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USING INVESTOR ALERTS TO STRENGTHEN  
SECURITES ARBITRATION CLAIMS 

 
Michael B. Engdahl, JD, MS, CFP®1 

 
 

INTRODUCTION 
 

Attorneys representing investors in securities arbitration cases are 
constantly looking for credible and influential references to support their 
client’s claim.  Most statements of claim will reference statutes, case law, and 
regulatory rules that appear to bolster their client’s legal arguments.  In 
addition, claimant attorneys should consider referencing relevant investor 
alerts issued by the U.S. Securities & Exchange Commission, Financial 
Industry Regulatory Authority, and North American Securities 
Administrators Association to help strengthen their client’s legal claim. 

This article will describe the investor alerts issued by the aforementioned 
three organizations and explain how to locate investor alerts.  It will also 
summarize twelve important investor alerts that have been issued over the 
past twelve years.  Furthermore, this article will discuss the relevance of each 
summarized investor alert and its potential for strengthening an investor’s 
legal claim. 
 
 

TYPES OF INVESTOR ALERTS 
 

The U.S. Securities & Exchange Commission (SEC), Financial Industry 
Regulatory Authority (FINRA), and North American Securities 
Administrators Association (NASAA) each publish investor alerts.  The 
following provides a brief overview of each organization’s investor alerts as 
well as instructions regarding locating investor alerts. 

 

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

The U.S. Securities & Exchange Commission issues Investor Alerts and 
Bulletins through its Office of Investor Education and Advocacy.  The SEC 
describes the focus and legal effect of its Investor Alerts and Bulletins as 
follows: 

The SEC’s Office of Investor Education of Advocacy provides a 
variety of services and tools to address problems you may face as an 
investor.  Investor Alerts, focused on recent investment frauds and 
scams, and Investor Bulletins, focused on topical issues including 
recent Commission actions, are provided as a service to investors.  
They are neither legal interpretations nor statements of SEC policy. 
If you have questions concerning the meaning or application of a 
particular law or rule, please consult an attorney who specializes in 
securities  law.2 
Also, the SEC Office of Investor Education and Advocacy’s homepage 

contains the following language: 
The SEC Office of Investor Education and Advocacy provides a 
variety of services and tools to address the problems and questions 
you may face as an  investor.  We cannot tell you what investments 
to make, but we can help you to invest wisely and avoid fraud.3 
Therefore, it is reasonable to conclude that, even though SEC Investor 

Alerts and Bulletins are neither legal interpretations nor statements of SEC 
policy, they are issued in order to assist investors with investing wisely and 
avoiding fraud. 

Individuals can find SEC Investor Alerts and Bulletins by taking the 
following steps: 

1. go to www.sec.gov 
2. left click on “Investors” 
3. left click on “Investor Alerts and Bulletins” 

The SEC began issuing Investor Alerts and Bulletins in 1998, and there 
are over 110 SEC Investor Alerts and Bulletins posted on the SEC’s website.  
The issuance date of the Alert or Bulletin is included within each Alert or 
Bulletin, and the Alerts and Bulletins are listed in chronological order of 

                                                           
2. The SEC’s Investor Alerts and Bulletins homepage can be viewed at 
http://www.sec.gov/investor/alerts#.VAxclid1HLs (last visited Aug. 14, 2015). 

3. The SEC’s Office of Investor Education and Advocacy homepage can be viewed 
at http://www.sec.gov/oiea#.VAxel1d1HLs (last visited Aug. 14, 2015). 
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issuance.  Individuals can also search for a particular Alert or Bulletin by 
entering a keyword or phrase. 
 
 

FINRA Investor Alerts 
 

The Financial Industry Regulatory Authority, Inc. is a non-governmental 
self-regulatory organization that regulates its member brokerage firms.  Its 
website contains over 90 Investor Alerts.  FINRA has posted the date on 
which the Investor Alert was last updated at the bottom of most Investor 
Alerts.  The Investor Alerts can be found under the name of one or more of 
the 13 FINRA Investor Alert categories.  The categories are as follows: 

 Most Recent Alerts 
 529 Plans 
 Annuities and Insurance 
 Bonds 
 Frauds and Scams 
 Margin and Borrowing 
 Money Management 
 Mutual Funds and ETFs 
 Private Offerings 
 Promissory Notes 
 Real Estate Investment Trusts (REITs) 
 Retirement Accounts 
 Trading Securities 

Individuals can find FINRA Investor Alerts by taking the following 
steps: 

1. go to www.finra.org 
2. left click on “Read Investor Alerts” 

 
 

NASAA Investor Alerts and Tips 
 

The North American Securities Administrators Association is the oldest 
international organization devoted to investor protection.  It is a voluntary 
association whose membership consists of 67 state, provincial, and territorial 
securities administrators in the 50 states, the District of Columbia, Puerto 
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Rico, the U.S. Virgin Islands, Canada, and Mexico.4  NASAA’s website 
contains over 30 Investor Alerts and Tips.  Most Investor Alerts and Tips 
contain the month and year when the Investor Alert or Tip was issued or 
updated. 

Individuals can find NASAA Investor Alerts and Tips by taking the 
following steps: 

1. go to www.nasaa.org 
2. left click on “Investor Education” 
3. left click on “Investor Alerts & Tips” 

 
 

IMPORTANT INVESTOR ALERTS AND THEIR  
POTENTIAL FOR STRENGTHENING  
SECURITIES ARBITRATION CLAIMS 

 
Reference to investor alerts issued by the SEC, FINRA, or NASAA can 

strengthen an investor’s legal claim.  Below is a summary of several investor 
alerts that claimant attorneys may find useful in securities arbitration cases. 
 
 

How Fees and Expenses Affect Your Investment Portfolio  
(SEC – Issuance Date: February 1, 2014) 

 
Recently, the SEC issued a new Investor Bulletin, titled “How Fees and 

Expenses Affect Your Investment Portfolio,” through its Office for Investor 
Education and Advocacy. Within the Investor Bulletin, the SEC states that 
there are two types of investment portfolio fees—transaction fees and 
ongoing fees.  Transaction fees are charged at the time an investor buys, 
sells, or exchanges an investment.  Examples of transaction fees include 
commissions, markups, sales loads, and surrender charges. According to the 
SEC, “transaction fees will reduce the overall amount of your investment 
portfolio.”5 

In contrast, ongoing fees are incurred on a regular basis.  Examples of 
ongoing fees include investment advisory fees, expense ratios, account 

                                                           
4. Information regarding NASAA’s role and history can be found on its website, 
which is at http://www.nasaa.org (last visited Aug. 14, 2015). 

5. Investor Bulletin: How Fees and Expenses Affect Your Investment Portfolio, U.S. 
SEC. & EXCH. COMM’N (Feb. 2014), http://www.sec.gov/oiea/Article/ib_fees_ 
expenses.pdf (last visited Aug. 14, 2015). 
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administration fees, and insurance fees.  According to the SEC, “over time, 
even ongoing fees that are small can have a big impact on your investment 
portfolio.”6  Within the Investor Bulletin, the SEC provides an illustration 
regarding the potentially detrimental effect of ongoing fees over time.  The 
illustration reveals that a $100,000 portfolio that grows at 4% annually for 20 
years with 1.00% in annual fees will result in an ending value that is nearly 
$30,000 less than a $100,000 portfolio that grows at 4% annually for 20 
years with only 0.25% in annual fees.7 

Reference to this Investor Bulletin may strengthen an investor’s claim 
anytime excessive investment fees are at issue and contributed to the 
investor’s damages. Within the Investor Bulletin, the SEC clearly 
acknowledges that transaction fees reduce the amount of an investment 
portfolio and large ongoing fees can negatively affect an investment 
portfolio.  Also, within the Investor Bulletin, the SEC encourages shopping 
around for investment products and services in order to obtain good value.  
The SEC states that “just like shopping around for the best price on any other 
product or service, you should consider how much you are paying for 
investing services.”8  Claimant attorneys may want to consider referring to 
the aforementioned quote in the Investor Bulletin when making an argument 
that one of the duties of a financial advisor is to consider the cost of the 
recommended product or service to ensure that the financial advisor’s 
recommendation is suitable or prudent. 
 
 

The IRA Rollover:  10 Tips to Making a Sound Decision  
(FINRA – Last Updated: January 23, 2014) 

 
FINRA recently issued an Investor Alert, titled “The IRA Rollover:  10 

Tips to Making a Sound Decision.”9  Within the Investor Alert, FINRA 
provides several tips designed to help investors decide whether rolling over a 
401(k) or other employer-sponsored retirement plan to an IRA makes sense.  
A few of the tips are listed below. 

                                                           
6. Id. at 3. 

7. Id. at 1. 

8. Id. at 5. 

9. The IRA Rollover: 10 Tips to Making a Sound Decision, FINRA (Jan. 23, 2014), 
http://www.finra.org/Investors/ProtectYourself/InvestorAlerts/RetirementAccounts/
P436001 (last visited Aug. 14, 2015). 
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Realize That Conflicts of Interest Exist:  According to FINRA, “financial 
professionals who recommend an IRA rollover might earn commissions or 
other fees as a result.  In contrast, leaving assets in your old employer’s plan 
or rolling the assets to a plan sponsored by your new employer likely results 
in little or no compensation for a financial professional.  In short, even if the 
recommendation is sound, any financial professional who recommends you 
move money from an employer-sponsored retirement plan into an IRA could 
benefit financially from that move.”10 

Age Matters:  According to FINRA, “if you leave your job between age 
55 and 59 ½, you may be able to take penalty-free withdrawals from an 
employer-sponsored plan.  In contrast, penalty-free withdrawals generally are 
not allowed from an IRA until age 59 ½.”11 

Understand Fees and Expenses:  FINRA advises comparing the total fees 
and expenses in the employer-sponsored plan to the total fees and expenses 
in the IRA. Total fees and expenses may include investment-related 
expenses, plan fees, and account fees.  According to FINRA, “investment-
related expenses can include sales loads, commissions, the expenses of any 
mutual funds in which assets are invested and account fees.  Plan fees can 
include administrative costs (recordkeeping and compliance fees, for 
instance) and fees for services, such as access to a customer service 
representative.  IRA account fees can include administrative, account set-up 
and custodial fees, among others.”12 

Be Wary of “Free” or “No Fee” Claims:  According to FINRA, 
“advertising can be misleading.  FINRA has observed overly broad language 
in advertisements and other sales material that imply there are no fees 
charged to investors who have accounts with the firms.  Even if there are no 
costs associated with a rollover itself, there will almost certainly be costs 
related to account administration, investment management or both.”13 

Reference to this Investor Alert may strengthen an investor’s claim 
anytime damages to the investor’s portfolio resulted from an IRA rollover 
recommended by his or her financial advisor.  Within the Investor Alert, 
FINRA acknowledges that many financial advisers have a conflict of interest 
since they benefit financially when they convince clients to rollover an 
employer-sponsored plan into an IRA and also acknowledges that some IRA 

                                                           
10. Id. 

11. Id. 

12. Id. 

13. Id. 
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rollover advertising has been misleading since an investor will almost always 
incur costs when his or her IRA is rolled over.  In addition, within the 
Investor Alert, FINRA describes why it may not be advantageous for many 
investors, who retire after age 55 but before age 59 ½, to rollover their 
employer-sponsored retirement plan into an IRA.   
 
 

Making Sense of Professional Titles  
(SEC and NASAA – Issuance Date: September 1, 2013) 

 
In 2013, the SEC Office of Investor Education and Advocacy and 

NASAA jointly issued an Investor Bulletin, titled “Making Sense of 
Financial Titles,” to help individuals better understand the titles used by 
financial professionals.14  According to the SEC and NASAA, “to use certain 
titles, a financial professional may need to pass exams, meet ethical 
standards, an undertake continuing education. Other titles, however, may be 
obtained with little time, effort, and experience.”15 

According to the Investor Bulletin, neither the SEC nor NASAA endorse 
any financial professional titles.  However, both organizations recommend 
asking financial professionals the following questions about their titles: 

 Who awarded your title? 
 What are the training, ethical, and other requirements to receive 

the title? 
 Did you have to take a course and pass a test? 
 Does the title require a certain level of work experience or 

education? 
 To maintain the title, are you required to take a refresher course? 
 How can I verify your standing with the organization that issued 

the title? 
In addition, the SEC and NASAA both recommend that individuals learn 

about financial titles online at FINRA’s website page, titled “Understanding 
Professional Designations.”  The Investor Bulletin provides a link to the 
website page, which can be found at http://apps.finra.org/DataDirectory 
/1/prodesignations.aspx.  

                                                           
14. SEC-NASAA Investor Bulletin: Making Sense of Financial Professional Titles, 
U.S. SEC. & EXCH. COMM’N (Sept. 2013), http://www.sec.gov/investor/alerts/ib_ 
making_sense.pdf (last visited Aug. 14, 2015). 

15. Id. at 1. 
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FINRA’s website page contains a description of the education and 
experience requirements for certain financial professional titles. The website 
page also contains information about the organizations granting certain titles, 
including information about any continuing education requirements, public 
disciplinary or investor complaint processes, and tools to check the status of 
a financial professional. 

The Investor Bulletin is important because, within it, the SEC and 
NASAA both acknowledge that there is a wide range of time, effort, and 
experience required to acquire and use various financial professional titles.  
Perhaps the best way a claimant’s attorney can utilize the Investor Bulletin to 
strengthen his or her client’s claim is to click on the link to FINRA’s 
Understanding Professional Designation website page if the client’s financial 
advisor held any professional designation. After learning more about the 
professional designation held by the financial advisor, the claimant’s attorney 
should be able to make a determination regarding whether it should be 
alleged that the financial advisor violated FINRA Conduct Rule 2210.  
According to FINRA, Conduct Rule 2210 “prohibits brokerage firms and 
brokers registered with FINRA from referencing nonexistent or self-centered 
degrees or credentials or referencing degrees or credentials in a misleading 
manner.”16 
 
 

Self-Directed IRAs and the Risk of Fraud  
(SEC and NASAA – Issuance Date: September 1, 2011) 

 
In 2011, the SEC Office of Investor Education and Advocacy and 

NASAA issued an Investor Alert, titled “Self-Directed IRAs and the Risk of 
Fraud,” to warn investors of the potential risks associated with self-directed 
Individual Retirement Accounts (self-directed IRAs).17 

According the Investor Alert, NASAA has noted an increase in reports or 
complaints of fraudulent investment schemes that utilized a self-directed IRA 
as a key feature.  Also, the SEC has brought numerous cases in which 
promoters of fraudulent schemes steered investors to self-directed IRAs. 

                                                           
16. Professional Designations Rules and Resources, FINRA, http://www.finra.org/ 
Investors/ToolsCalculators/ProfessionalDesignations/RulesandResources/ (last 
visited Aug. 14, 2015). 

17. SEC-NASAA Investor Bulletin: Self-Directed IRAs and the Risk of Fraud, U.S. 
SEC. & EXCH. COMM’N (Sept. 2011), http://www.sec.gov/investor/alerts/sdira.pdf 
(last visited Aug. 14, 2015). 



2015] PIABA BAR JOURNAL 105 

A self-directed IRA is an IRA held by a trustee or custodian that permits 
investment in a broader set of assets than is permitted by most IRA 
custodians.  Most IRA custodians are banks and broker-dealers that limit the 
holdings of IRA accounts to firm-approved stocks, bonds, mutual funds, and 
CDs.  However, custodians and trustees for self-directed IRAs may allow 
investors to invest in alternative investments such as real estate, mortgages, 
tax liens, precious metals, private placement securities, and promissory 
notes.18 

According to the Investor Alert, necessary information to make a sound 
investment decision may not be readily available for the aforementioned 
alternative investments.  This lack of available information makes alternative 
investments a popular tool for fraud promoters’ schemes.  Also, even when 
financial information is available for these investments, the information may 
not be audited. Furthermore, self-directed IRA custodians usually do not 
investigate the accuracy of the information for the alternative investments.19 

According to the SEC and NASAA, the following are ways to avoid 
fraud within self-directed IRAs: 

Verify information in self-directed IRA statements.  However, since 
alternative investments may be illiquid and difficult to value, investors 
should be aware that the valuation of the alternative investment on their 
account statement may not reflect the price at which the investment can be 
sold, if at all. 

Avoid unsolicited investment offers.  Investors should be especially wary 
of an unsolicited investment offer that promotes the use of a self-directed 
IRA. 

Ask questions.  Ask if the person offering the investment is licensed and 
if the investment is registered.  Check out the answers with the SEC or your 
state securities regulator. 

Be mindful of “guaranteed” returns.  Fraud promoters often try to 
convince investors that an investment will provide extremely high returns 
that are “guaranteed.”  However, high returns usually correlate with high 
risk. 

Ask a professional.  Consider getting a second opinion from a licensed 
unbiased investment professional or an attorney.20 

Reference to this Investor Alert may strengthen an investor’s claim 
anytime negligence, breach of fiduciary duty, unsuitability, or fraud are 
                                                           
18. Id. at 1. 

19. Id. at 2. 

20. Id. at 2-3. 
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alleged resulting from a financial advisor’s recommendation to place 
alternative investments in a self-directed IRA.  Within the Investor Alert, the 
SEC and NASAA state that there are a number of risks associated with 
alternative investments within a self-directed IRA.  The SEC and NASAA 
also seem to imply that it may not be wise to invest in some alternative 
investments since the necessary information to make a prudent investment 
decision may not be readily available for various types of alternative 
investments. 
 
 

College Savings Plans—School Yourself Before You Invest  
(FINRA – Last Updated: June 14, 2010) 

 
In 2010, FINRA issued an Investor Alert concerning Section 529 college 

saving plans, titled “College Saving Plans—School Yourself Before You 
Invest.”21  FINRA issued the Investor Alert because it was concerned that 
investors may be shortchanging themselves by investing in 529 plans with 
high fees, 529 plans that do not offer state tax benefits, or both.   

Section 529 college savings plans are tax-advantaged college savings 
plans that help families save for college.  Once the owner makes a 
contribution to a 529 plan, the earnings on the investments within the plan 
grow tax-deferred and may potentially be tax-exempt.  So long as 
withdrawals from the plan are used to pay for qualified education costs (e.g., 
tuition, fees, room, board, textbooks, etc.) of the plan’s beneficiary, the 
withdrawals are tax-free.  In addition, the owner of the plan may receive state 
tax benefits when he or she makes a contribution to the plan. 

The two types of Section 529 plans are Direct-Sold College Savings 
Plans and Broker-Sold College Savings Plans.  In a Direct-Sold College 
Savings Plan, investments are made directly into the plan without the 
intervention of a commissioned-based salesperson.  In a Broker-Sold College 
Saving Plan, investors generally pay a sales load or a fee to a commission-
based salesperson employed by a brokerage firm or bank when they invest in 
the plan.  According to FINRA, investors can often save money by investing 
in a direct-sold plan since broker-sold plans are generally more expensive.22 

                                                           
21. College Saving Plans—School Yourself Before You Invest, FINRA (June 14, 
2010), http://www.finra.org/Investors/ProtectYourself/InvestorAlerts/529Plans/P010 
756 (last visited Aug. 14, 2015). 

22. Id. 
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According to FINRA, state tax treatment of contributions to 529 plans 
varies widely from state to state.  In some states, a state resident can claim a 
state tax deduction for making a contribution to a plan regardless of whether 
or not the resident’s state sponsors the plan.  However, in other states, a state 
resident receives state tax benefits only if he or she makes a contribution to a 
529 plan sponsored by his or her own state. In the Investor Alert, FINRA 
provides the following example regarding how an investor may be persuaded 
by a broker to invest money in a 529 plan offering no in-state tax breaks: 

A couple from Colorado receives a call from a broker who 
recommends a 529 plan in another state.  The couple invests 
$10,000.  The plan may have similar fees and expenses to their 
home-state plan, and it offers the couple the same federal tax 
incentives available to all 529 investors.  But it DOES NOT give 
them any state-tax benefits. In Colorado, those benefits are 
substantial:  they are fully deductible up to the contributor’s adjusted 
gross income.  Colorado’s income tax is a flat 4.63 percent of federal 
taxable income, so a $10,000 investment in an out-of-state plan 
meant missing out on $463 worth of Colorado tax incentives—
money that could itself be invested to pay for college expenses.23 
Reference to this Investor Alert may strengthen an investor’s claim 

anytime a financial advisor received commissions for recommending an out-
of-state Broker-Sold 529 plan to an investor causing the investor to lose in-
state tax breaks.  According FINRA, “in many cases, the smart move is to 
check out a plan in your home state—especially if your state allows you to 
deduct some or all of your 529 contributions.”24  Therefore, reference to this 
Investor Alert may strengthen a negligence or unsuitability claim against the 
financial advisor and his firm. 
 
 

Variable Annuities – Beyond the Hard Sell  
(FINRA – Last Updated: August 31, 2009) 

 
“Investing in a variable annuity within a tax-deferred account, such as an 

individual retirement account (IRA) may not be a good idea.”25  This is the 

                                                           
23. Id. 

24. Id. 

25. Variable Annuities:  Beyond the Hard Sell, FINRA (Aug. 31, 2009), 
http://www.finra.org/Investors/ProtectYourself/InvestorAlerts/AnnuitiesAndInsuran
ce/P005976 (last visited Aug. 14, 2015). 
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warning made to investors by FINRA in its Investor Alert, titled “Variable 
Annuities:  Beyond the Hard Sell.”26   

Variable annuities are insurance products that offer many investment 
features similar to mutual funds.  For example, within a variable annuity, 
money is invested in separate accounts that usually consist of diversified 
portfolios of stocks and/or bonds.  However, a typical variable annuity offers 
the following three basic features not commonly found in mutual funds: 

1. Tax-deferred treatment of earnings; 
2. A death benefit; and 
3. Annuity payout options that can provide guaranteed income for 

life. 
According to a study by Morningstar, Inc. in the late 1990s, the total 

yearly expenses of a variable annuity averaged 2.09%27 ($2,090 per year for 
every $100,000 invested) of the annuity’s accumulation value.  
Unfortunately, the total yearly expenses of many variable annuities are still 
around 2.00%. 

In addition to yearly expenses, most variable annuities contain surrender 
fees. The surrender fee is typically around 6% in the first year after purchase.  
However, it can be much higher.  This fee generally declines and is 
eventually eliminated over a number of years. 

In order to understand the potentially detrimental effect of purchasing a 
variable annuity with high fees and expenses within a tax-deferred retirement 
account, consider the situation in which three investors each have an IRA 
worth $250,000. Investor 1 invests in a high-expense variable annuity within 
her IRA with total yearly expenses of 2.00%.  Investor 2 invests in an 
average-expense mutual fund within his IRA with an annual expense ratio of 
0.90%.  Finally, Investor 3 invests in a low-expense mutual fund within her 
IRA with an annual expense ratio of 0.10%. 

According to the SEC’s Mutual Fund Cost Calculator28, if all three 
investors earn an 8% gross average annual rate of return, at the end of 20 
years, the mutual fund investors will have fared substantially better than the 
variable annuity investor.  Specifically, Investor 2 will have accumulated 
$194,574 more than Investor 1, and Investor 3 will have accumulated a 

                                                           
26. Id. 

27. Pui-Wing Tam, Buyers Need to Be Aware of Annuity Fees, WALL ST. J. (Jun. 1, 
1998). 

28. The SEC Mutual Fund Cost Calculator is available at http://www.sec.gov/ 
investor/tools/mfcc/mfcc-intsec.htm (last visited Aug. 14, 2015).  
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whopping $364,232 more than Investor 1.  The results are summarized 
below: 
   
   Total Cost of Holding Investment 
 
Investor Ending Value  (Total Fees + Foregone Earnings) 
    1  $   777,923   $387,316 
    2  $   972,497   $192,742 
    3  $1,142,155   $  23,085 
  

Reference to this Investor Alert may strengthen an investor’s claim 
anytime his or her financial advisor recommended investing in a variable 
annuity within a tax-deferred retirement account.  As previously mentioned, 
FINRA warns that investing in a variable annuity within a tax-deferred 
retirement account may not be a good idea.  Furthermore, FINRA provides 
the following additional warnings within its Investor Alert: 

The marketing efforts used by some variable annuity sellers deserve 
scrutiny – especially when seniors are the targeted investors...  Since 
IRAs are already tax-advantaged, a variable annuity will provide no 
additional tax savings.  It will, however, increase the expense of the 
IRA, while generating fees and commissions for the broker or 
salesperson.29 

 
 

Class B Mutual Fund Shares: Do They Make the Grade? 
(FINRA – Last Updated: October 11, 2008) 

 
Several years ago, FINRA issued an Investor Alert concerning the 

purchase of Class B mutual funds.  FINRA issued the Investor Alert because 
it was concerned that investors may purchase Class B mutual fund shares 
when it would be more cost effective to purchase a different class of shares.30   

A mutual fund is grouped into a particular share “class” after its fees and 
expenses are examined.  Mutual fund fees and expenses can be classified as 

                                                           
29. Variable Annuities: Beyond the Hard Sell, FINRA (Aug. 31, 2009), 
https://www.finra.org/investors/alerts/variable-annuities-beyond-hard-sell (last 
visited Aug. 14, 2015). 

30. Class B Mutual Fund Shares: Do They Make the Grade?, FINRA (Oct. 11, 
2008), http://www.finra.org/investors/protectyourself/investoralerts/mutualfunds/p00 
5975 (last visited Aug. 14, 2015). 
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either front-end loads, back-end loads, or expense ratios.  All mutual funds 
have expense ratios.  However, many, but not all, funds also have front-end 
or back-end loads.   

A front-end load is a sales charge levied on the initial investment of some 
mutual funds.  This charge may be incurred when an investor purchases a 
mutual fund from a commission-based broker.  Although many front-end 
load funds charge a front-end load of around 5%, some funds impose charges 
as high as 8.5%. 

A back-end load is a sales charge levied when some mutual funds are 
liquidated.  Many back-end loads are in the form of declining redemption 
fees where the percentage declines each year the fund is held.  For example, a 
fund may charge a 5% declining redemption fee.  In such a case, an investor 
may incur a fee of 5% of the amount invested into the fund for redemption in 
the first year, 4% within the second year, and so on.  After five years, no 
redemption fee may be charged.   

Expense ratios are annual fund expenses stated as a percentage of total 
assets. Expense ratios may include management fees, fund operating 
expenses, and 12b-1 fees.   

The management fee is generally the single largest expense in the 
expense ratio.  The fee is typically paid to the fund manager for managing the 
mutual fund’s investments.  Additionally, operating expenses go toward 
running and operating a mutual fund.  Combined management fees and 
operating expenses may range from less than 0.2% of the value of an 
investor’s mutual fund portfolio to over 1.0%. 

12b-1 fees are levied by some funds that use commissioned-based 
brokers to distribute their products.  The fee may be a form of trailing 
commission paid to the broker over a number of years.  12b-1 fees can 
increase a mutual fund investor’s expense ratio by as much as 1.0% per year. 

Once its fee structure and expense ratio are determined, a fund is then 
typically classified as either a Class A share, Class B share, Class C share, or 
no-load mutual fund.  Class A shares usually have front-end loads and little 
or no 12b-1 fees.  Also, many Class A shares are eligible for breakpoint 
discounts.  Breakpoint discounts are discounts on Class A share purchases 
that reduce the front-end sales charge that the investor pays.  The amount of 
the discount is based on the size of the investor’s cumulative investment, and 
the discount increases as the size of the cumulative investment increases. 

 
 
 
 
 



2015] PIABA BAR JOURNAL 111 

Below is FINRA’s version of a sample Class A share fund breakpoint 
schedule: 
 
Cumulative Investment Amount  Front-End Sales Charge 
 Less than $25,000    5.00% 
 $25,000 but less than $50,000   4.25% 
 $50,000 but less than $100,000   3.75% 
 $100,000 but less than $250,000   3.25% 
 $250,000 but less than $500,000   2.75% 
 $500,000 but less than $1 million  2.00% 
 $1 million or more    0.00%31 
 

Class B shares usually have back-end loads and high 12b-1 fees.  
However, the 12b-1 fees of Class B shares are generally reduced shortly after 
the fund’s redemption fee period expires. 

Class C shares normally have no front-end loads, a 1% back-end load, a 
one-year redemption fee period, and high 12b-1 charges that do not reduce 
when the fund’s redemption period expires.   

Finally, no-load funds have expense ratios, as do all funds, but do not 
have front-end loads or back-end loads.  Also, no-load funds typically have 
little or no 12b-1 fees and may be purchased directly through the fund 
company itself without the intervention of a commissioned-based broker.  
Furthermore, a Class A share may turn into a no-load fund if the investor’s 
cumulative investment into the fund is large enough (e.g., $1 million or 
more). 

In order to understand the detrimental effect of purchasing a more costly 
fund share class, consider the situation in which three investors inherit 
$300,000 a piece, and each seeks the recommendation of a different 
commissioned-based broker regarding which mutual funds to purchase for 
retirement.   

Investor 1 is sold Class A share mutual funds with a 2.75% front-end 
load (after receiving breakpoint discounts) and a yearly expense ratio of 1 %.   

Investor 2 is sold Class B share mutual funds with a yearly expense ratio 
of 1.8% and a six-year declining surrender charge.  The expense ratio, 
however, reduces to 1% in year seven. 

Investor 3 is sold Class C share mutual funds with a 1.8% yearly expense 
ratio. 

                                                           
31. Id. 
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According to the SEC’s Mutual Fund Cost Calculator,32 if all three 
investors earn a 10% gross average annual rate of return and hold their 
mutual funds for 20 years, at the end of 20 years Investor 1 will have fared 
substantially better than his counterparts.  Correspondingly, he will have 
accumulated approximately $45,745 more than Investor 2 and $201,869 
more than Investor 3.  The results are summarized below: 
 
Investor Share Class Ending Value Total Cost of Holding Fund   
    1    A        $1,605,345   $412,905 
    2    B        $1,559,599   $458,651 
    3    C        $1,403,475   $614,775 
 

As a general rule regarding broker-sold funds, investors with long-term 
holding periods fare best with Class A share funds, and investors with short-
term holding periods fare best with Class C share funds.  However, investors 
with Class B share funds fare best only in very limited circumstances.  

These facts compelled the National Association of Securities Dealers, 
Inc. (NASD)33 to fine six major brokerage firms more than $40 million for 
recommending and selling Class B and/or Class C share mutual funds to their 
customers without considering or adequately disclosing on a consistent basis 
that an equal investment in Class A shares would generally have been more 
advantageous to those customers in view of all relevant considerations.34 

Reference to this Investor Alert may strengthen an investor’s claim 
anytime an investor suffered financial damages resulting from having been 
sold an unsuitable mutual fund share class.  Also, the claimant’s attorney 
should consider using the SEC Mutual Fund Cost Calculator to assist with 
establishing the damages resulting from the unsuitable mutual fund sale. 
 
 
 
 

                                                           
32. The SEC Mutual Fund Cost Calculator is available at http://www.sec.gov/ 
investor/tools/mfcc/mfcc-intsec.htm (last visited Aug. 14, 2015). 

33. FINRA is the successor to the NASD.  In 2007, NASD functions were 
consolidated into FINRA. 

34. Class B Mutual Fund Shares, Do They Make the Grade?, FINRA (Oct. 11, 
2008), https://www.finra.org/investors/alerts/class-b-mutual-fund-shares-do-they-
make-grade (last visited Aug. 14, 2015). 
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Look Before You Leave:  Don’t Be Misled By  
Early Retirement Pitches That Promise Too Much  

(FINRA – Last Updated: September 14, 2006) 
 

In 2006, The FINRA issued an Investor Alert concerning misleading 
early-retirement pitches.35  FINRA issued the Investor Alert because it was 
aware of instances in which employees were misled and financially harmed 
by flawed and fraudulent early-retirement investment schemes.  Before the 
NASD consolidated its functions into FINRA, the NASD brought an 
enforcement action against a national brokerage firm and its registered 
representative for facilitating a flawed and fraudulent early-retirement 
scheme.36  According to the Investor Alert, employees of Exxon Corporation 
attended free seminars where a representative for Securities America pitched 
a strategy that recommended employees take one or more of the following 
actions: 

 Retire earlier than they may otherwise have done. 
 Rollover their 401(k) plans to IRAs at the representative’s firm. 
 Take lump-sum payments for the cash value of their pensions and 

rollover the payments to IRAs at the representative’s firm. 
 Invest in variable annuities, Class B and C mutual fund shares, and 

exchange-traded fund shares, which were substantially more risky 
than the fixed benefit pensions that the employees relinquished.37 

In addition, the Investor Alert mentions that the investments 
recommended in the strategy were represented as being able to generate 
annual returns as high as 18% and the strategy recommended annual 
withdrawal rates starting at 7.5% to 9% of each employee’s initial 
investment.  By the time the investors realized that the scheme was flawed, 
they had lost a significant portion of their retirement nest eggs.38   

Within the Investor Alert, FINRA provides the following tips to avoid 
falling for flawed and fraudulent early-retirement schemes: 

                                                           
35. Look Before You Leave:  Don’t Be Misled By Early Retirement Pitches That 
Promise Too Much, FINRA (Sept. 14, 2006), http://www.finra.org/Investors/ 
protectyourself/investoralerts/retirementaccounts/p017365 (last visited Aug. 14, 
2015).  

36. Id. 

37. Id. 
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1. Be skeptical of claims that you can expect annual returns of 12% or 
more. According to FINRA, any annual return over 10.4% exceeds 
the historical long-term average annual returns for the stock market 
and greatly exceeds the long-term average annual returns for less 
risky investments such as bonds. 

2. Be skeptical of claims that you can withdraw 9% per year or more 
and never run out of money.  According to FINRA, many experts 
recommend initial withdrawal rates of no more than 3% to 5% per 
year. 

3. Be skeptical of “free lunch” seminars that promote early-retirement 
strategies. 

4. Be wary of early-retirement pitches that invoke exceptions to Section 
72(t) of the Internal Revenue Code and potentially allow you to take 
distributions from an IRA before age 59 ½ while avoiding a 10% 
penalty. 

5. Think hard before trading the relative certainty of a company 
pension for the unpredictability of volatile investments within an 
IRA. 

6. Seek a second opinion before committing to an early-retirement 
strategy. FINRA recommends that you take the initiative to arrange 
an appointment with a financial professional before taking the advice 
of someone who “found you.”39  

Reference to this Investor Alert may strengthen an investor’s claim 
anytime the investor suffered damages from inflated, flawed, and misleading 
expected return projections.  In the Investor Alert, FINRA states that 
investors should be “skeptical of claims you can expect annual returns of 
12% or more” and “be skeptical of claims that you can withdraw 9% or more 
and never run out of money.”  FINRA also acknowledges that “many experts 
recommend initial withdrawal rates of no more than 3% to 5% per year.” 
 
 
Customer Advisory Centers:  Not Your Typical Securities Firm Call Center 

(FINRA – Last Updated: March 15, 2006) 
 

Selling shares of one mutual fund to purchase shares of another mutual 
fund may be appropriate in certain situations.  However, such transfers may 
constitute unsuitable switching if the financial advisor is recommending the 
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transfer solely to earn a commission on the sale or purchase.  This type of 
switch results in violations of securities laws and regulations. 

In its Investor Alert, titled “Customer Advisory Centers:  Not Your 
Typical Securities Firm Call Center,” FINRA states that, in addition to 
paying an unnecessary commission to a broker for an unsuitable mutual fund 
switch, an investor may pay for the switch in the following ways: 

1.  An investor may pay higher annual mutual fund expenses after the 
switch. 

2.  An investor may incur income tax consequences resulting from the 
switch. 

3. An investor may have to pay a contingent deferred sales charge 
(CDSC) when he or she sells the old mutual fund. 

4. An investor may be saddled with a new CDCS holding period on the 
new mutual fund.40 

Several years ago, the NASD fined Merrill Lynch $5 million dollars for 
supervisory failures, registration violations, impermissible sales contests and 
other violations.  In particular, the NASD found that representatives of the 
brokerage firm engaged in a pattern of mutual fund switch recommendations 
that were accompanied by misrepresentations and omissions of facts to 
customers.  The NASD also found that the brokerage firm conducted several 
sales contests, which improperly awarded non-cash compensation to 
representatives in the form of rock concert tickets, sporting events and 
dinners based solely on the sale of the firm’s proprietary mutual funds.41   

Reference to this Investor Alert may strengthen an investor’s claim 
anytime the claim alleges that his or her financial advisor’s recommendation 
resulted in an unsuitable mutual fund switch that caused financial harm to the 
investor. Although a financial advisor has a legal obligation to ensure that a 
mutual fund switch is necessary before making a recommendation to his or 
her customer, financial advisors do not always act in their customer’s best 
interest.  Furthermore, when appropriate, the investor’s claim should make 
reference to the fact that reasonable, free-exchange alternatives were 
available to the investor within his or her existing mutual fund family. 

 

                                                           
40. Customer Service Centers: Not Your Typical Securities Firm Call Center, 
FINRA (Mar. 15, 2006), http://finra.org/Investors/ProtectYourself/InvestorAlerts/ 
TradingSecurities/p016176 (last visited Aug. 14, 2015).  

41. The NASD news release about this incident can be found at 
http://www.finra.org/Newsroom/NewsReleases/2006/p016181 (last visited Aug. 14, 
2015). 
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State Securities Regulators Release “Unlucky 13” Investor Traps  
(NASAA – Issuance Date: February 16, 2006) 

 
Several years ago, NASAA released its list of common investor traps.42  

According to NASAA, some common investor traps include the following: 
Affinity Fraud:  According to NASAA, affinity fraud refers to 

investment scams that prey upon members of identifiable groups, such as 
religious or ethnic communities, the elderly, or professional groups.  The 
fraudsters who promote affinity scams frequently are – or pretend to be – 
members of the group.  They often enlist respected religious or community 
leaders from within the group to spread the word about the scheme by 
convincing those people that a fraudulent investment is actually legitimate. 

Churning:   Churning refers to excessive buying and selling of securities 
in an investor’s account by a broker for the purpose of generating 
commissions.  For churning to occur, a broker must exercise control over 
investment decisions in the account.  According to NASAA, most churning 
occurs where a broker has discretionary authority to trade within his or her 
customer’s account. 

Self-Directed Pension Plans:  According to NASAA, this type of fraud 
typically requires the victim to remove funds from legitimate investments 
such as stock brokerage accounts, mutual funds, insurance policies, or 
retirement plans so that they can be invested in a worthless scam.  In one 
case, a securities agent allegedly convinced an investor to establish a self-
directed IRA.  She then allegedly filed false documents, gained control of 
$95,000 of investor funds, and diverted the money into her own personal 
checking account.43 

Unsuitable Recommendations:  A securities professionals must “know 
his or her customer” and refrain from making recommendations of securities 
that he or she has reason to believe are unsuitable based on factors such as 
his or her customer’s risk tolerance and investment time horizon.  According 
to NASAA, steep investment account losses have historically provided 
strong evidence of unsuitable recommendations when the customer’s risk 
tolerance is “conservative” and his or her investment time horizon is short. 

Variable Annuities:  Variable annuities are tax-deferred investments that 
typically place mutual funds inside of an insurance wrapper.  Sales 

                                                           
42. State Securities Regulators Release“Unlucky 13” Investor Traps, N. AM. SEC. 
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commissions on variable annuities are high, which provides an incentive for 
sellers to engage in inappropriate sales.  According to NASAA, variable 
annuities are suitable for only a very small percentage of the investing public 
and are generally not appropriate for most seniors. 

Reference to this Investor Alert may strengthen an investor’s claim 
anytime improprieties are alleged resulting from affinity fraud, churning, or 
unsuitable recommendations. In particular, this Investor Alert should be 
referenced when the alleged improprieties took place within a self-directed 
IRA or from the sale of a variable annuity.  
 
 

Betting the Ranch: Risking Your Home to Buy Securities  
(FINRA – Last Updated: March 15, 2004) 

 
In 2004, the NASD issued an Investor Alert, titled “Betting the Ranch:  

Risking Your Home to Buy Securities,” out of concern that in a period of 
rising stock prices and low interest rates some investors may be tempted to 
take out a home equity loan or line of credit for the specific purpose of 
investing in securities.44  According to the NASD, it was particularly 
concerned that investors, who employ the aforementioned strategy, may end 
up defaulting on their home loans if their investments decline and they 
cannot meet their monthly mortgage payments.   

In the Investor Alert, the NASD states that it is aware of instances in 
which investors have had trouble paying their mortgages as a result of a 
decline in their mortgage-financed securities.  According to the NASD, the 
following is an example of how this can happen: 

“A retired couple’s house is paid off, but they have very little extra 
money to meet their everyday living expenses.  They decide to take out a 
new mortgage of $250,000 at 6 percent, seeking to invest this mortgage 
money in the hope of making more than 6 percent. They lock into a mortgage 
requiring monthly payments of $1,663.  On the advice of their broker, they 
invest their mortgage money in a mutual fund that has earned an average of 
12 percent over the past five years. But instead of gaining value, the couple’s 
investment loses money from the start and continues to decline.  After one 
year, their investment is worth $200,000.  Since they were depending on this 
investment to generate $1,663 per month to pay the loan and have no other 
                                                           
44. Betting the Ranch: Risking Your Home to Buy Securities, FINRA (Mar. 15, 
2004), 
http://www.finra.org/Investors/ProtectYourself/InvestorAlerts/MarginAndBor 
rowing/P005961 (last visited Aug. 14, 2015). 



118 USING INVESTOR ALERTS [Vol. 22 No. 2 
 

assets to make up the difference, they are faced with a tough choice:  Sell off 
part of their now depleted original investment to pay the mortgage payments 
and hope that the investment turns around, or sell their house and hope that 
the selling price is enough to pay off the loan and pay for the real estate 
commissions.  Either way, they run the risk of losing money—and their 
home.”45 

Reference to this Investor Alert can help strengthen an investor’s claim 
anytime he or she has suffered financial losses resulting from his or her 
financial advisor’s investment of the money from taking out a home equity 
loan or line of credit.  In the Investor Alert, the NASD emphasizes that one 
should think twice before taking out a home equity loan or line of credit to 
invest in securities.  In particular, the NASD states that “investors who bet 
the ranch could lose it.”46 
 
 

Putting Too Much Stock in Your Company – A 401(k) Problem  
(FINRA – Last Updated:  Unknown) 

 
Enron Corporation’s bankruptcy focused the country’s attention on the 

peril of investing too heavily in company stock.  Approximately 58% of 
Enron employees’ 401(k) assets were invested in Enron stock when it 
plunged almost 99% over a decade ago.47  Surprisingly, employees at many 
companies still maintain large positions in company stock. 

FINRA issued an Investor Alert, titled “Putting Too Much Stock in Your 
Company – A 401(k) Problem.”  FINRA issued the Investor Alert out of 
concern that many people are concentrating too much of their retirement 
savings in a single security.  Of particular concern to FINRA are employees 
who have all or most of their 401(k) assets in their employer’s stock.48   

Currently, there are no restrictions on the percentage of assets that can be 
held in company stock within a 401(k) plan account.  Therefore, an 
employee, if he or she chooses, can invest up to 100% of his or her 401(k) 
plan account balance in company stock.  Also, employer-matched 401(k) 
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plan contributions often come in the form of company stock, further 
increasing the employee’s concentration in company stock. 

According to FINRA, a recent study found that almost seven percent of 
employees, who have an opportunity to invest in company stock, have more 
than 80% of their 401(k) plan account assets invested in company stock.  The 
same study found that almost 15% of employees in their sixties, who have an 
opportunity to invest in company stock, have more than 50% of their 401(k) 
plan account assets invested in company stock.49 

A portfolio is under-diversified if the portfolio has an overly 
concentrated position in a particular investment. Under-diversification 
exposes an investor to significant risk and can cause the portfolio’s value to 
decline significantly if the value of the security creating the overly 
concentrated position plummets. 

According to the FINRA, “the general consensus among financial 
experts is that an adequately diversified portfolio should have no more than 
10 to 20 percent of the total investments in company stock.”  Also, in the 
investor Alert, FINRA states that holding more than 10 to 20 percent of one’s 
portfolio in company stock may expose an investor to more risk than he or 
she should bear.50 

Reference to this Investor Alert may strengthen an investor’s claim when 
an investor suffered financial damages resulting from a financial advisor’s 
recommendation that the investor invest in or maintain an overly 
concentrated stock position. Although the Investor Alert references 
“company” stock, FINRA is conveying a message that holding a position of 
more than 10% to 20% of one’s portfolio in any one stock may result in an 
overly concentrated stock position. 

 
 

CONCLUSION 
 

Reference to relevant investor alerts can strengthen a client’s legal claim 
in securities arbitration. The potential influence of investor alerts on an 
arbitrator should not be underestimated particularly when the arbitration 
forum is run by the same organization that issued the investor alert.  For 
example, in a FINRA arbitration case involving damages resulting from an 
alleged unsuitable recommendation that the investor place her money in an 
overly concentrated stock position, the claimant’s attorney should consider 
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referencing the particular FINRA Investor Alert which conveys the message 
that holding a position of more than 10% to 20% of one’s portfolio in any 
one stock may result in an overly concentrated position.  Also, for example, 
in a FINRA arbitration case involving damages from an alleged unsuitable 
sale of a variable annuity to a senior citizen within his or her IRA, the 
claimant’s attorney should consider referencing the particular FINRA 
Investor Alert which states that investing in a variable annuity within an IRA 
may not be a good idea and the marketing efforts used by some variable 
annuity sellers deserve scrutiny especially when seniors are the targeted 
investors. 

Claimant attorneys should consider making reference to relevant investor 
alerts in their client’s statement of claim and including a copy of the investor 
alert as an exhibit.  Also, if the claimant will be using an expert witness, the 
expert should consider referencing relevant investor alerts in his or her report 
and testimony.  Claimant attorneys should also periodically visit the SEC’s 
website, FINRA’s website, and NASAA’s website in order to read newly 
issued investor alerts that may help strengthen future securities arbitration 
claims. 
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SECURITIES-BASED LENDING 
 

Paul Meyer1 
 
 
Introduction 
 

In the current euphoric market environment, with portfolio values soaring 
and borrowing rates historically low, lending to customers has become “Wall 
Street’s hottest business.”2  However, the proliferation of these securities-
based loans (“SBLs”) is cause for serious concern. While securities-based 
lending is a low-risk and very profitable business for the broker-dealer, the 
same cannot be said for the borrower.  Broker-dealer lending creates serious 
conflicts of interest, saddling the customer with risks and potential long-term 
consequences he or she may not fully understand until the next bear market 
arrives. This article explains the types of lending in which broker-dealers 
engage, describes how SBLs are regulated and marketed, and points out the 
considerable risks borne by a customer who borrows against his savings.   

The October 2014 Settlement Agreement between the Office of the 
Commissioner of Financial Institutions for the Commonwealth of Puerto Rico 
(“the OCFI”) and UBS Financial Services Incorporated of Puerto Rico 
(“UBSPR”) (“Settlement Agreement”) 3  is cited to provide examples of 
abusive sales practices and supervisory violations related to the 
recommendation and sale of SBLs. 

The securities industry has long targeted the liability side of the customer’s 
balance sheet as an opportunity to cross-sell banking products, increase wallet 
share, and diversify revenue streams away from cyclical trading commissions.  
Thanks to aggressive marketing by broker-dealers, investors are borrowing 
against their securities portfolios at a furious pace.  At Morgan Stanley, for 
example, SBLs totaled almost $38 billion at the end of 2014, a 70% increase                                                         
1. © 2015 Securities Litigation and Consulting Group, Inc., 3998 Fair Ridge Drive, 
Suite 250, Fairfax, VA 22033.  www.slcg.com. Mr. Meyer can be reached at 805-
371-0071 or paulmeyer@slcg.com. 

2. Joshua Brown, The Rise of Rich Man’s Subprime, FORTUNE.COM (Dec. 10, 2014), 
http://fortune.com/tag/loans/. 

3. OFFICE OF THE COMM’R OF FIN. INSTS. FOR P.R., SETTLEMENT AGREEMENT (Oct. 
9, 2014),  http://www.ocif.gobierno.pr/documents/Noticias/UBS%20Acuerdo%20 
Relacionado%20a%20la%20Venta%20y%20Supervision%20de%20Fondos%20Mut
uos%20Cerrados.pdf. 
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in just two years.4  UBS’s SBLs increased 54% over the same period.5  
Most of the growth of SBLs has come from non-purpose lending.  Total 

margin debt, as reported by the New York Stock Exchange, is at an all-time 
high of $507 billion.6  With $16 trillion worth of client assets in street name,7 
there is still a lot of potential collateral waiting to be encumbered. 

Substantial profit margins in the lending business make SBLs a lucrative 
product for broker-dealers.  In 2014 Morgan Stanley and UBS earned a 
combined $4 billion in net interest income just by opening their doors for 
business.8  Brokers fund much of their operation by borrowing in the overnight 
repo market,9 where the Federal Funds Rate has been less than 0.15% for the 
past two years.  See Figure 1.   

The difference between the Broker Call Rate and the Federal Funds Rate 
averaged 1.66% in 2003 and grew to 1.93% in 2014 despite the dramatic 
decline in interest rates.  Most loan customers are charged a variable interest 
rate pegged to a spread over LIBOR, allowing the broker-dealer to charge 
higher rates if its cost of funds increases.10  Spreads between the cost of funds                                                         
4. JAMES P. GORMAN, CHAIRMAN AND CHIEF EXEC. OFFICER, MORGAN STANLEY, 
STRATEGIC UPDATE, (Jan. 20, 2015) (On file with author). 

5. UBS, FOURTH QUARTER 2014 RESULTS, (Feb. 10, 2015), http://www.ubs.com/ 
global/en/about_ubs/investor_relations/presentations/2014.html. 

6. NYSEDATA.COM (Apr. 2015), http://www.nyxdata.com/nysedata/asp/factbook/ 
viewer_edition.asp?mode=table&key=3153&category=8. 

7. SECURITIES INDUSTRY AND FINANCIAL MARKETS ASSOCIATION (“SIFMA”), 2014 
YER IN REVIEW (2014), http://www.sifma.org/uploadedfiles/about/sifma-year-in-
review-2014.pdf. 

8. Brown, supra note 2; Gorman, supra note 4. 

9. Eric S. Rosengren, President & Chief Exec. Officer, Fed. Reserve Bank of Bos., 
Keynote Remarks, Conference on the Risks of Wholesale Funding, sponsored by the 
Federal Reserve Banks of Bos. and N.Y.C.: Short-Term Collateralized Loans Called 
Repurchase Agreements are a Major Source of Funding for [Broker-Dealers] 
(Aug.13, 2014). 

10. Ian Salisbury, Putting Stocks in Hock: Securities Are Backing for More Big 
Loans, WALL STREET JOURNAL (Mar. 4, 2013), 
http://www.wsj.com/articles/SB100014241 27887324178904578340261166100192.  

Non-purpose loans, by contrast, can typically be completed in a few days 
requiring little paperwork beyond a credit report and a financial 
statement...[a]nother big benefit: for wealthier investors, interest rates on 
non-purpose loans can be attractive compared with alternatives.  At UBS, for 
instance, investors borrowing between $1 million and $2.5 million pay 2.95% 
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and loan rates generally range from 200 basis points (for loans up to $10 
million) to 500 basis points (for smaller loans),11 and the revenue is predictable 
and recurring. 

 
Figure 1- (Source: Securities Litigation and Consulting Group) Broker 

Call Rate and Federal Funds Rate 
 

 
 
Regulation of Broker-dealer Lending 

 
The Securities Exchange Act of 1934, Section 7, gives the Federal Reserve 

overall authority to regulate the extension of credit by broker-dealers.  The                                                         
based on the latest London interbank offered rate. By contrast, the national 
average rate for a home-equity line of credit is 5.15% and for a 30-year 
‘private’ jumbo mortgage it is 4.08%, according to HSH.com, which tracks 
the data.  

11. Gorman, supra note 4. (Morgan Stanley currently enjoys a 280 basis point spread 
between its cost of funds and its interest income.  They believe that spread will 
increase to almost 400 basis points in 2015.)   
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Federal Reserve implements this authority under its Regulation T, more 
commonly known as “Reg. T.”12  Reg. T specifies the minimum amount of 
equity that must be on deposit at the time a security is purchased (the initial 
margin requirement).  Reg. T also identifies acceptable collateral by defining 
“margin securities” 13  and including certain exempted securities like 
government or municipal bonds.   

In addition to regulation by the Federal Reserve, self-regulatory 
organizations (“SROs”) like the Financial Industry Regulatory Authority and 
the New York Stock Exchange have their own policies regarding the extension 
of credit to customers.14  The SROs set maintenance requirements (generally 
25% for equities), leaving broker-dealers free to set a higher requirement 
(house rates).  

An important restriction on the extension of credit applies to the purchase 
of new issues.  Under Exchange Act Section 11(d)(1), a broker-dealer that is 
part of an underwriting group may not extend credit for the purpose of buying 
a new issue for 30 days following the offering.15  Because open-end mutual 
funds issue shares in a continuous new offering, this prohibition extends to 
them, as well.  Both margin loans and non-purpose loans are subject to this 
restriction. 

 
 

Purpose vs. Non-Purpose Loans 
 
There are two types of SBLs.  The more familiar is the margin (or purpose) 

loan.  Margin loans are “credit extended for the purpose of buying, carrying,                                                         
12. 12 CFR § 220 (2015). There are two companion Federal Reserve regulations: 
Regulation U governs extensions of credit by banks and other non-broker-dealers; 
Regulation X covers foreign lenders. See 12 CFR § 221 (2015) and 12 CFR § 
1024(2015). 

13. 12 CFR §220.2 (2015) 

Margin security means: (1) Any security registered or having unlisted trading 
privileges on a national securities exchange; (2) After January 1, 1999, any 
security listed on the NASDAQ Stock Market; (3) Any non-equity security; 
(4) Any security issued by either an open-end investment company or unit 
investment trust which is registered under section 8 of the Investment 
Company Act of 1940 (15 U.S.C. 80a-8); (5) Any foreign margin stock; (6) 
Any debt security convertible into a margin security.  

14. See NYSE, RULE 431 (2008); FINRA, RULE 4210 (2013). 

15. 17 CFR § 240.11(d)(1) (2015). 
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or trading in securities.” 16   Securities in the customer’s account serve as 
collateral for the loan.  The term “margin” refers to the equity that secures the 
loan.  It is the broker-dealer’s “margin of safety” should the value of the 
collateral decline.   

Broker-dealers are also permitted to extend credit, generally secured by a 
customer’s marketable securities, for purposes other than buying or carrying 
securities.17  These loans are known as good faith or non-purpose loans.  

Margin loans and non-purpose loans are similar in many ways:   
• The underwriting for either loan gives little or no consideration to 

the borrower’s credit rating, income or debt ratios.   
• The amount of credit extended primarily is a function of the value 

of the collateral securities, the liquidity and volatility of those 
securities and the extent to which there is any concentration in a 
single security.  

•  Establishing either type of loan involves relatively little 
documentation compared to other types of lending.   

• Each loan requires a minimum level of equity (loan-to-value) at 
inception and is subject to calls for additional capital if the value 
of the collateral falls below a stated minimum.   

• Most SBLs charge variable interest rates at a spread pegged to 
either 30-day LIBOR (in the case of a non-purpose loan) or the 
Broker Call Rate (in the case of a margin loan).   

• Neither type of loan requires a fixed repayment schedule.  Instead, 
interest is charged monthly and added to the loan balance.   

In spite of these similarities, non-purpose loans are different from margin 
loans (and other conventional loans) in important ways: 

• The primary difference is that a non-purpose loan may not be used 
to purchase or carry securities.   

• Instead, these loans are often recommended to finance real estate 

                                                        
16. 12 CFR § 220.2 (2015). 

17. See FINRA, RULE 4210(e)(7) (2013), “In a nonsecurities credit account, a 
member may extend and maintain nonpurpose credit to or for any customer without 
collateral or on any collateral whatever...[t]he term ‘nonpurpose credit’ means an 
extension of credit other than ‘purpose credit’ as defined in Section 220.2 of 
Regulation T;” see also 12 CFR §220.6 (2015). 
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transactions, buy automobiles or boats or fund businesses.   
• Brokers also recommend non-purpose loans to pay taxes,18 take a 

vacation, pay for a wedding, even to replace retirement account 
withdrawals in years when the equity markets are down.19   

• Release rates20 for non-purpose loans are generally higher than for 
margin loans, allowing the customer to borrow more money 
against his portfolio. 

•  Like a margin loan, most non-purpose loans have variable rates.   
• One important difference, however, is that a non-purpose loan is 

priced on the client’s ability to borrow (his credit limit) rather than 
on the amount actually borrowed.  

 

                                                        
18. See, e.g., MORGAN STANLEY, TAX PAYMENT STRATEGIES: PORTFOLIO LOAN 
ACCOUNT (Oct. 2013), http://www.morganstanleyfa.com/public/projectfiles/ 
7dfe1529-4643-499a-897f-220b6539354c.pdf. 

19. See Darla Mercado, The Hazards of Securities-Based Lending as a Source of 
Retirement Income, INVESTMENT NEWS, (Feb. 11, 2015), http://www.invest 
mentnews.com/article/20150211/FREE/150219979. (Michael Crook, head of 
portfolio planning and research, UBS, says an SBL can be used in lieu of cash 
withdrawals as a source of retirement income.)  

20. The release rate is the amount available to borrow, expressed as a percentage of 
the value of the collateral. 
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Table 1: Comparison of Margin Loans and Non-purpose Loans 
 

 Margin Loan Non-purpose Loan 
Permissible Use of 
Loan Proceeds 

Purchase or carry 
securities 

Any purpose other than 
purchase or carrying 
securities  

Eligible Collateral Marginable securities Any collateral 
acceptable to the lender 

Release Rates 50% for equities; up to 
95% bonds 

Generally higher than 
for a margin loan 

Interest Rate 
Charged  

Variable; priced as a 
spread to broker call rate; 
based on amount 
borrowed 

Variable; priced at a 
spread to 30-day 
LIBOR; based on 
qualifying amount 

Interest payment 
terms 

Charged monthly; no 
cash payment required; 
interest added to loan 
balance 

Charged monthly; no 
cash payment required; 
interest added to loan 
balance 

Repayment Terms May be repaid in whole 
or in part at any time 
without penalty 

May be repaid in whole 
or in part at any time 
without penalty 

Call Features Callable anytime Callable anytime 

 
SBLs are sometimes cloaked in derivative structures such as variable 

prepaid forward contracts (“VPF”s).  In a VPF, the investor signs a term sheet 
that embeds the pledge of a concentrated stock position with an option collar 
(a long put option and a short call option) and a deferred interest loan.  The 
collared securities position is collateral for the loan. A VPF contract can be 
used to increase the taxable income from a concentrated stock position if the 
loan proceeds are used to buy bonds.  Doing so, though, commits the investor 
to ultimately sell the concentrated stock position since the bond portfolio won’t 
be sufficient to repay the embedded loan at the maturity of the VPF.21   
 
 
                                                         
21. This was the case in In The Matter of the Trust of Carolyn S. Burford in which 
the Oklahoma District Court in Tulsa, OK ordered JPMorgan Chase Bank to pay the 
Burford Trust $18,122,644 plus attorneys' fees and punitive damages.  The award 
compensated the Trust for the diminution in value resulting from JPMorgan 
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Aggressive marketing of SBLs 
 
To market these loans, broker-dealers use advertising – disguised as client 

education – that is often misleading, one-sided, and not fairly balanced with 
disclosure of the risks associated with SBLs.22   

• UBS, for example, extols the wisdom of “borrowing with a vision 
for your future”23 and “maximizing the power of your invested 
assets.”24 

•  Morgan Stanley portrays borrowing as a way to “unlock the value 
of [the customer’s] portfolio.”25  It claims that borrowing “puts the 
value of [the customer’s] assets to work.”26   

• Merrill Lynch tells clients that borrowing money will “keep [their] 

                                                        
engaging in a series of variable prepaid forward contracts with the Trust.  The author 
testified about the pressures to sell in-house products and services including SBLs 
without regard for the interests of investors. Findings of Fact and Conclusions of 
Law (Oct. 9, 2012), http://www.slcg.com/pdf/sampleresults/Burford%20v%20 
JP%20Morgan%20Findings%20of%20Fact%20and%20Conclusions%20of%20Law.
pdf. 

22. See generally FINRA, RULE 2210(d)(1)(A) (2013) (Communications with 
the Public, Content Standards)  

All member communications with the public shall be based on principles of 
fair dealing and good faith, must be fair and balanced, and must provide a 
sound basis for evaluating the facts in regard to any particular security or type 
of security, industry, or service. No member may omit any material fact or 
qualification if the omission, in the light of the context of the material 
presented, would cause the communications to be misleading;  

see also, MORGAN STANLEY, SECURITIES-BASED LENDING: PORTFOLIO LOAN 
ACCOUNT (2012), http://www.morganstanleyfa.com/public/projectfiles/692cfb16-
06b1-4721-9d9c-ece9d1e4f256.pdf (a 1600-word brochure that devotes only eight 
words to the risk of leverage in a portfolio: “market conditions can magnify any 
potential for loss”); see also, FINRA, REGULATORY AND EXAMINATIONS PRIORITIES 
LETTER (Jan. 6, 2015), http://www.finra.org/sites/default/files/p602239.pdf. (FINRA 
“is concerned about how [SBLs] are marketed”). 

23. UBS, https://onlineservices.ubs.com/OLS/jsp/HomePage.jsp (Jan. 13, 2015). 

24. Id. 

25. Morgan Stanley, supra note 21. 

26. Id. 
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investment strategy on track.”27   
After reading these characterizations of borrowing, a customer cannot 

not be blamed for concluding that he is imprudent if he is not borrowing 
against his portfolio.  

Since adviser behavior is driven by personal financial considerations, 
broker-dealers offer meaningful incentives to their brokers for recommending 
SBLs.  Morgan Stanley’s compensation plan is typical.  The broker earns an 
annual gross commission of 0.40% to 0.50% of his clients’ loan balances 
outstanding. 28  Morgan Stanley also pays its Financial Advisors based on 
growth in the volume of loans made to clients.29  For example, a broker who 
recommends $25 million in new loans is paid a cash bonus (deferred for only 
five years) of over $100,000.30  At UBS, brokers are also paid based on the 
total value of the loans their clients have taken on.   

Broker-dealers offer these payments despite multiple warnings from 
regulators that such incentives could be harmful to customers.31  For example, 
FINRA has cautioned: “margin loans can be very profitable for your brokerage 
firm.  They can also be highly profitable for your broker.  Your broker may 
receive fees based on the amount of your margin loans.  This may take the 
form of a percentage of the interest you pay on an ongoing basis.”32  

The marketing of SBLs is not limited to full-service firms.  Broker-dealers 
that provide custody and clearing services to registered investment advisers 
(“RIAs”) have started targeting the assets those RIAs control.  Pershing 

                                                        
27. MERRILL LYNCH, LMA ACCOUNT (2015), https://www.ml.com/solutions/lma-
account.html. 

28. MORGAN STANLEY, PRIVATE WEALTH ADVISOR COMPENSATION PLAN, GROWTH 
AWARD AND RECOGNITION PROGRAMS (2013) (On file with author). 

29. Id. 

30. Id. 

31. NYSE and NASD, JOINT STATEMENT ON THE CONTINUING GROWTH IN 
INVESTOR MARGIN DEBT, (Feb. 24, 2000), http://www.finra.org/investors/joint-
statement-nyse-and-nasd-continuing-growth-investor-margin-debt (“Any Account 
Executive incentive programs that would promote the solicitation of margin accounts 
should be carefully reviewed and curtailed if appropriate.”) 

32. FINRA, INVESTING WITH BORROWED FUNDS: NO “MARGIN” FOR ERROR (Oct. 
30, 2013), http://www.finra.org/investors/alerts/investing-borrowed-funds-no-
margin-error.  
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Advisor Solutions has made $1 billion in SBLs in just over a year. 33  Fidelity 
Investments has increased by 63% the volume of SBLs it has made through 
the 3,000 RIAs who use its services.34  RIAs are not compensated directly for 
recommending SBLs to their clients, but the loans allow the adviser to keep 
the assets under management, and generating fees. 
 
 
Suitability of SBLs 

 
The importance of a broker-dealer performing a diligent suitability 

analysis before recommending an SBL to a customer is highlighted by the 
Settlement Agreement, part of which involves SBL-related sales practices 
OCFI observed during its examination of UBSPR. 35   The Settlement 
Agreement emphasizes some basic tenants of suitability, namely that a 
recommendation must be consistent with “the customers’ financial objectives, 
risk tolerance, and needs.”36   

FINRA’s suitability rules lie at the heart of broker regulation37 and are                                                         
33. Mason Braswell, RIAs Join Brokers in Promoting Securities-Backed Lending, 
INVESTMENT NEWS (June 11, 2015), http://www.investmentnews.com/article/ 
20150611/FREE/150619979/rias-join-brokers-in-promoting-securities-backed-
lending. 

34. Id. 

35. OFFICE OF THE COMM’R OF FIN. INSTS. FOR P.R., supra note 3. 

36. Id., at 1-2. The Settlement Agreement also points out that concentration in a 
single security or group of similar securities is not suitable. Id. 

37. Rule 2111 prohibits a member or associated person from recommending a 
transaction or investment strategy involving a security or securities or the continuing 
purchase of a security or securities or use of an investment strategy involving a 
security or securities unless the member or associated person has a reasonable basis 
to believe that the customer has the financial ability to meet such a commitment. 
FINRA, RULE 2111 (2012); see also, FINRA, RULE 2090 (2012), “[e]very member 
shall use diligence, in regard to the opening and maintenance of every account, to 
know (and retain) the essential facts concerning every customer and concerning the 
authority of each person acting on behalf of such customer;” see also, U.S. SEC. AND 
EXCH. COMM., STUDY ON INVESTMENT ADVISERS AND BROKER-DEALERS (Jan. 
2011), at iv., https://www.sec.gov/news/studies/2011/913studyfinal.pdf (hereinafter 
“Dodd-Frank Study”), (“[a]n important aspect of a broker-dealer’s duty of fair 
dealing is the suitability obligation, which generally requires a broker-dealer to make 
recommendations that are consistent with the interests of the customer.”) 
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“critical to ensuring investor protection and promoting fair dealing with 
customers and ethical sales practices.”38  The suitability doctrine places on the 
broker, not the customer, the responsibility for making appropriate investment 
recommendations.  The suitability rules apply both to individual transactions 
and overall investment strategies39 and requires that any recommendation, 
including the recommendation of an SBL,40 be consistent with the interests of 
the customer.41  Even if a customer wishes to take out an SBL, the broker may 
not make that recommendation if the loan would not be suitable.42   

Margin loans and non-purpose loans have investment implications that 
subject them to the suitability rule. First, margin leverage increases a 
portfolio’s risks.43  To offer a simple example, take the case of two investors                                                         
38. FINRA, REGULATORY NOTICE 11-02 (2011) (Know Your Customer and 
Suitability). 

39. The concept of investment strategy “is to be interpreted broadly,” FINRA, RULE 
2111.03 (2012).  

40. “Margin credit, however, is not suitable for all clients due to the associated risks 
and requirements with having margin in an account.” OFFICE OF THE COMPTROLLER 
OF THE CURRENCY, COMPTROLLER’S HANDBOOK, RETAIL NON-DEPOSIT INVESTMENT 
PRODUCTS (Jan. 2015), http://www.occ.gov/publications/publications-by-type/comp 
trollers-handbook/o-rnip.pdf. 

41. See FINRA, supra note 22, “A central failing FINRA has observed is firms not 
putting customers’ interests first.  This principle should be observed whether the firm 
“must meet a suitability or fiduciary standard.”  

42. See, e.g., NASD District Business Conduct Committee v. Vaughn, Complaint 
No. C07960105 (Oct. 22, 1998) (On file with author). “Even if [the broker] had 
explained the risks to [the customer], the securities he recommended for her account 
would still have been unsuitable. The SEC has made clear that even in those 
situations where a customer seeks to engage in highly speculative or otherwise 
aggressive trading, a representative is under a duty to refrain from making 
recommendations that are incompatible with the customer's financial profile;” see 
also In re Clyde Joseph Bruff, Exchange Act Release. No. 31141, 1992 SEC LEXIS 
2197, (Sept. 3, 1992), “Whether or not the [customer] ultimately considered . . . 
transactions appropriate is not the test for determining the propriety of Bruff’s 
conduct.  Having undertaken to act as an investment counselor for the [client], Bruff 
was required to make only such recommendations as were in their best interests.” 

43. NYSE and NASD, supra note 29. “However, the increasing use of margin 
borrowings is not without risk. In the event of a severe market contraction, some 
investors may not be in a position to sustain the leveraging and will be required to 
liquidate their positions under unfavorable market conditions…[s]ales managers and 
account executives should be advised of the appropriate steps to be taken when and 
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making an identical investment: one pays cash, the other leverages up her 
investment by buying additional securities on margin.  Each investor invests 
$100,000, but the second investor buys $200,000 worth of stock and holds; 
both hold the investments for one year.  The cash buyer puts up the total 
purchase price, but the margin buyer pays $100,000 in cash and borrows 
another $100,000 from his brokerage firm in the form of a margin loan.  At the 
end of a year, the stock has increased 25%.  The cash buyer has an increase in 
equity of $25,000 to $125,000, while the margin buyer’s equity is up $45,000 
or 45% (after paying margin interest).  However, if the value of the stock 
declines 25%, the cash investor has suffered a loss of $25,000, while the 
margin buyer’s equity has declined $55,000 or 55%.  Leverage magnifies the 
gross gains and losses and then lowers the gross gains or losses by the interest 
costs. 
 

                                                        
if individual investors significantly change their levels of margin borrowings;” see 
also, In re Stephen Thorlief Rangen, Exchange Act Release No. 38486 (April 8, 
1997), https://www.sec.gov/litigation/opinions/3438486.txt. 

Furthermore, Rangen's use of margin in these accounts was inappropriate. 
Trading on margin increases the risk of loss to a customer for two reasons. 
First, the customer is at risk to lose more than the amount invested if the value 
of the security depreciates sufficiently, giving rise to a margin call in the 
account. Second, the client is required to pay interest on the margin loan, 
adding to the investor's cost of maintaining the account and increasing the 
amount by which his investment must appreciate before the customer realizes 
a net gain. At the same time, using margin permitted the customers to 
purchase greater amounts of securities, thereby generating increased 
commissions for Rangen.  We consider, under the circumstances, that the 
extent to which Rangen used margin to effect transactions in the accounts 
was unsuitably risky for customers with the level of experience and the stated 
investment objectives of these customers. 
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Table 2: The Arithmetic of Margin 
 

Initial Positions 

 
Cash 

Investor Margin Investor 
Equity Invested 100,000 100,000 
Total Purchase Price 100,000 200,000 
Amount Borrowed 0 -100,000 

 
Stock Goes Up 25% 

Gross Sales Proceeds 125,000 250,000 
Margin Balance - -105,000 
Net Proceeds 125,000 145,000 
% Increase in Equity 25% 45% 

 
Stock Goes Down 25% 

Gross Sales Proceeds 75,000 150,000 
Margin Balance - -105,000 
Net Proceeds 75,000 45,000 
% Decrease in Equity -25% -55% 

 
SBLs must be considered part of an investment strategy and subject to 

FINRA Rules 2090 and 2111.  Money market funds should never be bought 
on margin because the value of the asset (the money market fund) will equal 
the value of the debt (the margin loan), but investors pay a higher interest on 
the loan than they expect to receive from the fund. Similarly, retail accounts 
generally do not hold leveraged portfolios of short term treasury securities.  

Investing with borrowed funds only makes sense if the expected returns 
net of the borrowing costs are sufficient to warrant the risks of the additional 
investments.  For low risk, low return investments, SBLs give investors certain 
but negative returns.  For higher risk, higher return investments, SBLs give 
investors small positive expected returns but expose them to substantial losses.  

Central to the overwhelming case for diversification is the observation that 
competition among investors bids up the prices of securities so that the 
expected returns to portfolios of stocks and bonds exceed the risk free rate of 
interest by just enough to compensate for the risks of those portfolios.  The 
expected return to making additional investments on margin, for investors who 
pay more than the risk free rate to buy securities, is therefore less than what 
the market requires for bearing those risks.  For example, assume risk free rates 
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around 2% and the equity risk premium about 6%.  If an investor borrows at 
5%, the expected net return is only 3% (2% + 6% - 5%) for bearing risk, 
investors in the aggregate demand 6% net returns.   

As the above examples illustrate, whenever securities are purchased with 
borrowed funds, it is critical that the borrowing costs be minimized.  Given the 
secondary market availability of closed-end funds - which borrow at extremely 
low rates to leverage a broad range of security types - any SBL that charges 
meaningful spreads above LIBOR should receive strict scrutiny.  

Leverage and borrowing costs are not the only suitability considerations 
associated with SBLs.  Unlike home mortgages or car loans, which require the 
borrower to make a monthly payment, most SBLs simply add each month’s 
interest charge to the loan balance, thus compounding the interest expense.44  
In addition to the financial risks, SBL borrowers have no protection from 
actions taken by broker-dealers to preserve their collateral.   

Loan accounts are susceptible to forced liquidation at unfavorable prices 
because, as the value of the securities declines, the borrower must either 
deposit additional collateral (which he may not have) or sell multiples of the 
amount of his margin call. 45  Furthermore, margin agreements provide that the 
broker-dealer can effect these sales without contacting or seeking the 
permission of the borrower.46  The broker-dealer can even choose unilaterally 
which securities it wishes to sell.  A customer with no means of meeting 
margin calls - other than by selling the collateral - is generally not suitable for 
an SBL.  In extreme cases, the broker-dealer can unilaterally declare as 
ineligible, collateral that previously had been acceptable.  In fact, that is 
exactly what UBS did in July 2015.  Without notice, customers with loans 
secured by UBS’s proprietary Puerto Rico bond funds were notified that those 
securities would no longer be acceptable collateral.47  These customers now 
find themselves in the extremely difficult position of quickly finding 
acceptable substitute collateral or coming up with the cash to repay the loan.                                                          
44. Merrill Lynch calls this feature “flexible repayment options.” Merrill Lynch, 
supra note 26.  

45. See FINRA, supra note 30. (“Investors who cannot satisfy margin calls can have 
large portions of their accounts liquidated under unfavorable market conditions.  
These liquidations can create substantial losses for investors.”)   

46. See generally FINRA, MARGIN DISCLOSURE STATEMENT. https://www.finra.org/ 
sites/default/files/InvestorDocument/p005895.pdf. 

47. Suzanne Barlyn, UBS Backs Away From its Puerto Rico Funds After 
Downgrades, REUTERS (July 23, 2015), http://www.reuters.com/article/2015/07/ 
23/us-ubs-puertorico-funds-idUSKCN0PX2T720150723. 
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Those customers unable to make such arrangements face forced liquidation of 
their bond funds at very depressed prices. 

Adherence to the suitability rules calls for the broker-dealer and broker to 
exercise “reasonable diligence”48 in obtaining enough information about the 
client to make a suitable recommendation.  When recommending an SBL, a 
broker must consider virtually all aspects of the client’s financial condition: 
income (which would determine ability to service the debt); other assets (liquid 
and illiquid); other debt outstanding; and, the client’s ability and willingness 
to tolerate the risks of an SBL.   

Once the broker has all of the client’s pertinent financial information, 
several questions should be considered before recommending an SBL: 

• How much debt (from all sources) does the client currently carry? 
• Will this loan create more debt than is justified by the client’s 

financial circumstances? 
• What are the client’s liquid assets, apart from the collateral 

securities?  Does the client have sufficient liquidity to meet 
margin calls?   

• Is the additional risk created by the financial leverage suitable for 
the client? 

• Does the client understand all the risks of an SBL? 
• To what purpose is the loan being applied?   
• Will the client have a means of repaying the loan? 
• Are asset sales a better alternative? 

Non-purpose loans, by definition, are not invested in liquid securities.  Many 
are not used to purchase assets of any kind; the funds are simply consumed by 
taxes, vacation costs or similar consumption expenditures.  This situation 
raises a major red flag for the recommending broker because it suggests the 
customer does not have the capacity to meet margin calls other than by 
liquidating the collateralized securities.  In those circumstances, the broker 
would have a difficult time justifying as suitable the recommendation of a non-
purpose loan because the borrower’s “financial ability to meet such a 
commitment”49 is in doubt. 

The risks of SBL lending have not escaped the notice of regulators. In its 
2015 Annual Regulatory and Examination Priorities Letter, FINRA includes 
securities-based loans as a priority.50  FINRA Chairman and CEO, Richard                                                         
48. FINRA, RULE 2111 (2012). 

49. FINRA, RULE 2111.06 (2012). 

50. FINRA, supra note 22. 
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Ketchum, has said that the risks associated with SBLs are “exactly the risk[s] 
we are focused on.”51  “Banks are pushing their wealth management divisions 
to get their clients to take out more of the loans against their growing 
portfolios, rather than investors selling their securities to raise cash.”52  

 
 

Disclosure, Misrepresentation, and Omission of Material Facts 
 
Securities laws and regulations are built on a foundation of full and honest 

disclosure. Broker-dealers are required to provide clients with such disclosures 
regarding any recommendation.53  The necessity of full disclosure is also 
highlighted in the Settlement Agreement.  After interviewing customers of 
UBSPR, the Securities and Exchange Commission concluded, “certain 
purchases [made by those customers] may have been induced by 
misrepresentations or omissions of material facts.” 54   Brokers must also 
disclose “material adverse facts” 55  about the products they recommend.  
Disclaimers alone, however, do not discharge suitability obligations. “A 
member cannot avoid or discharge its suitability obligation through a 
disclaimer where the particular communication reasonably would be viewed 
as a ‘recommendation’ given its content, context, and presentation.”56   

The suitability doctrine goes beyond mere disclosure by requiring the 
broker-dealer to make reasonable efforts to ensure that the customer fully                                                         
51. Matthias Rieker, Finra to Examine Brokers’ Securities-Backed Lending 
Practices – Update, (Jan. 6, 2015), WALL STREET JOURNAL, http://www.wsj.com/ 
articles/finra-to-examine-brokers-securities-lending-practices-1420559773.  

52. Id. 

53. See generally 17 CFR § 240.10b-16; 17 CFR § 240.15c2-5; FINRA, RULE 2264 
(2011); FINRA, NOTICE TO MEMBERS 01-31 (2001), (Margin Disclosure). 

54. OFFICE OF THE COMM’R OF FIN. INSTS. FOR P.R., supra note 3. 

55. In re Richmark Capital Corp., Exchange Act Release No. 48758 (Nov. 7, 2003), 
https://www.sec.gov/litigation/opinions/33-8333.htm, “[w]hen a securities dealer 
recommends a stock to a customer, it is not only obligated to avoid affirmative 
misstatements, but also must disclose material adverse facts of which it is aware.” 

56. FINRA, NOTICE TO MEMBERS 01-23 (2001) (Online Suitability); see also, Dodd-
Frank Study, supra note 34, at 50, “[a] broker-dealer’s obligations to meet minimum 
business conduct requirements cannot be satisfied through disclosure to the 
customer: in other words, a customer cannot waive or contract away these 
obligations.” 
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understands the main characteristics of the recommendation, especially its 
risks.57  This principle is clearly stated in a 2003 SEC Initial Decision Release: 

NASD Rule 2860 requires that a registered representative make sure that 
the client has not only read the disclosure documents for an investment, but 
also that he understood them.  It is a deviation from industry standard to do 
otherwise.  Thus, it is not enough just to provide a copy of prospectus to the 
customer.  While the customer has an obligation to read disclosure documents 
provided by the registered representative, his failure to do so does not relieve 
the registered representative from his duty as a licensed individual.  The 
registered representative cannot simply assume that because the customer has 
signed a form, he actually read and understood it.  Instead, the registered 
representative must satisfy himself by communicating with the customer.58 

 
 

Supervision of Securities-Based Lending 
 
Effective supervision of broker-dealer sales practices is a “cornerstone of 

self-regulation”59 and an essential component of the regulatory mandate to 
protect investors from unethical sales practices.  The Settlement Agreement 
demonstrates the seriousness of this obligation. The OCFI uncovered major 
problems with the way UBSPR was supervising the sale of SBLs, in terms of 
both unsuitability and the misuse of loan proceeds. Its conclusions are 
summarized in an October 9, 2014 press release:60 

After analyzing the data collected, OCFI became aware . . . that UBS 
may have permitted or recommended such clients the use of ‘non-                                                        

57. In re James B. Chase, Exchange Act Release No. 47476 (Mar. 10, 2003) (citing, 
Patrick G. Keel, 51 S.E.C. 282, 284 (1993)), A registered representative must "be 
satisfied that the customer fully understands the risks involved and is . . . able . . . to 
take those risks," see also, FINRA, NOTICE TO MEMBERS 99-33 (1999), “disclosures 
help to ensure that the customer understands the terms and conditions of the margin 
loan.”  

58. In re Dale E. Frey, et al., SEC Initial Decision Release No. 221 (Feb. 5, 2003). 

59. FINRA, NOTICE TO MEMBERS 98-96 (1998) (NASD Elaborates On Member 
Firms’ Supervision Responsibilities for Trade Reporting and Market-Making 
Activities.) 

60. Press Release, Office of the Comm’r of Fin. Insts. for P.R., (Oct. 9, 2014), 
http://www.ocif.gobierno.pr/documents/Noticias/UBS%20Acuerdo%20Relacionado
%20a%20la%20Venta%20y%20Supervision%20de%20Fondos%20Mutuos%20Cerr
ados.pdf. 
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purpose’ loans for the purchase of additional PRCEF, an ineligible 
activity for ‘non-purpose’ loans.   
Where the supervision of the sale of SBLs is concerned, the broker-dealer 

is required to have in place policies and procedures to ensure such loans are 
suitable for the clients to whom they are being recommended.  Firms must also 
take great care to be sure that the proceeds of non-purpose loans are not being 
used to buy or carry securities.   
 
 
Conflicts of Interest 

 
Securities-based lending presents some of the most serious conflicts of 

interest in the broker/client relationship.  It puts brokers and RIAs, who are 
supposed to be investment professionals, in the position of recommending an 
action that often is detrimental to their clients’ long-term goals of wealth 
preservation and capital growth.  Almost two-thirds of American households 
headed by someone age 55 or older are already in debt.61  Debt is a drag on net 
worth and a lien on future income.  Debt inhibits the client’s ability to 
accumulate retirement savings.  Reducing debt, on the other hand, increases 
net worth and improves cash flow.   

FINRA Regulatory Notice 11-02 makes the common sense observation 
that “customers may rely on firms’ and firms’ associated persons investment 
expertise and knowledge.”62  A responsible and knowledgeable adviser should 
be counseling clients to reduce the amount of debt they carry, not increase it.  
However, brokers and RIAs often will recommend securities-based loans as a 
way to keep their client’s assets in house, generating management fees, 
commissions, and asset-based bonuses. 63  
 

                                                        
61. Craig Copeland, Ph.D., Debt of the Elderly and Near Elderly, 1992-2013, 36 
EMPLOYEE BENEFIT RESEARCH INSTITUTE 1 (2015), http://www.ebri.org/ 
pdf/notespdf/EBRI_Notes.Jan15.Debt.pdf. 

62. FINRA, REGULATORY NOTICE 11-02 (2011) (Know Your Customer and 
Suitability). 

63. See FINRA, STOCK-BASED LOAN PROGRAMS: WHAT INVESTORS NEED TO 
KNOW, (May 26, 2011), https://www.finra.org/investors/alerts/stock-based-loan-
programs-what-investors-need-know, “Be aware of the possibility that a broker or 
other financial professional might recommend a stock-based loan program to 
generate commissions on the new products you purchase with the loan proceeds.” 
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Conclusion 
 

Each bull market develops its own excesses, thus planting the seeds for the 
next correction. Or, to paraphrase Warren Buffett, you do not know who is 
skinny-dipping until they drain the pool. Investors with already illiquid 
balance sheets are flocking to SBLs today in unprecedented numbers, due in 
no small part to the aggressive marketing of SBLs and the attractive financial 
incentives offered to brokers who recommend them.  One way or another, 
however, these loans will eventually come due.  For too many borrowers, that 
due date will come near the bottom of the next bear market.  Those customers 
will be the last ones out and the effects will be financially devastating. 
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TRIPLE PLAY! 
FINRA’S NEW RULES ON SUITABILITY,  

COMMUNICATION AND SUPERVISION ANALYZED 
 

Seth E. Lipner1  
 
 

During the last three years, FINRA has adopted three major rule changes 
affecting customers. In 2012, the Suitability Rules changed.2 In 2013, 
significant changes were made to the rule governing communications with the 
public3 and in 2014, the supervision rule was re-worked.4   

These rule changes were part of the integration of the NYSE regulatory 
regime into the one administered by FINRA (formerly the NASD). The new 
rules retain the basic structure of the old ones, but there are differences and 

                                                 
1.  Seth E. Lipner is a Professor of Law at the Zicklin School of Business at Baruch 
College, CUNY. He is also a member of Deutsch & Lipner, Garden City, NY. Prof. 
Lipner is grateful to Darryl Bethay for his assistance preparing the footnotes to this 
article.  The author is grateful to David Robbins for edits. 

2.  FINRA, REGULATORY NOTICE 11-25 (2011).  

On November 17, 2010, the Securities and Exchange Commission (SEC) 
approved FINRA’s proposal to adopt rules governing know-your-customer 
and suitability obligations for the consolidated FINRA rulebook. On January 
10, 2011, FINRA issued Regulatory Notice 11-02, which provided guidance 
regarding the new rules and announced an implementation date. This Notice 
announces a new implementation date of July 9, 2012, and provides additional 
guidance in response to some recent industry questions and concerns.  

3.  FINRA, REGULATORY NOTICE 12-29 (2012).  

The SEC approved FINRA’s proposed rule change to adopt NASD Rules 2210 
and 2211 and NASD Interpretive Materials 2210-1 and 2210-3 through 2210-8 
as FINRA Rules 2210 and 2212 through 2216 (collectively, the 
Communications Rules), and to delete certain provisions of incorporated  
NYSE Rule 472 and certain Supplementary Material and Rule Interpretations 
related to NYSE Rule 472. The Communications Rules become effective on 
February 4, 2013.  

4.  FINRA, REGULATORY NOTICE 14-10 (2014). “The SEC approved FINRA’s new 
consolidated rules governing supervision. The new Rules 3110, 3120, 3150 and 3170 
replace NASD Rules 3010, 3012 and 3110(i) and other corresponding NYSE rule 
provisions. The new rules become effective on December 1, 2014.”  
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there is new material. The result is an elaboration, codification and re-
articulation of the existing rules and their interpretations.  

In some respects, the most significant modification is the addition and 
articulation of numerous “documentation” requirements for brokerage firms, 
associated persons and supervisors. The new rules require a great deal more 
documentation of suitability determinations and supervisory efforts. These 
documentation requirements are sure to become a focus of customer-initiated 
securities arbitrations when their violation relates to the losses suffered. 

This article’s purpose is to educate members of the bar about the new rules 
and, where appropriate, their documentation mandates. 

 
 

I.  SUITABILITY 

 
Until the merger of the NYSE and the NASD, there were two versions of 

the suitability rule.5 The NYSE rule was fashioned in terms of “due diligence,” 
while its NASD counterpart focused on the suitability of securities 
recommendations.  So-called dual members (those that were both NASD and 
NYSE firms) were subject to both rules, while NASD-only members were 
subject only to the NASD rule. FINRA’s 2012 rule change merged the two 
self-regulatory organization (“SRO”) versions into a single, consolidated rule 
applicable to all FINRA firms.  

The new FINRA rule breaks the suitability concept into its two former 
pieces. The first piece is “customer due diligence” – the requirement that a 
firm and its associated persons make reasonable inquiry about the customer.6 
The second piece is “investment due diligence” – the requirement that a firm 
and its associated persons understand all investments and investment strategies 
being recommended (so-called reasonable basis suitability) and the 
requirement that firms and associated persons only make recommendations 
that align with the particular investor’s needs and desires.7  Documentation 
requirements run deeply through both pieces of the new FINRA rule. 

 
 
 
 
 

                                                 
5. Compare NASD, RULE 2310 (1996), with NYSE, RULE 405(1) (2008). 

6. FINRA, RULE 2111(a) (2012).  

7. Id.  
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A.   Rule 2090 – Customer Due Diligence 

 
Borrowing from NYSE Rule 405, FINRA Rule 2090 is titled “Know Your 

Customer.”8  Elements of FINRA Rule 2090, with some changes, also derive 
from the NYSE’s suitability Rule 405.9 The new FINRA rule provides: 

Every member shall use reasonable diligence, in regard to the opening 
and maintenance of every account, to know (and retain) the essential 
facts concerning every customer and concerning the authority of each 
person acting on behalf of such customer.10 
FINRA Rule 2090 is customer-centric. The rule’s due diligence 

requirement is focused on obtaining and documenting information about the 
customer. Aspects of the old NYSE Rule 405 relating to investment due 
diligence have been integrated into FINRA Rule 2111.11 

Like NYSE Rule 405, FINRA Rule 2090 expressly requires that due 
diligence be conducted at the account-opening stage of a broker-customer 
relationship.  But, unlike the old NYSE rule, due diligence after account-
opening is not transaction-driven.  Where the old rule required diligence as to 
“every order [etc.],” the new rule requires diligence throughout the 
“maintenance” of the account12.  The implication is that the due diligence 
requirement is an ongoing, every-day duty.  

The new rule, however, does not require a firm to constantly update all 
customer-account documentation. Instead, it requires that an advisor seek to 
obtain and consider relevant customer-specific information when a 
recommendation is made.13 But a firm is not excused from updating its 
customer due diligence simply because there are no recommendations or 
transactions in the account.  The FINRA rule anticipates at least sporadic, if 
not periodic, updates. Only “reasonable efforts” and not perfection, is required; 
but diligent efforts must be made. 

                                                 
8. Compare NYSE, RULE 405 (2008) (Diligence as to Accounts), with FINRA, RULE 
2090 (2012) (Know Your Customer.)  

9. NYSE, RULE 405 (2008). 

10. FINRA, RULE 2090 (2012). 

11. FINRA, RULE 2111 (2012).  

12. FINRA, RULE 2090 (2012). 

13. FINRA, REGULATORY NOTICE 11-25 (2011) at Q&A 2. 
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The scope of the information that a firm must endeavor to collect is set 
forth in the FINRA Rule 2090 Supplementary Material.14 The customer-
specific facts are those required to: “(a) effectively service the customer's 
account; (b) act in accordance with any special handling instructions for the 
account; (c) understand the authority of each person acting on behalf of the 
customer; and, (d) comply with applicable laws, regulations and rules.”15 

The information FINRA believes is required to effectively service an 
account is delineated in a new guideline that FINRA calls the “Customer 
Investment Profile.”16 The FINRA “Customer Investment Profile” is a non-
exclusive list articulating 10 information fields about the customer:  
 1.  Age;  
 2.  Other investments;   
 3.  Financial situation and needs;  
 4.  Tax status;  
 5.  Investment objectives;  
 6.  Investment experience;  
 7.  Investment time horizon;  
 8.  Liquidity needs;  
 9.  Risk tolerance; and,  

  10. Any other information the customer may disclose to the member or 
associated person in connection with such recommendation.17  

FINRA explains that the level of importance of each factor will “vary 
depending on the facts and circumstances of the particular case.”18  
Nevertheless, an associated person is required to use reasonable diligence to 
obtain and analyze all of these factors, unless the associated person has a 
reasonable basis to believe that one or more of the factors is not a relevant 
component of a customer's investment profile in light of the facts and 
circumstances of that client.19  Indeed, FINRA Rule 2111's Supplementary 
Materials explain that in situations where the associated person decides to 
dispense with either obtaining or using any of the Customer Investment Profile 

                                                 
14. FINRA, RULE 2090.01 (2012). 

15. Id.  

16. FINRA, RULE 2111(a) (2012); FINRA, RULE 2111.04 (2012). 

17. FINRA, RULE 2111 (a) (2012). 

18. FINRA, RULE 2111.04 (2012).  

19. Id.  
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factors when analyzing suitability, the decision to do so (and the reasons 
therefore) should, under the rule, be "documented with specificity."20  

The rule’s reference to documentation and retention is the first hint at 
added requirements. The notion that firms must document an investor’s profile 
is itself not new, but the detailed list, combined with the language 
accompanying it, constitutes a significant increase in the information a 
brokerage firm is expected to record and retain. Indeed, in 2008, FINRA 
created, for (voluntary) use by its members, a template for an improved New 
Account Form.21 This template incorporates many elements of the now-
codified Customer Investor Profile.  The suggested form goes far beyond the 
information that firms historically gathered and retained.  Even though FINRA 
has not said so directly, every firm needs to move to a New Account Form 
similar to that suggested by FINRA.22  

 
 

B.  Rule 2111 - Reasonable Basis and Customer-Specific Suitability 
 
The next two-step process in FINRA’s new suitability protocol is centered 

around investments.  The first step is investment due diligence – FINRA calls 
it “reasonable basis suitability” – and the second, final step is to then meld the 
customer due diligence information with the investment due diligence, a step 
FINRA calls “customer-specific suitability.”23  Each of these steps is examined 
in this section. 

FINRA’s new rules on these subjects are contained in Rule 2111.24  Titled 
simply “Suitability,” the new rule applies to every “recommendation.”25  

                                                 
20. Id.  

21. See FINRA, REGULATORY NOTICE 12-25 (2012) at n.3 (New Account 
Application Template, http://www.finra.org/Industry/Tools/P117268). 

22. See FINRA, REGULATORY NOTICE 11-25 (2011) at Q&A 5 (firm should evidence 
a customer's intent to use different investment profiles or investment-profile factors 
for different accounts. FINRA's preference is  to default to a single customer profile 
for each customer, and for firms to employ that profile in every account unless the 
customer states otherwise (e.g. wants to have a separate account that expressly has a 
more conservative or more aggressive attitude toward risk, or one that is expressly 
geared to growth and another income)). 

23. FINRA, RULE 2111.05 (2012). 

24. FINRA, RULE 2111 (2012). 

25. FINRA, RULE 2111(a) (2012). 
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Where the old rule invoked the suitability requirement only upon 
recommendations to “buy or sell a security,”26 the new rule is broader, 
requiring suitability determinations not only for recommended transactions, 
but also for recommended “investment strategies.”27  Such strategies now 
expressly include “explicit” recommendations to hold (i.e., not sell) a 
security.28   

Like FINRA Rule 2090, FINRA Rule 2111 is framed as a due diligence 
requirement.29 The rule’s text  simply requires that a member or an associated 
person “have a reasonable basis to believe that a recommended transaction or 
investment strategy involving a security or securities is suitable...,”30 but the 
Supplementary Material breaks the obligations of Rule 2111 into the two 
components mentioned at the outset of this section –  “reasonable basis 
suitability” and “customer specific suitability.”31 The first component, FINRA 
explains, requires generic knowledge of how the investment works; the second 
component requires that the investment be appropriate for the investor.32 Each 
is examined in the sections below. 

 
 
1. Reasonable Basis Suitability – Investment Due Diligence  

 
FINRA Supplementary Material 2111.05(a) explains that the first element 

of compliance with Rule 2111 is that the “associated person have a reasonable 
basis to believe, based on reasonable diligence, that the recommendation is 
suitable for at least some investors,” and that “…the associated person [obtain] 
an understanding of the potential risks and rewards associated with the 
recommended security or strategy.”33 The FINRA Supplementary Materials 
state that the lack of such an understanding violates the suitability rule.34 

                                                 
26. NASD, RULE 2310(a) (1996).  

27. FINRA, RULE 2111(a) (2012).  

28. FINRA, RULE 2111.03 (2012).  

29. Compare FINRA, RULES 2090 (2012), with FINRA, RULE 2111 (2012). 

30.  FINRA, RULE 2111(a) (2012). 

31. FINRA, RULE 2111.05(a) and (b) (2012).  

32. Id. 

33. FINRA, RULE 2111.05(a) (2012).  

34. Id.  
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The reasonable basis suitability requirement thus requires investment due 
diligence. While FINRA does not elaborate as to precisely what the minimum 
elements of investment due diligence are, at a minimum, an associated person 
should review offering materials, financial statements and reports, investment 
research and relevant current events about recommended investments and 
professional and/or scholarly materials about recommended investment 
strategies.  Industry norms, established through expert testimony, are also a 
logical reference point.35  

FINRA Regulatory Notice 11-25 states that “[a] firm should educate its 
associated persons on the potential risks and rewards of the products that the 
firm permits them to recommend.”36 “In general, an associated person may 
rely on a firm's fair and balanced explanation of the potential risks and rewards 
of a product.”37 But still, FINRA places investigatory responsibilities on the 
associated person, if, after, reading the firm’s explanatory material, the 
associated person “remains uncertain about the potential risks and rewards of 
a product or has reason to believe that the firm failed to address a particular 
issue or has done so in an incomplete or inaccurate manner.”38 Under such 
circumstances, the associated person would, according to FINRA, need to 
engage in further inquiry before recommending the investment.39 

The Supplementary Material also states that the quantum of diligence 
required by the Suitability Rule "varies depending on, among other things, the 
complexity of and risks associated with” the investment or strategy.40 In 
addition to complexity and risk, the level of on-the-spot due diligence is also 
affected by an associated person's “familiarity with the investment or 
strategy.”41  But, as shown below, the level of documentation that FINRA 
requires to demonstrate compliance with the rule also varies depending on the 
investment’s riskiness and complexity. 

 

                                                 
35. See Seth E. Lipner, The Reliability Requirement for Expert Testimony Applied to 
Securities Arbitration, 21 PIABA 175 (2014). 

36. FINRA, REGULATORY NOTICE 11-25 (2011) at Q&A 11. 

37. Id. 

38. Id. 

39. Id. 

40. FINRA, RULE 2111.05(a) (2012). 

41. Id. 
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2. Customer Specific Suitability - Melding the Due Diligence 
Requirements 

 
In addition to the requirement of reasonable-basis suitability and 

investment due diligence, FINRA Rule 2111 requires that the member or 
associated person have a reasonable basis to believe that every recommended 
transaction or investment strategy be suitable for the particular customer 
involved “based on the customer's investment profile.”42  FINRA calls this step 
customer-specific suitability.43 

Customer-specific suitability melds the results of customer due diligence 
with the results of investment due diligence and requires a match between the 
two.44 The customer specific suitability requirement cannot be met unless both 
of the previously-examined elements of due diligence have been performed.45  

When making suitability determinations by melding the customer due 
diligence requirement with the investment due diligence requirement, 
members and associated persons are advised by FINRA to take a “risk-based” 
approach to determining suitability.46  In a modern-day version of Hand’s 
Formula,47 FINRA views both suitability (and the requirement that suitability 
determinations be documented) through a risk-based lens – the more complex 
or more risky a security is, the greater will be FINRA’s expectations regarding 
compliance with its rules.48  By prioritizing the making, supervision and 
documentation of recommendations based on risk, the rule is based on the 

                                                 
42. FINRA, RULE 2111.05 (b) (2012). 

43. Id. 

44. Id. 

45. Id. 

46. FINRA, REGULATORY NOTICE 11-25 (2011) at Q&A 10. 

47. See U.S. v Carroll Towing Co., 159 F.2d 169, 173 (2d Cir. 1947) (Hand, 
J.) (Since there are occasions when every vessel will break from her 
moorings, and since, if she does, she becomes a menace to those about her; 
the owner’s duty, as in other similar situations, to provide against resulting 
injuries is a function of three variables: (1) The probability that she will 
break away; (2) the gravity of the resulting injury, if she does; (3) the 
burden of adequate precautions. Possibly it serves to bring this notion into 
relief to state it in algebraic terms: if the probability be called P; the injury, 
L; and the burden, B; liability depends upon whether B is less than L 
multiplied by P: i.e., whether B<PL.) 

48. See generally FINRA, REGULATORY NOTICE 11-25 (2011). 
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principle that the greater the likelihood of misunderstanding or loss, the greater 
the precautions a firm must take.49  

The risk-based approach carries over into the documentation requirement. 
FINRA uses a recommendation to buy a large-cap, value-oriented equity 
security as an example of a low-complexity, low risk investment.50  In such a 
situation, FINRA says, written documentation of the suitability determination 
is not required.51 But as the complexity, volatility, concentration in a 
security/industry sector or relative illiquidity rise, FINRA states it will expect 
an increasingly higher level of documentation.52   

The Notice, however, cautions that compliance with suitability obligations 
does not “necessarily” turn on documentation of the basis for the 
recommendation.53 The Notice states that FINRA examination and 
enforcement concerns will rise with the lack of adequate documentation.54 
And, of course, documentation by itself does not cure an otherwise unsuitable 
recommendation.55 But failures of documentation will undoubtedly be 
highlighted by any complaining investor. 

Finally, FINRA Regulatory Notice 12-25 states that every 
recommendation must be in “the Customer’s best interest” – a statement that 
brings the FINRA suitability as close to a fiduciary standard as it has ever 
been.56 For example, members and associated persons can be expected to be 

                                                 
49. Id. at Q&A 10.  

50. Id. at Q&A 2.  

51. FINRA, REGULATORY NOTICE 12-25 (2012) at Q&A 12.  

52. FINRA, REGULATORY NOTICE 11-25 (2011) at Q&A 10. Other risk factors 
singled out by FINRA for greater scrutiny and documentation include investments 
that are designed to be short-term; that have a  periodic reset or similar mechanism 
that could alter a product’s character over time; that are particularly susceptible to 
changes in market conditions; or that are otherwise potentially risky. Id.  In addition, 
it must be noted that has FINRA not changed the special suitability rule for options 
transactions, which states that “[n]o member [or broker] shall recommend....[options 
transactions] unless such member [or broker] has reasonable grounds to believe ... 
that the customer has such knowledge and experience in financial matters that he 
may reasonably be expected to be capable of evaluating the risks of the 
recommended strategy....”  FINRA, RULE 2360(b)(18) (2014). 

53. FINRA, REGULATORY NOTICE 11-25 (2011) at Q&A2.  

54. Id.  

55. Id. 

56. FINRA, REGULATORY NOTICE 12-25 (2012) at Q&A 1. 
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asked why a proprietary investment created or managed by the firm was 
chosen over one that was independently managed and also why one fee 
structure (e.g., a “wrap account”) was chosen over another.57  
 
 
II. THE PUBLIC COMMUNICATION RULE 
 

The second FINRA customer rule to undergo significant changes is Rule 
2210, entitled “Communications with the Public.” The new rule replaces 
NASD Rules 2210 and 2111 and (incorporated) NYSE Rule 472.58 FINRA 
Rule 2210 (hereinafter “Public Communications Rule”) became effective on 
February 4, 2013.59 The new rule sets forth requirements for content, 
supervision and record-keeping.  

 
 
A. THE CATEGORIES OF COMMUNICATIONS 

 
The Public Communication Rule, by its terms, applies to "written 

communications."  Nevertheless (and even though FINRA never says it), it is 
fair to judge the propriety of oral communications – especially those 
communications accompanying recommendations to customers – by the same 
standards. Indeed, the content standards rule applies to "Public Appearances" 
such as participation in a seminar, forum, media interviews and other 
"speaking opportunities that are unscripted," making the standards appropriate 
even to spontaneous communications.60 

The first significant change in the Public Communication Rule is that 
instead of the previous six categories, there are now three: (a) Correspondence; 
(b) Retail Communications; and, (c) Institutional Communications.61 
Institutional communications lose their character, and become “retail 
communications” if the member “has reason to believe that the communication 

                                                 
57. Id. at Q&A 24.  

58. FINRA, REGULATORY NOTICE 09-55 (2009)  

59. FINRA, REGULATORY NOTICE 12-29 (2012)  

60. FINRA, RULE 2210 (f) (2013). 

61. Compare FINRA, RULE 2210(a)(1) (2013), with NASD, RULE 2210 (2009) and 
NASD, RULE 2211 (2009). The previous six categories included: advertisements, 
sales literature, correspondence, institutional sales material, independently prepared 
reprints, and public appearances.   



2015] PIABA BAR JOURNAL 151 

 
 

or any excerpt thereof will be forwarded or made available to any retail 
investor.”62  

Rule 2210 divides communications with non-institutional clients into two 
categories – "retail communications" and "correspondence."63  The dividing 
line is the size of the intended audience. Retail communications are defined as 
those "distributed or made available to more than 25 retail investors within any 
30 calendar-day period."64 Communications which reach a smaller audience 
are called "correspondence."65  

The division is important because, for the most part, retail communications 
require pre-approval under Rule 2210; correspondence requires only after-the-
fact "review" under FINRA Rule 3110(b)(4).66  In addition, new FINRA 
members are required to file with FINRA copies of retail communications, and 
record-keeping requirements differ depending on whether the communication 
is correspondence or a retail communication.67 

“Public appearances” were a distinct category under NASD Rule 2210.68 
But “for simplicity purposes,” FINRA Rule 2210 now folds such 
communications into the general rules for communications generally.69  
FINRA Rule 2210(f)(1) makes clear that all the content provisions of Rule 
2210(d)(1) apply.70  And if, during a public appearance, a recommendation is 

                                                 
62. FINRA, RULE 2210(a)(4) (2013). Institutional communications are subject to 
less-rigid regulatory requirements, e.g. there is no requirement of pre-approval by a 
registered principal. FINRA, RULE 2210(b)(3) (2013).  The content standards, 
however, apply to retail and institutional communications with equal force, although 
those standards repeatedly make reference to the context of a communication. 
FINRA, RULE 2210(d) (2013). 

63. FINRA, RULE 2210 (a)(1) (2013).  

64. FINRA, RULE 2210 (a)(5) (2013).  

65. FINRA, RULE 2210 (a)(2) (2013).  

66. FINRA, RULE 3110(b)(4) (2014).  

67. FINRA, RULE 2210(b)(4)(A) and (B) (2013). 

68. NASD, RULE 2210(a)(5) (2009). 

69. For example, under FINRA RULE 2210 (f)(4) (2013), presentation slides and 
handouts at meetings are “communications.”  Depending on the size of the audience, 
they require either approval or review.  FINRA, RULE 2210 (a)(2013). 

70. FINRA, RULE 2210(f)(1) (2013). Curiously, the rules regarding, e.g. 
comparisons (d)(2), tax considerations (d)(4); and fees and expenses (d)(5); and 
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made, the rules regarding recommendations also apply, including the 
reasonable basis requirement and rules regarding disclosure of interests.71 
Members are required to have written policies and procedures to supervise 
public appearances, including education and training and the documentation 
of education, training surveillance and follow-up to ensure compliance.72 

 
 

B. THE CONTENT STANDARDS 
 
The content standards of FINRA Rule 2210 are largely unchanged from 

the previous rule.  The standards require that all communications be: 
(a)  based on principles of fair dealing and good faith;  
(b) fair and balanced; and, 
(c) provide a sound basis for evaluating the facts.73 
The standards in FINRA Rule 2210, echoing the securities laws and 

FINRA Rule 2020, expressly prohibit members from omitting “any material 
fact or qualification if the omission, in light of the context of the material 
presented, would cause the communications to be misleading.”74 The FINRA 
Rule 2210 standards also prohibit a “false, exaggerated, unwarranted, 
promissory or misleading statement or claim,”75 and, importantly, provide that 
“information may be placed in a legend or footnote only in the event that such 
placement would not inhibit an investor's understanding of the 
communication.”76 

The rule admonishes firms to be certain that “statements be clear and not 
misleading within the context in which they are made and ... provide balanced 
treatment of risks and potential benefits.”77 Communications must also 
consider “the nature of the audience to which the communication will be 

                                                 
testimonials (d)(6) do not govern unscripted public appearances. FINRA, RULE 2210 
(d) (2013). 

71. FINRA, RULE 2210 (f)(2) (2013).  

72. FINRA, RULE 2210 (f)(3) (2013).  

73. FINRA, RULE 2210(d)(1)(A) (2013).  

74. Id.  

75. FINRA, RULE 2210(d)(1)(B) (2013).  

76. FINRA, RULE 2210(d)(1)(C) (2013).  

77. FINRA, RULE 2210 (d)(1)(D) (2013).  
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directed and ... provide details and explanations appropriate to the audience.”78  
Predictions, exaggerated or unwarranted claims, opinions or forecasts are 
barred and comparisons, e.g. tax considerations; fees; testimonials, are 
required to disclose all material differences.79  

Retail communications containing recommendations are subject to 
additional requirements.80 Such communications must have a reasonable basis 
and members must furnish or offer to furnish upon request, available 
investment information supporting the recommendation.81 Communications 
that contain recommendations must be accompanied by disclosures regarding 
market-making activity in the security being recommended and whether the 
member or person preparing the communication has a financial interest in any 
security of the issuer whose security is being recommended.82 Reference to the 
success of past recommendations is strictly regulated and largely prohibited.83 

 
 

C.   APPROVAL v. REVIEW 
 

Rule 2210 (b)(1)(A) provides that “[a]n appropriately qualified registered 
principal of the member must approve each retail communication before ... its 
use....”84 But as to correspondence, Rule 2210 defers to the general supervisory 
rule, FINRA Rule 3110(b)), which provides that “a review of correspondence 
must be conducted by a registered principal and must be evidenced in 
writing.”85  

 
 
 
 

                                                 
78. FINRA, RULE 2210 (d)(1)(E) (2013).  

79. FINRA, RULE 2210 (d)(2) (2013). See also, FINRA, RULE 2210(d)(4), (5), and 
(6) (2013) which discuss these elements in much further detail.  

80. FINRA, RULE 2210 (d)(7) (2013).   

81. FINRA, RULE 2210 (d)(7)(A) and (B) (2013).  

82. FINRA, RULE 2210 (d)(7)(A)(i) and (ii) (2013).  

83. FINRA, RULE 2210 (d)(7)(C)(2013).  

84. FINRA, RULE 2210(b)(1)(A) (2013). 

85. FINRA, RULE 3110 (b)(4)(2014). The Supervision rule also (newly) provides for 
review of internal communications. Id. 
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D.  DOCUMENTATION, RECORD-KEEPING AND RETENTION  
 

Rule 2210 requires that members maintain all retail and institutional 
communications for three years under the Securities Exchange Act of 1934 
Rule 17a-4(b), and include, inter alia, the dates of use and the identity of the 
principal who approved it.86 Correspondence must be maintained for six years 
under Rule 3110 and Rule 4511.87   

Members are required generally to educate associated persons about these 
rules, including the requirement to obtain required approvals and maintain 
copies of correspondence.88 In addition, firms are expressly directed by 
FINRA Rule 2210(f)(3) to document their education and training of its 
associated persons who make public appearances on the firm’s policies and 
procedures and maintain records, and to be prepared to evidence compliance 
with its supervisory procedures regarding public appearances.89 
 
 
III.  SUPERVISION OF BROKERS 
 

FINRA Rule 3110 (“Supervision”) replaces NASD Rule 3010 and NYSE 
Rule 342.90  The new rule became effective December 1, 2014.91  

Together with suitability and the regulation of communications with 
public investors, supervision is a basic function of brokerage firms.92 Like 
NASD Rule 3010 and NYSE Rule 342, the new rule begins by requiring that 
“[e]ach member ... establish and maintain a system to supervise the activities 
of each associated person that is reasonably designed to achieve compliance 
with applicable securities laws and regulations, and with applicable FINRA 
rules.”93  Rule 3110, like its predecessors, states that final responsibility for 

                                                 
86. 17 C.F.R. § 240.17a-4(b)(4) (2010).  

87. FINRA, RULE 3110.09 (2014); FINRA, RULE 4511(b) (2011).  

88. See FINRA, RULE 3110 (b)(7) (2014).  

89. FINRA, RULE 2210(f)(3) (2013).  

90. FINRA, REGULATORY NOTICE 14-10 (2014) at 1.  

91. Id.     

92. NYSE, RULE 342 (2008).  

93. FINRA, RULE 3110(a) (2014).  
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proper supervision rests with the member.94  
 
 
A.  SUPERVISORY SYSTEMS 
 
The supervisory system of each member firm must provide, at a minimum, 

that it: 
(1) have written supervisory procedures;95  
(2)  designate an appropriately registered principal to supervise each type 

of business in which it engages for which registration as a broker-
dealer is required [i.e. both the securities business and investment 
banking];96  

(3)  assign each registered person to an appropriately registered 
principal;97  

(4)  use reasonable efforts to determine that all supervisory personnel are 
qualified, either by virtue of experience or training, to carry out their 
assigned responsibilities;98  

(5)  require that each registered representative and registered principal, 
either individually or collectively, attend an interview or meeting at 
which compliance matters relevant to the activities of the 
representative(s) and principal(s) are discussed;99 and,  

(6) register and designate each location at which it does business as either 
a branch office or an office of supervisory jurisdiction (OSJ), and to 
designate one or more appropriately registered principals in each OSJ 

                                                 
94. Id.  

95. FINRA, RULE 3110(a)(1) (2014).  

96. FINRA, RULE 3110(a)(2)(2014). Each member must designate one or more 
principals in each of the member’s office of supervisory jurisdiction (OSJ), and a 
principal for each non-OSJ branch office. FINRA expects that each OSJ have an on-
site principal with a regular and routine physical presence at the OSJ. An OSJ is 
broadly defined as anywhere supervision, review, execution or approval takes place. 
FINRA, RULE 3110.03 (2014). 

97. FINRA, RULE 3110(a)(5) (2014).  

98. FINRA, RULE 3110(a)(6) (2014).  

99. FINRA, RULE 3110(a)(7) (2014). Firms that conduct annual compliance 
meetings that do not require in-person attendance must be able to demonstrate that 
each registered individual was present at the meeting for its entirety. FINRA, RULE 
3110.04 (2014).  
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(defined in FINRA Rule 3110.03 as the “on-site principal”) and one 
or more appropriately registered representatives or principals in each 
non-OSJ branch office with authority to carry out the supervisory 
responsibilities assigned to that office by the firm.100 The Rule requires 
that the designated on-site principal for each OSJ have a physical 
presence, on a regular and routine basis, at each OSJ for which the 
principal has supervisory responsibilities.101  

Supplementary Material .05 of FINRA Rule 3110 permits a firm to use a 
risk-based system to review its transactions, identifying and prioritizing for 
review those areas that pose the greatest risk of potential securities laws and 
SRO rule violations.102 And even though the rule requires that “all 
transactions” be reviewed, the risk-based rubric does not require a detailed 
review of each transaction, so long as the system enables the firm to focus on 
the areas that pose the greatest numbers and risks of violation.103 Firms that 
adopt the risk-based approach are cautioned, however, that their systems must 
be appropriately designed, reviewed and updated.104  

Even though the responsibility for setting up the system rests with the 
incorporeal “member,” the rule requires that the firm’s supervisory procedures 
provide for the review by a registered principal.105  Each firm must thus 
designate and identify to FINRA one or more principals to establish and 
enforce the firm’s supervisory control system.106 Once designed and 
implemented, the firm must test the system and verify that it is in fact 
reasonably designed to achieve compliance with the securities laws and 
FINRA’s rules.107 The designated principal must then prepare and submit to 
the firm’s senior management a report, at least annually, summarizing the test 
results and identifying any necessary amendments to the procedures.108 A 
                                                 
100. FINRA, RULE 3110(a)(4) (2014).  

101. FINRA, RULE 3110.03 (2014). Rule creates a [new] general presumption that, 
absent certain special circumstances outlined in the rule, a single principal should not 
be designated to supervise more than one OSJ.   

102. FINRA, RULE 3110.05 (2014). 

103. Id.   

104. FINRA, RULE 3110.12 (2014).  

105. FINRA, REGULATORY NOTICE 14-10 (2014) at 2. 

106. FINRA, RULE 3120 (a) (2014).  

107. Id.   

108. FINRA, REGULATORY NOTICE 14-10 (2014) at 15.  
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principal relying on a risk-based review system is responsible for any 
deficiency in the system's criteria that would result in the system not being 
reasonably designed or implemented.109 

FINRA Rule 3110(b)(7) and Supplementary Material 3110.11 reflect 
FINRA’s long-standing policy that all associated persons know the 
supervisory procedures relevant to their activities.110 Firms must communicate 
those procedures to their associated persons; an annual compliance 
certification is common.111  Supplementary Material 3110.11 permits a firm to 
satisfy its obligation to communicate its written supervisory procedures (and 
any amendments) using electronic media.112  FINRA Rule 3110(b)(7) requires 
that firms keep current a copy of the firm’s written supervisory procedures at 
each location where supervision is to take place.113  

Firms are required to amend their written supervisory procedures to reflect 
changes in applicable securities laws or regulations and FINRA rules, and 
reflect therein changes in their supervisory system.114 Each firm must promptly 
communicate those amendments to all associated persons to whom such 
written supervisory procedures and amendments are relevant.115  

 
 

B.  TECHNOLOGY-BASED SYSTEMS  
 

FINRA Regulatory Notice 14-10 also provides that where parameters 
designed to identify transactions meriting further review are part of a 
technology-based approach, a principal must regularly review and document 
the review of the parameters to be sure that they are appropriately designed to 
ensure compliance.116 “As is always the case with the exercise of supervision 
under FINRA rules, a principal using an automated supervisory system, aid or 
tool for the discharge of supervisory duties remains responsible for the 
discharge of supervisory responsibilities in compliance with FINRA Rule 

                                                 
109. Id. at 4.  

110. FINRA, RULE 3110(b)(7) (2014); FINRA, RULE 3110.11 (2014).  

111. FINRA, RULE 3110(b)(7) (2014); FINRA, RULE 3110.11 (2014). 

112. FINRA, RULE 3110.11 (2014).  

113. FINRA, RULE 3110(b)(7) (2014).  

114. Id.  

115. Id. 

116. FINRA, REGULATORY NOTICE 14-10 (2014) at 4.  
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3110(b)(2).”117  Thus, for example, a firm must incorporate the heightened 
supervision for complex investment products required by FINRA Regulatory 
Notice 12-03 into its supervisory system.118  

Even though firms are required to educate their associated persons about 
the firm’s supervisory system, the rule does not prohibit a firm from providing 
only its supervisory personnel with the parameters detailing how a firm 
monitors or reviews its associated persons' activities to detect and prevent 
potential violations.119 For example, firms do not have to disclose to those 
being supervised the parameters for review of the associated person's 
correspondence or trading.120 Given the importance of supervisory system and 
prevalence of technology-based systems, the parameters for review should be 
discoverable in every securities arbitration in which suitability and supervision 
are at issue. 

 
 
C. CORRESPONDENCE AND INTERNAL COMMUNICATIONS 

REVIEW 
 

FINRA Rule 3110(b)(4) requires that a firm have supervisory procedures 
to review incoming and outgoing written (including electronic) 
correspondence and internal communications relating to its investment 
banking or securities business.121  The requirement to review internal 
communications and the expansion of the supervisory rule expressly to cover 
a firm’s investment banking business are new.  The procedures must require 
review of incoming and outgoing written (including electronic) 
correspondence, to identify and handle customer complaints, customer 
instructions and communications as well as internal communications that 

                                                 
117. Id.  

118. FINRA, REGULATORY NOTICE 14-10 (2014) at 4.  See FINRA, REGULATORY 

NOTICE 12-03 (2012) (Complex Products; Heightened Supervision of Complex 
Products).  See also FINRA, NOTICE TO MEMBERS 05-26 (2005) (NASD 
Recommends Best Practices for Reviewing Structured Products); FINRA, NOTICE TO 

MEMBERS 03-07 (2003) (NASD Reminds Members of Obligations When Selling 
Hedge Funds); FINRA, NOTICE TO MEMBERS 05-50 (2005) (Members 
Responsibilities for Supervising Sales of Unregistered Equity – Indexed Annuities).  

119. Id. at 8.  

120. Id.  

121. FINRA, RULE 3110(b)(4) (2014).  
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concern a subject regulated by either FINRA rules and/or federal securities 
laws.122 “Review of correspondence and internal communications must be 
conducted by a registered principal and be evidenced in writing, either 
electronically or on paper.”123 

Risk-based review systems are encouraged here as well.124  If a firm’s 
procedures do not require that all correspondence be reviewed before use or 
distribution, the procedures must provide for the education and training of 
associated persons regarding the firm’s procedures governing correspondence; 
the documentation of such education and training; and, surveillance and 
follow-up to ensure that such procedures are implemented and followed.125   

Firms employing a risk-based approach to supervising internal 
communications are not required to review every internal communication, so 
long as the supervisory procedures acknowledge that factor as part of the 
firm’s determination that its procedures were reasonably designed to achieve 
compliance with applicable federal securities laws and FINRA rules.126 

Supplementary Material 3110.07 codifies existing guidance that a firm’s 
review must identify the text of the communication, the identity of the 
reviewer, the date of the review and the firm’s actions taken as a result of any 
significant regulatory issues identified during the review.127 “Merely opening 
a communication is not sufficient review.”128 A supervisor or principal is 
permitted to delegate review functions to an unregistered person, although the 
supervisor or principal remains ultimately responsible for the performance of 

                                                 
122. FINRA, RULE 3110(b)(4)(A) and (B) (2014).  

123. FINRA, RULE 3110(b)(4) (2014).  

124. FINRA, RULE 3110.06 (2014). 

125. Id.  

126. FINRA, REGULATORY NOTICE 14-10 (2014) at 5.  

127. FINRA, RULE 3110.07 (2014).  

128. Id. FINRA permits the use of lexicon-based screening tools or systems. FINRA, 
REGULATORY NOTICE 14-10 (2014) at 6.  The Rule notes, however, firms using 
automated tools or systems in the course of their supervisory review of electronic 
communications must have an understanding of the limitations of those tools or 
systems and should consider what, if any, further supervisory review is necessary in 
light of those limitations. Id.; see also FINRA, REGULATORY NOTICE 07-59 (2007).  
Furthermore, the use of electronic surveillance tools to review communications 
represents a direct exercise of supervision by the supervisor (including any use of 
such tools by the supervisor’s delegate to review communications) FINRA, 
REGULATORY NOTICE 14-10 (2014) at 6.  
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all necessary supervisory reviews.129  A firm must retain the internal 
communications and correspondence of associated persons for the period of 
time and accessibility specified in SEA Rule 17a-4(b).130 The names of the 
person who prepared outgoing correspondence and the person who reviewed 
the correspondence must be ascertainable from the retained records and the 
retained records must be readily available to FINRA upon request.131 

FINRA Rule 3110(b)(5) specifically requires firms to have “procedures to 
capture, acknowledge and respond to all written (including electronic) 
customer complaints.”132 FINRA states that “the rule does not include oral 
complaints because they are difficult to capture and assess and may raise 
competing views as to the substance of the complaint being alleged.”133 
Nevertheless, common sense dictates that oral complaints not be ignored, and, 
indeed, FINRA encourages firms to provide customers with a form “or other 
format” that allow customers to communicate their complaints in writing.134 
Regulatory Notice 14-10 reminds firms that the failure to address any customer 
complaint, written or oral, may be a violation of FINRA Rule 2010.135 
 
 

D.  MANDATORY INSPECTION CYCLES  
 

FINRA Rule 3110(c)(1) requires firms to review, at least annually, all the 
businesses in which it engages.136 The review must be reasonably designed to 
assist the firm in detecting and preventing violations of, and achieving 
compliance with, applicable securities laws and regulations and FINRA 
rules.137 FINRA Rule 3110(c)(1) also retains NASD Rule 3010(c)(1)’s 
requirement that a firm review the activities of each office, including the 
periodic examination of customer accounts to detect and prevent irregularities 

                                                 
129. FINRA, RULE 3110.08 (2014).  

130. FINRA, RULE 3110.09 (2014).  

131. Id.  

132. FINRA, RULE 3110(b)(5) (2014).  

133. FINRA, REGULATORY NOTICE 14-10 (2014) at 7.  

134. Id.  

135. Id.  

136. FINRA, RULE 3110(c)(1) (2014).  

137. Id.  
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or abuses.138  The firm must retain a written record of the date upon which each 
review and inspection is conducted.139 The rule requires a firm to inspect OSJs 
and supervisory branch offices at least annually (on a calendar-year basis), 
non-supervisory branch offices at least every three years, and non-branch 
locations on a regular periodic schedule.140 

“[T]here is a general presumption that a non-branch location will be 
inspected at least every three years, even in the absence of any indicator of 
irregularities or misconduct (i.e., “red flags”).141 If a firm establishes a periodic 
inspection schedule longer than three years, the firm must document in its 
written supervisory and inspection procedures the factors used in determining 
that a longer periodic inspection cycle is appropriate.142 A firm must retain a 
written record of each review and inspection, reduce a location’s inspection to 
a written report and keep each inspection report on file either for a minimum 
of three years or, if the location’s inspection schedule is longer than three 
years, until the next inspection report has been written.143 

The review and monitoring of certain activities, including transmittals of 
funds and securities and customer changes of address and investment 
objectives and changes to account information, are singled out for periodic 
review.144 A firm is required to test and verify, inter alia, a location’s 

                                                 
138. Compare FINRA, RULE 3110(c)(1) (2014), with and NASD, RULE 3010(c)(1) 
(2013).  

139. FINRA, RULE 3110(c)(1) (2014).  

140. Id. Similar to current NASD, RULE 3010 (2013), new FINRA, RULE 3110(c)(1) 
(2014) continues to require members to inspect OSJs and supervisory branch offices 
at least annually, non-supervisory branches at least every three years, and non-branch 
locations on a regular periodic schedule, based on the activities undertaken at the 
non-branch location. FINRA declined to exempt home offices from the periodic 
inspection requirements. 

141. FINRA, RULE 3110.13 (2014). 

142. Id. 

143. FINRA, RULE 3110 (c)(2) (2014).  

144. FINRA, RULE 3110 (c)(2)(A) (2014).  Examples of other changes to customer 
account information would include, without limitation, changes to a customer’s 
name, marital status, telephone, email or other contact information. A firm may 
delegate reviews of such changes to an appropriately qualified person who is not a 
principal, unless another FINRA or SEC rule would require principal review. (e.g., 
FINRA, RULE 4515 (2011) (Approval and Documentation of Changes in Account 
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supervisory policies and procedures for these activities, along with its record 
creation and retention procedures.145 A firm’s policies and procedures for 
changes of customer account information must include a means or method of 
customer confirmation, notification or follow-up that can be documented.146  

 
 
E. DISBURSEMENTS, TRANSFERS AND THIRD-PARTY 

ACTIVITY 
 
The new supervision rule, incorporating Rule 401(b) of the New York 

Stock Exchange147, requires firms to supervise the disbursement of money and 
the transfer of securities.148  FINRA Rule 3110(c)(2) states that a member must 
have policies and procedures addressing both safeguarding customer funds and 
securities and the transmittal of funds (e.g., wires or checks, etc.) or securities: 
(a) from customers to third party accounts; (b) from customer accounts to 
outside entities (e.g., banks, investment companies, etc.); (c) from customer 
accounts to locations other than a customer's primary residence (e.g., post 
office box, in care of accounts, alternate address, etc.); and, (d) between 
customers and registered representatives, including the hand-delivery of 
checks.149  

The supervision rule requires firms to have policies and procedures for 
money and stock transfers, including notification, customer confirmation or 
other follow-up that can be documented.150 Once again, members are 
authorized to employ reasonable risk-based criteria to determine and document 
the authenticity of the transmittal instructions.151 That would seem especially 
so when guardians, custodians, trustees and third-parties are managing an 
account.  The suitability rule requires that the investment experience of such 
third parties be considered, along with the account or trust’s objectives, time 

                                                 
Name or Designation) prohibiting an account name or designation change unless 
authorized by a qualified and registered principal designated by the firm). 

145. FINRA, RULE 3110 (c)(2)(A) (2014).  

146. FINRA, RULE 3110 (c)(2)(B) (2014).  

147. NYSE, RULE 401(b) (2008). 

148. FINRA, RULE 3110 (c)(2) (A)(iv) (2014).  

149. Id.  

150.  FINRA, RULE 3110 (c)(2)(B) (2014).  

151.  Id.  
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horizon and risk tolerance when analyzing investments.152 Under Rule 2090, 
firms are required to know about “special handling instructions,” and the 
authority (including limits on authority) of each person acting on behalf of the 
customer.153  Firms must be prepared, under the supervision rule, to supervise 
those in the firm who deal with third parties and to document that supervision 
in light of the (known) risk that such individuals are sometimes in a position 
to steal from or take advantage of the customer.154  

 
 

IV. CONCLUSION 
 

This article reviewed and analyzed the new FINRA rules customer rules 
and the accompanying documentation mandates. Both the way these rules are 
now articulated and the changes FINRA made are important. The newly-added 
documentation requirements are especially important. Brokerage firms, 
associated persons and attorneys representing parties in FINRA customer 
arbitrations must have a full understanding of the recent changes to these three 
main FINRA rules to function effectively in their respective environments. 

 

                                                 
152. FINRA, REGULATORY NOTICE 12-25 (2012) at Q&A20.  

153. FINRA, RULE 2090.01 (2012).  

154. See generally FINRA, NOTICE TO MEMBERS 07-43 (2007).  
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THE FINANCIAL SERVICES INDUSTRY’S HISTORIC  
PATTERN OF OPPOSITION TO REFORM:   

“WOLF” IS THE ONLY CRY 
 

Michael S. Edmiston and Bradley Stark 
 
 

Asset managers who provide investment advice have long opposed the 
imposition of fiduciary duties, arguing that the imposition of a fiduciary 
standard will increase costs and create inefficiencies. Likewise, after financial 
crises, reform efforts have been historically opposed by the financial services 
industry with false claims that the reforms will hurt the real economy, market 
efficiency and investors. Recent arguments against imposition of a fiduciary 
standard on stockbrokers echo the arguments that the industry has marshaled 
to oppose past calls for reform. 
 
 

A. Historical Illustrations of Wall Street’s Opposition to Reforms 
 

The evolution of financial markets is rife with examples of resistance to 
transparency and regulation. Stock manipulation, misinformation, insider 
trading, collusion and watered stock were accepted realities as far back as the 
early 19th Century and periodically led to liquidity crises, panics, recessions 
and depressions. The creation and implementation of exchange rules requiring 
transparency came slowly in response to these scandals. The development of 
American regulatory framework has been far from linear, as “for every two 
steps forward, there was one step backward.”1 

The first act of attempted regulation occurred in 1825 when the first 
iteration of a stock exchange, the Exchange Board asked New York Gas Light 
Company for financial information so that “the public might be informed 
through us,” but his attempt at transparency was refused.2 

It was not until later on in the nineteenth century, when state and federal 
authorities had yet to exercise regulatory jurisdiction, that a financial scandal 
culminated in the creation of a minimal regulatory rule. Famed market 
manipulator Jay Gould flooded the stock market in 1869 with secretly issued 

                                                 
1. B. MARK SMITH, TOWARD RATIONAL EXUBERANCE: THE EVOLUTION OF THE 

MODERN STOCK MARKET 12 (2001).  

2. Id. at 6. 



166 “WOLF” IS THE ONLY CRY [Vol 22 No 2 

Erie Railroad shares, prompting an exchange rule that the total number of 
shares be listed, not to protect the public, but for the benefit of the exchange 
itself. Gould’s response was a failed attempt to start a competing stock market 
with no registration rules.3 

In the 19th century, stock dividends typically exceeded bond yields, as 
compensation for the risk associated with investing in an unregulated stock 
market. Companies were typically valued based upon current earnings and not 
estimated future earnings.4 As the Wall Street Journal noted in 1899, ninety-
five percent of the time a stockholder “is obliged to take the word of managers-
with all that implies-for the company’s net earnings”.5   

Financier J.P. Morgan’s response to a financial crisis during the early 
twentieth century shows that a cavalier attitude regulation toward regulation 
continued to prevail. After a panic linked to his firm’s trading, J.P. Morgan 
was confronted by a reporter with the question “(d)on’t you think that since 
you are being blamed for a panic that has ruined thousands of people and 
disturbed a whole nation, some statement is due to the public?”6 Morgan 
growled in response “I owe the public nothing.” 7  This panic, created by 
attempted monopolistic stock accumulation to create the country’s largest 
railroad, caused President Theodore Roosevelt to use the Sherman Antitrust 
Law to successfully sue J.P. Morgan and those responsible for the panic.8 J.P. 
Morgan’s shock at the interference from regulation was expressed when he 
proposed to President Roosevelt that “(i)f we have done anything wrong, send 
your man to my man and they can fix it”9 referring to the idea that the Attorney 
General should travel to New York and compromise with Morgan’s lawyers. 
                                                 
3. Id. at 11-12. 

4. Id. at 21. 

5. Id. at 25. 

6. Id. at 40. 

7. Id. at 40. 

8. Northern Securities Co. v. United States, 24 S. Ct. 436 (1904). Needlessly fearful 
of disruption to business interests, Justice Brewer wrote in his apologetic concurring 
opinion: “I have felt constrained to make these observations for fear that the broad 
and sweeping language of the opinion of the court might tend to unsettle legitimate 
business enterprises, stifle or retard wholesome business activities, encourage 
improper disregard of reasonable contracts and invite unnecessary litigation.” Id. at 
467-68 (Brewer, J., concurring). 

9. SMITH, supra note 1, at 43. 
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Roosevelt remarked to his Attorney General that Morgan regarded the 
government “as a rival (stock market) operator, who either intended to ruin all 
his interests or else could be induced to come to an agreement to ruin none.”10   

In response to the panic of 1907 Senator Nelson W. Aldrich noted that 
“(s)omething has to be done. We may not always have Pierpont Morgan with 
us to meet (another) banking crisis.”11  Congress subsequently created the 
Federal Reserve System, which was intended to act as a lender of last resort to 
banks. The Federal Trade Commission, created in 1914, mandated annual 
financial statements following the New York Stock Exchange “having finally 
eliminated the notorious Unlisted Department in 1910”12  which had been 
created for the express purpose of avoiding public financial disclosures.13  

Concurrent to the creation of the Federal Trade Commission, the House of 
Representatives Pujo Committee called for legislation in 1912-13 to end 
insider trading and the regulation of margin percentages, thereby making it 
illegal to manipulate stocks and mandating regulation of new stock issues. To 
the contrary, Clarence Barron argued in his Barron’s Financial Weekly that 
insider trading and manipulative practices did not harm long run valuations of 
stocks and therefore was not an impediment to investors.14 This view of insider 
trading was echoed when public disclosure of insider information, attributed 
to a J.P. Morgan Director, caused a spike in a stock price. The Wall Street 
Journal noted that it would be well if other corporate insiders were similarly 
so “public spirited” in sharing insider information.15 Wall Street successfully 
delayed the Pujo Committee trading recommendations for another two 
decades.16 

                                                 
10. Id. 

11. Id. at 56. J.P. Morgan’s response to this panic is lore. He organized a bailout of 
insolvent firms by the solvent, locking bankers in his study until they hatched a plan. 
E.g., Alan Feuer, For Playing Solitaire or Saving the Economy, N.Y. TIMES, March 
18, 2009, available at http://www.nytimes.com/2009/03/19/nyregion/19 
rooms.html?_r=0. The parallels to The Great Recession are obvious.  

12. SMITH, supra note 1, at 58. 

13. Id. at 12-13. 

14. Id. at 77-78. 

15. Id. at 84. 

16. Id. at 58. 
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Shortly before the crash of 1929, Senator Carter Glass of Virginia held 
Senate hearings in March 1928 and asked “(w)hat percentage of the public 
speculating in stocks of the stock exchange understand the real intrinsic value 
of the stocks in which they deal?”17  

On February 2, 1929 the Federal Reserve sent a letter that it would not 
lend to banks for purposes of stock speculations on margin.18 "A storm of 
criticism ensued”19 and Barron’s questioned whether the Fed “was adequately 
interpreting the times” as so many believed lofty stock valuations and 
speculations were justified.20 

During Congressional questioning after the crash of 1929, obstructive 
responses from the president of the New York Stock Exchange (“NYSE”), 
Richard Whitney, caused Senator Peter Norbeck to fume “(y)ou don’t grant 
that anything in the market is illegal. You don’t grant anything. You’re 
hopeless.”21 When the Securities and Exchange Act of 1934 proposed banning 
insider trading and pools to manipulate stock prices, Whitney responded that 
“the nation’s securities markets would dry up” if enacted.22 Wall Street only 
stopped its opposition to market regulation in 1938 after its chief spokesman 
Whitney filed for bankruptcy and was sentenced to incarceration for fraud that 
was uncovered by the very investigative reforms he had so vociferously 
fought.23 

Another example of costly industry obstruction to reforms was seen when 
the Securities and Exchange Commission decided to forbid fixed high-cost 
fees for trading as mandated by stock exchange rule. Objection was voiced by 
James J. Needham, Chairman, New York Stock Exchange, Inc., who claimed 
that the change “could have a serious adverse effect on the capital-raising 
capabilities of Corporate America and on the interests of some 30 million 
individual American investors.”24 Speaking to financial executives, Needham 

                                                 
17. Id. at 92. 

18. Id. at 98. 

19. Id. at 99. 

20. Id. at 100. 

21. Id. at 119. 

22. Id. at 122. 

23. Id. at 132. 

24. James J. Needham, Chairman, New York Stock Exchange, Inc., Fail-Safe or Fail-
Certain: The Final Push to Securities Legislation, Remarks at a Luncheon of The 
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claimed: “What should concern you is that the departing brokers will 
automatically take with them a substantial part of the order flow in listed stocks 
-- some 125,000 orders a day by the most recent estimates -- which is really 
what makes the stock exchanges work. And if that happens, the biggest losers 
are going to be the corporations and their millions of stockholders.” 25 
Needham’s self-serving prognostications failed to come true, as evidenced by 
increases in trading volume after the end of fixed trading fees.  

Congressional testimony regarding the need for reforms in the wake of 
The Great Recession prompted similar denials. For example, Conrad Voldstad, 
Chief Executive Officer of the International Swaps and Derivative 
Association, Inc. (“ISDA”), testified that “corporate end-users did not create 
significant derivative risk nor did they suffer large derivative losses. A case 
for mandatory clearing of their derivatives activity cannot be made based on 
systemic risk.”26 However, disinterested scholars disagree with Voldstad,27 
and the Financial Crisis Inquiry Commission concluded that the crisis was 
avoidable and listed unregulated derivatives as one cause.28  

                                                 
Financial Executives Institute (April 2, 1974) available at  http://3197d6d14b5f19f2 
f440-5e13d29c4c016cf96cbbfd197c579b45.r81.cf1.rackcdn.com/collection/papers/ 
1970/1974_0402_NeedhamFail.pdf 

25. Id. at 4. 

26. Press Release, International Swaps and Derivative Association, Inc., ISDA’s 25th 
Annual Meeting Highlights Industry’s Efforts to Make Derivatives Safer (April 22, 
2010), available at http://www.isda.org/media/press/2010/press042210.html.  

27. E.g., Robert A. Jarrow, The role of ABSs, CDSs, and CDOs in the Credit Crisis 
and the Economy, in RETHINKING THE FINANCIAL CRISIS 231-32 (Alan S. Blinder, 
Andrew W. Lo & Robert S. Solo, eds. 2012) (Financial institutions’ use of credit 
derivatives led to their failure because they had “too little equity capital and 
collateral backing the buying and selling of these derivatives.”); Austin Murphy, An 
Analysis of the Financial Crisis of 2008: Causes and Solutions, 17 OAKLAND J. 61, 
69 (2009) (“The current mortgage crisis itself seems to have been largely caused by 
the mispricing of [credit default swaps].”), available at http://www2.oakland.edu/ 
oujournal/files/17_financial_crises.pdf.  

28. “The crisis was the result of human action and inaction, not of Mother Nature or 
computer models gone haywire. The captains of finance and the public stewards of 
our financial system ignored warnings and failed to question, understand, and 
manage evolving risks within a system essential to the well-being of the American 
public. Theirs was a big miss, not a stumble. While the business cycle cannot be 
repealed, a crisis of this magnitude need not have occurred. To paraphrase 
Shakespeare, the fault lies not in the stars, but in us. Despite the expressed view of 
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Finance professionals have historically resisted every regulation and 
reform proposed, frequently raising arguments that echo the arguments 
currently being offered in opposition to the imposition of a fiduciary standard 
on stockbrokers.  Their predictions of increased costs, inefficiency and 
spillover effects to the real economy have consistently proven to be unfounded.  
 
   

B. Conflicted Investment Advice is Costly to Investors29 
 

The Council of Economic Advisors (“CEA”) “estimates the aggregate 
annual cost of conflicted advice is about $17 billion each year.” 30  The 

                                                 
man on Wall Street and in Washington that the crisis could not have been foreseen or 
avoided, there were warning signs. The tragedy was that they were ignored or 
discounted. There was an explosion in risky subprime lending and securitization, an 
unsustainable rise in housing prices, widespread reports of egregious and predatory 
lending practices, dramatic increases in household mortgage debt, and exponential 
growth in financial firms’ trading activities, unregulated derivatives, and short-term 
‘repo’ lending markets, among many other red flags. Yet there was pervasive 
permissiveness; little meaningful action was taken to quell the threats in a timely 
manner.” Conclusions of the Financial Crisis Inquiry Commission, at xvii (2011), 
available at http://fcic-static.law.stanford.edu/cdn_media/fcic-reports/fcic_final_ 
report_conclusions.pdf. 

29. The Department of Labor published and The White House has on its website a 
chart listing 10 peer-reviewed studies documenting the deleterious effects of 
conflicted advice to investors. The Effects of Conflicted Investment Advice on 
Retirement Savings, at 13, Table 4 (2015), available at https://www.whitehouse.gov/ 
sites/default/files/docs/cea_coi_report_final.pdf. 

30. “A new report from the President’s Council of Economic Advisers shows that 
that the current, broken regulatory environment creates misaligned incentives that 
cost working and middle class families billions of dollars a year—with some 
individual families losing tens of thousands of dollars of their retirement savings. 
These incentives cause some Wall Street brokers to encourage working and middle 
class families to move from low-cost employer plans to IRA accounts that typically 
entail higher fees—and to steer working and middle class families into higher-cost 
products within the IRA market. Many advisers currently act as fiduciaries and 
provide advice in their clients’ best interest, but many others do not.” Press Release, 
The White House, Fact Sheet: Middle Class Economics: Strengthening Retirement 
Security by Cracking Down on Backdoor Payments and Hidden Fees (Feb. 23, 2015) 
https://www.whitehouse.gov/the-press-office/2015/02/23/fact-sheet-middle-class-
economics-strengthening-retirement-security-crac. 
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Department of Labor has proposed rules that would impose a fiduciary duty 
on those who manage retirement funds31 and the SEC is again contemplating 
similar rules. 32  These rules are vital because of the growth of the asset 
management portion of the financial services sector and increased complexity 
of financial offerings.33   

These rules are vital because of the growth of the asset management 
portion of the financial services sector and increased complexity of financial 
offerings. “At its peak in 2006, the financial services sector contributed 8.3 
percent to United States GDP, compared to 4.9 percent in 1980 and 2.8 percent 
in 1950.”34 This explosion in finance is due to rents35 from “two activities: 

                                                 
31. Definition of the Term “Fiduciary”; Conflict of Interest Rule—Retirement 
Investment Advice, 80 Fed. Reg. 21928 (April 20, 2015) (to be codified at 29 C.F.R. 
pts. 2509, 2510). 

32. The SEC is “at the beginning” of its fiduciary rulemaking process, and in her 
“personal view,” the SEC Chairwoman Mary Jo White believes the SEC should 
enact such a rule under Section 913 of the Dodd-Frank Wall Street Reform and 
Consumer Protection Act. Melanie Waddell, SEC Chief White: Fiduciary 
Rulemaking Just Getting Started, THINKADVISOR, March 24, 2015, available at 
http://www.thinkadvisor.com/2015/03/24/sec-chief-white-fiduciary-rulemaking-just-
getting; Melanie Waddell, SEC’s White Supports Fiduciary Rule for Brokers, Third-
Party Audits, THINKADVISOR, April 2, 2015, available at http://www.thinkadvisor. 
com/2015/04/02/secs-white-supports-fiduciary-rule-for-brokers-thi. 

33. “Unfortunately, finance stands out in all three dimensions: innovation happens 
very fast; financial engineering provides an extremely flexible tool to exploit agency 
problems; and the principles (be they shareholders in publicly traded companies or 
taxpayers) are dispersed and almost incapacitated to move. For this reason, financial 
products designed to prey on existing agency problems are very diffused.” Luigi 
Zingales, President, Does Finance Benefit Society?, American Finance Association 
Presidential Address, at 16 (Jan. 2015), available at http://faculty.chicagobooth.edu/ 
luigi.zingales/papers/research/Finance.pdf. 

34. Robin Greenwood & David Scharfstein, The Growth of Finance, 27-2 J. OF 

ECON. PERSP. 3, 3 (2013), available at http://pubs.aeaweb.org/doi/pdfplus/10.1257/ 
jep.27.2.3. 

35. “An excess payment made to or for a factor of production over and above the 
amount expected by its owner. Economic rent is the positive difference between the 
actual payment made for a factor of production (such as land, labor or capital) to its 
owner and the payment level expected by the owner, due to its exclusivity or 
scarcity. Economic rent arises due to market imperfections; it would not exist if 
markets were perfect, since competitive pressures would drive down prices.” 
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asset management and the provision of household credit.”36 This outbreak of 
fees to the financial industry has garnered the moniker the financialization37 of 
America.       

A significant percentage of this money (about 25%) flowing to the 
financial sector 38  is rents estimated to be 2% of GDP (Gross Domestic 
Product) or $280 Billon per year in 2010.39 Thus using this 2% rents estimate 
of GDP, in 201440 this extrapolates to $348B. Summing up a decade of rents 

                                                 
Economic Rent, INVESTOPEDIA, http://www.investopedia.com/terms/e/ 
economicrent.asp (last visited Sept. 7, 2015). 

36. Greenwood & Scharfstein, supra note 34, at 5. 

37. E.g., Financialization, INVESTOPEDIA, http://www.investopedia.com/terms/f/ 
financialization.asp (last visited Sept. 7, 2015).  

38. “Workers in the financial sector have shared impressively in this growth: in 
1980, the typical financial services employee earned about the same wages as his 
counterpart in other industries; by 2006, employees in financial services earned an 
average of 70 percent more. Attracted by high wages, graduates of elite universities 
flocked into the industry. In 2008, 28 percent of Harvard College graduates went into 
financial services, compared to only 6 percent between 1969 and 1973. Graduates 
from the Stanford MBA program who entered financial services during the 1990s 
earned more than three times the wages of their classmates who entered other 
industries.” Greenwood & Scharfstein, supra note 34, at 4-5 (internal citations 
omitted). 

39. “I must conclude that the finance industry’s share of GDP is about 2 percentage 
points higher than it needs to be and that this represents an annual misallocation of 
resources of about $280 billion for the United States alone.” Thomas Philippon, 
Finance Versus Wal-Mart: Why are Financial Services so Expensive?, RETHINKING 

THE FINANCIAL CRISIS 245 (Alan S. Blinder, Andrew W. Lo & Robert S. Solo, eds. 
2012). “All told, during the period 1980–2007, total asset management fees grew by 
2.2 percentage points of GDP, which is over one-third of the growth in financial 
sector output. By contrast, drawing on data broker-dealers file with the Securities 
and Exchange Commission . . . the other main activities of the securities industry— 
underwriting, trading, and commissions—do not appear to explain a significant share 
of growth in the securities industry and the financial sector.” Greenwood & 
Scharfstein, supra note 34 at 11. GDP in 2014 was $17.4 trillion and thus 2.2% 
extrapolates to $383.2 billion.   

40. GDP (current US$), THE WORLD BANK, http://data.worldbank.org/indicator/NY. 
GDP.MKTP.CD (last visited Sept. 7, 2015). 
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at 2% of GDP per year41 extrapolates to an astounding $3.028 Trillion!42 As 
one scholar describes: “If the most profitable line of business is to dupe 
investors with complex financial products, competitive pressure will induce 
financial firms to innovate along that dimension, with a double loss to society: 
talents are wasted in search for better duping opportunities and the mistrust 
towards the financial sector increases.”43  
 
 

C. Investors Rely On Interpersonal Trust in Selecting  
Underperforming Active Managers44  

 
Brokerage firms argue that each investor is unique and the active 

management of assets benefits market efficiency. But studies show that the 

                                                 
41. Id. 

42. ”Finally, when investors overpay for active management, it creates rents in the 
sector. These rents lure talented individuals away from potentially more productive 
sectors. Indeed, during the period of rapid growth in asset management, finance 
attracted more talent, at least as measured by the number of students entering finance 
from elite universities. The cost of this reallocation of talent depends, in large 
measure, on the industries that top students would have otherwise entered and the 
marginal value of additional talent entering finance. If, for example, students shifted 
into finance from science and engineering, where rents are low and marginal 
productivity potentially higher, then the talent reallocation is costly to society. By 
contrast, the social costs are much lower if the marginal entrant into finance would 
have otherwise sought a career in other rent-seeking sectors, such as parts of legal 
services. In a recent study of MIT undergraduates, Shu shows that finance attracts 
the best students, as measured by their characteristics at the time of admission.” 
Greenwood & Scharfstein, supra note 34, at 17 (internal citations omitted). 

43. Zingales, supra note 33, at 22. 

44. “The data consistently provide overwhelming support for low-cost indexing as an 
optimal strategy for individual investors. 2011 was a particularly good year for 
indexing, because 84 percent of large capitalization fund managers were 
outperformed by the large-cap Standard and Poor’s 500 Index. In addition, 82 
percent of bond fund managers were outperformed by the Barclays U.S. Aggregate 
Bond Index. Similar numbers were recorded for managers of European stocks, 
emerging market equities, and small-cap managers. Over longer periods of time, 
about two-thirds of active managers are outperformed by the benchmark indexes, 
and the one-third that may outperform the passive index in one period are generally 
not the same as in the next period. . . . I showed that there is little persistence in 
superior performance; indeed, whatever persistence there is in mutual fund returns 
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higher commissions and costs associated with active management have not 
been accompanied by increased returns.45  

Yet, today an asset manager does not need to inform his client about the 
superior risk adjusted returns via lower cost passive investing and its long-term 
superior returns and is free to recommended high-cost active management 
strategies so long as they can be justified as suitable for the investor as defined 
by Financial Industry Regulatory Authority (FINRA).   

 
 
 
 
 

                                                 
reflects the fact that very high-cost funds do tend to exhibit somewhat consistent 
negative relative returns.” Burton G. Malkiel, Asset Management Fees and the 
Growth of Finance, 27-2 J. OF ECON. PERSP. 97, 102 (2013) (internal citations 
omitted). Similarly, “Morningstar studied the behavior of mutual fund investors from 
2000 through 2011 and found that investors lost billions through their return-chasing 
behavior. Had they simply bought and held a broad-based index fund, they would 
have improved their return by almost 2 percentage points per year. The major 
inefficiency in financial markets today involves the market for investment advice, 
and poses the question of why investors continue to pay fees for asset management 
services that are so high. It is hard to think of any other service that is priced at such 
a high proportion of value.” Id. at 108 (internal citations omitted).  

45. “It might be argued that even if active management has not produced excess 
returns for investors, the increase in fees supported socially useful arbitrage 
activities, which made the market more efficient. But there is no evidence that our 
markets were less efficient before the increase in fees. In a less-efficient market, 
managed funds would show better returns than unmanaged funds. But, according to 
Jensen, even before 1980, active managers did not outperform their benchmarks. My 
own work comparing the returns of active managers versus passive index funds 
during the 1970s and 1980s showed no evidence that opportunities to earn excess 
returns existed before 1990. So the higher fees do not seem necessary to increase 
efficiency in the US equity and bond markets, as these markets showed no 
unexploited inefficiencies even before the increase in fees.” Id. at 104 (internal 
citations omitted). “One could argue that the costs of active management can be 
justified by the benefits of promoting price discovery and market efficiency. But 
there is no evidence that the stock and bond markets were any more efficient in 2011 
than they were in 1980.” Id. at 105. 
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The underperformance of active management is well known to those in the 
industry as reflected in the graph below.46 

As seen in the bar graph, “[t]he direct cost of professional asset 
management, at 1.3 percent of assets, is high. The present value of this fee paid 
over 30 years amounts to approximately one-third of the assets initially 
invested—a large price to pay a manager who does not outperform passive 
benchmarks.” 47  Instead studies show that the excess rents harm market 
efficiency by being a misallocation of capital.48  

                                                 
46. Graph republished with permission. Id. at 103. E.g., “In addition to voluminous 
research documenting poor performance of equity mutual funds, some papers 
document net-of-fees underperformance by bond mutual funds and hedge funds.” 
Nicola Gennaioli, Andrei Shleifer & Robert Vishny, Money Doctors, 70 J. OF FIN. 
91, 94 (2015) (internal citations omitted). See BURTON G. MALKIEL, A RANDOM 

WALK DOWN WALL STREET: THE TIME-TESTED STRATEGY FOR SUCCESSFUL 

INVESTING (11th ed. 2015) for a survey of the genre and treatment on the failure of 
active management strategies.  

47. Greenwood & Scharfstein, supra note 34, at 13. 

48. See supra note 45.  
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The majority of investors are financially illiterate and unable to grasp these 
concepts, so they look for professional advice.49 Thus, trust is the primary 
reason for the selection of an asset manager50 and yet asset managers insist 
upon not being a fiduciary.   

Advertising by the fund industry is geared to promote the idea that 
investing is very complicated, that “experts” are required to help, and that 
actively managed funds are really worth the high prices that are charged. 
Critics such as Bogle have suggested that the fund industry is principally 
a marketing industry and advertisements are often misleading. Fund 
performance is often advertised as “outstanding,” but the fine print reveals 
that this is true only for a carefully selected and limited time and against a 
carefully selected peer group or benchmark.51  

 
 

D. Advertising Trust52 Leads to “pure redistribution  
from the duped to the dupers”53 

 
More than past returns, interpersonal trust in the asset manager is the 

cornerstone of the investor’s selection criteria.54 Studies show that “(m)any 

                                                 
49. “In the case of households, there is evidence that many households do not 
understand the financial products they buy or their costs. As a result, such 
households also probably do not understand that it is hard to identify managers who 
can consistently generate risk-adjusted excess returns. Gennaioli, Shleifer, and 
Vishny suggest that trust is at least as important for manager selection as the desire 
for outperformance.” Greenwood & Scharfstein, supra note 34, at 15 (internal 
citations omitted). 

50. E.g., Gennaioli, Shleifer & Vishny, supra note 46.  

51. Malkiel, supra note 44, at 106. 

52. The authors of Coarse Thinking and Persuasion make an interesting examination 
of the methods Merrill Lynch used in its advertising to generate trust by their type of 
advertising over the long term in both up and down markets. Sendhil Mullainathan, 
Joshua Schwartzstein & Andrei Shleifer, Coarse Thinking and Persuasion, 123 Q. J. 
OF ECON. 557, 604 (2008).  

53. Zingales, supra note 33, at 22. 

54. E.g., Press Release, Public Investors Arbitration Bar Association, Federal Action 
Needed to Stop U.S. Brokerage Firms Misleading Investors About Role as 
Fiduciaries, Which Firms Deny to Block Arbitration Claims (March 25, 2015), 
available at http://piaba.org/piaba-newsroom/press-release-federal-action-needed-
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leading investment managers and nearly all registered investment advisors 
advertise their services based not on past performance but instead on trust, 
experience, and dependability.”55 Trust however, “describes confidence in the 
manager that is based on personal relationships, familiarity, persuasive 
advertising, connections to friends and colleagues, communication, and 
schmoozing.”56 

A fiduciary asset manager could aid the financially illiterate investor in 
obtaining superior returns on a risk adjusted basis compared to holding cash 
or simply keeping his money in a bank. Some amount of easily managed risk 
is necessary in order to not lose money since the rates of return for cash 
deposits in banks hardly keeps pace with rates of inflation. Many different 
types of investors, “ranging from relatively poor employees asked to allocate 
their defined contribution pension plans to millionnaires hiring ‘wealth 
managers’ rely on experts to help them invest in risky assets and thus earn 
higher expected returns. On their own, these investors would not have the time, 
the expertise, or the confidence to buy risky assets, and just leave their money 
in the bank.”57 

In light of the relationship of trust and confidence between investor, a 
parallel between the trust obligations of asset managers and doctors is apt: 

In our view, financial advice is a service, similar to medicine. We 
believe, contrary to what is presumed in the standard finance model, 
that many investors have very little idea of how to invest, just as 
patients have a very limited idea of how to be treated. And just as 
doctors guide patients toward treatment, and are trusted by patients 
even when providing routine advice identical to that of other doctors, 
in our model money doctors help investors make risky investments 
and are trusted to do so even when their advice is costly, generic, and 
occasionally self-serving. And just as many patients trust their doctor, 

                                                 
stop-us-brokerage-firms-misleading-investors-abou. UBS Bank, Ameriprise 
Financial and Wells Fargo have all denied a fiduciary duty during arbitrations but 
their advertising promises it. Id. Examples by each firm include, respectively: “until 
my client knows she comes first”; “our advisors are ethically obligated to act with 
your best interests at heart”; “a healthy relationship with your Financial Advisor 
should make you feel that your best interests are the top priority, no matter what is 
happening in the market and no matter the size of your portfolio.” Id. 

55. Gennaioli, Shleifer & Vishny, supra note 46, at 92 (internal citations omitted). 

56. Id.  

57. Id. (internal citations omitted).  
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and do not want to go to a random doctor even if equally qualified, 
investors trust their financial advisors and managers.58…We think of 
money doctors as families of mutual funds, registered investment 
advisors, financial planners, brokers, funds of funds, bank trust 
departments, and others who give investors confidence to take risks.59 
But of course, investors often come to money managers with erroneous 

ideas, misled in part by deceptive advertising, just as a patient who needs 
surgery may state she does not want surgery or may have an erroneous belief 
that some over-the-counter supplement is a cure. “Do trusted money managers 
correct investors’ errors, or pander to their beliefs? In our model, managers 
have a strong incentive to pander, precisely because pandering gets investors 
who trust the manager to invest more, and at higher fees. Trust-mediated 
money management does not work to correct investor biases. In equilibrium, 
money managers let investors chase returns by proliferating product 
offerings.”60  

This exploitation is possible because there is no broad-based fiduciary 
obligation. One study described this exploitation: “We find empirical evidence 
suggesting that financial advisors act opportunistically to the detriment of their 
clients.”61 Another study found that “(i)nvestors who rely more heavily on 
advice have a higher volume of security transactions and are more likely to 
invest in products for which the bank has incentivized its advisors—and which, 
as we show, generate higher revenues.”62 

The final irony of this exploitation of trust is that it leads to increased 
market volatility and decreased arbitrage thus decreasing market efficiency 

                                                 
58. Id. 

59. Id. 

60. Id. at 93. 

61. Jeremy Burke, Angel A. Hung, Jack W. Clift, Steven Garber & Joanne K. 
Young, Impacts of Conflicts of Interest in the Financial Services Industry 2 (Rand 
Corp., Working Paper No. WR-1076, 2014), available at http://www.dol.gov/ebsa/ 
pdf/conflictsofinterestreport4.pdf. 

62. Andreas Hackethal, Roman Inderst & Steffen Meyer, Trading on Advice 27-28 
(Centre for Econ. Policy Research, Discussion Paper No. DP8091, 2010), available 
at https://www.ebs.edu/fileadmin/redakteur/funkt.dept.economics/Colloquium/ 
Papers_FT_2010/Paper_Inderst_rely_advice_oct2010_broad.pdf. “Why do people 
trade? Because they are told to!” Id. at 1. 



2015] PIABA BAR JOURNAL 179 

 
 

and harm to the real economy outside the financial sector.63 "Much of the 
‘duping’ and fraud is pure redistribution from the duped to the dupers.”64 As 
the graph below illustrates, 65  research finds that “the effect of financial 
development on economic growth is bell-shaped: it weakens at higher levels 
of financial development.”66 Note that the U.S. financial system has over 
developed beyond efficiency to be inefficiently comparable to the 
underdeveloped country Ecuador. 
 

                                                 
63. “With massive amounts of investor wealth guided by such trust relationships, 
capital following noise trading strategies is increased, and arbitrage capital 
correspondingly diminished. In equilibrium, markets become more volatile.” 
Gennaioli, Shleifer & Vishny, supra note 46, at 112. E.g., “More recent evidence has 
challenged that more credit is always good. Arcand et al. find that there is a non-
monotone relationship between credit to GDP and growth, with a tipping point when 
credit to the private sector reaches around 80-100% of GDP. At this level, the 
marginal effect of financial depth on output growth becomes negative. To a similar 
conclusion arrive Cecchetti and Carroubi. In fact, Schularick and Taylor go further 
and establish that lagged credit growth is a highly significant predictor of financial 
crises and that financial stability risks increase with the size of the financial sector. 
Similarly, Mian and Sufi identify in the rise of the ratio of debt to GDP (the flip side 
of credit to GDP) the main culprit of the 2007-08 financial crisis. If anything, the 
empirical evidence suggests that the credit expansion in the United States was 
excessive. The problem is even more severe for other parts of the financial system. 
There is remarkably little evidence that the existence or the size of an equity market 
matters for growth. Da Rin et al. find that in Europe the opening of a ‘New’ market 
for smaller companies had a positive and significant effect on the proportion of 
private equity funds invested in early stage ventures and high-tech industries.” 
Zingales, supra note 33, at 10 (internal citations omitted). Similarly, another study 
concludes that “[I]n the equilibrium where skilled labour works in finance, the 
financial sector grows more quickly at the expense of the real economy. . . . 
[C]onsistent with this theory, financial growth disproportionately harms financially 
dependent and R&D-intensive industries.” Stephen G. Cecchetti & Enisse 
Kharroubi, Why Does Financial Sector Growth Crowd Out Real Economic Growth? 
1 (Bank of Int’l Settlements Working Paper No. 490, 2015), available at 
https://www.bis.org/publ/work490.htm. 

64. Zingales, supra note 33, at 22. 

65. Ratna Sahay, et al., Rethinking Financial Deepening: Stability and Growth in 
Emerging Markets 16 (Int’l Monetary Fund Staff Discussion Note No. 15/8, 2015) 
(with permission).  

66. Id. at 5. 
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Cries about the harms of regulation are false. Research shows “there is 
very little or no conflict between promoting financial stability and financial 
development. Better regulation is what promotes financial stability and 
development.”67  

 
 

E. Wall Street is Pulling Out the Stops to Thwart the Department Of 
Labor’s Rule Making Efforts to Create Fiduciary Obligations 

  
On April 20, 2015, the Department of Labor proposed a new fiduciary 

standard for persons and entities providing investment advice to employee 
plans and owners and beneficiaries of IRAs (the “Proposal”).68 The proposal’s 
comment period expired in July 2015 with thousands of comments ranging 
from individuals, businesses, bar associations, and trade associations. Before 
the comment period ended, Wall Street took the unusually extreme step to 

                                                 
67. Id.  

68. Definition of the Term “Fiduciary”; Conflict of Interest Rule—Retirement 
Investment Advice, 80 Fed. Reg. 21928 (April 20, 2015) (to be codified at 29 C.F.R. 
pts. 2509, 2510). 
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lobby congressional representatives to defund the Department of Labor’s 
ability to implement the rules creating fiduciary obligations.69     

In testimony during the United States Department of Labor’s Public 
Hearings on ‘Conflicts of Interest’ Proposal, on August 10, 2015, Kenneth E. 
Bentsen, Jr., President and CEO, SIFMA70 stated:  “We believe the rule, as 
drafted, will reduce choice and increase cost, and individual savers will have 
a more complex and confusing landscape.  The proposal is also exceedingly 
complex and would establish an onerous compliance regime that conflicts with 
existing securities laws, while subjecting advisers to a new private right of 
action.”71 

Presently, under Section 3(21) of the Employee Retirement Income 
Security Act of 1974, a person can be an investment fiduciary by “rendering 
investment advice for a fee or other compensation, direct or indirect, with 
respect to any moneys or other property of such plan, or having any authority 
or responsibility to do so.”72  Under the present ERISA rules, an individual or 
entity is considered to give “investment advice” if it meets all the elements of 
a five-part test.  The five parts are:  

1) providing advice; 
2) on a regular basis; 
3) pursuant to a mutual agreement or understanding; 
4) that the advice is the primary basis for an investment decision; and 
5) the advice is individualized based on the particular needs of the 

plan or participant.73 

                                                 
69. Mark Schoeff Jr., Momentum to Defund DOL Fiduciary Rule Seems 
Unstoppable, INV. NEWS, Jun. 25, 2015, available at http://www.investment 
news.com/article/20150625/FREE/150629945/momentum-to-defund-dol-fiduciary-
rule-seems-unstoppable.  

70. “SIFMA” is the acronym for the Securities Industry and Financial Markets 
Association, a trade association that represents broker-dealers, banks and asset 
managers. SIFMA, About, http://www.sifma.org/about/ (last visited Sept. 7, 2015). 

71. Kenneth E. Bentsen, Jr., President and CEO, SIFMA, Testimony before the U.S. 
Dep’t of Labor 2 (Aug. 10, 2015), available at file:///C:/Users/Acer/Downloads/ 
SIFMA%20Testimony%20before%20U.S.%20Department%20of%20Labor%20on
%20Proposed%20_Conflict%20of%20Interest_%20Rule%20(08-10-2015).pdf.  

72. Definition of the Term “Fiduciary”; Conflict of Interest Rule—Retirement 
Investment Advice, 80 Fed. Reg. at 21933. 

73. Id. 
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In 1974, with IRAs only recently approved for use and 401(k) accounts a 
glimmer on the horizon, the Department of Labor’s five-part test fit with the 
then-available offerings for plan sponsors and participants.  Now with multiple 
types of IRAs, the prevalence of 401(k) accounts, rollovers, early-withdrawal 
plans, the availability of a wide array of alternative investments, and fee laden 
mutual funds, the old test no longer covers the scope of adviser activities.74    

The 2015 proposal updates the definition of “investment advice” to now 
govern advisors, who in 1974, would have been considered fiduciaries.  Under 
the Department of Labor’s proposed definition, a person or entity renders 
“investment advice” by (1) providing investment or investment management 
recommendations or appraisals to an employee benefit plan, a plan fiduciary, 
participant or beneficiary, or an IRA owner or fiduciary, and (2) either (a) 
acknowledging the fiduciary nature of the advice, or (b) acting pursuant to an 
agreement, arrangement, or understanding with the advice recipient that the 
advice is individualized to, or specifically directed to, the recipient for 
consideration in making investment or management decisions regarding plan 
assets.75 When such advice is provided for a fee or other compensation, direct 
or indirect, the person giving the advice is a fiduciary.76 

Broken into elements, the Proposal re-defines “investment advice” as 
1) for a fee or other compensation, direct or indirect; 
2) providing investment or investment management recommend-

ations or appraisals; 
3) to an employee benefit plan, a plan fiduciary, participant or 

beneficiary, or an IRA owner or fiduciary; and 
4) acknowledging the fiduciary nature of the advice; or 
5) acting pursuant to an agreement, arrangement, or understanding 

with the advice recipient that the advice is individualized to, or 
specifically directed to, the recipient for consideration in making 
investment or management decisions regarding plan assets. 

The financial services industry’s main complaint about this new definition 
is that it will limit the scope of products and securities it can offer to investors, 

                                                 
74. Id.  See also U.S. DEP’T OF LABOR, EMPLOYEE BENEFITS SECURITY 

ADMINISTRATION, FACT SHEET: DEFINITION OF THE TERM “FIDUCIARY” (2011), 
available at http://www.dol.gov/ebsa/newsroom/fsfiduciary.html. 

75. Definition of the Term “Fiduciary”; Conflict of Interest Rule—Retirement 
Investment Advice, 80 Fed. Reg. 21956-57. 

76. Id. at 21957. 
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thus potentially limiting the overall returns on retirement assets.77  Reading 
between the lines, the underlying issue is whether the high-commission 
products such as non-traded real estate investment trusts, variable annuities, 
private placements, and structured products can be sold by brokers acting as 
fiduciaries.   

Despite the financial services industry’s vocal opposition, the proposed 
definition contains myriad exceptions, including the “Best Interest Contract 
prohibited transaction exemption” or “BIC exemption.”78  The BIC exemption 
permits broker-dealers, associated persons, and insurance agents who provide 
fiduciary investment advice to IRA owners, self-directed plan participants and 
sponsors of small IRAs to receive commissions and compensation provided 
they acknowledge their fiduciary status, promise to follow basic standards of 
impartial conduct, adopt policies and procedures reasonably designed to 
minimize conflicts of interest, disclose basic information on existing conflicts, 
and the cost of providing advice.79  The proposed exemption contemplates a 
private right of action for violations, but expressly permits the requirement that 
customers arbitrate such claims.80   

Ultimately, it appears the financial services industry’s biggest issue is 
acknowledging it provides a fiduciary duty to its clientele. Whether a broker-
dealer, Associated Person, or insurance agent is required to admit it is serving 
as a fiduciary will destroy financial services sector and drive the American 
economy into the ground remains unseen.  From past experience with the 
implementation of far greater regulatory frameworks, the imposition of a long-
needed fiduciary duty does not appear to be the economy-destroying 
bogeyman.  

 
 
 

                                                 
77. See, e.g., Bruce Kelly, DOL Fiduciary Rule Could Hurt Nontraded REIT Sales:  
LPL’s Casady, INV. NEWS (Apr. 30, 2015) available at http://www.investment 
news.com/article/20150430/FREE/150439995/dol-fiduciary-rule-could-hurt-
nontraded-reit-sales-lpls-casady.   “LPL CEO and chairman Mark Casady said that, 
in a worst case scenario, alternative investments would not be allowed in retirement 
accounts under the current version of the DOL proposal, which was released this 
month.” Id.  

78. Definition of the Term “Fiduciary”; Conflict of Interest Rule—Retirement 
Investment Advice, 80 Fed. Reg. at 21948. 

79. Id. at 21929.  

80. Id. at 21948. 
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Conclusion 
 
The history of financial services industry’s reaction to any form of 

regulation has been one of outrage at any challenge to the lucrative status quo, 
accompanied by dire predictions that reforms will harm market efficiency, the 
real economy and investors themselves. The financial services industry’s 
current opposition to the adoption of a fiduciary standard echoes its response 
to past calls for regulation. Despite industry predictions, the imposition of a 
fiduciary standard is unlikely to cause cost increases, inefficiencies or other 
negative spillover effects of any significant magnitude. Instead, it is poised to 
increase market efficiency and improve investor returns. 
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“Investors, Cornered” is a forward-looking section about issues investors 
face today, and PIABA members may face in the future when those investors 
call.     

Editor Lance C. McCardle along with Jason W. Burge, discuss a hidden 
issue faced by workers with 401(k) or 403(b) retirement plans.  When an 
investor “rolls-over” a 401(k) or 403(b) plan into an IRA, the investor loses 
the protection of a federally mandated fiduciary duty.  Once the monies are in 
an IRA, any recommendation made by a broker needs only meet the lower 
“suitability” standard.   The Crash of 2008 and subsequent “Great Recession” 
exposed some of the more nefarious recommendations by brokers and the 
commissions they earned as a result.     

The Department of Labor seized on the issue with its proposed 
implementation of a fiduciary standard for retirement accounts.  Wall Street is 
spending millions to resist being forced to put its clients’ interests first.  As 
more people retire and seek financial advice, the potential for abuse only 
grows.   
 
 

INVESTORS, CORNERED 
 

Lance C. McCardle and Jason W. Burge 
 
 

The Department of Labor recently proposed new regulations that would 
apply a “fiduciary” standard to broker-dealers who manage assets in retirement 
accounts, including IRAs.  As President Obama described it in a speech to the 
AARP, “It’s a very simple principle: You want to give financial advice, you’ve 
got to put your client’s interests first.  You can’t have a conflict of interest.”1  
While it remains unclear whether the proposed regulations will be 
implemented, the recent debate has brought renewed attention to an issue that 
has been drawing criticism for many years: the decision to rollover assets from 
an employer-sponsored 401(k) or 403(b) plan into a broker-managed IRA 
account.  The effect that a fiduciary standard would have on broker-dealers’ 
advice about this decision received a great deal of press coverage and industry 
response.   

Many in the brokerage industry have come out against the proposed 
regulations.  That is, they do not want to be constrained to act in a client’s “best 

                                                 
1. President Obama’s Speech to the AARP, available at: https://www.white 
house.gov/the-press-office/2015/02/23/remarks-president-aarp (last visited Aug. 15, 
2015).  
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interests” when recommending that clients move their funds from employer-
sponsored accounts to broker-managed accounts.  But why would brokers 
resist something that so clearly serves to benefit their clients?  The obvious 
answer is that brokers fear that this change will severely curtail their ability to 
make substantial fees and commissions on the management of investments in 
IRA accounts.   

In light of the brokerage industry’s resistance to the imposition of a 
fiduciary duty of care for advice about the decision to rollover assets into an 
IRA, customers should carefully consider the implications of converting their 
employer-sponsored 401(k) and 403(b) plans into a broker-managed IRA 
account.  Barbara Roper, director of investor protection at the Consumer 
Federation of America, recently described IRA rollovers as “the most 
important investment decision most people will ever make.”2   

IRA rollovers expose investors to the risk of being preyed upon by 
unscrupulous brokers. Retirement funds are often an investor’s most important 
asset.  Investors need to know that their investment funds will be there for them 
when the time comes to draw on them for retirement needs (both expected and 
unexpected needs).  Therefore, retirement funds should not be placed in overly 
risky, costly, or illiquid investments.  Unsurprisingly, the speculative, costly, 
and illiquid investments are the ones that pay the highest commissions to the 
brokers that sell them.  These investments are rarely (if ever) an available 
investment option in a 401(k) plan.  Once 401(k) assets are rolled into a broker-
managed IRA account, those assets become exposed to the possibility of 
mismanagement and conflicted advice by a commission-incentivized broker.   

When an employee with an employer-sponsored 401(k) retires or leaves 
his job, he typically has four options for what to do with his 401(k) proceeds:  

• he can take the cash value, often subject to an IRS 10% early 
withdrawal penalty; 

• he can leave the money in his former employer’s 401(k); 
 

• he can rollover the funds into his new employer’s 401(k), if allowed; 
or 

                                                 
2. Mark Schoeff Jr., Obama directs Labor Department to move ahead on fiduciary 
rule, INV. NEWS, Feb. 23, 2015, available at  http://www.investmentnews.com/ 
article/20150223/FREE/150229979/obama-directs-labor-department-to-move-ahead-
on-fiduciary-rule (last visited Aug. 15, 2015).  
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• he can rollover the funds into a private IRA account.3 
An IRA rollover is simply the transfer of funds from a retirement account into 
a traditional IRA or a Roth IRA, often by direct transfer from the plan 
administrator to an IRA. IRAs are individually-held, tax-advantaged 
retirement accounts, and they are one of the fastest-growing segments of the 
financial services industry.  As of 2011, an industry study estimated total IRA 
balances at $4.5 trillion, representing about 8% of total personal financial 
assets in the U.S.4  Over the past twenty years, total IRA balances have grown 
seven-fold.5 

Funds rolled over from 401(k)s are the largest source of funds in IRA 
accounts.  The Employee Benefit Research Institute found that “rollovers 
overwhelmingly outweigh[] new contributions in dollar terms. … in 2011, 
almost 13 times the amount of dollars were added through rollovers compared 
with contributions.”6  Not surprisingly, broker-dealers compete feverishly for 
IRA rollover business, with firms often offering commissions or other fees or 
credits to professionals who recommend rollovers.7  Accordingly, investors 
should be concerned that the broker advising them to rollover funds from a 
401(k) into an IRA is doing so primarily for the broker’s own interest.   

Many investors do not understand that in rolling over funds from a 401(k) 
to an IRA, the investor is giving up significant legal protections.  401(k) 
investments are protected by ERISA, which requires that brokers and 
investment advisors act as fiduciaries to plan participants and choose 
investments that are in an investor’s best interests.  IRAs are currently 

                                                 
3. See FINRA, 401(k) ROLLOVERS, at http://www.finra.org/investors/401k-rollovers 
(last visited Aug. 15, 2015).  

4. See Oliver Wyman, Oliver Wyman report: Assessment of the impact of the 
Department of Labor’s proposed “fiduciary” definition rule on IRA consumers, 
available at https://www.dol.gov/ebsa/pdf/WymanStudy041211.pdf (last visited Aug. 
15, 2015). 

5. Id. 

6. See Craig Copeland, Ph.D., Individual Retirement Account Balances, Contributions, 
and Rollovers, 2011: The EBRI IRA Database, EMPLOYEE BENEFIT RESEARCH 

INSTITUTE, ISSUE BRIEF, May 2013 at 13, available at 
http://www.ebri.org/pdf/briefspdf/EBRI_IB_05-13.No386.IRAs.pdf. (last visited Aug. 
15, 2015).  

7. FINRA, INVESTOR ALERTS, at http://www.finra.org/investors/alerts/ira-rollover-
10-tips-making-sound-decision, (last visited Aug. 15, 2015). 
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governed by FINRA’s suitability standard, which requires that brokers 
recommend to buy, sell, or hold investments that are suitable for the investor, 
based on the investor’s objectives, needs, and circumstances.8  These standards 
may sound similar, but in practice they differ significantly. 

An ERISA fiduciary cannot recommend an investment with a higher cost 
structure than another similar investment; a broker subject to the suitability 
standard may be free to recommend a higher cost investment so long as that 
investment meets the customer’s risk profile.9  An ERISA fiduciary cannot 
engage in a transaction with a conflict of interest; a broker is free to 
recommend products promoted by companies that offer the broker higher 
commissions or non-cash benefits.10    

The importance of the difference between these standards is demonstrated 
by a series of abuses that have occurred in IRA accounts.  IRA investors are 
often targeted for high commission products, including load mutual funds, 
reverse convertibles, and private placements such as non-traded real estate 
investment trusts (“REITs”), tenant in common real estate projects (“TICs”), 
limited partnerships, promissory note programs, oil and gas endeavors, and 
equipment leasing plans.  Perhaps most troublingly, IRA investors are often 
sold annuity products, which are often inappropriate for tax-protected 
retirement investments.  The Investment Company Institute found that 35% of 
IRA accounts hold annuities, and 22% hold variable annuities.11  Variable 
annuities have extremely high fees, and given that one of the principal benefits 
of variable annuities – advantaged tax treatment – is wasted in an already tax-
advantaged IRA account, investment in a variable annuity will almost never 
be in an IRA holder’s best interest.   

While most brokers may not prey on unsuspecting clients with retirement 
accounts, there are plenty of devious brokers who seek access to their client’s 
retirement assets in addition to whatever other assets they may have under 
management. Many clients preyed on by unscrupulous brokers have expressed 
relief that they did not allow their brokers to have access to their 401(k) assets. 

                                                 
8. See FINRA RULE 2111. 

9. See Tara Siegel Bernard, A Fancy Financial Adviser Title Does Not Ensure High 
Standards, N.Y. TIMES, July 7, 2012, at B1, available at http://www.nytimes.com/ 
2012/07/07/your-money/beware-of-fancy-financial-adviser-titles.html?src=me&ref= 
business&_r=0 (last visited Aug. 15, 2015). 

10. Id.  

11. See 2013 INVESTMENT COMPANY FACT BOOK, INVESTMENT COMPANY INSTITUTE 
128 (2013) available at https://www.ici.org/pdf/2013_factbook.pdf (last visited Aug. 
15, 2015). 
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Indeed, in cases involving the mismanagement of non-retirement account 
assets, many clients report something along the lines of “the broker also tried 
to get me to turn over my 401(k) account to him, I’m just glad we didn’t make 
that mistake too.”  Others have not been so fortunate, and many attorneys have 
seen myriad inappropriate and high-commission-paying products purchased in 
clients’ IRA accounts, causing severe losses that many times cannot be 
recouped due to the age and needs of the retired investor. 

A recent case involved a 94 year old client whose former broker had 
invested more than 85% of the assets in her IRA account in non-traded 
REITs.  Not only did she suffer devastating losses in the account, but the 
illiquidity of her investments meant that she was unable to meet the required 
minimum distributions mandated by the IRS.  Moreover, she was not even able 
to obtain a reliable estimate of the value of her account as there was no market 
for many of the securities.  Such inappropriate investments would be unheard 
of in a 401(k) plan. 

Ultimately, the DOL may or may not pass a new fiduciary rule, and the 
negotiations over its implementation may or may not apply a fiduciary 
standard to advice about IRA rollovers.  Especially now, investors with 
employer-sponsored retirement plans should be very careful when considering 
a rollover, as they will be giving up a great deal of investor protection, and 
may face high fees and conflicted advice.  Investors need to think carefully 
before making that decision, lest it be a tragic one. 
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EXPERT’S CORNER: 
MAXIMIZE YOUR EXPERT’S IMPACT IN  

REASONABLE BASIS SUITABILITY CASES 
 

Frederick Rosenberg 
 
 

Where equities and mutual funds constitute the principal portfolio 
investments, suitability claims are generally straightforward.  Many FINRA 
investor claims are customer centered, with sophistication, financial condition, 
and misrepresentations at their cores.  Experts, while not always essential in 
these market-based claims, are regularly offered at the end of Claimant’s case 
to opine on suitability, supervision, and damages as plead in the Statement of 
Claim and as evidenced in the hearing.   

Non-Conventional Investments (NCI), typically illiquid private equity 
offerings sold to qualified investors, range across a broad spectrum of 
enterprises.  From an expert’s perspective, the uniqueness of each offering and 
the analysis of its operation must be evaluated first on its “Reasonable Basis” 
suitability.  It is a “know your investment” issue, not a customer suitability or 
disclosure issue.  A Reasonable Basis analysis must be performed by a Broker-
Dealer before offering the NCI to any specific customer.  This requirement 
also applies equally to proprietary trading strategies in derivatives, options, 
market timing, and other management strategies intended to beat the market 
or provide limited risk exposure.   

Below are several problem areas in which Attorneys fail to maximize the 
expertise they retain and potentially undermine expert impact. 
 
 
1) Superficial Understanding of the product or strategy:    Claimants’ 

cases suffer when attorneys cannot or do not wield analytical expertise in 
their cross examinations and only focus on customer issues and disclosures 
until their expert’s testimony at the end of their case.  Many attorneys hope 
to drop-in a knowledgeable expert on day three or four of the hearing to 
testify to a panel.  By then, it is often too late in the hearing to effectively 
introduce Reasonable Basis failure and/or the causation arguments that 
support damages.  The delay makes the expert’s testimony doubly difficult 
and less weighty. 

Most attorneys have only superficial understanding of the offending 
strategy and lack hands-on experience in conducting private equity due 
diligence.  Many erroneously consider securities due diligence to be the 
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equivalent of private equity due diligence.  From the expert’s perspective, 
this makes supporting these cases in litigation problematic from the outset. 

In the securities industry, “disclosure” is a primary concern, with 
Broker-Dealers maintaining “Due-Diligence” files of materials and 
subscription agreements. 

Private equity due-diligence however, is about risk analysis.  It delves 
far deeper than mere disclosures to assess all the risks that are germane to 
the enterprise, its operations, and its ability to repay the investment.  
Without a complete understanding of Reasonable Basis suitability, 
attorneys cannot fully address the risks or articulate how and why the 
losses occurred in any purported strategy.  This leads to timid cross-
examinations, muddled arguments, and confused arbitration panels.  It is 
here, where Claimant’s attorneys are often weakest, that reliance on an 
Expert should be greatest if the attorney is to be adequately prepared.      
In market-based strategy claims, an expert analysis must go deeper than 
just calculating damages models.  An analysis must determine if the broker 
actually did what he represented and promised.  Even acknowledged 
conservative strategies when mishandled can create huge risk revealed 
only by an analysis.  Market timing and options trading are two areas 
where trading typically varies substantially from what would be expected 
or promised, yet that wide variance is often ignored in Statements of Claim 
that focus on suitability, investor financial condition, and mis-
representation.    

In my early legal career, I was the associate to a very successful 
medical malpractice attorney who was not particularly brilliant or verbally 
blessed.  Whenever a case came to him he would disappear only to return 
two or three days later prepared to take on the case.  The attorney 
befriended the Coroner in the District of Columbia and before taking on a 
case he would attend autopsies over those few days in which the Coroner 
would explain the medical issues of the case.  The attorney understood that 
his case would be made primarily in the cross examination of the opposing 
expert, and not simply on his expert’s testimony and on every case he took, 
he made sure he understood what happened and why. 

 
 
2) Drafting inadequate pleadings: An expert is not there to add a new 

theory of recovery or to save the case at the end of hearing, but rather is 
there to support the pleadings, evidence, and conclusions.  This means an 
expert should be consulted prior to filing the Statement of Claim to assure 
it is drafted consistent with the theories of liability, that it affords proper 
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discovery, and that it pleads proper causation based on Reasonable Basis 
failures.  If not, the expert’s testimony cannot be completely effective.   
 
 

3) Overemphasis on Customer: Product and strategy cases are about 
supervisory failures, due diligence weaknesses, and failure to adequately 
train and supervise representatives advising public investors on a 
potentially very large scale.  Regardless of the customer’s hard luck or 
great fortune, before a recommendation is made, the broker must 
understand the recommendation and accurately communicate the risks or 
no solicitation is permitted. 

Investors never accept the risk that a broker does not understand what 
he is recommending.  Arguably, Claimants are entitled to damages for 
negligent gaps in a broker’s or manager’s understanding or training that 
have predictable injurious outcomes when reasonably relied upon by a 
customer.  If this is the case, that the client is ruined because of training 
failures, due diligence failures, and/or supervisory failures relating to the 
distribution of a product or strategy causally linked to the loss, then the 
primary the focus of the claim must be on those elements responsible for 
the loss, not the customer. 

From the very outset, an attorney must assure that the arbitration panel 
understands the product and/or strategy, including its strengths, 
weaknesses, implementation, and all foreseeable outcomes.  Attorney 
weakness in understanding products and/or investment strategies typically 
occurs with variable annuities, covered calls, market timing portfolios, 
structured products, and virtually all private placements in some fashion.  
Waiting until after lunch on the third day of the hearing to introduce 
critical product or strategy analysis to the Panel may prove to be 
ineffective advocacy that could compromise your expert’s impact.   

Lastly, “Book of Business” issues relate to customers treated as part 
of a group or subgroup of investors all with similar portfolios managed 
commonly or invested similarly.  If the investor’s account is under 
common management or common fund, that needs to be part of the case.  
Similarly, the financial importance of the category of business to the 
representative’s revenue needs to be thoroughly considered.  Yes, a client 
has an individual story to tell, but with these type of claims, the client is 
usually one of dozens if not scores of investors ranging across a spectrum 
of financial circumstances all getting the same recommendation 
suggesting supervisory and due diligence failures.   
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4) Setting up for failure.  Some years ago, I was retained, mid-hearing, to 
testify on a relatively strong TIC case for Claimants.  The hearing, on 
break for several months, would restart with my testimony. The broker had 
been cross-examined first and testified about all the due diligence he relied 
on to recommend the TIC.  The client testified second.  Her testimony 
made it sound like she thought she was buying real estate but was misled 
as to the risks.  An appraisal was offered and a few other broker-dealer 
witnesses were crossed, all of whom held fast that supervision was proper 
and due diligence proper.   Everyone acknowledged the PPM had been 
delivered.    

I began my examination addressing the security Reg. D issues, due 
diligence, and Reasonable Basis suitability.  After a short time, a puzzled 
arbitrator interrupted me and said to me in so many words, that “everyone 
has already agreed it is a real estate deal, Caveat Emptor!”  Deep into the 
hearing, I was the first one telling the arbitrators and the parties that the 
TIC was a security subject to the securities acts and not real estate at all.  
End result:  award for Respondent.  With proper pleading and focus, the 
arbitrators would not have been put through days of testimony and months 
in adjournment only to hear too late the central issue in the case.  

 
 

5) One-day testimony.  Cross-examining the broker first unfortunately gives 
the Respondents the opportunity to set very narrow Reasonable Basis and 
supervisory standards for the NCI or investment strategy as a matter of 
primacy in Claimant’s case.  This real problem is compounded when the 
Claimant is examined next.  It delays the opportunity for timely expert 
rebuttal potentially by a day or more.  In general, when the central issue in 
the case is the investment or strategy, putting the expert on first establishes 
the conclusions and analysis as a matter of primacy in the hearing.  This 
tees-up the examination of witnesses in light of those expert conclusions.  
In most product or strategy cases, putting the expert on first also makes it 
possible for the Panel to follow your entire case in context of the 
investment.  If you are limited to one day of expert testimony, consider 
opening with it in these cases. 

 
 
6) Consulting v. Testifying Expert. There are complications with bringing 

in one expert to both support the litigation and testify.  Once identified as 
the testifying expert, all subsequent communications with counsel relating 
to the litigation may be discoverable, including outlines, power points, and 
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strategic discussions.  In a case in which I was retained to testify, 
Respondents sought to obtain production of my notes, research, and 
communications with Claimant’s counsel for the time period following my 
identification as Claimant’s expert.  The Chairman denied Respondents’ 
motion sua sponte.  On day one of the hearing, a last minute a replacement 
arbitrator, an experienced litigator, was seated as a Panelist.  Respondents 
moved for reconsideration of their motion. Respondents’ counsel’s 
argument that such materials were fully discoverable under both state and 
federal rules resonated with the replacement arbitrator.  In turn, the 
replacement arbitrator convinced the Chairman to reverse his prior 
decision.  I was ordered to produce all my notes and communications with 
Claimant’s counsel from the date I was identified as Claimant’s expert. As 
an aside, the Chairman granted Claimant’s counsel request to require the 
same production from Respondents’ expert. Consequently, it might be best 
to bring on an expert for education and organizational purposes on the 
products or strategies prior to filing, and certainly before the 20-day 
exchange.   
Attorneys, not just experts and brokers, need to “Know the Investment.” 
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RECENT ARBITRATION AWARDS 
 

Robert Van De Veire 
 
 
“Two out of three ain’t bad.”  No, this section will not discuss Meatloaf’s 

1977 hit song.  Rather, it will address a different two of three: the case of the 
dissenting arbitrator.  If you are on the right side of it, in a FINRA arbitration, 
two out of three is better than “ain’t bad”; two out of three is enough get your 
client the win.   

However, in a forum so often known for unanimous decisions, when a split 
decision is entered with a dissenting arbitrator, it is nearly impossible to not 
wonder how it happened and what caused the schism.  Often a reasoned dissent 
will tell the tale.  When you see a dissent in the history of your potential or 
appointed arbitrator, it can be helpful to get feedback from the attorneys who 
handled that case.   

This edition of Recent Arbitration Awards will take a close look at a few 
noteworthy, recently-rendered awards with reasoned dissents that provide a 
view into why each of the respective panels split and the lessons learned from 
them.   
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Anthony E. Kurtz, Nancy E. Legum, Claimants v. RBC Capital Markets, 
LLC, Samuel Kluft Koltun, Respondents 
FINRA Case No. 13-035411 
 

Claimants’ Counsel: Paul C. Kurtz, Representative, Federal Advocacy 
Center 

Respondents’ Counsel: Daniel J. Donovan, Esq. and Priscilla A. Donovan, 
Esq., Donovan & Rainie, LLC 

Concurring Arbitrators: Chris J. Conanan, Public Arbitrator, Presiding 
Chairperson; Jeffry L. Perlman, Public Arbitrator 

Dissenting Arbitrator: Michael R. Snow, Public Arbitrator 

                                                 
1. In the Statement of Claim, Claimants asserted the following causes of action: 
violations of 18 U.S.C. §§ 1962(c) & 1962(d); violations of 15 U.S.C. § 77Q 
(fraudulent interstate transactions); violations of 15 U.S.C, § 80B-6 (prohibited 
transactions by investment advisors); breach of fiduciary duty; negligence; breach of 
contract; negligent misrepresentation; constructive fraud; and violation of the 
Investment Advisers' Act of 1940. The causes of action relate to transactions in 
Claimants' accounts, including but not limited, to the purchase and, at times, sale of 
the following securities: preferred General Motors stock, a General Motors 
Acceptance Corporation bond, Ford Motor Co. bonds, the Hancock Fund, the Russell 
Investments Fund, and the Henderson Fund. 

In the Statement of Claim, Claimants requested: compensatory damages in the 
amount of $37,000.00, plus treble damages in the amount of $ 74,000.00 as to 
Claimant Kurtz; compensatory damages in the amount of $245,000.00, plus treble 
damages in the amount of $ 490,000.00 as to Claimant Legum; punitive damages of 
at least $2,000,000.00; the return of all brokerage fees paid to Respondents in an 
amount to be determined by the Panel; attorneys' fees; costs, expenses, and related 
costs of investigation pursuant to 18 U.S.C. § 1964(c); unspecified restitution; and 
such other relief that the Panel deemed just and proper. 

At the close of the hearing, Claimants requested compensatory damages in the 
amount of $31,000.00 as to Claimant Kurtz and compensatory damages in the 
amount of $ 150,000.00 as to Claimant Legum. 

In the Statement of Answer, Respondents requested denial of Claimants' claims 
in their entirety. 

At the close of the hearing, Respondents requested expungement of all 
references to this matter from Respondent Koltun's Central Registration Depository 
("CRD") record, and $30,000.00 in attorneys' fees for a prior litigation filed by 
Claimants against Respondent Koltun in the United States District Court for the 
District of Maryland on December 26, 2012, (the "District Court Litigation"), which 
was determined to be a counterclaim subject to FINRA filing fees. 
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Award: After considering the pleadings, the testimony and evidence 
presented at the recorded in-person hearing, the Panel has decided in full and 
final resolution of the issues submitted for determination as follows: 
 1. All of Claimants' claims are denied in their entirety. 

2. Respondents' request for expungement of all references to this 
matter from Respondent Koltun's CRD record is denied. 

3. Respondents' request for attorneys' fees incurred in the District 
Court Litigation is denied. 

4. Any and all relief not specifically addressed herein, including 
Claimants' requests for treble damages and attorneys' fees, is denied. 

While dissents in general are rare, finding an arbitrator dissenting against 
his or her co-panelists when the majority denied the Claimant’s claims is even 
more rare.  Yet, that is exactly what took place here.  Arbitrator Snow penned 
a compelling case for awarding the Claimants a monetary award.  Surprisingly, 
however, Arbitrator Snow’s case appears to have fallen upon deaf ears during 
deliberations.   

Of note, Snow discussed how he was swayed by inaccuracies in the new 
account documentation, including an embellishment of Claimant Legum’s 
investment profile, which indicated that the Claimant was an aggressive 
investor with twenty-five years of experience.  Yet, in actuality she was an 
“elderly” woman with “health issues” who “knew little about the stock 
market” and had only been investing for twelve years.  

Snow also focused on a recording played during the hearing where, 
according to the dissent, Respondent Koltun described the suitability forms 
“dismissively” while downplaying the concerns expressed by Claimant’s son 
over the risks of placing 45% of the account into one speculative investment.  
Respondent Koltun’s past indiscretions, including a suspension and another 
successful customer action against him, to Snow, supported Claimants’ 
allegations that Koltun breached his fiduciary responsibility to them.   
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Brian L. Parker and Jessica P. Valentine, Individually and as Trustees of 
the Parker Family Trust, Claimant v. Interactive Brokers, LLC and RBC 
Capital Markets, LLC, Respondents 
FINRA Case No. 13-018762 

                                                 
2. In the Amended Statement of Claim, Claimants asserted the following causes of 
action against RBC: breach of fiduciary duty; aiding and abetting Dillard's (unnamed 
trustee's) breach of fiduciary duty; negligence and gross negligence; breach of 
fiduciary duty of fair dealing under NASD Rule 2310-2; violations of the Texas 
Securities Act; violation of FINRA Rule 2090/NYSE 405; violation of NASD 3010 
and FINRA Supervisory Duties.  

In the Second Amended Statement of Claim, Claimants asserted the following 
causes of action against Interactive Brokers: aiding and abetting breach of fiduciary 
duty; negligence and gross negligence (breach of duty of fair dealing); and violation 
of the Texas Securities Act. 

Claimants alleged that they are the sole beneficiaries of the Parker Family Trust (the 
"Trust") and the trustee of the Trust was Robert W. Dillard ("Dillard" or "trustee"). 
Claimants alleged that the Trust expressly prohibited a trustee from engaging in 
speculation with Trust funds, and that Dillard pursued a patently unsuitable 
speculative trading strategy that decimated the Trust's corpus. Claimants alleged that 
RBC had a copy of the Trust and was aware that Dillard's investment strategy 
exceeded his authority as trustee. Claimant also alleged that Interactive Brokers 
approved and assisted Dillard's reckless trading and failed to stop him when it had a 
duty to protect the Claimants' interests as the listed owners of the Trust account. 

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

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

In the Amended Statement of Claim, Claimants requested as to RBC: 

Compensatory Damages:  $500,000.00 

Punitive Damages:  Unspecified 

Interest:  Unspecified 

Other Monetary Relief (disgorgement):  $213,000.00 

RBC requested that the claims asserted against it be denied in their entirety and 
that it be awarded its costs and attorneys' fees. Respondent requested that all 
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Claimant’s Counsel: Joseph R. Marrs, Esq., Johns Marrs Ellis & Hodge, 
LLP. 

Respondent’s Counsel:  For Respondent Interactive Brokers, LLC 
("Interactive Brokers"): John J. Nielands, Esq., Interactive Brokers, LLC.  For 
Respondent RBC Capital Markets, LLC ("RBC"): John Kincade, Esq., 
Winstead, PC. 

Concurring Arbitrators: Michael Edward Denosky, Public Arbitrator; 
Daniel Stephen Dexter, Public Arbitrator. 

Dissenting Arbitrator: Malcolm Edwin Whittaker, Public Arbitrator, 
Presiding Chairperson. 

Award:  After considering the pleadings, the testimony and evidence 
presented at the hearing, the Panel has decided in full and final resolution of 
the issues submitted for determination as follows: 

1.) Respondent, Interactive Brokers, LLC, is liable for and shall pay to 
Claimants, Brian L. Parker and Jessica P. Valentine, Individually and as 
Trustees of the Parker Family Trust, the sum of $725,779.59 in compensatory 
damages; 

2.) Respondent, Interactive Brokers, LLC, is liable for and shall pay to 
Claimants, Brian L. Parker and Jessica P. Valentine, Individually and as 
Trustees of the Parker Family Trust, the sum of $483,853.06 in attorneys' fees 
pursuant to the Texas state law; 
                                                 
references to this claim be expunged from the records for the unnamed party, Dane 
Martindale, by the Central Registration Depository. 

In the Second Amended Statement of Claim, Claimants requested as to 
Interactive Brokers: 

Compensatory Damages:  $1,681,175.53 

Punitive Damages:  Unspecified 

Interest:  Unspecified 

Attorneys' Fees:  Unspecified 

Other Costs:  Unspecified 

Other Monetary Relief (disgorgement):  $44,807.00 

At the close of the hearing, Claimants requested as to Interactive Brokers: 

Compensatory Damages: $1,366,796.94 

Interactive Brokers requested that the claims asserted against it be denied in 
their entirety and that it be awarded its costs and attorneys' fees. 
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3.) Other than attorneys' fees, which are specified above, and Forum Fees, 
which are specified below, the parties shall each bear their own other costs and 
expenses incurred in this matter; and 

4.) Any relief not specifically enumerated, including punitive damages, is 
hereby denied with prejudice. 

The strong chairperson can be a blessing or a curse.  In this case, the chair 
was strong enough to dissent from his co-panelists who came together to award 
the Claimants a high six-figure award.   

This dissent is notable because the Chair provides remarkable insight into 
the deliberations. In accusing the Claimant of “improperly influence[ing]” his 
co-panelists, the Chair, in so many words, harshly accused his co-panelists of 
actually being “improperly influenced.”  One could reasonably conclude that 
the Chair was attempting to create a record for vacatur, though stopping short 
of alleging outright bias.   

The allegations were based upon what the Chair describes as an “apparent 
attempt to evoke sympathy” when the Claimants announced the Panel that the 
Trustee (who they were suing in a related state court action) had filed 
bankruptcy. The dissent, if accurate, leaves little doubt that, whether or not as 
deliberate on the part of the Claimants as characterized by the Chair, the 
Trustee’s bankruptcy carried some weight in the deliberation room.   

The Chair’s assertion that a “fair review of the Record” would have 
yielded a result in favor of Interactive brokers impliedly accused his co-
panelists of taking a slanted view of the record.  These strong words suggest 
that there is little love lost between the majority and Mr. Whittaker, the Chair.   

Contrasting the conventional wisdom that winning over a strong chair 
means winning your case, this dissent serves as a warning to practitioners.  
This Chair’s “strength” appears to have alienated his co-panelists.   
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Amanda Lenvin and David Lenvin, Co-Executors of the Estate of Michael 
William Lenvin, Claimants v. Royal Alliance Associates, Inc., Respondent 
FINRA Case No. 14-009823 
 

Claimant’s Counsel: Jon C. Furgison, Esq., Furgison Law Group, PC. 
Respondent’s Counsel:  Gail E. Cohen, Esq. and Misty A. Murray, Esq., 

Hinshaw & Culbertson, LLP 
Arbitrators: Steven A. Wawra, Public Arbitrator; Edward J. Costello, Jr., 

Public Arbitrator, Presiding Chairperson. 
Dissenting Arbitrator: Daniel Su, Non-Public Arbitrator. 
Award:  After considering the pleadings, the testimony and evidence 

presented at the hearing the Panel has decided in full and final resolution of 
the issues submitted for determination as follows: 

                                                 
3.   Claimants asserted the following causes of action: breach of fiduciary duty, fraud 
by misrepresentations and omissions, failure to supervise, unfair and deceptive trade 
practices, and violation of state and federal securities laws. The causes of action 
relate to Respondent's alleged recommendation that Michael William Lenvin 
surrender his Variable Universal Life ("VUL") policy issued by Provident Mutual. 

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

In the Statement of Claim, Claimants requested: 

1. Judgment be entered in favor of Claimants and against Respondent; 

2. That Claimants be awarded compensatory damages in an amount to be proven at 
trial, plus interest at the legal rate; 

3. Any other and further equitable relief deemed necessary, including, without 
limitation, rescission, restitution, disgorgement of all commissions, fees and benefits 
received by Respondent; 

4. Exemplary damages in an amount sufficient to punish and make an example of 
Respondent, and to deter similar conduct in the future; 

5. That Claimants be awarded their attorneys' fees and costs to the extent permitted 
by law; and 

6. Such other relief as the Panel deems appropriate. 

Respondent stated that Claimants are not entitled to any of the recovery they 
seek 

At the close of the hearing, Claimants requested costs of $14,222.55. 
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1. Respondent is liable for and shall pay to Claimants $870,000.00 in 
compensatory damages 

2. Respondent is liable for and shall pay to Claimants $14,222.55 in costs. 
3. Any and all relief not specifically addressed herein, including 

exemplary damages, is denied. 
This award is noteworthy because the Panel in this case ultimately 

awarded a full award with a dissenting arbitrator, versus “splitting the baby.”  
Interestingly, the dissent in this case was written by a non-public arbitrator, 

Mr. Su, whose decision-making process seemed to be just as proponents of the 
all-public panel feared. Mr. Su took the time to blame the Claimant for what 
had happened in what he described as his “main consideration.”    

Though short in length, Mr. Su’s dissent speaks volumes about his 
mindset.  Not only did he disagree with his co-panelists, who found violations, 
Mr. Su perpetuated the belief that non-public (“industry”) arbitrators focus 
more on how the Claimant failed to catch or correct the wrongdoing rather 
than the failures by the industry members to comply with the applicable laws 
and regulations.   

Far too many fail to realize that the FINRA rules are designed for investor 
protection, not the protection of FINRA’s membership.  For proponents of the 
fiduciary standard, this dissent and the caveat emptor attitude toward investors 
it represents provide further support as why the fiduciary standard is so 
important.  

Mr. Su’s dissent also serves as a warning to those who represent public 
investors to proceed with caution and look extra carefully at those whose 
names appear on non-public arbitrator selection lists before choosing to rank 
one or more.   
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D. Theodore Berghorst, Berghorst Snowbird LLC, Berghorst 1998 
Dynastic Trust, Claimants v. Citigroup Global Markets, Inc., Citigroup 
Alternative Investments, LLC, Respondents 
FINRA Case No. 08-044664 
 

Claimant’s Counsel: Jonathan L. Hochman, Esq. and Andrew J. Melnick, 
Esq., Schindler Cohen & Hochman LLP. 

Respondent’s Counsel:  Richard Szuch, Esq. and Matthew Plant, Esq., 
Bressler, Amery & Ross, P.C. 

Concurring Arbitrators: John B. Sochacki, Public Arbitrator; Alfred L. 
Simon, Non-Public Arbitrator 

Dissenting Arbitrators: Monroe Mitchel, Public Arbitrator, Presiding 
Chairperson 

Award:  After considering the pleadings, the testimony and evidence 
presented at the hearing, the Panel has decided in full and final resolution of 
the issues submitted for determination as follows: 

Respondents are liable, jointly and severally, and shall pay to Claimants 
compensatory damages in the sum of $2,000,000.00 

Pre-judgment interest is specifically denied. 
Post-judgment interest, if any, shall accrue in accordance with the Code. 

                                                 
4. Claimants asserted the following causes of action: fraud; negligent 
misrepresentation; breach of fiduciary duty; violation of Section 10(b) of the 
Securities Exchange Act of 1934 and Rule 10b-5 promulgated thereunder; violation 
of Section 20(a) of the Securities Exchange Act of 1934; unsuitability; failure to 
supervise; respondeat superior; negligence; breach of contract; violation of the 
Florida Securities and investor Protection Act; and violation of related FINRA rules. 
The causes of action relate to Claimants' investments in shares of the Municipal 
Arbitrage Trust ("MAT") MAT Two LLC, MAT Three LLC and MAT Five LLC 
funds. 

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

Claimants requested general and compensatory damages of at least $ 
13,000,000.00, lost investment opportunity costs, fees, commissions or other 
remuneration paid to Respondents by Claimants, costs, punitive damages, pre-
judgment and post-judgment interest at the legal rate on all sums recovered, 
attorneys' fees and costs under Florida's Securities and Investor Protection Act, 
rescission or a rescissory measure of damages and such other and further relief as the 
undersigned arbitrators ("Panel") deemed appropriate. 

Respondents requested dismissal of the Statement of Claim with prejudice and 
that the costs associated with this proceeding be assessed against Claimants. 
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Claimants' request for relief pursuant to Florida's Securities and investor 
Protection Act is denied. 

Any and all requests for relief not specifically addressed herein, including 
Claimants' requests for punitive damages and attorneys' fees, are denied. 

Notably, in this case, a public arbitrator dissented against a multi-million 
dollar award.  Surprisingly, the Chair took the stance typically associated with 
non-public arbitrators – blame the Claimant – while the non-public arbitrator 
did not.  The dissent is focused almost entirely upon who the Claimant is 
believed to be, calling him “financially sophisticated” among other things.   

Curiously, the dissent does not set out what the Chair believed the 
Respondents did correctly.  Rather, the focus of the dissent is comprised almost 
entirely of things that the Chair believe the Claimant should have done.  For 
example, while focusing on the disbelief that the Claimant did not read the 
materials he was provided with and relied entirely upon oral assurances, the 
Chair does not state that there were not misrepresentations or misleading oral 
assurances made to the Claimant – an interesting omission.   

One other curious element to the dissent remains unexplained, as well.  
The dissent ends, “I believe the award made by the majority of the Panel was 
excessive, and I, therefore, choose to dissent from the majority opinion.”  On 
its face, this bears wondering whether the Chair believed that some award was 
due the Claimants, but just not as much as was awarded.   

Notwithstanding, here we see another example of two arbitrators siding 
against the panel Chairperson, further dispelling the commonly held belief that 
winning the Chair wins the case.   
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Tracy Landow, Claimant v. Goldman Sachs & Co., John D. Blondel, Jr., 
Respondents 
FINRA Case No. 11-020435 
 

Claimant’s Counsel:  Martin P. Unger, Esq., Burkhart Wexler & 
Hirschberg, LLP. 

Respondent’s Counsel:  Mark Cohen, Esq., Cohen & Gresser, LLP 
Concurring Arbitrators: April D. Bowie, Public Arbitrator; Susan Manca, 

Public Arbitrator.  
Dissenting Arbitrator: Fern Sue Reidman, Public Arbitrator, Presiding 

Chairperson. 
Award:  After considering the pleadings, the testimony and evidence 

presented at the hearing, it is held that the Special Opportunities Fund 
subscription agreement (Respondent's Exhibit 49), an essential step in this 
transaction, is defective and invalid, and rescission is granted. It is noted that, 
if the majority of the Panel did not determine that the Special Opportunities 
Fund subscription agreement was defective and invalid, the majority of the 
Panel would have held that this very complex instrument is unsuitable for 
Claimant, who is not a sophisticated investor, and that expungement would not 
have been granted. The majority of the Panel has decided in full and final 
resolution of the issues submitted for determination as follows: 

1. Goldman Sachs is liable for and shall pay to Claimant compensatory 
damages in the amount of $1,608,908.00. 

2. Goldman Sachs is liable for and shall pay to Claimant interest at the rate 
of 9% per annum from October 1, 2006 to April 1, 2013. 

3. Goldman Sachs is liable for and shall pay to Claimant expert witness 
fees in the amount of $39,000.00. 

                                                 
5. In the Statement of Claim, Claimant requested compensatory damages in the 
amount of $1,850,000.00, rescission, an award of damages in an amount to be 
proven at hearing for the unauthorized and unsuitable securities placed in her 
account by Blondel, punitive damages, interest, attorneys' fees, and costs.  

At the hearing, Claimant requested rescission of the Goldman Sachs Special 
Opportunity Fund 2006 contract ($2,302,633.00) and expert witness fees in the 
amount of $ 39,000.00. 

Respondents request the Statement of Claim be dismissed and denied in its 
entirety, expungement of Blondel's CRD records, expenses, expert fees, all 
arbitration related costs, and such other and further relief as the Panel deems 
appropriate. 
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4. Claimant's interest in the Goldman Sachs Special Opportunities Fund 
2006 shall revert to Goldman Sachs. Claimant shall transfer her interest in the 
Goldman Sachs Special Opportunities Fund 2006 to Goldman Sachs within 30 
days from the date of the award. 

5. The Panel recommends the expungement of all reference to the above 
captioned arbitration from Respondent John D. Blondel, Jr.'s (CRD # 
1491113) registration records maintained by the Central Registration 
Depository ("CRD"), with the understanding that, pursuant to Notice to 
Members 04-16, Respondent John D. Blondel, Jr. must obtain confirmation 
from a court of competent jurisdiction before the CRD will execute the 
expungement directive. 

Unless specifically waived in writing by FINRA, parties seeking judicial 
confirmation of an arbitration award containing expungement relief must name 
FINRA as an additional party and serve FINRA with all appropriate 
documents. 

Pursuant to Rule 12805 of the Code, the arbitration panel has made the 
following Rule 2080 affirmative finding of fact: 

The registered person was not involved in the alleged investment-related 
sales practice violation, forgery, theft, misappropriation, or conversion of 
funds. 

The arbitration panel made the above Rule 2080 finding based on the 
following reasons: Blondel did not supervise execution of the defective 
agreement and is not responsible for the Special Opportunity Fund and the 
transactions that followed. 

6. Any and all relief not specifically addressed herein, including punitive 
damages, is denied. 

Both the majority’s decision and Arbitrator Reidman’s dissent reveal that 
this case turned on largely upon one document: “The Panel has chosen to base 
their determination case on the contents of Respondents’ document #49, which 
appears to my colleagues as flawed, rather than the suitability elements of the 
case.”   

Document #49, the majority told us, was the Subscription Agreement for 
the fund at issue.  It appears that all of the panelists, including Ms. Reidman, 
believed that the Subscription Agreement was flawed.  One would think that a 
unanimous finding of deficient offering materials would normally be “case 
closed.”   

However, this case perfectly highlights the stark contrast that can develop 
between arbitrators when viewing the same evidence.  Ms. Reidman believed 
the flawed Subscription Agreement to be “de minimis” to the case.  Thus, the 
majority’s reliance upon the same yielded, in Ms. Reidman’s eyes, an incorrect 
result.   
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On the other hand, the majority placed so much weight in the defective 
document that it even affected their determination with respect to granting Mr. 
Blondel’s request for expungement.  While they stated that regardless of the 
defective offering materials, the investment was unsuitable nonetheless, 
meaning “if the majority of the Panel did not determine that the Special 
Opportunities Fund subscription agreement was defective and invalid, … 
expungement would not have been granted.”   

Thus, in a great example of the significance a panel places on any one 
document swinging a case in either direction, it appears that Mr. Blondel was 
saved by his firm’s failings.   
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CASES & MATERIALS 
 

Joseph Wojciechowski 
 
 

Breach of Fiduciary Duty Cases 
 

Tibble, et al. v. Edison International, et al. 575 U.S. _______ (2015).   
The United States Supreme Court ruled that the Ninth Circuit erred by 

applying the six year statute of limitations in 29 U.S.C. § 1113 to bar a 
breach of fiduciary duty claim based on the date of the initial investment 
without analyzing the details of the alleged breaches.  Specifically, the court 
held that a fiduciary’s imprudent retention of an investment could suffice as 
an investment action or omission separately triggering the six year 
limitations period.   

In Tibble, the beneficiaries of the Edison 401(k) Savings Plan sued 
Edison for various breaches of fiduciary duty in connection with offering the 
Plan higher priced retail-class mutual funds instead of lower priced, 
otherwise identical, institutional-class funds.  Two sets of mutual fund 
purchases were at issue with the first occurring in 1999 and the second in 
2002.  The Plan beneficiaries asked a simple question: “how could the [Plan 
administrators] have acted prudently in offering the six higher priced retail-
class mutual funds when respondents could have offered them effectively the 
same six mutual funds at the lower price offered to institutional investors like 
the Plan?”  The district court agreed with respect to the three 2002 
transactions, stating that the Plan offered no credible explanation, holding the 
Plan administrators failed to act with the “care, skill, prudence and diligence 
under the circumstances that ERISA demands of fiduciaries.”  The district 
court held the three 1999 transactions were untimely however because the 
funds were purchased more than six years before the complaint was filed in 
2007.  The Ninth Circuit affirmed the district court.   

In a 9-0 decision, the Supreme Court reversed the lower court and 
remanded for further proceedings. The Court determined that the Ninth 
Circuit erred by “focus[ing] upon the act of ‘designating an investment for 
inclusion [in the Plan]’ to start the 6-year period.”  The Court ruled the Ninth 
Circuit failed to consider that a fiduciary under trust law is required to 
conduct a regular review of its investment with the nature and timing of the 
review based on the circumstances.  The court referred to its prior holdings 
which state ERISA fiduciary duties are derived from the common law of 
trusts.  Under trust law, a trustee has a continuing duty to monitor trust 
investments and remove imprudent ones.  This duty, the Court stated is 
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separate and apart from the duty imposed upon the selection of the 
investments.  The court also referred to the Uniform Prudent Investor Act as 
further authority that a trustee, and therefore an ERISA fiduciary, has “a 
continuing responsibility for oversight of the suitability of the investments 
already made.”  Thus, the Court remanded to the Ninth Circuit for an 
examination into the scope of the fiduciary duty and to consider the Plan 
Beneficiaries’ claim that the Plan Administrators breached their duties within 
the 6-year period, recognizing the importance of analogous trust law.    
 
 
Hays v. Ellrich, 471 Mass. 592; 31 N.E.3d 1064 (2015) 

The Massachusetts Supreme Court ruled that an investment advisor was 
a “seller” of securities under the Massachusetts Uniform Securities Act 
because the advisor was motivated by the potential increase in his advisory 
fees if he could raise the funds necessary to launch a hedge fund.  The 
Advisor recommended an unsuitable overconcentration—approximately 
75%—of an unsophisticated investor’s retirement portfolio in a hedge fund.  
The Court also held that the doctrine of fraudulent concealment, as codified 
under Massachusetts law at Mass. Gen. Law. Ch. 260 §12, tolled the 4-year 
statute of limitations under the Act.  The limitations period did not begin to 
run until the investor had actual knowledge of the unsuitability of the hedge 
fund investment which did not occur until the Advisor told her the fund was 
insolvent.  The Court specifically held that the investor’s knowledge that the 
fund had decreased 17% in the first five months was not sufficient to 
constitute actual knowledge.  The advisor was found liable pursuant to the 
Massachusetts Uniform Securities Act at trial and the Supreme Court 
affirmed the judgment.   
 
 
Ashburn v. AIG Financial Advisors, 234 Cal. App. 4th 79 (Cal. Ct. App. 
2015) 

The trial court granted a motion to compel arbitration of a suit brought 
against financial advisors without holding an evidentiary hearing.  The 
parties proceeded through FINRA arbitration to an award where the Panel 
denied the investors’ claims in their entirety.  The award was confirmed and 
the investors appealed the judgment, raising the issue of the petition to 
compel arbitration.  The Court of Appeals reversed and remanded the order, 
instructing the trial court to hold an evidentiary hearing because of issues 
involving the content of the arbitration clauses, whether fraud in the 
execution of the agreements rendered them unenforceable, and whether a 
broker had formed a relationship of trust and reliance with the investors 
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giving rise to a fiduciary relationship before any account papers had been 
signed.   

The financial advisor at issue invested several recent retirees’ entire 
Pacific-Bell lump-sum pension payouts into variable annuities, which gave 
rise to the initial complaint for fraud and breach of fiduciary duty amongst 
nine total causes of action.  Under California law, an order granting a motion 
to compel arbitration is not appealable, but can be appealed from a 
subsequent judgment on the award.  See Cal Civ. Code. Proc. §§1294, 
1294.2. Because there was no evidentiary hearing to determine the 
legitimacy of the agreement to arbitrate, the court remanded to the trial court.  
In so doing, the court highlighted the fact that there was a dispute between 
the parties as to whether the investors ever received the “customer 
agreement” containing the arbitration provision. Moreover, because the 
Financial Advisor created a fiduciary relationship with the investors prior to 
the execution of any documents, the advisor’s fiduciary duty meant the 
parties were not dealing at arm’s length and therefore the same degree of 
diligence required of people signing contracts was not required of the non-
fiduciary party.  The fiduciary relationship required the advisor to explain the 
terms of the contract between them and failing to perform this duty 
constituted constructive fraud.  The case was remanded to the trial court.   
 
 
Gallier v. Woodbury Financial Services, No. H-14-888, 2015 U.S. Dist. 
LEXIS 67448 (S.D. Tex. May 26, 2015) 

Investors sued Woodbury Financial and their advisor for investing their 
AT&T pension rollover funds into variable annuities.  They pled causes of 
action for misrepresentation, breach of fiduciary duty and various Texas 
statutes including the securities act and the insurance code.  After filing their 
claim with FINRA, the arbitration panel dismissed the case based on the 
Eligibility Rule.  The investors refiled their complaint in state court, which 
was removed to federal court.  Woodbury filed a motion to dismiss and the 
court granted it in part and denied it in part.  The court denied the motion 
based on statutes of limitation holding that factual issues regarding the 
discovery rule and fraudulent concealment did not make dismissal 
appropriate at this stage.  The court did, however, dismiss the investors’ 
breach of fiduciary duty claims, holding that no fiduciary duty is owed in a 
non-discretionary brokerage account.   
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In re Apple REITs Litig., No. 11-CV-2919 (KAM), 2015 U.S. Dist. LEXIS 
37783 (E.D.NY March 25, 2015) 

In an order dismissing the Class Action against David Lerner Associates 
(DLA) and the various Apple REITs, the court examined the issue of 
fiduciary duty under New York law with respect to the facts in the record for 
the class plaintiffs.  The class plaintiffs alleged, amongst several other causes 
of action, that the DLA Defendants had a fiduciary duty to deal fairly with 
Plaintiffs and class members and to communicate promptly to them all 
material facts they knew or should have known about the nature of the Apple 
REITs. The Class Plaintiffs alleged numerous breaches of this fiduciary duty 
specific to the offering, sale, and marketing of the Apple REITs to DLA 
customers.   DLA alleged it owed no fiduciary duty to any class members 
because the customer accounts at issue were non-discretionary.  The Court 
dismissed the fiduciary duty claims because the Class Plaintiffs failed to 
adequately plead “special circumstances” that transformed the parties’ 
business relationship into a fiduciary one.  These “special circumstances” 
include customers with impaired faculties, a closer than arms-length 
relationship with the broker resulting in vulnerability to being taken 
advantage of, or a client who is lacking in sophistication so that de facto 
control of the account is deemed to rest in the broker.  The court also 
determined that the “Acknowledgment of Risk” documents signed by the 
investors did not include any disclaimers of fiduciary duty and therefore 
rested its ruling solely on the Class-Plaintiffs’ insufficient pleading in 
dismissing the case.  Leave to amend was also denied.   
 
 

Agency, Secondary Liability, and Primary Violator Cases 
 

Garrison v. SagePoint Financial, Inc., 185 Wash. Ct. App. 461 (Wash. 
App. Jan. 20, 2015) (review denied by Garrison v. SagePoint, 91371-4  
2015 Wash. LEXIS 756) (July 8, 2015).   

Investors filed suit in Washington state court against SagePoint Financial 
and Mark Garrison.  The facts of the case involve the advisor, Garrison, 
becoming the trustee of a family trust account held at Wells Fargo Advisors.  
Garrison subsequently converted millions of dollars from the Trust Account 
held at Wells Fargo Advisors and lost millions more through trading activity.  
The Trust sued both SagePoint, the broker-dealer through which Garrison 
was registered at the time, and Garrison for $20 million.    

In reviewing the order dismissing all claims against AIG Financial 
Advisors (n/k/a SagePoint) at summary judgment, the Court reversed and 
remanded for trial the lower court’s ruling regarding the negligent 
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supervision claim and control person claim pursuant to the Washington State 
Securities Act.  The court engaged in a detailed analysis of FINRA’s 
supervision rules and notices to members regarding outside business 
activities, including NTM 91-32, NTM 94-44, and 96-33, NASD Rule 3030, 
NASD Rule 3040, and NASD Rule 3050.  The court affirmed the decision 
granting dismissal on respondeat superior claims.   

Relying on FINRA Rules and Notice to Members, the Court determined 
that there were issues of material fact regarding whether suspicious activity 
or red flags required SagePoint to investigate and monitor Mark Garrison’s 
activity in the Wells Fargo accounts.  The court also overruled the dismissal 
of the Washington State Securities Act control person claims because there 
were issues of material fact as to whether AIG knew or should have known 
Mark Garrison was acting as an investment advisor rather than as only the 
trustee or manager of the family trust account and therefore material facts 
existed as to the extent to which SagePoint could exercise control over the 
transactions in the Wells Fargo accounts.   
 
 
Heck v. Triche, 775 F.3d 265 (5th Cir. 2014) 

This case provides a detailed analysis of control person liability for 
purposes of the Louisiana Securities Act.  It also provides valuable insight 
into the interpretation of the state law in light of the federal securities laws, 
stating the Louisiana Act is interpreted like section 12(2) of the ’33 Act and 
not section 10(b) of the ’34 Act. The key differences between the Louisiana 
Act and section 10(b)(5) is the Louisiana Act does not require a plaintiff to 
establish scienter and only required a showing that the defendant was 
negligent. Further, a plaintiff need not prove reliance on any 
misrepresentation or omission of the defendant under the Louisiana Act.  
Unlike Section 10(b)(5), the Louisiana Act limits liability to sellers of 
securities.  However, the Louisiana Act imposes liability on those who 
directly or indirectly control a violative seller.   

Under the complex procedural and factual circumstances of this case, the 
Court determined that Triche was a control person of Buhler, the primary 
seller of capital investments in a company he operated.  Triche acted as 
Buhler’s primary advisor, accountant, and negotiated the terms of loan 
restructuring deals which pledged the inventory of the business to a personal 
loan taken out by Buhler. Although Triche did not draft the prospectus for 
the investment offering, he approved of the language and confirmed to 
investors that the investment was a “good deal.” Further, Buhler testified he 
reported to Triche every time he received money from an investor and did 
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nothing substantial without Triche’s blessing.  Based on these facts, the court 
held Triche liable under section 714(B) of the Louisiana Securities Act.   
 

 
Cook v. John Hancock Life Insurance Co., et al., No. 7:12-cv-00455, 2015 
U.S. Dist. LEXIS 4318 (W.D. Va. Jan. 14, 2015) 

This case was filed originally against two insurance companies, two 
broker/dealers, and a financial advisor involving a Ponzi scheme.  The 
scheme perpetrated by Neil Winterrowd involved selling brokerage firm 
clients substantial and usually unaffordable life insurance policies under the 
guise of reselling those same policies in a life settlement transaction two 
years later at a substantial profit.  Instead of paying the premiums as 
promised, the financial advisor simply converted the funds for his use and 
allowed the policies to lapse.   

Procedurally, the case was stayed for two years pending arbitration 
through FINRA with one of the broker-dealer parties.   After the arbitration 
completed, the insurance companies renewed their motions to dismiss.  The 
court granted the motions in part and denied them in part.  First, the court 
ruled that the plaintiff adequately pled an agency relationship between the 
financial advisor and John Hancock for purposes of selling the John Hancock 
policy and collecting the premiums.  Specifically, the court held the financial 
advisor was actually a “sub-agent” of an actual John Hancock insurance 
agent which it held was sufficient to deny the motion to the extent it sought 
dismissal based on a lack of agency. The court dismissed the state and 
federal securities claim claims because the life insurance policies were not 
securities and, although a life settlement transaction itself could be 
characterized as an investment contract, the case was about the life insurance 
transaction side of that ledger, not the life settlement transaction itself. 

The court also denied the insurance companies’ motion to dismiss 
Plaintiff’s breach of fiduciary duty claim.  The court ruled that the “economic 
loss” rule did not apply because the alleged fiduciary duties – the duty not to 
misrepresent facts concerning insurance policies – exist regardless of any 
contract and therefore, the economic loss rule did not bar the claim.  The 
court also reasoned that the financial advisor, as a dual agent for both the 
insurance company and the plaintiff-insured, created fiduciary duties by 
virtue of the agency relationship.   
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Forgionne v. Gaglio, No. 1:13-cv-09061, 2015 U.S. Dist. LEXIS 21644 
(S.D.N.Y. Feb. 13, 2015) 

Plaintiff engaged numerous professionals in connection with 
implementing a profit-sharing plan for his small business.  Among those 
engaged were two financial advisors for Park Avenue Securities.  Defendants 
moved to dismiss the case and the court granted them in part and denied 
them in part.  Several causes of action were founded in the ERISA statute, 
but Plaintiff also made claims against several entity defendants, including 
Park Avenue Securities, based on an agency relationship between the 
financial advisors and their firms.  Park Avenue argued that Plaintiff failed to 
plead facts sufficient to allege an agency relationship between the advisors 
and the firm.  The Court rejected that argument because the Plaintiff 
specifically pled that the advisors distributed business cards identifying them 
as representatives of Park Avenue Securities.  The Court ruled this fact was 
enough to deny the motion to dismiss based on a lack of an agency 
relationship because the facts pled clearly established the advisors held 
themselves out as representatives of the company.  The court went on to state 
that “the Court cannot expect allegations of actual authority to be pleaded in 
excruciating detail.” 
 
 

Expert Cases 
  
Grabel v. Sterrett, No. 4D14-4780, 2015 Fla. App. LEXIS 6319 (Fla. Dist. 
Ct. App. Apr. 29, 2015) 

This is a case about the parameters of discovery from an expert witness 
under Florida law.  A doctor retained by an insurance company to conduct a 
compulsory medical examination sought to quash a subpoena for his 
financial records from the insured.  The subpoena as ordered by the circuit 
court sought copies of all billings submitted between the doctor, the 
insurance company or their lawyers; documents that reflect the total amount 
of payments received by the doctor; and all documents evidencing the 
amount or percentage of work performed by the doctor for the insurance 
company and law firm, including time records, invoices, and other income 
reporting documents.  The doctor objected to producing the records as being 
beyond those allowed for expert discovery pursuant to Rule 1.280(b)(5) 
(A)(iii).  The Appellate court agreed and quashed the order invoking the 
rule’s purpose, which is to protect experts from the annoyance, 
embarrassment, oppression, undue burden, or expense associated with 
discovery of financial information.  The court concluded the purpose of the 
rule also prevents overly intrusive discovery which serves “only to 



218 CASES & MATERIALS [Vol. 22 No. 2 

emphasize in wholly unnecessary detail what everyone knows to be the case 
and what would be apparent to the jury on the simplest cross-examination.” 
 
 
Cromeans v. Morgan Keegan, No. 2:2012cv04269, 2014 U.S. Dist. LEXIS 
148654 (W.D. Mo. Oct. 20, 2014) 

Morgan Keegan challenged the investor-plaintiff’s expert on damages 
regarding the Moberly municipal bonds that became worthless.  Morgan 
Keegan argued the expert’s damage analysis was simple arithmetic that can 
be performed by the jury without any expert testimony.  Morgan Keegan 
further complained that the expert did not rely on specific accounting 
standards in performing the simple damages analysis. Lastly, Morgan 
Keegan argued that the expert was not qualified because his accounting 
training did not provide a sufficient basis for him to offer an opinion on 
damages. The calculations at issue in the analysis were simple: Principal 
minus interest and principal received; plus interest at the state statutory rate 
of 8% per year, from the date of purchase, calculated using both simple and 
compounded interest methods. The court overruled Morgan Keegan’s 
objections to the expert, deferring in favor of admissibility of the expert’s 
report, subject to the report being tested by the adversary process with 
competing expert testimony and cross examination.   
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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-2015-029 was submitted to the Securities and 
Exchange Commission by Joseph C. Peiffer on September 3, 2015 (prepared 
with the assistance of Christopher Gray).  
 
 
Robert W. Errett 
Deputy Secretary 
Securities and Exchange Commission 
100 F Street, NE 
Washington, DC 20549-1090 
 
Re: SR-FINRA-2015-029 
Proposed Rule Change Creating FINRA Rule 3210 
 
Dear Mr. Errett, 

 
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 supervision of associated persons. 

PIABA proposes certain changes to FINRA’s current proposal set forth in 
SR-FINRA-2015-029, which seeks to implement FINRA Rule 3210. The 
proposal would replace NASD Rule 3050 and NYSE Rule 407, regarding 
brokerage accounts held by associated persons at firms other than their 
employing firm, with a newly-created FINRA Rule 3210. The purpose of the 
rule is to promote supervision over the associated person’s trading activities 
by enabling members to monitor the personal accounts of their associated 
persons opened or established outside of the member firm (including accounts 
opened or established in the name of a corporation controlled by the associated 
person). However, PIABA believes that the proposed rule falls short in three 
important ways. 

First, PIABA believes that the proposed new rule does not go far enough 
in requiring member firms to gather information sufficient to monitor 
associated persons’ trading activity in outside accounts. The rule proposal 
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specifies that the employing firm is responsible for supervising its broker’s 
trading activities, but it does not require that the employing firm obtain account 
statements and confirmations from the brokerage firm at which the associated 
person’s outside account is held. Instead, it merely provides that “an executing 
member must, upon written request by the employer member, transmit 
duplicate copies of confirmations and statements, or the transactional data 
contained therein, with respect to an account subject to the rule.” PIABA 
believes that the rule should require (not simply permit) the employing firm to 
obtain these confirmations and statements from the executing firm so that the 
employing firm has sufficient information available for its supervisory 
personnel to monitor associated persons’ outside trading activity. 

Second, the proposed rule eliminates an important requirement under 
existing rules concerning discretionary accounts that a broker manages for 
customers. Current rules require the broker to obtain prior written consent from 
the employing firm to open outside accounts where the associated person has 
“the power, directly or indirectly, to make investment decisions” (NYSE Rule 
407(b)), and accounts where the associated associate person has “discretionary 
authority” (NASD Rule 3050(b)). Proposed Rule 3210 eliminates this 
requirement as to discretionary accounts, although it does maintain the existing 
rule’s requirement that an associated person obtain prior written consent to 
open outside accounts for spouses, dependent children, or other dependents. 
PIABA believes that the proposed rule should continue the current requirement 
that brokers obtain prior written consent from their employing firm before 
opening discretionary accounts for customers at other firms, so that employing 
firms are aware of the opening of all such accounts and can take appropriate 
steps to supervise outside trading activity. 

Finally, new proposed rule 3210.04 states that if an associated person 
wants to open an account with a nonmember firm, then the employing firm 
should “consider the extent to which it will be able to obtain, upon written 
request, duplicate copies of confirmations and statements, or the transactional 
data contained therein, directly from the non-member financial institution in 
determining whether to provide its written consent to an associated person to 
open or maintain such account.” PIABA believes that this requirement that the 
employing firm “consider” the availability of information as to associated 
persons’ outside accounts is so vague as to be effectively toothless. PIABA 
believes that Rule 3210 should require that duplicate copies of monthly 
statements and confirmations or the equivalent be available for the employing 
firm’s review as a precondition to the opening of outside accounts. 
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In summary, PIABA asks that FINRA amend proposed Rule 3210 to 
address its foregoing serious shortcomings in its current form. PIABA thanks 
you for the opportunity to comment on this important topic. 

 
Very truly yours, 
Joseph C. Peiffer 
President 
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The following PIABA Comment Letter regarding the Proposed Rule Change 
Relating to SR-FINRA-2015-022 was submitted to the Securities and 
Exchange Commission by Joseph Peiffer on August 3, 2015 (prepared with 
the assistance of Christine Lazaro and Benjamin Edwards). 
 
 
Brent J. Fields, Secretary  
Securities and Exchange Commission  
100 F Street, NE  
Washington, DC 20549‐1090  
 
Re: SR‐FINRA‐2015‐022 Proposed Rule Change to Amend FINRA Rule 
2210 (Communications with the Public) to Require Hyperlink to Broker-
Check on Member Websites  
 
Dear Mr. 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.  

I write to support FINRA’s current proposal to require firms to include a 
hyperlink to BrokerCheck on member websites, but to express our concern 
that this rule provides less protection than prior proposals and that FINRA 
continues to exclude important information from BrokerCheck.  

The current proposal is a compromise by FINRA, intended to address the 
industry’s concerns about the implementation of FINRA’s prior proposals. 
Prior proposals contemplated requiring firms to place “deep links” to the firm 
and the registered persons which would take the retail investor directly to the 
relevant BrokerCheck report. Prior proposals contemplated included placing 
hyperlinks on social media pages where the firm or registered person has a 
presence. With each new proposal, FINRA has required less and less of the 
industry. With this proposal, FINRA will require that firms place a hyperlink 
to BrokerCheck on the initial webpage that the member intends to be viewed 
by retail investors and any other webpage that includes a professional profile 
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of one or more registered persons who conduct business with the retail public. 
While this proposal will make it more difficult than prior proposals for 
investors to find BrokerCheck information, it is an improvement over the 
current situation.  

Moreover, given the limited requirement of this new proposal, the 
industry’s complaints have no merit. The inclusion of a hyperlink to the 
BrokerCheck webpage on a member firm’s initial webpage and pages that 
include registered person’s profile information cannot be considered 
burdensome. Contrary to the concerns raised by the industry, PIABA does not 
believe inclusion of a hyperlink to the BrokerCheck webpage on other pages 
where a firm or registered person has an internet presence would be 
burdensome either. In Regulatory Notice 14‐19, FINRA excluded electronic 
mail from the type of communication which would require a BrokerCheck 
disclosure. Additionally, FINRA reviewed several popular social media sites, 
including Facebook and LinkedIn, and determined appropriate places for a 
BrokerCheck disclosure. If it is too difficult for firms to ensure their registered 
persons are making the appropriate disclosures on these websites, perhaps they 
should not be using them.  

We request FINRA reconsider the extent to which the disclosures will be 
made, and not unnecessarily limit the disclosure. Firms and registered persons 
interact with potential customers through a number of different media and 
investors should be protected regardless of how the firm and registered person 
reaches them.  

With respect to the scope of information provided to the public through 
BrokerCheck, PIABA remains concerned FINRA has not taken any steps to 
expand the information and make it more comprehensive. As itself FINRA 
notes, the information in BrokerCheck is derived from the Central Registration 
Depository (the “CRD”). However, BrokerCheck does not make most of the 
information contained within the CRD available to the public. There are 
significant gaps in the information available to investors in certain states if 
they request a CRD Snapshot from their state securities regulator compared 
with what would be available through BrokerCheck.  

BrokerCheck continues to exclude critical information relating to reasons 
for termination and internal investigations. BrokerCheck does not disclose tax 
liens or bankruptcies if they occurred more than 10 years ago. BrokerCheck 
does not disclose how many times a registered person has taken an exam, or 
how many times they have failed it. This information is not uniformly 
available from state securities regulators due to variations in state public 
records laws.  

Importantly, unlike BrokerCheck where the information is provided 
instantaneously and for free, CRD Snapshot reports requested from some 
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states cost consumers money; must be requested either by telephone, by email, 
or through the state securities regulator’s website; and may not be delivered 
for hours or days after the request. FINRA has taken the position publicly that 
BrokerCheck reduces the search costs for investors associated with acquiring 
valuable information about firms and registered persons; however, this is only 
effective if the search done through BrokerCheck eliminates the need for 
further research. Currently it does not. For an investor to be truly informed, 
they must still contact their state securities regulator to ensure that 
BrokerCheck has not left out critical information about the firm or registered 
person they will often be trusting with their life.  

FINRA must harmonize the information available through BrokerCheck 
with the information available from the state securities regulators, such as 
Florida or Iowa. FINRA has examined this issue long enough. It is time to act.  

PIABA thanks you for the opportunity to comment on this important topic.  
 
Sincerely yours,  
Joseph C. Peiffer,  
PIABA President 
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The following PIABA Comment Letter regarding the Proposed Rule Change 
Relating to SR-FINRA-2015-019 was submitted to the Securities and 
Exchange Commission by Joseph Peiffer on July 28, 2015 (prepared with the 
assistance of Christopher Gray, Adam Nicolazzo and Justine Lozada.). 
 
 
Brent J. Fields, Secretary  
Securities and Exchange Commission  
100 F Street, NE  
Washington, DC 20549‐1090  
 
Re: File No. SR‐FINRA‐2015‐019; Proposed Rule Change to Amend FINRA 
Rule Series 9100, 9200, 9300, 9550, and 9800 Regarding Temporary and 
Permanent Cease and Desist Orders  
 
Dear Mr. 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") relating to investor protection.  

I thank the Commission for the opportunity to comment on the proposed 
rule change to amend FINRA Rule Series 9100, 9200, 9300, 9550, and 9800 
regarding temporary and permanent cease and desist orders. FINRA’s 
proposal would, inter alia, allow the FINRA Hearing Panel to impose a cease 
and desist order upon a showing of a likelihood of success on the merits, and 
not by a preponderance of the evidence.  

PIABA supports the adoption of the new standard for cease and desist 
orders. The Rule 9840, which states the standard for cease and desist orders, 
is especially important for investor protection. Currently, Rule 9840 requires 
a finding “by a preponderance of the evidence that the alleged violation 
specified in the notice has occurred.” The main feature of the proposed 
amendment to FINRA Rule 9840 would change the evidentiary standard for 
temporary cease and desist proceeds to a “showing of a likelihood of success 
on the merits.”  

This proposed amendment, if adopted, would apply the appropriate 
evidentiary standard in cease and desist proceedings, make FINRA 
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disciplinary proceedings consistent with other jurisdictions, and allow FINRA 
to use this investment protection tool more frequently.  

 
I. The Likelihood of Success on the Merits is the Appropriate 

Evidentiary Standard in Cease and Desist Proceedings 
 

Currently, to obtain a cease and desist order, Rule 9840 requires a finding:  
     (1) by a preponderance of the evidence that the alleged violation specified 
in the notice has occurred; and  

(2) that the violative conduct or continuation thereof is likely to result in 
significant dissipation or conversion of assets or other significant harm to 
investors prior to the completion of the underlying disciplinary proceeding 
under the Rule 9200 and 9300 Series.  

This is the same evidentiary standard used in the ultimate disciplinary 
proceeding. The proposed change to Rule 9840 would significantly alter the 
first prong by requiring “that the Department of Enforcement or Department 
of Market Regulation has made a showing of a likelihood of success on the 
merits.”  

FINRA should consider defining likelihood of success in a manner that 
would allow FINRA Enforcement the opportunity to more frequently exercise 
this important investor protection tool. The Hearing Panel should be 
empowered to issue a Temporary Cease and Desist Order if it finds that the 
FINRA Department of Enforcement or Department of Market Regulation has 
preliminarily demonstrated that it is likely to be able to prove the alleged 
violative conduct by a preponderance of the evidence at the final hearing.  

The “preponderance of the evidence” standard imposes an unnecessarily 
high burden for injunctive relief. While FINRA’s prosecuting department 
gathers enough evidence to overcome this burden, investors will continue to 
suffer considerable harm in the meantime.  

The purpose of cease and desist orders is to protect “significant economic 
interests.”1 They are an important investor protection tool intended to prevent 
further harm to investors. As FINRA notes, a temporary cease and desist order 
would “prevent the likely and significant dissipation or conversion of assets.”2 
The “likelihood of success on the merits” standard would enable FINRA’s 

                                                 
1. Cardtoons, L.C. v. Major League Baseball Players Ass'n, 208 F.3d 885, 897 (10th 
Cir. 2000). 

2. File No. SR‐FINRA‐2015‐019; Proposed Rule Change to Amend FINRA Rule 
Series 9100, 9200, 9300, 9550, and 9800 Regarding Temporary and Permanent 
Cease and Desist Orders, at *6.  
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prosecuting department to seek and obtain cease and desist orders more 
quickly. Consequently, aggrieved investors would receive greater protection 
the sooner a cease and desist order is obtained.  

Further, since a lesser showing is required at the preliminary stage, more 
time and effort can be devoted to meeting the “preponderance of the evidence” 
standard at the disciplinary proceeding. The improved efficiency of the 
proceeding would also enable FINRA’s prosecuting department to initiate 
more cease and desist orders. Thus, the new evidentiary standard for cease and 
desist proceedings would not only assist the victimized investors, but also 
protect potential new investors from ever being harmed by the same scheme.  
 

 
II. The Proposed Evidentiary Standard is Consistent with Other 
Jurisdictions  
 

The proposed change to Rule 9840 to the evidentiary standard from 
“preponderance of the evidence” to “likelihood of success on the merits” 
would put FINRA in line with other jurisdictions. The Supreme Court of the 
United States, for example, has recognized that in order to obtain a preliminary 
injunction, a showing of a “likelihood of success on the merits” is required.3 
Further, the Securities and Exchange Commission (“SEC”) uses this standard 
when determining whether to issue a stay.4 Just as the current and proposed 
Rule 9840 requires a showing of “significant harm,” the courts5 and the SEC6 
require evidence of “irreparable harm.” Thus, if approved, FINRA’s 
evidentiary standard for cease and desist proceedings would harmonize the 
present standard in other jurisdictions.  

 
 

 
                                                 
3. Glossip v. Gross, 2015 U.S. LEXIS 4255, at *22 (June 29, 2015); Winter v. 
NRDC, Inc., 555 U.S. 7, 20 (2008).  

4. Harry W. Hunt, Exchange Act Release No. 68755, 2013 SEC LEXIS 297, at *9 
(Jan. 29, 2013); Richard L. Sacks, Exchange Act Release No. 34‐57028, 2007 SEC 
LEXIS 3019, at *5‐6 (Dec. 21, 2007). 

5. Winter, 555 U.S. at 20; Cisco Tech., Inc. v. Certification Trendz Ltd., 2015 U.S. 
Dist. LEXIS 83125, at *3 (2nd Cir. June 26, 2015).  

6. Whitehall Wellington Invs., Inc., Exchange Act Release No. 43051, 2000 SEC 
LEXIS 1481, at *4 (July 18, 2000); Monica J. Lindeen, Securities Act Release No. 
9808, 2015 SEC LEXIS 2408, at*9 (June 16, 2015). 
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III. FINRA Should Use Temporary Cease and Desist Proceedings More 
Frequently When Necessary  
 

Temporary cease and desist orders are intended to protect investors from 
continuing harm. However, this purpose can only be realized when such orders 
are actually sought and obtained. FINRA has thus far been too cautious.  

As FINRA acknowledges in the rule proposal, only seven temporary cease 
and desist orders have been obtained in the past 12 years. FINRA further notes 
that it “intends to continue to use its authority in a similarly judicial manner.” 
As noted above, the proposed “likelihood of success on the merits” standard 
would expedite temporary cease and desist proceedings and provide investors 
with greater protection. However, the benefits of this new evidentiary standard 
cannot be fully realized if the actual proceedings are used sparingly. In order 
to make cease and desist proceedings a truly effective investor protection tool, 
FINRA should use these proceedings more frequently when the circumstances 
warrant their use.  

 
 
IV. Conclusion  
 

PIABA thanks the Commission for the opportunity to comment on this 
important proposed rule change. PIABA fully supports the current proposed 
rule change. PIABA hopes that FINRA will continue to take steps to ensure 
that temporary cease and desist proceedings remain an effective investor 
protection tool.  

 
Very truly yours,  
Joseph C. Peiffer, President  
Public Investors Arbitration Bar Association 
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The following PIABA Comment Letter regarding the Definition of the Term 
“Fiduciary”; Conflict of Interest Rule was submitted to the Employee 
Benefits Security Administration by Joseph Peiffer on July 21, 2015 
(prepared with the assistance of Benjamin Edwards, Brent Burns, Hugh 
Berkson). 
 
 
Employee Benefits Security Administration  
Office of Regulations and Interpretations  
Attn: Conflicts of Interest Rule  
Room N‐5655  
U.S. Department of Labor  
200 Constitution Avenue NW  
Washington, DC 20210  
 
Re: RIN 1210‐AB32: Definition of the Term “Fiduciary”; Conflict of Interest 
Rule – Retirement Investment Advice  
 
ZRIN 1210‐ZA25: 

• Proposed Best Interest Contract Exemption 
• Proposed Class Exemption for Principal Transactions in Certain Debt 

Securities between Investment Advice Fiduciaries and Employee 
Benefit Plans and IRAs 

• Proposed Amendment to Prohibited Transaction Exemption (PTE) 75‐
1, Part V, Exemptions From Prohibitions Respecting Certain Classes 
of Transactions Involving Employee Benefit Plans and Certain 
Broker‐Dealers, Reporting Dealers and Banks 

• Proposed Amendment to and Proposed Partial Revocation of 
Prohibited Transaction (PTE) 84‐24 for Certain Transactions 
Involving Insurance Agents and Brokers, Pension Consultants, 
Insurance Companies and Investment Company Principal Under-
writers 

• Proposed Amendment to and Proposed Partial Revocation of 
Prohibited Transaction Exemption (PTE) 86‐128 for Securities 
Transactions Involving Employee Benefit Plans and Broker‐Dealers; 
Proposed Amendment to and Proposed Partial Revocation of PTE 75‐
1, Exemptions From Prohibitions 

• Respecting Certain Classes of Transactions Involving Employee 
Benefits Plans and Certain Broker‐Dealers, Reporting Dealers and 
Banks 
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• Proposed Amendments to Class Exemptions 75‐1, 77‐4, 80‐83 and 83‐
1 

To Whom It May Concern: 
 

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 which govern the conduct of those who 
provide advice to investors. 

The Department of Labor has solicited comment on whether it should 
replace its 1975 regulations with a new definition of fiduciary investment 
advice. PIABA agrees that the new definition is a better reflection of the broad 
scope of the statutory text and its purpose, and will better protect investors 
from conflicts of interest, imprudence and disloyalty. The Department of 
Labor has issued a notice of proposed rulemaking as well as several proposed 
class exemptions, and in connection therewith, solicits comment on each. 

This comment letter will primarily focus on the delivery of investment 
advice to retail investors and those contemplating whether they should roll 
over their employer sponsored retirement plans into IRAs. Members of PIABA 
represent investors who have received flawed investment advice from brokers, 
oftentimes in connection with their retirement accounts. Our members have 
seen firsthand the harm that has resulted from the current system. Retirement 
investors will continue to be harmed if the status quo is maintained. The stories 
referenced in this letter describe events that have happened to actual investors. 
There are significant flaws in the system that can only be eliminated through 
remedial action. While PIABA agrees that investors would benefit from 
greater protection in all of their investment accounts, including nonretirement 
accounts, retirement funds hold special significance and deserve special 
protection immediately. 

When the Employee Retirement Income Security Act of 1974 (ERISA) 
was enacted, Congress recognized that retirement savings deserved special 
protections. Congress extended protections to IRAs as well through the 
Internal Revenue Code of 1986 (the Code). As individuals enter retirement, it 
is critical that their nest eggs that they have spent their lifetime earning and 
building are protected. Both ERISA and the Code provided that certain 
individuals who provided advice to retirement accounts would be considered 
fiduciaries. If these individuals violated their fiduciary duty to their customers, 
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both ERISA and the Code established penalties, thereby providing some level 
of protection for investors. However, currently, many individuals who provide 
advice to investors holding retirement accounts are not considered fiduciaries 
under ERISA and the Code, leaving a large gap in investor protection. Most 
importantly, many brokers are not deemed fiduciaries by either ERISA or the 
Code. The expanded definition of fiduciary under the proposed rule would 
change that, thereby finally closing the investor protection gap that has existed 
for the last few decades. 

Investment advice is typically provided to investors by two different types 
of financial advisors: investment advisers and brokers. Each is subject to 
different regulatory regimes, although there is some overlap in those who 
enforce the regulations. Investment advisers are subject to the Investment 
Advisers Act of 1940 (the “Advisers Act”) and the rules promulgated 
thereunder as well as state statutes and regulations. The Securities and 
Exchange Commission (the “SEC”) and the state securities regulators enforce 
those statutes and regulations. Brokers are governed by the Securities 
Exchange Act of 1934 (the “Exchange Act”) and the rules enacted thereunder 
as well as by state statutes and regulations. In addition, brokers are regulated 
by the Financial Industry Regulatory Authority (“FINRA”), a self‐regulatory 
organization and are subject to the rules established by FINRA. 

Investment advisers must adhere to a fiduciary duty standard, which is 
derived from judicial interpretations of the Advisers Act. The fiduciary duty is 
defined by case law to include the duty of loyalty and care, and the obligation 
to always put the client’s interests before and above the investment adviser’s 
own interests when he interacts with a client. Brokers, on the other hand, must 
adhere to a suitability standard which is premised on a FINRA rule, and 
requires that a broker have a reasonable basis for believing that a 
recommendation of a security or an investment strategy is “suitable” for a 
client, based on the client’s investment profile. It should be noted, however, 
that a number of states impose a fiduciary duty upon brokers as a matter of 
common law. Thus, brokers are subject to the suitability standard and may also 
be subject to a fiduciary standard depending on the state in which they are 
doing business and the nature of their relationship. 
 A retirement investor receiving investment advice could receive advice 
from someone who owes them a fiduciary duty, or someone who only owes 
them the lesser suitability standard. The overwhelming majority of investors 
do not understand with whom they are doing business. 

Investors’ ability—or inability—to distinguish between investment 
advisers and brokers is aggravated by the industry’s confusing use of titles like 
“Financial Advisor,” “Wealth Management Specialist,” and “Vice‐President 
of Investments” for brokers. In fact, there are so many various professional 
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designations available that FINRA has an entire section of its website devoted 
to defining these designations. The North American Securities Administrators 
Association (“NASAA”) also recognized this as a problem and adopted a 
model rule prohibiting the misleading use of senior and retiree designations to 
address concerns over particularly troubling designations.1 

Although the brokerage industry argues that retirement investors 
understand the services offered by investment professionals, and choose the 
individual and service that best suits their needs, most investors don’t know 
the difference between brokers and investment advisors – and the industry is 
well aware of that fact. The simple truth is that more than three out of four 
investors don’t understand that the current laws and rules impose different 
duties on brokers and investment advisers, according to a 2010 survey 
conducted for the Consumer Federation of America (CFA), AARP, the 
Investment Adviser Association, the Financial Planning Association, the CFP 
Board, the North American Securities Administrators Association (NASAA), 
and the National Association of Personal Financial Advisors.2 More recently, 
a 2015 study confirmed that most retail customers think their financial advisor 
– regardless of which type of advisor it is – is a fiduciary.3 The industry is 
well‐aware of the confusion. In a survey open to all brokers, investment 
advisers, and insurance consultants and producers, 97 percent of them said 
“investors don’t understand the differences between brokers and investment 
advisers.”4 

                                                 
1. See “State Securities Regulators Announce New Model Rule on the Use of Senior 
Certifications and Professional Designations,” NASAA, April 1, 2008, available at 
http://www.nasaa.org/5685/state‐securitiesregulators‐ announce‐new‐model‐rule‐on‐
the‐use‐of‐senior‐certifications‐and‐professional‐designations/. 

2. See Infogroup/ORC, “U.S. Investors & The Fiduciary Standard: A National 
Opinion Survey,” September 15, 2010, available at http://www.cfp.net/docs/public‐
policy/us_investors_opinion_survey_2010‐09‐16.pdf?sfvrsn=2. 

3. See Spectrem Group, “Fiduciary – Do Investors Know What It Means,” 2015, 
available at http://349ab54c3b58919c6638‐ff70f51d4942f2bbd11ba0e41cfec 
577.r51.cf2.rackcdn.com/Fiduciary%20Whitepaper.pdf 

4. See “Trustworthy Advice and Individual Investors: Will Regulators Act in 
Investors’ Best Interest?” issued in August 2013 to report the findings of the 2013 
fi360‐ThinkAdvisor Fiduciary Survey, available at http://www.fi360.com/ 
uploads/media/fiduciarysurvey_resultsreport_2013.pdf; see also “Seeking 
Trustworthy Advice for Individual Investors – Financial Intermediaries Indicate 
Strong Support for Fiduciary Standard” issued in February 2015 to report the 
findings of the 2015 fi360 Fiduciary Standard Survey, available at 
http://www.fi360.com/uploads/media/2015fiduciarysurvey.pdf; and “Fiduciary Duty 
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This confusion leads to investors seeking advice from individuals who 
they mistakenly believe are looking out for their best interests. The current 
system cannot continue as it is and adequately protect retirement investors. 
Investors suffer billions of dollars in losses each year due to conflicted 
financial advice. Every day, retirement investors receive conflicted advice 
which is not in their best interests which frequently leads to a drag on returns 
in their accounts, or a decline in their account value. Below is a story from 
investors who had to file a FINRA arbitration to recover their losses. 
• William, an 80 year old retired plumber, and his wife, Elizabeth, were long 

standing members of Nativity Parish in Overland Park, Kansas. They met 
their broker, Charles, at their church, where he was also a member. The 
broker Charles recommended that the couple invest in a closed end mutual 
fund, which was a proprietary product of the brokerage firm that employed 
Charles. He invested William’s IRA in the fund and almost all of 
Elizabeth’s trust account. This was the couple’s retirement savings which 
represented a lifetime or work and frugality. Charles earned a substantial 
commission by choosing this particular product because the mutual fund 
was a proprietary product of the brokerage firm. As a result of his 
conflicted advice regarding this investment, the couple lost a substantial 
amount of their retirement savings, $50,000 in a little over a year, money 
they did not have time to re‐earn at that late stage of their lives. Since 
Charles was only a broker, he did not owe William and Elizabeth a 
fiduciary duty. His only obligation was to follow FINRA’s suitability 
standard. He justified his recommendation to invest the majority of the 
couple’s retirement savings into the mutual fund by saying it was a 
suitable investment, and that fact that Charles was financially incentivized 
to choose this particular investment over others was irrelevant. 
The failure to impose a strong national fiduciary duty is costing the 

American public billions of dollars. As the group SaveOurRetirement.com has 
noted: “Every single day that passes without a strong fiduciary duty means 
between $57 million and $117 million of retirement savers’ hard-earned 
money is lost due to conflicted investment advice, amounting to at least $21 
billion annually. These are real financial hardships and they militate against 

                                                 
and Investment Advice: Attitudes of 401(k) and 403(b) Participants,” a report 
published by the AARP in September 2013 (majority of participants concerned 
investment advice by plan providers not held to fiduciary standard). All related 
documents available at http://www.aarp.org/research/topics/economics/info‐
2014/fiduciary‐duty‐and‐investment‐advice‐‐‐attitudes‐of‐401‐k‐‐and‐4.html. 
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any further delay in the rulemaking process.”5 The current regulatory regime 
allows brokers to put their own interests above those of their clients. According 
to a February 2015 report by the Council of Economic Advisers entitled, “The 
Effects of Conflicted Investment Advice on Retirement Savings,” Americans 
are actually suffering $17 billion in losses annually due to conflicted advice 
they receive from financial advisors under the existing regulatory system.6 

It is necessary that this rule proposal be enacted to protect retirement 
investors. PIABA supports the scope of the proposal to cover all retirement 
accounts, advice directed towards IRAs and rollovers. Below we will discuss 
the Best Interest Contract Exemption and why this is necessary to replace the 
current suitability standard. 

 
 
Best Interest Contract Exemption 

 
The Best Interest Contract Exemption allows brokers to engage in what 

would otherwise be prohibited transactions so long as they enter into a contract 
with retirement investors and agree to certain parameters on the relationship 
which are intended to protect these investors. PIABA supports the best interest 
contract exemption. Most importantly, the contract would require brokers to 
acknowledge their fiduciary status under either ERISA or the Code with 
respect to any recommendation to a retirement investor to purchase, sell or 
hold an asset. As discussed above, it is often confusing for investors to fully 
understand a broker’s obligation because of the various regulatory schemes 
under which financial advisors operate and the confusing titles used. The Best 
Interest Contract Exemption would eliminate any confusion and make the 
obligation clear to both the broker and the investor. 

PIABA is supportive of the disclosures the exemption requires. 
Oftentimes, retirement investors are given advice to invest their retirement 
savings in products that are complex, and that they cannot possibly understand. 
The brokers will oftentimes tell their customers that there are no fees 
associated with the investment simply because the customers have not been 
charged a commission. However, the brokers fail to disclose to their customers 

                                                 
5. See http://saveourretirement.com/cms/wp‐content/uploads/2015/02/DOL‐SOR‐
Letter‐Comment‐Period‐Request‐5‐8‐15.pdf. 

6. See https://www.whitehouse.gov/sites/default/files/docs/cea_coi_report_final.pdf. 
“Conflicted advice” refers to advice given on particular investment products where 
the financial advisor is compensated in fees and commissions that depend on which 
investment product the customers buys. 
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the fact that while they may not receive a commission, they are still being 
compensated by the issuer for selling the investment. The customers do not 
understand that there are conflicts of interest impacting the brokers’ 
recommendation that do not align with the customers’ interests. 

A popular product that is sold in this manner is variable annuities. FINRA 
has questioned the appropriateness of placing a variable annuity in an IRA, yet 
brokers regularly recommend that investors purchase annuities in their IRAs, 
usually because the broker will earn a substantial payment from the annuity 
company.7 Brokers defend their recommendations, claiming they are 
“suitable” for investors because of some benefit the annuity offers, such as a 
death benefit or future income benefit. Yet, the annuities will often have high 
internal fees and a substantial penalty if money is withdrawn early. 
• Robert was a 70 year old retired business owner suffering from 

Parkinson’s disease, living in Missouri. From 2005 until 2010, Robert’s 
broker Mitch managed his substantial retirement savings, including 
Robert’s IRA. Mitch recommended that Robert purchase a variable 
annuity in the amount of $330,000 in his IRA. The broker also sold Robert 
another variable annuity in the amount of $1,000,000 in his trust account. 
Mitch failed to explain the fees associated with the annuities, failed to 
explain how it would be invested in the sub‐accounts, and failed to disclose 
how he would be generously compensated for selling the annuity. 
Eventually, Robert sought the advice of an investment adviser who 
explained to Robert what he was invested in. At that point, Robert was 
unable to cancel these investments without incurring substantial penalties. 
As a result, his money remained inaccessible. Unfortunately, at that point, 
it was too late to undo the damage Mitch had done. 
Mitch attempted to justify his recommendations of variable annuities, 

claiming the investments met FINRA’s suitability standard. While it is 
arguable whether these investments met that standard, under such a standard, 
it does not matter if there are better or optimal investments available. 

PIABA also supports the restrictions on the types of securities that may be 
sold to investors under this exemption. Brokers often recommend complex 
securities in customers’ retirement accounts that generate income. Again, 
                                                 
7. See “Variable Annuities: Beyond the Hard Sell”, available at 
http://www.finra.org/investors/alerts/variableannuities‐beyond‐hard‐sell, (“Investing 
in a variable annuity within a tax‐deferred account, such as an individual retirement 
account (IRA) may not be a good idea. Since IRAs are already tax‐advantaged, a 
variable annuity will provide no additional tax savings. It will, however, increase the 
expense of the IRA, while generating fees and commissions for the broker or 
salesperson.”). 
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brokers attempt to justify the recommendation by ignoring the complexity of 
the investments and the customers’ ability to understand the investments and 
instead focus on whether there is any colorable claim to be made for arguing 
whether the investment met the customers’ stated investment objectives. 
• One such example is Mabel, a 75 year old retiree living in Florida. She 

retired in 2006 from a bank, where she had worked for 25 years in an 
administrative capacity. She met her broker, John, who had a desk at the 
bank, although he worked for a separate brokerage firm. Mabel rolled her 
employment retirement plan, almost $280,000, into an IRA with John. 
Initially, the broker purchased three separate, Class A mutual funds with 
90% of Mabel’s retirement funds. Within a year, the broker recommended 
that Mabel sell some of the mutual funds and invest approximately a third 
of the account in structured securities. When those securities matured, the 
broker purchased reverse convertible securities. Within only a matter of 
months, Mabel lost a third of her retirement account. The broker, John, 
justified the purchases under the suitability rule, ignoring Mabel’s lack of 
understanding of the products. 
The need for income is an important one for a retiree. They have usually 

lost the ability to earn income and must rely on their investments to generate 
income to offset the spending down of their savings. When an investor has 
identified the goal of having their retirement funds provide for their day to day 
expenses for the rest of their life, they turn to their broker to determine the best 
way to make that happen. Brokers may overlook the underlying risk to 
principal inherent in the security and focus instead on the income generated by 
the investment. Too many times, investors report to our members that there is 
little or no discussion of the other relevant aspects of the investment such as 
the liquidity, surrender or penalty charges, and the internal fees. However, the 
investor may have unforeseen long term care or other medical expenses and 
require access to his or her retirement funds. This short‐sighted focus on 
income harms the investor in the longer term. Additionally, there is often no 
discussion of the compensation to the broker, or the brokerage firm’s 
association with the issuer of the security. 

PIABA supports the exclusion of specific types of securities within the 
exemption for several reasons. The exemption would prohibit the sale of non‐
traded real estate investment trusts(“REITs”) and private placements. There 
have been well publicized problems with investments in non‐traded REITs and 
private placements in recent years, and brokers’ recommendations of REITs 
to retirees have caused significant problems for investors. There have been a 
number of disciplinary actions against brokerage firms by FINRA related to 
their sales practices of both REITs and private placements: 
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• In 2014, FINRA fined Berthel Fisher & Company Financial Services, Inc. 
and its affiliate, Securities Management & Research, Inc., a combined 
$775,000 for supervisory deficiencies, including Berthel Fisher's failure to 
supervise the sale of non‐traded REITs.8 

• In 2012, FINRA ordered David Lerner Associates, Inc. (DLA) to pay 
approximately $12 million in restitution to affected customers who 
purchased shares in the Apple REIT Ten, a nontraded $2 billion REIT that 
DLA sold.9 

• In early 2015, FINRA ordered Brookville Capital Partners LLC to pay full 
restitution of more than $1 million to the victims and fined the firm 
$500,000 for fraud in connection with the sale of a private placement 
offering called Wilshire Capital Partners Group LLC.10 

• In 2011, FINRA sanctioned a total of 10 firms and 17 individuals for 
selling interests in several high‐risk private placements, including those 
issued by Provident Royalties, LLC, Medical Capital Holdings, Inc. and 
DBSI, Inc., which ultimately failed, causing significant investor losses.11 
It is important that these products not be sold to unsuspecting retirement 

investors who believe their money is being invested appropriately and in their 
best interests. 
• Kristen is 61 years old and lives in Colorado. In 2007, Kristen’s husband 

passed away. She inherited her late husband’s retirement account and 
turned to Robert, a broker, whom she trusted would help her through this 
difficult time. He invested Kristen’s retirement nest egg, which had over 
$600,000 in assets, in mutual funds which his firm had a relationship with, 
in a number of non‐traded REITs, and into several private placements. In 
addition to the firm’s relationships with the mutual funds, the brokerage 
firm was also involved in the offering of at least two of the private 
placements. Robert never disclosed to Kristen his or his firm’s financial 

                                                 
8. See http://www.finra.org/newsroom/2014/finra‐fines‐berthel‐fisher‐and‐affiliate‐
securities‐managementresearch‐775000. 

9. See http://www.finra.org/newsroom/2012/finra‐sanctions‐david‐lerner‐associates‐
14‐million‐unfairpractices‐sale‐apple‐reit. 

10. See http://www.finra.org/newsroom/2015/finra‐sanctions‐brookville‐capital‐
partners‐15‐million‐andbars‐president‐anthony. 

11. See http://www.finra.org/newsroom/2011/finra‐sanctions‐eight‐firms‐and‐10‐
individuals‐sellinginterests‐troubled‐private and http://www.finra.org/newsroom/ 
2011/finra‐sanctions‐two‐firms‐and‐sevenindividuals‐selling‐private‐placements‐
without. 
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incentives in choosing the investments he did. Instead, his supposed focus 
was on Kristen’s investment needs. In 2014, Kristen transferred her 
account away from the broker; however she is still unable to sell many of 
the investments because they are illiquid. 

• Al also ended up investing in a non‐traded REIT. Al retired after working 
for 29 years for the City of Redmond Parks Department in Washington. 
He sought advice from two brokers, Robert and Leslie, trusting that they 
would properly advise him on his retirement. They convinced him to roll 
his 401(k), in which he had accumulated over $500,000, into an IRA. Al’s 
wife also transferred her IRA to Bob and Leslie. They recommended that 
the couple invest their retirement savings into a variety of complex 
investments, including several private placements and a non‐traded REIT. 
Al and his wife were never told that they could lose money. The risks were 
never explained to them. They thought their money was safe and that they 
would receive income from these accounts to support them in their 
retirement. However, because of the type of investments that brokers Bob 
and Leslie had chosen, Al and his wife lost $350,000 of their retirement 
savings. 
As described above, a number of private placements have turned out to be 

fraudulent, completely wiping out the retirement savings of those who were 
invested. 
• Dayton is a broker in Kansas. He sold a series of private placements, later 

discovered to be ponzi schemes, to a number of investors throughout 
Kansas. 
o He recommended that Jerry and Glenda purchase $200,000 of the 

fraudulent securities in their IRAs. Both were retired, living primarily 
on social security. The couple had first met the broker in 2004 at a 
free dinner seminar he hosted. He impressed them with his strong 
Christian faith. 

o Another couple, Wayne and Laraine met Dayton in 2004 at a free 
lunch seminar. The following year, they attended a free dinner 
seminar that the broker hosted alongside one of the issuers. Wayne 
was a retired industrial distributor and Laraine was an executive 
secretary. They invested $235,000 of their IRA money in the fraudulent 
private placements. 

o Ed and Rose met Dayton at a free dinner seminar in 2003. Ed is a 
retired dentist, working part time as a shuttle driver for a car dealer. 
Ed and Rose also live primarily on Social Security. The broker 
invested a total of $140,000 of their IRAs in the fraudulent private 
placements. 
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o Marvin and Delores met the broker at a free dinner seminar he hosted 
in 2003. Several years later, in 2007, the broker invested Martin’s 
$25,000 IRA in the fraudulent securities. 

Each of these customers trusted that Dayton was acting in their best 
interests and managing their retirement money safely. They all lost 
everything. Both the broker and his firm were highly compensated by the 
issuer of the fraudulent securities based on the amount of securities they 
were able to sell. This was a serious conflict of interest which incentivized 
the broker to recommend the fraudulent securities to his clients without 
overly scrutinizing the issuers. As a result, the broker justified the potential 
income the securities produced, and concentrated his clients in these 
investments, while compensating himself and his firm handsomely at the 
same time. 
The exemption would prohibit other complex products as well. This would 

protect an unknown number of investors. 
• Nick was 91 years old, living off his savings in an assisted living facility 

in Missouri. Beginning in 2003, when he was 84 years old, and continuing 
throughout the financial crisis, his broker purchased a number of Real 
Estate Mortgage Investment Conduit (“REMIC”), CMOs. At various 
times, the CMOs represented between 25% and 60% of Nick’s IRA. Nick 
lost over a third of the value of these investments, without ever even 
understanding what his broker had invested his retirement savings in or 
the risks involved.  
In addition to complex products, the exemption would prohibit the sale of 

promissory notes. For a number of investors, promissory notes, while being 
touted as meeting their retirement income needs, have ended up being scams. 
• Larry is 69 years old, lives in Missouri and suffers from Lou Gehrig’s 

disease or ALS. ALS is a progressive neurodegenerative disease that 
affects nerve cells in the brain and the spinal cord. Eventually, the ability 
of the brain to initiate and control muscle movement is lost. In 1998, Larry 
retired from AT&T and rolled over his retirement plan into an IRA. For 
the next decade, the brokerage firm managed his retirement account 
conservatively. In 2010, his broker, Jimmy, called Larry and told him he 
had an investment opportunity for his IRA. He recommended that Larry 
invest approximately half of his IRA, $100,000, in a promissory note that 
would pay 10% interest in 60 days. The broker represented the investment 
as completely safe, with a high return. Larry trusted Jimmy and did as he 
recommended. However, the promissory note failed and Larry’s 
investment was completely lost – half of Larry’s retirement money was 
now gone. Because the investment required Larry to withdraw money from 
his IRA, Larry also incurred a significant tax liability, which he could not 
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pay. Larry was left with only $90,000 in his IRA to sustain him through 
retirement with a debilitating illness. 

• The broker, Jimmy, also advised other clients to invest their retirement 
savings in the same promissory notes. When Bonnie retired in 2007, Jimmy 
recommended she roll over her pension into an IRA, which he would 
handle. In 2010, Jimmy made the same pitch to Bonnie that he made to 
Larry, recommending that she withdraw almost all of the money in her 
IRA and invest it in a promissory note. She followed Jimmy’s advice, and 
withdrew $95,000. She was reassured the money would be returned within 
15 days. Like Larry, Bonnie never received the money back, and she also 
suffered significant tax liabilities. Bonnie is still trying to find part time 
work, which has been difficult. She had worked seasonally for the IRS, but 
her unpaid tax liability caused her to be formally reprimanded by the IRS. 
Additionally, her credit has been affected because of the precarious 
financial position she was placed in. 
There have been widespread repercussions from the sale of promissory 

notes that turned out to be ponzi schemes. 
• Bobby was a broker in New York who offered multiple services to his 

clients, including tax preparation services, investment advice, and other 
services out of his one‐stop shop. Between 2003 and 2005, he 
recommended that a number of his clients invest in a promissory note that 
was guaranteed to pay 9% in interest every year. Many agreed, believing 
that Bobby knew what was best for them, since he knew their full financial 
picture and had prepared their taxes for many years. Here are examples 
of just some of the investors who took Bobby’s advice and decided to invest 
in this particular promissory note: 
o Robert and his wife, both retirees, invested their life savings, including 

$160,000 from Robert’s 401(k). Irene invested her 401(k), valued at 
$24,000. Steve invested the full proceeds of his 401(k), rolling over 
$95,000. Connie rolled over her 401(k) valued at almost $200,000. 
Larry invested his 401(k), worth over $75,000. Erin invested the 
$70,000 from her 401(k). Several clients cashed out their pension 
plans and invested them in the promissory notes. Johanna invested the 
entire proceeds of her pension plan. Mary invested just under a million 
dollars, representing a pension earned over a life time working. Edda, 
also retired, invested over $300,000 from the proceeds of her pension. 
Bobby also recommended the investment for IRAs. He recommended 
it to John, aged 74, who invested over $200,000 from his IRA in the 
promissory note. Cora, 75 years old, invested over $250,000 of her 
IRA in the investment. Erin invested $50,000 from her IRA in the 
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promissory note. In the end, it turned out the investment was a ponzi 
scheme. 

Each person who invested lost everything. Their entire retirement savings 
were gone with a single investment. 

With the exception of variable annuities, each of the investments outlined 
above would not have been permitted under the proposed Best Interest 
Contract Exemption. These retirement investors would have been protected if 
the exemption were in place. 

When it comes to fighting investor claims in arbitration, brokerage firms 
consistently maintain that they have no obligation whatsoever to uphold 
anything resembling a fiduciary duty. “Suitability,” as defined by FINRA, is 
simply not the same as a fiduciary duty, as commonly defined under the law. 
When discussing the suitability rule, FINRA itself states: “The requirement 
that a broker’s recommendation must be consistent with the customer’s best 
interests does not obligate a broker to recommend the ‘least expensive’ 
security or investment strategy (however ‘least expensive’ may be quantified), 
as long as the recommendation is suitable and the broker is not placing his or 
her interests ahead of the customer’s interests.”12 

This is hardly the sort of unambiguous guidance one would want for those 
handling retirees’ life savings. Perhaps the clearest evidence that a fiduciary 
duty places a stronger obligation upon a broker is found when investors file 
claims in arbitration and the industry unwaveringly denies the existence of a 
fiduciary duty.13 If the suitability and fiduciary standards imposed roughly the 
same duties, then brokerage firms would not so strenuously deny in arbitration 
that a fiduciary duty exists. A clear contract which specifies what the broker’s 
duties are would better protect investors than the current standard, and would 
hold brokers accountable when something does go wrong. 

To prevent the issues outlined above with respect to variable annuities, 
PIABA urges the removal of variable annuities from the list of permissible 
                                                 
12. See FINRA Rule 2111 (Suitability) FAQ, available at http://www.finra.org/ 
industry/faq‐finra‐rule‐2111‐suitability‐faq. 

13. See PIABA’s March 25, 2015 Report, “Major Investor Losses Due to Conflicted 
Advice: Brokerage Industry Advertising Creates the Illusion of a Fiduciary Duty,” 
available at https://piaba.org/piaba‐newsroom/reportmajor‐investorlosses‐due‐
conflicted‐advice‐brokerage‐industry‐advertising‐cre. PIABA’s report gave multiple 
examples of actual Answers filed in FINRA arbitrations with customers in which 
broker‐dealers denied having a fiduciary duty, and even included one Answer that 
included an Affirmative Defense that the firm’s duties to Claimants were limited to 
“transactional duties.” In other words, the broker‐dealer disavowed liability because 
it was only an order taker doing what the customer wanted. 
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investments available under the Best Interest Contract Exemption. There are 
inherent conflicts of interests associated with variable annuities and, as FINRA 
itself has pointed out, a lack of a clear benefit derived from owning most forms 
of a variable annuity within an IRA. 

PIABA believes it is also important that the rule cover all retirement 
advice regardless of how it is given, even when on a one time basis. 
Occasionally, retirement investors will handle their own accounts through 
discount brokerage firms, but still seek advice through the firm’s telephone 
representatives. When those representatives give investment advice, they 
should be held to a fiduciary standard. 
• Philip, a retiree in Texas, had his IRA with an online brokerage firm. He 

received a lump sum retirement distribution, and rolled it into his IRA. He 
sought advice about what to do with the money once it was in his account. 
In early February 2008, Patrick, a phone representative with the 
brokerage firm, advised Philip to invest the money, $1.1 million, in an 
auction rate security, because it was a safe, liquid investment. 
Unfortunately, at that time, the auction rate securities market had begun 
to have problems, which was well known. A week later, the auction 
markets froze and Philip lost access to his retirement savings. Two years 
later, Philip was still trying to access his money. Unfortunately, the 
telephone representative did not owe Philip any duty to give him advice 
that would be in his best interests. 
It is important that the exemption takes the form of an enforceable contract 

and that the broker’s obligation is clearly spelled out in the contract. Prior to 
this rulemaking, brokers often placed clauses in their contracts which required 
IRA investors to disclaim that they were relying on the advice they received 
from their brokers when investing. Although the brokers were making 
recommendations to buy, sell or hold investments, and the investors were 
coming to the brokers specifically for that advice, the brokers disclaimed any 
liability for the advice they gave because of the contracts they had the clients 
sign. 

When clients sued their brokers in FINRA arbitration for poor investment 
advice, brokers would point to the contracts to demonstrate that the investors 
agreed that they were not relying on the brokers’ advice. Moreover, brokerage 
firms regularly argue that there is no private right of action for a violation of 
the FINRA suitability rule, claiming investors have no right of recovery even 
if their brokers gave bad advice. Further, in those states where brokers are 
already deemed fiduciary under state common law, brokers regularly disclaim 
such obligations when investors seek to hold them to such standards in 
arbitration and, as discussed above, claim that the highest standard they can be 
held to is the suitability standard. 
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A written contract will eliminate any ambiguity as to the brokers’ 
obligations to their customers. Moreover, the warranty to comply with all 
federal and state law regarding the rendering of investment advice will prevent 
a broker from disclaiming any state law that would apply. PIABA also 
supports the ban on exculpatory provisions that would disclaim or otherwise 
limit liability for a broker’s actions. 

The Best Interest Contract Exemption permits the inclusion of mandatory 
arbitration clauses in the contracts. While PIABA does not support this section 
of the rule proposal, PIABA recognizes that brokerage firms will continue to 
be permitted to include such clauses in their other brokerage account 
agreements with customers. PIABA believes that all mandatory arbitration 
clauses should be prohibited, but prefers that such an approach not be 
piecemeal. PIABA does support the ban on class action waivers. 

 
 

Fiduciary Duty Carve‐Outs for Investor Education Information 
 
PIABA has some concerns about the carve‐out to fiduciary investment 

advice for investor education information. While it is important that retirement 
investors receive adequate investor education to make informed decisions 
about their retirements, to the extent the investor education information is 
provided by a broker during a free lunch or free dinner seminar or is provided 
on the premises of an employer, the carve‐out is problematic. For years, 
NASAA, the SEC and FINRA have discussed concerns with free lunch and 
free dinner seminars. As discussed above, broker Dayton met each of his 
clients at either a free dinner or free lunch seminar. With respect to rollover 
advice, brokers often make their introductions to their future clients at 
“educational” seminars held on the premises of the companies. They then 
follow up with their prospects, giving them investment advice at the next 
meeting. However, the seminar has already primed these prospects for the 
broker’s advice – to either retire early and cash out their pension or to rollover 
their 401(k) to an IRA handled by the broker. 
• Veit and his wife, Karen, live in California. In 1994, Veit decided to retire 

early from Pacific Bell when his job was relocated. Veit attended a 
seminar held on Pacific Bell’s premises by a broker, Marilyn. Following 
that seminar, Marilyn convinced Veit to take a lump sum distribution 
rather than the pension, and invest the money with her. She also convinced 
him to roll over his 401(k) into an IRA which she would then manage. She 
placed all of the money into a variable annuity. Four years later, Karen, 
was faced with a similar choice, and once again, the broker convinced her 
to take a lump sum distribution and invest the money with her. Again, 
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Marilyn convinced Karen to also roll over her 401(k) into an IRA which 
Marilyn would also manage. The broker invested Karen’s retirement funds 
in two variable annuities. The broker set up each of the variable annuities 
with monthly distributions and led the couple to believe they would receive 
income for life. The advice to retire early and invest in the variable 
annuities was riddled with conflicts of interest that were never disclosed – 
that the annuities were issued by a company affiliated the brokerage firm; 
that Marilyn received a large commission for selling the annuities; and 
that the couple would have received greater income by taking the pensions 
rather than the lump sum distributions. By 2006, Veit’s account was 
completely depleted. By 2007, Karen’s accounts were completely 
depleted. By 2011, the couple was bankrupt. 

• Another broker, Sharon, met with a number of Pacific Bell employees in 
California who were offered early retirement. Each employee was offered 
the option of a defined benefit pension or a lump sum payout. Two of the 
employees, Adela and Lauro, first attended seminars given by the broker 
on Pacific Bell premises, and then met with the broker at their homes. The 
other employees, Karrell, William, Connie and Philip all met with the 
broker at their homes as well. Sharon told each one the same thing – if 
they took the lump sum and invested with her, they would be able to take 
money each month for the rest of their lives, and there would be money to 
leave to their children or their estates. In addition to investing the lump 
sum distributions, Adela, Karrell, William and Connie each rolled over 
their 401(k)s to Sharon as well. Sharon invested all of their money into 
variable annuities. The advice Sharon gave each investor was conflicted 
– if the employees did not retire or if they chose to take a pension rather 
than the lump sum pay‐out, the broker would not be paid. She did not 
disclose these conflicts nor did she disclose the risks inherent in the course 
she recommended – the costs involved in the variable annuities; that the 
withdrawals she advised each investor they could take would likely deplete 
the accounts and would not be able to sustain their retirements; or that the 
principal of each account was at risk. 
If these investment seminars were not permitted, the brokers would not 

have established the relationships which lead to conflicted advice. These types 
of seminars are even more dangerous than free lunch or free dinner seminars 
because the investors are not receiving an invitation in the mail from a stranger. 
They are being invited to the seminar by their employers, in the breakroom or 
the company auditorium. They believe the broker has been vetted by their 
employer, is acting on behalf of their employer or has come at the invitation 
of their employer. They don’t understand they are walking into a sales pitch. 
They begin the relationship with a level of trust that would not otherwise exist. 
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When the broker is going over their options during the seminar and explaining 
all of the ways to invest their retirement money, the broker doesn’t explain that 
if they leave their money in the pension, the broker will not earn a commission. 
The broker doesn’t explain that the only way he or she makes any money is 
when an account is opened and the 401(k) is rolled over into an IRA. The 
broker only talks about all of the ways an investor can earn money through 
various investments that it just so happens that his or her firm sells. These sales 
pitches should not be permitted under the rule and should explicitly be 
excluded from the carve‐out for investment education information. 

Biased investor education may take other forms as well: 
• William was a water technician for the Johnson County Water District in 

Kansas. After he retired, he invested his 457 Retirement Plan in an 
annuity. After hearing a broker, Dean, on his Saturday morning talk radio 
show discussing retirement, Will requested a copy of a book discussed on 
the show. At that point the broker started an intense sales effort to 
convince Will to sell his annuity and roll over his IRA to the broker so that 
he could manage it. Dean said he would invest the money so that it would 
grow by at least 6% each year. Eventually Will did. Dean rolled Will’s 
money into a variable annuity, yet failed to disclose the many conflicts of 
interest he had. He failed to explain that by investing in a new variable 
annuity, Will was incurring new surrender penalties. Yet, had Will left the 
money where it was, Dean would not have earned any commission. Will 
now works part time for the Kansas Department of Transportation 
because of the losses he suffered as a result of his broker’s investment 
advice, which Will thought was in his best interests. 
Whenever investment education information is tied to a sales pitch or 

followed by a recommendation by a broker, it should be covered by the 
definition of fiduciary investment advice. 

 
 

Principal Transactions in Certain Debt Securities 
 
PIABA support the exemption for principal transactions in certain debt 

securities. PIABA also supports the disclosure the proposal requires. Investors 
do not currently receive adequate information about debt securities. FINRA 
recently issued a regulatory notice seeking comment on additional disclosures 
it proposes to require on fixed income securities. There have been a number of 
disciplinary actions against firms by FINRA over the last few years concerning 
excessive markups and markdowns of debt instruments: 
• In 2012, FINRA fined Citi International Financial Services LLC $600,000 

and ordered more than $648,000 in restitution and interest to more than 
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3,600 customers for charging excessive markups and markdowns on 
corporate and agency bond transactions.14 

• In 2013, FINRA fined StateTrust Investments, Inc. over $1 million for 
charging excessive markups and markdowns in corporate bond 
transactions and ordered the firm to pay more than $353,000 in restitution 
and interest to customers who received unfair prices. FINRA found that 
85 of the transactions, in particular, operated as a fraud or deceit upon 
the customers.15 

• Also in 2013, FINRA fined Morgan Stanley Smith Barney LLC and 
Morgan Stanley & Co. LLC $1 million and ordered $188,000 in restitution 
plus interest for failing to provide best execution in certain customer 
transactions involving corporate and agency bonds, and failing to provide 
a fair and reasonable price in certain customer transactions involving 
municipal bonds.16 
It is important that there be transparency in the bond markets where so 

little information is available to investors. 
 
 

Ensuring Good Advice for Retirement Investors 
 
Since this rule proposal was released, the brokerage industry has engaged 

in a campaign of fear mongering, forecasting that advice and services will not 
be available for small accounts if brokers are held to a fiduciary standard. Not 
only is there no support for such a statement, the evidence supports a contrary 
conclusion. 

In 2013, the overwhelming majority of participants in the fi360‐
ThinkAdvisor Fiduciary Survey said that extending a fiduciary standard to 
brokers “would not price investors out of the market for advice” and that 
“operating at a higher standard can save clients money over the longterm.”17 
Both academic researchers and the SEC have also concluded that investors’ 

                                                 
14. See http://www.finra.org/newsroom/newsreleases/2012/p125821. 

15. See http://www.finra.org/Newsroom/NewsReleases/2013/P288973. 

16. See http://www.finra.org/Newsroom/NewsReleases/2013/P317817. 

17. See, Findings of the 2013 fi360‐ThinkAdvisor Fiduciary Survey, supra note 4. 
Specifically, 83 % of the fee only, 72% of the fee/commission, and 66.67% of the 
commission‐only respondents agreed that a fiduciary standard would not price 
investors out of the market for advice. 
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access to financial advisors and products will not be affected by a fiduciary 
duty rule. 

A 2012 study conducted by Michael Finke, Ph.D. and Thomas Langdon 
considered the availability of brokers and financial products in states that 
maintain strong fiduciary duties, limited fiduciary duties, and no fiduciary 
duties and found: “A sample of advisers in states that have either a strict 
fiduciary standard or no fiduciary standard are asked whether they are 
constrained in their ability to recommend products or serve lower‐wealth 
clients. We find no statistical differences between the two groups in the 
percentage of lower‐income and high‐wealth clients, the ability to provide a 
broad range of products including those that provide commission 
compensation, the ability to provide tailored advice, and the cost of 
compliance.”18 

Likewise, the SEC found that, even if a fiduciary standard was adopted for 
brokers, retail investors should “continue to have access to the various fee 
structures, account options, and types of advice that investment advisers and 
broker‐dealers provide.”19 The SEC considered the issue of whether a fiduciary 
standard would likely limit investors’ access to advice and products and found 
that it could make the recommendation and still “assure that retail investors 
continue to have access to various investment products and choice among 
compensation schemes to pay for advice.”20 The brokerage industry has 
demonstrated that it can find a way to comply with needed investor protection 
rules and also continue dealing with customers of all sizes. The costs of 
compliance associated with a fiduciary duty standard are not meaningfully 
different from those associated with a mere suitability rule. The Finke and 
Langdon study addressed this issue and found that there is no statistically 
significant increase in compliance costs in states in which there is a clear 
fiduciary standard and ones in which there is no fiduciary standard.21 
Furthermore, the SEC’s study found that it was possible for it to engage in 

                                                 
18. See Michael Finke and Thomas P. Langdon, “The Impact of the Broker‐Dealer 
Fiduciary Standard on Financial Advice,” March 9, 2012, available at 
https://www.onefpa.org/journal/Pages/The%20Impact%20of%20the%20Broker‐
Dealer%20Fiduciary%20Standard%20on%20Financial%20Advice.aspx. 

19. See “Staff Study Recommending a Uniform Fiduciary Standard for Conduct for 
Broker‐Dealers and Investment Advisers,” 2011, available at 
https://www.sec.gov/news/press/2011/2011‐20.htm. 

20. Id. 

21. See Finke and Langdon, supra note 18. 
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rulemaking on the subject while minimizing cost and disruption.22 The impact, 
if any, will be felt by those firm designed to promote their own interests by 
offering a small menu of high‐cost options to investors. 

The Consumer Federation of America found: “While firms of all sizes will 
have to adjust their business practices to comply with the rule, there is no valid 
basis for the claim that small firms would be put out of business. For small 
firms, the key to compliance will be the initial selection of the product menu 
they offer to retirement savers to ensure that it comports with a best interest 
standard. Firms that already offer a mix of reasonably priced, high‐quality 
investment options that allows for creation of a diversified portfolio should see 
relatively little impact from the rule. They would have to enter into a contract 
with clients, make best interest recommendations, and provide disclosures 
with regard to costs and conflicts, but their business could otherwise continue 
largely unchanged. Those whose business is built around the sale of a few 
high-cost, low-quality products will face a more significant change to come 
into compliance, but that is appropriate. Either the sponsors of the investment 
products they recommend will have to adjust their products to make them more 
competitive under a best interest standard, or the firm will have to consider 
changing its product mix or, in the case of high -cost products, rebating fees 
that don't meet the reasonableness standard. While firms are likely to see some 
increase in compliance cost, including the cost associated with new 
disclosures, investment advisers who serve the small saver market under a 
fiduciary standard have shown that it is possible to serve this market 
affordably."23 
 
 
 
 
 
 
 
 
 

                                                 
22. See “Staff Study Recommending a Uniform Fiduciary Standard for Conduct for 
Broker‐Dealers and Investment Advisers,” supra note 19. 

23. See "DOL Delivers on its Promise: Conflict of Interest Rule Proposal Provides 
Needed Protections for Retirement Savers, Flexibility for Financial Firms," available 
at http://www.consumerfed.org/pdfs/1S0S07%20DOL-revised%20rule%20Qand 
A.pdf. 
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Conclusion 
 
PIABA thanks the Department of Labor for the opportunity to comment 

on this important rulemaking. We are hopeful that this opportunity to protect 
investors will not pass without action. If we can offer any further information, 
please feel free to contact us. 

 
Very truly yours, 
Joseph C. Peiffer 
PIABA, President 
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The following PIABA Comment Letter regarding the File No. 265-28 was 
submitted to the Securities and Exchange Commission by Joseph Peiffer on 
July 14, 2015 (prepared with the assistance of Robert Banks, Jr., Hugh 
Berkson, Jason Doss, Samuel Edwards and Joseph Peiffer). 
 
 
Brent J. Fields, Secretary 
Securities and Exchange Commission 
100 F Street, NE 
Washington, DC 20549-1090. 
 
Re: File No. 265-28 
 
Dear Mr. Fields: 
 

This letter is being submitted on behalf of the undersigned organizations 
in support of the 
Investor Advisory Committee’s (“IAC”) recommendation that the SEC: 

• develop a disciplinary database for violations of the securities laws that 
will allow elders and other investors to easily conduct searches of any person 
or firm sanctioned for these violations; 

• take steps to reduce the complexity of background searches by taking 
steps to simplify the search process, including steps to ensure comparable 
quality between BrokerCheck and IAPD and the development of an 
appropriately named site that will permit elders and other investors, through a 
single search, to access information in all databases supervised in whole or in 
part by the SEC; 

• seek to obtain the agreement from other federal regulators, self-
regulatory organizations, and state regulators for the development of a single 
site that will permit a search of all relevant databases that provide background 
information on financial market professionals. 

We believe that creating a comprehensive, simple, and accurate one-stop-
shop for consumers to conduct free background checks on their trusted 
financial professional(s) is critical to protecting investors. As a result, we 
applaud the IAC’s recommendations to improve the quality and consistency 
of this important type of publicly available information. 

The undersigned also recognize that carrying out the above recommended 
improvements will take time to accomplish. As a result, improvements can and 
should be made in the short-term that are consistent with the goal of improving 
the overall quality and consistency of information to the investing public, 
particular the elderly. 
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As described in more detail below, the undersigned organizations implore 
the IAC to recommend that the SEC exercise its regulatory authority to require 
FINRA to improve the disclosures contained in its BrokerCheck Reports. In 
March 2014, PIABA released a report entitled The Inequality of Investor 
Access To Information (“PIABA Report”), which thoroughly explained how 
FINRA omits critical information from its BrokerCheck Reports even though 
the information is publicly available from some state securities regulators in 
the form of CRD Snapshot Reports. Importantly, the information contained in 
BrokerCheck Reports and CRD Snapshot Reports are derived from the same 
database. The PIABA Report provides real examples of how CRD Snapshots 
provide more complete information than FINRA’s BrokerCheck Reports. See, 
e.g., pgs. 7-12, PIABA Report attached hereto. The PIABA Report correctly 
concludes that FINRA’s BrokerCheck Reports should be harmonized with the 
reports from states that provide the most information so that all investors have 
equal access to the same important background information. A copy of the full 
PIABA Report is attached. Highlights from the PIABA Report as well as new 
information about FINRA’s efforts to promote BrokerCheck are discussed 
below. 
 
 
A. FINRA Markets BrokerCheck Reports As An Important And 
Comprehensive Tool For Investors To Obtain Background Information 
About Financial Professionals. 
 

As the IAC is aware, FINRA holds out BrokerCheck as an important 
investor education and protection tool. FINRA actively markets BrokerCheck 
Reports to consumers as a way for investors to conduct due diligence in 
selecting financial professionals. In its online brochure about BrokerCheck 
Reports, FINRA states: 

Smart investing starts by selecting an investment professional or firm 
who is right for you. That’s where BrokerCheck comes in.1 
On June 1, 2015, FINRA launched a national ad campaign promoting 

BrokerCheck.2 In its press release, FINRA described its BrokerCheck Reports 
as “FINRA’s free online tool that allows investors to access information about 
every broker’s employment history, certifications and licenses, as well as 

                                                 
1. http://www.finra.org/sites/default/files/BrokerCheck_Card_4x9.pdf. 

2. http://www.finra.org/newsroom/2015/finra-launches-national-ad-campaign-
promoting-brokercheck. 
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regulatory actions, violations or complaints made against them.”3 The release 
also boasts that BrokerCheck can be used to avoid hiring “bad brokers”, saying 
that if investors are to avoid “leap-before-you-look mistakes when choosing a 
broker—they should use BrokerCheck.”4 

In a print advertisement available on FINRA’s website, FINRA states: 
You wouldn’t [e.g. select a hairdresser without checking first.] So why 
would you invest without checking BrokerCheck. Especially since 
BrokerCheck® by FINRA® is so easy. Simply visit the site and type 
in your broker’s name. Then presto! You’ve got information on 
employment history, certifications, licenses and complaints. You can 
also get information about your broker’s firm. These days, you check 
everything, so there’s no reason not to check your broker with 
BrokerCheck®5 
There is no question FINRA portrays BrokerCheck Reports as important, 

accurate and comprehensive. As explained in more detail below, despite 
FINRA marketing efforts, FINRA continues to omit material information 
about brokers in its BrokerCheck Reports even though this same CRD 
information is publicly available from many state securities regulators. FINRA 
does not alert investors that more complete information is available from other 
sources. The lack of complete information in FINRA’s BrokerCheck Reports 
has the potential to mislead investors into believing that all relevant 
information has been disclosed when it has not. 
 
 
B. States Make Information Available through a CRD Snapshot Reports 
 

As the IAC is aware, information in BrokerCheck is derived from the 
Central Registration Depository (“CRD”), an online registration and licensing 
database. Operated pursuant to policies “developed jointly with the North 
American Securities Administrators Association,” the CRD system consists of 
information reported by broker-dealers, associated persons, and regulatory 
authorities on uniform registration forms. Through the CRD, firms and 

                                                 
3. Id. 

4. Id. 

5. http://www.finra.org/sites/default/files/BrokerCheck_Ad.pdf. 
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individuals are able to register with multiple states and self-regulatory 
organizations.6 
 
Broader access to the CRD system’s information may be obtained from a 
number of states which disclose information about brokers licensed to do 
business in their state. These more comprehensive reports are commonly 
referred to as CRD Snapshot Report(s). Some states, such as Florida and Iowa, 
provide consumers with CRD Snapshot Reports that disclose substantially 
more information from the national CRD system than the FINRA 
BrokerCheck system discloses. These states’ CRD Snapshot Reports exclude 
only personal information such as social security numbers and home 
addresses. 

Assuming that consumers are even aware state regulators may provide 
more complete information about financial professionals, states differ on what 
information is provided in the CRD Snapshot Report because each state is 
governed by its state public records laws. In addition, most states only provides 
information about brokers licensed by that state. Therefore, consumers cannot 
always contact a state securities regulator such as Florida, which is governed 
by very broad public records laws, and obtain the more expansive CRD 
Snapshot Report. 

Importantly, unlike BrokerCheck where the information is provided 
instantaneously and for free, CRD Snapshot reports requested from some 
states cost consumers money; must be requested either by telephone, by email, 
or through the state securities regulator’s website; and may not be delivered 
for hours or days after the request. 

All of this leads to the conclusion that FINRA’s BrokerCheck Reports 
should be as comprehensive as the CRD Snapshot Reports provided by states 
such as Florida and Iowa so that all investors have equal access to the same 
crucial background information. 
 
 
C. FINRA Excludes Important Information from BrokerCheck 
 

In contrast to the states with the most comprehensive disclosure of 
information, FINRA exercises it statutory authority to exclude information 
contained in CRD Snapshot Reports. To date, it appears FINRA’s rationale for 
not disclosing the same amount of information as these states is based on 

                                                 
6. Recommendation of the Investor as Owner Subcommittee: Empowering Elders 
and Other Investors:  Background Checks in the Financial Markets at pages 6-7. 
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“personal privacy and fairness” to FINRA members.7 This rationale, however, 
is flawed given that the same information excluded from the BrokerCheck 
Reports is already publicly available from these states. Moreover, FINRA has 
designated itself as an advocate for investor protection, and, as a result, the 
SEC should mandate FINRA place the interests of the investing public above 
any vague notion of privacy or fairness to the financial advisors entrusted with 
clients’ life savings and retirement accounts. 

In January 2011, the SEC released a study pursuant to the Dodd Frank Act 
entitled, SEC Study and Recommendations on Improved Investor Access to 
Registration Information About Investment Advisers and Broker-Dealers, 
January 2011 (the “SEC Study”). The SEC Study correctly states that not all 
information in the CRD is disclosed to the public through BrokerCheck.8 The 
SEC Study stated: 

• Reasons and Comments Related to Termination. In situations where a 
broker-dealer terminates a registered representative, BrokerCheck 
Reports exclude the reason for the termination and any comments from 
the former registered representative regarding the termination, although 
this information is reported on Form U5. FINRA also excludes from 
BrokerCheck, generally, information on Form U4 for registered 
representatives who have terminated registration more than ten years 
ago.9 

It is important for consumers to know all reportable facts and 
circumstances surrounding brokers’ terminations from their firms. For 
example, investors considering whether to hire a new broker to manage their 
life savings have a legitimate interest in knowing whether that person has been 
fired from a previous firm and the circumstances surrounding that termination. 
In addition, existing customers commonly follow terminated brokers to their 
new firm(s) and they certainly have a legitimate need to know this information 
to be able to determine whether the broker is trustworthy. 

                                                 
7. See e.g. SEC Release No. 34-60462; File No. SR-FINRA-2009-050, August 7, 
2009, Self-Regulatory Organizations; Financial Industry Regulatory Authority, Inc.; 
Notice of Filing of Proposed Rule Change Relating to FINRA Rule 8312 (FINRA 
BrokerCheck Disclosure); (“FINRA believes this measured expansion of 
BrokerCheck strikes a balance between, on the one hand, investor protection 
interests, and on the other hand, personal privacy and fairness to former registered 
persons.”) 

8. See SEC Study at p. 21 (internal citations omitted). 

9. See SEC Study at p. 21-22 (internal citations omitted); see also FINRA Rule 
8312(d)(4). 
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• Formerly Reportable Information. Certain information that was, but is 
no longer required to be, reported through the registration and licensing 
process is not disclosed through BrokerCheck. This information 
includes, for example, judgments and liens originally reported as 
outstanding that have been satisfied and bankruptcy proceedings filed 
more than ten years ago.10 

Reasonable investors would have good cause not to engage or hire a broker 
who has demonstrated that he or she cannot properly manage their own 
finances. For example, a reasonable investor would want to know whether 
their financial advisor has ever filed for bankruptcy, not just in the last 10 
years. Similarly, reasonable investors would also want to know if their broker 
has ever had IRS tax liens levied against them or judgments that arise from, 
for example, a breach of duty. Once again, this information is publicly 
available on CRD Snapshot Reports regardless of whether, for example, an 
IRS tax lien was levied more than 10 years ago and/or has been satisfied. 

• Examination Details. Scores on industry qualification examinations, and 
failed examinations, are also excluded from BrokerCheck Reports, 
although BrokerCheck displays industry examinations that a registered 
representative has passed.11 

CRD Snapshot Reports include much more information about scores on 
industry qualification examinations including information about failed exams. 
Reasonable investors may believe this type of information speaks to the basic 
competency of their broker. If an investor decides this information is an 
important factor to consider when choosing a broker, they should be permitted 
to have access to the information in making a better and more informed 
decision. 

Additionally, even though it was not discussed in the SEC Study, unlike 
CRD Snapshot Reports, BrokerCheck does not release “Internal Review 
Disclosure” information. Rule 8312(d)(3) states: 

FINRA shall not release "Internal Review Disclosure" information 
reported on Section 7 of the Form U5[.] 

One of the questions in Section 7 contained in Form U-5 entitled, Internal 
Review Disclosure, asks: 

7B. Currently is, or at termination was, the individual under 
internal review for fraud or wrongful taking of property, or 
violating investment-related statutes, regulations, rules or industry 
standards of conduct? 

                                                 
10. See SEC Study at 21-22; see also FINRA Rule 8312(b)(2). 

11. Id; see also FINRA Rule 8312(b)(2)(E). 
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It is unimaginable that any reasonable investor would not want or need to 
know the answer to this question. Once again, this information, along with 
detailed descriptions about the nature of the investigated conduct under 
review, is publicly available from some state regulators. 

Given that this information is already contained within the system, there 
is no reason that public investors located across the country should not have 
access to it, regardless of the state in which they reside. If a broker is not 
registered with Florida, or another state with a similar system, such 
information will continue to remain unavailable to the public absent an 
expansion of BrokerCheck. 
 
 
D. Continuing Calls for Greater Access 
 

For many years, PIABA, the SEC, multiple academics, and NASAA have 
recognized the problem and called on FINRA to more fully disclose the CRD’s 
information through BrokerCheck.12 In 2010, PIABA and others called for 

                                                 
12. See Cmt. Ltr., William A. Jacobson, Esq., Associate Clinical Professor of Law, 
Cornell Law School, and Director, Cornell Securities Law Clinic and Adisada Dudie, 
Cornell Law School, 2011, available at http://www.sec.gov/comments/sr-finra-2010-
012/finra2010012-8.pdf (“In our comment to the Securities and Exchange 
Commission ("SEC") dated September 8, 2009 regarding File Number SR-FINRA-
2009-050, the Clinic asked FINRA to modify its proposal and make the entire 
BrokerCheck record available indefinitely”); Cmt. Ltr., Lisa A. Catalano, Director, 
Associate Professor of Clinical Legal Education and Christine Lazaro, Supervising 
Attorney, Securities Arbitration Clinic, St. John's University School of Law, 
available at: http://www.sec.gov/comments/sr-finra-2010-012/finra2010012-7.pdf 
(“Certain states, such as Florida, will make the broker’s CRD available to investors 
that request it, while other states do not . . . We urge FINRA to consider expanding 
BrokerCheck to ensure that the investing public has equal access to the information 
available about brokers regardless of where they do business.”); Cmt. Ltr., Joelle B. 
Franc, Student Attorney; Jonathan P. Terracciano, Student Attorney; and Birgitta K. 
Siegel, Esq., Visiting Asst. Professor; Securities Arbitration & Consumer Law 
Clinic, Syracuse University College of Law, available at: http://www.sec.gov/ 
comments/sr-finra-2010-012/finra2010012-10.pdf (“the full information available 
through a request to state regulators should likewise be made available directly 
through BrokerCheck.”); Cmt. Ltr., Scott R. Shewan, President, Public Investors 
Arbitration Bar Association, available at: http://www.sec.gov/comments/sr-finra-
2010-012/finra2010012-4.pdf (“Because FINRA is the gatekeeper for this 
information, it should endeavor to ensure that the investing public has equal access 
to the information available. Investors in Florida should not be more protected than 
investors in New York.”); Cmt. Ltr., Melanie Senter Lubin, Maryland Securities 
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FINRA to harmonize the BrokerCheck system with the information disclosed 
by Florida, because it is inequitable for many investors to be denied access to 
information within a national database merely because their state has not 
implemented the same disclosure laws and procedures as Florida.13 

Highlighting the issue’s importance, the SEC approved certain changes to 
the BrokerCheck system in 2010 and encouraged FINRA to harmonize 
BrokerCheck’s disclosures with those available from the states. It specifically 
stated that: 

The Commission urges FINRA to consider the information as 
suggested by the commenters. This information is available from the 
individual states; however, it would be more accessible through 
BrokerCheck.14 

To date, FINRA has ignored its critics and failed to provide more detailed 
information and, yet, FINRA continues to market BrokerCheck Reports as 
comprehensive. 
 
 
E. The Need For Action 
 

As illustrated above, FINRA actively encourages investors to use 
BrokerCheck so they can make informed decisions about their brokers. FINRA 
also requires firms to notify investors repeatedly about the availability of 
BrokerCheck. Nevertheless, FINRA then misleads investors into believing 
they are obtaining complete and adequate information about their brokers. 
FINRA has chosen not to further expand BrokerCheck in an effort to protect 
the interests of its members in the securities industry, rather than the investors 
it has promised to protect. 

Accordingly, the SEC should exercise its regulatory authority and require 
FINRA to harmonize the information on BrokerCheck Reports with the 
information already publicly available from states similar to Florida with broad 
public records laws. BrokerCheck Reports should, like Florida, only exclude 
personal information such as social security numbers, home addresses, etc. 
There is simply no valid reason that the same CRD information is a public 
record at the state level but is not publicly available from FINRA. 
                                                 
Commissioner and Chair, NASAA CRD/IARD Steeling Committee, available at: 
http://www.sec.gov/comments/sr-finra-2010-012/finra2010012-3.pdf (“We also 
remain concerned with FINRA's decision to exclude other critical information. . . “). 

13. Id. 

14. SEC Release No. 34-62476; File No. SR-FINRA-2010-012, at 15. 
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Thank you in advance for your attention to this important matter. 
 
Sincerely, 
 
/s/                        
Jason R. Doss                                
President of PIABA Foundation        
Co-author of PIABA Report            
                        
/s/ 
Christine Hines 
Consumer and Civil Justice Counsel 
Public Citizen, Congress Watch division 
 
/s/                        
Joseph C. Peiffer 
PIABA President                
 
/s/ 
Christine Lazaro 
Associate Professor of Clinical Legal Education 
Director, Securities Arbitration Clinic 
St. John's University School of Law 
Co-author of PIABA Report 
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The following PIABA Comment Letter regarding the Regulatory Notice 15-
19 was submitted to the Financial Industry Regulatory Authority by Joseph 
Peiffer on July 13, 2015 (prepared with the assistance of Brent Burns and 
William Young, Jr.). 
  
 
Marcia E. Asquith 
Office of the Corporate Secretary 
FINRA 
1735 K. Street, NW 
Washington, D.C. 20006-1506 
pubcom@finra.org  
 
Re:  Regulatory Notice 15-19 (Comment on Revised Proposed Rule to 
Require Delivery of an Educational Communication to Customers of a 
Transferring Representative) 
 
Dear Ms. Asquith: 
 
 I write on behalf of the Public Investors Arbitration Bar Association 
("PIABA"), an international bar association comprised of attorneys who 
represent investors in securities arbitrations. Since its formation in 1990, 
PIABA has promoted the interests of the public investor in all securities and 
commodities arbitration forums, while also advocating for public education 
regarding investment fraud and industry misconduct. Our members and their 
clients have a strong interest in rules promulgated by the Financial Industry 
Regulatory Authority ("FINRA") relating to both investor protection and 
disclosure.  Our members and their clients have a strong interest in FINRA 
rules relating to both investor protection and disclosure.  As such, PIABA 
frequently comments upon proposed rule changes in order to protect the rights 
and fair treatment of the investing public. PIABA submits this comment 
because although the bar association believes the proposed rule is certainly a 
positive step, PIABA believes the rule should go farther in terms of education 
communication content and application.   
 
 
Background 
 
 Pursuant to Section 19(b) of Securities Exchange Act of 1934 (SEA), 
before becoming effective, a proposed rule must be authorized for filing by the 
Board of Governors and must be filed with the Securities and Exchange 
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Commission ("SEC") after a mandatory comment period.  As such, FINRA is 
seeking comment on a revised proposed rule. 
 The prior rule proposal, filed with the SEC in March 2014, had two 
components: (1) a disclosure obligation to former retail customers whom the 
recruiting firm attempts to induce to follow a transferring registered 
representative; and (2) a reporting obligation to FINRA where a transferring 
representative receives a significant increase in compensation.  Comments 
included concerns about the proposal’s competitive implications and 
operational aspects, as well as the effectiveness of the proposed compensation 
disclosures.  FINRA withdrew the initial rule proposal to further consider the 
comments received.   
 The current proposed rule would require a member firm that hires or 
associates with a registered representative (recruiting firm) to provide an 
educational communication to former retail customers who the member, 
directly or through the transferring representative, attempts to induce to 
transfer assets to the recruiting firm or who choose to transfer assets to the 
recruiting firm. The educational communication would highlight the potential 
implications of transferring assets to the recruiting firm and suggest questions 
a customer may want to ask to make an informed decision. The recruiting firm 
would be required to provide the educational communication at or shortly after 
the time of first contact with a former retail customer regarding the transfer of 
assets to the recruiting firm.  
 
 
Comments 
 
 In general PIABA supports the proposed rule because the bar association 
feels strongly that public investors would benefit from knowing about any 
potential conflicts of interest an enhanced compensation agreement may 
foster.  However, PIABA believes the educational material, while helpful, does 
not go far enough.  It does not require the firm to actually disclose potential or 
actual conflicts.  It instead merely shifts the burden to investors to ask their 
current firm or their broker to disclose these conflicts.  Moreover, the fact that 
the broker or current firm is not required to answer the proposed questions 
(listed on Attachment B) in writing as they relate the customer’s particular 
accounts poses additional concerns regarding the accuracy of those 
representations and the supervision of such statements.  The previous proposal 
would have provided a mandatory disclosure of any enhanced compensation.  
PIABA strongly believes that public investors should be informed if their 
registered representative is being paid additional “enhanced” compensation for 
merely bringing client assets to his new firm or for generating new 
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commissions and fee income above the usual payout grid during his first few 
months or years at the firm. Obviously such arrangements may color a 
representatives recommendations and approach to overall account 
management.    
 PIABA, FINRA and the Securities and Exchange Commission (the 
"Commission") all agree that registered representatives' compensation 
arrangements may create material conflicts of  interest  between registered 
representatives' and public investors' interests. As such, full disclosure of these 
potential conflicts should be required in any broker and client transfer scenario.  
In 2009, Mary L. Shapiro, then the Commission's Chairman, released an open 
letter to the chief executive officers of broker-dealer firms on the issue. 1  In 
her letter, Chairman Shapiro stated that enhanced compensation arrangements 
could motivate registered representatives to “churn customer accounts, 
recommend unsuitable investment products or otherwise engage in investment 
activity that generates.2  Similarly, in its October 2013 Report on Conflicts of 
Interest, FINRA made clear that "Financial compensation is a major source of 
conflicts of interest. The rewards firms offer associated persons may influence 
their behavior in ways that affect customer interests.3  
 PIABA wholeheartedly agrees with FINRA's observation that com-
pensation structures may influence registered representatives' behavior and 
believes that greater efforts  should  be  made to  ensure  that  customers  
understand  their  registered representative's compensation.  Far too often, 
retail customers do not understand their financial advisers' compensation or 
possible conflicts of interest.  In 2012, the Commission released its Study 
Regarding Financial Literacy among Investors (the "Literacy Study”).4  In 
addition to documenting that most retail investors lack basic financial literacy, 
the Literacy Study found that retail investors consider information about an 
investment advisor’s fees and conflicts of interest "to be absolutely essential."  
The Literacy Study also found that retail investors want "to receive disclosure 

                                                 
1.  SEC Chairman M. Schapiro, Open Letter to Broker-Dealer CEOs (Aug. 31, 
2009), available:  http://www.sec.gov/news/press/2009/2009-189-letter.pdf. 

2.  Id. 

3.  FINRA, Report on Conflicts of Interest 26 (Oct. 2013), available:  

https://www.finra.org/web/groups/industry/@ip/@reg/@guide/documents/industry/p
3S9971.pdf. 

4. SEC, Study Regarding Financial Literacy Among Investors (Aug. 2012), 
available: https://www.sec.gov/news/studies/2012/917-finoncial-literacy-study-
partl.pdf. 
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information before making a decision on whether to engage a financial 
intermediary or purchase an investment product or service."  PIABA applauds 
the revised proposed rule as a step in the right direction but is concerned that 
it may be too limited to address these problems adequately.  
 For example, the most recently proposed rule would require the 
educational communication to be provided to a former customer who seeks to 
transfer assets to an account assigned or to be assigned, to the representative 
at the recruiting firm absent contract (e.g., where a customer decides to transfer 
assets after learning from a general announcement or other sources that his or 
her registered representative has change firms). In such circumstances, the 
communication must be included in the account transfer approval 
documentation.  While this is a positive step, the current proposal does not 
specify supervisory procedures to insure compliance with the mandated 
communications.  PIABA believes that the proposed rule should include 
supervisory procedures rather than leaving it up to the individual firms to 
establish and maintain written policies and procedures to ensure compliance.  
PIABA does not believe it is sufficient to say that FINRA expects that firms 
can implement a system reasonably designed to achieve compliance with the 
delivery requirements through training, spot checks, certifications or other 
measures.5 PIABA also believes the requirement to provide communication 
should continue to apply for one year from the date the registered 
representative begins employment or associates with the recruiting firm, as 
opposed to the six month application currently called for in the proposed rule.6  
 Despite supporting the proposal, PIABA believes the rule does not go far 
enough to combat the magnified conflicts of interest created by enhanced 
compensation agreements.  In particular, FINRA's most recent proposed rule 
still only requires disclosure of an enhanced compensation agreement if a 
registered representative moves from one member firm to different member 
firm.  Consistent with FINRA and the Commission's reasoning that enhanced 
compensation creates disclosure-worthy conflicts, PIABA believes that  all  
enhanced  compensation  agreements should  be  disclosed  to  all  of the 
recruiting firm’s customers,  not just to the  former customers of a registered 
representative who has changed firms.  PIABA's proposed approach would 
help ensure that all customers receive material information about 
recommended securities transactions and potential conflicts of interest.  Lastly, 
PIABA believes the new rule should include a requirement that all customers 
assigned to the transferring broker confirm in writing receipt of the mandated 

                                                 
5. See FINRA Regulatory Notice 15-19 (May 2015), paragraph 2. 

6. Id at paragraph 3. 
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educational communication at or before establishing an account with the 
recruiting firm.  
 While the proposed educational communication requirements focus on 
any enhanced compensation agreements for the recruited registered 
representative, there are also inherent conflicts of interest when employees of 
the former firm are provided financial enhancements for retaining the 
departing broker’s clients. PIABA believes FINRA's proposed rule focuses too 
narrowly on enhanced compensation for registered representatives switching 
firms.  When a registered representative makes the decision to change firms, a 
scramble for control of the assets in his or her book of business ensues.   Given 
incentives as well as directives from the new firm, the registered representative 
must contact former clients and persuade them to join him or her at the 
recruiting firm.  With an enhanced compensation agreement, his or her pay 
may depend on how many clients he or she convinces to switch. There may 
also be additional incentives for levels of production over a certain period of 
time after the switch is completed (“Jump Agreements”).   
 Meanwhile, the branch manager or newly assigned brokers at the old firm 
may receive a bonus or other compensation for how many of the leaving 
broker’s clients they convince to remain at the old firm.  FINRA's proposed 
rule only requires the new firm to disclose enhanced compensation while 
allowing the old firm to remain silent about any enhanced compensation it may 
pay for convincing clients to abandon the trusted financial advisor who has 
changed firms.  If the  old  firm  retains  a significant  number of clients,  the  
transferred  registered representative  may need to find  new clients to generate 
enough revenue to meet production targets under any enhanced compensation 
agreement at the  new firm.  Because these recruitment and retention processes 
are such fertile ground for conflicts, PIABA believes that the customer should 
be told about all enhanced compensation agreements, in place, whether they 
be paid by the new firm or the old. The rule should be extended to include new 
customers who are subject to the same risks.  Surely, a registered 
representative's new customers deserve the same amount of material 
information as old customers.  Only then, will all clients of the transferring 
broker be able to make a fully informed decision as to the future management 
of their assets.  
 While the proposed rule requires the disclosure of the amount of upfront 
payments and potential future payments, the proposed educational 
communication may not adequately explain to customers what the conflict is.  
Customers should be told if the size of the advisor’s upfront compensation is 
being determined by the amount of commissions generated and assets held at 
the representative’s prior firm for the past twelve months.  This is particularly 
important because advisors are frequently given upfront bonuses based at their 
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trailing 12 month production at their prior firms.  This arrangement could 
incentivize brokers contemplating switching firms to “get their numbers up” 
in anticipation of the move.  This conflict of interest should be disclosed, even 
if after the fact, to customers so they can reassess the amount of commissions 
and fees generated from their account prior to the move. 
 More importantly, the customer should also be told that the advisor will 
only receive future bonus payments if he or she achieves certain production 
and/or asset targets over a certain time-frame.  The future bonus payments are 
regularly based on several years of production and/or asset targets.  The built-
in incentive to hit back-end production targets exposes the customer to the 
most danger from conflicted financial advisors.  The new rule must inform 
customers how long their commissions may be used to calculate their advisors' 
back-end compensation. As noted above, the SEC and FINRA both believe 
that enhanced compensation creates disclosure-worthy conflicts.  Therefore, 
customers must be told how long those enhanced compensation programs will 
last in order to properly assess their advisor’s recommendations against the 
advisor's personal motivation to hit her back-end targets and receive the 
additional enhanced compensation. 
 The most recent proposal, like those that came before, appears to 
contemplate the educational communication to be sent with the receiving 
firm’s new account documentation package.  This would permit the recruiting 
firm to pack an envelope with voluminous, soporific disclosures, ensuring that 
few of them will ever be read.  PIABA believes that enhanced compensation 
should be disclosed in writing, on its own, and sent before any account transfer 
documentation to ensure that retail customers will be able to make an informed 
decision about whether to change firms.  If the disclosures arrive with the 
account transfer documentation and glossy brochures about the new firm, 
customers may miss this important education communication. To that end, the 
enhanced compensation communication should be presented in a clear 
readable format. Moreover, the disclosure should not only include questions 
an investor may wish to ask, but should also give answers to at least the 
following questions:  
•  What is the registered representative's stated rationale for changing firms?  
•  Is the registered representative receiving enhanced compensation, and if 
so, for how long?  
• Is any of the enhanced compensation contingent on the registered 
representative's production at the new firm or on convincing his or her former 
clients to transfer firms?  
•  Are fees and commissions computed differently at the new firm?  
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Conclusion 
 
 In summary, PIABA supports FINRA's proposed rule requiring 
educational communications be sent to retail customers of a recruited broker, 
disclosing all enhanced compensation agreements and the potential conflicts 
of interest inherent in such agreements. However, PIABA believes the 
communication rule does not go far enough and should be expanded to include 
disclosure of all enhanced compensation plans and should be communicated 
to all current, former as well as new retail clients.  PIABA thanks FINRA for 
the opportunity to comment on this proposal.  
 
Very truly yours,  
Joseph C. Peiffer 
PIABA, President 
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The following PIABA Comment Letter regarding Regulatory Notice 15-16 
was submitted to the Financial Industry Regulatory Authority by Joseph 
Peiffer on July 2, 2015 (prepared with the assistance of Marnie Lambert and 
David Neuman.). 

 
 

Marcia E. Asquith  
Office of the Corporate Secretary 
FINRA 
1735 K Street, NW 
Washington, DC 20006-1506 
pubcom@finra.org 
  
Re:  Regulatory Notice 15-16, Proposed Rule Changes for FINRA Rules 
2210, 2214, and 2213 Regarding Communications with the Public 
 
Dear Ms. Asquith: 
 

I write on behalf of the Public Investors Arbitration Bar Association 
("PIABA”), an international bar association comprised of attorneys who 
represent investors in securities arbitrations. Since its formation in 1990, 
PIABA has promoted the interests of the public investor in all securities and 
commodities arbitration forums, while also advocating for public education 
regarding investment fraud and industry misconduct.  Our members and their 
clients have a strong interest in rules promulgated by the Financial Industry 
Regulatory Authority (“FINRA”) to govern the conduct of securities firms and 
their representatives.  In particular, our members and their clients have a strong 
interest in FINRA rules relating to the information provided to investors.  

In Notice 15-16, FINRA seeks comment regarding changes to Rules 2210, 
2214, and 2213 regarding communications with the public.  As detailed below, 
PIABA opposes these rule proposals, as they relax FINRA’s regulatory 
oversight and could harm investors.   
 
 
New Firm Communications 
 

For a one year period (from the effective date of a new FINRA member 
firm’s membership), FINRA rules currently require that all new firm file with 
FINRA “any retail communication that is published or used in any electronic 
or other public media . . .” at least 10 business days prior to the first use of 
communication.  FINRA is proposing to drop this requirement, because it 
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predates the internet and FINRA believes that member firms primarily reach 
customers and potential customers through the firms’ websites.  FINRA also 
believes that the long-standing requirement of filing retail communications 10 
business days before using them “unnecessarily delays firms’ abilities to 
communicate with the public” and there is no benefit to investors that cannot 
be accomplished by FINRA’s post-use review of communications. 

FINRA claims that the changes it is proposing are the result of a 
“retrospective review” of its rules regarding communications with the public 
that it launched in April 2014, the results of which were published by FINRA 
in a report in December 2014.  The report found that the rules “could benefit 
from some updating to better align the investor protection benefits and the 
economic impacts.”   

Rather than “aligning the investor protections benefits” with “the 
economic impacts” (or anything else for that matter), under the proposed rule 
changes FINRA eliminates the pro-active investor protection the current rule 
affords customers.  If the proposed rule goes into effect, new FINRA member 
firms would not have to obtain any FINRA pre-approval for common retail 
communications such as those in newspapers, magazines, or other periodicals 
and/or those on the radio, television, telephone or audio recording, video 
display, signs or billboards or motion pictures.  Instead, FINRA will only pre-
approve the use of one form of retail communication – a firm’s website.   
 Of course, as FINRA well knows, not every customer or potential 
customer uses the internet as the primary source of information about financial 
advisors, brokerage firms or investments.  Indeed, the “National Senior 
Investor Initiative” report that was released in April 2015, by the SEC and 
FINRA illustrates the different forms of communications that reach and are 
relied on by one segment of investors – seniors.   The report contains the 
observations from examinations conducted by the SEC Office of Compliance 
Inspections and Examinations and FINRA as part of their “collaborative 
effort” to determine and report on issues pertinent to “senior investors” (age 
65 and older). 

In the “Marketing and Communications” section of the report, the SEC 
and FINRA observed that firms promoted senior-related investment themes 
“through various channels such as brochures, print and electronic 
advertisement, newspaper columns, radio and television commercials, 
and seminars.”1 Yet, under the proposed rule changes, FINRA will not review 
and approve any such communications prior to them going to senior investors.  
Moreover, with regard to certain communications (radio shows and seminars), 
                                                 
1. See http://www.sec.gov/ocie/reportspubs/sec-finra-national-senior-investor-
initiative-report.pdf, p. 13(last visited on June 24, 2015) (emphasis added). 
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the SEC and FINRA examinations revealed potential rule violations such as 
misleading advertisements and failure to properly supervise the content of the 
shows, as well as potential failure to comply with a firm’s written supervisory 
procedures for seminar materials.2 

“Post-use” review of all retail communications (other than websites) by 
FINRA will not provide adequate investor protection for customers who lose 
their life savings after investing with a broker from an unknown start-up firm 
with flashy television or radio ads or a fancy seminar presentation.  Further, it 
is not clear that FINRA can effectively regulate advertising on a post-use basis.  
For example, according to the large defense firm, Sutherland Asbill & Brennan 
LLP (“Sutherland”), FINRA disciplinary actions in 2013 reflected a troubling 
enforcement trend – an “incredible slowdown in the amount of fines imposed 
in advertising cases.”3   

This stood out to Sutherland because advertising had been on its “Top 
Enforcement Issues” list in 2010-2012 (based on the amounts of fines 
assessed), and yet in 2013, there was a seventy-three percent (73%) decrease 
in the total fines assessed in advertising cases (even though there were 53 cases 
in 2013 and only 50 in 2012).4  Although advertising returned to Sutherland’s 
“Top Enforcement Issues” list for FINRA disciplinary actions in 2014, there 
were only 31 advertising disciplinary cases.5  It simply does not seem to be in 
the investing public’s interest to rely on FINRA to effectively regulate retail 
communications only after-the-fact. 

In light of the importance of the existing retail communication rules, and 
the real potential for greater harm to investors without those rules, FINRA 
should not eliminate the need for pre-use oversight of all but one form of retail 
communication.  FINRA has not provided sufficient evidence that brokerage 

                                                 
2. Id. at 13-15. 

3. See http://www.sutherland.com/NewsCommentary/Press-
Releases/161244/Annual-Sutherland-Analysis-of-FINRA-Sanctions-Shows-27-
Decrease-in-Fines-Number-of-Cases-Nearly-Identical. Sutherland generally only 
includes in its review those cases that resulted in fines of $200,000 or more.   

4. Id. 

5. See http://www.sutherland.com/NewsCommentary/Press-
Releases/170501/Annual-Sutherland-Analysis-of-FINRA-Sanctions-Reveals-
Blockbuster-Year-in-Fines-for-FINRA-but-Decrease-in-the-Number-of-Cases.  
Sutherland did note that the large increase in amounts fined in 2014 (to $17.2 
million) was largely attributable to a $15 million research analyst and research report 
case which included allegations related to improper promotions at IPO road shows.  
Id.  
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firms will save enough money if they are not required to file for pre-use 
approval of retail communications to outweigh the resulting harm to investors 
who could have been protected by the current rule.  Further, if it is too much 
of a financial burden on a new firm to comply with existing industry rules 
related to pre-use approval of communications with the public, then perhaps 
that firm should not be in the brokerage industry at this time. 
 
 
Investment Company Shareholder Reports 
 

FINRA currently requires firms to file the manager’s discussion of fund 
performance (“MDFP”) portion of a registered investment company’s 
shareholder report if it to be made available or distributed to potential 
investors.  FINRA has required the filing of MDFPs and treated them like any 
other retail communication even though shareholder reports are also required 
to be filed with the SEC.  FINRA is proposing to specifically exclude MDFPs 
from the filing requirements of the retail communications rules if the 
shareholder’s report containing the MDFP has been filed with the SEC.  
FINRA’s rationale for this proposed rule change seems to be that the MDFP 
“presents less investor risk than other types of promotional communications” 
and excluding MDFPs would be consistent with the fact that FINRA has 
previously excluded other similar types of documents from the filing 
requirements.   

In order for the proposed rule to offer any investor protection whatsoever, 
FINRA has to assume that the SEC adequately reviews regulatory filings when 
they are received and that the SEC will bring improper retail communications 
to FINRA’s attention.  The problem with these assumptions is that the SEC 
does not fully review all regulatory filings made on the EDGAR system, which 
is where such filings would be made.   

On May 28, 2015, Reuters reported that the SEC “does not fact check or 
make corrections to filings,” which makes sense if the SEC receives 
approximately 4,000 filings per day.6  The Reuters article was prompted by a 
letter that Senator Charles Grassley, from Iowa, sent to the SEC about his 
concern with a “systemic vulnerability” exposed with the EDGAR system 
when a fraudster was able to use the EDGAR site to file documents that 
reflected a phony takeover bid for Avon Products Inc.7 

                                                 
6. See http://www.reuters.com/article/2015/05/28/senate-sec-avon-prdcts-
idUSL1N0YJ21G20150528.  

7. Id. 
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In light of FINRA’s estimate that the proposed rule change would result 
in a decrease of 5,000 filings per year and the estimate that the SEC receives 
4,000 filings per day, which it does not meaningfully review, in order for 
investors to be protected, FINRA just needs to do its job.  The SEC is not an 
acceptable substitute under the circumstances. 
 
 
Investment Company Performance Rankings and Comparisons 
 

FINRA rules currently require firms to file retail communications for 
registered investment companies that contain fund performance rankings or 
comparisons.  FINRA is proposing to drop this requirement, because this 
information is now available online.  Under the proposed rule, FINRA would 
require the firm to maintain the rankings or comparisons in its own files. 

Again, this proposed rule is simply a way for FINRA to shirk its 
responsibilities of protecting the investors. If FINRA continues to require 
firms to provide these rankings or comparisons, FINRA can analyze whether 
these rankings are accurately represented or misleading.  Such rankings and 
comparisons are tools that investors often use when shopping around for 
different investment products (such as mutual funds or annuities), and FINRA 
should closely monitor these communications with the investing public.  This 
proposed rule flies in the face of investor protection. 

Moreover, if investment companies are already required to provide retail 
communications to FINRA, it should not be that much of an extra burden to 
provide those performance rankings or comparisons.  As such, FINRA should 
not enact this proposed rule. 
 
 
Filing Exclusion for Templates 
 

Under the current rules, firms are not required to file retail 
communications that were previously filed with FINRA but changed only to 
update recent statistical or non-narrative information.  FINRA proposes to 
expand this exemption and allow firms to include “non-predictive” narrative 
descriptions of market events covered by the communication without needing 
to re-file the template. 

PIABA opposes this proposal, as FINRA should be reviewing any 
narrative descriptions included in retail communications for misleading 
information.  Often, firms may blame decreases in NAVs on “market events” 
or other occurrences, although that is not necessarily accurate in some 
circumstances.  One example is FINRA’s investigation of the Morgan Keegan 
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proprietary bond funds in 2010. According to FINRA’s press release 
announcing the investigation, FINRA alleged that: 
 

Morgan Keegan became aware, beginning in early 2007, of the adverse 
market effects on the bond funds, the firm failed to timely warn its brokers or 
revise its advertising materials to reflect the disproportionately adverse effect 
the market was having on the performance of the securities that comprised the 
bond funds – which Morgan Keegan brokers continued to sell widely. At this 
time, the firm reassured, rather than warned, its sales force about the riskiness 
of the bond funds. As a result, some of the firm’s brokers were unaware of the 
then-turbulent market’s effects on the funds and failed to disclose the negative 
effects caused by market forces. 

See https://www.finra.org/newsroom/2010/finra-files-complaint-against-
morgan-keegan-company-misleading-customers-regarding (last visited June 
18, 2015).  This example shows that any misleading narratives regarding the 
market condition could subject investors to further harm, and FINRA should 
be closely monitoring these narratives made in retail communications. 
 
 
Bond Fund Volatility Ratings 
 

Under FINRA’s current rules, firms may use retail communications that 
include ratings provided by independent third parties that address the 
sensitivity of the net asset value of a bond fund to changes in market 
conditions.  These communications must be accompanied or preceded by the 
bond fund’s prospectus and contain specific disclosures.  Additionally, firms 
must file these communications with FINRA at least 10 days prior to use.  The 
proposed rule seeks to modify the rule, requiring the filing of such 
communications within 10 days of first use, rather than 10 days prior to use.  
The proposed rule also eliminates the requirement that the rating must be 
accompanied or preceded by the prospectus. 

In the interests of the investing public, FINRA should not enact these 
proposed rule modifications.  There have been numerous bond fund scandals 
and regulatory investigations brought by FINRA and other regulators in the 
last five years, demonstrating that bond funds should be more highly regulated: 
a) Morgan Keegan paid $200 million to settle with FINRA and several state 

regulators in June 2011 regarding claims on its proprietary bond funds; 
b) Charles Schwab paid $18 million to settle with FINRA in January 2011 

regarding claims on the YieldPlus Fund; 
c) Oppenheimer paid $35 million to settle with  the SEC in June 2012 

regarding claims on the Champion Income Fund and Core Bond Fund; 
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d) In October 2013, the SEC announced that it was investigating mutual 
funds holding Puerto Rican bonds, and in 2014, FINRA issued guidance 
and new procedures to deal with the substantial influx of arbitration claims 
involving Puerto Rican bond funds; 

e) In June 2012, the Attorney General of New York and the Massachusetts 
Attorney General began investigations into Citigroup’s MAT, ASTA, and 
Falcon funds, which were municipal arbitrage bond funds 
As demonstrated from these numerous investigations, it is important for 

FINRA to increase its regulation over bond funds and any communications 
directed to public investors regarding bond funds or their volatility.  The 
proposed rule seeks to lessen the regulation over these products, to the 
detriment of the investing public. 

In sum, PIABA opposes the implementation of these rule proposals, which 
are a step backwards in protecting investors.  I want to thank you for the 
opportunity to comment. 
 
Sincerely, 
Joseph C, Peiffer 
PIABA, President 
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The following PIABA Comment Letter regarding Proposed Rule Change 
Relating to SR-FINRA-2015-009 was submitted to the Securities and 
Exchange Commission by Hugh Berkson on June 1, 2015 (prepared with the 
assistance of Benjamin Edwards and Jeffrey Pederson.). 
 
 
Mr. Brent J. Fields, Secretary 
Securities and Exchange Commission  
100 F Street, NE,  
Washington, DC  20549-1090 
 
Re:  SR-FINRA-2015-009 
 
Dear Mr. Fields: 
 

Pursuant to Rule of Practice 192(a) of the Securities and Exchange 
Commission ("SEC"), the Public Investors Arbitration Bar Association 
("PIABA") submits its comment letter to the SEC concerning SR-FINRA-
2015-009 and its proposed modifications to FINRA Rule 2272. PIABA is a 
bar association whose attorneys are committed to representing 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.  In support of 
public investors, PIABA often comments upon proposed changes to the 
arbitration process to ensure the rights and fair treatment of the investing 
public.     

PIABA submits this letter because the proposal addresses issues of 
significant importance to the investing public and, in particular, the service 
men and women who continually risk their lives for their country.  While 
PIABA supports the proposal because it moves in the right direction and places 
an increased focus on suitability, PIABA believes that adequately promoting 
investor protection requires additional changes.   

The sale of investment services to military service members and their 
families provide unique suitability problems.  The primary suitability issue 
stems from recommendations that service members purchase products with 
increased fees when they move their savings out of their government savings 
plan, often referred to as the Thrift Savings Plan.  The Thrift Savings Plan 
provides investment services at an unparalleled low cost.  By some estimates, 
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similar stock funds outside the Thrift Savings Plan have costs 50 times greater 
than in the Thrift Savings Plan.  See http://www.fa-mag.com/news/brokers-
lure-soldiers-out-of-low-fee-federal-retirement-plan-18869.html. A recom-
mendation to pay such an increased cost for essentially the same fund is a 
recommendation that is likely unsuitable for any investor.  

Investment service fees are difficult for a layperson to understand.  
Complicating the issue is the fact that service members typically receive very 
little financial training and have spent years not worrying about income and 
financial needs, such as housing and medical care, after their contract for 
military service ends.  Many do not know what to expect for their post-service 
employment and income. The combination of uncertainty regarding future 
finances and a lack financial sophistication often leaves service members 
unable to evaluate the investment options presented to them.  

PIABA applauds the recognition of the suitability issues faced by service 
members and their families but believes that the proposed rule should be 
expanded. Of particular concern is that the rule is limited to offers made on 
military bases. However, the suitability challenges to service members exist 
irrespective of where the service member and his/her family live.  All service 
members are faced with a substantial increase in costs and similar problems 
with the assessment of risk when solicited with a plan to leave the Thrift 
Savings Plan. Thus, the rule should apply to all service members and their 
dependents, not just those living on military installations. 

Additionally, registered representatives should be trained concerning the 
special suitability needs of service members. Education concerning these 
needs should be included in firm and regulatory element programs. At a 
minimum, these programs must focus on the need to compare proposed 
investments with those available within the service members’ Thrift Savings 
Plan accounts. 

FINRA should also focus on service member financial education.  While 
the FINRA Investor Education Foundation is a good step in educating 
members of the military, an Investor Alert focusing on service members and 
their dependents could reach more individuals concerning the issues described 
above.   
 Thank you for the opportunity to comment on this rule proposal. 
 
Sincerely, 
Hugh Berkson, Vice-President/President-Elect 
Public Investors Arbitration Bar Association 
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