheme organizers 
often solicit new investors by promising to invest funds in opportunities claimed to 
generate high returns with little or no risk. In many Ponzi schemes, the fraudsters focus 
on attracting new money to make promised payments to earlier-stage investors to 
create the false appearance that investors are profiting from a legitimate business.” 
U.S. Securities and Exchange Commission Office of Investor Education and 
Advocacy, Ponzi Schemes, http://www.sec.gov/answers/ponzi.htm (last visited Feb. 1, 
2015).  
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no way he could maintain his lavish lifestyle and pay investor’s their profits if 
his business was illegitimate.  In reality, both his lifestyle and the investor 
payments were paid with the money of other investors.16  This fact, that a Ponzi 
scheme takes money from one investor and hands it to another investor, and 
calls it profit, is the linchpin of fraudulent transfer law and clawback litigation.  

By 1920, news got out that Ponzi was being investigated for fraud.  As a 
result, an onslaught of investors demanded their money back and Ponzi’s 
insolvency became apparent.17  In 1920, Ponzi was convicted of fraud.18  In 
just “eight months he took in $9,582,000, for which he issued his [promissory] 
notes for $14,374,000 . . . He made no [legitimate] investments of any kind,” 
but rather moved other people’s money around and took a large portion for 
himself.19  The Ponzi scheme was born.20   

Today, despite the efforts of organizations like FINRA and PIABA to 
educate investors,21 Ponzi schemes are alive and well.22  They usually include 

                                                 
16. See In re Manhattan Inv. Fund Ltd., 397 B.R. 1, 8 (S.D.N.Y. 2007) (noting that a 
Ponzi scheme operator uses “money from new investors . . . to pay artificially high 
returns to earlier investors in order to create an appearance of profitability and attract 
new investors”).  

17. ZUCKOFF, supra note 8, at 231.  

18. Id. at 289. 

19. Cunningham v. Brown, 265 U.S. 1, 8 (1924) (discussing a fraudulent preference 
payment made by Charles Ponzi).  

20. Before Ponzi, this scheme was known as “robbing Peter to pay Paul.”  ZUCKOFF, 
supra note 8, at 104.  

21. Financial Industry Regulatory Authority, Avoiding Investment Scams (2013), 
available at http://www.finra.org/web/groups/investors/@inv/@protect/@ia/docu 
ments/investors/p125862.pdf. 

22.  Jeff Sommer, The Bridges Are New, but Business Scams Are Timeless, N.Y. TIMES 
(Sep. 28, 2013), available at http://www.nytimes.com/2013/09/29/your-money/the-
bridges-are-new-but-business-scams-are-timeless.html; Stephen Greenspan, Why We 
Keep Falling for Financial Scams, WALL ST. J. (Jan. 3, 2009, 11:59 PM), available at 
http://online.wsj.com/news/articles/SB123093987596650197; Jessica D. Gabel, 
Midnight in the Garden of Good Faith: Using Clawback Actions to Harvest the 
Equitable Roots of Bankrupt Ponzi Schemes, 62 CASE W. RES. L. REV. 19, 77 (2011) 
(“There is no shortage of Ponzi schemes. In the first six months of 2011 alone, forty-
five possible Ponzi schemes have been reported.”).  
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the same red flags23 and schemes like Madoff’s were no exception.24  A now 
famous 2001 Barron’s article commented that Madoff’s “private accounts [] 
produced compound average annual returns of 15% for more than a decade... 
[and some accounts] never had a down year.  [But when] Barron's asked 
Madoff how he accomplishe[d] this, he [said], ‘It's a proprietary strategy. I 
can't go into it in great detail.’” 25   

When a Ponzi scheme goes bust, a trustee is appointed to handle the 
liquidation.26  Most Ponzi schemes are wound up27 under the Bankruptcy Code 
(the “Code”) or under state laws.28  However, if a Ponzi scheme is a registered 
broker-dealer of securities, then it might be liquidated under the Securities 
Investor Protection Act (“SIPA”).29  In reaction to a wave of broker-dealer 

                                                 
23. Sandra S. Benson, Recognizing The Red Flags Of A Ponzi Scheme, THE CPA 

JOURNAL (June 2009), available at http://viewer.zmags.com/publication/95cbd4 
ae#/95cbd4ae/20.  

24. One author explained the Madoff scheme this way: “To perpetuate the fraud, 
Madoff would keep accounts for all of his investors and show them statements 
containing fictitious profits made from securities trades. But in reality, Madoff was 
not making any trades at all. He simply recruited individuals to invest in his firm, and 
then used their money to pay other investors when requests for distribution of ‘profits’ 
were made.” Anthony Martucci, Advocating for Asset Forfeiture in the Post-Madoff 
Era: Why the Government, Not A Bankruptcy Trustee, Should Be Responsible for 
Recovering and Redistributing Assets from Feeder Funds and Net Winners, 63 CASE 

W. RES. L. REV. 599, 602–03 (2012) (internal quotes and citations omitted).  

25. Erin E. Arvedlund, Don’t Ask, Don’t Tell: Bernie Madoff Attracts Skeptics in 2001, 
BARRON’S (May 7, 2001, 12:01 AM), available at http://online.barrons.com/article 
/SB989019667829349012.html. 

26. See generally KATHY BAZOIAN PHELPS & HON. STEVEN RHODES, THE PONZI 

BOOK: A LEGAL RESOURCE FOR UNRAVELING PONZI SCHEMES (LexisNexis 2012).  

27. “Winding up” is defined as “[t]he process of settling accounts and liquidating 
assets in anticipation of a partnership’s or a corporation’s dissolution.” BLACK’S LAW 

DICTIONARY (9th ed. 2009). 

28. PHELPS & RHODES, supra note 26, at § 20.06.  

29. Annotation, Validity, Construction, and Application of Securities Investor 
Protection Act of 1970 (15 U.S.C.A. § 78aaa et seq.), 23 A.L.R. FED. 157 (“Upon its 
determination that a broker-dealer is in danger of failing to meet its financial 
obligations, and that the customers of the broker-dealer are in need of the protection 
of [SIPA], the SIPC may petition a Federal District Court for the appointment of a 
trustee and the liquidation of the broker-dealer’s business.” (emphasis added) (internal 
citations omitted)).   
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bankruptcies that left many investors high and dry in the 1960s, Congress 
passed SIPA in 1970.30  SIPA’s main addition to the Code was the Securities 
Investor Protection Corporation (“SIPC”), which insures customers of 
insolvent broker-dealers up to $500,000.31  This money comes from a fund 
subsidized by broker-dealer fees.32  Though the Code and SIPA differ in many 
ways,33 for purposes of this paper, they are nearly identical on fraudulent 
transfers and clawbacks.   

Once a trustee is appointed, her primary goal is to make creditors whole34 

                                                 
30. Id. (explaining that Congress passed SIPA because “serious and persistent 
financial problems which beset the securities industry in 1969-1970 had led to 
voluntary liquidations, mergers, receiverships, and bankruptcies of a substantial 
number of brokerage houses, and [] since brokers often hold large amounts of money 
and securities for customers, such failures might lead to extensive customer losses, 
with concomitant weakening of confidence in the securities markets . . . .”). 

31. Subject to filing timely claims, customers of a defunct broker-dealer may receive 
up to $500,000, subject to exceptions.  See Daniel J. Morse, When A Securities 
Brokerage Firm Goes Broke: A Primer on the Securities Investment Protection Act of 
1970, 25-FEB AM. BANKR. INST. J. 34 (2006) (“. . . SIPC administers a fund to protect 
the accounts of securities investors. The fund essentially constitutes an insurance 
program designed to protect the customers of brokerage firms subject to SIPA from 
loss in case of financial failure of the member brokerage firm. . . . Thus, SIPA confers 
preferential standing [only] upon ‘customers.’ Other creditors of the insolvent 
securities brokerage firms must recover their debts out of the general estate of the 
debtor. Moreover, to qualify as a customer, an investor must also demonstrate that the 
cash deposited with the debtor was deposited ‘for the purpose of purchasing 
securities.’”).  

32. Id. (“Most securities brokers must be members of the SIPC and must contribute to 
the fund the SIPC maintains for investor protection. If the SIPC’s funds should become 
inadequate to carry out the statutory purposes, SIPA authorizes borrowing from the 
U.S. Treasury of up to $1 billion.”). 

33. Id. (pointing out that while an “SIPC trustee is required to distribute securities to 
customers to the greatest extent practicable in satisfaction of their claims against the 
debtor . . . a trustee under the Code is charged with converting securities to cash as 
quickly as possible and . . . making cash distributions to customers of the debtor in 
satisfaction of their claims”). 

34. Hon. Steven Rhodes, The Fiduciary and Institutional Obligations of A Chapter 7 
Bankruptcy Trustee, 80 AM. BANKR. L.J. 147, 164–65 n.78 (2006) (noting that “[t]he 
trustee’s duty is to maximize the assets of the bankruptcy estate to allow maximum 
recovery for . . . creditors”) (quoting United States v. Sims, 218 F.3d 948, 952 (9th Cir. 
2000)).  
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(an oftentimes-elusive goal).35  There are many ways to do this,36 and in the 
Ponzi scheme context, one of the primary ways is to track down those 
payments made to investors that were touted as profits.  Remember, these 
payments are not actual profits, but other people’s money, and so are per se 
fraudulent.  The trustee locates the investor (the transferee), sues them in court, 
has the transfer declared fraudulent (avoided) and once this happens, the 
investor has to give the money back.  This is called avoiding a fraudulent 
transfer.   

 
 

III. AVOIDING FRAUDULENT TRANSFERS 
        

In the abstract, the law of fraudulent transfers is convoluted, and so this 
section will first present the relevant law, and second, will review an example 
case.  Section 548 of the Code says, in relevant part, that a “trustee may avoid 
any transfer . . . [of] property . . . that was made . . . within 2 years before the 
date of the filing of the petition, if the debtor . . . made such transfer . . . with 
actual intent to hinder, delay, or defraud any [creditor]; or received less than a 
reasonably equivalent value in exchange for such transfer . . .; and was 
insolvent” on the date of the transfer.37  This section allows a trustee38 to avoid 
fraudulent transfers made by a defunct entity (referred to as the debtor), under 

                                                 
35. Donell v. Kowell, 533 F.3d 762, 776 (9th Cir. 2008) (noting that “assets recovered 
after a collapsed Ponzi scheme typically are insufficient to satisfy claims by defrauded 
investors”) (citing Mark A. McDermott, Ponzi Schemes and the Law of Fraudulent 
and Preferential Transfers, 72 AM. BANKR. L.J. 157, 157–59 (1998)).  

36. In a typical SIPA liquidation, the securities accounts of the debtor are transferred 
to another securities firm.  See Morse, supra note 31 (“When practicable, the trustee 
will use the funds advanced by SIPC to buy securities of the same class and series as 
those owed to the customer.”).  This cannot happen in a Ponzi scheme, because there 
are often no actual securities on the books.  

37. 11 U.S.C. § 548(a)(1)(A)–(B)(ii). 

38. A trustee has the standing to avoid fraudulent transfers because she is the new head 
of the debtor, charged with undoing misdeeds for the benefit of creditors.  Scholes v. 
Lehmann, 56 F.3d 750, 754 (7th Cir. 1995) (rejecting the argument that a receiver did 
not have standing and noting that the “three sets of transfers removed assets from the 
corporations for an unauthorized purpose and by doing so injured the corporations” 
and creditors, giving the receiver the authority to rectify the situation).  Some courts 
have questioned if the same is true for sole proprietorships.  One court noted that “we 
can find no cases in which a receiver for a sole proprietorship recovered a fraudulent 
conveyance.” Id. at 755.   
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a theory of actual or constructive fraud.  Identical language is found in state 
fraudulent transfer laws.39  Section 548 serves to both discourage companies 
from making transfers that improperly lower company value and provides a 
mechanism for voiding them after the fact.40  This paper focuses on fraudulent 
transfer law as applied to average investors41 and preferential transfers, which 
allow a trustee to automatically avoid transfers made within ninety days of a 
bankruptcy filing.42  

The first part of section 548, quoted above, concerns actually fraudulent 
transfers.  The trustee has the burden43 of proving that a transfer, made within 
the statute of limitations, was made with the intent to “hinder, delay or 

                                                 
39. Mark A. McDermott, Ponzi Schemes and the Law of Fraudulent and Preferential 
Transfers, 72 AM. BANKR. L.J. 157, 159–60 (1998) (“[T]here are few substantive 
distinctions between the two uniform [state fraudulent transfer] statutes, or between 
the two statutes and § 548 of the Bankruptcy Code.”). 

40. In re Derivium Capital, LLC, 716 F.3d 355, 361 (4th Cir. 2013) (“The purpose of 
the Bankruptcy Code’s avoidance provisions is to prevent a debtor from making 
transfers that diminish the bankruptcy estate to the detriment of creditors.”).  

41. The issues that arise when dealing with insiders, family members, stockbrokers, 
and others, are not the focus of this paper.  See, e.g., Scholes, 56 F.3d at 758–59 
(discussing issues surrounding fraudulent transfers made by a Ponzi scheme 
corporation to the principal shareholder’s ex-wife); Derivium Capital, 716 F.3d at 361 
(noting that generally, because stockbroker payments are not considered property of 
the debtor, “the trustee may not avoid a transfer that is a margin payment . . . or 
settlement payment . . . made by or to (or for the benefit of) a . . . stockbroker”); Tally 
M. Wiener, On the Clawbacks in the Madoff Liquidation Proceeding, 15 FORDHAM J. 
CORP. & FIN. L. 221, 229–330 (2009). See also Kenneth N. Klee, Tithing and 
Bankruptcy, 75 AM. BANKR. L.J. 157 (2001). 

42. Preferential transfers do not involve as much money or as many investors as 
fraudulent transfers.  Gabel, supra note 22, at 34 (“The major obstacle to the preference 
action, however, is that most, if not all, of the transfers in a Ponzi scheme occur outside 
[the] ninety-day limit. By contrast, fraudulent transfers allow the trustee to avoid 
transfers beyond the ninety days.”). See also CHARLES JORDAN TABB, THE LAW 
OF BANKRUPTCY 465, 486 (Foundation Press, 2d ed. 2009); Bennett W. Lasko, 
“Clawbacks” in the Aftermath of Madoff and Other Investment Frauds, DRINKER 
BIDDLE HEDGE FUND ALERT (Mar. 11, 2009), available at http:// 
www.drinkerbiddle.com/resources/publications/2009/clawbacks-in-the-aftermath-of-
madoff-and-other-investment-frauds; 11 U.S.C. § 547.  

43.  In re Fruehauf Trailer Corp., 444 F.3d 203, 211 (3d Cir. 2006) (“The party 
bringing the fraudulent conveyance action bears the burden of proving each of [the] 
elements by a preponderance of the evidence”).  
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defraud” creditors.  The phrase “hinder, delay, or defraud” is not defined in the 
Code, but courts have interpreted it to entail a “general scheme or course of 
conduct that is designed to divert assets of a debtor without regard to the 
interests of creditors.”44  Preferring one creditor over another is not enough, 
but as we will see, handing one investor’s money to another investor, and 
calling it a profit, is.45  The trustee’s power to avoid is usually limited to the 
initial transferee46 and the court’s jurisdiction over the investor is usually 
established when the investor files a claim for return of defrauded money.47 

Fraudulent intent must exist at the time of the transfer,48 but as Ponzi 

                                                 
44. In re Bell & Beckwith, 64 B.R. 620, 628 (Bankr. N.D. Ohio 1986). 

45. Dean v. Davis, 242 U.S. 438, 444 (1917).   

46. Manhattan Inv. Fund, 397 B.R. at 14 (noting that though the initial transfer was 
from the Ponzi scheme to a bank, “the bank was not the initial transferee because it 
acted as a ‘financial intermediary’ and ‘received no benefit’”). 

47. In re Cruisephone, Inc., 278 B.R. 325, 330 (Bankr. E.D.N.Y. 2002) (“The filing of 
a proof of claim by a creditor is not merely a means of providing information to the 
bankruptcy court, but is a submission to . . . an adversary proceeding seeking recovery 
against the creditor . . . .”). Some have speculated that the SIPC sent out claim forms 
to thousands of Madoff customers, for the redemption of lost money, as a means of 
getting them to submit to the jurisdiction of the court.  See Pamela A. MacLean, A 
New Legal Industry: Madoff, 31 NATIONAL LAW JOURNAL 1 (2009) 
(commenting that this strategy “has been called a potential Trojan horse to use against 
investors,” particularly “to establish jurisdiction” over foreign investors).  

48. PHELPS & RHODES, supra note 26, at § 2.02.   
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scheme transfers have a presumption of fraudulent intent,49 a trustee does not 
have to prove this element once the company has been declared a Ponzi 
scheme.50  In sum, under the theory of actual fraud, most transfers made by a 
Ponzi scheme, within the statute of limitations, are voidable by a trustee.  For 
a defrauded investor, this means that, in theory, all money received from the 
Ponzi scheme can be clawed back.  The logic is that every dollar given to a 
winning investor was someone else’s money, disguised as profit.51 

If all the money that a winning investor received from a Ponzi scheme 
could be clawed back, this would mean a loss of the principal investment, as 
well as net money.  To protect an investor’s principal from being clawed back, 
the Code contains a “good faith” exception.  Section 548(c) provides in part 
that “a transferee . . . that takes for value and in good faith has a lien on or may 
retain any interest transferred . . . to the extent that such transferee . . . gave 

                                                 
49. Perkins v. Haines, 661 F.3d 623, 626 (11th Cir. 2011) (“With respect to Ponzi 
schemes, transfers made in furtherance of the scheme are presumed to have been made 
with the intent to defraud . . . .”); In re World Vision Entm't, Inc., 275 B.R. 641, 656 
(Bankr. M.D. Fla. 2002) (“In cases involving a Ponzi scheme, the analysis is simplified 
because fraudulent intent is inferred.”); In re Indep. Clearing House Co., 77 B.R. 843, 
860 (D. Utah 1987) (“One can infer an intent to defraud future undertakers from the 
mere fact that a debtor was running a Ponzi scheme. Indeed, no other reasonable 
inference is possible. A Ponzi scheme cannot work forever. The investor pool is a 
limited resource and will eventually run dry. The perpetrator must know that the 
scheme will eventually collapse as a result of the inability to attract new investors. The 
perpetrator nevertheless makes payments to present investors, which, by definition, 
are meant to attract new investors. He must know all along, from the very nature of 
his activities, that investors at the end of the line will lose their money. Knowledge to 
a substantial certainty constitutes intent . . . and a debtor’s knowledge that future 
investors will not be paid is sufficient to establish his actual intent to defraud them.” 
(internal citations omitted)). 

50. PHELPS & RHODES, supra note 26, at § 2.03.  

51. Scholes v. Lehmann, 56 F.3d 750, 757 (7th Cir. 1995) (noting that a winning 
investor “should not be permitted to benefit from a fraud at [losing investors’] expense 
merely because he was not himself to blame for the fraud”). See also Jordan Maglich, 
Up Next For ZeekRewards Ponzi Scheme Victims . . . Clawbacks?, FORBES (Aug. 
27, 2012, 8:33 AM), http://www.forbes.com/sites/jordanmaglich/ 2012/08/27/up-
next-for-zeekrewards-ponzi-scheme-victims-clawbacks/ (“A re-ceivership is founded 
on principles of equity. Because the amount of assets ultimately available for 
distribution to victims is usually insufficient to satisfy the total amount of victim 
claims, the receiver is tasked with ensuring that any distribution treats similarly-
situated victims alike. This includes ensuring that some victims do not receive or retain 
gains at the expense of other victims.”).  
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value to the debtor in exchange for such transfer or obligation.”52  In other 
words, an investor who gives value53 (the principal investment) and takes 
payments, in good faith, is only responsible to pay back the netted amount.54  
The legal logic is that the payments made by the scheme to the investor, up to 
the value of the principal, satisfied the investor’s lien.  How a trustee calculates 
the lien amount is often a contentious issue and beyond the scope of this 
paper.55  

“Good faith” is not defined in section 548 and so its application varies by 
jurisdiction. 56   Some jurisdictions use a subjective analysis. 57   Other 
jurisdictions use an objective analysis, looking to see if “a transferee's 

                                                 
52.  11 U.S.C. § 548(c).  

53.  The law applies equally to cash transfers as it does to equity transfers.  See Perkins, 
661 F.3d at 628 (noting that “no court has distinguished between equity investments 
and debt-based claims when applying the general rule to fraudulent transfer actions 
arising out of a Ponzi scheme”). 

54. Id. at 626–27 (noting that a winning investor has “an affirmative defense where 
[he] acts in good faith and gives value to the debtor in exchange for such transfer” and 
“[i]n the case of Ponzi schemes, the general rule is that a defrauded investor gives 
‘value’ to the Debtor in exchange for a return of the principal amount of the 
investment, but not as to any payments in excess of principal”).  

55. “The Last Statement Method, although not widely adopted, is a favorite of 
investors who have accumulated profits on their statements and who seek to be paid 
those expected profits.” Kathy Bazoian Phelps, Handling Claims in Ponzi Scheme 
Bankruptcy and Receivership Cases, 42 GOLDEN GATE U. L. REV. 567, 574 (2012).  
In contrast, the “net equity” method looks to “the amount of cash deposited by the 
customer into his . . . customer account less any amounts already withdrawn by him.” 
In re Bernard L. Madoff Inv. Sec. LLC, 424 B.R. 122, 125 (Bankr. S.D.N.Y. 2010) 
aff'd, 654 F.3d 229 (2d Cir. 2011).  See also Diana B. Henriques, In Court, 
Impassioned Challenges of Madoff Trustee’s Plans, N.Y. TIMES (Feb. 2, 2010), 
available at http://www.nytimes.com/2010/02/03/business/03sipc.html?pagewanted= 
all&_r=0. 

56. Wiener, supra note 41, at 226 (noting that “good faith” “is not defined by § 548, 
but rather, has been construed by case law”); In re M & L Bus. Mach. Co., Inc., 84 
F.3d 1330, 1335 (10th Cir. 1996) (noting that the “Code does not define ‘good faith’ . 
. . [and] the legislative history . . . never defines, and scarcely addresses, good faith”).  

57. In re Teleservices Grp., Inc., 444 B.R. 767, 774 (Bankr. W.D. Mich. 2011) (holding 
that a “transferee should be able to keep whatever he has received up to the point in 
time when either (1) he became aware of (or turned a blind eye to) enough badges of 
fraud to no longer be in good faith, or (2) his attempts to ferret out additional badges 
no longer represented an honest effort on his part”).  
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knowledge of, or reasonable cause to suspect, the transferor's insolvency [is] 
inconsistent with good faith.”58  The red flags59 of a Ponzi scheme are often 
discussed under the objective standard.60   Under both tests, if bad faith is 
found, the investor forfeits any right of recovery, including the principal.61  

The trustee can also pursue avoidance under the theory of constructive 
fraud.  The trustee must first show that the payment was received for “less than 
[] reasonably equivalent value” and then must show that the debtor was either 
insolvent when the payment was made, or had small capital, or did not intend 
to pay back its obligations, or preferred an insider.62  Under constructive fraud, 
the trustee may recover all payments made to the investor, above the amount 
of the principal investment.  The payments made to an investor, up to the value 
of the principal, are for value because they satisfied the antecedent debt.  
However, if the trustee can show bad faith, he may recover the principal as 
well.63   

In sum, a fraudulent transfer suit under either theory means that a good 
faith winning investor has to pay back the money he received in excess of his 
principal (the net money).  This means that winning and losing investors, each 

                                                 
58. In re Lull, 386 B.R. 261, 271 (Bankr. D. Haw. 2008) (holding that being on notice 
that the debtor owed a delinquent debt of $5 million to another investor was enough 
to establish a lack of good faith).   

59. Greg N. Gregoriou & Francois-Serge Lhabitant, Madoff: A Riot of Red Flags 
(2009), available at http://docs.edhec-risk.com/mrk/000000/Press/EDHEC_PP_ 
Madoff_Riot_of_Red_Flags.pdf. 

60. In re Bayou Grp., LLC, 439 B.R. 284, 312–14 (S.D.N.Y. 2010).  

61. TABB, supra note 42, at 628.  

62. Gabel, supra note 22, at 37 (noting that one of the following must be found: “(1) 
The debtor was insolvent on the date of the payout or was rendered insolvent because 
of it; (2) The debtor was engaged or about to engage in business for which the assets 
remaining after the transfer constituted ‘unreasonably small capital’; (3) The debtor 
intended to incur debts beyond its ability to pay them at maturity; or (4) The debtor 
made the transfer to or for the benefit of an insider under a separate agreement and not 
in the ordinary course of business.”) (citing 11 U.S.C. § 548(a)(1)(B)(ii)(I)–(IV)).   

63. In re Bernard L. Madoff Inv. Sec., LLC, 440 B.R. 243, 263 (Bankr. S.D.N.Y. 2010) 
(noting that “while innocent investors are entitled to restitution claims up to the 
amount of their principal, such is not the case when investors . . . have had knowledge 
of, and played a part in, furthering the fraud”).  
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get their principal back (or as close as possible).64  Courts have noted that this 
is fair because winning investors who pulled their money out early “should not 
be permitted to enjoy an advantage over later investors sucked into the Ponzi 
scheme who were not so lucky.”65  In addition, proponents note that Ponzi 
scheme investors are “not actually investors, but rather tort creditors with a 
fraud claim for restitution equal to the amount they gave.”66  Finally, as Irving 
Picard once said, “the people who made money, who got more, have made 
money at the expense of the people who didn’t.”67 

Before discussing the example case, the statute of limitations should also 
be briefly mentioned.  By invoking it, the investor can limit the number of 
payments subject to clawback.68  But, because section 544(b) of the Code says 
that a trustee may use state fraudulent transfer laws (which have longer statutes 
of limitations than the two years provided in the Code),69 trustees often use the 
lengthier statutes.70   It should also be noted that there are other defenses 

                                                 
64. TABB, supra note 42, at 470 (“A primary bankruptcy policy is equality of 
distribution among similarly situated creditors.”); Gabel, supra note 22, at 79 (A goal 
of the Code is “equitable distribution of assets among creditors.”).  

65. Donell v. Kowell, 533 F.3d 762, 770 (9th Cir. 2008) (internal quotation omitted).  

66. Id. at 775.  

67. Michael Rothfeld, Madoff Investors Brace for Lawsuits, WALL ST. J. (July 26, 
2010, 12:01 AM), http://online.wsj.com/article/SB100014240527487047191045 
75389141620473502.html (internal quotes omitted). 

68. Picard v. Katz, 462 B.R. 447, 452 (S.D.N.Y. 2011) (granting investor’s motion to 
dismiss on the ground that shorter statute of limitation applied because “undoing such 
large transfers involving so many customers from so long ago as 2002” might also 
have “a substantial and similarly negative effect on the financial markets” (internal 
quotes omitted)).  

69. Under the Uniform Fraudulent Transfer Act, the statute of limitations is four years, 
while under the Uniform Fraudulent Conveyance Act, the statute of limitations of the 
particular state governs, which ranges from three to six years.  TABB, supra note 42, 
at 586–87.  

70. David R. Weinstein & Gil Hopenstand, Reachbacks, Statutes of Limitation and 
Deadlines: Demystifying the Avoiding Powers, 26-JUN AM. BANKR. INST. J. 1, 64 
(2007) (“Section 544(b)(1) enables a trustee to ‘step into the shoes’ of an actual 
creditor of the estate who had rights, still alive as of the petition date, to sue to avoid 
transfers by the debtor under nonbankruptcy [state] law.”).   
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investors can invoke,71 including various state protections,72 but their number 
and complexity are beyond the scope of this paper.  Finally, keep in mind that 
trustees often extend discounts to winning investors who cooperate.73   

Having surveyed the law, the case of Donell v. Kowell74 is helpful to make 
abstract fraudulent conveyance laws concrete.75  In that case, Robert Kowell 
invested in a business purportedly supplying working capital to foreign latex 
glove manufacturers.76 The investment company promised investors twenty 
percent returns in ninety days.  Kowell invested $22,858.92 and had no idea 
that he was investing in a Ponzi scheme.  Before the scheme was exposed, 
Kowell received payments totaling $73,290.70, for a net profit of $50,431.78.  
When the company was exposed and went into bankruptcy, Kowell received a 
letter from the trustee, stating that he had purportedly received nearly $70,000 
in payments (which was an inaccurate calculation made by the trustee) and 
that he needed to pay that entire amount back (but could get a 10% discount 
for settling).  Kowell sent a letter back, expressing “his utter disbelief that [the 
investment company] was in fact a Ponzi scheme and his outrage that a good-
faith investor in a business could be required to return his profits years later.”77  

 

                                                 
71. Some defenses are not discussed here, such as the mere conduit and subsequent 
transferee defenses.  The issue of tax offsets will be discussed later in this paper.  See 
generally PHELPS & RHODES, supra note 26.   

72. For example, in 2011 Minnesota amended the Minnesota Uniform Fraudulent 
Transfer Law to limit the statute of limitations for recovery of fraudulent transfers 
made to charitable or religious organizations from six years to two years.  See Emily 
Chan, Should Charities Be Protected from the Claws of Fraudulent Transfer Laws?, 
NONPROFIT Q. BLOG (Apr. 17, 2012, 1:50 PM), http://www.nonprofit 
quarterly.org/policysocial-context/20163-should-charities-be-protected-from-the-
claws-of-fraudulent-transfer-laws.html.  

73. See, e.g., Receiver’s Message to Net-Winners Regarding Settlement Opportunity 
(Apr. 2, 2013), http://www.zeekrewardsreceivership.com/pdf/4-1-13%20-%20Letter 
%20from%20Receiver%20to%20Net%20Winners_Updated.pdf. 

74. 533 F.3d 762 (9th Cir. 2008). 

75. Donell does not present the nuances of fraudulent transfer law in every jurisdiction. 
It is used here to take the abstract contours of fraudulent transfer law and make them 
more concrete. 

76. The scheme is detailed in Sec. Exch. Comm’n v. Wallenbrock, 313 F.3d 532, 535–
36 (9th Cir. 2002). 

77. Donell, 533 F.3d at 768.  
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The trustee sued Kowell to avoid the fraudulent transfers, asserting actual 
and constructive fraud, and claiming the return of around $50,000.  The district 
court entered judgment 78  against Kowell, but reduced the amount by his 
principal investment and applied the statute of limitations.79  The court found 
that Kowell owed $25,000.   

Kowell appealed to the ninth circuit.  First, he argued that the language of 
fraudulent transfer law speaks of protecting injured creditors, and as he was 
one of the injured creditors, he was exempt from being sued.  The court 
dismissed this argument, pointing out that “[o]nce Kowell has regained his 
initial ‘investment,’ he [was] no longer a creditor—his claim ha[d] been 
repaid.80  Second, Kowell argued that it was inequitable to demand that a 
defrauded good faith investor pay back money.  The court rejected this as well, 
noting that “courts have long held that it is more equitable to attempt to 
distribute all recoverable assets among the defrauded investors who did not 
recover their initial investments rather than to allow the losses to rest where 
they fell.”81  A winning investor “should not be permitted to benefit from a 
fraud at later investors' expense merely because he was not himself to blame 
for the fraud.”82  Third, Kowell argued that the trustee did not have standing 
to sue him because the trustee stood in the shoes of investors like him.  The 
court rejected this, noting that the trustee “has standing to bring this suit 
because . . . [he] is in fact suing to redress injuries that [the trustee] suffered 
when its managers caused [the company] to commit waste and fraud.”83  In 
other words, the trustee’s role is as the debtor’s new manager, not creditor.  
Fourth, Kowell argued that his net payments were for value because he 
expected them as returns on his investment.  The court rejected this as well, 
noting that “[a]lthough Kowell was putting real money into [the scheme], and 
was getting what looked like real profits in return, in fact he never received 
‘reasonably equivalent value’ for his investment, just cash that was moved 

                                                 
78. Id. at 773 (noting that as to the theory of fraud upon which the court ruled for the 
trustee, the “district court could have granted summary judgment on either ground”).  

79. Id. at 772 (“Only transfers made within the limitations period are avoidable.”).  

80. Id. at 775. 

81. Id. at 776.  

82. Id. (citing Scholes v. Lehmann, 56 F.3d 750, 757 (7th Cir. 1995)) (internal 
quotations and citations omitted). 

83. Id. at 777. 
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around in an elaborate shell game.”84  
Finally, Kowell argued that he should receive an offset for taxes paid on 

his net profits.  The court listed three reasons for declining.  First, if the court 
exempted taxes, it would also have to exempt similar fees, like bank fees, and 
it would be a slippery slope of exemptions from that point on.85  Second, 
allowing a tax offset would lead to complicated problems of tracing the funds86 
and would lead to inequity between tax brackets.87  Third, the court noted that 
it could not “discern the equity in permitting an offset,” where it “must come 
at the expense of other . . . investors.”88  In other words, “equity compels that 
Kowell share some of the hardship equally with those who lost their initial 
investment.”89  

Donell not only demonstrates how fraudulent transfer law works, but it 
also shows the hardship placed on winning investors.90  Kowell told the trustee 
at the outset, if he “was required to pay back [the demanded] amount . . . he 
would have to declare bankruptcy.”91  In addition, Donell demonstrates that 
the solution to the hardship problem is beyond the purview of courts.92   

 
 
 

                                                 
84. Id. at 778. 

85. Id. at 779 (“[I]f we permit offsets for taxes, logic suggests we should also permit 
offsets for bank transfer fees and other fund management fees. There would also be no 
reason to prohibit offsets for the other countless expenses Kowell has incurred.”).  

86. Id. (“[E]ven if we could limit permissible offsets to a few areas such as taxes paid, 
this would introduce complex problems of proof and tracing into each case.”).  

87. Id. (noting that “investors, having made identical payments and having received 
identical returns, might receive different tax offsets because of their other financial 
decisions”).  

88. Id. 

89. Id. at 780.  

90. Cf. Martucci, supra note 24, at 612 (arguing that trustees do not have enough power 
to crack down on transferees, and so “civil asset forfeiture is a better alternative for 
recovering money from feeder funds or net winners”).  

91. Donell, 533 F.3d at 768.  

92. Courts are unwilling to create hardship exemptions in the common law because 
they could lead to a slippery slope of exemptions.  This being the case, this author 
believes that legislative solutions are appropriate. 
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IV. HARDSHIP EXEMPTIONS  
 
 Trustees such as Picard have used hardship programs to exempt select 
winning investors from clawback.93  His program allowed winning investors 
to send in an application, explaining their hardship, and he would consider 
exempting them.94  The factors Picard considered included advanced age; 
inability to pay for necessary living expenses, such as housing; inability to pay 
for necessary medical expenses; necessity to return to work after having 
retired; declaring personal bankruptcy; inability to pay for the care of 
dependents; the extent to which withdrawals of fictitious profits were used to 
pay taxes on fictitious sums; and other circumstances demonstrating “extreme 
financial hardship.”95   Granting a hardship exemption was up to Picard’s 
discretion.96  
 

                                                 
93. Picard did so after opposition to his clawback suits, which included a Government 
Accountability Office (“GAO”) investigation.  The GAO report on Picard’s fraudulent 
transfer lawsuits described a winning investor being pursued by Picard: “Older woman 
said she lost husband, and his disability payments; had only Social Security income; 
and turned to food stamps, Medicaid, and grants from local charity. [In her words, 
having a hardship waiver granted] ‘might allow me to sleep at night without the fear 
of being homeless.’” U.S. GOV’T ACCOUNTABILITY OFFICE, SECURITIES INVESTOR 

PROTECTION CORPORATION: CUSTOMER OUTCOMES IN THE MADOFF LIQUIDATION 

PROCEEDING at 40 (Sep. 2012), available at http://www.gao.gov/assets/650/ 
648237.pdf [hereinafter “MADOFF LIQUIDATION CUSTOMER OUTCOMES”].   

94. THE MADOFF RECOVERY INITIATIVE: HARDSHIP PROGRAM, 
http://www.madofftrustee.com/hardship-program-17.html (last visited Feb. 3, 2015).  

95. Id. 

96. In its report, the GAO noted that: “According to [Picard], he assessed general 
factors in considering hardship applications, but there were no formal criteria or 
decision rules. Instead, the Trustee [said], he applied his judgment . . . .” MADOFF 

LIQUIDATION CUSTOMER OUTCOMES, supra note 93, at 39; See also Dick Carozza, 
Balancing Act: An Interview with Irving H. Picard, Madoff Trustee, FRAUD 

MAGAZINE, July-Aug. 2010, at 36, available at http://www.fraud-magazine. 
com/article.aspx?id=4294967939. 
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 These exemptions are beneficial, 97  but because they are left to the 
judgment of a trustee they are unpredictable and create variable outcomes.98  
To alleviate this, certain exemptions should be codified.  Explicit exemptions 
in the Code and in SIPA would alleviate hardship, remove the guessing game 
and anxiety of waiting to hear back on a hardship application,99 and would 
ensure that winning investors throughout the country (subject to state 
variances) are treated equally.  
 Additionally, the rationale of SIPA and the Code support codified 
exemptions.  SIPA “is concerned primarily with customer protection and 
minimizing threats to the securities industry.”100  Forcing winning investors 
into the hardship of, for example, losing their home, is not in the best interest 
of the securities industry because it creates aversion to investing.101   The 
fraudulent transfer section of the Code aims to treat all investors equally.  
However, to force one investor out of his home to satisfy the claim of a losing 
investor, especially when that losing investor has a roof over his or her head, 
is unequal treatment.  It is conceded that net winners should not keep net 

                                                 
97. It should be noted that Mr. Picard has made efforts to be transparent and remain in 
communication with those who are subject to clawback suits.  See Guidance on the 
Trustee’s Pursuit of Avoidance Recoveries, SIDNEYTURNER, LLC, BLOG (Aug. 2009), 
http://www.sidneyturnerllc.com/blog/2009/08/guidance-on-the-trustee%E2%80%99 
s-pursuit-of-avoidance-recoveries/. However, it appears that this transparency did not 
carry over to the determination of hardship waivers from fraudulent transfer lawsuits.  

98.  Unpredictability has caused winning investors to lose sleep at night, wondering 
if, after they have already lost significant amounts of money in a Ponzi scheme, they 
might have to declare bankruptcy.  One commentator noted that, as smaller winning 
investors saw Picard suing large institutions in clawback actions, they “said they were 
terrified that [Picard] would come after them.” HENRIQUES, supra note 14, at 258.  

99. It is unclear whether Mr. Iselin, mentioned at the beginning of this paper, applied 
for a hardship exemption, but regardless, he commented that as of June 2012, he had 
been litigating for “three and a half years and it doesn’t seem to have any end in sight.”  
Prial, supra note 1.  With codified hardship exemptions, this wait could be cut down, 
and at least be more accurately anticipated.  

100. Patrick M. Birney & Travis R. Searles, Should SIPA Trustee Have Greater Power 
Than Chapter 7 Trustee to Pursue Third-Party Claims?, 31-MAY AM. BANKR. INST. 
J. 30, 31 (2012).  

101. An article discussing clawback lawsuits in the Ponzi scheme context quoted an 
unidentified investor as commenting: “First we lost the money we thought we had, and 
now we are being asked to return money we don’t have.”  E. Scott Reckard, You Won, 
Now Give It Back, L.A. TIMES (May 20, 2004), http://articles.latimes.com/ 
2004/may/20/business/fi-winners20.  
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money solely on account of their ignorance of fraud; however, they should be 
exempted when their hardship means, for instance, bankruptcy for them and 
satisfaction of claims for others.  
 Four of the exemptions that Picard offered should be codified.102  First, net 
money given to winning investors, then spent on the homestead, should be 
exempted from avoidance.  Second, winning investors in retirement, who have 
no significant income or assets,103 should be exempted.  Third, net winners 
who would be forced into bankruptcy should be exempt.  Fourth, winning 
investors should receive an offset for taxes already paid on net money.  To 
ensure legitimacy, each exemption should be an affirmative defense.  Some 
categories listed by Picard are not included here because they do not constitute 
per se situations of financial hardship and are too vague to implement.104  The 
goal of this paper is not to propose exemptions for exemption’s sake, but to 
propose exemptions that both alleviate the unequal hardship placed on winning 
investors and fit within the framework of the law.  
 Some may argue that these four exemptions are inappropriate because 
each will mean a lower recovery for losing investors and will lead to a slippery 
slope for other exemptions.105  In response, first, codifying these exemptions 
will reduce the litigation costs of the trustee, which will benefit losing 
investors.106  Also, accepting the argument that these exemptions will mean 
lower recovery for losing investors implies that the trustee’s job is a zero-sum 
game.  But because the trustee, and creditors themselves, have many tools for 

                                                 
102. The categories listed by Picard were really not “categories,” but in the absence of 
express guidelines on how Picard decided who was exempted, this paper treats each 
of the “factors” as “categories.”  

103. In order to take advantage of this exemption, an investor should be required to 
submit tax returns and financial statements to prove hardship.  

104. Advanced age, general financial hardship, and living paycheck to paycheck 
should not be codified.  Each of these are dealt with, and alleviated, by the practical 
politics of litigation.   

105. Donell v. Kowell, 533 F.3d 762, 779 (9th Cir. 2008) (“There is simply no 
principle by which to limit such offsets; one could argue that every purchase made 
with the gains from the scheme would not have been made ‘but for’ receipt of that 
money. If each net winner could shield his gains in their entirety in this manner, the 
purpose of [fraudulent transfer law] would be defeated, and the multitude of victims 
who lost their entire investment would receive no recovery.”).  

106. Gabel, supra note 22, at 75 (“The availability of a hardship exemption avoids 
unnecessary litigation and promotes judicial efficiency.”).  
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monetary recovery, this is not the case. 107   Additionally, the exemptions 
presented here mirror those currently used by Picard, the most experienced 
SIPA trustee in the nation, and so there should be little difference in recovery 
outcomes.  Second, there is no risk of a slippery slope because the four 
exemptions are based on the notion that winning investors should be placed on 
equal footing with losing investors.  There are a limited number of unequal 
situations and so the exemptions should be limited in number.  Furthermore, 
these exemptions have cousins in other areas of the law and are supported by 
public policy; they will not morph into other exemptions.  The Code itself aims 
at “(1) providing the debtor with that property which is necessary for their 
survival; (2) enabling the debtor to rehabilitate themselves; and (3) protecting 
the debtor’s family from the adverse effects of impoverishment.”108  
 
 
 A. Homestead Exemption  
 

Net money spent on a homestead,109 up to the applicable state limit,110 
should be exempted from clawback.  It is inequitable to make a losing investor 
whole, while making a winning investor homeless.  Analogous law in other 
areas supports this exemption.  For example, when a Ponzi scheme makes a 

                                                 
107. See generally PHELPS & RHODES, supra note 26, at § 13.04.  

108. In re Malsch, 400 B.R. 584, 587 (Bankr. N.D. Ohio 2008) (emphasis added).  

109. Mark S. Dennison, Homestead Claimant’s Proof That Property Qualifies 
for Homestead Exemption From Creditor Claims, 76 AM. JUR. PROOF OF FACTS 3D 1 
(2004) (“The word ‘homestead,’ in popular parlance, is generally used to describe the 
home or residence of the family; the term signifies the dwelling house in which the 
family resides, with the usual and customary appurtenances, including outbuildings 
that are necessary or convenient for family use, and lands that are devoted to the same 
purpose.”). 

110. See Leigh J. Francis, Calling All Debtors, Want to Defraud Your Creditors? Here 
Is How: The Tenancy by the Entirety Loophole and the Nullification of Section 522(o), 
(p), and (q) of the 2005 Bankruptcy Amendments, 18 U. MIAMI BUS. L. REV. 1, 11 n.70 
(2010) (“One must distinguish between state homestead exemptions, which are 
provided by state law and are substantive, and the Code’s Homestead Provision, 
section 522(b)(3)(A), which simply provides debtors with the opportunity to use their 
state’s homestead exemption in federal bankruptcy court, and thus is procedural in 
nature.”).  See also Dennison, supra note 109 (“In computing the value of a homestead 
claimant’s property, the courts have ruled that the value is to be determined by the 
claimant’s equitable interest in the premises, not by the actual market value of the 
property.” (emphasis added)).  



432 PONZI SCHEME CONUNDRUM [Vol. 21 No. 3 

 
 

fraudulent transfer of a homestead, that transfer can be protected from 
avoidance. 111   Additionally, when an individual declares Chapter 13 
bankruptcy, the individual can often exempt their home from the grasp of 
creditors.112  Finally, some courts even hold that a trustee’s avoidance suit to 
recover funds invested in the homestead is void if the transferee declares 
bankruptcy.113  However, when net money received from a Ponzi scheme is 
used to purchase a homestead or to pay off a mortgage on a homestead, the 
money is not shielded from avoidance.114  There is no good reason why the 
law should not treat good faith net winners the same as those who declare 
bankruptcy or who receive their homestead in a fraudulent transfer.   

This exemption is also supported by public policy. 115   The Southern 
District of Florida put it well when it said that: “The homestead exemption [in 
bankruptcy] serves a compelling public purpose by promoting the stability and 
welfare of the state by securing to the householder a home, so that the 
householder and his or her heirs may live beyond the reach of financial 
misfortune.”116  Additionally, most states, in deference to the important public 
policy behind it, liberally construe the homestead exemption.117   

It may be argued that a homestead exemption provides a loophole for 
wealthy homeowners and may be difficult to prove.  First, by applying the 
exemption currently used in bankruptcy, no second homes or “McMansions” 

                                                 
111. PHELPS & RHODES supra note 26, at § 4.02[4].  

112. See generally TABB, supra note 42, at § 9.2.  

113. In re Morgan, 2010 WL 4922581, at *2–5 (Bankr. E.D. Tenn. Nov. 29, 2010) 
(rejecting the argument by the Ponzi scheme trustee that the current debtor should not 
be allowed to exempt a homestead, paid for with fraudulently transferred money, 
because the trustee “has no claim on the property that the debtor seeks to exempt from 
her estate using the homestead exemption.  The two-party dispute between the [] 
Trustee and the debtor is not a legitimate basis for invaliding the debtor’s [homestead] 
exemption claim vis-à-vis all her creditors”).  

114. Crawford v. Silette, 608 F.3d 275, 281 (5th Cir. 2010) (rejecting the argument 
that Ponzi scheme withdrawals should be exempted from avoidance because they were 
used to retire mortgage, because “the fraudulently obtained funds can be traced 
directly into the homestead” (emphasis in original)).  

115. Gross v. Gross, 491 N.W.2d 751, 753 (S.D. 1992) (“The object of all homestead 
legislation is to protect the home, to furnish shelter for the family, and to promote the 
interest and welfare of society . . . .”).  

116. In re Dean, 177 B.R. 727, 728 (Bankr. S.D. Fla. 1995) (applying Florida law).  

117. E.g., Schwanz v. Teper, 223 N.W.2d 896, 899 (Wis. 1974).  
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will be protected.118  Additionally, by using the same homestead exemption 
used in bankruptcy, attempts at fraud, such as investing in the home on the eve 
of a clawback suit, should not work.119  Second, as this exemption will be an 
affirmative defense, issues of proof will fall on the winning investor.  

 
 

 B. Retirement Exemption  
  

If an investor is in retirement, and can show limited income and assets, he 
should not be forced to give back net money.  Not only has he already been 
dealt a blow by discovering that his investments are a sham, but then he is told 
he owes money.  Retirees living on fixed incomes cannot easily come up with 
this money.   

As with the homestead exemption, a retiree exemption has a cousin in the 
bankruptcy context.  When an individual declares Chapter 13 bankruptcy, one 
of the exemption categories covers specific kinds of retirement funds,120 so 
creditors are not allowed to satisfy their debts out of a bankrupt individual’s 
retirement funds.  The exemption encourages saving and “protect[s] a debtor’s 
future income stream.”121  The same should be true in the fraudulent transfer 
context, as the transferee is now living on those funds that are exempted under 
the Code.  Additionally, “Congress’ commitment to this policy is well 
illustrated in the favorable tax treatment given on account of funds devoted to 
retirement plans . . . .”122  The inequity of forcing a retired investor to return 
money, potentially forcing them to return to work, while a net loser does not 
have to do so, creates an imbalance not intended under the Code. 

 

                                                 
118. Richard Metcalf, Couple seeks to dodge Ponzi clawback suit, ALBUQUERQUE 

JOURNAL (Aug. 18, 2013, 10:25 PM), http://www.abqjournal.com/249526/biz/couple-
seeks-to-dodge-ponzi-clawback-suit.html. 

119. See, e.g., In re Jennings, 349 B.R. 897, 910 (Bankr. M.D. Fla. 2006) (“The 
conversion of non-exempt assets [such as cash] into exempt assets [such as a home] 
within one year prior to the filing of a bankruptcy petition with the intent to hinder, 
delay, or defraud creditors warrants denial of a debtor’s discharge” from bankruptcy), 
aff’d, 533 F.3d 1333 (11th Cir. 2008), reh’g denied, 309 F. App’x 386 (11th Cr. 2008).  

120. 11 U.S.C. § 522(b)(3)(C) (exempting from the reach of bankruptcy creditors 
“retirement funds to the extent that those funds are in a fund or account that is exempt 
from taxation” under the Internal Revenue Code).  

121. In re Brucher, 243 F.3d 242, 243 (6th Cir. 2001).  

122. In re Hickenbottom, 143 B.R. 931, 933 (Bankr. W.D. Wash. 1992). 
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 C. Bankruptcy Exemption  
  

One article, covering hardships encountered by net winners, noted that 
some, “are being forced to raise cash by selling their only asset -- their 
homes.”123  This is bankruptcy.124  After losing money in a Ponzi scheme, a 
winning investor should not also be forced into bankruptcy by having to return 
net money.  Not only is this a hardship, but a trustee will incur large costs 
litigating around the automatic stay and attempting to exempt the lien from 
discharge.  These legal fees come out of losing investor’s pockets.125   

Some may object to this exemption on the ground that winning investors 
will say they are declaring bankruptcy, but not do it.  However, as an 
affirmative defense, the winning investor should have the burden of proof to 
show that they have debts beyond their ability to pay.126  In sum, it should go 
without saying that the goals of the Bankruptcy Code, which contains the 
fraudulent transfer provisions, do not include forcing people into bankruptcy.   

 
 
 
 
 
 
 
 
 
 
 
 
 

                                                 
123. Martha Graybow, Some Madoff clients law low to avoid lawsuits, REUTERS (Jan. 
23, 2009 6:04 PM), http://www.reuters.com/article/2009/01/23/us-column-lifting-sb-
idUSTRE50M6Y120090123.  

124. At the point at which a person has to make the choice between selling their home 
or paying back the trustee, they are clearly at a point at which their debts are beyond 
their ability to pay, and so can declare bankruptcy.  

125. Morse, supra note 31 (noting that “costs and expenses of the administration of 
the estate of the debtor and of the liquidation proceeding shall be borne by the general 
estate of the debtor to the extent it has sufficient funds”).  

126. The threshold should be the same as for those seeking personal bankruptcy.  See 
TABB, supra note 42, at § 2.2.  
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D. Tax Offset Exemption  
 

Winning investors should receive an offset for taxes already paid on net 
money.127  As it stands, net winners are forced to pay back more than they 
received from a Ponzi scheme, because taxes paid are not taken into account.128  
This being the case, they are partially funding the recovery of net losers, for a 
fraud they had no part in.  Courts have rejected a tax offset because they fear 
a slippery slope of exemptions.129  Additionally, courts have objected that the 
issues of proving past tax payments, and the inequality between tax brackets, 
are additional problems. 

The slippery slope argument is valid, but not when Congress acts.  
Congress wrote SIPA and the Code, and can amend them.  As to proof of tax 
payments, a winning investor claiming this exemption may only do so as an 
affirmative defense.  As to the objection about the inequality of different tax 
brackets, it is unclear why this is relevant?  The fact that investors pay different 
tax rates is not relevant to the fact that a net winner paid a certain amount of 
money, and now should be able to offset that amount.  In sum, a tax offset 
should be written into fraudulent transfer law to protect good faith net winners 
from having to pay more than they received, forcing them to partially fund the 
recovery of net losers.    

 
 
 
 
 

                                                 
127. One article quoted an upset winning investor: “The excess money [the trustee] 
claims I took out over 30 years went to the Internal Revenue Service. I got nothing 
from my money for 30 years . . . . From 1992-2002 I paid $1.4 million in federal taxes 
on money I never earned. The government will not give that back to me.” Brittany 
Wallman, State Rep. Franklin Sands says potential Madoff clawback would be 
personally “catastrophic,” Sun Sentinel SUN SENTINEL (Jan. 3, 2011, 11:02 AM), 
http://weblogs.sun-sentinel.com/news/politics/broward/blog/2011/01/state_rep_ 
franklin_sands_says.html. 

128. It is conceded that this is not the case in every situation.  Because the statute of 
limitations may cut off recovery of transfers made long ago, some net winners end up 
not paying back more than they received.  

129. See, e.g., Donell v. Kowell, 533 F.3d 762, 779 (9th Cir. 2008) (“If each net winner 
could shield his gains in their entirety [by an exemption], the purpose of [fraudulent 
transfer law] would be defeated, and the multitude of victims who lost their entire 
investment would receive no recovery.”).  



436 PONZI SCHEME CONUNDRUM [Vol. 21 No. 3 

 
 

V. CONCLUSION  
  

There are dozens of exemptions that could be codified to ease the hardship 
of winning investors and place them on equal footing with losing investors.  
This paper proposes a modest start; four exemptions already used on an ad hoc 
basis.  After these four have been codified, practitioners and scholars should 
add and subtract as needed.   

By implementing these exemptions, the goal of treating winning and 
losing investors equally will be closer to reality.  In addition, more investors 
will have confidence when they invest in the market, knowing that if they have 
the misfortune of investing in a fraud, they will not be forced into severe 
hardships by clawback law.  Furthermore, with these exemptions in place, 
investors will have more confidence investing in their homes, and when sued 
in clawback will have increased foresight and less anxiety.  
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 In 1987, the Supreme Court decided Shearson/American Express, Inc. v. 
McMahon,5 and held that pre-dispute arbitration agreements in the brokerage 
industry were fully enforceable.  At the time McMahon was decided, there were 
at least ten industry-operated arbitration forums.6  Since then, pre-dispute 
arbitration agreements have become pervasive, and customers are compelled to 
arbitrate virtually every dispute they have with the brokerage industry.  
Realistically, therefore, arbitration has become the mandatory form of dispute 
resolution. 
 Today, FINRA resolves virtually all securities arbitration disputes.  As 
basically the only remaining game in town, FINRA owes the public an even 
greater duty to ensure a level playing field, which includes providing parties 
with neutral and impartial arbitrators as well as a transparent arbitrator 
disclosure process – the cornerstone of the integrity of arbitration.  Indeed, 
because of its virtual monopoly position, the need for independent oversight 
over FINRA’s arbitration forum is even greater today than when multiple 
competing forums existed.  
 In 1977, the Securities Industry Conference on Arbitration (SICA) was 
established to create greater uniformity and clarity in the rules of arbitration at 
the various SROs.  Since its inception, SICA has actively participated to 
improve the integrity of the SRO arbitration process, detailing its activities 
since its creation in fourteen publically issued reports. 
 SICA’s independence, as an amalgam of the various constituents of 
arbitration, has been its strength during almost four decades of existence.  That 
strength has maintained uniformity of procedures and assured independent 
public participation in conjunction with the government’s oversight of the 
process. This system of checks and balances worked well and resulted in steady 
and meaningful change that improved the arbitration process, gaining the trust 
and confidence of the public investor.  Public confidence in a securities 
arbitration forum relies upon independent public participation in the oversight 
function and rule making process. SICA played a vital role in improving the 
public’s perception of fairness regarding securities arbitration. 
 Unfortunately, in recent years, FINRA has effectively minimized SICA’s 
role in facilitating independent public participation in the oversight of FINRA’s 
arbitration forum by delegating that role to its own appointed committee, the 
National Arbitration & Mediation Committee (NAMC). As a result, FINRA’s 
arbitration process has become less transparent. 

                                                            
5.  482 U.S. 220, 107 S. Ct. 2332, 96 L. Ed. 2d 185 (1987). 

6. See, GAO, SECURITIES ARBITRATION HOW INVESTORS FARE, Rep. No. 
GAO/GGD 92-74 (May 1992), p. 20. 
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 The public interest in arbitration’s fairness should not be solely safeguarded 
by government oversight and it is doubtful that the NAMC – no matter how 
talented or well-meaning its members - can be perceived as adequately 
independent under a system where parties have nowhere else to go.  I am not in 
this Foreword minimizing the contributions of present or former NAMC 
members to improving the arbitration process.  However, all NAMC members 
are selected by FINRA and NAMC’s agenda is set by FINRA. 
 In contrast to NAMC, SICA has been able to maintain its independence, in 
part, because it requires that new public members be selected by existing seated 
and emeritus public members of SICA. This process worked well and it ensured 
that the new public members were considered by the remaining public members 
to be truly public representatives and to be people whom they believe would 
make a contribution to SICA’s deliberations.   
 It is noteworthy that in 1987 (ten years after the creation of SICA) that the 
majority opinion in McMahon recognized the great strides achieved in 
arbitration procedures since the Supreme Court’s decision in Wilko some 24 
years earlier.7  Moreover, Justice Blackman in his dissenting opinion also 
recognized that of “particular importance has been the development of a code 
of arbitration by the Commission with the assistance of representatives of the 
securities industry and the public”8 – i.e., SICA.  Furthermore, after McMahon, 
SICA received a letter from Richard D. Ketchum, the then Director of the 
division of Market Regulation with the Securities Exchange Commission, 
encouraging SICA to continue its role as an independent voice in the securities 
arbitration community.9  
 Without such independent scrutiny, public confidence in arbitration will 
erode, chipping away at the trust and confidence earned over the last four 
decades.  If securities arbitration were optional, perhaps FINRA’s current 
practices of self- evaluation would not be so troublesome; but in the present 
climate, where FINRA arbitration is effectively mandatory, it is disturbing. 
 I am not in this Foreword taking a position on whether arbitration should 
be mandatory or voluntary or a hybrid of both.  I believe, however, at the very 
least, that life without an independent group like SICA to provide the public 
with a meaningful opportunity to critique FINRA’s arbitration process will 
surely energize the movement to make arbitration voluntary again, as it 

                                                            
7. 482 U.S. 220 at 233. 

8. 782 U.S. 220 at 258. 

9. See Letter from Richard G. Ketchum to SICA (September 10, 1987). 
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basically was before McMahon10.  Moreover, without such independent 
scrutiny, the perceived integrity of the present system of resolving securities 
disputes will suffer to the detriment of all parties involved. 
 
 

INTRODUCTION  
 

 The question of whether industry-sponsored securities arbitration is fair to 
investors has been a subject of debate for over three decades. Investor advocates 
argue that securities arbitration is unfair, inefficient, expensive, and biased 
towards the securities industry. The securities industry, on the other hand, 
contends that the arbitration process works well, is faster and less expensive 
than litigation, and is fair to all the parties involved.11 
 Measuring the fairness of industry-sponsored securities arbitration is 
difficult.  In 1992, just five years after McMahon, the United States General 
Accounting Office (“GAO”) conducted a study regarding the fairness of 
securities arbitration (the “1992 GAO Study”), and issued a report entitled, 
Securities Arbitration, How Investors Fare. The 1992 GAO Study examined 
results in arbitrations over an eighteen-month period from January 1989 to June 
1990.  It concluded, among other things, that about 60% of investors who 
submitted claims to industry-sponsored arbitration forums, such as the NASD 
and NYSE12, received an award in some amount, and that the amount awarded 
averaged about 60% of the amount claimed.13  Since 1992, the win rates for 
customers have fallen as low 37% in 2007 and were approximately 42% in 
2013.14 Claimants’ percentage recovered has also sharply declined.15 According 

                                                            
10. See C. Katsoris, Riding the Trojan Horse Back to Wilko?, 10 SEC. ARB. 
COMMENTATOR, NO. 7 AT 1 (July 1999); see also C. Katsoris, The Trojan Horse 
Revisited, SEC. ARB. COMMENTATOR, NO. 4 AT 1 (Mar. 2013). 

11. Jill Gross, Barbara Black, When Perception Changes Reality: An Empirical Study 
of Investors’ Views of the Fairness of Securities Arbitration, Journal of Dispute 
Resolution (2008) at 3. 

12. In 2007, the National Association of Securities Dealers (NASD) and New York 
Stock Exchange (NYSE) merged to become FINRA. 

13. See GAO Report, supra, note 2, p. 7. 

14. http://www.finra.org/ArbitrationAndMediation/FINRADisputeResolution/Addi-
tionalResources/Statistics/; see also Securities Arbitration Commentator (June 2014). 

15. S. Lawrence Polk, So You Think You Know The Worst FINRA Arbitration Venues?, 
Law360 (March 21, 2014). 
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to a March 2014 article entitled So You Think You Know The Worst FINRA 
Arbitration Venues?, written by a prominent law firm that represents the 
securities industry, the most favorable states for respondents are Hawaii, West 
Virginia, Mississippi, Rhode Island, Iowa, Washington, Nevada, Alabama, 
Connecticut and Georgia because each have low win rates (e.g. 86% zero rate 
in Hawaii) and when claimants win, arbitration panels in those states award 
claimants between 1%-10% of the alleged damages.16  
 The 1992 GAO Study cautioned, however, that a statistical analysis of 
overall arbitration results indicated little about the fairness of individual cases.17 
The GAO correctly stated that the “fairness of arbitration cases, regardless of 
the forum, depends largely on the impartiality and competence of individual 
arbitrators.”18  
 FINRA, today’s only remaining SRO arbitration forum, acknowledges and 
agrees that it has a duty to ensure that its arbitrator roster consists of impartial 
and neutral arbitrators. In fulfilling that duty, it correctly states in its Arbitrator 
Guide that “arbitrator disclosure is the cornerstone of FINRA arbitration.”19 
FINRA’s Code of Arbitration also requires that arbitrators disclose any 
circumstance which might preclude an arbitrator from rendering an objective 
and impartial determination in the proceeding.  This obligation is a continuing 
duty that requires an arbitrator who accepts appointment to an arbitration 
proceeding to disclose, at any stage of the proceeding, any such interests, 
relationships, or circumstances that arise, or are recalled or discovered.20  
 Therefore, the fairness of FINRA’s arbitration forum should be judged on 
whether FINRA’s arbitrator disclosure process adequately protects investors by 
eliciting complete, meaningful, reliable and timely disclosures about FINRA’s 
arbitrators.  Disclosures about potential conflicts of interest or bias are of 
particular importance. 
 The importance of arbitrator disclosures becomes even more apparent when 
one considers that arbitrators’ failure to disclose potential and actual conflicts 
of interests and biases is one of the most common, if not the most common, 
reason that motions to vacate arbitration awards are filed in courts.  Courts are 
hesitant to grant such motions, however, because of the stringent standard of 

                                                            
16. Id. 

17. Id. 

18. Id. 

19. FINRA Arbitrators Guide (2014), p. 17. 

20. See Rule 12405, FINRA Code of Arbitration. 
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review and limited legal grounds for vacating arbitration awards.21  As a result, 
parties that are harmed by arbitrators’ inadequate or even false disclosures 
realistically are left with no meaningful recourse.22 
 This report analyzes FINRA’s arbitrator disclosure process to determine 
whether it is designed and operates to elicit meaningful, reliable and timely 
disclosures, particularly disclosures related to potential conflicts of interest or 
biases.  
 FINRA’s arbitrator disclosure process begins with FINRA’s recruitment of 
arbitrators.  After recruitment, FINRA’s process for eliciting information about 
conflicts and biases from arbitrators begins with the FINRA Arbitrator 
Application.23  After an applicant completes the FINRA Arbitrator Application, 
the FINRA staff screens the applications.  The background information from 
the application is entered into a FINRA database and portions of information 
from the application is used to create an Arbitrator Disclosure Report for each 
arbitrator.24 
 After Arbitrator Disclosure Reports are created for the applicants, FINRA 
forwards the Arbitrator Disclosure Form(s) to the Neutral Roster Sub-
Committee of NAMC for review and approval.25  In participating with the 
approval of an arbitrator applicant, the members of the sub-committee are only 
provided with the Arbitrator Disclosure Report for each arbitrator applicant.26 
PIABA confirmed that sub-committee members are not provided with copies 
of the applicants’ FINRA Arbitrator Applications. PIABA also confirmed that 
FINRA does not provide sub-committee members with any information about 
how applicants are recruited to become arbitrators.  

                                                            
21. See e.g., Stone v. Bear, Stearns & Co., Inc., 872 F. Supp. 2d 435 (E.D. Pa. 2012) 
Rosen Capital Partners, LP v. Merrill Lynch Prof'l Clearing Corp., 2013 WL 428460 
(Cal. Ct. App. Feb. 5, 2013).   

22. Barlyn, Suzanne, Reuters, Wall St. arbitrator booted for fake credentials heard 
nearly 40 cases (March 25, 2014). (FINRA arbitrator falsely represented that he was an 
attorney and decided approximately 40 arbitration cases.  Since the arbitrator’s 
misrepresentations were not discovered until after the deadline to file a motion to 
vacate, most, if not all, of the parties impacted were time barred under the FAA to 
vacate the awards).  

23. A copy of FINRA’S Arbitrator Application is attached as Exhibit A to Appendix. 

24. See FINRA Arbitrator Application, Ex. A at 4. 

25. Id. 

26. An example of an Arbitrator Disclosure Report is attached as Exhibit B to 
Appendix. 



2014] PIABA BAR JOURNAL 443 

 
 

 If and when an arbitrator applicant is accepted to FINRA’s arbitrator roster, 
under FINRA rules, parties receive an Arbitrator Ranking List and Arbitrator 
Disclosure Reports for each arbitrator within thirty days of an answer being 
filed. 27 The parties are expected to rely on the information contained in the 
reports to rank and strike the arbitrator candidates.  FINRA relies solely on the 
Arbitrator Disclosure Report(s) to notify the parties of any actual of potential 
conflicts of interest and biases. FINRA does not allow parties a formal voir dire 
process before selecting arbitrators.  FINRA’s Code of Arbitration permits 
parties to request additional information from the arbitrators before the deadline 
to rank and strike the arbitrator lists.28  However, the rule does not require 
arbitrators to answer the questions at all or under oath.29  
 After FINRA appoints arbitrators to a panel based on the parties’ ranking 
forms, FINRA requires each arbitrator on the panel to complete the FINRA 
Oath of Arbitrator and accompanying questions that relate to conflicts/biases.30  
 Pursuant to Rule 12405, arbitrators have an on-going duty to disclose 
conflicts of interest and bias to the parties.  In the event that the parties feel the 
need to seek removal of an arbitrator after appointment on the basis of a conflict 
of interest and bias, Rule 12406 of the FINRA Code of Arbitration states that 
any party may ask an arbitrator to recuse himself or herself from the panel for 
good cause.  Requests for arbitrator recusal are decided by the arbitrator who is 
the subject of the request.31  Rule 12407 addresses instances in which the 
Director of Arbitration can remove an arbitrator.32  
                                                            
27. See Rule 12403, FINRA Code of Arbitration; An example of an Arbitrator Ranking 
List is attached as Exhibit C to Appendix. 

28. Rule 12403, FINRA Code of Arbitration. 

29. Id. 

30. A copy of FINRA’s Oath of Arbitrator is attached as Exhibit D to Appendix. 

31. Rule 12406, FINRA Code of Arbitration. 

32. FINRA Rule 12407 states: 

(a) Before First Hearing Session Begins 

Before the first hearing session begins, the Director may remove an arbitrator 
for conflict of interest or bias, either upon request of a party or on the 
Director's own initiative.  

(1) The Director will grant a party's request to remove an arbitrator if it is 
reasonable to infer, based on information known at the time of the request, 
that the arbitrator is biased, lacks impartiality, or has a direct or indirect 
interest in the outcome of the arbitration. The interest or bias must be definite 
and capable of reasonable demonstration, rather than remote or speculative. 
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 As explained below in more detail, there are critical deficiencies throughout 
FINRA’s arbitrator disclosure process that warrant immediate remedial action. 
For example, there is a lack of transparency in how arbitrators are initially 
recruited by FINRA to its arbitrator roster.  FINRA does not disclose to the 
parties how particular arbitrators are recruited even though FINRA collects that 
information, which could provide parties with valuable information about 
actual and potential conflicts of interest or biases.  PIABA is concerned that 
FINRA does not have adequate or verifiable procedural safeguards in place to 
ensure that its targeted recruiting practices result in the recruitment of diverse, 
neutral arbitrators.  Courts have refused to enforce pre-dispute arbitration 
provisions in contracts when the arbitration forum fails to have adequate 
procedural safeguards in place to ensure that arbitrators are neutral and 
impartial. 
 In preparing this report, PIABA conducted its own demographic research 
concerning FINRA’s arbitrators by reviewing and analyzing Arbitrator 
Disclosure Reports of 5,375 past and current arbitrators in an effort to gain more 
clarity about the demographics of FINRA’s roster of arbitrators (“PIABA 
Demographic Study”). PIABA’s Demographic Study illustrates that FINRA’s 
recruiting practices have resulted in FINRA’s arbitrator roster being 
homogenous and lacking diversity, which is exactly what the SEC warned 
against in the 1992 GAO study. The data suggests that FINRA’s recruiting 
practices have resulted in the disproportionate exclusion of quality arbitrators 
on the basis of age, gender, and socio-economic status. While PIABA did not 
have adequate data to study the issues, based on the current demographics of 
FINRA’s arbitrator roster, PIABA has no reason to believe that FINRA’s 
targeted recruiting practices do not also exclude minorities.  

                                                            
Close questions regarding challenges to an arbitrator by a customer under this 
rule will be resolved in favor of the customer.  

(2) The Director must first notify the parties before removing an arbitrator on 
the Director's own initiative. The Director may not remove the arbitrator if 
the parties agree in writing to retain the arbitrator within five days of 
receiving notice of the Director's intent to remove the arbitrator.  

(b) After First Hearing Session Begins  

After the first hearing session begins, the Director may remove an arbitrator 
based only on information required to be disclosed under Rule 12405 that 
was not previously known by the parties. The Director may exercise this 
authority upon request of a party or on the Director's own initiative. Only the 
Director or the President of FINRA Dispute Resolution may exercise the 
Director's authority under this paragraph (b).  
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 FINRA collects information related to how each arbitrator is recruited but 
it chooses not to disclose that information to parties.  Parties participating in 
FINRA arbitrations should be privy to any and all information in the possession 
of FINRA that could lead to the discovery of information that could detect 
arbitrators’ potential conflicts of interest or biases. 
 As explained below, PIABA consulted with expert, Dr. Akshay Rao, a 
tenured professor at the University of Minnesota, who examined FINRA’s 
arbitrator disclosure process and determined that it is illusory and does not elicit 
meaningful and reliable information regarding potential conflicts of interest and 
biases.  For example, the questions in FINRA’s Arbitrator Application, which 
serves as the primary way that FINRA collects disclosures, are not properly 
designed to elicit meaningful and reliable information about conflicts of interest 
and biases.  Further, some of the information that is provided by arbitrators 
during their application process (which could be meaningful in disclosing 
conflicts of interest and bias) is not disclosed by FINRA to the parties.  
Additional information about arbitrators’ backgrounds is disclosed to parties 
after the arbitrators have been selected by the parties, and arbitrators are left to 
determine for themselves whether disclosures are material.  The way questions 
in the arbitrator application are drafted has the potential to lead to 
misclassification of arbitrators who have industry affiliations as public, 
depriving customers of their right to have majority public or all public 
arbitration panels.  Arbitrator disclosures are not updated on a regular basis, 
making the information parties receive to evaluate arbitrators, outdated.  As 
shown below, PIABA found recent examples where arbitrators had not updated 
their Arbitrator Disclosure Reports in many years despite representations by 
FINRA to the contrary.  PIABA also identified instances where FINRA 
included deceased arbitrators on the ranking lists.  Dr. Rao concluded that 
FINRA’s arbitrator disclosure process is illusory because while FINRA’s 
Arbitrators Guide and disclosure rules say the right things about disclosure, 
FINRA’s implementation of its arbitrator disclosure process fails to elicit 
meaningful and reliable information about arbitrators’ conflicts of interest and 
biases. 
 In short, FINRA’s arbitrator disclosure process is flawed at every stage and 
is implemented backwards – the arbitrators are selected before the parties have 
the all of the information they need to make an intelligent selection, and when 
such information is provided, it is not reliable and it is the potentially biased 
arbitrator who determines whether he/she should be recused.  Social science 
research determined long ago that people cannot accurately assess the nature 
and the level of their own bias. Yet customers have no choice but to tolerate 
this system. 
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 Dr. Rao concludes that the flawed arbitrator disclosure process provides 
respondent broker-dealers with an unfair advantage over public investors in 
securities arbitration disputes in part, because broker-dealers are repeat 
participants and, therefore, have more information about arbitrators in the pool 
than do investors, due to experience. 
 Something must be done to protect investors.  At present, investors have 
had no choice but to tolerate this flawed system. The securities industry has had 
almost thirty years to get the arbitrator disclosure process right and has not done 
so. Since FINRA states that it’s arbitrator disclosure process is the cornerstone 
to the integrity of arbitration, given the findings in this Report, how can 
investors conclude anything except that FINRA’s arbitration forum is unfair?  
As a result, statutory or regulatory enactments are needed to prompt the changes 
that should be made to make FINRA’s arbitration forum truly fair and impartial. 
 In contrast to FINRA’s system, the jury selection process allows litigants a 
meaningful opportunity to identify potential bias and to ask that the court 
excuse prospective jurors who may have a bias. The additional safeguard of 
peremptory challenges allows litigants to excuse potentially biased jurors 
without cause if the court declines a challenge for cause.  The jury selection 
system reflects that reality; FINRA’s selection system does not. 
 PIABA believes that arbitration is a valuable forum for investors to resolve 
disputes with the securities industry.  Over the years, PIABA has worked to 
attempt to level the playing field for investors.  Going forward, PIABA will 
continue to support arbitration as a viable option and participate in improving 
the process.  It is clear, however, that legislative and/or regulatory change 
appears to be the only way to attempt to ensure investors have access to a 
dispute resolution forum that is truly fair and impartial, and to attempt to ensure 
that the entity operating that forum (FINRA) is held accountable when it fails 
to meet that goal. 
 PIABA supports investors having the unilateral right to choose between 
FINRA arbitration and court to resolve their disputes with the securities 
industry.  PIABA encourages Congress to take action and pass The Investor 
Choice Act of 2013 (H.R. 2998), which would prohibit the use of mandatory 
pre-dispute agreements by broker-dealers and investment advisers that force 
investors to arbitrate disputes or otherwise surrender their right to pursue 
recourse in a forum of their choosing. PIABA applauds the leadership of the 
bill’s author and member of the House Financial Services Committee Rep. 
Keith Ellison (D-MN) for introducing the legislation. 
 The Investor Choice Act of 2013 will level the playing field for retail 
investors by amending Section 921 of the Dodd-Frank Wall Street Reform and 
Consumer Protection Act to statutorily prohibit the use of mandatory pre-
dispute agreements in broker-dealer and financial adviser customer contracts 
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that restrict investors’ ability to pursue claims in the lawful forum of their 
choosing. The Investor Choice Act of 2013 would not in any way prevent 
investors from voluntarily electing to resolve a dispute through arbitration or 
mediation after the facts and circumstances of the dispute have been discovered. 
 Investors need protections now.  As a result, PIABA also requests that the 
SEC use its power under the 1934 Securities Exchange Act as well as the Dodd-
Frank to improve FINRA’s arbitration forum for the better.   Below is a 
summary of recommended solutions to many of the problems that PIABA 
identified with FINRA’s arbitrator disclosure process.  
 
 
I. RECOMMENDED SOLUTIONS 
 
 Below is a list of proposed recommendations to correct the problems 
identified in this Report: 
 1.  If investors had a choice to seek justice in a forum other than FIRNA, 
then many of the problems in this report would be alleviated.  Unfortunately, as 
Professor Katsoris states in the Forward to this Report: FINRA “is basically the 
only remaining game in town.”  Right now, investors are forced into FINRA’s 
flawed system to seek justice.  PIABA believes that a viable alternative would 
do much to clean up FINRA’s arbitration system and, thus, urges Congress to 
pass the Investor Choice Act of 2013 making securities arbitration optional for 
investors. 
 2. Because a lack of transparency appears to be at the core of many of the 
problems described in this Report, PIABA recommends that the SEC take 
action to ensure that an independent group be commissioned to assist in the 
oversight of FINRA’s entire arbitration process.  PIABA recommends that, if 
possible, the SEC require FINRA Dispute Resolution to be governed by a new 
independent board of directors that it is separate, distinct and that does not 
report to FINRA’s current board of directors.  Making the securities arbitration 
process independent from FINRA’s regulatory body would likely improve the 
fairness of the arbitration forum for investors.  It would also likely improve the 
perception of fairness about FINRA’s industry-sponsored dispute resolution 
process. 
 3. PIABA recommends that the SEC take action to restore SICA’s status 
as a meaningful participant in the oversight of the securities arbitration process.  
In the alternative, PIABA recommends that a new independent group with a 
similar mission as SICA be created.  This group should not report to the FINRA 
Board of Directors.  And, this independent group should be given the power to 
obtain documents and information from FINRA related to its arbitration forum.   
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 4. PIABA recommends that the SEC improve the transparency of 
FINRA’s arbitration forum by making documents relating to its supervision of 
FINRA arbitration be subject to the Freedom of Information Act (FOIA).   
 5. PIABA recommends that SEC commission an independent study about 
how FINRA’s past and current arbitrator recruiting practices have impacted the 
demographics of its arbitration roster and whether these practices have 
impacted arbitration outcomes. 
 6. PIABA recommends that the SEC examine FINRA’s arbitrator 
recruitment practices and develop a transparent recruitment process that ensures 
that FINRA’s arbitrator roster is diverse and that it includes neutral and 
impartial arbitrators. 
 7. PIABA recommends that the SEC commission an independent study to 
determine whether requiring two years of college credits or five years of 
business or professional experience equates to highest quality of arbitrators.  
PIABA recommends that this study analyze and propose other alternative 
criteria.  
 8. PIABA recommends that the SEC require FINRA to take action on the 
identified problems with the arbitrator application process and other failures of 
disclosure. 
 9. PIABA recommends that the SEC ensure that FINRA has adequate and 
verifiable procedural safeguards in place to ensure that FINRA’s arbitrator 
disclosure process results in the recruitment and selection of quality, neutral 
and impartial arbitrators. 
 
 
II. DISCLOSURE PROBLEMS RELATED TO FINRA’S 
ARBITRATOR ELIGIBILITY STANDARDS AND RECRUITMENT 
PRACTICES 
 
 A. Arbitrator Eligibility Standards And Recruitment Have Been A 
  Problem Since The Beginning. 
 
 FINRA’s arbitrator disclosure process related to arbitrators’ actual and/or 
perceived conflicts of interest or biases begins with FINRA’s recruitment of 
arbitrators.  As discussed above, just five years after the United States Supreme 
Court issued its landmark decision in Shearson/American Express, Inc. v. 
McMahon33, the United States General Accounting Office conducted a study 
regarding the fairness of securities arbitration, the “1992 GAO Study”, and 

                                                            
33. 482 U.S. 220, 107 S. Ct. 2332, 96 L. Ed. 2d 185 (1987). 
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issued a report entitled, Securities Arbitration, How Investors Fare. The 1992 
GAO Study accurately stated: 

The fairness of arbitration cases, regardless of the forum, depends 
largely on the impartiality and competence of individual arbitrators. 
The primary ways that industry-sponsored forums can ensure that their 
arbitration process is as fair as possible are to select arbitrators with 
appropriate backgrounds and experience and ensure that they are 
trained to know and understand the arbitration process.34 

 The 1992 GAO Study found that none of the SRO securities arbitration 
forums at that time including the National Association of Securities Dealers 
(“NASD”), now FINRA, had established formal standards to initially qualify 
individuals as arbitrators; they did not verify background information provided 
by prospective or existing arbitrators; and they had no system to ensure that 
arbitrators were adequately trained to perform their functions fairly and 
appropriately.35  Instead, SROs decided informally on a case-by-case basis 
whether individuals were qualified, taking into account the individual’s 
employment history, education, any experience as an arbitrator at another 
forum, and any references from experienced arbitrators, judges, or business 
associates.36 However, none of the SROs applied formal standards that 
specified minimum professional or educational requirements.37 
 The 1992 GAO Study did not discuss whether or how SRO arbitration 
forums recruited arbitrators. The SEC commented in the study, however, that 
arbitrators were selected on the basis of referrals, recommendations, 
membership in civic or professional groups, and general reputation in the 
community, in addition to the information provided in the arbitrators’ 
applications.38 
 The 1992 GAO Study did not define what constituted appropriate 
background or experience for SRO arbitrators.  The GAO also did not study 
whether or how SRO arbitrator recruiting practices could cause arbitration to 
be unfair to investors.  Recognizing the importance of quality arbitrators, the 

                                                            
34. GAO, SECURITIES ARBITRATION HOW INVESTORS FARE, Rep. No. 
GAO/GGD 92-74 (May 1992) at 8. 

35. Id.  An SRO is an acronym for self-regulatory organization.  Back in 1992, there 
were multiple SROs that regulated the securities industry.  Those SROs also sponsored 
their own dispute resolution arbitration forums.   

36. Id. at 57. 

37. Id. 

38. Id. 
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1992 GAO Study recommended that the SEC hold SRO forums responsible for 
making their arbitration process as fair as possible.  In its comments to the 1992 
GAO Study, the SEC stated that enhancing procedures to select and train 
arbitrators could provide industry-sponsored arbitration forums better 
assurance that arbitrators were independent and competent.39 
 Importantly, the SEC expressed concern that requiring formal standards for 
arbitrators would either homogenize the pool of arbitrators, and, thus, would 
result in the loss of the benefits of a diverse pool, or would be meaningless, if 
the standards were too loose.40 (Emphasis added). The SEC stated that 
“standards that might require all arbitrators to have advanced degrees or a 
minimum number of years of experience in certain professions could foreclose 
investor choice and exclude individuals with expertise, such as individual 
investors or other capable arbitrators.”41 (Emphasis added). 
 
 
 B. Since the 1992 GAO Study, NASD and FINRA Have Made  
  Arbitrator Eligibility Standards More Stringent And Have  
  Engaged In Targeted Recruiting of Arbitrators.  
 
 Despite the SEC’s prediction and warning about how investors could be 
harmed by a homogenized arbitrator pool, in 2003, the NASD raised the 
arbitrator standard for acceptance to the roster by requiring a minimum of two 
years of college-level credits.42 FINRA subsequently raised the eligibility 
standard again and as a result, the current standards for acceptance to the 
arbitrator roster is now even more stringent because arbitrators must now have 
a minimum of five years of paid business and/or professional experience—
inside or outside of the securities industry—and at least two years of college-
level credits, unless waived by FINRA in its discretion.43  PIABA is not aware 
of any studies conducted by the NASD or FINRA that analyzed whether 
requiring two years of college credits or five years of business or professional 
experience equates to higher quality arbitrators.  

                                                            
39. Id. at 60-61. 

40. Id. 

41. Id. 

42. Linda Fienberg, NASD Dispute Resolution, The Arbitration Policy Task Force 
Report- A Report Card (July 27, 2007) at 8.  

43. http://www.finra.org/ArbitrationAndMediation/Arbitrators/BecomeanArbitrator/ 
FINRAArbitrators/index.htm. 
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 With regard to recruiting arbitrators, FINRA admits that it targets certain 
categories of individuals.  For example, FINRA’s website currently states: 
 We recruit arbitrators to help resolve disputes from diverse backgrounds 
including: 

 lawyers; 
 educators; 
 doctors; 
 accountants; 
 business professionals; and 
 securities professionals.44 

As explained in more detail below, FINRA’s practice of targeting certain 
categories of individuals to serve as arbitrators has operated to foreclose 
investor choice and to exclude individuals with expertise, such as individual 
investors or other capable arbitrators from serving as arbitrators. This problem 
is exactly what the SEC warned about in the 1992 GAO Study.  
 
 
 C. Parties That Participate In FINRA Arbitrations Are Entitled To 
  Have Their Cases Decided By Impartial and Neutral Arbitrators.  
  
 The United States Supreme Court has long held that the American 
concept of a jury trial contemplates a jury drawn from a fair cross section of 
the community.45  Indeed, the United States Courts website states: 

The Constitution, federal law and a series of Supreme Court rulings 
guarantee the right to impartial juries, selected at random from a fair 
cross-section of the community. Increasingly, federal trial courts are 

                                                            
44. Id. 

45. For example, a unanimous Court stated in Smith v. Texas, 311 U.S. 128, 130, 61 S 
Ct 164, 165, 85 L.Ed. 84 (1940), that “(i)t is part of the established tradition in the use 
of juries as instruments of public justice that the jury be a body truly representative of 
the community.” To exclude racial groups from jury service was said to be “at war with 
our basic concepts of a democratic society and a representative government.” Glasser 
v. United States, 315 U.S. 60, 85-86, 62 S.Ct. 457, 86 L.Ed. 680 (1942), in the context 
of a federal criminal case and the Sixth Amendment's jury trial requirement, stated that 
“(o)ur notions of what a proper jury is have developed in harmony with our basic 
concepts of a democratic system and representative government,” and repeated the 
Court's understanding that the jury “’be a body truly representative of the community' . 
. . and not the organ of any special group or class.” 
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seeking to move beyond those legal imperatives and find new ways to 
maximize jury diversity.46 
As a result, all ninety-four (94) federal trial courts have written jury plans 

to assure compliance with constitutional mandates and the federal Jury 
Selection and Service Act, which for nearly twenty (20) years has prohibited 
the exclusion from federal jury service of any person “on account of race, color, 
religion, sex, national origin, or economic status.”47 

The purpose of guaranteeing the right to impartial juries is to achieve justice 
and to help ensure that the judicial process is perceived to be fair.  Judge 
Reginald Lindsay in the U.S. District Court for the District of Massachusetts 
aptly stated:  

The perception of fairness counts. A white jury may be fair, but a non-
white defendant likely will think ‘the jurors can’t be fair because they 
don’t understand me.’48 
Courts have long overturned criminal convictions when the jury selection 

system was designed to exclude certain classes of people from serving on a 
jury.49 The rationale for this principle was concisely stated in the United States 
Supreme Court case of Taylor v. Louisiana: 

The purpose of a jury is to guard against the exercise of arbitrary 
power—to make available the commonsense judgment of the 
community as a hedge against the overzealous or mistaken prosecutor 
and in preference to the professional or perhaps overconditioned or 
biased response of a judge. Duncan v. Louisiana, 391 U.S., at 155-
156, 88 S.Ct. at 1450-1451. This prophylactic vehicle is not provided 
if the jury pool is made up of only special segments of the populace or 
if large, distinctive groups are excluded from the pool.50 (Emphasis 
added). 

                                                            
46. http://www.uscourts.gov/news/TheThirdBranch/07-07-01/Courts_Try_to_Maxi-
mize_Jury_Diversity.aspx. 

47. Id. 

48. Id. 

49. Ballard v. United States, 329 US 187, 67 S.Ct. 261 (1946) (court reversed 
conviction because women were excluded from the jury pool); Duncan v. Louisiana, 
391 US 145, 88 S.Ct. 1444 (1968); Taylor v. Louisiana, 419 US 522, 95 S.Ct. 692 
(1975) (Court reversed criminal conviction because the jury selection system 
systematically excluded women from the jury pool); Carter v. Jury Comm’n, 396 US 
320, 90 S.Ct. 518 (1970) (Court observed that the exclusion of Negroes from jury 
service because of their race “contravenes the very idea of a jury.”). 

50. Taylor v. Louisiana, 419 US 522, 530, 95 S.Ct. 692, 698 (1975). 
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Parties in an arbitration do not have a right to have cases decided by 
arbitration panels selected at random from a fair cross-section of the 
community.51  However, those parties do have a right to have cases decided by 
impartial and neutral arbitrators. FINRA puts it this way: 

Arbitrators must be impartial and neutral throughout a proceeding. 
Impartiality extends to parties, counsel, agents, witnesses, co-panelists 
and even the type of case involved. Arbitrators must be impartial in 
both appearance and in fact. Arbitrators are viewed by parties in an 
arbitration case much as a judge would be viewed in a court of law. In 
some ways, arbitrators have greater power than a judge (e.g., except 
for limited reasons, arbitration awards cannot be overturned). 
Therefore, it is particularly important in arbitration that the forum be 
fair and be perceived to be fair.52 (Emphasis added). 
Courts have repeatedly held that arbitration provisions are unenforceable if 

the arbitration forum does not have adequate procedural safeguards in place that 
provide for impartial arbitrators.53   

As explained below, PIABA is concerned that FINRA does not have 
adequate and verifiable procedural safeguards in place to ensure that it is 
recruiting impartial and neutral arbitrators. FINRA does not disclose the 
specific ways that it recruits individual arbitrators and, therefore, neither the 
parties participating in the arbitration forum nor the public have no way of 
knowing or verifying that FINRA’s arbitrator recruiting practices in fact recruit 
neutral and impartial arbitrators.  In addition, FINRA collects information about 
how individual arbitrators are recruited but it chooses not to disclose that 
information to parties participating in arbitration even though it could be very 
important in helping parties to detect arbitrators’ potential conflicts of interests 
and biases.  
  
 
 
 
 
 

                                                            
51. Hooters of America, Inc. v. Phillips, 177 F.3d 933, 940-941 (4th Cir. 1999) (arbitral 
forum need not replicate the judicial forum for arbitration agreement to be enforceable.) 

52. FINRA Arbitrators Guide, p. 14.  

53. See e.g. Hooters of America, Inc. at 940-41, supra; see also McMullen v. Meijer, 
Inc., 355 F.3d 485, 493-494 (6th Cir. 2004). 
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D. Adequate and Verifiable Procedural Safeguards Must Be In Place 
To Ensure That FINRA’s Opaque Targeted Recruitment Practices 
Result In The Recruitment Of Impartial, Neutral And Diverse 
Arbitrators. 

 
FINRA’s practice of targeted arbitrator recruitment has the potential to lead 

to the recruitment of arbitrators who are not neutral or impartial.  In a 2012 
Reuters news article entitled, Who Makes A Good Arbitrator? Barbara Brady, 
FINRA’s Vice President and Director of Neutral Management, stated that 
FINRA was focused at that time on recruiting real estate professionals and 
professors of law and economics.54   

It is unknown why FINRA chose to recruit those very specific categories 
of individuals and there is no way to know whether FINRA’s decision to recruit 
real estate professionals and professors of law and economics was made by 
FINRA arbitrarily or whether there was a well-founded and legitimate basis. 

Transparency with regard to why and how FINRA recruits arbitrators is 
critical to the legitimacy and fairness of the entire arbitration forum, given the 
impact it could have on the composition of the arbitrator roster and the 
outcomes of cases.  In January 1996, a task force assembled by the NASD 
issued a report entitled, Report of the Arbitration Policy Task Force to the 
Board of Governors National Association of Securities Dealers (“Ruder 
Report”).55  With regard to arbitrator recruitment, the Ruder Report stated that 
there was a shortage of qualified arbitrators because the size of NASD’s 
arbitrator pool “was dramatically reduced in 1993, when NASD required, for 
the first time, all new arbitrators who had not decided a case prior to January 1, 
1993 to attend an arbitrator training session.”56  As a result, the number of 
eligible NASD arbitrators at that time precipitously dropped from 7,000 to 
2,600.57 

In response to that shortage, “the NASD established a nationwide program 
to identify, recruit, and train potential arbitrators in all of the cities in which it 

                                                            
54. http://www.reuters.com/article/2012/08/22/us-finra-arbitrators-comply-idUSBRE 
87L0M420120822 

55. REPORT OF THE ARBITRATION POLICY TASK FORCE TO THE BOARD 
OF GOVERNORS NATIONAL ASSOCIATION OF SECURITIES DEALERS, INC. 
(Jan. 1996), reprinted in [1995-1996 TR. BINDER] FED. SEC. L. REP. (CCH) ¶ 
85,735, at 87,433. (“Ruder Report”). 

56. Id. at 101. 

57. Id. 
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conducts arbitrations.”58  As a result of NASD’s recruiting program, during the 
period of 1993 to 1996, the pool of eligible arbitrators significantly increased 
from 2,600 to close to 5,000.59  The Ruder Report noted that the NASD 
“initiated a new recruitment plan whose goal is to recruit and train 3,000 new 
arbitrators in 1995 and 1996” and “to assist in attaining this goal, the NASD 
has established Regional Arbitrator Recruitment Councils.”60  

It is clear from the Ruder Report that the NASD initiated its recruiting 
campaign to “meet existing demand and projected caseload growth” and 
appears to have based its recruiting success on hitting a targeted quota, not 
necessarily on obtaining quality neutral and impartial arbitrators.61 There is no 
explanation or indication of how arbitrator candidates were identified or 
recruited and/or whether procedural safeguards were put in place at that time to 
ensure that impartial and neutral arbitrators were recruited, which is significant 
given that about half of the NASD’s entire arbitrator roster at that time was 
obtained through that recruitment process.   

The NASD’s recruitment practices could be important to arbitration 
outcomes in FINRA arbitrations today. Since 1992, claimant win rates in 
arbitrations have fallen from 60% to the current rate of 42%.62  In addition, 
since 1992, the percentage of claimants’ alleged damages recovered has also 
decreased.63  

Notably, in 2000, the GAO conducted a follow up study to the 1992 GAO 
Study (“2000 GAO Study”)64. The 2000 GAO Report, in part, revisited the issue 
of fairness in securities arbitration.  The 2000 GAO Report identified the 
declining trend in claimant win and recovery rates but speculated that the 
decline may have been due a higher percentage of cases settling.65  

                                                            
58. Id. 

59. Id. 

60. Id. at 102. 

61. Id. 

62. See 1992 GAO Study, supra, note 2; see also FINRA statistics on its website at 
http://www.finra.org/ArbitrationAndMediation/FINRADisputeResolution/Additional
Resources/Statistics/.  

63. See note 16, supra. 

64. GAO, SECURITIES ARBITRATION, ACTION NEEDED TO ADDRESS 
PROBLEMS OF UNPAID AWARDS, Rep. No. GAO/GGD 00-115 (June 2000). 

65. Id. at 7. 
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It does not appear from its report, however, that the GAO analyzed the 
impact of the NASD’s Year 1993 loss of 4,400 of its 7,000 arbitrators (a 63% 
decline of its entire roster) on claimant win and recovery rates during that same 
time period. It also does not appear that the GAO analyzed the impact of the 
NASD’s recruitment of approximately 2,400 new arbitrators to its existing pool 
of 2,600 between 1993 and 1996 (a 92% increase in new arbitrators) on 
claimant win and recovery rates66 It is certainly plausible that a different 
composition of NASD arbitrators (post-1992) contributed to the decline in 
claimant win and recovery rates, not simply an increase in settlements.  The 
likelihood that these new arbitrators impacted the overall SRO arbitration 
outcomes becomes even greater when one considers that in 1992, the NASD 
decided 67% of all securities arbitrations and in 2000, 92% of all cases.67  

The NASD merged with the NYSE in 2007 to become FINRA.  Today, 
FINRA decides 99% all securities arbitrations involving disputes between 
FINRA members and their customers.68 The arbitrators who were on the 
NASD’s roster were integrated into FINRA’s arbitrator roster.  As of September 
16, 2014, FINRA has 6,383 arbitrators on its roster. Of those 6,383 arbitrators, 
FINRA classifies 3,550 as public arbitrators (arbitrators who are supposed to 
have no ties to the securities industry) and 2,833 as non-public or industry 
arbitrators (arbitrators with ties to the securities industry.)69  It is not known 
how many of the arbitrators on the NASD’s arbitrator roster are currently active 
on FINRA’s arbitrator roster.  It is clear, however, that FINRA continues to 
target certain categories of individuals to become arbitrators. 

Targeted recruiting has the possibility to affect arbitration outcomes. There 
are a myriad of foreseeable problems that could result from such practices. For 
example, when FINRA targets certain groups, it interjects its own bias into the 
arbitrator recruitment and selection process.70 This selection bias has the 

                                                            
66.  Ruder Report, supra, note 23 at 101-102. 

67.  See 1992 GAO Study, supra, note 2 at 24; see also 2000 GAO Report, supra, note 
30, at 24. 

68. http://www.finra.org/web/groups/arbitrationmediation/@arbmed/@fdr/documents/ 
arbmed/p124105.pdf. 

69. http://www.finra.org/ArbitrationAndMediation/FINRADisputeResolution/Addi-
tionalResources/Statistics/. 

70. Selection bias is a type of bias that is widely recognized in statistical analysis in 
which there is an error in choosing the individuals or groups to take part in a scientific 
study. If selection bias is not taken into account, then some conclusions of that study 
may not be accurate.  
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potential to skew the composition of the arbitrator roster, which certainly could 
impact arbitration results. 

In addition, FINRA’s method(s) used to recruit arbitrators could affect the 
composition of the arbitrator roster and arbitration outcomes. For example, 
FINRA readily admits on its website that it recruits attorneys as arbitrators.  
However, not all attorneys are created equal, and if FINRA actively recruits at 
the meetings of bar associations that are predominated by defense counsel, it 
logically follows that, if left unchecked, defense attorneys will predominate the 
arbitrator pool.  It is plausible that an arbitrator pool that is predominated by 
defense-minded attorneys, even if they do not have ties to the securities 
industry, could negatively impact the outcomes of arbitrations for claimants. 
The same logic would hold true if FINRA recruited attorneys at meetings of bar 
associations consisting primarily of plaintiffs’ attorneys. 

Also, by picking certain groups to recruit, FINRA is choosing not to recruit 
other groups even though those individuals could be quality arbitrators.  Since 
FINRA does not disclose the specifics of its recruiting practices, there is no way 
to tell what categories it has chosen to exclude or why.  Choosing some groups 
and excluding others could certainly influence the overall demographics of the 
arbitrator roster as well as the outcomes of arbitration hearings.  Equally 
important, it also could negatively impact investors’ perceptions of fairness 
about FINRA’s arbitration forum. 

Finally, as explained in more detail below, FINRA’s targeted recruiting 
practices impact diversity of its arbitrator roster. In preparing this report, 
PIABA conducted the PIABA Demographic Study concerning FINRA’s 
arbitrators by reviewing and analyzing Arbitrator Disclosure Reports of 5,375 
past and current FINRA arbitrators in an effort to gain more clarity about the 
demographics of FINRA’s roster of arbitrators.71 The PIABA Demographic 
Study shows that FINRA arbitrator roster lacks diversity.  It also suggests that 
FINRA’s recruiting practices have contributed to that lack of diversity, 
resulting in a homogenous arbitrator pool, which is exactly what the SEC 
warned against in the 1992 GAO study.   

FINRA’s self-appointed sub-committee of the NAMC, the Neutral Roster 
Sub-Committee, serves as FINRA’s procedural safeguard to ensure that neutral 
and impartial arbitrators are added to the arbitrator roster. The sub-committee 

                                                            
71. FINRA provides parties the employment history and other background information 
for each arbitrator listed.  The background information is provided to the parties in a 
document entitled “Arbitrator Disclosure Report.” The parties receive an Arbitrator 
Disclosure Report for each potential arbitrator before the parties select the panel. 
PIABA obtained the 5,375 Arbitrator Disclosure Reports from its members who 
represent parties in FINRA arbitrations.  
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includes public members of NAMC.  In participating with the approval of an 
arbitrator applicant, however, the members of the sub-committee are only 
provided with a Disclosure Report for each arbitrator applicant. PIABA 
confirmed that sub-committee members are not provided with copies of the 
applicants’ FINRA Arbitrator Applications. PIABA also confirmed that FINRA 
does not provide sub-committee members with any information about how 
applicants are recruited to become arbitrators. Sub-committee members do not 
meet or speak with the applicants. As a result, the NAMC Neutral Roster Sub-
Committee is not an adequate procedural safeguard to ensure fairness in FINRA 
recruiting practices. Also, as explained below, because of disclosure 
deficiencies in the FINRA Application and Arbitrator Disclosure Report, the 
sub-committee is also not an adequate procedural safeguard to ensure that 
neutral and impartial arbitrators are being added to the roster. 

Parties participating in FINRA arbitrations should be privy to any and all 
information in the possession of FINRA that could lead to the discovery of 
information that could detect arbitrator potential conflicts of interest or bias.  
PIABA recommends that an independent study be commissioned by the SEC 
to analyze FINRA’s arbitrator recruitment practices.  If they do not already 
exist, the SEC should require FINRA to institute adequate and verifiable 
procedural safeguards to ensure that the arbitrator pools consist of neutral and 
impartial arbitrators.  Above all, PIABA requests that the SEC require that 
FINRA’s arbitrator recruitment practices be fully transparent.  

 
 

 E. FINRA Does Not Disclose To The Parties Participating In 
Arbitration How Individuals Are Recruited Even Though FINRA 
Collects Much Of That Information In The Arbitrator 
Application.   

 
 FINRA does not disclose to parties participating in its arbitrations the 
specific ways in which individuals are recruited even though FINRA collects 
that information. FINRA’s Arbitrator Application begins with a survey entitled, 
How Did You Hear About Us?  The survey asks applicants to specifically list 
what prompted them to apply to FINRA’s roster and gives applicants choices 
between FINRA Conference, Business or Recruiting Conference, FINRA 
Arbitrator Referral, Other Referral, FINRA Recruitment Letter, FINRA Email, 
FINRA Print Advertisement or FINRA Internet Advertisement. The applicant 
is also asked to specifically identify the referral source, e.g. name and location 
of the conference, name of referring arbitrator, name and occupation of referral 
source, name of publication and URL address of website. 
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 Notwithstanding that virtually all the information that FINRA provides to 
the parties to help them select arbitrators comes from the arbitrators’ 
applications, FINRA chooses not to disclose arbitrators’ survey answers to the 
parties.  It is PIABA’s understanding that FINRA does not provide its NAMC 
sub-committee members with this information either.  Such information would 
be helpful to the parties in identifying potential conflicts of interest and/or bias. 
In preparing this report, PIABA recently asked FINRA to provide it with 
statistics on how applicants answered the survey questions.  FINRA responded 
that because supplying the information is voluntary, it did not have complete 
information.  Therefore, it could not provide the requested information. 
 There is simply no legitimate reason why parties participating in FINRA 
arbitrations should not be provided with this information at the time of arbitrator 
selection. This type of information could be crucial in helping parties to identify 
potential conflicts of interest and bias in arbitrators.  PIABA recommends that 
FINRA should provide this information to parties immediately. 
 
 

F. FINRA Claims That Its Arbitrator Roster Is Diverse But Also 
 Admits That It Has Not Conducted Any Studies To Measure  
 Diversity. 
 

FINRA maintains that it takes great strides to ensure that the roster is 
diverse.  In 2007, NASD described its arbitrator recruitment efforts: 

NASD carefully selects arbitrator candidates from a broad cross-
section of people, diverse in culture, with varying professions and 
backgrounds. NASD expanded its recruitment team and intensified 
efforts to provide more arbitrators to handle the caseload in each of 
NASD’s 68 hearing locations.72 
In 2012, Barbara Brady, FINRA’s Vice President and Director of Neutral 

Management, confirmed to a Reuters reporter that FINRA does not disclose the 
demographics of its arbitrator pool, but Brady said that FINRA "strives to have 
a broad selection of people" diverse in culture, professions and background. 
(Emphasis added). She also said the regulator is "very strongly" focusing on 
building the roster of minorities and women arbitrators, as well as real estate 
professionals and professors of law and economics.73 

                                                            
72. Linda Fienberg, supra n. 27, at p. 10. 

73. http://www.reuters.com/article/2012/08/22/us-finra-arbitrators-comply-idUSBRE 
87L0M420120822. 
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With regard to recruiting women and minorities, FINRA recently told 
PIABA:  

FINRA recruits neutrals using a combined strategy of direct mailings, 
recruitment ads, broadcast emails, and attendance at business 
events/conferences to enhance the diversity of the roster.  We solicit 
the help of professional organizations around the country, several of 
which focus on the recruitment of women and minorities to ensure 
that we continue to maintain a diverse roster nationwide. (Emphasis 
added). We work with the following minority and women’s 
organizations to recruit arbitrators, including, but not limited to: 

  ·       NAFE (National Association of Female Executives) 
 ·       GA Association of Black Women Attorneys 

  ·       National Hispanic MBA (NSHMBA) 
  ·       ABA – Women in ADR Section 
  ·       California Women Lawyers  
  ·       Black Women Lawyers  
  ·       Puerto Rico Chamber of Commerce 

∙        Colegio de Contadores Publicos Autorizados de Puerto Rico 
(CPA group) 

  ·       Colegio de Abogados de Puerto Rico (lawyer group) 
  ·       University of Puerto Rico 

·       Servicios Integrados De Psicologia, Mediacion Y Arbitraje 
(Sipma) Inc. (Conflicts Resolution Center, PR)  

·       National Bar Association (African American lawyers and 
judges) and 

·       The Transition Network (community of professional women 
over age 50).74  

In July 2014, PIABA asked FINRA for statistics on the breakdown of 
percentages of minorities and women. FINRA responded that it has not yet 
studied the issue.  However, with regard to a breakdown on the basis of gender, 
FINRA stated: 

Although the method is not scientific, we can tell that approximately 
21-22% of our existing neutral roster consists of women.  We do not 
have estimates for the other categories.75  
It is unclear how FINRA can legitimately claim that its arbitrator roster is 

diverse but then admit that it has not studied the issue. As discussed in the next 

                                                            
74. See Linda Fienberg email to Jason Doss dated July 15, 2014. 

75. Id. 
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section of this report, contrary to its public statements, FINRA’s arbitration 
roster is anything but diverse. 
 
 
   G. PIABA’s Arbitrator Demographic Study  
 

1. Background Information  
 

PIABA’s goal of undertaking this research was to better understand the 
demographics of FINRA’s arbitrator roster and to attempt to verify the accuracy 
of FINRA statements that its arbitrator roster is diverse.76  PIABA was also 
interested in better understanding the demographics of arbitrators in FINRA’s 
public pool as a whole as well as the demographics of a subset of public 
arbitrators that FINRA deems to be chair-qualified.  Information about the 
demographics of the public pool is very important because on February 1, 2011, 
FINRA permitted claimants to choose arbitration panels consisting of all public 
arbitrators.77 Since then, claimants have chosen all-public panels more often 
than not.  As a result, PIABA analyzed the demographic breakdown of the 
public pool in an effort to determine information about age, gender, and socio-
economic factors.  PIABA also examined the information to attempt to 
determine how FINRA recruits public arbitrators.   

According to FINRA’s website, in 2013 and 2014, claimants chose to have 
their cases decided by all-public panels approximately 54% of the time.78  As a 

                                                            
76. PIABA has received complaints from its members about problems related to 
arbitrators failing to disclose material information about conflicts of interest or facts 
that would suggest that the arbitrator is biased.  PIABA has also received complaints 
from its members that some arbitrators serving on arbitration panels were having a 
difficult time effectively participating in arbitration hearings, in large part, because of 
their advanced age. 

77. http://www.finra.org/ArbitrationAndMediation/FINRADisputeResolution/Addi-
tionalResources/Statistics/. Prior to February 1, 2011, arbitration panels were 
comprised of two public arbitrators and one industry arbitrator (majority public panels).  
FINRA changed its procedures to allowing claimants to choose all-public panels in an 
attempt to eliminate the perception that securities arbitration was unfair to investors due 
to the participation of the industry arbitrator. 

78. Id. To arrive at the 54% statistic, PIABA used the data from FINRA’s chart entitled 
Comparison of Results of All-Public Panels and Majority Public Panels in Customer 
Claimant Cases. See http://www.finra.org/ArbitrationAndMediation/FINRADispute 
Resolution/AdditionalResources/Statistics/ 
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result, there is no doubt that public arbitrators are being used to decide customer 
cases far more often than in the past.  For example, prior to 2011 when all cases 
were decided by majority public panels (two public arbitrators, one industry 
arbitrator), public arbitrators participated in deciding arbitrations twice as often 
as industry arbitrators. Now, given the prevalence of all-public panels, public 
arbitrators participate in deciding customer arbitrations approximately 5.5 times 
as often as industry arbitrators.79 

In conducting its demographic research and analysis, PIABA relied on the 
information that FINRA provides to parties about its arbitrators, which is 
contained in a document entitled, Arbitrator Disclosure Report. See Exhibit B 
to Appendix. Arbitrator Disclosure Reports contain information about each 
arbitrator’s employment history and other background information.  Under 
FINRA’s Code of Arbitration, FINRA provides parties with an Arbitrator 
Disclosure Report for each potential arbitrator within thirty days of an answer 
being filed. 80   The parties are expected to rely on the information contained in 
the reports to rank arbitrators in the Arbitrator Ranking List for the case.  An 
example of an Arbitrator Ranking List is attached as Exhibit C to the Appendix. 
                                                            
PIABA took the total number of cases decided by an all-public panel for 2013 and 2014 
(128 cases in 2013 and 84 in 2014) and divided those numbers by the total number of 
cases as stated in FINRA’s chart for those same years (235 cases in 2013 and 155 in 
2014).  

79. To arrive at this number, PIABA used the data from FINRA’s chart entitled 
Comparison of Results of All-Public Panels and Majority Public Panels in Customer 
Claimant Cases. PIABA took the total number of cases decided by an all public panel 
in 2013 and 2014 and multiplied those numbers by three to arrive at the number of 
public arbitrators for those years (384 in 2013 and 252 in 2014).  PIABA also took the 
total number of cases decided by a majority public panel and multiplied by two, because 
two public arbitrators participated in those cases (214 in 2013 and 142 in 2014). PIABA 
then added those two figures together for each year to determine the number of public 
arbitrators that participated in the arbitration cases identified in FINRA’s chart (the total 
number of public arbitrators in 2013 was 598 and 394 in 2014).  To determine the 
number of industry arbitrators that participated in majority public cases, PIABA simply 
took the total number of cases decided by a majority public panel given that those panels 
have only one industry arbitrator (the total number of industry arbitrators in 2013 was 
107 and 2014 was 71).   To complete the analysis to arrive at the multiples used in this 
report, PIABA divided the total number of public arbitrators by the total number of 
industry arbitrators in 2013 and 2014.  In 2013, public arbitrators participated in 
customer cases approximately 5.6 times as often as industry arbitrators (598 public 
arbitrators/107 industry arbitrators).  In 2014, public arbitrators participated in customer 
cases approximately 5.5 times more often than industry arbitrators.      

80. See Rule 12403, FINRA Code of Arbitration. 
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FINRA relies solely on the Arbitrator Disclosure Report(s) to notify the 
parties of any actual or potential conflicts of interest and/or biases. The 
information contained in the Arbitrator Disclosure Reports is derived primarily 
from the portions of the application completed by the arbitrators before they are 
approved by FINRA to the arbitrator pool.  FINRA represents to the parties that 
the information in the Arbitrator Disclosure Reports is current as of the time 
that FINRA provides the report to the parties.  

 
 
2.  Methodology 

 
 In compiling the research, PIABA reviewed 5,375 Arbitrator Disclosure 
Reports. For the period 1991-2006, 1,908 NASD Arbitrator Disclosure Reports 
are included in PIABA’s database.  For the period 2007-2014, 3,467 FINRA 
Arbitrator Disclosure Reports are included in the database. For the period 2013-
2014, 2118 Arbitrator Disclosure Reports are included in the database. PIABA 
collected the Arbitrator Disclosure Reports from PIABA members who were or 
are representing parties in FINRA arbitration cases.  
 Because the Arbitrator Disclosure Reports available to PIABA spanned 
over such a long time period, PIABA determined that its research should, to the 
extent possible, include a review of arbitrators who are currently on FINRA’s 
roster. For the purposes of this report, PIABA assumed that an arbitrator listed 
on a 2013 and/or 2014 FINRA Arbitrator Ranking List with a current Arbitrator 
Disclosure Form is currently on FINRA’s arbitrator roster.  PIABA reviewed 
and compiled demographic information for all 5,375 Arbitrator Disclosure 
Reports in its database.  To serve as a check on the research results derived from 
the 5,375 Arbitrator Disclosure Reports, PIABA also reviewed and compiled 
demographic information for the 2,118 Arbitrator Disclosure Reports that were 
provided to parties in 2013 and/or 2014.    
 As a point of comparison, according to FINRA’s website, as of 
September 16, 2014, FINRA has 6,383 arbitrators in its roster. Of those 6,383 
arbitrators, FINRA classifies 3,550 as public arbitrators (arbitrators who are 
supposed to have no ties to the securities industry) and 2,833 as non-public or 
industry arbitrators (arbitrators with ties to the securities industry.)81  The 2118 
arbitrators that were listed on a 2013-2014 FINRA Arbitrator Ranking Lists 
constitutes approximately 33% of the 6,383 arbitrators that FINRA has stated 
are currently on its roster.  FINRA represents that the lists of arbitrators 
provided to parties are randomly selected.  Based on that representation, PIABA 
                                                            
81. http://www.finra.org/ArbitrationAndMediation/FINRADisputeResolution/Addi-
tionalResources/Statistics/. 
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feels confident that the Arbitrator Disclosure Reports on which it relied for the 
purposes of this research is representative of FINRA’s entire arbitrator roster. 
 The information derived from the 5,375 Arbitrator Disclosure Reports were 
reviewed at least two times for accuracy. If a newer version of an Arbitrator 
Disclosure Report was provided to PIABA, it was incorporated into the 
arbitrator’s file and reviewed to ensure that the information in the database 
remained accurate. If the information on the new Arbitrator Disclosure Report 
changed, the database was updated to reflect the new information.   
 Each Arbitrator Disclosure Report was reviewed to extract the following 
information for this research: 

 Arbitrator Number 
 CRD Number (if provided) 
 Full Name (if provided) 
 Sex (Male, Female, Unknown) 
 Classification (Public, Non-Public) 
 Mediator Status (Yes, None) 
 Chair Status (Qualified, None) 
 Education  

-Year of High School Graduation or Year Undergraduate Study 
Began 

 -Degree(s) (Undergraduate education without degree; Associate,  
Undergraduate, Juris Doctorate or LLB, Masters, PhD, including 
LLM, MD, DDS, etc.) 

 Estimated Year of Birth – determined by taking the year stated for 
high school graduation or the stated year that undergraduate studies 
began less 18 years.  Because ages vary upon completion or High 
School of beginning undergraduate work, the arbitrator age is an 
estimate. 

 
 
 3.  Presentation of Results 
 

As stated above, PIABA’s goal of undertaking this research was to better 
understand the demographics of FINRA’s arbitrator roster. Based on all of the 
above, PIABA presents the following results and commentary. 
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         a. Gender Demographic Breakdown 
 

PIABA’s research shows that FINRA’s arbitrator pools are comprised 
primarily of men. Females are underrepresented on arbitration panels.  For 
example, based on a review of all 5,375 arbitrators in PIABA’s database, which 
includes arbitrators categorized by FINRA as public and non-public 
(“industry”), men comprise approximately 80% of the roster while women 
comprise 20%.   
 

 
 
   

The gender breakdown is similar when analyzing only Arbitrator 
Disclosure Reports issued by FINRA in 2013-2014.  That data reflects that men 
comprise approximately 78% of the arbitrator roster and women comprise 
approximately 22%. 
 
 
 b. Age Demographic Breakdown 
 
 PIABA’s research shows that FINRA’s arbitrator pools consist primarily 
of elderly men.  Based on a review of all 5,375 arbitrators in PIABA’s database, 
the average age is 67 years old, with the public pool having an average age of 

Male
79.61%

Female
20.28%

0.11%
Unknown

Gender Demographics
5,375 Arbitrators
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approximately 69 years old and the industry pool slightly younger at 65 years 
old.  The charts below provide additional results related to age: 
 
 

Average Age – Gender       

 Male Female Unkwn       

Total Arbs 4279 1090 6       

Av. Age All 68.58 61.24 75.92       

2013-2014 1645 472 1       

Av. Age 13-14 66.57 59.85 80.75       

          

Public  Industry 

 All Male Female Unkwn  All Male Female Unkwn 

Total Arbs 3327 2612 711 4  2048 1667 379 2 

Ave Age All 68.67 70.39 62.29 76.25  64.57 65.76 59.26 75.25 

2013-2014 1336 1021 314 1  782 624 158 0 

Ave Age 13-14 66.66 68.29 61.3 80.75  62.38 63.74 56.98 0 

          

          

          

Chair-Qualified  Non-Chair Qualified 

 Total Male Female Unkwn  Total Male Female Unkwn 

All 1760 1435 325 0  3615 2844 765 6 

Ave Age All 69.84 71.12 64.2 0  65.77 67.3 59.98 75.92 

2013-2014 927 742 185 0  1191 903 287 1 

Ave Age 13-14 68.62 69.85 63.67 0  62.32 63.87 57.39 80.75 

 
 
 In addition, based on a review of all 5,375 arbitrators in PIABA’s database, 
approximately 40% of the entire pool is 70 years or older and 17% is 80 years 
or older. The breakdown is similar when analyzing only Arbitrator Disclosure 
Reports issued by FINRA in 2013-2014.  That data reflects that approximately 
35% of the pool is 70 years or older and 12% is 80 years or older.  
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PIABA is concerned about the advanced age of FINRA’s arbitrator roster.  

PIABA is particularly concerned that the public arbitrator pool is significantly 
older than the industry pool.  As shown above, the average age of the public 
pool is 68.67 years old, while the industry pool’s average age is 64.57 years.  
Equally troubling, the average age of the males in the public pool is 70.39 years 
old and the average age of males serving as chair-qualified public arbitrators is 
71.12 years.    

The above data, standing alone, confirms that FINRA has a problem with a 
lack of diversity on its arbitrator roster that needs to be fixed immediately. The 
above data also strongly suggests FINRA’s recruiting practices played a 
significant role in causing the average age of arbitrators on its roster to be what 
it currently is. 

PIABA has received complaints from its members that some arbitrators 
serving on arbitration panels were having a difficult time effectively 
participating in arbitration hearings, in large part, because of their advanced 
age. PIABA is also aware that this problem is not news to FINRA and that it 
has received complaints from parties about this issue as well.  In the past, 
FINRA’s response to complaints about arbitrators not being able to effectively 
participate in arbitrations because of their advanced age has been to encourage 
parties and their attorneys to complete party evaluation forms.82   

Party evaluation forms have proven ineffective and it is unknown what, if 
anything, FINRA is doing about the issue.  In a February 24, 2014 Reuters 
article by Suzanne Barlyn, citing to a complaint filed by a former FINRA 
employee against FINRA, the plaintiff Jill Wile alleged that Manly Ray, a 
FINRA regional director “frequently joked about FINRA’s older arbitrators, 

                                                            
82. See email from Barbara Brady to Diane Nygaard dated July 23, 2014 with a subject 
line “male, pale and stale arbitrators.” 

 

35% - 40% of entire pool is 70 years or older 

12% - 17% of entire pool is 80 or older. 
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saying that he hoped that they would die before he had to go through the trouble 
of having to track them in a process for problem arbitrators.”83 
 
 
  c.   Socioeconomic Demographic Breakdown 
     
 PIABA’s research shows that FINRA’s arbitrator pool consists primarily 
of elderly men who have a socioeconomic status that put them out of touch with 
the average investor.84  Based on a review of all 5,375 arbitrators in PIABA’s 
database, approximately 70% of the arbitrators have advanced degree defined 
as a university degree higher than a bachelors. When analyzing only the 
Arbitrator Disclosure Reports in PIABA’s database that were issued by FINRA 
in 2013-2014, the data reflects that 73% the arbitrators have advanced degrees. 
 Importantly, there are very large differences as to which arbitrators have 
advanced degrees. Seventy-five percent (75%) of public arbitrators have 
advanced degrees whereas only 25% of industry arbitrators have advanced 
degrees.  Also, of the arbitrators with advanced degrees, approximately 79% 
are men and 21% are women.  The most common advanced degree among the 
arbitrator roster was the juris doctorate or law degree. Arbitrators with law 
degrees comprise 73% of all arbitrators with advanced degrees, with 81% of 
those individuals being classified as public arbitrators, compared to 19% in the 
industry pool.  
 These statistics support the conclusion that FINRA’s targeted recruiting for 
public arbitrators significantly impacts the demographics of its arbitrator roster.  
The data suggests that FINRA targets public arbitrator recruiting efforts at 
attorneys, which has resulted in the public pool primarily consisting of 
individuals with advanced degrees, which is exactly what the SEC warned 
about in 1992.  Because FINRA does not disclose its arbitrator recruitment 
practices about specific arbitrators, it is not known where FINRA found these 
attorneys or what the attorneys’ motivations were for becoming FINRA 
arbitrators.  All of this information is important for parties to know to evaluate 
conflicts of interest and biases.       
 
                                                            
83. Barlyn, Suzanne, New case alleges improprieties at Wall Street watchdog, Reuters, 
February 24, 2014. 

84. According to the American Psychological Association, socioeconomic status is 
commonly conceptualized as the social standing or class of an individual or group. It is 
often measured as a combination of education, income and occupation. Examinations 
of socioeconomic status often reveal inequities in access to resources, plus issues 
related to privilege, power and control. 
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II.   THE REMAINDER OF FINRA’S ARBITRATOR DISCLOSURE 
PROCESS IS ILLUSORY AND FAILS TO ELICIT MEANINGFUL 
AND RELIABLE INFORMATION RELATED TO ARBITRATORS’ 
POTENTIAL CONFLICTS OF INTEREST AND/OR BIASES.  
 

A. There Is No Question That Arbitrators’ Disclosures Are Critical. 
 

No matter how diverse the pool of arbitrators, absent full and complete 
background disclosures from the arbitrator candidates, parties (claimant and 
respondent alike) are unable to ensure that they are ranking and striking 
candidates who are most likely to be fair and unbiased.  The point is not subject 
to debate.  FINRA’s Arbitrator Guide states: 

Arbitrator disclosure is the cornerstone of FINRA arbitration, 
and the arbitrator’s duty to disclose is continuous and 
imperative. Disclosure includes any relationship, experience 
and background information that may affect—or even appear 
to affect—the arbitrator’s ability to be impartial and the 
parties’ belief that the arbitrator will be able to render a fair 
decision. When making disclosures, arbitrators should 
consider all aspects of their professional and personal lives 
and disclose all ties between the arbitrator, the parties and the 
matter in dispute, no matter how remote they may seem. This 
includes, but is not limited to, lawsuits (even non-investment 
related lawsuits); any publications (even if they appear only 
online); professional memberships; service on boards of 
directors; etc. If you need to think about whether a disclosure 
is appropriate, then it is: make the disclosure. Failure to 
disclose may result in vacated awards which undermine the 
efficiency and finality of our process. Failure to disclose may 
also result in removal from the roster.85 

As explained below, FINRA’s arbitrator disclosure process is illusory 
because while FINRA’s Arbitrators Guide and disclosure rules say the right 
things about disclosure, FINRA’s implementation of its arbitrator disclosure 
process fails to elicit meaningful and reliable information about arbitrators’ 
conflicts of interest and biases. 

 
 

                                                            
85. FINRA Arbitrators Guide (2014), p. 17; see also Rule 12405, Disclosures Required 
By Arbitrators, FINRA Code of Arbitration. 
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B. Summary of FINRA’s Arbitrator Conflict and Bias Disclosure 
 Process 

 
After recruitment, FINRA’s process for eliciting information about 

conflicts and biases from arbitrators begins with the FINRA Arbitrator 
Application.86  FINRA acknowledges that its application is long and time 
consuming. The cover letter to the application states: 

We recognize that our arbitrator application is lengthy and requires 
considerable time to complete. However, the questions we ask are 
necessary both to maintain the integrity of the roster and to ensure that 
new arbitrators are properly classified as either public or non-public 
upon approval.  If you are accepted as an arbitrator, you will be under 
a continuing obligation to update your profile information.87 
After an applicant completes the FINRA Arbitrator Application, the 

FINRA staff screens the applications.  The background information from the 
application is entered into a FINRA database and portions of information from 
the application is used to create an Arbitrator Disclosure Report for each 
arbitrator.88 

After Arbitrator Disclosure Reports are created for the applicants, FINRA 
forwards the Arbitrator Disclosure Form(s) to the Neutral Roster Sub-
Committee of NAMC for review.89  In participating with the approval of an 
arbitrator applicant, the members of the sub-committee are only provided with 
the Arbitrator Disclosure Report for each arbitrator applicant. They are not 
provided with copies of the applicants’ FINRA Arbitrator Applications. FINRA 
does not provide sub-committee members with any information about how 
applicants are recruited to become arbitrators.      

If and when an arbitrator applicant is accepted to FINRA’s arbitrator roster, 
under FINRA rules, parties receive an Arbitrator Disclosure Report for each 
arbitrator within thirty days of an answer being filed. 90 The parties are expected 
to rely on the information contained in the reports as they rank and strike the 
arbitrator candidates.  FINRA relies solely on the Arbitrator Disclosure 

                                                            
86. See FINRA’S Arbitrator Application, Ex. B to Appendix. 

87. Id at 1. 

88. See FINRA Arbitrator Application, Ex. B at 4. 

89. Id. 

90. See Rule 12403, FINRA Code of Arbitration. 
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Report(s) to notify the parties of any actual of potential conflicts of interest and 
biases.  

Arbitrators are encouraged to update their biographical information on a 
regular basis.91  FINRA, however, relies in large part on the arbitrators to take 
the initiative to self-report conflicts and biases. 

The next step of FINRA’s arbitrator disclosure process relates to the 
parties’ opportunity to ask questions to arbitrators. FINRA does not have a 
formal voir dire process before selecting arbitrators.  FINRA’s Code of 
Arbitration permits parties to request additional information from the arbitrators 
before the deadline to rank and strike the arbitrator lists.92  However, the rule 
does not require arbitrators to answer the questions at all or under oath.93 

After FINRA appoints arbitrators to a panel based on the parties’ ranking 
forms, FINRA requires each arbitrator on the panel to complete the FINRA 
Oath of Arbitrator and accompanying questions that relate to conflicts/biases. 
A copy of FINRA’s Oath of Arbitrator is attached as Exhibit D to Appendix. 

Pursuant to Rule 12405, arbitrators have an on-going duty to disclose 
conflicts of interest and bias to the parties.  In the event that the parties feel the 
need to seek removal of an arbitrator after appointment on the basis of a conflict 
of interest and bias, Rule 12406 of the FINRA Code of Arbitration states that 
any party may ask an arbitrator to recuse himself or herself from the panel for 
good cause. Requests for arbitrator recusal are decided by the arbitrator who is 
the subject of the request.94  Rule 12407 addresses instances in which the 
Director of Arbitration can remove an arbitrator.95  

                                                            
91. See Arbitrators Guide. 

92. Rule 12403, FINRA Code of Arbitration. 

93. Id. 

94. Rule 12406, FINRA Code of Arbitration. 

95. FINRA Rule 12407 states: 

(a) Before First Hearing Session Begins 

Before the first hearing session begins, the Director may remove an arbitrator 
for conflict of interest or bias, either upon request of a party or on the 
Director's own initiative.  

(1) The Director will grant a party's request to remove an arbitrator if it is 
reasonable to infer, based on information known at the time of the request, 
that the arbitrator is biased, lacks impartiality, or has a direct or indirect 
interest in the outcome of the arbitration. The interest or bias must be definite 
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 B.[sic]  PIABA Retained Expert Dr. Akshay R. Rao To Review and 
  Evaluate FINRA’s Arbitrator Disclosure Process. 
 

PIABA’s research included the retention of Dr. Akshay R. Rao, a tenured 
professor with the University of Minnesota’s Carlson School of Management. 
Dr. Rao has conducted and published research on a range of marketing topics 
including Pricing, Brand Management, Channels of Distribution, Consumer 
Behavior and Information Processing.  Dr. Rao’s original scholarly research has 
appeared in a variety of leading journals including the Harvard Business 
Review, the Journal of Brand Management, the Journal of Business, the Journal 
of Consumer Research, the Journal of Marketing, the Journal of Marketing 
Research, Marketing Science, Organizational Behavior and Human Decision 
Processes, Sloan Management Review, and other journals.  In addition, Dr. Rao 
has experience in designing and conducting surveys. 

Because of Dr. Rao’s experience, PIABA retained Dr. Rao to review 
FINRA’s arbitrator disclosure process and to evaluate whether the process is 
effective in eliciting disclosures from arbitrators that may affect or appear to 
affect an arbitrator’s ability to be impartial and the parties’ belief that the 
arbitrator will be able to render a fair decision, the disclosure standard stated in 
FINRA’s Arbitrator’s Guide.   

 
 
 
 
 

                                                            
and capable of reasonable demonstration, rather than remote or speculative. 
Close questions regarding challenges to an arbitrator by a customer under this 
rule will be resolved in favor of the customer.  

(2) The Director must first notify the parties before removing an arbitrator on 
the Director's own initiative. The Director may not remove the arbitrator if 
the parties agree in writing to retain the arbitrator within five days of 
receiving notice of the Director's intent to remove the arbitrator.  

(b) After First Hearing Session Begins  

After the first hearing session begins, the Director may remove an arbitrator 
based only on information required to be disclosed under Rule 12405 that 
was not previously known by the parties. The Director may exercise this 
authority upon request of a party or on the Director's own initiative. Only the 
Director or the President of FINRA Dispute Resolution may exercise the 
Director's authority under this paragraph (b).  
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C. Dr. Akshay Rao’s Expert Opinion. 
 

Based on his review of FINRA’s arbitrator disclosure process, Dr. Rao’s 
opinion is as follows: 

[I]t is my opinion that the process is illusory and especially harms 
claimant public investors because the system is not designed to elicit 
meaningful or timely disclosures about actual or potential conflicts of 
interest and/or biases.  FINRA’s flawed arbitrator disclosure process 
provides respondent broker-dealers with an unfair advantage over 
public investors in securities arbitration disputes in part, because 
broker-dealers are repeat participants in securities arbitration 
proceedings and therefore have more information about arbitrators in 
the pool, due to experience. 

A complete copy of Dr. Rao’s Declaration is attached as Exhibit E to Appendix. 
   
 
 D. Dr. Akshay Rao’s Rationale For His Expert Opinion. 

In formulating his opinions, Dr. Rao reviewed among other things, the 
FINRA Arbitrator Application.  He concluded that FINRA’s application is not 
designed to elicit meaningful and reliable answers because the questions require 
respondents to self-define important words in the application, which leads to 
subjective variance in the answers (unreliable answers).  Dr. Rao explained the 
rationale for his opinions as follows: 

 
 

 1.  FINRA’s Arbitrator Application Fails To Elicit Meaningful 
 and Reliable Information Related to Actual or Potential 
 Conflicts of Interest and/or Biases. 
 
 FINRA’s process for eliciting information about conflicts and biases from 
arbitrators begins with the FINRA Arbitrator Application.96   
 
 

a.  Definitional Issues 
 
A key requirement in competent questionnaire design is to assure 

that respondents understand terminology embedded in the 
questionnaire, validly and reliably. That is, the respondents’ 

                                                            
96.  See FINRA’S Arbitrator Application, Ex. B. to Appendix. 
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understanding of the terms and language used in the questionnaire 
ought to be consistent with the intent of the questioner (to assure 
validity) and all respondents should interpret the terms in similar if not 
identical fashion (to assure reliability). In many instances, it is 
singularly unclear if these criteria are met in the FINRA application. 
Consider: 
1. Q. 11: In a section entitled Educational History, FINRA asks 

respondents about accreditation. It may be unclear to the 
respondent whether or not the program or the School/University 
s/he attended is indeed accredited. It is further unclear who the 
accrediting agency ought to be. For instance, in the case of 
Business schools, the default accrediting agency is the AACSB. 
Is this the accrediting agency to which this question refers? How 
about Law schools? Or Medical schools? Further, accreditation is 
an ongoing process. Sometimes schools and programs lose their 
accreditation and subsequently recover it. What if the program or 
school did not have accreditation at the time the respondent 
attended, but received it subsequently? Since the question does 
not provide temporal specificity, the respondent might very well 
choose to answer as if the program or school had accreditation 
when s/he attended, even if it did not have accreditation at that 
point, but has been subsequently accredited. In short, the question 
is vague. 

2. Q. 13 (d):  Question 13 is a set of questions that are used by 
FINRA to classify arbitrators as public or non-public. In Question 
13(d), FINRA employs the word “substantial” in the question, 
“Have you spent a substantial part of your career engaged in 
business activities listed in paragraph (a) above?”   
Substantial is an imprecise term, subject to interpretation. Most 
important, it is subject to different interpretations – some might 
infer substantial to mean a “majority”, some a “plurality”, others 
might think in percentage terms and employ a 75% threshold or 
higher, and so on. As a consequence, responses to this question 
are unreliable due to “within subject variance” (a term of art in 
marketing research).  
In this context, incorrect answers to Question 13 may cause 
FINRA to misclassify arbitrators by placing arbitrators who, for 
example, should be in the non-public pool into the public pool.  
The same concern applies to Q. 14. b). 

3. Q. 13 (h):  This is another question used by FINRA to classify 
arbitrators as public or non-public. The question in full reads: 
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“Are you an attorney, accountant, professional whose firm derives 
10 percent or more of its annual revenue in the past two years from 
any persons or entities listed in paragraphs (a) through (c).” 
It would be virtually impossible for an employee of an 
organization who is not involved with extremely detailed 
accounting information, to hazard even an educated guess with 
respect to the sources of revenue that a firm receives. To be able 
to parse whether a percentage of revenue comes from a particular 
sector of the economy is not a reasonable expectation. The same 
concern applies to item i). 
Once again, just like Question 13(d) discussed above, the 
subjective variances in the responses to Question 13(h) and (i) are 
unreliable and may cause FINRA to misclassify arbitrators and for 
example, wrongly place attorneys in the public pool when they 
should be classified as non-public. 

4. Q. 18:  This set of questions is entitled Conflicts/Disclosures. This 
entire section is greatly problematic because the term “conflict” is 
never defined. The best information the respondent has with 
respect to the meaning of the term is the examples provided. 
Notice that the examples are largely if not exclusively related to 
real or potential financial conflicts of interest as a source of bias 
on the part of the arbitrator. It is essential that the questionnaire 
provide the respondent a definition of the term about which the 
respondent is being queried, lest there be a misinterpretation on 
the part of the respondent (a validity concern) or different 
interpretations on the part of different respondents (a reliability 
concern). 
 
 

b.  Scope Issues 
 

In general, the issue of conflict is, to my understanding, 
related to actual and potential for bias. FINRA’s application 
wrongly restricts the type of questions primarily to those that 
relate to economic conflicts of interest even though the underlying 
drivers of bias are not restricted to economic conflicts of interest.  

Conflicts due to economic interest in the outcome of litigation 
and/or arbitration is a real and genuine concern, and I do not wish 
to minimize its importance. I think it is desirable that such 
conflicts, whether real or potential, be revealed to and by all 
parties engaged in a dispute. 
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However, the questions related to economic conflicts of 
interest appear to only provide information about arbitrator 
applicants who may end up being classified as non-public 
arbitrators.  There are very few, if any questions that probe into 
conflicts of interest and biases for public arbitrators.  As a result, 
parties receive less information about conflicts of interest and bias 
from public arbitrators than they might receive about non-public 
arbitrators.   

In addition, a potential arbitrator, however, may be biased 
against women, men, immigrants, ethnic minorities, people with 
a different sexual orientation, older people, younger people, poor 
people, rich people, and the like. There are innumerable sources 
of bias that are not accounted for and cannot be accounted for in 
any standard questionnaire.  

 
 

c.  Eliciting bias 
 

There is a considerable literature in Psychology and 
Marketing that speaks to whether agents have veridical access to 
their own thoughts. It is quite clear, based on this and related 
literature that people are unaware of their biases, at least to the 
extent they can report on those biases in self-reports in response 
to questionnaires. In fact the literature in Psychology and 
neuroscience shows how obvious biases exist unbeknownst to the 
respondent (Nisbett and Wilson 1977), and when they are revealed 
to the respondent, are corrected for by the respondent (Schwarz 
and Clore 1983). As Professor V. S. Ramachandran, a 
distinguished neuroscientist observes in his recent book “A 
person’s verbal response is likely to be inauthentic. It may be 
contaminated by other areas of the brain” (p. 215). 
 
 

d.  Length of Application and Timing Issues  
 

The length of the application and timing of the questions also 
increase the likelihood that arbitrators completing the application 
will not fully disclose conflicts and biases.  FINRA acknowledges 
at the beginning of FINRA’s arbitrator application that completing 
the application process is grueling, which could constitute a 
barrier to entry for an individual interested in becoming an 
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arbitrator.  Furthermore, applicants do not know whether they will 
ultimately be accepted to FINRA’s arbitrator pool and are not 
informed at the time of completion that the application is the 
primary way that FINRA obtains information related to actual or 
perceived conflicts of the arbitrators.  All of these factors increase 
the likelihood that applicants will not fully disclose conflicts and 
biases. 

 
 

2.  FINRA’s Arbitrator Disclosure Process Prior To Appointment 
To Arbitration Fails To Provide Parties With Meaningful and 
Reliable Information Related to Actual or Potential Conflicts of 
Interest and/or Biases. 

 
To assist the parties in selecting arbitration panels, FINRA 

provides parties with Arbitrator Disclosure Reports to rank and 
strike the lists of potential arbitrators. The information on the 
Arbitrator Disclosure Report is derived from the answers in the 
FINRA Arbitrator Application and is presented only in summary 
format.   

Parties to FINRA arbitrations are not entitled to review the 
arbitrator applications when selecting arbitrators, which further 
limits disclosure of information to the parties participating in an 
arbitration.  FINRA also excludes some information contained in 
the application from disclosure reports.  For example and 
importantly, the answers to question 13 of the FINRA Arbitrator 
Application, which speaks to disclosure of economic conflicts of 
interests, are not provided to the parties. 

FINRA requires arbitrators to disclose “any relationship, 
experience and background information that may affect—or even 
appear to affect—the arbitrator’s ability to be impartial and the 
parties’ belief that the arbitrator will be able to render a fair 
decision.”   

However, by relying on self-reporting, the FINRA’s rules on 
conflict and bias disclosure are rendered virtually meaningless. As 
discussed above, research determined long ago that people cannot 
accurately assess the nature and the level of their own bias.  As a 
result, FINRA’s practice of relying of self-reporting causes 
arbitrators to fail to disclose meaningful and reliable information 
about conflicts and bias. 
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Also, FINRA does not have a formal voir dire process before 
selecting the arbitration.  FINRA’s Code of Arbitration permits 
parties to request additional information from the arbitrators 
before the deadline to rank and strike the arbitrator 
lists.  However, the rule does not require arbitrators to answer the 
questions at all or under oath.   The lack of a meaningful voir dire 
process further contributes to the parties not having full and 
complete disclosures about conflicts of interest and biases. 

 
 

3.  FINRA’s Arbitrator Disclosure Process That Occurs After 
Arbitrators Are Appointed To Arbitration Panels Fails To Provide 
Parties With Meaningful and Reliable Information Related to 
Actual or Potential Conflicts of Interest and/or Biases. 

 
After FINRA appoints arbitrators to a panel based on the 

parties’ ranking and striking forms, FINRA requires each 
arbitrator on the panel to complete the FINRA Oath of Arbitrator 
and accompanying questions that relate to conflicts/biases.  In 
large part, the questions are very similar to those contained in the 
Arbitrator Application.  The questions contained in the FINRA 
Oath of Arbitrator fail to elicit meaningful and reliable 
information for the same reasons described above related to the 
problems with FINRA’s Arbitrator Application.  

Furthermore, the timing of these questions (i.e. post-
appointment) make it very likely that the arbitrators will represent 
to the parties that any additional disclosure will not impact their 
ability to be impartial even if such disclosure does or will impact 
that ability. 

In addition, parties seeking to remove of an arbitrator based 
on conflicts of interests and/or biases risk antagonizing an 
arbitrator that whom they are seeking to remove.  This discourages 
parties from challenging arbitrators and as a result, it could 
provide an additional disincentive for arbitrators to disclose 
conflicts and biases.   
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 4. FINRA’s Arbitrator Disclosure Process Provides FINRA 
 Member Firms With An Advantage Over Public Investors. 
 

As discussed above, FINRA’s arbitrator disclosure process 
fails to provide parties with meaningful and reliable information 
about actual or potential conflicts of interest and/or biases. 
FINRA’s flawed arbitrator disclosure process provides 
respondent broker-dealers with an unfair advantage over public 
investors in securities arbitration disputes in part, because broker-
dealers are repeat participants in securities arbitration proceedings 
and therefore have more information about arbitrators in the pool, 
due to experience. 

 
 

III. EXAMPLES OF PROBLEMS RELATED FINRA’S 
ARBITRATOR DISCLOSURE PROCESS 
 

A.  Arbitrators With Substantial Ties To The Securities Industry In 
The Public Pool. 

 
 In preparing this Report, PIABA asked its members to provide it with 
examples of problems that relate to FINRA’s arbitrator disclosure process.  In 
response, PIABA received examples of important disclosures of potential 
conflicts of interest and bias that were made by arbitrators after panels had been 
selected that would have changed the way claimants’ counsel ranked the 
arbitrators. PIABA also received examples of arbitrators who were 
misclassified as public arbitrators even though the arbitrators had substantial 
ties to the securities industry.   
 In one case, PIABA member, Jeff Sonn, provided PIABA with an example 
of an arbitrator who was classified as a public arbitrator even though the 
arbitrator had spent 15 years of his career in the securities industry.  In emails 
between Mr. Sonn and FINRA in May and June 2014, FINRA stated that the 
arbitrator was properly classified as public because he had not spent a 
“substantial” part of his career in the securities industry.  FINRA stated in an 
email it for the purposes of classifying arbitrators, it defined internally the term 
“substantial” as 50%. See email exchange attached as Exhibit F to the 
Appendix. 
 Question 13(d) of FINRA’s Arbitrator Application entitled Arbitrator 
Classification asks applicants the following question: 

Have you spent a substantial part of your career engaged in 
business activities listed in paragraph (a) above? 
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Presumably, a “yes” answer could lead to FINRA classifying him or her as 
a non-public arbitrator.  A “no” answer could lead FINRA to classify the 
applicant as a public arbitrator. As noted by Dr. Rao, the term “substantial” is 
not defined in the application and as a result, the question fails to elicit 
meaningful and reliable information.  As a result, FINRA’s system could easily 
misclassify arbitrators simply because applicants define “substantial” 
differently.   

FINRA does not provide parties with copies of the arbitrator applications.  
FINRA only provides parties with Arbitrator Disclosure Reports and FINRA 
recently responded to PIABA that the disclosure reports do not include answers 
to question 13 from the application.  According to FINRA, Arbitrator 
Disclosure Reports only identify arbitrators as “public” or “non-public”, which 
for the reasons stated above could be wrong. In addition, FINRA does not 
provide parties with an effective way to verify whether an arbitrator is properly 
classified. 

In addition, as discussed above, FINRA considers its self-appointed 
National Arbitration and Mediation Committee (NAMC), which includes 
public members, to serve as its procedural safeguard to ensure fairness in 
approving new arbitrators to its roster.  PIABA is concerned about the 
effectiveness of the NAMC sub-committee because FINRA does not provide 
sub-committee members with copies of the arbitrator applications either. 
According to page 5 of FINRA’s Arbitrator Application, subcommittee 
members approve arbitrators based on the information that they receive from 
FINRA in Arbitrator Disclosure Reports.  FINRA’s Arbitrator Application 
states in pertinent part: 

If your application proceeds through Step One, your resulting 
Disclosure Report will be forwarded to a Subcommittee of 
the National Arbitration and Mediation Committee (NAMC) 
for its review and approval. 

It is PIABA’s understanding that NAMC members do not receive any other 
information about arbitrator applicants other than what is contained in the 
Disclosure Reports. Therefore, it does not appear that NAMC is privy to any 
more information than parties are provided in approving arbitrators to the roster. 
As a result, PIABA is concerned that there are no meaningful and reliable 
procedural safeguards in place to ensure that arbitrators are properly classified.   

This is a classic example of why independent oversight of FINRA is crucial.  
At a minimum, PIABA recommends that the SEC investigate whether FINRA 
has adequate and verifiable procedural safeguards in place to ensure that 
arbitrators are being properly classified.   
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   B.  Deceased Arbitrators Being Placed On Arbitrator Ranking Lists 
 

Two members provided examples in separate cases where deceased 
arbitrators were included in the Arbitrator Ranking Form.  One PIABA 
member, Diane Nygaard from Kansas City reported that she recently had a case 
where two deceased arbitrators were included on an Arbitrator Ranking List in 
one case.  A summary of the situation is as follows: 

On or around August 2013, FINRA sent counsel for the parties an 
Arbitrator Ranking Form and accompanying Arbitrator Disclosure Reports for 
each potential arbitrator in a case filed earlier that year. 

Each Arbitrator Disclosure Report in the packet stated in the top center 
heading: “Report reflects information provided by the arbitrator through 
08/16/2013.”  Based on the information listed on the Arbitrator Disclosure 
Reports, Claimants’ counsel ranked one of the public arbitrators 2nd on the 
ranking sheet.  It turns out that this arbitrator had died several months earlier in 
2013.  On the same list, another arbitrator was also deceased. 

After discovering this fact, FINRA provided the parties with a new list of 
arbitrators which caused delay in getting a panel appointed. The fact that they 
were included suggests that FINRA does not contact the potential arbitrators 
prior to including them on the list. 
 
 

C. FINRA Provides Parties With Arbitrator Disclosure Reports 
That Purport To Be Current When They Are Not. 

   
A systemic problem with all Arbitrator Disclosure Reports is that each 

document includes a phrase stating, “Report reflects information provided by 
the arbitrator through [Date].” This language leads parties to believe that the 
information on the Arbitrator Disclosure Report is current at the time that 
FINRA sends the information to the parties.  As shown below, however, that is 
not necessarily the case.  

In July 2014, the author of this Report, tested whether the information is 
current. In a case recently filed, each Arbitrator Disclosure Report in the packet 
that our firm received stated in the top center heading: “Report reflects 
information provided by the arbitrator through 07/03/2014.”  

We asked all thirty potential arbitrators to answer the question: “When was 
the last time you updated your Arbitrator Disclosure Report?”  The responses 
to this question are described below: 
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Of the thirty arbitrators, four (4) potential arbitrators did not respond at all. 
This could be the function of the FINRA Code of Arbitration not requiring 
arbitrators to answer questions from the parties prior to appointment.  

Two (2) of the arbitrators responded they were not responding the request 
because they did not want to serve as arbitrators. Surprisingly, in the case of 
one of the arbitrators, the FINRA case administrator composed the arbitrator’s 
response and stated:  

“Please be advised that Arbitrator [name omitted] notified FINRA that he 
will not be replying to the request for additional information.”   
After we called the case administrator and asked for the arbitrator’s original 

response, the case administrator forwarded the original email response from the 
arbitrator and it stated as follows: 

“Since I currently am not accepting any new arbitration cases, I will not 
reply to this inquiry. Thanks[.]” 
These two arbitrators should not have been included as potential arbitrators 

on the Arbitrator Ranking Form at all. An arbitrator’s unwillingness to 
participate as an arbitrator is a material disclosure that all parties need to know 
before ranking and striking arbitrators. The fact that they were included 
suggests that FINRA does not contact the potential arbitrators prior to including 
them on the list.  

Furthermore, PIABA is concerned that there may be other instances in 
which case administrators filter responses from arbitrators.  Had our firm not 
followed up with the case administrator, we would not have known that the 
arbitrator was not accepting any new arbitration cases.  Based on the first email 
from the case administrator, the parties may have ranked the arbitrator because 
all the parties would have known is that the arbitrator “will not be replying to 
the request for additional information.” 
The remaining responses are as follows: 

 One (1) arbitrator stated that he “probably have not changed my 
disclosure report in 10 yrs.” 

 One (1) arbitrator stated, “the last time I updated my Arbitrator's 
Disclosure Report was in May 2010.” 

 Two (2) arbitrators stated that they had not updated their Arbitrator 
Disclosure Form in 18-24 months. Their actual responses are as 
follows: 

o “18 mos or so ago.” 
o “I don't remember the exact date of the last time I updated my 

Disclosure Report.  I believe it is within the last 18-24 
months.” 
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 Two (2) arbitrators did not remember the last time he updated his 
Arbitrator Disclosure Report. The arbitrators’ response are as follows: 

o  “I update my Arbitrator Disclosure Report whenever 
something changes.  I don't    know the last date I did that.”  

o “I am not sure when my arbitration disclosure report was last 
updated, but I believe it to be accurate.” 

 Three (3) arbitrators stated that they had not updated their Arbitrator 
Disclosure Form approximately a year ago. The arbitrators’ responses 
are as follows: 

o “My disclosure document was updated about a year ago and 
nothing has changed.” 

o “I last changed my arbitrator disclosure report one year ago 
and have reviewed again today and there are no changes that 
need to be incorporated.” 

o “My arbitrator information was updated in 2013.” 
 Three (3) arbitrators stated that they had updated their Arbitrator 

Disclosure Forms between six months and one year ago.  Their 
responses are as follows:    

o “I updated my resume and disclosures within the last six 
months.” 

o Further, I have updated my Arbitrator Disclosure Report 
within the past six months.  I’m sure that FINRA records 
would reflect this requested information in more specific 
detail.” 

o “I updated my information within the last year.” 
 Of the thirty arbitrators included on the Arbitrator Ranking List, only 

twelve arbitrators (40% of the entire list) stated that they had updated 
their Arbitrator Disclosure Reports within the last six (6) months. 
Their responses are as follows: 

o “April 30, 2014. In addition, I just reviewed my Arbitrator 
Disclosure Report and it is correct.” 

o “April 2014” 
o “Within the past 6 weeks.” 
o “I don’t recall when I last updated my disclosure.  FINRA 

should have that information.  I have reviewed the 
information [sic] within the last few months, and it is 
accurate.” 

o “…the answer to the second question is 30-60 days ago is my 
estimate when the last time my arbitrator disclosure was 
updated.”  

o “My Disclosure Report should be up to date.” 
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o The answer to the second question is "July 2014." 
o “ M a r c h  2 0 1 4 ; Please update the Arbitrator Disclosure 

Report, to show that I am no longer an active member of the 
American Bar Association, and that I am inactive as a 
member of the National Bar Association.” 

o “My arbitrator disclosure report was updated about a month 
ago.” 

o “I updated my Arbitration Disclosure Report about 4 months 
ago.  I have no additional disclosures to report at this time.” 

o “I believe I last updated my arbitrator profile earlier this 
year.” 

o “I do not maintain a log of my Arbitrator Disclosure Report 
updates, and my last update was done online, so my records 
do not indicate when my Report was last updated.  My 
recollection is that I updated my Report in June 2014, or in 
any event fairly recently.  As far as I know the Report posted 
on the FINRA DR-Portal for me is up-to-date and accurate.” 

 
 
IV.  CONCLUSION 
  

As shown above, PIABA has illustrated that the cornerstone of the integrity 
FINRA’s arbitration forum, (i.e. its arbitrator disclosure process) is flawed at 
every stage.  FINRA does not disclose how it recruits individual arbitrators.  
FINRA’s recruiting practices have resulted in a pool of arbitrators that is not 
diverse and is homogenous, which is the very problem that the SEC warned 
about in 1992.  As opined by Dr. Rao, the rest of FINRA’s arbitrator disclosure 
process is illusory and fails to elicit meaningful and reliable information about 
conflicts of interests and/or biases.  The FINRA application fails to elicit the 
very information that it is supposed to compile.  FINRA magnifies the problem 
caused by the faulty application by withholding important answers in the 
application that speak to how arbitrators are recruited and that disclose 
important information about potential conflicts and/or biases, i.e., Question 13 
of application. FINRA also magnifies the disclosure deficiency problems by 
providing parties only with an Arbitrator Disclosure Report, which is just a 
summary of some information in the application.  As illustrated above, 
Arbitrator Disclosure Reports incorrectly suggest that the reports are current.  
FINRA fails to adequately update the information on the Arbitrator Disclosure 
Reports.  FINRA fails to provide the parties with a meaningful voir dire process 
and does not require its arbitrators to answers any questions for additional 
information. FINRA requires arbitrators to update their information only after 
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they are selected to be on a panel.  FINRA relies on the arbitrators to self-report 
conflicts of interest and biases, which research has long proven to be 
ineffective.  Furthermore, by requiring arbitrators to update their disclosures 
after appointment increases the likelihood of late disclosures, which puts parties 
in a difficult position in deciding whether to ask for recusal or removal. 

As opined by Dr. Rao, all of the problems described above related to 
FINRA’s flawed arbitrator disclosure process provide respondent broker-
dealers with an unfair advantage over public investors in securities arbitration 
disputes in part, because broker-dealers are repeat participants in securities 
arbitration proceedings and therefore have more information about arbitrators 
in the pool, due to experience. 

Something must be done to protect investors.  The fairness of FINRA’s 
arbitration forum should be judged on whether FINRA’s arbitrator disclosure 
process adequately protects investors by eliciting complete, meaningful, 
reliable and timely disclosures about FINRA’s arbitrators.  The securities 
industry has had almost thirty years to get the arbitrator disclosure process right 
and has not done so.  As a result, given that FINRA’s arbitrator disclosure 
process is flawed for the reasons identified in this Report, investors have no 
choice but to conclude that FINRA’s arbitration forum is unfair.   

PIABA supports investors having the unilateral right to choose between 
FINRA arbitration and court to resolve their disputes with the securities 
industry.  PIABA encourages Congress to take action and pass The Investor 
Choice Act of 2013 (H.R. 2998), which would prohibit the use of mandatory 
pre-dispute agreements by broker-dealers and investment advisers that force 
investors to arbitrate disputes or otherwise surrender their right to pursue 
recourse in a forum of their choosing. PIABA applauds the leadership of the 
bill’s author and member of the House Financial Services Committee Rep. 
Keith Ellison (D-MN) for introducing the legislation. 

The Investor Choice Act of 2013 will level the playing field for retail 
investors by amending Section 921 of the Dodd-Frank Wall Street Reform and 
Consumer Protection Act to statutorily prohibit the use of mandatory pre-
dispute agreements in broker-dealer and investment adviser customer contracts 
that restrict investors’ ability to pursue claims in the lawful forum of their 
choosing. The Investor Choice Act of 2013 would not in any way prevent 
investors from voluntarily electing to resolve a dispute through arbitration or 
mediation after the facts and circumstances of the dispute have been discovered. 

Investors need protections now.  In addition to legislative action, PIABA 
requests that the SEC use its power under the 1934 Securities Exchange Act as 
well as the Dodd-Frank to improve FINRA’s arbitration forum for the better.    
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RECENT ARBITRATION AWARDS 
 

Robert Van De Veire 
 
 

FINRA’S Code of Arbitration Rules provide Respondents the opportunity 
to file motions to dismiss claims. Most typically, Respondents file motions to 
dismiss under Rules 12206 and 12504(a).  A review of prior arbitration 
decisions on motions to dismiss can provide a practitioner with valuable 
insight into how arbitrators have come out on similar cases in the past.  This 
edition of Recent Arbitration Awards will review five recent decisions 
rendered by arbitration panels in response to motions to dismiss under Rule 
12206, Rule 12504 or both.   
 
 
Esther L. Huie and Richard D. Huie v. Investors Capital Corp. and Mark G. 
Harrop 
FINRA Case No. 13-018471 
 

Claimants’ Counsel: W. Edgar Spivey, Esq., Kaufman & Canoles, P.C. 
Respondent’s Counsel: Thomas G. Nicholson, Esq., Finneran & 

Nicholson, P.C. 
Arbitrators: Donita M. King (Public Arbitrator), Henry G. Plaster (Public 

Chairperson), Ross E. Legum (Non-Public Arbitrator) 
Award: The Panel held Respondents jointly and severally liable to pay the 

Claimants $36,000 in compensatory damages.   
During the pendency of the case, Respondents filed a motion to dismiss 

based upon eligibility under FINRA Rule 12206 and timeliness under the 

                                                 
1 Claimants asserted the following causes of action: violations of federal securities 
laws; breach of fiduciary duty; common law fraud; gross negligence; and failure to 
supervise. The causes of action relate to Claimants' investment in the Behringer 
Harvard REIT I. 

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

In the Statement of Claim, Claimants requested: compensatory damages in the amount 
of at least $230,000.00; pre-award interest at the legal rate of 8% per annum; and all 
costs incurred in connection with this matter. 
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applicable Virginia statutes of limitation.2  Respondents premised their motion 
to dismiss on arguments that the purchase date of the securities was outside 
the applicable time period and that the Claimants’ claims were not subject to 
tolling.  Claimants opposed the motion, arguing that the claims were filed 
timely under 12206, statutes of limitation do not apply in arbitration, and, even 
if applicable, the claims were timely under the statutes of limitation.    

Prior to the hearing, the Panel denied Respondents motion based upon 
FINRA Rule 12206, and denied without prejudice the motion based upon 
Virginia statutes of limitation.  After the Claimants concluded their case-in-
chief, Respondents renewed their motion to dismiss based upon Virginia 
statutes of limitation.  In denying Respondents’ renewed motion, the Panel 
based their decision “on the premise that there could be facts which could lead 
to a finding of a continuing relationship within the statutory period.”  
(emphasis added) 

This decision stands out because the Panel never delineates whether they 
are applying or declining to apply one or more of the requested statutes of 
limitation.  Nor did the Panel make clear whether or not they were choosing to 
toll the running of said statutes of limitation, if applicable.  Rather, in denying 

                                                 
In the Statement of Answer, Respondents requested: dismissal of the Statement of 
Claim in its entirety; assessment of all forum fees against Claimants; and costs 
incurred in defending this matter. 

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. 

2 Whether or not statutes of limitations even apply in FINRA arbitration remains a 
very hotly debated topic.  See, Tepper, Mark A., Statutes of Limitation in FINRA 
Arbitration are a Square Peg in a Round Hole, PIABA Bar Journal, Vol. 20, No. 2 
(2013).   
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the renewed motion to dismiss, the Panel carefully crafts its basis by notably 
using “could be” and “could lead” rather than “are” or “leads”.    
 
 
Daniel L. Cohen and Daniel L. Cohen 1980 Irrevocable Trust v. Fidelity 
Brokerage Services, LLC, Merrill Lynch, Pierce, Fenner & Smith 
Incorporated and National Financial Services LLC 
FINRA Case No. 13-013873 

Claimants’ Counsel: James L. Parks, Esq., Parks Law Office and Thomas 
J. Meagher, Esq., The Law Offices of Thomas J. Meagher 

Respondent Fidelity’s Counsel: Michael G. Shannon, Esq. and Trae D. 
Meyr, Esq., Thompson Hine LLP  

Respondent Merrill Lynch’s Counsel: Eric A. Herzog, Esq. and Lesley E. 
Swanson, Esq., Fulbright & Jaworski, LLP  

Arbitrators: Kenneth E. Owen (Public Arbitrator), W. Alex King (Public 
Chairperson), Peggy Jane Fisher (Non-Public Arbitrator)  

Award:  The Panel dismissed Claimants’ claims against Fidelity and 
Merrill pursuant to FINRA Rule 12504(b).   

Respondents filed motions to dismiss both based on eligibility under 
FINRA Rule 12206 and separately under Rule 12504.  Respondents filed their 
motions based on Rule 12206 via written motion prior to the beginning of the 
hearing.  The Panel denied these motions without prejudice.   

Curiously, Respondents did not raise the Rule 12504 grounds at that time.  
Rather, Respondents made their motions to dismiss under 12504 orally at the 
conclusion of Claimants’ case-in-chief, rather than via written motion before 
the hearing or after the conclusion of the Respondents’ respective cases.  
Notwithstanding, the Panel granted the Respondents’ respective motions to 
dismiss at that time.   

Notably, in this case, the Panel allowed Claimants to submit a motion for 
reconsideration and set out a briefing schedule for the same after granting 

                                                 
3   Claimants asserted the following causes of action: Negligence [Cal. Civil Code § 
1714, 3372]; Breach of Fiduciary Duty [FINRA Rules 2090, 2111, 3010, 11870; 15 
U.S.C. § 80b-6]; Fraud [Cal. Civil Code § 1572, 1709, 1710(4)]; Breach of Written 
Contract; and Breach of Oral Contract. The causes of action relate to Claimants' 
investments into the Cohen Family Partnership and other unspecified common stock 
and bonds. 

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



490 RECENT ARBITRATION AWARDS [Vol. 21 No. 3 

Respondents’ Rule 12504 motions to dismiss.  After the motion for 
reconsideration was fully briefed, the Panel again granted Respondents 
motions under 12504, dismissing the claims.   

Even though Claimants’ motion for reconsideration was un-successful, 
this case is a lesson that, though uncommon, motions for reconsideration are 
an option for the practitioner to explore.  When a dispositive motion is made 
orally and subsequently granted by the Panel without written submissions, a 
practitioner should at a minimum weigh the potential costs and benefits of 

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

In the Statement of Claim, Claimants requested: 1. Compensatory damages to 
compensate Claimants for the losses to Claimants as a result of unsuitable investments 
by the Daniel L. Cohen 1980 Irrevocable Trust, including but not limited to 
investments in the Cohen Family Partnership, in amounts according to proof; 2. 
Compensatory damages to compensate Claimants for the difference between the 
investment [3]  return that Claimants received on the investments by the Daniel L. 
Cohen 1980 Irrevocable Trust into the Cohen Family Partnership and the returns that 
would have been received from reasonably prudent investment alternatives; 3. An 
order voiding all contracts between Claimants and Fidelity, National and Merrill made 
in violation of any provision of the Investment Advisor's Act of 1940, and all damages 
incurred by Claimants as a result of those contracts; 4. Rescission of all contracts 
between Claimants and Fidelity, National and Merrill and all damages incurred by 
Claimants as a result of those contracts; 5. Monetary damages to compensate Daniel 
L. Cohen for the emotional distress that he suffered, in amounts according to proof; 6. 
Punitive damages as provided for by California Civil Code § 3294; 7. Attorneys' fees 
as provided for by statute, in amounts according to proof; 8. Prejudgment interest from 
the date of filing of this complaint; 9. Costs of this proceeding, in amounts according 
to proof; and 10. Such other relief as the Panel deems just and proper. 

In their Statement of Answer, Fidelity and National requested: 1. Dismissal of the 
Statement of Claim in its entirety; 

2. Denial of any recovery by Claimants; 3. Assessment of all forum fees and costs 
solely against Claimants; and 4. Reasonable fees and costs incurred in this matter. 

In its Statement of Answer, Merrill requested: 1. Denial of the Statement of Claim in 
its entirety; 2. Costs; and 3. Assessment of all forum fees assessed to Claimants. 

During the hearing, Claimants requested damages in the amount of $1,012,147.00. 

During the recorded evidentiary hearing, Claimants dismissed National from the 
matter with prejudice. Claimants also dismissed the cause of action based on an alleged 
breach of a written contract against Fidelity only. 
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asking the Panel the reconsider and provide the parties with the opportunity to 
brief the issue. In such a case, if the motion for reconsideration were 
successful, the Claimants stand to resuscitate their case.    

 
 

A.N.R. Investment Company Ltd. And Ehud Arad v. HSBC Securities (USA) 
Inc. 
FINRA Case No. 13-029854 
 

Claimants’ Counsel: David E. Bamberger, Esq., Brickman Leonard & 
Bamberger, PC 

Respondent’s Counsel: Bradford D. Kaufman, Esq., Greenberg Traurig 
Arbitrators: Nancy Kramer (Public Chairperson); Selma Moy (Public 

Arbitrator); Ann P. Bruch (Public Arbitrator) 
Award:    The Panel dismissed Claimants’ claims pursuant to Rule 

12504(a)(6)(B).   
This case is notable since the Panel found that it did not have jurisdiction 

over the actual party against whom the Claimants should be seeking relief and 
dismissed the claims.  While Claimants sued FINRA member HSBC Securities 
in arbitration, the Panel found that: 

Claimants' requests for relief relate to HSBC Bank, a separate legal 
entity, and any such claims lie against HSBC Bank. HSBC Bank is not 
a FINRA member. 
Were the relief that Claimants seek to be granted in this proceeding, 
Respondent would have no authority to provide that relief. Claimants 

                                                 
4  Claimants asserted the following causes of action: breach of contract, breach of 
implied obligation of good faith and fair dealing, violation of duties under FINRA 
Rules, breach of fiduciary duty, and violation of § 349 of the New York General 
Business Law.  The causes of action relate an investment in the Fairfield Sentry hedge 
fund. 

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

In the Statement of Claim, Claimants requested compensatory damages in the amount 
of $2,000,000.00, punitive damages in the amount of $2,000,000.00, and order to lift 
asset restrictions, attorneys' fees, forum fees, expenses, and such other and further 
relief as the Panel deems just and appropriate. 

Respondent requested dismissal of the Statement of Claim in its entirety, all costs, and 
such other and further relief as the Panel deems just and appropriate. 
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seek, inter alia, the lifting of restrictions on their assets held by HSBC 
Bank and compensatory damages for breach of their contract with 
HSBC Bank. Respondent has no ability to provide that relief. 
Furthermore, FINRA Rule 2010 (Standards of Commercial Honor and 
Principles of Trade), relied upon by Claimants applies to FINRA 
members only. In this case, the actions for which Claimants seek relief 
took place before Claimants had any relationship or association with 
Respondent, which is a FINRA member. 

 
 
Robert L. Cox v. Ameriprise Financial Services, Inc. and Mitchell William 
Black 
FINRA Case No. 12-025075 
 

Claimants’ Counsel:  Diane A. Nygaard, Esq. and Jared Rose, Esq., 
Kenner Smith Nygaard, LLC 

Respondent’s Counsel: Roger N. Walter, Esq., Morris, Laing, Evans, 
Brock & Kennedy, Chtd. 

Concurring Arbitrators: Murray S. Levin (Public Chairperson); Henry R. 
Cox, J.D. (Public Arbitrator)  

Dissenting Arbitrator: Walter N. Vernon III (Public Arbitrator) 
Award: Claimant, Robert L. Cox, is to convey ownership to Respondents, 

Ameriprise Financial Services, Inc. and Mitchell William Black, of the 

                                                 
5 Claimant asserted causes of action including the following: violation of the Missouri 
Uniform Securities Act; Missouri Merchandising Practices Act; breach of fiduciary 
duty; breach of contract and violation of FINRA Rules; and negligence. Claimant 
alleged that Respondents recommended that he liquidate his previously-held securities 
and make new purchases in various variable life insurance policies and annuities in his 
accounts. Claimant alleged that Respondents recommended he purchase $ 650,000.00 
in several non-tradable real estate investment trusts ("REITS"). Claimant stated that 
these investments were unsuitable, illiquid, and based either high commission or fee-
laden and as a result, he suffered losses. 

Unless specifically admitted in their Answer, Respondents, Ameriprise Financial 
Services, Inc. and Mitchell William Black, denied the allegations made in the 
Statement of Claim and asserted affirmative defenses. 

In its Statement of Claim, Claimant requested an award in the amount of:  

Actual/Compensatory Damages (Rescission of REITS) $650,000.00 and 
Actual/Compensatory Damages (Rescission of Variable Annuities) $1,330,000.00, as 
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following non-publically traded REITS: (1) C.P.A. 16 REIT; (2) KBS REIT; 
(3) Inland American REIT.   

Claimant, Robert L. Cox, is to pay to Respondents, Ameriprise Financial 
Services, Inc. and Mitchell William Black, an amount of money equal to the 
total of all dividends and other distributions, if any, received by Claimant from 
the REITS during his ownership of these REITS.   

Respondents, Ameriprise Financial Services, Inc. and Mitchell William 
Black, are to pay Claimant, Robert L. Cox, an amount of money equal to the 
price that Claimant paid for the purchase of these REITS, in the amount of 
$650,000.00.   

Respondents, Ameriprise Financial Services, Inc. and Mitchell William 
Black, are liable and shall pay to Claimant the amount of $111,824.00. This 
represents equitable relief in the form of relinquishment of certain 
commissions ("Gross Dealer Concessions") received by Respondents 
associated with the Claimant's purchase and continuance of a "Retirement 
Advisor Variable Annuity" and a "RiverSource Retirement Advisor Variable 
Annuity" and return of fees charged to Claimant and paid to Respondents for 
Financial Plans. 

Respondents, Ameriprise Financial Services, Inc. and Mitchell William 
Black are liable for and shall pay to Claimant, Robert L. Cox, costs for expert 
witness fees in the amount of $14,000.00.  

Respondents, Ameriprise Financial Services, Inc. and Mitchell William 
Black are liable for and shall pay to Claimant, Robert L. Cox $600.00 as 
reimbursement of the non-refundable filing fee. 

This award is interesting because it is a published, reasoned decision in 
which the Panel denied a motion to dismiss.  Given that the FINRA Code does 
not require a reasoned award when an arbitration Panel denies a motion to 

                                                 
well as unspecified damages for return of commissions, punitive damages, interest, 
attorneys’ fees, and costs.   

At the hearing, Claimant, through evidence and closing argument supported alternate 
damage requests with more specificity then provided in pleading, but pleading did 
include catch-all "6. Such other and further relief as arbitrators deem appropriate." In 
addition to other remedies specified in the pleadings, Claimant at closing asked 
specifically for $ 106,000.00 lost on insurance and for the difference in value between 
Claimant's portfolio as managed and a prudently managed portfolio in the amount of 
$ 937,577.00.  

Respondents, Ameriprise Financial Services, Inc. and Mitchell William Black, 
requested that the claims asserted against them be denied in their entirety and that they 
be awarded their costs and attorneys' fees. 
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dismiss,6 rarely do Panels produce such reasoned decisions at all.  Even rarer 
is occasion when such a decision is ultimately published on the FINRA 
database.   

The Panel, by a 2 to 1 decision, found that “‘the occurrence or even giving 
rise to the claim’ did not necessarily occur at the moment of purchase” because 
“it is reasonable to expect that discovery of the breach may be delayed.”  The 
Panel also was moved by and highlighted the fiduciary nature of the parties’ 
relationship, noting “that the fiduciary duty represented a continuing 
obligation, especially since the Respondents continued to receive commissions 
regarding the annuities throughout the six year period of time.”   
 
 
Paul Lemon v. Jeffrey James Cannella, Dana Loraine Davis, Michael 
Washington Jones, Patrick Emanuel Sutherland, Anthony Warren 
Thompson and John L. Tyler, Jr.  
FINRA Case No. 13-006397 
 

Claimants’ Counsel:  Scott D. Hirsch, Esq., Scarlett, Gucciardo & Hirsch 
Respondent Cannella’s Counsel: Carla B. Minckley, Esq., Birge & 

Minckley P.C. 
Respondent Sutherland’s Counsel:  Russell K. Bean, Esq., Clanahan, Beck 

& Bean, P.C. 
Respondents Jones, Thompson and Tyler appeared pro se.  
Arbitrators: Samuel L. McClaren, (Public Chairperson); Marilyn R. Lewis 

(Public Arbitrator); Dominic Alecci, (Public Arbitrator) 
Award:  Claimant's claims are dismissed pursuant to Code Rule 

12206. 
Although Respondent Anthony Warren Thompson did not file a 

motion to dismiss, the Panel's ruling dismissing Claimant's claims 

                                                 
6 See FINRA Rule 12206(b) and 12504(a).   

7 Claimant asserted the following causes of action: common law fraud; breach of 
fiduciary duty; negligence; gross negligence; breach of contract; violation of 
Colorado's Consumer Protection Act; and violation of the Securities Exchange Act. 
The causes of action relate to Claimant's investments in the following tenants-in-
common (TIC): Geneva Exchange Fund XXII, LLC (including Holiday Inn & Wild 
Woods Water Park and Bell Tower Office & Warehouse Centers) and NNN Oak Park 
Office Center, LLC. 



2014] PIABA BAR JOURNAL  495 

pursuant to Code Rule 12206 also applies to Claimant's claims against 
Respondent Anthony Warren Thompson. 

Claimant is liable for and shall pay to Respondents Jeffrey James 
Cannella and Dana Loraine Davis attorneys' fees and costs in the 
amount of $10,240.85, plus interest at the rate of 9% per annum 
beginning thirty days after the date this award is served until the amount 
of $10,240.85 is paid in full, pursuant to Colorado Revised Statutes 
(C.R.S.) Sections 13-22-221 and 13-17-102. 

Claimant is liable for and shall pay to Respondent Patrick Emanuel 
Sutherland attorneys' fees and costs in the amount of $5,472.50, plus 
interest at the rate of 9% per annum beginning thirty days after the date 

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

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

Unless specifically admitted in their individual Answers, Respondents Jones, 
Thompson and Tyler each denied the allegations made in the Statement of Claim. 

In the Statement of Claim, Claimant requested: 

1. Full rescission of the TIC investments; 2. Compensatory damages in the amount of 
$ 1,196,000.00; 3. Punitive damages; 4. Pre-judgment and post-judgment interest; 5. 
Costs; 6. Expert witness fees; and 7. Such other and further relief as deemed 
appropriate by the Panel. 

In their Answer, Respondents Cannella and Davis requested: 1. Claimant's Statement 
of Claim be dismissed; 2. Forum fees; 3. Costs; 4. Attorneys' fees; 5. Expert witness 
fees; and 6. Such other and further relief as deemed appropriate by the Panel. 

In his Answer, Respondent Sutherland requested: 1. Dismissal of all claims against 
him; 2. Expungement of this matter from his Central Registration Depository ("CRD") 
records; 3. Costs; and 4. Attorneys' fees. 

In his Answer, Respondent Jones requested: 1. Dismissal of all claims against him; 2. 
Expungement of this matter from his CRD records; and 3. Costs. 

In their individual Answers, Respondents Thompson and Tyler did not include any 
requests for relief. 
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this award is served until the amount of $5,472.50 is paid in full, 
pursuant to C.R.S. Sections 13-22-221 and 13-17-102. 

Claimant is liable for and shall pay to Respondent John L. Tyler Jr. 
costs in the amount of $825.00, plus interest at the rate of 9% per annum 
beginning thirty days after the date this award is served until the amount 
of $ 825.00 is paid in full, pursuant to C.R.S. Sections 13-22-221 and 
13-17-102. 

Respondent John L. Tyler Jr.'s request for expungement is denied 
without prejudice, as the record is incomplete to determine whether such 
motion should be granted or denied. 

The Panel made no determination with respect to Respondents 
Michael Washington Jones and Patrick Emanuel Sutherland's 
expungement requests. 

The award issued in this case is surprising and noteworthy for a number 
of reasons.  First, the Panel granted the motions to dismiss as to Respondents 
Canella, Davis, Sutherland, Jones and Tyler following their respective written 
submissions. The Panel also dismissed the claims against Respondent 
Thompson pursuant to Rule 12206, even though Respondent Thompson did 
not file a motion to dismiss.    

Additionally, in dismissing the claims, the Panel found that “the period at 
the time of, or prior to, such purchases” was the occurrence or event for the 
purposes of determining eligibility.  However, the Panel then indicated that the 
“Claimant’s Statement of Claim did not specify any grounds for claims 
subsequent to the respective dates of purchaser for the three securities at 
issue.”  In doing so, the Panel seemingly acknowledges that situations exist 
where the date of purchase would not begin the running of the clock.   

Finally, not only did the Panel in this case dismiss Claimants’ claims 
pursuant to Rule 12206, but (in a highly unusual move for a motion to dismiss) 
it also awarded attorneys’ fees and costs to the Respondents.  Curiously, the 
Panel did not give a substantive reason for the award of attorneys’ fees, 
mentioning only that motions for attorneys’ fees were made and briefed after 
the Panel issued its order granting Respondents’ respective motions to dismiss.   
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CASES & MATERIALS 
 

Carl Carlson 
 
 
Amorim Holding Financeria, S.G.P.S., S.A. v. C.P. Baker & Co., 2014 WL 
5151523 (D. Mass., 2014).   

In an action by an investor alleging fraud and misrepresentation in 
connection with the sale of multiple private placements, the defendant cross 
claimed against the investor for indemnification, based on indemnification 
clauses in subscription and other agreements signed by the investor.  The Court 
held that under Massachusetts law, the indemnification clauses are invalid as 
a matter of public policy with respect to claims under Massachusetts’ 
Securities Act, but could be asserted with respect to common law and other 
claims. 
 
  
Citigroup Global Markets Inc. v. Abbar, 761 F.3d 268 (2d Cir. 2014).   

In Abbar, the Second Circuit held that under FINRA Rule 12200, a 
customer of an affiliate of a FINRA member doesn’t qualify as a customer of 
the member. The Court adopted a bright line rule that a customer under the 
Rule is “one who, while not a broker or dealer, either (1) purchases a good or 
service from a FINRA member, or (2) has an account with a FINRA member.”  
The Court enjoined a Saudi investor, who had lost $383 million invested with 
Citi UK, a United Kingdom affiliate of Citigroup, from arbitrating claims 
against Citigroup.  Even though both Citigroup and Citi UK employees had 
worked with the investor, the Court held “the only relevant inquiry in assessing 
the existence of a customer relationship is whether an account was opened or 
a purchase made; parties and courts need not wonder whether myriad facts will 
‘coalesce into a functional concept of the customer relationship.’”  
 
 
Conover v. Financial Industry Regulatory Authority Inc., 2014 WL 4273305 
(N.D. Cal., 2014).   

In an action by a customer against FINRA seeking to enforce a subpoena 
for FINRA’s case file related to the customer’s complaint against a broker 
dealer, the court held that (1) no private right of action exists against an SRO 
for actions it takes pursuant to its regulatory authority, and (2) an SRO is 
absolutely immune from liability based on the discharge of its duties under the 
Exchange Act. 
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FutureSelect Portfolio Mgmt., Inc. v. Tremont Group Holdings, Inc., 180 
Wash. 2d 954, 331 P.3d 29 (2014).   
 In an action against a Madoff feeder fund, the Washington Supreme Court 
held that Ernst & Young, which audited the fund, could be liable as a seller 
under Washington’s broad definition of “seller” as one whose actions were a 
“substantial contributive factor” in the sale.  While federal law, on which 
Washington’s definition originally was based, had subsequently changed and 
expressly rejected the “substantial contributive factor” standard (Pinter v. 
Dahl, 486 U.S. 622 (1988)), the court adhered to Washington’s broader 
definition. 
 
 
Goldman, Sachs & Co., v. Golden Empire Schools Financing Authority, 
Nos. 13-797-cv, 13-2247-cv (2nd Cir. Aug. 21, 2014).   

In an action by purchasers of Auction Rate Securities against the Goldman 
Sachs and Citigroup Global Markets, the 2nd Circuit held that a forum selection 
clause in the parties’ ARS agreements providing for “all actions and 
proceedings” to be brought in the Southern District of New York, trumped 
FINRA Rule 12200’s requirement that member firms must arbitrate upon a 
customer’s request.  Accord Goldman, Sachs & Co. v. City of Reno, 747 F. 3d 
733, 743-47 (9th Cir. 2014); Contra UBS Fin’l Servs., Inc. v. Carilion Clinic, 
706 F. 3d 319 (4th Cir. 2013). 
 
 
Grant v. Rotolante, 147 So. 3d 128, 134-35 (Fla. Dist. Ct. App., 2014), reh'g 
denied (Sept. 22, 2014).   

Applying the rule set by other courts that, to be a customer under FINRA’s 
rules, one must purchase goods or services from a FINRA member in the 
course of the member's business activities, the Florida Court of Appeals held 
that an investor was not a firm’s customer where she had no account with the 
firm, and the registered representative at issue was simply a friend who gave 
the investor noncompensated investment advice. 
 
 
Harajli v. Bank of America, N.A., 2014 WL 4965912 (E.D. Mich., 2014).   

In a registered representative’s employment-related action against his 
broker dealer, the court exercised its discretion to hold that the broker’s 
nonarbitrable claims should not be stayed pending arbitration of the other 
claims.  A stay is appropriate where the remaining claims depend upon the  
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same facts and are inherently inseparable from arbitrable claims, where 
arbitration may resolve issues in the lawsuit, or where staying litigation would 
promote the federal policy in favor of arbitration, none of which was the case 
here. 
 
 
Khazin v. TD Ameritrade Holding Corp., 2014 WL 6871393 (3d Cir., 2014).  

In a registered representative’s action alleging that TD Ameritrade had 
fired him for reporting securities violations, the 3rd Circuit held that his 
retaliation claim was subject to the arbitration clause in his employment 
agreement.  The Court relied on statutory construction to hold that the Dodd–
Frank Act’s provision prohibiting enforcement of predispute arbitration 
agreements applies to whistleblower claims brought under the Sarbanes-Oxley 
Act and other statutes, but not to whistleblower retaliation claims brought 
under the Dodd Frank Act.  
 
 
Massachusetts Mutual Life Ins. Co. v. Residential Funding Co., LLC, 2014 
WL 5470476, (D. Mass., 2014) (applying Massachusetts law).   

In an action by the purchaser of residential mortgage backed securities 
against various financial institutions, the Court held that since under 
Massachusetts’s security act an investor alleging misrepresentations in 
connection with the sale of securities need not prove loss causation, defendants 
cannot assert the absence of loss causation as an affirmative defense 
(defendants sought to blame the economy for the losses on the bond).  
 
 
Meyers Associates, L.P. v. Goodman, 2014 WL 5488761 (M.D., Tenn., 2014).   

In ruling on cross motions to vacate/confirm a FINRA arbitration award, 
the District Court holds that in the 6th Circuit “manifest disregard of the law” 
is a ground for vacating an award, and offers an extensive discussion of what 
is required to meet that standard (noting that when arbitrators don’t explain 
their decision “it is all but impossible to determine whether they acted with 
manifest disregard of the law”).  
 
 
Morgan Keegan & Co. v. Smythe, 2014 WL 2462853 (Tenn. Ct. App. May 
29, 2014).   

Held: arbitrators sitting on prior Morgan Keegan RMC Fund cases 
involving same counsel and same issues, who had ruled against Morgan 
Keegan (including punitive damages award), were not disqualified to sit on 
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further panels for evident partiality. To disqualify an arbitrator under the FAA 
“a reasonable person would have to conclude that an arbitrator was partial’ to 
the other party to the arbitration.” An appearance of bias is not sufficient. The 
challenging party must establish “specific facts that indicate improper motives 
on the part of the arbitrator. The alleged partiality must be direct, definite, and 
capable of demonstration.” 
 
 
Overstock.com, Inc. v. Goldman Sachs & Co., 231 Cal. App. 4th 513 (2014), 
as modified (Nov. 25, 2014).   

In an opinion with a useful discussion of cases addressing clearing firm 
liability, the California Court of Appeals held that California securities statutes 
making it unlawful to manipulate markets by “effecting” securities 
transactions to create actual or apparent active trading (CAL. CORP. CODE §§ 
25400, 25500) covers clearing firms. But because under California law only 
primary actors are liable for such violations, clearing firms cannot be liable for 
aiding and abetting; mere knowledge that a trader is committing fraud or that 
the firm is clearing sham trades does not give rise to liability; to be a primary 
violator a clearing firm must “shed its role as clearing broker” and engage in 
conduct akin to “directing” the client's manipulative trading, or “deciding 
with” the client how to engage in the unlawful trading, or intentionally provide 
a specialized tool for the client to engage in unlawful trading. 
 
 
Perlman v. Wells Fargo Bank, N.A., 559 F. App'x 988 (11th Cir. 2014) 
(applying Florida law).   

Action against a bank (not a broker dealer) for aiding and abetting 
breaches of fiduciary duty, arising out of a Ponzi scheme that used multiple 
accounts at Wells Fargo to facilitate the receipt and transfers of millions of 
dollars of investor funds.  Because aiding and abetting requires proof that the 
defendant had actual knowledge of the underlying breaches by the primary 
wrongdoer, the court held that the Complaint’s allegations of multiple atypical 
transactions that would be sufficient to raise “red flags” was insufficient to 
allege actual knowledge.  While actual knowledge may be shown by 
circumstantial evidence, circumstantial evidence that merely raises “red 
flags,” or that the bank reasonably should have known of the wrongful activity, 
is insufficient because in Florida a bank “that conducts routine banking 
services” has no duty to investigate “transactions involving demand accounts.” 
However, an Amended Complaint alleging that (among other things) the bank 
had internal concerns and investigated the activity in the accounts, generating 
a report that identified highly suspicious activity, which was reported to law 
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enforcement agencies and the IRS, and that bank employees had concluded the 
accounts should be closed or “restrained”—but then they were not—was 
sufficient circumstantial evidence of actual knowledge to state a claim.  
 
 
Public Investors Arbitration Bar Ass'n v. S.E.C., 771 F.3d 1 (D.C. Cir. 2014).   

In an FOIA action by PIABA to compel FINRA to produce records related 
FINRA’s audits, inspections, and reviews of its arbitration program, the Court 
held that the records were exempt from disclosure as “information contained 
in or related to examination reports prepared by, on behalf of, or for use of 
agency responsible for regulation or supervision of financial institutions.” 
 
 
Santos-Buch v. Financial Industry Regulatory Authority, Inc., 2014 WL 
3610810 (S.D.N.Y. 2014). 

A broker sued FINRA, challenging FINRA’s retrospective application of 
its rule requiring the public disclosure of disciplinary actions on Brokercheck. 
The Court held that the broker was required to exhaust administrative remedies 
before filing suit, by challenging FINRA's rule with the SEC.  The Court found 
that no constitutional claim preempted the exhaustion requirement because 
FINRA was not a “state actor” as required to support a due process claim. 
 
 
Triad Advisors, Inc. v. Siev, 2014 WL 6601153, (E.D.N.Y., 2014).  

A Triad broker recommended the purchase of a non-public Limited 
Partnership interest to an investor, Siev, who had no account with the broker 
or Triad.  Siev bought the investment and the promoter paid the broker a fee, 
none of which went to Triad. Triad sought to enjoin Siev’s FINRA arbitration 
action against it. Rule 12200 requires arbitration of disputes “between a 
customer and a member or associated person of a member.”  Finding limited 
authority on the issue, and distinguishing Citigroup Global Markets, Inc. v. 
Abbar, the District Court ruled that Siev had “purchased services” from the 
broker (investment advice and an introduction to the LP promoter), holding 
that “the source of the compensation to Triad's associated person does not 
matter.  [The broker] provided a service to defendants and he was paid for it.”   
 
 
White Pacific Securities, Inc. v. Gulak, 2014 WL 4536359 (S.D.N.Y., 2014).   

In an action by a broker dealer to confirm an arbitration panel’s Order 
dismissing a claim as barred by the 6-year eligibility rule, which was not 
reflected in the entry of any final award (and which the panel subsequently 
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reconsidered and reversed), the court held that the order did not constitute an 
“arbitration award” subject to confirmation because “An arbitration award for 
purposes of the FAA is a final adjudication of a claim on the merits,” and the 
order ruling that the claim was not eligible for arbitration determined nothing 
on the merits. 
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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 Joseph Peiffer at jpeiffer@praclawfirm.com, Hugh Berkson at 
hberkson@hcsattys.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-2014-048 was submitted to the Securities and 
Exchange Commission by Hugh D. Berkson on December 15, 2014. 
 
 
Brent J. Fields, Secretary 
Securities and Exchange Commission 
100 F. Street NE 
Washington, DC 20549-1090 

 
Re: File Number SR-FINRA-2014-048, Proposed Rule Change re Debt 
Security Research Analysts & Research Reports  

 
Dear Secretary Fields: 
 

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 the information provided to investors.  
 PIABA generally supports the new rules enumerated in proposed FINRA 
Rule 2242.  We support the new rules in light of the GAO’s January 2012 
Report, indicating that additional rulemaking is needed to protect investors 
from market manipulation and fraud because of the potential for conflicts of 
interest in debt research reports.  We also support this proposed rule to the 
extent that it separates a firms’ investment banking arm from its research 
analysts and clarifies the necessary divisions between the two. 
 PIABA feels that recent scandals have highlighted the need for these rules 
(including Proposed Rule 2241 along with Proposed Rule 2242).  The collapse 
of the auction rate securities market, the credit rating agency scandal, and the 
demise of several large bond-funds in 2007 and 2008 (which suffered immense 
losses from mortgage backed securities, derivatives, structured products, and 
other debt securities) prove that debt securities are subject to manipulation, 
resulting in loss of investor confidence in the debt markets.  Proposed Rule 
2241 is, on the whole, a step in the right direction to help minimize these sorts 
of problems.     
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 Despite these improvements, the proposed rule does not always reach far 
enough to ensure that investors receive untainted advice.  PIABA maintains 
two principal concerns with proposed FINRA Rule 2242.    

First, of particular concern to PIABA is the fact that proposed FINRA Rule 
2242.06 allows FINRA members to disseminate research telling some 
investors to buy a particular debt security while at the exact same moment 
disseminating research to other investors advising them to sell the same 
security.   

First, of particular concern to PIABA is the fact that proposed FINRA Rule 
2242.06 allows FINRA members to disseminate research telling some 
investors to buy a particular debt security while at the exact same moment 
disseminating research to other investors advising them to sell the same 
security.   

Instead of requiring its members to tell investors about specific, contrary 
recommendations, FINRA proposes to address the doubletalk by adding a 
mind-numbing, prophylactic disclosure notifying the investors that different 
investors may receive different advice about the same security’s prospects.  
Proposed FINRA Rule 2241.06 merely provides that:  

In addition, a member that provides different debt research products 
and services for different customers must inform its other customers 
that receive a research product that its alternative debt research 
products and services may reach different conclusions or 
recommendations that could impact the price of the debt security. 
Thus, for example, a member that offers trading research must inform 
its investment research customers that its trading research product may 
contain different recommendations or ratings that could result in short-
term price movements contrary to the recommendation in its 
investment research.1 

The suggested disclosure that the FINRA member may offer different opinions 
to different clients regarding the same security means nothing.  It should be 
obvious that different opinions offered to different clients is a material fact – 
and one that should be disclosed.  Merely disclosing that there “may” be 
differing conclusions doesn’t inform a potential investor that there are 
differing conclusions. We suggest that there’s a meaningful difference 
between telling someone that it may rain and telling them that there’s a 100% 
chance of rain. 
 This provision appears to exist in tension with Rule 10b-5 because it 
allows FINRA member firms to substitute a vague disclosure of a possible 

                                                 
1.  Proposed FINRA Rule 2242.06. 
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(and undescribed) danger for the truth.  Rule 10b-5 prohibits the making of 
“any untrue statement of a material fact or to omit to state a material fact 
necessary in order to make the statements made, in the light of the 
circumstances under which they were made, not misleading”.2 Interpreting this 
provision, the Supreme Court has identified material omissions as facts 
omitted when there is “a substantial likelihood that the disclosure of the 
omitted fact would have been viewed by the reasonable investor as having 
significantly altered the ‘total mix’ of information made available.”  Basic Inc. 
v. Levinson, 485 U.S. 224, 231-32 (1988) (internal quotation and citation 
omitted).  A reasonable investor would want to know that her trustworthy 
FINRA member firm advised others to sell while recommending that she buy. 
 The proposed disclosure wholly fails to apprise the investor of any actual 
contrary research recommendation being issued by the FINRA member firm.  
It apparently tells the investor that she cannot rely upon the research report 
presented for the full truth without also reading every other contemporaneous 
research report about the issuer provided through every other channel—
whether or not the investor has paid for access to the alternative channels.   
 FINRA should require its member firms to actually disclose when its 
research products or services do, in fact, contain a recommendation contrary 
to the research product or service that other customers receive.  This 
requirement should not burden FINRA’s member firms.  Presumably they are 
aware of the recommendations they make about different securities and when 
those recommendations may differ.  FINRA should require its member firms 
to provide the complete truth to investors and not condone FINRA member 
firms’ provision of distribution-channel-specific half-truths.   
 The second issue PIABA takes with Proposed FINRA Rule 2242 relates 
to the tiered structure by which debt research provided solely to institutional 
investors would be exempted from “many of the structural protections and 
prescriptive disclosure requirements that apply to research reports distributed 
to retail investors.” In so doing, FINRA proposes to limit protections and 
disclosures to the very participants FINRA notes dominate the debt markets.   
If a member firm chooses to produce and deliver to an institutional investor a 
debt security research report, there is no good reason the report should be 
devoid of the protections available to a retail customer.  If FINRA’s stated 
purpose is investor protection, placing upon the institutional investor the 
obligation to presume that there are half-truths (if not outright 
misrepresentations) in a research report, find the half-truths, and then find the 
whole truth, is directly contrary to that purpose.  The tiered structure is 

                                                 
2. 17 C.F.R. 240.10b-5(b) (emphasis added). 
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tantamount to an invitation for a member firm to manipulate the disclosure 
structure to ensure that the larger consumers of debt instruments are provided 
the least valuable disclosures. 
 In sum, PIABA generally supports the new rule proposal SR-FINRA-
2014-048.  That said, FINRA should require its member firms to actually 
disclose when its research products or services do, in fact, contain a 
recommendation contrary to the research product or service other customers 
receive.  And FINRA should not exempt from coverage by Rule 2242 debt 
research provided solely to institutional investors.  FINRA should require its 
member firms to provide the complete truth to investors and not condone 
FINRA member firms’ provision of distribution-channel-specific half-truths.  
 Thank you for the opportunity to comment on this rule proposal. 

 
Sincerely yours, 
Hugh D. Berkson 
Executive Vice-President/President-Elect, PIABA 
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The following PIABA Comment Letter regarding the Proposed Rule Change 
Relating to SR-FINRA-2014-047 was submitted to the Securities and 
Exchange Commission by Hugh D. Berkson on December 15, 2014. 
 
 
Brent J. Fields, Secretary 
Securities and Exchange Commission 
100 F Street NE 
Washington, DC 20549-1090 
 
Re:  File Number SR-FINRA-2014-047, Proposed Rule Change re Equity 
Research Analysts & Research Reports   

 
Dear Secretary Fields: 

 
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 the information provided to investors.  

For some time, FINRA has struggled to ensure the integrity of equity 
research reports.  Over a decade ago, these failures came to light when then 
New York State Attorney General Elliot Spitzer published Henry Blodget’s 
emails in which he provided private assessments concerning equity securities 
that seemingly contradicted his public research.  The Securities and Exchange 
Commission (the “Commission”) subsequently charged Mr. Blodget with 
securities fraud and eventually reached a settlement agreement in which Mr. 
Blodget was permanently barred from the securities industry.  Congress also 
responded to the scandal as it passed the Sarbanes-Oxley Act of 2002 
(“SOX”).1  SOX devotes an entire title, Title V, to measures designed to restore 
investor confidence in the integrity of securities analyst opinions.   

Despite these previous efforts to improve the integrity of analyst reports, 
significant concerns remain.  A few weeks ago, on November 24, 2014, 

                                                 
1. Pub.L. 107–204, 116 Stat. 745, enacted July 30, 2002. 
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FINRA fined Citigroup Global Markets Inc. $15 million for supervisory 
failures related to equity research involvement in IPO roadshows.  Just a few 
days ago, FINRA announced still more fines: $43.5 million against ten 
different FINRA members for offering favorable equity research coverage in 
exchange for investment banking business. The fines reveal that the 
supposedly impenetrable wall erected between investment banking and equity 
research is, in truth, too often porous.  Indeed, the press release for the 
Citigroup fine indicates that ineffective Citigroup compliance personnel had 
limply chastised research analysts for approximately one hundred improper 
communications before the events giving rise to the fine.  Self-regulation and 
supervision cannot be deemed effective unless they actually alter behavior.  
FINRA itself noted that “the disciplinary measures lacked the severity 
necessary to deter repeat violations.”2 

While PIABA generally supports the proposed rule change and believes 
that it most likely will, on the whole, improve the integrity of equity research 
reports, the proposed rule’s provisions will do little good without adequate 
enforcement.  In moving forward, we urge the Commission to encourage 
FINRA to increase its oversight if it hopes to preserve the privilege of self-
regulation.   

The proposed rule does contain some significant improvements – 
presuming they are enforced.  In particular, PIABA supports the alterations 
making the rule more expansive and effective. FINRA’s alteration of the 
definition of “investment banking services” to include “all acts in furtherance 
of any public or private offering on behalf of an issuer”3 is a particularly good 
expansion.  The broader definition should grant FINRA the ability to prevent 
financial institutions from using their complicated organizational charts to 
avoid the law’s spirit through technical compliance.  Similarly, PIABA also 
applauds FINRA’s decision to expand the separation between research and 
investment banking to also separate research from sales and trading or other 
personnel that may benefit from corrupting the work of research analysts. 

Despite these improvements, the proposed rule does not always reach far 
enough to ensure that investors receive untainted advice.  Of particular concern 
to PIABA is the fact that proposed FINRA Rule 2241.07 allows FINRA 
members to disseminate research telling some investors to buy a particular 

                                                 
2.  FINRA, FINRA Fines Citigroup Global Markets Inc. $15 Million for Supervisory 
Failures Related to Equity Research and Involvement in IPO Roadshows, (Nov. 24, 
2014), http://www.finra.org/Newsroom/NewsReleases/2014/P601793. 

3.  Proposed FINRA Rule 2241(a)(5). 
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security while at the exact same moment disseminating research to other 
investors advising them to sell the same security.   

Instead of requiring its members to tell investors about specific contrary 
recommendations, FINRA proposes to address the doubletalk by adding a 
mind-numbing, prophylactic disclosure notifying the investors that different 
investors may receive different advice about the same security’s prospects.  
Proposed FINRA Rule 2241.07 merely provides that:  

a member that provides different research products and services for 
different customers must inform its other customers that its alternative 
research products and services may reach different conclusions or 
recommendations that could impact the price of the equity security. 
Thus, for example, a member that offers trading research must inform 
its investment research customers that its trading research product 
may contain different recommendations or ratings that could result in 
short-term price movements contrary to the recommendation in its 
investment research.4 

The suggested disclosure that the FINRA member may offer different opinions 
to different clients regarding the same security means nothing.  It should be 
obvious that different opinions offered to different clients is a material fact – 
and one that should be disclosed.  Merely disclosing that there “may” be 
differing conclusions doesn’t inform a potential investor that there are 
differing conclusions. Advising the client that it may rain is disingenuous if 
the advisor knows with 100% certainty that it is actually going to rain. 

This provision appears to exist in tension with Rule 10b-5 because it 
allows FINRA member firms to substitute a vague disclosure of a possible 
(and undescribed) danger for the truth.  Rule 10b-5 prohibits the making of 
“any untrue statement of a material fact or to omit to state a material fact 
necessary in order to make the statements made, in the light of the 
circumstances under which they were made, not misleading”.5 Interpreting this 
provision, the Supreme Court has identified material omissions as facts 
omitted when there is “a substantial likelihood that the disclosure of the 
omitted fact would have been viewed by the reasonable investor as having 
significantly altered the ‘total mix’ of information made available.”  Basic Inc. 
v. Levinson, 485 U.S. 224, 231-32 (1988) (internal quotation and citation 
omitted).  A reasonable investor would want to know that her trustworthy 
FINRA member firm advised others to sell while recommending that she buy. 

                                                 
4. Proposed FINRA Rule 2241.07. 

5. 17 C.F.R. 240.10b-5(b) (emphasis added). 
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The proposed disclosure wholly fails to apprise the investor of any actual 
contrary research recommendation being issued by the FINRA member firm.  
It apparently tells the investor that she cannot rely upon the research report 
presented for the full truth without also reading every other contemporaneous 
research report about the issuer provided through every other channel—
whether or not the investor has paid for access to the alternative channels.   

FINRA should require its member firms to actually disclose when its 
research products or services do, in fact, contain a recommendation contrary 
to the research product or service other customers receive.  This requirement 
should not burden FINRA’s firms.  Presumably they are aware of the 
recommendations they make about different securities and when those 
recommendations may differ.  FINRA should require its member firms to 
provide the complete truth to investors and not condone FINRA member 
firms’ provision of distribution-channel-specific half-truths.   

 
Very truly yours, 
Hugh D. Berkson 
President-Elect, PIABA 
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The following PIABA Comment Letter regarding the Regulatory Notice 14-
37 was submitted to the Financial Industry Regulatory Authority by Joseph C. 
Peiffer on November 20, 2014. 
 
 
Marcia E. Asquith 
Office of the Corporate Secretary  
FINRA 
1735 K Street, NW 
Washington, DC 20006-1506 

 
Re: Regulatory Notice 14-37, Comprehensive Automated Risk Data System 

 
Dear Ms. Asquith: 
 

Thank you for the opportunity to comment on the above-referenced 
Regulatory Notice (“RN”) wherein FINRA requested public comment on a 
concept proposal to develop the Comprehensive Automated Risk Data System 
(“CARDS”). I write on behalf of the Public Investors Arbitration Bar 
Association (“PIABA”), an international bar association comprised of 
attorneys who represent investors in securities arbitrations. Since its formation 
in 1990, PIABA has promoted the interests of the public investor in all 
securities and commodities arbitration forums, while also advocating for 
public education regarding investment fraud and industry misconduct. Our 
members and their clients have a strong interest in rules promulgated by the 
Financial Industry Regulatory Authority (“FINRA”) relating to both investor 
protection and disclosure. 

As stated in our comment to Regulatory Notice 13-42, PIABA is generally 
supportive of the CARDS concept proposal. PIABA writes to comment on 
potential positive and negative consequences that could result from 
implementation of CARDS. 

Since the CARDS system relies upon the input of customer suitability data 
at the broker-dealer level, PIABA fears that the input of incorrect customer 
suitability data could compromise the effectiveness of the CARDS system as 
a regulatory tool and skew the resultant data collected by FINRA. 
Unfortunately, the incorrect classification of public investors at the firm level 
is not uncommon. Investors are frequently categorized improperly as 
“speculative” or “aggressive,” when they are actually “conservative” or 
“moderate.” Such instances have been regularly documented in enforcement 
proceedings against registered representatives and their supervisors.  See In re: 
Prime Capital Services, Inc., 2010 SEC LEXIS 2086 (2010); In re: Bresner, 
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et al., 2013 SEC LEXIS 3511, 2013 WL 5960690 (2013).  Therefore, uniform 
risk tolerance and investment objective definitions seem essential to ensuring 
CARDS’ effectiveness.   

Some firms have adopted risk profiles that can be confusing and 
misleading to public investors, which facilitates sales practice misconduct. See 
In re Richard G. Cody, 2010 WL 1937033 at n. 7 (May 10, 2010) (observing 
that new account form’s investment objective objection were “income,” “long-
term growth,” and “short-term trading,” while risk exposure options were 
“low,” “moderate,” “speculation,” and “high risk”); In re Stephen W. Wilson, 
2010 WL 3598591 (Apr. 14, 2010) (broker recommended “conservative” and 
“moderately aggressive” portfolios promising 9-12% estimated rates of return 
and could not articulate his underlying methodology); In re David Lerner 
Associates, FINRA Disc. Proc. No. 2009020741901 (Oct. 22, 2012) (broker 
described speculative, over-concentrated, and illiquid REITs as “moderately 
conservative”). 

RN 14-37 references standardizing the use and definitions of risk 
tolerances and investment objectives in connection with the adoption of the 
CARDS system, but does not indicate that such a system would be widely 
implemented.  Such a standardized system would further the goal of investor 
protection by providing industry-wide consistency on these crucial suitability 
factors.  Coupled with uniform plain language explanations of each term, this 
consistency should allow investors a better opportunity to understand the 
meaning of the risk tolerances and investment objectives presented to them on 
suitability questionnaires.  It would also permit FINRA to readily detect 
potentially fraudulent completion of suitability questionnaires by registered 
representatives by identifying specific firms/branches with disproportionately 
high instances of high risk investment objectives and/or risk tolerances 
selected.   

PIABA supports FINRA’s stated position that CARDS is not intended to 
and will not supplant the legal, compliance and supervisory programs firms 
administer.  However, PIABA remains wary that member firms may use the 
presence of the CARDS system against public investors in arbitrations where 
no enforcement action was taken against the broker and/or firm.  PIABA is 
concerned that firms may argue to the arbitration panels that inaction on the 
part of FINRA in light of the CARDS system is evidence that there was no 
improper conduct.  It is therefore important that arbitrators be instructed that 
CARDS is not a transaction-by-transaction based exception program and that 
firms’ compliance and supervisory programs remain responsible for oversight 
to prevent and detect problems.   

PIABA supports the use of unique customer identifiers and anonymized 
personally-identifiable customer information within CARDS, as referenced in 
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Request for Comment 7.  The increasingly frequent instances of high profile 
computer hacking has shown that sensitive personal information, especially 
financial data, is increasingly vulnerable. The use of unique identifiers rather 
than customer account numbers will provide an extra level of much needed 
security to individual investors. FINRA should also require that member firms 
adopt “best practices” security and encryption protocols for information 
technology and data transmission. These measures strike an appropriate 
balance between giving FINRA the tools and technology it needs to achieve 
its legitimate market surveillance and regulatory goals while protecting public 
investors’ privacy and proprietary interests.  

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

  
Very Truly Yours, 
Joseph C. Peiffer, PIABA 
President  
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The following PIABA Comment Letter regarding SR-FINRA-2014-038 was 
submitted to the Securities and Exchange Commission by Joseph C. Peiffer on 
October 16, 2014. 
 
 
Mr. Brent J. Fields, Secretary 
Securities and Exchange Commission 
100 F Street, NE 
Washington, DC 20549-1090 
 
Re:  SR-FINRA-2014-038, Proposed Rule Change Relating to Responsibility 
of Member to Investigate Applicants for Registration 
 
Dear Mr. Fields: 
 

On behalf of the Public Investors Arbitration Bar Association ("PIABA")1, 
I thank the Commission for the opportunity to comment on the proposed 
adoption of FINRA Rule 3110(e) in the consolidated rulebook, which would 
clarify and enhance existing rules regarding a FINRA member’s obligations to 
review information contained in an applicant’s initial or transfer Form U4 
application for accuracy and completeness. 

As an organization dedicated to assisting the investing public in disputes 
with the securities industry, PIABA supports comprehensive, accurate 
reporting on the Central Registration Depository (CRD).  The information 
reported on the U4 includes an applicant’s work and registration histories, 
investment-related complaints and certain civil, criminal, and regulatory 
disclosures.  Accurate U4 information is critical to FINRA’s own regulatory 
review of an applicant, as well as for customers, whose primary source of 
public information on a prospective firm or broker is through FINRA’s 
BrokerCheck database.  BrokerCheck derives its information from the CRD.  

Currently, members are required to certify when signing an applicant’s U4 
that the firm “has taken appropriate steps to verify the accuracy and 
completeness of the information contained in and with this application.”  See 
Rev. Form U4 (05/2009), Section 15B (Firm/Appropriate Signatory 
Representations).  While FINRA places no upper limit on a lawful review prior 
to filing the Form U4, it has not required firms to establish written procedures 
regarding the review of U4 information submitted by an applicant.  Without 

                                                 
1. PIABA is a national, not-for-profit bar association comprised of attorneys, including 
law professors and regulators, both former and current, who devote a significant 
portion of their practice to representation of public investors in securities arbitrations.  
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mandated written procedures, such discretion by the reviewing firm inherently 
opens the door for inadequate review of the U4 and frustrates tracking whether 
a firm has fulfilled its supervisory duties. 

The main feature of proposed FINRA Rule 3110(e) would require 
members to adopt written procedures reasonably designed to verify the U4 
information for accuracy and completeness no later than 30 days after the form 
is filed with FINRA.  Under the proposed rule this include that the procedures, 
at a minimum, must require a search of reasonably available public records.    

PIABA supports this change, and makes the following to suggestions to 
improve accurate background verification and CRD reporting. 

 
 

I. Under certain circumstances, foreign public records should be 
included in the mandatory public records search. 
 

 The current rule proposal requires that, at minimum, a firm’s written 
procedures regarding verifying U4 information include a public records 
search.  However Footnote 12 to the proposal says that “[t]he requirement to 
conduct a public records search would be limited to a national search; it would 
not extend to public records searches in foreign jurisdictions. 

Under certain circumstances, it would be appropriate to require a firm to 
search foreign public records as well as domestic public records. In particular, 
if an applicant had ever been registered with a foreign country’s securities 
regulator, for example the Investment Industry Regulatory Organization of 
Canada, pursuant to written procedures a firm should have to search Canadian 
public records.   

The U4 already requires disclosure of residential history for the past 5 
years, and employment history for the past 10 years. If an applicant had resided 
in a foreign country, it would be reasonable to extend the mandated public 
records search to that country. Likewise, the U4 also requires disclosure of 
regulatory actions by any “foreign financial regulator” and criminal or civil 
disclosure relating to a foreign court. Written procedures should mandate a 
firm to conduct, at minimum, a public records search in the foreign country 
where an applicant makes any affirmative response to those disclosures. 
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II. The written procedures should be clear that if a firm is unable to 
complete the verification process within 30 days after the Form U4 is 
filed with FINRA it must demonstrate to FINRA that it has made 
reasonable efforts to do so. 
 
FINRA notes in the rule proposal, page 11, that it recognizes that “there 

will on occasion be circumstances beyond a firm’s control that prevent 
completion of the verification process” within the 30 days, and in those cases 
the firm’s written procedures “should provide that the verification should be 
completed as soon as it practical.”  The example provided is when submitted 
fingerprints are too illegible to run a criminal records check and must be 
resubmitted by the applicant.  This allowance beyond the 30 days should be 
only under extraordinary circumstances. Any delay in correcting faulty public 
information about a broker may harm the public relying on BrokerCheck.  
FINRA should amend the current proposal to bring the U4 verification 
requirement in line with deadlines to review a form U5, and require that written 
procedures provide that if a firm is unable to verify the U4 information within 
30 days of filing it must demonstrate to FINRA that is has made reasonable 
efforts to do so and explain the cause for the delayed verification. 

 
 

III. FINRA should provide guidance to firms that it still requires 
investigation of an applicant prior to filing the U4.  

 
Proposed Rule 3110(e) continues the requirement that “[e]ach member 

shall ascertain by investigation the good character, business reputation, 
qualifications and experience of an applicant before the member applies to 
register that applicant with FINRA and before making a representation to that 
effect on the application for registration.” (emphasis added).  This rule is in 
line with the U4 certification by the member firm’s signature.  So long as the 
investigation is conducted lawfully, FINRA places no upper limit on this duty 
to investigate which may include all available information, including the U4, 
U5, fingerprints, credit reports, etc. See RN 07-55 (reminding member firms 
that “a critical part of the hiring process in the securities industry is the 
background investigation of prospective personnel”).   

FINRA should issue clear guidance that the new requirement under Rule 
3110(e) to have written procedures mandating verification of the U4 
information within 30 days of filing does not supplant a firm’s duty to 
investigate an applicant prior to certifying and filing the U4, and that, like 
former NASD Rule 3010, new FINRA Rule 3110 does not place any limits on 
the scope of such lawful background investigation. 
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IV. Conclusion 
 

Investor education and confidence in FINRA’s regulatory function 
depends heavily on the accuracy of BrokerCheck’s public information on firms 
and individuals.  “Final responsibility for proper supervision shall rest with the 
member,” FINRA Rule 2110(a), and those supervisory duties begin even 
before an applicant is approved for registration with a firm.  PIABA supports 
the proposed rule change with the recommended improvements described 
above. 

 
Sincerely,    
Joseph C. Peiffer, PIABA 
Vice-President / President-Elect 
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