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Introduction 
 

The Financial Industry Regulatory Authority (FINRA) plays a vital role in 
regulating the securities industry. In public materials, FINRA describes itself 
as “an independent, not-for-profit organization authorized by Congress to 
protect America’s investors by making sure the securities industry operates 
fairly and honestly.”3 It also claims to be “dedicated to investor protection and 

                                                            
1. Andrew Stoltmann is a Chicago based securities and investment fraud attorney. 
He is serving as President and a member of the Board of Directors for the Public 
Investors Arbitration Bar Association (PIABA), an international, not-for-profit, 
voluntary bar association of lawyers who represent claimants in securities and 
commodities arbitration and litigation. PIABA’s mission is to promote the interests 
of the public investor in securities and commodities arbitration by seeking to: protect 
such investors from abuses in the arbitration process; make securities arbitration as 
just and fair as systematically possible; and, educate investors concerning their 
rights. 

Benjamin P. Edwards is an Associate Professor of Law at the University of Nevada, 
Las Vegas, William S. Boyd School of Law. The views expressed in this report are 
his own and not made on behalf of the University of Nevada, Las Vegas. He is a 
member of the PIABA Board of Directors. Portions of this report are drawn from his 
prior writings on the subject including a law review article advocating for changes in 
the appointment process for FINRA’s Board of Governors. See Benjamin P. 
Edwards, The Dark Side of Self-Regulation, 85 U. CINN. L. REV. 573 (2017). 

2. The authors would like to thank Elizabeth Manriquez for her assistance with 
collecting information for this report. The authors also thank PIABA’s executive 
director, Robin Ringo, for her continued and significant assistance in pursuing 
PIABA’s mission of protecting investors. The authors also thank Professor Christine 
Lazaro, PIABA’s Executive Vice President for her close review and assistance with 
this report. 

3. About FINRA, FINRA, http://www.finra.org/about (last visited Oct. 9, 2017). 
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market integrity through effective and efficient regulation of broker-dealers.”4 
Its stated mission is “to provide investor protection and promote market 
integrity.”5 

Although it characterizes itself as “independent,” FINRA’s current 
governance structure allows the securities industry to exert substantial control 
over FINRA’s operations. FINRA’s governing board contains 13 Public 
Governors, 10 Industry Governors, and one seat for its Chief Executive 
Officer.6 FINRA’s by-laws state that its Public Governors may have no 
“material business relationship with a broker or dealer or [other] self-
regulatory organization.”7  

The inclusion of Public Governors on the governing board is intended to 
give the investing public representation and influence in FINRA’s 
governance.8 With 10 governing board seats given to the industry, specifically, 
FINRA member-firms, the securities industry is more than adequately 
represented on FINRA’s board. FINRA’s efficacy and legitimacy as an 
investor protection organization requires the inclusion of Public Governors 
with a demonstrated commitment to investor protection. 

Our review of FINRA’s current and recently departed Public Governors 
reveal significant conflicts and concerns. Rather than having a “public” (i.e., 
customer-oriented) bent, FINRA’s Public Governors often provide additional 
representation for securities industry constituencies. In many instances, 
FINRA’s Public Governors join the board after long careers in the securities 
industry. Although some academics and former regulators do serve on 
FINRA’s board as Public Governors, the Board only infrequently includes 
persons primarily identified as investor protection advocates. This absence is 

                                                            
4. Id. 

5. FINRA, Our Mission, https://www.finra.org/about/our-mission (last visited Oct. 
30, 2017). 

6. See FINRA, FINRA Board of Governors, http://www.finra.org/about/finra-board-
governors, (last visited Oct. 24, 2017) (“FINRA’s Board is currently composed of 24 
industry and public members, with 10 seats designated for industry members, 13 
seats designated for public members and one seat reserved for FINRA’s Chief 
Executive Officer”). 

7. FINRA, BY-LAWS OF THE CORPORATION ART. I, § tt. 

8. See CSPAN, Senator Cortez Masto on FINRA Conflicts, July 27, 2017, 
https://www.c-span.org/video/?c4678228/senator-cortez-masto-finra-conflicts 
(discussing how Public Governor seats are intended to represent the investing 
public). 
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troubling for an organization that publicly characterizes itself as dedicated to 
investor protection. 

The composition of FINRA’s Board of Governors matters because it 
makes significant policy decisions that shape the industry and influences the 
costs the public pays for financial services as well as the protections investors 
enjoy. Although the public pays transaction costs, these costs create revenues 
for FINRA’s member firms. This financial dynamic creates the perception, if 
not the reality, that FINRA is slow to support changes that reduce costs for 
public investors or increase protections for investors at the expense of industry 
profits.9 

This Report examines the extent to which FINRA’s governance structure 
and selected “public” representatives embody its stated commitment to 
investor protection. This Report focuses on FINRA’s Board of Governors 
because FINRA’s governance rarely receives attention and its Board of 
Governors wields substantial power.10 Given the concerns we identified with 
FINRA’s existing (or recently departed) Public Governors, this Report 
proposes governance changes as well as an alternative slate of Public 
Governors that FINRA should draw upon to increase board independence and 
advance its stated investor protection goals. We also believe that FINRA 

                                                            
9. See Susan Antilla, Finance Execs Fill 'Public' Board Seats at Finra, the Regulator 
that Promises Investor Protection, THE STREET, Aug. 26, 2016, https://www.the 
street.com/story/13684706/1/finance-execs-fill-public-board-seats-at-finra-the-
regulator-that-promises-investor-protection.html (“if you're wondering why things 
don't always turn out so well for Mom and Pop when they entrust money to a broker, 
you might ponder the balance of power on Finra's board”); see also Mark Schoeff Jr. 
& Bruce Kelly, Finra: Who's watching the watchdog?, InvestmentNews, Sept. 2, 
2017, http://www.investmentnews.com/article/20170902/FEATURE/170909996 
(quoting Barbara Roper as explaining that “’They operate in a difficult environment . 
. . Their incentives for doing anything ground-breaking to advance a pro-investor 
agenda are non-existent.’”). 

10. See Jonathan Macey & Caroline Novogrod, Enforcing Self-Regulatory 
Organization's Penalties and the Nature of Self-Regulation, 40 HOFSTRA L. REV. 963 
(2012) (“Few issues are as poorly understood and under-theorized as the concept of 
‘industry self-regulation.’”); Andrew F. Tuch, The Self-Regulation of Investment 
Bankers, 83 GEO. WASH. L. REV. 101, 105 (2014) (explaining that FINRA’s “self-
regulation of investment bankers has thus far attracted scant scholarly attention”); 
Saule T. Omarova, Wall Street As Community of Fate: Toward Financial Industry 
Self-Regulation, 159 U. PA. L. REV. 411, 414-15 (2011) (“what is conspicuously 
absent from the . . . broader debate among academics and policy-makers, is a 
meaningful discussion of the role and shape of industry self-regulation in the 
emerging postcrisis regulatory order”). 
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would earn substantial goodwill and increase its credibility by continuing to 
increase transparency into its governance processes.11  

 
 

The Governance Constraint on Industry Self-Regulation 
 
The Securities and Exchange Commission (SEC) has long recognized “the 

inherent potential for self-regulation to favor the interests of the securities 
industry over those of the investing public.”12 Financial self-regulatory 
organizations, such as FINRA, pose unique risks because they wield delegated 
governmental authority without all of the restraints that normally accompany 
the exercise of state power. To check the risk that the securities industry’s self-
regulator will behave like a cartel and prioritize industry over public interests, 
FINRA’s governance documents require the appointment of a majority of 
Public Governors.13 If FINRA appoints insufficiently independent Public 
Governors, FINRA’s key investor protection mission suffers.  

 
 
Background: FINRA Emerges as a Quasi-Governmental Regulator 
 
In 2007, the regulatory arm of the New York Stock Exchange (NYSE) and 

the National Association of Securities Dealers (NASD) merged to create 
FINRA.14 FINRA is the nation’s largest securities regulator and has 

                                                            
11. C.f. Thayla Knight, Transparency and Accountability at  the SEC and at FINRA, 
Heritage Foundation (Feb. 28, 2017), http://www.heritage.org/markets-and-finance/ 
report/transparency-and-accountability-the-sec-and-finra (“Neither fish nor fowl, it 
straddles the line between government and private entity, in many instances taking 
the worst from both worlds and offering a considerable lack of transparency and 
accountability overall”). 

12. See SEC, Report Pursuant to Section 21(a) of the Securities Exchange Act of 
1934 7 (1996), https://www.sec.gov/litigation/investreport/nd21a-report.txt 
[hereinafter SEC, 21A Report]. 

13. See JOHN C. COFFEE ET AL., SECURITIES REGULATION: CASES AND MATERIALS 
692 (13th ed. 2015) (“A special study conducted under William Cary, President 
Kennedy’s chair of the SEC, found that industry self-regulation consistently had 
been self-interested and self-protective, often failing to produce standards of conduct 
superior to those that existed before the enactment of the securities laws”). 

14. The consolidation was intended to “streamline the broker-dealer regulatory 
system, combine technologies, and permit the establishment of a single set of rules 
and [a single set of] examiners with complementary areas of expertise [within] a 
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responsibility for overseeing the nation’s brokerage firms. FINRA also plays 
a critical investor protection role for retail investors.15 

FINRA straddles the line between a public and private entity. Although 
FINRA officially remains a private, not-for-profit corporation, it exercises 
governmental power that has been delegated to it in securities regulation.16 
Because of its use of government power and unique role, debates have 
emerged over whether it should be classified as a state actor.17 It plays such an 
essential role that courts have referred to it as a “quasi-governmental 
agency.”18  

 
 
The Inclusion of Public Governors 
 
After past crises, scandals, and governance failures, financial self-

regulatory organizations agreed to include public representatives on their 
boards. The inclusion of public members on the governing board of financial 
self-regulatory organizations began during the Great Depression. At that time, 
the NYSE voted to add three “public” members to its thirty-person board, 
                                                            
single [SRO].” Self-Regulatory Organizations, Exchange Act Release No. 55,495, 
2007 WL 1260858, at *9 (Mar. 20, 2007). 

15. See Barbara Black, Punishing Bad Brokers: Self-Regulation and Finra Sanctions, 
8 BROOK. J. CORP. FIN. & COM. L. 23 (2013) (explaining that FINRA “plays an 
important role in protecting investors, especially retail investors, and bolstering 
investor confidence in the securities industry and capital markets”). 

16. See S. REP. 94-75, 23, 1975 U.S.C.C.A.N. 179, 201 (“Industry organizations, 
i.e., the exchanges and the NASD, are delegated governmental power in order to 
enforce, at their own initiative, compliance by members of the industry with both the 
legal requirements laid down in the Exchange Act and ethical standards going 
beyond those requirements.”); Jennifer M. Pacella, If the Shoe of the SEC Doesn't 
Fit: Self-Regulatory Organizations and Absolute Immunity, 58 WAYNE L. REV. 201, 
202 (2012) (“SROs carry out quasi-governmental functions as delegates of the 
SEC”). 

17. See William A. Birdthistle & M. Todd Henderson, Becoming A Fifth Branch, 99 
CORNELL L. REV. 1, 13 (2013) (pointing out that a debate has emerged over whether 
self-regulatory organizations have become “quasi-governmental organizations”). 

18. See, e.g., Nat'l Ass'n of Sec. Dealers, Inc. v. S.E.C., 431 F.3d 803, 804 (D.C. Cir. 
2005) (explaining that FINRA’s precursor “serve[d] as a quasi-governmental agency, 
with express statutory authority to adjudicate actions against members who are 
accused of illegal securities practices and to sanction members found to have 
violated the Exchange Act or [SEC] regulations issued pursuant thereto”). 



374 FINRA GOVERNANCE REVIEW [Vol. 24 No. 3 

putting the first purportedly public representatives in place.19 The Maloney Act 
later authorized broker-dealer firms to create their own self-regulatory 
organization modeled on the NYSE. The NASD similarly agreed to appoint a 
majority of “non-industry” representatives in response to the odd-eights 
scandal.20 In the odd-eights affair, academics pieced together that FINRA 
members had colluded to increase trading spreads and industry-wide profits.21 
Afterward, it emerged that FINRA’s precursor, the NASD, had done nothing 
to protect the public despite knowing about the “facts and circumstances” of 
the behavior for a substantial time.22 At the time, the SEC acknowledged that 
“[w]hile self-regulation benefits from the knowledge, insight, and expertise 
brought by industry participants, it must give primacy to the fundamental 
purpose of regulation of the securities markets: the protection of investors and 
the public interest.”23 The stated commitment to including public governors 
continued when the NYSE and NASD merged to create FINRA.24 

                                                            
19. See WILLIAM O. DOUGLAS, GO EAST, YOUNG MAN: THE EARLY YEARS: THE 

AUTOBIOGRAPHY OF WILLIAM O. DOUGLAS 291 (1974) (claiming that the self-
regulating exchanges had become “modern Augean stables . . . fighting for 
opportunities to exploit the unsuspecting public”). 

20. SEC, 21A Report (After the odd-eights scandal, it emerged that industry 
members had “engaged in a variety of abusive practices to suppress competition and 
mislead customers” and that the NASD had done nothing about it despite knowing 
the “facts and circumstances” for a substantial time”). 

21. See generally William G. Christie & Paul H. Schultz, Why Do NASDAQ Market 
Makers Avoid Odd-Eighth Quotes?, 49 J. Fin. 1813 (1994). 

22. SEC, 21A Report, supra note 12, at 1 (“The NASD failed over a period of time 
to conduct an appropriate inquiry into an anticompetitive pricing convention among 
Nasdaq market makers, even though the NASD knew of facts and circumstances 
evidencing such matters by 1990”). 

23. Id. at 51. 

24. See Self-Regulatory Organizations; Nat'l Ass'n of Sec. Dealers, Inc.; Order 
Approving Proposed Rule Change to Amend the by-Laws of Nasd to Implement 
Governance & Related Changes to Accommodate the Consolidation of the Member 
Firm Regulatory Functions of Nasd & Nyse Regulation, Inc., Release No. 56145, 
2007 WL 5185330, *2 n 13 (July 26, 2007) (“A “Public Governor” means any 
Governor who is not the Chief Executive Officer of the New SRO or, during the 
Transitional Period, the CEO of NYSE Regulation, who is not an Industry Governor 
(as defined below) and who otherwise has no material business relationship with a 
broker or dealer or an SRO registered under the Exchange Act, other than as a public 
director of such an SRO.”). 
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If they are not conflicted and are truly looking to protect investors, Public 
Governors would play a key role on FINRA’s board and provide a check 
against the ever-present danger of industry domination. But, to achieve this 
goal, a public representative must have actual independence and a true public-
interest orientation. If, however, public representatives share the same 
perspectives, beliefs, and biases as industry members, they may represent the 
public’s interest with less vigor.25 At worst, industry-aligned public 
representatives provide only a veneer of investor protection, cloaking industry 
control over a purportedly independent board.  

 
 
The Appointment Process and Requirements for Public Governors 
 
The FINRA Board of Governors selects Public Governors “from 

candidates recommended to the Board by the Nominating Committee.”26 
Under the by-laws, the “number of Public Governors on the Nominating 
Committee shall equal or exceed the number of Industry Governors on the 
Nominating Committee.”27 Because of this structure, a single industry-aligned 
Public Governor on the Nominating Committee may amplify the industry’s 
influence over the Public Governor nominating process.28 

FINRA’s by-laws provide few limitations on who may serve as a Public 
Governor. Its by-laws define Public Governors as:  

any Governor or committee member who is not the Chief Executive 
Officer of the Corporation . . . who is not an Industry Governor and 
who otherwise has no material business relationship with a broker or 
dealer or a self regulatory organization registered under the Act (other 
than serving as a public director of such a self regulatory 
organization).29  

FINRA’s limited “no material business relationship” test for public 

                                                            
25. See Steven Davidoff Solomon, The Government's Elite and Regulatory Capture, 
N.Y. TIMES (June 11, 2010), http://dealbook.nytimes.com/2010/06/11/the-
governments-elite-and-regulatory-capture (explaining that ideological capture occurs 
when regulators “share the same beliefs and ideas as their industry”). 

26. FINRA, BY-LAWS OF THE CORPORATION ART. VII, § 5. 

27. FINRA, BY-LAWS OF THE CORPORATION ART. VII, § 9(b). 

28. As explained below, the chair of FINRA’s nominating committee has substantial 
industry connections. 

29. FINRA, BY-LAWS OF THE CORPORATION ART. I, § tt. 
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governors may fail to capture other significant bias-producing conflicts of 
interest for its Public Governors. Notably, its by-laws do not define what 
constitutes a material business relationship. For example, it appears that 
FINRA’s Public Governors affiliated (through board service or otherwise) 
with entities that rely on FINRA-member firms to distribute financial products 
are not deemed to have a “material business relationship” with FINRA firms. 
Other financial services firms have significant interests in FINRA’s regulation 
because FINRA’s member-firms play an integral role in the financial system. 
FINRA itself recognized this when it expanded its definition of non-public 
arbitrators in its Code of Arbitration Procedure to include persons associated 
with mutual funds, hedge funds, and investment advisers.30 

FINRA’s by-laws also impose a term limit on Public Governors, limiting 
their ability to serve indefinitely.31 FINRA’s website explains that “Governors 
are appointed or elected for three-year terms and may not serve more than two 
consecutive terms.”32 

 
 
The SEC’s Past Understanding of “No Material Business Relationship” 
 
When the NASD instituted its requirement that Public Governors have “no 

material business relationship” with a broker or a dealer, the SEC understood 
that Public Governors differed from Industry Governors. 33 It recognized that 
                                                            
30. See FINRA, FINRA Rule 12100 (y), http://finra.complinet.com/en/display/ 
display_main.html?rbid=2403&element_id=4099, (last visited Oct. 24, 2017). 

31. See FINRA, By-Laws of the Corporation Art. VII, § 5 (“No Appointed Governor 
may serve more than two consecutive terms. . . . Appointed Governors shall be 
appointed by the Board for a term of three years to replace those whose terms 
expire.”) 

32. FINRA, FINRA Board of Governors, (visited Oct. 11, 2017), http://www.finra. 
org/about/finra-board-governors. 

33. See SEC, Self-Regulatory Organizations; Nat'l Ass'n of Sec. Dealers, Inc.; Order 
Approving Proposed Rule Change & Amendment No. 1 to the Proposed Rule 
Change, Notice of Filing & Order Granting Accelerated Approval of Amendment 
No. 2 to the Proposed Rule Change, & Order Extending Temp. Approval of Sr-Nasd-
96-20 & Sr-Nasd-96-29, Regarding Proposed Changes in the by-Laws & Restated 
Certificates of Incorporation of the Nasd, Release No. 39326 (S.E.C. Release No.), 
Release No. 34-39326, 65 S.E.C. Docket 1957, 1997 WL 714065, at *4 (Nov. 14, 
1997) (“A Public participant on a board or committee is someone who has no 
material business relationship with the Association, or with any broker or dealer”) 
[hereinafter NASD Governance Order]. 
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Industry representatives included “all brokers and dealers, their officers, 
directors, and holding companies, large shareholders of brokers and dealers, 
as well as many of the people (including professionals) that work for them.”34 
The NASD also previously categorized some board members as “non-
industry” if they were connected in some way to NASDAQ.35  

 
 
FINRA’s Current Conflict of Interest Materials 
 
In addition to its by-laws prohibiting a material business relationship with 

broker-dealers, FINRA has also created policies and guidelines to address 
conflicts of interests for its Board of Governors. Its Code of Ethics and 
Business Conduct for the Board of Governors of FINRA and the Board of 
Directors of its Subsidiaries (Code of Ethics) explains that a “conflict of 
interest exists when our private interests interfere, could interfere, or even 
appear to interfere with the interests of FINRA.36 The Code of Ethics states 
that Governors should not have “direct or indirect interests in, or relationships 
with, any organization where these interests or relationships could 
conceivably: (a) hinder our objectivity, independence of judgment or conduct 
in carrying out our responsibilities as FINRA Governors and Directors, or (b) 
embarrass FINRA because of the appearance of a conflict of interest.”37 

Implicitly recognizing that it plays a critical role in protecting investor 
confidence, FINRA’s Code of Ethics makes clear that “the appearance of a 
conflict can be as harmful as an actual conflict.” FINRA’s stated Code of 
Ethics explains that it is intended “to avoid the appearance of impropriety, as 
well as situations where independence is actually impaired.”38 To the extent 
that a business relationship is not explicitly recognized by the by-laws, the 
Code of Ethics should ensure that Public Governors do not have affiliations 

                                                            
34. Id. The NASD Governance order excluded outside directors from its definition of 
“Industry” participants. Id. at n 29. The NASD had a separate category for persons 
with connections to NASDAQ that were not members of the industry, labeling them 
as “non-industry” representatives. Id. at n 27. 

35. Id. 

36. FINRA, Code of Ethics and Business Conduct for the Board of Governors of 
FINRA and the Board of Directors of its Subsidiaries (adopted Dec. 3, 2008; 
amended Sept. 19, 2013) (emphasis in original). 

37. Id. (emphasis in original). 

38. Id. 
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with the industry that may create the appearance of conflicts. 
Additionally, FINRA’s Code of Ethics recognizes that Governors with 

multiple board memberships may face potential conflicts. Its Code of Ethics 
states that Governors should “be sensitive to other commitments or activities 
(i.e., your duties to another Board) that may interfere with your ability to act 
in the best interest of FINRA.”39 

FINRA also has Corporate Governance Guidelines (Guidelines) that give 
direction to its Board of Governors.40 Those Guidelines make clear that 
because FINRA serves as “a protector of investors and a guardian of market 
integrity, FINRA’s Governors have a heightened duty to make certain that they 
act in the best interest of the company and that their conduct is beyond 
reproach.”41 The Guidelines make clear that “actions by a Governor in his or 
her individual capacity that may cast doubt upon his or her honesty, integrity, 
fairness and excellence and/or attract adverse publicity may undermine 
FINRA’s stakeholders’ confidence in the organization.”42  

 
 
The Securities & Exchange Commission’s Conflicts Guidance for SEC 
Commissioners 
 
The SEC more closely polices conflicts of interest in its own governance 

and would prohibit Commissioners from serving in the same types of 
simultaneous governance positions that FINRA’s Public Governors now 
occupy. The SEC defines employment as “any form of non–Federal 
employment or business relationship, involving the provision of personal 
services by the employee.”43 Notably, the SEC’s definition of employment 
specifically includes service as an “officer” or as a “director” of another 
organization.44 The SEC prohibits its employees from accepting employment 
with “any entity regulated by the Commission.”45 It also sweeps broadly and 

                                                            
39. Id. at 3. 

40. FINRA, Corporate Governance Guidelines (Updated Aug. 22, 2016). 

41. Id. at 3. 

42. Id. at 4. 

43. 5 C.F.R. § 4401.103(a)(2). 

44. Id. 

45. Id., at (c)(iii)(A). 
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bars employment that is “otherwise involved with the securities industry.”46 
 
 
Limited Public Accountability and Oversight  
 
Hester Peirce of the Mercatus Center at George Mason University, and a 

nominee to the SEC, has observed that “FINRA is not subject to mechanisms 
comparable to those that hold government regulators accountable to Congress, 
the president, and the public.”47 She found that “FINRA’s version of self-
regulation embodies a troubling independence from government, industry, and 
the public.”48  

Historically, the SEC has only barely supervised FINRA’s governance. A 
2012 Government Accountability Office Report found that the SEC had 
“conducted limited or no oversight of . . . FINRA’s . . . governance and 
executive compensation.”49 More specifically, between 2005 and 2010, the 
SEC conducted no oversight of FINRA’s transparency of governance.50 With 
respect to FINRA’s Board of Governors, the SEC told the Government 
Accountability Office that it “periodically reviewed the composition of 
FINRA’s board to determine compliance with [self-regulatory organization] 
board-composition requirements.”51 The SEC indicated that it had not 
“examined issues such as conflicts of interest or recusals related to FINRA’s 
governance.”52  

 
 
 
 
 

                                                            
46. Id., at (c)(iii)(C). 

47. Hester Peirce, The Financial Industry Regulatory Authority: Not Self-Regulation 
after All 21, Mercatus Working Paper, Jan. 2015, https://www.mercatus.org/system/ 
files/Peirce-FINRA.pdf. 

48. Id. at 29. 

49. U.S. GOV’T ACCOUNTABILITY OFFICE, GAO-12-625, SECURITIES REGULATION: 
OPPORTUNITIES EXIST TO IMPROVE SEC’S OVERSIGHT OF THE FINANCIAL INDUSTRY 

REGULATORY AUTHORITY 7 (2012). 

50. Id. 

51. Id. at 16. 

52. Id. 



380 FINRA GOVERNANCE REVIEW [Vol. 24 No. 3 

The SEC’s investor protection mission requires that it effectively 
supervise FINRA’s governance.53 The SEC should devote additional resources 
to supervising FINRA’s governance. 

 
 
Longstanding Concerns about FINRA’s Public Governors 
 
Concerns about the public-interest orientation of FINRA’s Public 

Governors date back to FINRA’s creation in 2007. For example, the 
Massachusetts Securities Division, one of the most vigilant state securities 
divisions, argued in 2007 that FINRA would be “fundamentally flawed if the 
representatives of investors are chosen directly or indirectly by the securities 
industry or the current” self-regulatory associations.54 The Massachusetts 
Securities Division argued that FINRA’s Public Governors should be 
appointed by “members of the investing public and their representatives” 
instead of by existing boards.55 This selection mechanism would provide “the 
best assurance that the views of investors will be heard and their interests will 
be protected.”56 Massachusetts recommended that investor protection 
organizations like the “North American Securities Administrators Association, 
the American Association of Retired Persons, and the Consumer Federation of 
America be among the investor advocates who select the Public Governors.”57 

 
 
 
 

                                                            
53. See SEC, About the SEC, https://www.sec.gov/about.shtml (last visited Nov. 13, 
2017) ("The mission of the SEC is to protect investors; maintain fair, orderly, and 
efficient markets; and facilitate capital formation. The SEC strives to promote a 
market environment that is worthy of the public's trust.”). 

54. Comment Letter from William F. Galvin, Secretary of the Commonwealth of 
Massachusetts, to Nancy M. Morris, Secretary, Securities and Exchange Commission 
(Apr. 18, 2007), https://www.sec.gov/comments/sr-nasd-2007-023/nasd2007023-
73.pdf (“We specifically recommend that bodies like the North American Securities 
Administrators Association, the American Association of Retired Persons, and the 
Consumer Federation of America be among the investor advocates who select the 
Public Governors”). 

55. Id. at 3. 

56. Id. 

57. Id. at 3-4. 
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Public Representatives on FINRA Advisory Committees 
 
FINRA has recognized the importance of including investor advocates at 

other levels of its governance. In the past, FINRA has appointed investor 
advocates to its lower-level Advisory Committees. For example, FINRA has 
appointed a majority of investor advocates as public representatives on its 
National Arbitration and Mediation Committee (NAMC).58 The NAMC 
recommends changes to the rules governing the dispute resolution forum. The 
NAMC recommendations, however, are advisory, and are ultimately 
approved, amended or denied by the Board of Governors. Without adequate 
public representation at the Board level, the investor protections recommended 
by the NAMC may never see the light of day.  

 
 
The FINRA360 Process 
 
FINRA recently announced its FINRA360 organizational improvement 

initiative.59 The initiative offers an opportunity for FINRA to build upon 
existing strengths and become a more effective force for investor protection. 
FINRA’s successes generate widespread public benefits by giving investors 
the confidence to invest for their futures. Investor protection also plays a vital 
role in business capital formation—keeping bad actors out of the market 
increases investor confidence and willingness to invest. Because FINRA’s 
policies and enforcement affect far more than its member firms, the public has 
a strong interest in its regulatory performance.  

 
 
 

                                                            
58. See FINRA, National Arbitration and Mediation Committee (NAMC), 
https://www.finra.org/arbitration-and-mediation/national-arbitration-and-mediation-
committee-namc (last visited Oct. 24, 2017). Like the Board of Governors, the 
NAMC consists of a majority of public members. “The NAMC members include 
investors, securities industry professionals and FINRA arbitrators and mediators. A 
majority of the NAMC members and its chair are non-industry representatives. This 
diverse composition ensures a neutral approach in the administration of Dispute 
Resolution's forum, promoting fairness to all parties.” National Arbitration and 
Mediation Committee, https://www.finra.org/about/committees.  

59. FINRA CEO & President Robert W. Cook, Remarks at New Special Study 
Conference (Mar. 24, 2017), https://www.finra.org/newsroom/speeches/032417-
remarks-new-special-study-conference. 
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Transparency of FINRA’s governance structure has received some 
attention as part of its 360 process.60 In response to comments received through 
this process, FINRA disclosed additional information about its Board of 
Governors on its website for the first time. We encourage FINRA to maintain 
these disclosures and increase the availability of information about FINRA’s 
governance. This increased transparency decreases the odds that material 
conflicts will go undetected and potentially taint FINRA’s vital governance 
processes. 

 
 

Concerns about FINRA’s Public Governors 
 

We reviewed publicly available information about FINRA’s current 
Public Governors as well as Public Governors that served on FINRA’s board 
within the last five years. We found that Public Governors often came to the 
posts after long industry careers at influential Wall Street firms. We detail 
particular concerns about some current and recent FINRA Public Governors 
below.  

 
 
William H. Heyman 
 
Mr. Heyman now serves as FINRA’s Chairman and as one of FINRA’s 

Public Governors.61 FINRA’s biography for Heyman indicates that he served 
as a FINRA Governor from 2003 to 2016 before becoming FINRA’s Chairman 
in 2017.62 Heyman now works as the Chief Investment Officer for The 
Travelers Companies, Inc. (Travelers).63 PIABA has concerns about 
Heyman’s ability to serve as an effective investor protection advocate. 
Heyman’s presence on the Board in one of the Public Governor seats is 
problematic for a number of reasons including his past career in the securities 
industry, his present role at Travelers, exceeding his FINRA mandated term 
limit as a Public Governor, conflicted memberships on other financial services 
companies Boards, and overall service to roughly six different boards and 
                                                            
60. See FINRA, FINRA 360, https://www.finra.org/about/finra360, last visited Nov. 
7, 2017. 

61. FINRA, William H. Heyman, http://www.finra.org/about/william-h-heyman (last 
visited Oct. 11, 2017). 

62. Id. 

63. Id. 



2017] PIABA BAR JOURNAL 383 

committees. In addition, Heyman has a number of different connections to 
FINRA members, as does his wife. Heyman should not be classified as a 
Public Governor, taking a spot away from a truly public representative. 
 
 

Lengthy Industry Career 
 

Heyman has had a lengthy securities industry career. He was a partner in 
Mercury Securities from 1979 to 1988.64 He spent two years at Smith Barney 
as its “Managing Director & Head of Arbitrage Department” from 1989 to 
1991 before joining the SEC for two years as the Director of the Division of 
Market Regulation from 1991 to 1993.65 Heyman rejoined the securities 
industry in 1993 as the Head of Private Investment at Salomon Brothers. 66 He 
then joined Citigroup investments in 1995 where he remained until 2002.67 
Heyman left Citigroup in 2002 and later that year joined St. Paul Cos. which 
“acquired Travelers’ assets after Citi spun them off.”68 Heyman has been “Vice 
Chairman and Chief Investment Officer” of Travelers since May 2005.69 
Heyman’s lengthy industry career and his past and present industry 
connections may lead him to sympathize more with industry over public 
investor concerns. 

 
 

Election as an Industry Governor 
 

FINRA’s predecessor, the NASD, did not consider Heyman to be a Public 
Governor. Heyman first joined the NASD’s Board of Governors as an Industry 

                                                            
64. Id. 

65. Id.  

66. Id. 

67. Id. 

68. Nathan Vardi, Munificent Returns, FORBES, Mar. 3, 2015, https://www.forbes. 
com/sites/nathanvardi/2015/02/11/munificent-returns/2/#6bbe72aa1ad3 (profiling 
William H. Heyman’s long. 

69. The Travelers Companies, Inc., Form 10-K, 268 (Feb. 16, 2017), 
https://www.sec.gov/Archives/edgar/data/86312/000104746917000695/a2230860z1
0-k.htm. 
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Governor.70 Later, although Heyman remained employed by Travelers 
continuously, the NASD gradually reclassified him from “Industry” to 
“Public.” In 2005, the NASD designated Heyman as one of two “non-industry” 
Governors on its Board of Governors, presumably because Travelers traded on 
NASDAQ.71 For reasons which remain unclear, the NASD first designated 
Heyman as a “Public Governor” in 2006—even though the NASD had 
previously designated him as an “Industry” and “Non-Industry” Governor.72 
 
 

Term Limit Violation 
 

FINRA’s by-laws provide that Public Governors may only serve for two 
consecutive three-year terms.73 Despite this, Heyman has served on FINRA’s 
Board of Governors for roughly fourteen years, the last eleven as a “Public 
Governor.”74 Heyman’s continued presence on FINRA’s Board of Governors 
despite the existence of its term limit by-laws raises questions about whether 
FINRA’s current Board of Governors complies with its own by-laws.  
 
 
 
 
 

                                                            
70. NASD, 2004 NASD Annual Financial Report 23, http://www.finra.org/about/ 
annual-reports-financials (“WILLIAM H. HEYMAN (Industry), St. Paul Travelers, 
St. Paul, MN”). 

71. NASD, 2005 NASD Annual Financial Report 98, http://www.finra.org/about/ 
annual-reports-financials (“William H. Heyman (Non-Industry), The St. Paul 
Travelers Companies, Inc., St. Paul, MN”). At that time, the NASD Board of 
Governors contained seven industry governors, two non-industry governors, two 
staff governors, and seven public governors. Id. 

72. NASD, 2006 NASD Annual Financial Report, 62, http://www.finra.org/about/ 
annual-reports-financials (“William H. Heyman (Public), The Travelers Companies, 
Inc., St. Paul, MN”). 

73. FINRA, By-Laws of the Corporation Art. VII, § 5 (“No Appointed Governor 
may serve more than two consecutive terms. . . . Appointed Governors shall be 
appointed by the Board for a term of three years to replace those whose terms 
expire”). 

74. FINRA, William H. Heyman, http://www.finra.org/about/william-h-heyman (last 
visited Oct. 11, 2017). 
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Fiduciary Duties to Entities with FINRA Member Subsidiaries 
 

As discussed above, FINRA’s by-laws prohibit Public Governors from 
having “a material business relationship” with any broker or dealer. 75 Despite 
this restriction, Heyman also serves as a director for an entity with a FINRA 
member as a subsidiary. Heyman serves on the board of Bank Leumi USA 
(Leumi USA).76 Leumi Investment Services, Inc. (Leumi Investment) is a 
FINRA member-firm.77 The BrokerCheck report for Leumi Investment reveals 
that Leumi USA owns 75% or more of Leumi Investment and that Leumi USA 
directs the management and policies of Leumi Investments.78 
 
 

Marriage to Director of another Firm with FINRA-Member 
Subsidiaries 
 

There are questions as to whether Heyman’s close familial ties generate 
additional conflicts as well. Heyman’s spouse also has had a long securities 
industry career.79 She currently serves as the director of a firm with FINRA 
member subsidiaries.80 This connection generates the appearance of a conflict 
of interest because of the close familial tie. 
 
 

Overboarding  
 

Heyman’s board membership raises other concerns which should be 
addressed by FINRA’s governance policies. Heyman serves in approximately 
six different governance and advisory roles simultaneously, raising concerns 

                                                            
75. FINRA, BY-LAWS OF THE CORPORATION ART. I, § tt. 

76. Id. 

77. See BrokerCheck Report for Leumi Investment Services.  

78. Id. 

79. Nathan Vardi, Munificent Returns, FORBES, Mar. 3, 2015, https://www.forbes. 
com/sites/nathanvardi/2015/02/11/munificent-returns/2/#6bbe72aa1ad3 (“He is 
married to Katherine "Wendy" Dietze, the former chief operating officer of Credit 
Suisse First Boston's investment bank”). 

80. Cowen Group, Inc., Form 10-K, Feb. 27, 2017, https://www.sec.gov/Archives/ 
edgar/data/1466538/000146653817000014/a10k12312016.htm#s1A426893AA565B
CA8F11956533559A4F. 
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about his ability to effectively serve as a Director and Chair of FINRA’s board. 
Institutional Shareholder Services (ISS) has expressed concern that Public 
Company Directors should not serve on excessive numbers of boards. In 2017, 
ISS advised institutional shareholders to vote against or withhold votes for 
“individual directors who . . . sit on more than five public company boards” as 
well as to vote against or withhold votes for directors that are “CEOs of public 
companies who sit on boards of more than two public companies besides their 
own.”81  

ISS recommends that institutional investors vote against overboarded 
directors because they may be too busy to serve as effective fiduciaries. 
Overboarded directors lack sufficient time to devote to their board duties 
because of other demands on their time from other boards. Some research has 
found that large public company performance suffers when directors serve on 
many boards.82 

An overboarded Public Governor may lack the time and ability to 
adequately focus on vigilantly advocating for and protecting the interests of 
public investors on FINRA’s Board of Governors. FINRA’s Public Governors 
must balance competing demands on their time. Putting to the side conflicts of 
interest that may bias their behavior, overboarded directors may fail to 
vigorously protect public investors because they cannot devote sufficient time 
and attention to all of their responsibilities.  

Heyman is an overboarded Public Governor. He faces demands on his time 
similar to those experienced by a CEO because he serves as the Chief 
Investment Officer for Travelers as well as the Vice Chairman of its board. 
Travelers 2016 Annual Report revealed that it has $70,488,000 in total 
investments.83 Managing this seventy-billion-dollar portfolio requires 
substantial time, attention, and effort, compromising Heyman’s ability to focus 

                                                            
81. INSTITUTIONAL SHAREHOLDER SERVICES, AMERICAS U.S., CANADA, AND LATIN 

AMERICA PROXY VOTING GUIDELINES UPDATES: 

2017 BENCHMARK POLICY RECOMMENDATIONS 5, https://www.issgovernance.com/ 
file/policy/2017-americas-iss-policy-updates.pdf. 

82. See Ferris, Stephen P. and Jayaraman, Narayanan and Liao, Min-Yu (Stella), 
Better Directors or Distracted Directors? An International Analysis of Busy Boards 
(August 2, 2017). Georgia Tech Scheller College of Business Research Paper No. 
17-30. Available at SSRN: https://ssrn.com/abstract=3012820 (finding that “firms 
with busy boards exhibit lower market-to-book ratios and reduced profitability”). 

83. THE TRAVELERS COMPANIES, INC., 2016 ANNUAL REPORT 6, 
http://investor.travelers.com/interactive/newlookandfeel/4055530/AnnualReport2016
.pdf. 
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on investor protection. Heyman also serves as a director at Bank Leumi USA, 
on the Senior Advisory Board of Atlas Merchant Capital, the Advisory Council 
of the Bendheim Center for Finance at Princeton University, the Economic 
Club of New York, and on the Investment Committee for the UJA-Federation 
of New York.84 A position with the Investment Committee of the UJA-
Federation of New York also entails significant responsibility because the 
UJA-Federation has $1,280,118,000 in net assets.85 

Overboarded directors on FINRA’s Board of Governors are also sources 
of systemic risk. Professor Jeremy Kress of the University of Michigan has 
argued that overboarded directors at financial institutions could cause the next 
financial crisis.86 Professor Kress found that “overcommitted directors 
withdraw from corporate decision-making, tend not to challenge management, 
and experience attention shocks that distract them from company business.”87 
An overboarded Public Governor on FINRA’s Board of Governors cannot 
devote substantial time and attention to mitigating systemic risks or to ensuring 
that FINRA’s management vigorously protects public investors. Although 
Heyman may have a long history of service with FINRA and its precursor, the 
NASD, he should not serve as a Public Governor because of his material 
business and other ties to the securities industry. These material relationships 
may reduce the confidence of many stakeholder communities in FINRA’s 
ability to serve as a truly independent regulator.  

 
 
Carol Anthony Davidson 
 
Carol Anthony Davidson has served as a Public Governor since 2013.88 

PIABA has concerns about his ability to serve as an effective investor 
protection advocate. Like Heyman, Davidson has substantial connections to 
                                                            
84. FINRA, William H. Heyman, http://www.finra.org/about/william-h-heyman (last 
visited Oct. 11, 2017). 

85. UJA-Federation of New York, 2016 Annual Report, available 
https://www.ujafedny.org/who-we-are/annual-reports/ (last visited Oct. 30, 2017). 

86. Kress, Jeremy C., Board to Death: How Busy Directors Could Cause the Next 
Financial Crisis (June 22, 2017). 59 B.C. L. Rev. ___ (2018 Forthcoming); Ross 
School of Business Paper No. 1370. Available at SSRN: 
https://ssrn.com/abstract=2991142. 

87. Id. 

88. FINRA, Carol Anthony (John) Davidson, http://www.finra.org/about/carol-
davidson (last visited Oct. 12, 2017). 
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FINRA members which raise questions about the appropriateness of labeling 
him as a Public Governor.  Additionally, like Heyman, Davidson serves on a 
number of corporate boards in addition to FINRA. 
 
 

Fiduciary Duties to Entities with FINRA Member Subsidiaries 
 

Davidson appears to have “a material business relationship” with a FINRA 
member firm. 89  Davidson joined the board of Legg Mason Inc. (Legg Mason) 
in 2014.90 Legg Mason is a global asset management firm and has a FINRA 
member subsidiary, Legg Mason Investor Services, LLC.91 Davidson’s 
fiduciary duties to Legg Mason may inhibit his ability to act in the public’s 
interest and certainly inhibits the ability of other stakeholder communities to 
maintain confidence in his independence.92 
 
 

Conflicts of Interest from Asset Management Activities 
 
Davidson’s position as director at Legg Mason complicates his ability to 

protect public investors because Legg Mason relies on financial adviser 
commissions to distribute its mutual funds.93 Davidson faces conflicted 

                                                            
89. FINRA, BY-LAWS OF THE CORPORATION ART. I, § tt. 

90. Legg Mason, Press Release: Legg Mason Appoints Carol A. “John” Davidson to 
its Board of Directors, April 30, 2014, http://ir.leggmason.com/file/Index?KeyFile= 
23427561. 

91. See BrokerCheck Report for Legg Mason Investor Services, LLC. 

92. Davidson’s board position appears in tension with FINRA’s own Code of Ethics 
for its board members. It provides that FINRA Governors should “not have direct or 
indirect interests in, or relationships with, any organization where these interests or 
relationships could conceivably: (a) hinder our objectivity, independence of 
judgment or conduct in carrying out our responsibilities as FINRA Governors and 
Directors, or (b) embarrass FINRA because of the appearance of a conflict of 
interest.” FINRA, Code of Ethics and Business Conduct for the Board of Governors 
of FINRA and the Board of Directors of its Subsidiaries 2 (adopted Dec. 3, 2008; 
Amended Sept. 19, 2013) (emphasis in original). 

93. See Jacob Hale Russell, The Separation of Intelligence and Control: Retirement 
Savings and the Limits of Soft Paternalism, 6 WM. & MARY BUS. L. REV. 35, 64 
(2015) (“Financial advisers, including brokers (who have no fiduciary duty to their 
clients), make the problem worse. Most of them are compensated based on (entirely 
legal) kickbacks.”); Benjamin P. Edwards, Conflicts & Capital Allocation, 78 OHIO 
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interests when considering rules that would require brokers to give advice in 
the best interests of their clients without regard to their personal financial 
incentives to sell particular funds. Legg Mason relies on these conflicted 
payments to distribute many of its mutual funds.94 
 
 

Insider Trades & Substantial Stake in Financial Services Firm 
 

Davidson has a financial incentive not to recommend regulatory changes 
in the interests of public investors because he purchased stock in Legg Mason 
while on the FINRA Board of Governors.95 On July 6, 2016, Davidson 
purchased 3,000 shares of Legg Mason for $101,760.00.96 In total, as of June 
14, 2017, Davidson beneficially owned 14,906 shares in Legg Mason.97 At 
Legg Mason’s current approximate stock price, Davidson’s 14,906 shares give 
him a more than $500,000 stake in Legg Mason. This substantial financial 
stake in Legg Mason may give him reason to prefer maintaining the 
profitability of industry firms over investor protection. 
 
 
 
 
 
 
 

                                                            
ST. L.J. 181, 198 (2017) (“Financial advisor incentives affect which institutional 
intermediaries receive capital. Before reaching the traditional securities markets, 
investor assets frequently pass through at least two layers of intermediation: (i) 
intermediation from a financial advisor selecting an institutional intermediary; and 
(ii) the institutional intermediary then investing the assets”). 

94. See Legg Mason, Legg Mason Funds Sales Charge and Breakpoint Information, 
https://www.leggmason.com/en-us/site/disclosure/mutual-funds-breakpoints/ 
breakpoint-equity.html (last visited Oct. 12, 2017). 

95. See Dividend Channel, Top Buys by Directors: Davidson's $101.8K Bet on LM, 
FORBES, July 28, 2016, https://www.forbes.com/sites/dividendchannel/2016/07/28/ 
top-buys-by-directors-davidsons-101-8k-bet-on-lm/#773248327a4b. 

96. Id. (“directors of a company tend to have a unique inside view into the business, 
so when directors make major buys, investors are wise to take notice”). 

97. Legg Mason, 2017 Proxy Statement 15, June 14, 2017, http://ir.leggmason.com/ 
Cache/1500100660.PDF?O=PDF&T=&Y=&D=&FID=1500100660&iid=102761. 
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Overboarding Concern 
 

Davidson serves on at least five corporate boards in addition to his position 
on FINRA’s Board of Governors.98 His FINRA biography reveals that he 
serves on the boards of Pentair Plc., DaVita Inc., Legg Mason Inc., TE 
Connectivity Ltd., and the University of Rochester.99 As explained above, 
serving on a large number of boards significantly reduces the time and 
attention that a director may devote to investor protection. 

Davidson’s service on FINRA’s board requires significant time and 
attention. The FINRA website explains that he serves on six different FINRA 
Board Committees including: Finance, Operations & Technology Committee 
(Chair), Investment Committee, Management Compensation Committee, 
Audit Committee, Executive Committee, and Regulatory Operations 
Oversight Committee.100  

Davidson may face too many conflicts of interest and outside 
commitments to serve as a vigorous and effective advocate for FINRA’s core 
mission of investor protection.  

 
 
Rochelle B. (Shelley) Lazarus 
 
FINRA categorizes Shelley Lazarus as a Public Governor.101 Lazarus has 

served as one of FINRA’s Public Governors since 2013. PIABA has concerns 
about Lazarus’ ability to serve as an effective investor protection advocate due 
to her diffuse board service and her connections to FINRA members.  
 
 

Overboarding Concern 
 

In addition to her responsibilities to FINRA, Lazarus discloses ten 
different entities where she has board service commitments or affiliations, 
including Merck & Co., Inc. (Director), General Electric, Inc. (Director), 
Blackstone (Director), Business Board of the Department of Defense, The 
                                                            
98. FINRA, Carol Anthony (John) Davidson, http://www.finra.org/about/carol-
davidson (last visited Oct. 12, 2017). 

99. Id. 

100. Id. 

101. FINRA, Shelley Lazarus, http://www.finra.org/about/shelly-lazarus (last visited 
Oct. 12, 2017). 
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NYC Partnership (Board Member), The World Wildlife Fund (Board 
Member), Lincoln Center for the Performing Arts (Board Member), New York 
Presbyterian Hospital (Trustee), Columbia Business School Board of 
Overseers, and The Council on Foreign Relations (Member). 

These extensive commitments make it difficult for her to devote 
substantial time, thought, and attention to investor protection as a member of 
FINRA’s board. Her current board responsibilities at FINRA include four 
different committees, including the Executive Committee, Nominating & 
Governance Committee (Chair), Management Compensation Committee, and 
Finance, Operations & Technology Committee.102 

Lazarus faces so many conflicts of interest and other obligations that she 
may not serve as an effective chair for FINRA’s Nominating & Governance 
Committee. Because the Nominating committee plays a significant role in 
selecting future Public Governors, the Chair of this committee should have the 
time and attention to devote the task.  
 
 

Fiduciary Duties to Entities with FINRA-Member Subsidiaries 
 

Lazarus serves on the Board of Directors of The Blackstone Group, “a 
leading global alternative asset manager, with Total Assets Under 
Management of $366.6 billion as of December 31, 2016.”103 The Blackstone 
Group has multiple FINRA member subsidiaries, including Blackstone 
Advisory Partners L.P.104 Her position with the Blackstone Group seemingly 
creates a “material business relationship” with brokerage firms.  
 
 

Conflicts of Interest from Asset Management Activities 
 

Lazarus also faces conflicts of interest related to her service on 
Blackstone’s board of directors because Blackstone relies on FINRA’s broker-
dealer firms to distribute its fund offerings—giving rise to material business 
relationships with FINRA member-firms that are not Blackstone subsidiaries. 
Blackstone’s Annual Report explained that its business faces risks from 
improper sales of its funds by FINRA’s member-firms: 

                                                            
102. Id. 

103. See Blackstone Group, Form 10-K, at 5, Feb. 24, 2017, https://www.sec.gov/ 
Archives/edgar/data/1393818/000119312517056300/d280098d10k.htm. 

104. See BrokerCheck Report for Blackstone Advisory Partners, L.P. 
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in some cases we seek to distribute our unregistered funds to such 
retail investors indirectly through feeder funds sponsored by 
brokerage firms .... accessing retail investors and selling retail directed 
products exposes us to new and greater levels of risk, including 
heightened litigation and regulatory enforcement risks .... to the extent 
that our investment products are being distributed through third parties 
we are exposed to reputational damage and possible legal liability to 
the extent such third parties improperly sell our products to 
investors105 
As a Public Governor, Lazarus enjoys substantial influence to shape 

Blackstone’s regulatory environment, including setting the standards for 
evaluating whether FINRA’s member-firms “improperly sell” Blackstone’s 
“products to investors.”106 As the primary securities regulator for brokerage 
firms, FINRA’s rules determine whether member-firms “improperly” sell 
investors interests in Blackstone funds. Lax standards and enforcement 
decrease the risks that Blackstone faces. 
 
 

Substantial Financial Stake in Financial Services Firm 
 

In addition to her other connections to Blackstone, Lazarus also directly 
owns 35,343 shares in the Blackstone Group as of July 21, 2017.107 Lazarus 
owns an additional 2,950 Blackstone shares indirectly.108 Her most recent 
acquisition of Blackstone stock came on July 9, 2017, when she acquired an 
additional 4,567 shares as a part of a Blackstone incentive compensation 
plan.109 At the Blackstone Group’s current stock price, this gives Lazarus a 
direct and indirect ownership stake of approximately $1.3 million. 

Lazarus’ ownership of Blackstone creates the appearance of a conflict 
which may diminish the vigor with which she seeks investor protections.  
 

                                                            
105. See Blackstone Group, Form 10-K, at 41, Feb. 24, 2017, https://www.sec.gov/ 
Archives/edgar/data/1393818/000119312517056300/d280098d10k.htm (describing 
regulatory risks for improper sales to retail investors). 

106. Id. 

107. Rochelle B. Lazarus, Form 4 (July 12, 2017), https://www.sec.gov/Archives/ 
edgar/data/1393818/000120919117044903/xslF345/doc4.xml.  

108. Id. 

109. Id. 
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Lazarus’s connection to FINRA 
 
Lazarus has been an executive at Ogilvy & Mather from 1995 through 

2012. She now serves as the Chairman Emeritus of Ogilvy. In 2015, Ogilvy 
created FINRA’s BrokerCheck advertising campaign.110 The financial 
connection between Ogilvy and FINRA may negatively impact public 
confidence in Lazarus’s ability to closely supervise FINRA’s management. 

 
 
Joshua S. Levine 
 
FINRA’s website reveals that Joshua S. Levine serves as a Public 

Governor while working as a Managing Director affiliated with Kita Capital 
Management, LLC.111 Levine’s LinkedIn profile makes clear that he co-
founded Kita Capital Management, LLC and that it provides “capital, 
operations and advice to technology-driven organizations.”112 Levine has 
extensive connections with FINRA members, as well as serving on a number 
of boards. 
 
 

Overboarding Concern 
 

In addition to his position as a Public Governor at FINRA, Levine’s 
“Board Service and Affiliations” includes six different entities: Fresh Direct, 
LLC, OPAQ Networks, Inc., Fantex Holdings, Inc., NPower Inc., Classroom 
Inc., and MSTERIO Inc.113 His position as a Managing Director at Kita Capital 
Management as well has his extensive commitments to other boards may 
diminish his efficacy as a Public Governor and significantly impede his ability 
to devote time, attention, and thought to investor protection issues. 
 
 

                                                            
110. See FINRA Launches National Ad Campaign Promoting BrokerCheck, (June 1, 
2015), http://www.finra.org/newsroom/2015/finra-launches-national-ad-campaign-
promoting-brokercheck.  

111. FINRA, Joshua S. Levine, http://www.finra.org/about/joshua-levine (last visited 
Oct. 13, 2017). 

112. See Linkedin, Joshua S. Levine, available www.linkedin.com. 

113. FINRA, Joshua S. Levine, http://www.finra.org/about/joshua-levine (last visited 
Oct. 13, 2017). 
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Fiduciary Duties to Entities with recently registered FINRA Member 
Subsidiaries 

 
Levine serves on the board of directors of Fantex Holdings, Inc. (Fantex 

Holdings). As of 2016, Fantex Holdings owned Fantex Brokerage Services, 
LLC (Fantex Brokerage), a previously registered FINRA member-firm.114 
Although Fantex Brokerage has withdrawn its registration, Levine’s role with 
Fantex Holdings creates an incentive for him to focus on industry profitability 
over investor protection. 
 
 

Long Industry Career 
 

Like many Public Governors, Levine has had a long industry career. He 
served as a Managing Director at Morgan Stanley from 1985 to 1997 before 
joining Deutsche Bank as a Managing Director from 1997 to 1999.115 He 
became the Chief Technology and Operations Officer for E*TRADE Financial 
from 1999 to 2005.116 Although his current FINRA profile indicates that he 
has served as a Managing Director for Kita Capital Management without 
interruption since 2005,117 past FINRA Annual Reports characterized him as 
“retired.”118 The inconsistent disclosures raise questions about the quality of 
FINRA’s past disclosures and governance. 

 
 
 
 
 
 

                                                            
114. See BrokerCheck Report for Fantex Brokerage Services, LLC, available 
https://brokercheck.finra.org. 

115. FINRA, Joshua S. Levine, http://www.finra.org/about/joshua-levine (last visited 
Oct. 13, 2017). 

116. Id. 

117. Id. 

118. See FINRA, 2016 Annual Report 63 (“Joshua S. Levine (Public), Retired, New 
York, NY”), available http://www.finra.org/about/annual-reports-financials; 
FINRA, 2015 Annual Report 65, available http://www.finra.org/about/annual-
reports-financials (“Joshua S. Levine (Public), Retired, New York, NY”). 
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Eileen Murray 
 
FINRA recently appointed Eileen Murray to serve as a Public Governor 

beginning in 2016.119 Murray serves as the co-CEO of the world’s largest 
hedge fund, Bridgewater Associates.120 Murray is not appropriately 
categorized as a Public Governor because of her extensive and on-going 
connections to the industry. 
 
 

Long Industry Career 
 

Murray has also had a long industry career, increasing the risk that she 
may more naturally sympathize with industry over public investor 
perspectives.121  
 
 

Current Securities Industry Affiliation 
 

Murray has a strong, current securities industry affiliation. Under 
FINRA’s own rules for arbitrator classifications, Murray would not qualify as 
a public arbitrator because of her employment by the world’s largest hedge 
fund.122  

 
 
Randal K. Quarles (Recent Governor) 
 
FINRA had Randal K. Quarles as one of its recent Public Governors.123 

He served as a Public Governor while working as the Managing Partner & Co-
founder of the Cynosure Group.124 Quarles co-founded the Cynosure Group in 

                                                            
119. FINRA, Eileen Murray, http://www.finra.org/about/eileen-murray (last visited 
Oct. 13, 2017). 

120. Id. 

121. Id. 

122. See FINRA, FINRA Rule 12100 (y), http://finra.complinet.com/en/display/ 
display_main.html?rbid=2403&element_id=4099, (last visited Oct. 24, 2017). 

123. FINRA, Randal K. Quarles 

124. Id. 
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2014.125 It has invested in several registered investment adviser firms.126 After 
being nominated by the Trump administration, Mr. Quarles was recently 
confirmed as a Federal Reserve Governor.127  
 
 

Securities Industry Affiliation 
 

Quarles has a long securities industry affiliation. Under FINRA’s own 
rules for arbitrator classifications, Quarles would not qualify as a public 
arbitrator because of affiliation with a registered investment adviser firm.128 
 
 

Membership in Industry-Funded Lobbying Organization 
 

Quarles also served as a member of the Board of the U.S. Chamber of 
Commerce (U.S. Chamber).129 The U.S. Chamber describes itself as the 
“world’s largest business organization representing the interests of more than 
3 million businesses.”130 FINRA-regulated firms have contributed substantial 

                                                            
125. See PR Web, Eccles Family Backs New Investment Firm, The Cynosure Group, 
June 5, 2014, http://www.prweb.com/releases/the-cynosure-group/private-equity-
investors/prweb11916306.htm (last visited Oct. 24, 2017) (noting that “Quarles spent 
many years working as a partner at the Wall Street law firm of Davis Polk & 
Wardwell, where he was the co-head of the firm’s Financial Institutions Group and 
advised on transactions that included a number of the largest financial sector mergers 
ever completed”). 

126. See e.g. Jeff Benjamin, Private equity investors zero in on the RIA business, 
INVESTMENTNEWS, Aug. 9, 2017, http://www.investmentnews.com/article/2017 
0809/FREE/170809925/private-equity-investors-zero-in-on-the-ria-business 
(describing a Cynosure investment into Savant Capital Management). 

127. Binyan Appelbaum, Randal Quarles Confirmed as Federal Reserve Governor, 
N.Y. TIMES, Oct. 5, 2017, https://www.nytimes.com/2017/10/05/us/politics/randal-
quarles-confirmed-as-federal-reserve-governor.html?_r=0. 

128. See FINRA, FINRA Rule 12100 (y), http://finra.complinet.com/en/display/ 
display_main.html?rbid=2403&element_id=4099, (last visited Oct. 24, 2017). 

129. See U.S. Chamber, Board of Directors, https://www.uschamber.com/about/ 
board-directors (last visited Oct. 13, 2017). 

130. About the U.S. Chamber, U.S. CHAMBER OF COMMERCE, 
https://www.uschamber.com/about-us/about-the-us-chamber (last visited July 6, 
2016). 
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sums to the U.S. Chamber.131 Serving these interests, the U.S. Chamber has 
filed a lawsuit attempting to block a proposed rule that would require many 
financial advisers to give advice in the best interests of their clients.132  

Quarles faced a conflict of interest to the extent that his duties to represent 
business perspectives and the public interest conflicted. For an example of a 
debate that has split business and public advocacy groups, consider the 
Department of Labor’s new rule imposing a fiduciary duty on financial 
advisers giving advice in connection with retirement accounts.133 The 
American Association of Retired Persons strongly supports the rule because it 
wants to close “loopholes in the law that allow some financial advisers to give 
investment advice that earns them a higher fee — even if it’s not the best 
advice.”134 The U.S. Chamber opposes the rule and has filed a lawsuit seeing 
judicial action to strike it down.135  

Shedding some light on Mr. Quarles’s views, the U.S. Chamber led a 
particularly aggressive lobbying campaign opposing the rule. According to a 
report published by Public Citizen, the U.S. Chamber created “astroturf” 
opposition to the rule.136 In one instance, a person that the U.S. Chamber 
                                                            
131. For example, in 2014, Prudential Financial contributed $185,000 to the U.S. 
Chamber with $75,000 earmarked for lobbying. 2014 Political Activities and 
Contributions Report, PRUDENTIAL 21 (April 2015), http://www.prudential.com/ 
media/managed/public/PAC_Annual_Report_14-Final.pdf.  

132. See Andrew Ackerman & Leslie Scism, Obama Retirement-Savings Rule Faces 
Industry-Led Court Battle, WALL ST. J. (May 31, 2016), http://www.wsj.com/ 
articles/industry-groups-prepare-lawsuit-over-obama-retirement-rule-1464704230 
(“Big business and financial industry trade groups are taking to the courts”). 

133. See U.S. Dep’t of Labor, Conflict of Interest Final Rule, https://www.dol.gov/ 
ebsa/regs/conflictsofinterest.html. 

134. David Certner, Why AARP Backs a New Retirement Plan Advice Rule, AARP 

BLOG (July 22, 2015), http://blog.aarp.org/2015/07/22/aarp-files-comments-on-new-
retirement-plan-advice-rule/. 

135. See Andrew Ackerman & Leslie Scism, Obama Retirement-Savings Rule Faces 
Industry-Led Court Battle, WALL ST. J. (May 31, 2016), http://www.wsj.com/ 
articles/industry-groups-prepare-lawsuit-over-obama-retirement-rule-1464704230 
(“Big business and financial industry trade groups are taking to the courts”). 

136. PUBLIC CITIZEN, SACRIFICING THE PAWNS: HOW THE U.S. CHAMBER OF 

COMMERCE RECRUITS SMALL BUSINESS OWNERS TO LOBBY AGAINST THEIR OWN 

SELF-INTEREST 8 (2016), http://www.chamberofcommercewatch.org/wp-
content/uploads/2016/06/Sacrificing-the-Pawns-final.pdf. The term “astroturfing” 
refers to manufacturing grass-roots opposition to regulation on behalf of business 
and industry interests; see also John Kennedy, Need a Grass-Roots Campaign? 
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featured on a website showcasing small business opposition to the rule “did 
not realize he was listed on the webpage as opposing it” and asked Public 
Citizen, “Who do I call to get this down?”137 

At Quarles’ confirmation hearing, Senator Cortez-Masto questioned him 
about his concurrent membership on the Board of the U.S. Chamber and on 
FINRA’s Board of Governors as a “Public Governor.”138 Quarles claimed that 
he had represented the public on the FINRA board “without any influence from 
or discussion with the Chamber of Commerce.”139 

Quarles’s past dual roles raised the appearance of a conflict of interest.  
They also raised questions as to how FINRA selects its Public Governors and 
whether it gives representation to stakeholders that lack a means of electing 
representatives to FINRA’s governing board. 

 
 

Reforms 
 

For FINRA to be effective at its stated investor protection mission, it 
should welcome reforms to improve its governance. After reviewing FINRA’s 
existing Public Governors, PIABA recommends that FINRA alter its by-laws 
to more closely police conflicts of interest at its Board of Governors and that 
it appoint persons with a history of advocating for investor protections to its 
Board of Governors. 

 
 
Address Conflicts of Interest 
 
FINRA’s apparently lax interpretation of its current by-laws permit too 

many unresolved significant conflicts of interest. FINRA should address the 

                                                            
Industries Learn How to Hire One, SUN SENTINEL (Oct. 28, 1996), http://articles. 
sun-sentinel.com/1996-10-28/business/9610280244_1_legislators-astroturfing-
lobbyist. 

137. Daniel Dudis & Bartlett Naylor, Taking a Hard Look at a Campaign Critical of 
a Fiduciary Rule, N.Y. TIMES (June 9, 2016), 
http://www.nytimes.com/2016/06/10/business/dealbook/taking-a-hard-look-at-a-
campaign-critical-of-a-fiduciary-rule.html?smid=tw-
nytimesbusiness&smtyp=cur&_r=0. 

138. See CSPAN, Senator Cortez Masto on FINRA Conflicts, July 27, 2017, 
https://www.c-span.org/video/?c4678228/senator-cortez-masto-finra-conflicts. 

139. Id. 
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issue in one of two ways: (1) promulgate a stronger interpretation of “material 
business relationship” in its governance guidelines and adopt policies to 
address these conflicts; or (2) amend the definition of Public Governor within 
its by-laws to capture these conflict-producing and confidence-undermining 
relationships. A “material business relationship” with a FINRA member firm 
should include serving on the board of a firm that has FINRA member 
subsidiaries or affiliates, distributes financial products through FINRA 
members, or accepts donations or contributions from FINRA member firms 
for lobbying activities. These material business relationships generate the 
appearance of a conflict and undercut investor and public confidence in 
FINRA’s responsible exercise of state power. Moreover, Public Governors 
should not have any type of material business relationship with the financial 
services industry.  FINRA recognized this when it excluded investment 
company, hedge fund, mutual fund, and other financial services employees 
from the definition of a public arbitrator.  FINRA should adopt a definition of 
Public Director which excludes the same sorts of affiliations to the financial 
services industry.   

 
 
Limit Overlapping Board Service 
 
PIABA remains concerned that FINRA’s Public Governors may not have 

sufficient time to devote to investor protection issues. PIABA recommends 
that FINRA limit outside board commitments to ensure that Public Governors 
have adequate time to advance FINRA’s investor protection mission. Because 
FINRA’s Board of Governors plays a critical role in financial regulation, it 
should impose limits on concurrent service on other boards.  For persons 
without other employment, FINRA should limit additional board 
commitments to four or less additional boards.  For persons with full-time 
employment, FINRA should limit additional board commitments to two or less 
additional boards 

 
 
Proposed Alternative Slate 
 
FINRA should move to nominate Public Governors with a demonstrated 

interest in investor protection issues. FINRA should seek nominations for 
Public Governors from organizations devoted to investor protection, such as 
the American Association of Retired Persons, the Consumer Federation of 
America, the North American Securities Administrators Association, and 
PIABA.  Because Public Governors should also have some familiarity with the 
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securities industry, PIABA suggests that FINRA consider the candidates listed 
below.140  
 
 

Jill I. Gross 
 

Professor Jill I. Gross is a nationally known expert in the field of securities 
dispute resolution and teaches at the Elizabeth Haub School of Law at Pace 
University. Professor Gross teaches courses in the areas of dispute resolution, 
ethics, securities law and lawyering skills. She was Director of the Pace 
Investor Rights Clinic from 1999-2015. Gross has familiarity with the 
securities industry and a demonstrated commitment to investor protection. 
 
 

Phyllis Borzi  
 

Phyllis Borzi served as the Assistant Secretary of Labor for the Employee 
Benefits Security Administration of the United States Department of Labor 
from 2009 to 2017. During that time, she directed the Department of Labor’s 
fiduciary duty rulemaking. Borzi has familiarity with the securities industry 
and a demonstrated commitment to investor protection. 
 
 

Jordan Thomas 
 

Jordan Thomas is a partner at Labaton Sucharow. He previously served as 
Assistant Chief Litigation Counsel in the Division of Enforcement at the SEC, 
where he had a leadership role in the development of the SEC Whistleblower 
Program. During his time at the SEC, Thomas brought enforcement cases that 
resulted in monetary sanctions and relief for harmed investors in excess of $35 
billion. Thomas has familiarity with the securities industry and a demonstrated 
commitment to investor protection. 
 
 

Robert S. Banks  
 

Robert Banks is an attorney that has spent his career representing 
investors. In 2017, he received the North American Securities Administrators 

                                                            
140. No person listed below participated in any way in the drafting of this report. 
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Association’s (NASAA) Investor Champion Award. FINRA appointed Banks 
to serve three terms as a public member of the NAMC, and he has chaired 
several of its important subcommittees. He has a demonstrated ability to work 
well with FINRA while advocating for investor protection. Banks has 
familiarity with the securities industry and a demonstrated commitment to 
investor protection. 
 
 

Teresa J. Verges 
 

Teresa Verges served as the Assistant Director of Enforcement for the 
Securities and Exchange Commission attorney before launching the 
University of Miami School of Law’s Investor Rights Clinic. She has 
familiarity with the securities industry and a demonstrated commitment to 
investor protection. 

 
 

Conclusion 
 

PIABA questions the appropriateness of FINRA appointing Public 
Governors which have clear industry ties. PIABA has significant concerns 
about 5 of FINRA’s 13 Public Governors and one recently-departed governor, 
almost half of the Public Governors. PIABA is concerned that FINRA is not 
following its own by-laws and is not meeting its obligation to ensure adequate 
public representation on its Board to ensure protection of investors and the 
public interest. FINRA’s predecessor, the NASD, has seen the harms that may 
result if the industry has undue influence over its regulation. However, simply 
calling someone “public” does not solve the problem. If the governors are not 
truly “public,” FINRA risks repeating past scandals, and impairing investor 
confidence in the industry. 

It is essential that FINRA’s Board of Governors include investor advocates 
and representatives. The industry’s interests are sufficiently represented by the 
10 Industry Governors. The public’s interests should be as adequately 
represented.  
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INTRODUCTION 
  

When investors sue their broker or brokerage firm, they can hire an 
attorney who is licensed to practice law in a particular state. Alternatively, in 
many states investors have the option of hiring someone who is not licensed 
to practice law if the claim is filed through FINRA, the Financial Industry 
Regulatory Authority. 

FINRA Rule 12208 generally allows non-attorney representatives 
(“NARs”) to represent investors in its arbitration forum, provided that the 
investor’s state permits such representation. NARs often do not maintain 
malpractice insurance, have no ethical code or constraints like attorneys do, 
and do not face potential sanctions from any regulatory or licensing body like 
a state bar association.  Essentially, this system exposes the investor who was 

                                                            
1. Andrew Stoltmann is a Chicago based securities and investment fraud attorney. 
He is serving as President and a member of the Board of Directors for the Public 
Investors Arbitration Bar Association (PIABA), an international, not-for-profit, 
voluntary bar association of lawyers who represent claimants in securities and 
commodities arbitration and litigation.  PIABA’s mission is to promote the interests 
of the public investor in securities and commodities arbitration by seeking to: protect 
such investors from abuses in the arbitration process; make securities arbitration as 
just and fair as systematically possible; and, educate investors concerning their 
rights. 

David Neuman is an attorney and partner of the law firm, Israels & Neuman, PLC, in 
Seattle, Washington.  He is a member of the PIABA Board of Directors.  Mr. 
Neuman focuses his practice on representing investors who bring claims against 
securities brokerage firms and stockbrokers for investment losses.   

2. The authors want to thank Christine Lazaro, Hugh Berkson, Ryan Cook, Marnie 
Lambert, Joe Peiffer, and Michael Edmiston for their input on this report.  The 
authors also thank PIABA’s executive director, Robin Ringo, for her continued and 
significant assistance in pursuing PIABA’s mission of protecting investors.   
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victimized by her broker to potential further victimization, with little chance 
of recovering damages caused by an unscrupulous or negligent NAR.   

This report will examine the representation of investors in FINRA 
arbitration proceedings by NARs, particularly those who represent investors 
for compensation.  It will discuss the applicable FINRA rules that govern this 
practice, the pitfalls of NAR representation, and some of the particular NAR 
firms that often represent investors in FINRA arbitration.  After detailing the 
status of the NAR problem, the report will identify what FINRA should do to 
better protect investors’ interests. 
 
 
BACKGROUND 

 
FINRA (the Financial Industry Regulatory Authority) is a not-for-profit 

organization that, through powers delegated from the Securities and Exchange 
Commission (“SEC”), regulates the securities brokerage industry.  FINRA’s 
stated mission is to protect investors “by making sure that the broker-dealer 
industry operates fairly and honestly”.3  FINRA also touts itself as being 
“dedicated to investor protection and market integrity through effective and 
efficient regulation of broker-dealers”.4 

FINRA counts among its members several thousand securities brokerage 
firms.5  FINRA member firms almost universally require their customers sign 
account agreements containing arbitration clauses, stating that the customer 
can seek redress against the brokerage firm or its brokers only through binding 
arbitration, administered through FINRA Dispute Resolution, a department of 
FINRA.  

FINRA Dispute Resolution promulgates rules for its Code of Arbitration 
Procedure, which rules govern the administration of claims between investors 
and FINRA member firms and brokers.6  These rules govern all aspects of the 
arbitration procedure, including the filing and answering of complaints, the 
exchange of documents and information through discovery, and proceeding 
with an evidentiary hearing to ultimately determine liability.   

                                                            
3. See FINRA, at http://www.finra.org/about (last visited Nov. 9, 2017). 

4. Id. 

5. See Statistics, FINRA, https://www.finra.org/newsroom/statistics#currentmonth 
(last visited Nov. 9, 2017) (stating that as of October 2017, there were 3,756 member 
firms and 635,073 registered representatives under FINRA). 

6. See FINRA, RULE 12100 et seq. 
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The FINRA Code of Arbitration Procedure Rule 12208 governs who may 
represent parties within the forum.  That rule provides that parties, including 
investors, can be represented by almost anyone.  Unfortunately, investors who 
get victimized by their broker or brokerage firm sometimes find themselves 
victimized for a second time when an NAR provides substandard and 
ineffective representation in their FINRA arbitration claim.  While all licensed 
attorneys are not created equal, at least they have licenses, standards and 
ethical rules that set a high standard of care.  NARs, who increasingly represent 
investors in FINRA arbitration, have no such rules, duties or standards.  
Further they are not trained in advocacy as attorneys are, and as a result, often 
do a poor job of aggressively advocating for their clients.   

Investors deserve better.  FINRA has issued a Regulatory Notice, 17-34, 
seeking comment on the efficacy of allowing compensated NARs to represent 
parties in arbitration.7  PIABA is supportive of FINRA’s initial efforts to 
address this issue, and requests that FINRA adopt rules which would prohibit 
NARs from representing investors in arbitration, with limited exceptions. 

 
 

FINRA’S RULES PERMITTING NARS IN ARBITRATION 
 

FINRA Rule 12208 governs the representation of parties in arbitration 
claims involving customers.  Rule 12208(a) provides that a party may 
represent themselves, and Rule 12208(b) provides that parties may be 
represented by an attorney in good standing and admitted to practice to the 
highest court of any state, unless state law prohibits such representation.8 

Rule 12208’s sections (c) and (d) provides that non-attorneys may also 
represent parties, with certain restrictions: 
 (c) Representation by Others  

Parties may be represented in an arbitration by a person who is not an 
attorney, unless:  
•  state law prohibits such representation, or  
•   the person is currently suspended or barred from the securities 
industry in any capacity, or  
•   the person is currently suspended from the practice of law or 
disbarred.  
 

                                                            
7. See FINRA, NOTICE TO MEMBERS 17-34 (2017), available at http://www.finra. 
org/industry/notices/17-34. 

8. See FINRA, RULE 12208(a) and (b). 
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(d) Qualifications of Representative  
Issues regarding the qualifications of a person to represent a party in 
arbitration are governed by applicable law and may be determined by 
an appropriate court or other regulatory agency. In the absence of a 
court order, the arbitration proceeding shall not be stayed or otherwise 
delayed pending resolution of such issues.9 

FINRA Rule 12208 explicitly permits NARs to represent parties, with very 
limited exceptions.  The exceptions in the rule are not sufficient to adequately 
protect investors.  
 
 
HISTORY OF FINRA RULE 12208 
 

FINRA’s predecessor, the NASD (National Association of Securities 
Dealer) enacted NASD Code of Arbitration Procedure Rule 27.  In 1996, the 
NASD recodified these rules under a new numbering system and converted 
Rule 27 to Rule 10316.  That rule simply stated that “All parties shall have the 
right to representation by counsel at any stage of the proceedings.”10  No other 
guidance on this rule was provided at the time. 

Then in 2005, the NASD proposed amending its representation rule.11  The 
NASD ultimately withdrew that proposal, and filed a new representation rule 
proposal in 2006.12  In 2007, FINRA adopted Rule 12208.13   

NASD’s representation rule was originally written to address the multi-
jurisdictional practice of law.  Many states permit an attorney licensed in at 
least one state to represent clients in arbitration in states in which he or she is 
not licensed.14  At the time of the initial proposed amendments, commenters 
raised concerns about NARs.15  The NASD’s 2006 proposal attempted to 
address those concerns.   

                                                            
9. See FINRA, RULE 12208(c) and (d). 

10. See NASD, RULE 10316. 

11. See SR-NASD-2005-023. 

12. See SR – NASD-2006-109. 

13. See Order Approving Proposed Rule Change Relating to Representation of 
Parties in Arbitration, Exchange Act Release No. 34-56540 [SR-NASD-2006-109], 
72 Fed. Reg. 56410 (Sept. 26, 2007). 

14. See SR-NASD-2006-109 at 7-9 (addressing the ABA Model Rule 5.5). 

15. Id. at 10. 
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The NASD considered that it may be difficult for investors to obtain 
representation if they had relatively small claims, such as those under 
$100,000 in losses.16  However, the NASD was concerned about allowing 
NARs who had been punished by regulatory bodies (such as state bar 
associations or securities regulators) to represent individuals.  The NASD 
concluded:   

While NASD remains concerned about some aspects of non-attorney 
representation, NASD does not wish to prohibit investors from 
retaining a non-attorney representative if that person is the only 
affordable representation available, and the requirements of the 
proposed rule are met.17 

Thus, the NASD thought it was prudent to allow NARs to represent 
investors, to ensure investors with smaller claims would not be denied 
representation, so long as the NAR had not been punished by a regulator – it 
prohibited representation by any NAR that had been suspended or barred from 
the securities industry.  After the NASD merged with NYSE Member 
Regulation in 2007 to form FINRA, FINRA enacted Rule 12208 in its present 
form. 
 
 
PROBLEMS WITH NARS 
 

Although FINRA rules have permitted NARs to represent investors, 
certain NARs have compounded the damages investors have suffered.  For 
example, NARs have been alleged to have charged investors $25,000 in non-
refundable deposits for representation; taken settlement money that the 
investors were not aware of; and represented some investors without their 
consent.18  FINRA is fully aware of these issues.  In October 2017, FINRA 
Director of Dispute Resolution, Richard Berry, discussed these allegations in 
a public forum.19 FINRA is not alone in recognizing the problems associated 

                                                            
16. Id.  at 12. 

17. Id. at 12-13. 

18. See Rita Raagas de Ramos, FINRA Warns Against Rogue Non-Lawyer Reps, 
FINANCIAL ADVISOR IQ (Oct. 13, 2017), https://financialadvisoriq.com/c/1764013/ 
205263/finra_warns_against_rogue_lawyer_reps?referrer_module=mostPopularSave
d&module_order=3.   

19. Id. 
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with NARs - the SEC20 and NASAA (the North American Securities 
Administrators Association)21 have also warned the public about “recovery 
companies” that charge a fee to assist individuals to recover money from 
investment scams.   

There have been various articles and published research discussing the 
issues with NARs in FINRA arbitration.22  Most recently, in October 2017, 
FINRA published Regulatory Notice 17-34, in which FINRA asked for 
feedback as to whether FINRA should allow NARs to continue to represent 
investors in its forum.23  As of December 11, 2017, fourteen people or firms 
had commented on Regulatory Notice 17-34, with nine of the commenters 
being opposed to allowing NARs, three commenters in support of allowing 
NARs, and two commenters pointing out the purported positives and negatives 
of NARs.  Both attorneys representing parties in FINRA arbitration, and 
arbitrators who presided over them, have commented on the notice.  One of 
the arbitrators who commented on this Notice mentioned that she would no 
longer agree to serve as an arbitrator where a party is represented by an NAR.24   

There are a number of reasons why representation by NARs is 
problematic.  Several states do not permit NARs to represent parties in 
                                                            
20. See What You Should Know About Asset Recovery Companies, SEC (Aug. 9, 
2016), https://www.sec.gov/oiea/investor-alerts-bulletins/ia_assetrecovery.html (last 
visited Nov. 9, 2017). 

21. See Informed Investor Advisory: Third-Party Asset Recovery Companies, 
NASAA (Dec. 2015), http://www.nasaa.org/38322/informed-investor-advisory-third-
party-asset-recovery-firms/. 

22. See Securities Industry Conference on Arbitration, Report on Representation of 
Parties in Arbitration by Non-attorneys, 22 FORDHAM URB. L.J. 507, 512 (1995); 
Ariel Kaminer, Swatting at Wall Street from a Bunker in Brooklyn, N.Y. TIMES (May 
21, 2010) (quoting one defense lawyer as stating that dealing with a particular NAR 
“is one of the most frustrating experiences I’ve ever dealt with…It’s like hondling at 
a flea market with these guys”);  Adam J. Gana, Should Non-Attorneys Represent 
Parties in FINRA Arbitration for Compensation?, NYSBA JOURNAL (Jan. 2015); 
Aegis J. Frumento & Stephanie Korenman, Rethinking Non-Lawyer Advocacy in 
FINRA Customer Arbitrations, SECURITIES ARBITRATION COMMENTATOR Vol. 16, 
No. 8 (Mar. 2017). 

23. See FINRA, NOTICE TO MEMBERS 17-34 (2017), available at http://www.finra. 
org/industry/notices/17-34. 

24. See Micalyn S. Harris, Comments on Efficacy of Allowing Compensated Non-
Attorneys to Represent Parties in Arbitration, FINRA (Nov. 6, 2017) 
http://www.finra.org/sites/default/files/notice_comment_file_ref/17-34_harris_ 
comment.pdf. 
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arbitration, however NARs may still be operating in those states, with little 
protection for investors.  Moreover, parties are deprived of many of the basic 
attorney-client protections that would be available if the investor was 
represented by an attorney.  NARs have no ethical code or constraints like 
attorneys do, and do not face potential sanctions from any regulatory or 
licensing body like a state bar association.  It is unlikely that the NARs will 
have malpractice insurance, and there may be no meaningful way to obtain 
information about problems others have had with the NAR.   

 
 
Representation by NARs May be the Unauthorized Practice of Law 

 
FINRA Rule 12208(c) allows non-attorneys to represent clients in its 

arbitration forum, unless “state law prohibits such representation”.  Because 
of the extent of what NARs do in the context of representing investors in a 
FINRA arbitration, many states consider the conduct of NARs to be the 
practice of law.  NARs interview clients, draft pleadings, develop litigation 
strategy, engage in discovery, negotiate settlements, engage experts, and 
conduct examination of witnesses at the arbitration hearing, all of which 
involves legal skill and knowledge.  This unauthorized practice of law by non-
attorneys in arbitration is illegal in some states. 

Several states’ highest courts have ruled that representation by a non-
attorney in arbitration constitutes the unauthorized practice of law, including 
Arkansas25, Arizona26, and Ohio27. Other states have instead provided 
guidance regarding the unauthorized practice of law in arbitration through bar 

                                                            
25. See NISHA, LLC v. TriBuilt Const. Group, LLC, 388 S.W.3d 444, 451 (Ark. 
2012) (holding that “a nonlawyer’s representation of a corporation in arbitration 
proceedings constitutes the unauthorized practice of law”). 

26. See In re of Creasy, 12 P.3d 214 (Ariz. 2000) (concluding that a disbarred 
attorney violated an order of disbarment because he engaged in the practice of law 
by representing party at private arbitration proceeding). 

27. See Disciplinary Counsel v. Alexicole, Inc., 822 N.E.3d 348, 350 (Ohio 2004) 
(finding that the representation of parties in securities arbitration by non-attorneys 
constituted the unauthorized practice of law). 
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rules and advisory opinions, like Alabama28, Florida29, Illinois30, Kansas31, 
Louisiana32, and Washington33. Yet other states, like New York, have found 
that NARs are allowed to represent investors, as long as the forum’s 
(FINRA’s) rules allow it.34 However, most states have been silent on the issue 
of whether the appearance of NARs in an arbitration forum constitutes the 
unauthorized practice of law. 

                                                            
28. See Ala. State Bar Office of Gen. Counsel Disciplinary Comm’n, Formal Op. R0 
2014-01, at 1 (2014), available at https://www.alabar.org/assets/uploads/2014/08/ 
2014-01.pdf (finding that a non-lawyer cannot represent a party in court-ordered 
arbitration, as such would constitute the unauthorized practice of law). 

29. See Fla. Bar re Advisory Op. on Nonlawyer Representation in Sec. Arbitration, 
696 So. 2d 1178 (Fla. 1997) (finding that the representation of parties by a non-
attorney in securities arbitration violates the State’s bar rules, including the 
unauthorized practice of law). 

30. See Illinois State Bar Ass’n, ISBA Professional Conduct Advisory Opinion 13-03 
(Jan. 2013) (stating that “[A] nonlawyer’s representation of parties to a FINRA 
arbitration generally constitutes the unauthorized practice of law”).  The opinion 
even suggested that FINRA arbitrators notify FINRA and the Illinois ARDC 
(Attorney Registration and Disciplinary Committee) if a non-attorney represents a 
party in FINRA arbitration.   

31. See Kansas Attorney Gen. Opinion No. 93-100 (July 26, 1993) (stating that “a 
non-attorney representative may not engage in the unauthorized practice of law, and 
therefore may not examine witnesses, file pleadings, make legal arguments, or 
perform any functions deemed to be the practice of law”). 

32. See La. R. Prof. Conduct, Rule 5.5(e)(3)(iii) (stating that appearing on behalf of a 
client in any hearing or proceeding, including in front of an arbitrator, is deemed the 
practice of law). 

33. See Washington Gen. Rule 24(a)(3) (defining the practice of law to include 
representation of another person or entity in a “formal administrative adjudicative 
proceeding or other formal dispute resolution process or in an administrative 
adjudicative proceeding in which legal pleadings are filed or a record is established 
as the basis for judicial review”). 

34. See DePalo v. Lapin, Index No. 114656/2008 (Sup. Ct. NY June 30, 2009) 
(stating that “New York has no prohibition which would have prevented Lapin from 
representing an individual in a FINRA arbitration”) (citing Williamson v. John D. 
Quinn Construction, 537 F.Supp. 613, 616 (S.D.N.Y. 1982) (noting that under New 
York law representation of a party in an arbitration proceeding by a non-lawyer does 
not constitute the unauthorized practice of law)). 
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Some states require out-of-state attorneys to file an application or affiliate 
with local counsel to represent in-state clients in arbitration, but there are no 
such similar rules for NARs.  California requires that certain procedures be 
followed if an out-of-state attorney is representing a client in an arbitration in 
the state.  An attorney not licensed to practice in California must affiliate with 
an attorney licensed in California and submit an Out of State Attorney 
Arbitration Counsel form.35  With respect to California, FINRA procedures 
require the out-of-state attorney to submit this form to FINRA, gain approval 
from FINRA, and then submit the approved form to the State Bar of California, 
along with a $50 processing fee.36  FINRA procedures also require that out-of-
state attorneys affiliate with local counsel for several other states (including 
Florida, Michigan, and Ohio) before serving a customer’s claim on a 
respondent.   

NARs are not required to comply with the same procedures as licensed 
attorneys under FINRA’s rules.  FINRA, and some states, therefore require 
additional steps for attorneys in the FINRA arbitration forum, but the same is 
not required of NARs.     

 
 
Investors Lack Basic Protections when Represented by an NAR 

 
Unlike licensed attorneys, NARs are not bound by codes of conduct.  

Licensed attorneys are bound by an ethical code of conduct, including state 
conduct rules, primarily modeled on the American Bar Association’s Model 
Rules of Professional Conduct.37  Licensed attorneys who violate these ethical 
codes subject themselves to discipline, such as fines, suspensions, or even 
expulsion from the practice of law.  The state bar associations report instances 
of attorney misconduct.  Additionally, investors receive additional protections 
when working with attorneys, such as the attorney-client privilege.  NARs, 

                                                            
35. The form can be found on the State Bar of California website at http://www.cal 
bar.ca.gov/About-Us/Forms#osaac (last visited Nov. 9, 2017). 

36. See FINRA OFFICE OF DISPUTE RESOLUTION, PARTY’S REFERENCE GUIDE 48-50 
(April 2017), available at https://www.finra.org/sites/default/files/Partys-Reference-
Guide.pdf. 

37. A complete list of the ABA Model Rules of Professional Conduct can be found 
on the ABA’s website at https://www.americanbar.org/groups/professional_ 
responsibility/publications/model_rules_of_professional_conduct.html (last visited 
Nov. 9, 2017). 
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however, are not subject to any such rules or guidelines, leaving investors 
vulnerable when an NAR represents them. 

 
 
Lack of Ethical Guidelines  

 
Attorneys are bound by rules of professional conduct.  Such rules often 

prohibit attorneys from soliciting clients by initiating contact with prospective 
clients in-person, via telephone, or real-time electronic contact (such as instant 
messaging), with limited exceptions.38  The commentary to ABA Model Rule 
7.3 discuss the concerns with directly contacting prospective clients: 

There is a potential for abuse when a solicitation involves direct 
in-person, live telephone or real-time electronic contact by a lawyer 
with someone known to need legal services. These forms of contact 
subject a person to the private importuning of the trained advocate in 
a direct interpersonal encounter. The person, who may already feel 
overwhelmed by the circumstances giving rise to the need for legal 
services, may find it difficult fully to evaluate all available alternatives 
with reasoned judgment and appropriate self-interest in the face of the 
lawyer's presence and insistence upon being retained immediately. 
The situation is fraught with the possibility of undue influence, 
intimidation, and over-reaching.39  

However, some NARs (through their affiliates or “consultants”) have 
admitted to cold-calling prospective clients and soliciting them to initiate 
FINRA arbitration proceedings.40  Unfortunately, NARs’ potential use of these 
tactics, which are impermissible for licensed attorneys, are not governed by 
any regulator (like a state’s bar association) and subjects the investor to 
potential abuse.   
 
 
 
 
 
 
 

                                                            
38. See MODEL RULES OF PROF’L CONDUCT R. 7.3(a) (2016).   

39. See MODEL RULES OF PROF’L CONDUCT R. 7.3 cmt. 2 (2016). 

40. See Affidavit of Louis Ottimo, National Securities Corp. v. Cold Spring Advisory 
Group LLC et al., Index No. 653483/14 (Sup. Ct. NY, Feb. 29, 2016). 
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Lack of Disciplinary History Available 
 

Many state bars, like California41, Florida42, Iowa43, and Texas44, provide 
the general public with disciplinary information about attorneys licensed in 
their states, which can be found by searching the states’ websites.  Like 
FINRA’s rationale behind BrokerCheck, potential clients can review whether 
a particular attorney they’re considering hiring to represent them in their 
dispute with their broker has been previously sanctioned or punished for 
violating ethical rules.  Such information is not readily available for an NAR, 
if it exists at all.  Because they are neither regulated nor supervised, it is 
difficult for an investor to determine if a particular NAR has any disciplinary 
history.45 

 
 
Lack of Malpractice Insurance 

 
NARs generally do not have insurance to cover potential misconduct.  

While attorneys are not required to have professional malpractice insurance in 
most states, many do for practical reasons.  Some state bars that do not require 
attorneys to carry insurance often require the attorney to disclose whether he 
or she has insurance, which is then disclosed on the state bar’s website or 

                                                            
41. The State Bar of California’s disciplinary information can be found after 
searching for an attorney at http://members.calbar.ca.gov/fal/membersearch/ 
quicksearch (last visited Nov. 9, 2017). 

42. The same can be found on the Florida Bar’s website at https://www.florida 
bar.org/directories/find-mbr/ (last visited Nov. 9, 2017). 

43. The Iowa Judicial Branch Office of Professional Regulation carries a similar 
search function at https://www.iacourtcommissions.org/SearchLawyer.do (last 
visited Nov. 9, 2017). 

44. The State Bar of Texas also provides a similar function at https://www.texas 
bar.com/AM/Template.cfm?Section=Find_A_Lawyer&Template=/CustomSource/M
emberDirectory/Search_Form_Client_Main.cfm (last visited Nov. 9, 2017). 

45. As discussed above, because NARs are not governed by bar associations, it is 
unlikely there is even an entity available to record misconduct of NARs. 
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directory (such as Illinois’46 and Colorado’s47 state bar websites), so that 
investors are aware of their uninsured status.  

Many legal malpractice insurance carriers will not extend coverage to 
anyone who is not licensed to practice law, meaning that it may be difficult for 
NARs to obtain meaningful legal malpractice insurance.  If the NAR is 
negligent or commits malpractice while representing an investor and does not 
have insurance, it is unlikely the investor will be able to be compensated for 
the NAR’s misconduct, especially if the NAR is thinly capitalized. 

 
 
Lack of Attorney-Client Privilege 

 
When an attorney represents a client, communications between the 

attorney and client are almost always subject to the attorney-client privilege.  
Under such privilege, the attorney cannot disclose any confidential 
communications without the client’s consent, and those communications are 
not discoverable by the opposing side.  The comments to ABA Model Rule 
1.6 describe the rationale for this: 

A fundamental principle in the client-lawyer relationship is that, in the 
absence of the client's informed consent, the lawyer must not reveal 
information relating to the representation. See Rule 1.0(e) for the 
definition of informed consent. This contributes to the trust that is the 
hallmark of the client-lawyer relationship. The client is thereby 
encouraged to seek legal assistance and to communicate fully and 
frankly with the lawyer even as to embarrassing or legally damaging 
subject matter. The lawyer needs this information to represent the 
client effectively and, if necessary, to advise the client to refrain from 
wrongful conduct.48 

For the privilege to apply, there must be a relationship with an attorney.  
For example, under New York law, “no attorney-client privilege arises unless 
an attorney-client relationship has been established”.49  But there is no 

                                                            
46. The attorney search function on the Illinois Attorney Registration and 
Disciplinary Commission is located at https://www.iardc.org/lawyersearch.asp (last 
visited Nov. 9, 2017). 

47. The Colorado Supreme Court Office of Attorney Regulation Counsel’s attorney 
search function can be found at http://www.coloradosupremecourt.com/Search/ 
AttSearch.asp (last visited Nov. 9, 2017). 

48. See MODEL RULES OF PROF’L CONDUCT R. 1.6, cmt. 2 (2016).   

49. See Priest v. Hennessy, 409. N.E.2d 983 (NY 1980). 
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privilege where an NAR is representing an investor. Communications between 
the investor and the NAR are not privileged and therefore discoverable, 
meaning the opposing side could request production of all communications 
between an NAR and the client.  This could be particularly harmful to the 
client, who may be disclosing legally damaging information to the NAR 
without any idea that those communications can be obtained by the opposing 
side. 

 
 

ISSUES WITH PARTICULAR NARS 
 

There are a number of NARs that currently solicit and represent customers 
in FINRA arbitrations.  While this is not an exhaustive list, the background 
and conduct of these NARs are illustrative of the issues facing FINRA and 
investors who hire NARs to represent them in arbitration.    

 
 
Cold Spring Advisory Group 

  
 Background 

 
Cold Spring Advisory Group (“CSAG”) is an NAR firm that has appeared 

in a number of FINRA arbitrations.  CSAG is a firm based in New York City 
and owned by Michelle Ottimo.  There are a number of “consultants” who 
work for the firm, and CSAG also sometimes refers cases to attorneys.50   

It is believed that Michelle Ottimo is not licensed to practice law in any 
state.  Michelle Ottimo’s husband, Louis Ottimo, is a consultant for CSAG.  
Frederick Amato is another consultant for CSAG.  Both Louis Ottimo and 
Frederick Amato are former brokers, and it is believed that neither is licensed 
to practice law in any state.  Pursuant to FINRA Rule 12208, Louis Ottimo 
would be prohibited from representing an investor on behalf of CSAG.   
 

                                                            
50. See About Us, COLD SPRING ADVISORY GROUP, https://www.coldspring 
advisory.com/about-cold-spring-advisory-group (last visited Nov. 27, 2017).  This 
also raises a question as to whether an attorney who takes on referred cases from 
CSAG can legally share fees with a non-attorney.  See MODEL RULES OF PROF’L 

CONDUCT R. 5.4 (2016) (prohibiting attorneys from sharing fees with a nonlawyer, 
with exceptions).  However, the purpose of this report is not to examine the propriety 
of those attorneys accepting cases from an NAR and whether any fees are shared.   
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Accordingly, CSAG avoids this prohibition by having another employee, 
Jennifer Tarr, appear on its behalf in all of the arbitrations in which CSAG has 
appeared.  Ms. Tarr is not licensed to practice law in New York or any other 
state.51   
  

 
 Louis Ottimo 

 
In an affidavit filed in a state court action in 2016, Louis Ottimo admitted 

that he was a “consultant” and “manager” of CSAG.52  Louis Ottimo has quite 
the troubled regulatory and legal history. According to FINRA’s BrokerCheck, 
Louis Ottimo (CRD number 2606438) was affiliated with seven different 
brokerage firms between 1995 and 2014.53  Four out of those seven brokerage 
firms have been expelled from the securities industry. 

BrokerCheck also discloses that in August 2013, FINRA brought a 
regulatory action against Louis Ottimo54 related to his affiliation with EKN 
Financial Services, which was owned in part by his father, Anthony Ottimo, 
Sr.,55 and for which Ottimo was a representative.   FINRA alleged that Louis 
Ottimo failed to timely disclose numerous liens and judgments against him, as 
well as a 2010 bankruptcy filing.  FINRA also alleged that he made material 
misrepresentations and omissions in connection with the sale of a private 
placement that he and EKN created.  FINRA further alleged that Louis Ottimo 
failed to disclose significant negative information concerning his prior 
business experience and that his misconduct resulted in personal monetary 

                                                            
51. A search on New York State’s Unified Court System website (http://iapps. 
courts.state.ny.us/attorney/AttorneySearch) reveals that a Jennifer Elyse Tarr is a 
licensed attorney in Illinois and New York and works at Proskauer Rose’s New York 
City office.  However, it is believed that this is not the same Jennifer Tarr affiliated 
with CSAG. 

52. See Affidavit of Louis Ottimo, National Securities Corp. v. Cold Spring Advisory 
Group LLC et al., Index No. 653483/14 (Sup. Ct. NY, Feb. 29, 2016). 

53. See FINRA, BROKERCHECK REPORT: LOUIS OTTIMO (2017). 

54. See FINRA Department of Enforcement v. Louis Ottimo, FINRA No. 
2009017440201 (Mar. 15, 2017). 

55. See FINRA, BROKERCHECK REPORT: EKN FINANCIAL SERVICES, INC. 3-5 
(2017). 
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gain.  In July 2015, FINRA barred Louis Ottimo from the securities industry.56  
After Louis appealed this decision to the National Adjudicatory Council 
(“NAC”), but after a hearing on the merits, the NAC upheld Ottimo’s lifetime 
bar in March 2017.57 

BrokerCheck further discloses that Louis Ottimo was the subject of 
at least two customer complaints.  In 1999, Louis Ottimo was ordered to pay 
$20,061 regarding allegations of unauthorized trading.  In 2010, he was the 
subject of a second customer complaint alleging unauthorized trading, but the 
claim was denied and not pursued further by the customer. 
 Louis Ottimo also filed a Chapter 7 bankruptcy in the Eastern 
District of New York on October 25, 2016.58  According to the bankruptcy 
petition, Louis Ottimo disclosed that he had only $9,000 in assets (consisting 
of just furniture, household furnishings, and clothing) but over $4.52 million 
in liabilities.59  The largest debt owed by Louis Ottimo was a $1 million 
mortgage on his primary residence in Syosset, New York60.  He owed over 
$150,000 in federal taxes from 2006 to 2010, as well as over $34,000 in taxes 
owed to the State of New York.61  He had several other large debts: 

a) $875,000 pursuant to a judgment from an action to collect a debt 
arising from a promissory note; 

b) $185,631 pursuant to a judgment related to EKN Financial 
Services; 

c) $933,500 arising from a personal loan; 
d) $150,000 to FINRA for fines and penalties; 
e) $60,921 for a deficiency on a repossessed boat; 
f) $525,060 pursuant to a judgment against Ottimo as the guarantor 

of debt due for unpaid commercial rent; 
g) Another judgment against Ottimo for unpaid commercial rent for 

$138,803; 

                                                            
56. See FINRA Dept. of Enforcement v. Louis Ottimo, FINRA No. 2009017440201 
(Jul. 10, 2015). 

57. See FINRA Dept. of Enforcement v. Louis Ottimo, FINRA No. 2009017440201 
(Mar. 15, 2017).  

58. See Louis Ottimo Chapter 7 Bankruptcy Petition, In re Louis Ottimo, Case No. 8-
16-75005-reg (E.D.N.Y. Oct. 25, 2016). 

59. Id. at 8, 15. 

60. Id. at 16. 

61. Id. at 17-18. 
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h) $330,791 pursuant to a judgment arising from a breach of 
contract; and 

i) $4,800 to a company for boat repairs and storage.62 
Interestingly, in his bankruptcy petition which was filed eight months after 

he admitted to “consulting” and “managing” CSAG, Louis Ottimo claimed 
that he was unemployed and had zero income.63  Rather he disclosed that his 
wife gets monthly “interest and dividends” as a “member” of CSAG.64  In his 
Statement of Financial Affairs, Louis Ottimo also claimed that he had not 
received any income from employment for the previous two years.65  While 
his 2016 affidavit indicates he “consults” and “manages” for CSAG, he is 
apparently doing so for free.    

 
 

  Frederick Amato 
 

Frederick Amato is another CSAG representative.  A review of FINRA’s 
BrokerCheck reveals that a Frederick Amato (CRD number 2288663) worked 
for five different brokerage firms between October 2000 and May 2011.  
According to FINRA’s BrokerCheck, Amato was charged with one count of 
bookmaking in Florida in 1999.  He was convicted for one count of gambling, 
a misdemeanor, and was sentenced to one-year probation. 

 
 

  Complaints against CSAG 
  

CSAG itself has also been the subject of several complaints.  National 
Securities Corp., a FINRA member firm, brought a complaint against CSAG, 
Louis Ottimo, Anthony Ottimo, Sr., Fred Amato, and a number of other 
individuals, in state court in New York.66  National Securities Corp. alleged 
that employees of CSAG contacted numerous customers in Tennessee and 

                                                            
62. Id. at 18-26. 

63. Id. at 31. 

64. Id. at 31-32. 

65. Id. at 36. 

66. See Memorandum of Law In Support of Motion for Expedited Discovery, 
National Securities Corp. v. Cold Spring Advisory Group LLC et al., Index No. 
653483/14 (Sup. Ct. NY, Nov. 12, 2014). 
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solicited them to initiate arbitration claims against National Securities Corp.67  
National Securities Corp. further alleged that CSAG employees may have 
unlawfully obtained its proprietary roster of customers in order to solicit these 
potential arbitration claimants.68 

Louis Ottimo’s affidavit filed in the National Securities Corp case, 
referenced above, helps illustrate CSAG’s business practices.  He states that 
CSAG “obtains its customers from recommendations, cold calls, email blasts, 
fax blasts, and mailings”.69  CSAG also “purchases lists and data basis from 
various services including InfoUSA, Dun and Bradstreet, and lists from the 
internet”.70  Ottimo also described the cold-calling practices of CSAG, stating 
that “when calls are made by a representative of Cold Spring, the caller asks 
whether the person has sustained a loss in the stock market and, if so, advises 
such person of the nature of the services that Cold Spring offers”.71  CSAG’s 
cold-calling practices would likely be prohibited by state bar associations, yet, 
as an NAR, CSAG appears to be able to engage in this conduct.  

CSAG was also the subject of at least one complaint by one of the 
attorneys, Hilton Wiener, to whom it “referred” cases.  Wiener sued CSAG 
and a number of other individuals who worked or “consulted” with CSAG, 
alleging that that he had been retained by CSAG to represent an aggrieved 
couple in Florida, but he was never paid.72  A mediation to try to settle the case 
was eventually set, but the harmed investors  terminated their relationship with 
Wiener just prior to the mediation.73  Wiener alleged that CSAG then settled 
the case on behalf of the couple at the mediation, without paying Wiener for 
his services.74  It was alleged that Louis Ottimo and Jennifer Tarr represented 
the investors at the mediation.75 

Wiener’s complaint also makes allegations about how CSAG’s business 
model works.  Wiener alleged that CSAG “requires that its clients pay a 
                                                            
67. Id. at 1-2. 

68. Id.   

69. Id. 

70. Id. 

71. Id. 

72. See Complaint, Wiener v. Mulligan et al., Index No. 602501/17 (Sup. Ct. NY 
Apr. 18, 2017). 

73. Id. at ¶¶ 25-26. 

74. Id. at ¶¶ 29-35. 

75. Id. at ¶ 30. 



420 NON-ATTORNEY REPRESENTATIVES [Vol. 24 No. 3 

substantial amount of money for what it describes as a forensic evaluation of 
the accounts that suffered the alleged losses”, and that CSAG charges “10-
$25,000 for the forensics evaluation.”76  Wiener further alleged that CSAG 
may “offer its clients…a referral to an attorney for the purpose of representing 
the client in a FINRA arbitration proceeding.”77   

 
 

  CSAG’s Awards 
 

The FINRA award search reveals that CSAG has been involved in at least 
27 arbitration cases.78  Jennifer Tarr represented the claimants on behalf of 
CSAG in each of those cases.  In the 27 cases found, CSAG sought a total of 
$2,352,274 on behalf of its clients.  CSAG’s clients were awarded a zero in 19 
out of those 27 cases, resulting in investors receiving a positive award in only 
29.63% of CSAG’s cases, compared to the national average, which was most 
recently 41-42%.79  In the eight cases where CSAG was successful, CSAG 
delivered the following results: 

a) In Case No. 15-03002, CSAG’s client was awarded $50,000 (100% 
of the amount requested) against three associated persons, none of 
whom were represented by counsel; 

b) In Case No. 16-00351, CSAG’s client was awarded $50,000 (100% 
of the amount requested) against four associated persons, one of 
whom was not represented by counsel and three of whom did not 
even file a response to the complaint; 

c) In Case No. 15-02851, CSAG’s client was awarded $44,734 (100% 
of the amount requested) against an associated person who defended 
the claim; 

d) In Case No. 16-00673, CSAG’s client was awarded $46,500 (93% of 
the amount requested) against two associated persons who did not 
file a response to the complaint; 

                                                            
76. Id. at ¶¶ 16-18. 

77. Id. at ¶ 19. 

78. As the award database does not record settlements unless there was a 
corresponding request for expungement by the firm or broker, it is highly likely that 
CSAG represented investors in a larger number of cases than captured in the 
database.  

79. See Dispute Resolution Statistics, FINRA, http://www.finra.org/arbitration-and-
mediation/dispute-resolution-statistics (last visited Nov. 27, 2017). 
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e) In Case No. 16-00441, CSAG’s client was awarded $32,517 (72.7% 
of the amount requested) against a terminated FINRA member firm 
(which did not file a response) and an associated person who did not 
file a response to the complaint; 

f) In Case No. 16-00350, CSAG’s client was awarded $298,737 
(101.5% of the amount requested) against three associated persons, 
including one who was not represented by counsel and another who 
did not file a response to the complaint; 

g) In Case No. 16-00402, CSAG’s client was awarded $233,703 (75.7% 
of the amount requested) against an associated person who did not 
respond to the complaint; and, 

h) In Case No. 15-01911, CSAG’s client was awarded $41,482 (100% 
of the amount requested) against a FINRA member firm that 
defended the claim. 

Out of the $2,352,274 in damages sought by CSAG on behalf of its clients, 
its clients were awarded a total of $752,673, or roughly 31.99% of the damages 
sought.  However, nearly all of those “wins” by CSAG were against brokers, 
many of whom did not respond to the complaint or were not represented by 
counsel.  The collectability of these awards is highly questionable (which is, 
of course, an entirely different problem).  Indeed, only one out of the thirteen 
associated persons from the cases referenced above is still in the securities 
industry, as the rest have been kicked out for failing to pay an arbitration 
award.80  Considering arbitration awards that were decided against a FINRA 
member firm (not its associated persons) that was still in business, and 
associated persons who are still in the securities industry after the award was 
rendered, CSAG’s clients were likely only awarded a total of $86,216, or 
3.66% of the damages sought for all of its 27 cases.    

Incredibly, there are some CSAG clients who did even worse than getting 
a zero.  One such customer was ordered to pay the respondent firm and one of 
its associated persons $45,000 (consisting of $37,500 in damages and $7,500 
in discovery sanctions).81   

CSAG’s detrimental impact on some investors’ claims is not merely 
potential or hypothetical.  In two of the 27 cases identified for this report, 
investors’ cases were dismissed primarily because CSAG’s representation of 
the investor violated the particular state’s rules related to the unauthorized 

                                                            
80. In Kabat v. Rappa, FINRA No. 15-02851, Pasquale Rappa was ordered to pay 
$44,734.  Rappa is still in the securities industry, so it is likely that this award was 
paid. 

81. See Hessong v. Cape Securities, Inc., FINRA Case No. 15-01225 (Jan 6. 2017). 
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practice of law.  In Simon v. Aegis Capital Corp. et al., FINRA Case No. 15-
02865, the arbitrator dismissed the investor’s claims because CSAG and 
Jennifer Tarr were engaging in the unauthorized practice of law.  The arbitrator 
in Simon discussed this issue at length in the October 2016 award, stating: 

Rule 12208(c) of the FINRA Code of Arbitration Procedure provides 
that “[p]arties may be represented in an arbitration by a person who is 
not an attorney, unless ... state law prohibits such representation.” 
(Emphasis added). “The Arizona Supreme Court has exclusive 
jurisdiction over the regulation of the practice of law in Arizona.” 
State v. Eazy Bail Bonds, 224 Ariz. 227, 229, ¶ 9, 229 P.3d 239, 241 
(App. 2010). Under the Arizona Supreme Court’s rules, the 
representation of a party in an arbitration by another person constitutes 
the “practice of law.” Ariz. Sup. Ct. R. 31(a)(2)(A)(3). By this rule, 
the Arizona Supreme Court prohibits the representation of a party in 
an arbitration conducted in Arizona by anyone who is not admitted to 
practice law in Arizona. See Ariz. Sup. Ct. R. 31(b). The Arizona 
Supreme Court provides an exception under its rules that allows a 
lawyer (such as Respondents’ representatives who are admitted to 
practice law in a state other than Arizona, to represent a party in an 
arbitration when that arbitration is conducted in Arizona and involves 
federal law. See Ariz. Sup. Ct. R. 31(d)(27) and Ariz. Sup. Ct. R. 42, 
E.R. 5.5(c)(2 and 3) and (d). However, CSAG and its representative, 
Jennifer Tarr, have admitted that they are not licensed to practice law 
in Arizona or any other State.82 

During the course of the arbitration, Ms. Tarr withdrew from 
representation of the investor, and Hilton Wiener, the same attorney referenced 
above who later sued CSAG, entered an appearance.  Wiener failed to file a 
new, amended complaint and sought only to “adopt” all previous pleadings 
filed by CSAG and Tarr.  However, the arbitrator found that this was 
insufficient and dismissed the investor’s claims. 

Unfortunately, this is not the only instance where a CSAG client’s claims 
were dismissed because CSAG’s representation violated state law.  In Halling 
v. Cape Securities et al., FINRA No. 16-00519, the arbitrator found that 
CSAG’s representation of the Kansas investor violated Kansas law: 

The Kansas Supreme Court and the Rules of Professional Conduct 
have consistently and firmly held non-attorney representatives are not 
authorized to practice law in its jurisdiction and individuals can only 
be represented by a lawyer, if they are not representing themselves… 

                                                            
82. See Simon v. Aegis Capital Corp., FINRA No. 15-02865 (Oct. 13, 2016). 
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* * * 
Under FINRA Code of Arbitration Procedure, and as limited by 
Kansas law, the pleadings are stricken, as neither Cold Spring 
Advisory Group nor non-attorney Jennifer Tarr can represent 
Claimant in this arbitration, and even if we were to address the merits, 
Claimant has not met his burden of proof on any count, so all awards 
are in favor of Respondents.83 

The attorney for the Respondent raised this issue several times prior to and 
during the evidentiary hearing, and Ms. Tarr provided no authority that her 
representation of the investor was in compliance with Kansas law.84  Because 
this ruling was entered as the final arbitration award, the investor did not get 
an opportunity to seek other representation. 

 
 

Stock Market Recovery Consultants 
  

 Background 
  

Stock Market Recovery Consultants (“SMRC”) is a firm based out of 
Brooklyn, New York. SMRC was co-founded by Benjamin Lapin and Mitchell 
Markowitz.85  Neither Lapin nor Markowitz have been licensed to practice law 
in New York, and it is believed that they are not licensed to practice law 
anywhere else. 

An investor seeking help recovering losses would not find anything 
negative about Markowitz’s background on the SMRC web site.  
Conspicuously absent from his glowing background described on the web site 
is the fact that he pled guilty in 2004 to fraud in a nearly one-million-dollar 
scheme involving jewelry.86  As part of his guilty plea, Markowitz was 
required to give up his public adjuster’s license and paid a $10,000 fine.87  

                                                            
83. See Halling v. Cape Securities, Inc., FINRA No. 16-00519 (Mar. 1, 2017). 

84. Id.   

85. See About Us, SMRC, http://1800stockloss.com/about-us/ (last visited Nov. 9, 
2017).    

86. See Ariel Kaminer, Swatting at Wall Street from a Bunker in Brooklyn, N.Y. 
TIMES, May 21, 2010. 

87. See Four Others Plead Guilty to Million Dollar Scam, N.Y. INSURANCE 

ADJUSTER (April 28, 2004) https://www.insurancejournal.com/news/east/ 
2004/04/28/41627.htm. 
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Markowitz and co-defendants allegedly “conspired to purchase 20,000 pieces 
of inexpensive costume jewelry, grossly over-insure the inventory, produce 
phony purchase receipts reflecting a greater value than the jewelry’s 
worth,…and purposely damage the jewelry in order to file a phony insurance 
claims”.88  Markowitz allegedly submitted an inflated insurance claim totaling 
$973,638.89 It seems this misconduct does not squarely fit within the 
restrictions contained in FINRA Rule 12208, allowing Markowitz to appear as 
an NAR in the FINRA forum. 

 
 

  SMRC’s Awards 
  

A review of FINRA’s arbitration award database shows that SMRC has 
been involved in 61 cases between January 2013 and August 2016 (as SMRC 
has not been identified in an arbitration award since then).90  However, about 
a third of those cases (19 out of 61) were referred and lateralled to a licensed 
attorney at some point in the arbitration process.91  It is not clear how much of 
the representations in those cases were handled by SMRC before the referrals. 

Out of the 42 remaining cases, Lapin handled 37 of the cases by himself 
as the NAR.  Out of those 37 cases, 28 cases settled.92  In one case, Lapin 
represented the investor in a request for expungement by a broker.93  Out of 
the eight remaining cases, not one penny was awarded to an investor 

                                                            
88. Id.   

89. Id. 

90. Again, it is likely SMRC represented additional investors whose claims may 
have been settled and no award issued. 

91. Again, the purpose of this report is not to examine whether an attorney who takes 
on referred cases from NARs can properly share fees with a non-attorney, which is a 
separate issue.  See MODEL RULES OF PROF’L CONDUCT R. 5.4 (2016) (prohibiting 
attorneys from sharing fees with a nonlawyer, with exceptions).   

92. In a vast majority of the cases that settled, the broker sought expungement of the 
complaint from his or her record.  In one particular case, Lapin represented a 
customer who sought $1,000,000 in compensatory damages.  The broker in that case 
sought expungement, and the award stated that the “amount of settlement was only a 
small fraction of the amount requested”.  See Goldstein v. UBS Financial Services, 
Inc., FINRA No. 12-01361 (Jan. 2, 2014). 

93. See Stern v. Rivetna, FINRA No. 13-01785 (Oct. 2, 2013). 
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represented by SMRC through Lapin.  A review of these eight remaining 
awards demonstrates a disturbing trend: 

a) In Case No. 11-03706, the customer’s case was dismissed for 
discovery sanctions; 

b) In Case No. 12-00525, the customer’s claims were denied, and Lapin 
withdrew from representation one day before the first day of the 
arbitration hearing; 

c) In Case No. 11-02571, the claims were withdrawn without any 
settlement to the customer; 

d) In Case No. 13-00723, the claims were withdrawn without any 
settlement to the customer.  The award stated that “Claimants never 
review[ed] the claims…before they were filed and never intended to 
make the claims”; 

e) In Case No. 10-03658, the claims were withdrawn after discovery 
without any settlement to the customer; 

f) In Case No 11-00600, the claims were dismissed without prejudice 
after the customer died; and, 

g) In Case Nos. 13-00099 and 13-00043, the customers’ claims were 
denied. 

Lapin and Markowitz co-represented investors in the five remaining cases 
reviewed.  Out of those five cases, the customers’ claims were dismissed in 
four of the cases.  In the fifth case, SMRC sought damages of $100,000 against 
a pro se broker while withdrawing claims against the brokerage firm on the 
first day of the arbitration hearing.94  The customer was awarded $34,407, 
although only against this pro se broker, and as such, the collectability of this 
award is questionable. 

In the 13 cases where the claims were considered on the merits, SMRC 
sought total compensatory damages of over $2.8 million on behalf of 
customers.  SMRC was only able to get a favorable award in one case, resulting 
in a “win” rate of 7.69%.95  Moreover, SMRC’s customers were only awarded 

                                                            
94. See Garrett v. Emerald Investments, Inc., FINRA No. 10-01289 (June 28, 2013).   
The award does not mention whether a settlement was reached exchange for this 
“withdrawal”. 

95. By comparison, FINRA’s website contains statistics on how often investors are 
awarded at least some damages pursuant to an arbitration award.  According to 
FINRA’s website as of November 27, 2017, investors received at least some 
damages in 42% of cases in 2013; 38% of cases in 2014; 42% of cases in 2015; 41% 
of cases in 2016; and 41% of cases in 2017.  See Dispute Resolution Statistics, 
FINRA, http://www.finra.org/arbitration-and-mediation/dispute-resolution-statistics 
(last visited Nov. 27, 2017). 
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an average of 1.23% of the damages they were seeking,96 and that award’s 
collectability was questionable. 
 
 

Investors Arbitration Specialists 
 
  Background 
 

Investors Arbitration Specialists (“IAS”) is a firm based in San Diego, 
California, and it is operated by Arthur S. Leider.  Leider has operated IAS 
since 1993,97 but it has been registered as an LLC since 2009.  Leider is not 
licensed to practice law in the State of California, and it is believed that he is 
not licensed to practice law in any jurisdiction. 

Leider (CRD number 860215) was previously registered in the securities 
industry.  He worked for 14 different brokerage firms between December 1978 
and August 2000, two of which were later expelled from the securities 
industry.   

In 1994, Leider worked for a brokerage firm called Lam Wagner, Inc.  In 
November 1995, a customer of Lam Wagner, Inc. brought a civil complaint 
against Leider and John Winnick, alleging fraud in the offering and sale of 
stock, debentures, and warrants of Altus International Telecommunications, 
Inc. (“Altus”), which were unregistered securities.98  Leider was also on the 
Board of Directors of Altus. 

Leider and Winnick were found jointly and severally liable to the customer 
for $217,500, interest, and costs.  The court also found that Leider and Winnick 
“converted [investor’s] money from the escrow account for their own personal 
use.”99  In 1996, Leider was also punished by the Wisconsin Commissioner of 
Securities for this conduct. 

                                                            
96. As a comparison, a study by Edward O’Neal and Daniel Solin of NASD 
arbitration awards from 1995 to 2004 showed that, on average, the amount an 
investor can expect to recover in an arbitration hearing varied from 38% of the 
requested damages, as a high in 1998, to a low of 22% in 2004.  See EDWARD S. 
O’NEAL & DANIEL R. SOLIN, MANDATORY ARBITRATION OF SECURITIES DISPUTES: 
A STATISTICAL ANALYSIS OF HOW CLAIMANTS FARE. 

97. See About Us, INVESTORS ARBITRATION SPECIALISTS, http://www.investors 
arbitration.com/about.htm (last visited Nov. 9, 2017). 

98. See FINRA, BROKERCHECK REPORT: ARTHUR STEVEN LEIDER (Nov. 8, 2017). 

99. Id. 
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According to his BrokerCheck report, Leider was also ordered to pay 
$150,000 to a customer while he worked with Prudential in the late 1980s.100  
The customer alleged unsuitable investments and excessive trading. 

 
 

IAS Awards 
 

Leider, working for IAS, represented at least eight investors (three of 
whom were in California) in FINRA arbitration between 2013 and the 
present.101  Three of the cases settled.  In the remaining five cases, Leider 
represented four investors and one broker.   

IAS’s clients requested a total of $6,488,068 in compensatory damages in 
these five cases.  In four cases (including the case where IAS represented a 
broker claimant in an industry case), the claims were dismissed.  In one of 
these cases, all of the forum fees were assessed against the customer 
claimant,102 and in another case, nearly all of the forum fees were assessed 
against the customer claimant ($14,450 in this particular case).103  In IAS’s 
lone victory, the investor requested $86,358, and was awarded $70,333104.  
Thus, Leider and IAS’s “win” rate in FINRA arbitration was 20%, while their 
average recovery out of these five cases was 1.084%.   

 
 
Investors Recovery Service 

  
 Background 

 
Investors Recovery Service (“IRS”) is a firm based out of Novato, 

California.  IRS is operated by Richard Sacks,105 and it was also previously co-
operated by Irwin Stein (although it is unclear whether Mr. Stein still is 

                                                            
100. Id.   

101. As with CSAG and SMRC, it is likely IAS handled more cases on behalf of 
investors than was captured by the award database.  

102. See Nigohosian v. Charles Schwab & Co., Inc., FINRA No. 11-03358 (Feb. 12, 
2014). 

103. See Mapes v. Bowers, FINRA No. 15-03485 (June 5, 2017). 

104. See Wagner v. FSC Securities Corp., FINRA No. 15-00193 (Feb. 25, 2016). 

105. See About Investors Recovery Service, INVESTORS RECOVERY SERVICE, 
http://www.investorsrecoveryservice.com/aboutus.html (last visited Nov. 9, 2017). 
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affiliated with IRS).  Irwin Stein was a licensed attorney in the State of New 
York who first became licensed in 1975, but as of October 2017, his status is 
“delinquent.”106   
 IRS’s website indicates the following: 

At Investors Recovery Service, our objective is to provide 
professional, affordable representation for abused investors 
through negotiation and securities arbitration. Investors Recovery 
Service provides investors with knowledge and expertise in the 
securities industry equal to that possessed by the brokerage firms to 
help you recover stock market losses due to investment fraud or stock 
broker fraud or misconduct.107 

Sacks previously owned and operated a brokerage firm called Sacks 
Investment Company, Inc., also based in Novato, California.  Sacks and his 
company were fined $101,891.20 back in January 1991 by the NASD, 
regarding allegations that Sacks charged unfair prices to customers with 
markups ranging from 5.4% to 100% above contemporaneous costs.108  Sacks 
was also alleged to have guaranteed a customer against a loss, used a 
customer’s account for a second inventory account for the firm, executed 
fictitious trades to facilitate a loan, and operated the firm without a financial 
and operations principal.109  Sacks was also suspended for 60 days and required 
to requalify as a principal.  Moreover, the firm was prohibited from engaging 
in principal transactions for two years. 

Sacks and Sacks Investment Company appealed the decision to the SEC.  
The sanctions were modified, with the fines being raised to $159,956.42, and 
Sacks was barred from the securities industry in any capacity.110  Sacks 

                                                            
106. See Attorney Search, N.Y. STATE UNIFIED COURT SYSTEM, http://iapps.courts. 
state.ny.us/attorney/AttorneySearch (last visited Nov. 9, 2017). Irwin Stein was not 
licensed to practice law in California. 

107. See INVESTOR’S RECOVERY SERVICE, http://www.investorsrecovery 
service.com/ (last visited Nov. 9, 2017) (emphasis in original). 

108. See Disciplinary Actions (January 1991), FINRA,  http://www.complinet.com/ 
qfcra/display/display_plain.html?record_id=&rbid=1159&element_id=4633 (last 
visited Nov. 9, 2017). 

109. Id.   

110. See SEC News Digest, Issue 93-114 (June 16, 1993). 
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Investment Company was also the subject of at least a half-dozen other 
regulatory actions.111  
 
 
  IRS Awards 
 

From January 2013 to October 2017, IRS has represented customer 
claimants through eight awards.  Out of those awards, customers were 
represented by Irwin Stein four times, and Richard Sacks four times.  Out of 
Sacks’ four cases, each case settled for undisclosed amounts, and as such, the 
arbitrators did not render any final awards on behalf of IRS’s clients.112  
Pursuant to FINRA Rule 12208, Sacks should have been prohibited from 
representing investors because he had been barred from the industry. 

 
 

Vindication Recovery Services  
  

 Background 
 

Vindication Recovery Services (“VRS”) claims through its website that it 
“supports injured investors through portfolio analysis and potential recovery 
of lost market assets through arbitration.”113  A public records search indicates 
that VRS has its headquarters in Mount Sinai, New York, and was incorporated 
in October 2010.     

VSR is run by Paul Shechter, a former broker (CRD #2589423), who 
worked for eleven different brokerage firms.  Six of those firms were kicked 
out of the securities industry by FINRA or the NASD.114 

Shechter has also been disciplined by various securities regulators.  In 
September 2013, FINRA brought a regulatory action against Shechter.115  

                                                            
111. See FINRA, BROKERCHECK REPORT: SACKS INVESTMENT COMPANY, INC. 
(Nov. 9, 2017). 

112. This report did not analyze the cases of Irwin Stein, because he is a licensed 
attorney. 

113. See VINDICATION RECOVERY SERVICES, www.marketvindication.com/home 
(last visited Oct. 25, 2017). 

114. See FINRA, BROKERCHECK REPORT: PAUL SHECHTER (Nov. 9, 2017). 

115. See FINRA Dept. of Enforcement v. Shechter, FINRA No. 2009016159107 
(Sept. 26, 2013). 
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FINRA alleged that between January 2007 and April 2010 (while Shechter 
was with iTradeDirect.com Corp.), that he engaged in abusive sales practices.  
FINRA’s allegations included instances of unauthorized trading, unsuitable 
recommendations, falsifying firm records regarding customers’ suitability 
factors, and engaging in excessive trading/churning with turnover ratios 
ranging from 16 to 58 and cost-to-equity ratios from 57% to 235%.  In April 
2014, “without admitting or denying” the allegations against him, Shechter 
was fined $25,000 and suspended from the securities industry for two years.116 

The Illinois Securities Department also brought a complaint against 
Shechter in December 2007.117  Illinois alleged that Shechter “cold-called” an 
Illinois resident, he misrepresented the customer’s risk tolerance and 
investment experience on an account application, and then traded his account, 
on margin, with the primary purpose of increasing commissions at the 
detriment of the investor118.  After Illinois initiated its investigation, Shechter 
allegedly called and texted the investor in an attempt to harass and intimidate 
him.119  Illinois alleged that the investor lost $230,000 in his account.120   

The Illinois Securities Department brought another complaint against 
Shechter in May 2009, also naming iTradeDirect.com Corp., Eric Alt (the 
President and CEO of iTradeDirect at the time) and Brian Sanders (the Chief 
Compliance Officer at iTradeDirect.com).  Illinois made similar allegations as 
it had done in its December 2007 complaint.  Illinois also alleged that Alt and 
Sanders failed to adequately supervise Shechter.  These claims were eventually 
settled by Shechter in January 2010, who was ordered to pay $150,000, and he 
was also put on heightened supervision for one year.121 

Moreover, Shechter has also been the subject of five customer 
complaints.122  The complaints allege unauthorized trading, misuse of margin, 
and excessive commissions. 

 

                                                            
116. See FINRA Dept. of Enforcement v. Shechter, FINRA No. 2009016159107 
(Apr. 28, 2014). 

117. See In the Matter of Paul S. Shechter, File No. 0700550, Ill. Sec. Dept. (Dec. 
10, 2007). 

118. Id. at ¶¶ 6-10, 21-24. 

119. Id. at. ¶¶ 53-56. 

120. Id. at ¶ 62. 

121. See FINRA, BROKERCHECK REPORT: PAUL SHECHTER (Nov. 9, 2017). 

122. Id. 
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  VRS Awards 
 

A review of FINRA’s award database shows no arbitration awards where 
VRS or Shechter has represented a claimant or any other party. 
 
 
SOLUTIONS 
 

FINRA has requested comment on whether it should amend the Codes to 
restrict NAR firm activities in some way, or to prohibit entirely NAR firms 
from representing clients at the forum.  FINRA should bar representation of 
investors by NARs, with a few notable, limited exceptions.  Rule 12208 leaves 
a massive loophole for NARs to conduct the unauthorized practice of law, to 
the detriment of investors throughout the country who have already been 
victimized by their financial advisor or brokerage firm.  In its current form, 
FINRA Rule 12208 allows NARs with questionable backgrounds to represent 
investors.  More generally, investors who have already suffered from 
misconduct by a firm and broker, should be ensured that they will not suffer 
harm a second time by unregulated NARs. 

As reflected above, the rule, as currently formed, still permits 
representation by NARs who have been found to be bad actors, including 
recidivist brokers.  While the current rule makes an effort to weed out attorneys 
who have been disbarred and those persons expelled from the securities 
industry, the rule is not working.  There are multiple individuals operating as 
NARs, sometimes taking advantage of loopholes in the existing rule by 
operating through other people who then act as the “representative” for 
purposes of Rule 12208.  Moreover, Mitchell Markowitz, who lost his license 
as a public insurance adjuster for running a million-dollar insurance scam but 
was never barred from the securities industry, is still permitted to represent 
investors as an NAR under the current rule.   

Investors may not fully understand the repercussions of being represented 
by an NAR.  Several investors have had their claims dismissed because the 
NAR was engaged in the unauthorized practice of law.  Others have been 
sanctioned because of misconduct in the arbitration process.  When an investor 
has his or her claim dismissed because of an NAR’s misconduct, that investor 
will likely have no other recourse for recovery.  

Likewise, the success rate of these NARs has been sub-par.  While that by 
itself may not necessarily require elimination of NARs, if one considered all 
of the other issues discussed above (expulsion from the securities industry, 
customer complaints while they were in the securities industry, bankruptcies, 
bookmaking charges, insurance fraud, etc.), the comparatively low success and 
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amount-of-recovery rates are considerable problems.  The fact that some 
investors got a zero primarily because their NAR’s representation violated 
state law is a serious concern. 

Accordingly, FINRA should bar the practice of allowing NARs to 
represent investors in FINRA arbitration, with very limited exceptions.  First, 
immediate family members (spouses, siblings, children, or parents) should be 
allowed to represent their family members in a FINRA proceeding.  Many 
elderly investors may need to rely on children or grandchildren to assist them 
through the process, and spouses should also be able to assist, if necessary. 

Second, there are many law schools that have established securities 
arbitration clinics and allow law students to represent customers in FINRA 
cases.  Several of these clinics have received some funding from FINRA.123  
The clinics provide a valuable resource, in that they typically represent 
customer claimants with relatively small claims, often too small for many 
attorneys to be able to take.  These customers get representation from the 
clinics through the law students, often without any cost or at little cost to the 
customer. The students provide help under the supervision of the clinic 
directors, who are attorneys, typically well-experienced in the arena.  While 
the client enjoys the assistance provided by well-supervised law students, 
those students gain valuable, practical experience in representing a client 
through a legal proceeding.  Any change to the NAR rule by FINRA should 
include an exception to continue to allow law students from securities 
arbitration clinics to represent investors in FINRA arbitrations. 

FINRA has the ability to bar NARs from representing clients in its 
arbitration forum.  FINRA is generally granted authority to issue rules, 
pursuant to Section 15A of the Securities and Exchange Act of 1934.  FINRA 
already creates its Code of Arbitration Procedure that governs how Statements 
of Claim and Answers are filed, how parties exchange documents and 
information through discovery, how arbitrators are selected and empaneled, 
where arbitration hearings are held, etc.  FINRA also has the ability to limit 
NARs’ representation of investors in its arbitration forum, and it should 
severely limit such representation in the manner proposed in this report. 

                                                            
123. See Press Release, FINRA, FINRA Foundation Announces $1 Million in Grants 
to Fund Securities Advocacy Clinics (Jan. 28, 2010), available at http://www.finra. 
org/newsroom/2010/finra-foundation-announces-1-million-grants-fund-securities-
advocacy-clinics. 
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FINRA has already promulgated rules as to what qualifications an 
arbitrator must have to be in FINRA’s pool of arbitrators.124  FINRA requires 
“arbitrator applicants must have a minimum of five years of paid business 
and/or professional experience and at least two years of college-level 
credits.”125 If FINRA can control which persons it deems to be qualified 
enough to preside over these cases, it should also make rules that govern who 
can represent parties in its forum too.  With the noted exceptions above, 
FINRA should bar NARs from representing customers in FINRA arbitration. 

It is clear investors have already been harmed through the representation 
by NARs.  FINRA has the ability to restrict the appearance of NARs in its 
forum, and it should do so, as outlined above.  

                                                            
124. See FINRA, RULE 12100(y); Apply Now, FINRA, http://www.finra.org/ 
arbitration-and-mediation/apply-now (last visited Nov. 9, 2017). 

125. See Apply Now, FINRA, http://www.finra.org/arbitration-and-mediation/apply-
now (last visited Nov. 9, 2017). 
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SUPERVISION AND COMPLIANCE OF BROKERAGE FIRMS 
 

Christine Lazaro 
 
 

Supervision is a cornerstone of broker-dealer regulation.  It serves a 
number of important goals:  primarily ensuring that the firms follow the 
governing rules and regulations so that investors can have confidence in the 
firms with which they do business.  Unfortunately, FINRA supervision rules 
often do not set out specifically how a firm is to supervise its brokers.  This 
article will set forth the general supervision rules governing brokerage firms, 
as well as the rules that govern specific behavior and conflicts.  
 
 
Background 
 

Brokerage firms have certain obligations to ensure that their employees 
comply with applicable securities regulations.  The Securities Exchange Act 
of 1934 (the “34 Act”) imposes liability on a brokerage firm for an 
employee’s violation of applicable rules and regulations under section 
15(b)(4)(E), unless the firm can demonstrate that:  

(i) there have been established procedures, and a system for applying 
such procedures, which would reasonably be expected to prevent and 
detect, insofar as practicable, any such violation by such other 
person, and  
(ii) such person has reasonably discharged the duties and obligations 
incumbent upon him by reason of such procedures and system 
without reasonable cause to believe that such procedures and system 
were not being complied with.1   
A firm may also be culpable as a control person under section 20(a) of 

the ‘34 Act for an employee’s violation of applicable securities regulations if 
the firm has failed to establish an adequate system of supervision.2   

In addition, FINRA rules, promulgated pursuant to federal law, require 
that “[e]ach member shall establish and maintain a system to supervise the 
activities of each associated person that is reasonably designed to achieve 

                                                            
1. 15 U.S.C.A. § 78o(b)(4)(E) (West 2017). 

2. 15 U.S.C. § 78t (West 2017); see CompuDyne Corp. v. Shane, 453 F. Supp. 2d 
807, 830 (S.D.N.Y. 2006).   
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compliance with applicable securities laws and regulations, and with 
applicable FINRA rules.”3 

FINRA accomplishes its oversight of firm supervision through its 
examination process.  At the beginning of each year, FINRA issues its 
regulatory and examination priorities to firms. Supervision always represents 
a key component to FINRA’s priorities.  Each year, FINRA’s focus shifts 
slightly.  For example, in 2016, FINRA focused its examination of member 
firms on their overall management of conflicts of interest.  FINRA 
formalized its assessment of firm culture and found that the culture was 
integral to a firm’s management of conflicts of interest: 

A firm’s culture is both an input to and product of its supervisory system, 
including its approaches to identifying and managing conflicts of interest 
and ensuring the ethical treatment of customers.  This means that firms 
should take visible actions that help mitigate conflicts of interest, and 
promote the fair and ethical treatment of customers.  For example, 
material breaches of firm policies and procedures should not be tolerated, 
and compliance functions should be equipped with necessary resources 
to help firms navigate a complex and changing regulatory and market 
environment.  In this regard, FINRA’s focus on firm culture is closely 
related to another area of focus for 2016: supervision.4 
FINRA focused its examination of a firm’s management of conflicts of 

interest on four main areas:  (1) incentive structures; (2) investment banking 
and research business lines; (3) information leakage; and (4) position 
valuation.   

For 2017, FINRA focused on firms’ supervision of high-risk and 
recidivist brokers.5  Specifically, FINRA examined: 

[W]hether firms develop and implement a supervisory plan reasonably 
tailored to detect and prevent future misconduct by a particular broker 
based on prior misconduct and regulatory disclosures.  We will also 

                                                            
3. FINRA, RULE 3110(a) (2017). 

4. See FINRA, 2016 REGULATORY AND EXAMINATION PRIORITIES LETTER, available 
at http://www.finra.org/sites/default/files/2016-regulatory-and-examination-
priorities-letter.pdf.  

5. See FINRA, 2017 REGULATORY AND EXAMINATION PRIORITIES LETTER, available 
at http://www.finra.org/sites/default/files/2017-regulatory-and-examination-
priorities-letter.pdf.   
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focus on firms with a concentration of brokers with significant past 
disciplinary records or a number of sales practice complaints or 
arbitrations.6 
In 2018, FINRA’s examination priorities include fraud, high-risk brokers 

and firms, suitability, and initial coin offerings and cryptocurrencies, among 
other items.7  FINRA remains focused on brokers conducting business away 
from their firms, including private securities transactions and outside 
business activities.8   

Although FINRA shifts its examination priorities each year to a different 
aspect of supervision, firms are required to follow all of the supervision 
rules.  This article will examine the FINRA rules specifically dedicated to 
supervision, including those portions of other rules which pertain to 
supervision.  This article will also discuss FINRA’s examination priorities, 
including the guidance and best practices which FINRA has issued with 
respect to supervision.   
 
 
A. Supervisory Rules 
 

FINRA supervisory rules mandate the establishment and maintenance of 
written procedures, the designation of principals to establish and enforce 
supervisory policies, and the designation of a Chief Compliance Officer.  
FINRA has also promulgated rules which discuss firms’ supervisory 
obligations with respect to OTC equities, day-trading accounts, senior 
investors, direct participation programs, deferred variable annuity contracts, 
options, and outside business activities and private securities transactions.  
 
 
 
 

                                                            
6. Id.  

7. See FINRA, 2018 REGULATORY AND EXAMINATION PRIORITIES LETTER, available 
at http://www.finra.org/sites/default/files/2018-regulatory-and-examination-
priorities-letter.pdf.  

8. Id. 
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1. FINRA Rule 3110: Supervision 
 

FINRA Rule 3110, which became effective in December 2014, requires 
that the firm’s supervisory system provide for the establishment and 
maintenance of written procedures.9  The rule further requires that 
appropriately registered individuals be designated to carry out the 
supervisory responsibilities of the firm.10  Each location of the firm must be 
registered and designated as either a branch office or an office of supervisory 
jurisdiction (OSJ), if it meets the definitions of the rule.11  Each branch and 
OSJ must have a supervisor assigned to it, and each broker must be assigned 
a supervisor.12  It is presumed that a principal will not be assigned to 
supervise more than one OSJ, because “[t]he designated on-site principal for 
each OSJ must have a physical presence, on a regular and routine basis, at 
each OSJ for which the principal has supervisory responsibilities.”13  To the 
extent the firm determines it is necessary for a principal to supervise more 
than one OSJ, the firm must consider several factors, as well as document the 
factors it used to determine why it considers the supervisory structure 
reasonable.14  

The firm’s written procedures must be specific to the type of business in 
which the firm engages and the activities of its brokers.15  There must be 
written procedures for the review of all transactions relating to the 
investment banking or securities business of the member.16  FINRA does not 
require that every transaction be reviewed if the firm uses a “reasonably-
designed risk-based review system that provides a member with sufficient 

                                                            
9. The prior supervision rule, NASD Rule 3010, contained many of the same 
provisions.  For purposes of this article, I will focus on the new FINRA rule. FINRA, 
RULE 3110(a)(1) (2017). 

10. FINRA, RULE 3110(A)(2) (2017). 

11. FINRA, RULE 3110(A)(3) (2017). 

12. FINRA, RULE 3110(A)(4) AND (5) (2017). 

13. FINRA, RULE 3110.03 (Supp. 2017). 

14. Id. 

15. FINRA, RULE 3110(b)(1) (2017). 

16. FINRA, RULE 3110(b)(2) (2017). 



2017] PIABA BAR JOURNAL 439 

information that permits the member to focus on the areas that pose the 
greatest numbers and risks of violation.”17  FINRA describes “risk-based” as 
“the type of methodology a firm may use to identify and prioritize for review 
those areas that pose the greatest risk of potential securities laws and self-
regulatory organization (SRO) rule violations.”18 

Firms may utilize technology-based review systems with parameters 
designed to assess which transactions merit further review; however, a 
principal is required to review the parameters and to document that review in 
writing.19  Even when relying on an automated supervisory system, the 
principal remains “responsible for any deficiency in the system’s criteria that 
would result in the system not being reasonably designed.”20 

Firms must include procedures for reviewing all incoming and outgoing 
correspondence (including electronic) as well as the internal communications 
relating to the firm’s investment banking or securities business.21  Firms may 
employ risk-based principles to review correspondence and internal 
communications.22  Firms must also retain evidence of the review, either 
electronically or on paper, which identifies the reviewer, the correspondence 
or communication that was reviewed, the date of the review, and the actions 
taken if any regulatory issues were raised by the review.23  To the extent a 
firm utilizes a lexicon-based24 screening tool in its review of correspondence 

                                                            
17. FINRA, RULE 3110.05 (Supp. 2017). 

18. FINRA, REGULATORY NOTICE 14-10: CONSOLIDATED SUPERVISION RULES; SEC 

APPROVES NEW SUPERVISION RULES, at 4, (Mar. 2014), available at 
http://www.finra.org/sites/default/files/NoticeDocument/p465940.pdf.  

19. Id.  

20. Id. 

21. FINRA, RULE 3110(b)(4) (2017). 

22. FINRA, RULE3110.06 (Supp. 2017). 

23. FINRA, RULE 3110.07 (Supp. 2017). 

24. FINRA defines “lexicon-based” reviews as “those based on sensitive words or 
phrases, the presence of which may signal problematic communications.”  FINRA, 
REGULATORY NOTICE 07-59: SUPERVISION OF ELECTRONIC COMMUNICATIONS; 
FINRA PROVIDES GUIDANCE REGARDING THE REVIEW AND SUPERVISION OF 

ELECTRONIC COMMUNICATIONS, at 12, (Dec. 2007), available at 
http://www.finra.org/sites/default/files/NoticeDocument/p037553.pdf.  
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and communications, FINRA has reminded firms that those tools have 
limitations and that firms should consider whether further supervisory review 
is warranted.25   

FINRA requires that firms have policies designed to “capture, 
acknowledge, and respond to all written (including electronic) customer 
complaints.”26  Although the rule does not apply to oral customer complaints, 
FINRA has stated that “failure to address any customer complaint, written or 
oral, may be a violation of FINRA Rule 2010 (Standards of Commercial 
Honor and Principles of Trade).”27  FINRA has encouraged firms to provide 
customers with a “form or other format that will allow customers to 
communicate their complaints in writing.”28 

Supervisory Personnel must also be supervised.  Those who perform 
supervisory functions may not (i) supervise their own activities; or (ii) report 
to, or have their compensation or continued employment determined by, a 
person they are supervising.29  This section replaced the section in the prior 
NASD rule which was primarily concerned with producing branch managers.  
The new rule is intended to address the supervision of all supervisory 
personnel rather than just a small subset.  The rule recognizes that there may 
be circumstances where there may need to be exceptions.  FINRA Rule 
3110.10 reflects the expectation that the exception will be used sparingly, 
such as in a single person firm, or where the person holds a very senior 
executive position within the firm. 

Firms must also have procedures in place which prevent the standards of 
supervision from being compromised due to conflicts of interest that may be 
present, including from the revenue generated by the broker being 
supervised.30  This provision does not require the elimination of conflicts of 

                                                            
25. See FINRA, REGULATORY NOTICE 14-10, at 6. See also FINRA, REGULATORY 

NOTICE 07-59, at 12.  

26. FINRA, RULE 3110(b)(5) (2017). 

27. FINRA, REGULATORY NOTICE 14-10, at 7.  

28. Id. 

29. FINRA, RULE 3110(b)(6)(C) (2017). 

30. FINRA, RULE 3110(b)(6)(D) (2017). 
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interest, but requires that the “supervisory procedures be reasonably designed 
despite the firm’s conflicts of interest.”31 

Firms are required to conduct a review, at least annually, of the 
businesses in which they engage.32  Firms must review the activities of each 
of their offices, which includes an examination of customer accounts.  Firms 
must review every OSJ and supervisory branch office at least annually and 
every non-supervisory branch office at least once every three years.33  The 
review must include the testing and verification of the firm’s policies and 
procedures related to: 

(i) safeguarding of customer funds and securities;  
(ii) maintaining books and records;  
(iii) supervision of supervisory personnel;  
(iv) transmittal of funds or securities from customers to third parties; 

and  
(v) changes of customer account information.34   
Both the transmittal of funds and changes of customer account 

information must have a means or method of customer confirmation, 
notification or follow-up that can be documented.35  Customer account 
information includes more than address and investment objective changes; it 
includes changes to a customer’s name, marital status, telephone, and email 
address as examples.36 

The firm must ensure the integrity of inspections, as well as the 
independence of the person conducting the inspection.37  This portion of the 
rule is similar to that governing the supervision of supervisory personnel.  
FINRA eliminated the production thresholds present in the prior rule which 
triggered heightened office inspection requirements, and replaced them with 
the more general principle that the firm should ensure that the inspection is 

                                                            
31. FINRA, REGULATORY NOTICE 14-10, at 8. 

32. FINRA, RULE 3110(c) (2017). 

33. FINRA, RULE 3110(c)(1)(A) and (B) (2017). 

34. FINRA, RULE 3110(c)(2)(A) (2017). 

35. FINRA, RULE 3110(c)(2)(B) and (C) (2017). 

36. FINRA, REGULATORY NOTICE 14-10, at 10. 

37. FINRA, RULE 3110(c)(3). 
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not compromised due to conflicts of interest in all circumstances.38  This 
does not require that the firm eliminate conflicts of interest, just that the firm 
address the potential conflicts when establishing procedures for inspections.39 

The firm must also establish policies and procedures designed to prevent 
the misuse of material, non-public information by brokers.40  This section of 
the rule addresses the procedures necessary to ensure that the rules and 
regulations prohibiting insider trading are followed.   

Finally, firms have an obligation to investigate “the good character, 
business reputation, qualifications and experience” of brokers it intends to 
hire.41  This review includes examining the broker’s most recently filed form 
U5 or form CFTC Form 8-T.42  In addition, the firm must verify the accuracy 
and completeness of information contained in the broker’s form U4 by, at a 
minimum, searching reasonably available public records.43 
 
 

2. FINRA Rule 3120: Supervisory Control System 
 

In addition to the policies and procedures set forth above, firms must 
designate one or more principals who will establish, maintain and enforce a 
system of supervisory control policies that will test and verify that the firm’s 
supervisory procedures are reasonably designed to achieve compliance with 
applicable securities laws and regulations and with applicable FINRA rules.44  
Those individuals are also responsible for creating additional supervisory 
procedures or for making changes to the policies already in place based on 
the outcomes of the testing and verification procedures.45  The principals 

                                                            
38. See FINRA, REGULATORY NOTICE 14-10, at 11.  

39. Id. at 12. 

40. FINRA, RULE 3110(d) (2017). 

41. FINRA, RULE 3110(e) (2017). 

42. Id. 

43. Id. 

44. FINRA, RULE 3120(a)(1) (2014). 

45. FINRA, RULE 3120(a)(2) (2014). 
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must submit a report to the firm’s senior management each year detailing the 
supervisory controls and the test results.46  If the firm had $200 million or 
more in gross revenue in the prior year, the report must include: 

(i) a tabulation of the reports pertaining to customer complaints and 
internal investigations made to FINRA during the preceding year; 
and 

(ii) discussion of the preceding year’s compliance efforts, including 
procedures and educational programs, in each of the following areas: 
a. trading and market activities; 
b. investment banking activities; 
c. antifraud and sales practices; 
d. finance and operations; 
e. supervision; and 
f. anti-money laundering.47 

These requirements are taken from NYSE Rule 342.48  They are meant to 
provide valuable information to both FINRA’s regulatory program and to the 
firm’s senior management.49 
 
 

3. FINRA Rule 3130: Annual Certification of Compliance and 
Supervisory Processes 

 
FINRA must also designate a chief compliance officer on Schedule A of 

Form BD.50  Each year, the firm’s chief executive officer must certify “that 
the member has in place processes to establish, maintain, review, test and 
modify written compliance policies and written supervisory procedures 
reasonably designed to achieve compliance with applicable FINRA rules, 
MSRB rules and federal securities laws and regulations, and that the chief 
executive officer(s) has conducted one or more meetings with the chief 

                                                            
46. Id. 

47. FINRA, RULE 3120(b) (2014). 

48. See FINRA, REGULATORY NOTICE 14-10, at 15. 

49. Id.  

50. FINRA, RULE 3130(a) (2008). 
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compliance officer(s) in the preceding 12 months to discuss such 
processes.”51 
 
 

4. FINRA Rule 2114:  OTC Equity Securities 
 

FINRA Rule 2114 relates to recommendations to customers in OTC 
Equity Securities.  It places additional supervisory requirements on firms if a 
broker makes such a recommendation.  The firm is required to review the 
current financial statements and material business information of the issuer 
and make a determination that “such information, and any other information 
available, provides a reasonable basis under the circumstances for making the 
recommendation.”52  There are several securities which are excluded from 
the heightened diligence of the rule.  The rule does not apply to transactions 
(i) that meet the requirements of Rule 504 of Regulation D; (ii) in an issuer’s 
securities if the issuer has at least $50 million in total assets and $10 million 
in shareholder equity; (iii) in securities of a bank or insurance company; or 
(iv) in securities that have a bid price of at least $50 per share.53   

This rule was adopted to address abuses in microcap stocks.54  The rule 
does not supersede existing obligations.  Rather, it places additional 
obligations on the firm when making recommendations in microcap stocks.  
A broker must still abide by the requirements of the suitability rule.   

                                                            
51. FINRA, RULE 3130(b) (2008). 

52. FINRA, RULE 2114(a) (2011). 

53. FINRA, RULE 2114(e) (2011). 

54. See NASD, NOTICE TO MEMBERS 02-66: OTC EQUITY SECURITIES; SEC 

APPROVES NASD RULE 2315; RECOMMENDATIONS TO CUSTOMERS IN OTC EQUITY 

SECURITIES, (Oct. 2002), available at https://www.finra.org/sites/default/files/ 
NoticeDocument/p003455.pdf.  
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5. FINRA Rule 2130:  Day-Trading Accounts 
 

When a firm promotes day-trading strategies, it must have special 
account opening procedures in place.55  The firm must provide the customer 
with a day-trading risk disclosure statement, and must either approve the 
account for day-trading or receive a written agreement from the customer 
that the customer does not intend to use the account for purpose of engaging 
in day-trading.56 

To approve an account for day-trading, the firm must obtain essential 
facts relative to the customer, including:   

(vi) investment objectives;  
(vii) investment and trading experience and knowledge;  
(viii) financial situation, including: estimated annual income from all 

sources, estimated net worth (exclusive of family residence), and 
estimated liquid net worth;  

(ix) tax status;  
(x) employment status;  
(xi) marital status and number of dependents; and  
(xii) age.57 
FINRA adopted heighted requirements for day-trading accounts because 

this strategy often requires aggressive trading.  It may require significant 
capital and a sophisticated understanding of the securities markets and 
trading techniques.  This rule was adopted to address those investor 
protection concerns.58   
 
 
 
 
 

                                                            
55. FINRA, RULE 2130(a)(1) (2013). 

56. FINRA, RULE 2130(a)(1) and (2) (2013).  

57. FINRA, RULE 2130(b) (2013). 

58. See NASD, NOTICE TO MEMBERS 00-62: DAY-TRADING RULES; SEC APPROVES 

DAY-TRADING RULES, (Sept. 2000), available at http://www.complinet.com/ 
file_store/pdf/rulebooks/nasd_0062.pdf.  
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6. FINRA Rules 2165 and 4512:  Senior Investors 
 

FINRA has adopted rules to protect senior investors and other specified 
persons from financial exploitation.  FINRA is concerned about the increase 
in financial exploitation of seniors.59  FINRA adopted Rule 2165 and 
amended Rule 4512 to provide firms with tools to address suspected financial 
exploitation of seniors faster and more effectively.60  The rules permit, 
although do not mandate, that firms may contact a trusted contact person and 
place a temporary hold on disbursements from a customer’s account if 
financial exploitation is suspected.61   

FINRA Rule 2165 allows a firm to place a temporary hold on 
disbursements from accounts if the firm believes that financial exploitation is 
occurring, has been attempted, or will be attempted.62  To rely on the 
protections in the Rule, the firm must develop training policies or programs 
that ensure associated persons comply with the requirements of the Rule.63 

FINRA Rule 4512 obligated FINRA to obtain the “name of and contact 
information for a trusted contact person age 18 or older who may be 
contacted about the customer’s account” for each account.64  A firm is 
permitted to open the account without this information if the firm has made 
reasonable attempts to obtain the information.65   
 
 
 
 

                                                            
59. See FINRA, REGULATORY NOTICE 17-11: FINANCIAL EXPLOITATION OF 

SENIORS; SEC APPROVES RULES RELATING TO FINANCIAL EXPLOITATION OF 

SENIORS, (March 2017), available at http://finra.complinet.com/net_file_store/ 
new_rulebooks/r/e/Regulatory-Notice-17-11.pdf.  

60. See id. 

61. See id. 

62. FINRA, RULE 2165(b)(1) (2018). 

63. FINRA, RULE 2165.02 (2018). 

64. FINRA, RULE 4512(a)(1)(F) (2018). 

65. FINRA, RULE 4512.06 (2018). 
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7. FINRA Rule 2310:  Direct Participation Programs 
 

FINRA requires that firms conduct additional diligence before 
participating in a public offering of a direct participation program (DPP) or 
REIT.66  The firm must obtain sufficient information from the sponsor to 
determine that all material facts are adequately and accurately disclosed and 
provide a basis for evaluating the program.67  At a minimum, the firm must 
obtain information relating to:  

(i) items of compensation;  
(ii) physical properties;  
(iii) tax aspects;  
(iv) financial stability and experience of the sponsor;  
(v) the program’s conflict and risk factors; and  
(vi) appraisals and other pertinent reports.68   
The firm must also ensure that the general partner or sponsor of the DPP 

or REIT will disclose a per share estimated value of the security in each 
annual report distributed to investors.69  This was recently added to the rule 
and is meant to address the general industry practice to use the offering price 
for the DPP or REIT for years after the offering.  This practice failed to 
recognize that fees and costs may have reduced the investors’ principal or 
that the underlying assets within the DPP or REIT may have decreased in 
value.70  Investors should have more accurate pricing of their DPP or REIT 
with this new section of the rule.  
 
 

                                                            
66. FINRA, RULE 2310(b)(3) (2016). 

67. FINRA, RULE 2310(b)(3)(A) (2016). 

68. FINRA, RULE 2310(b)(3)(B) (2016). 

69. FINRA, RULE 2310(b)(5) (2016). 

70. See FINRA, REGULATORY NOTICE 15-02: DPP AND UNLISTED REIT SECURITIES; 
SEC APPROVES AMENDMENTS TO FINRA RULE 2310 AND NASD RULE 2340 TO 

ADDRESS VALUES OF DIRECT PARTICIPATION PROGRAM AND UNLISTED REAL 

ESTATE INVESTMENT TRUST SECURITIES, (Jan. 2015), available at 
https://www.finra.org/sites/default/files/notice_doc_file_ref/Notice_Regulatory_15-
02.pdf.  
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8. FINRA Rule 2330:  Deferred Variable Annuity Contracts 
 

Firms have specific suitability and supervisory obligations when selling 
deferred variable annuity contracts.71  A broker must obtain the following 
information prior to making a recommendation to purchase or exchange a 
deferred variable annuity contract:   

(i) the customer’s age;  
(ii) annual income; 
(iii) financial situation and needs;  
(iv) investment experience;  
(v) investment objectives; 
(vi) intended use of the deferred variable annuity; 
(vii) investment time horizon; 
(viii) existing assets (including investment and life insurance holdings); 
(ix) liquidity needs; 
(x) liquid net worth; 
(xi) risk tolerance; 
(xii) tax status; and  
(xiii) such other information used or considered to be reasonable by the 

firm in making the recommendation.72  
A principal must review the application and approve it prior to 

transmitting it to the issuing insurance company if the supervisor determines 
the transaction is suitable for the customer.73  The firm must have specific 
written supervisory policies and procedures for sales and exchanges of 
deferred variable annuity contracts.74  The policies must specifically examine 
whether individual brokers have excessive annuity exchange rates which 
suggest the policies and procedures governing heightened scrutiny of annuity 
exchanges are not effective.75   

                                                            
71. FINRA, RULE 2330 (2014). 

72. FINRA, RULE 2330(b)(2) (2014). 

73. FINRA, RULE 2330(c) (2014). 

74. FINRA, RULE 2330(d) (2014). 

75. Id. 
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In addition to the requirements set forth in the rule, FINRA has provided 
additional guidance to firms with respect to their supervisory obligations 
over variable annuity replacement transactions.  In particular, firms are to 
pay close attention to replacements by brokers who have recently switched 
firms to ensure that recommendations are not a function of the desire of the 
broker to obtain compensation that would be lost if the customer were to 
retain the previously sold investment.76  Specifically, firms are to do the 
following: 

For a reasonable period following the association of a new 
representative, the new firm should review replacements 
recommended by the associated person with a view to identifying 
any recommendations to liquidate or surrender mutual funds or 
variable products that may be inconsistent with the customer’s 
investment needs and objectives or that have not been preceded by 
appropriate disclosure to the customer. Special supervisory 
consideration should be given to those transactions involving the 
replacement of a customer’s existing variable annuity product with a 
“bonus variable annuity” offered by the new firm. The firm should 
review these transactions with a view to ensuring that full disclosure 
is made to the customer regarding all fees, expenses and surrender 
charges that may apply to the replacement product; a “bonus” on 
premium payments may not be considered an “offset” against any 
other fees or expenses, including surrender charges applied to the 
replaced product.77 
This guidance is applicable to both variable annuities as well as mutual 

funds. 
 

                                                            
76. NASD, NOTICE TO MEMBERS 07-06: SUPERVISION OF RECOMMENDATIONS AFTER 

A REGISTERED REPRESENTATIVE CHANGES FIRMS; SPECIAL CONSIDERATIONS WHEN 

SUPERVISING RECOMMENDATIONS OF NEWLY ASSOCIATED REGISTERED 

REPRESENTATIVES TO REPLACE MUTUAL FUNDS AND VARIABLE PRODUCTS, (Feb. 
2007), available at https://www.finra.org/sites/default/files/NoticeDocument/ 
p018630.pdf.  

77. Id.at 4.  
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9. FINRA Rule 2360:  Options 
 

Before a firm is allowed to accept any options transactions for a 
customer, the customer must first be provided with certain disclosures, and 
the account must specifically be approved for options trading.78  The firm 
must obtain the following information about the customer:   

(i) investment objectives;  
(ii) employment status;  
(iii) estimated annual income from all sources;  
(iv) estimated net worth (exclusive of family residence);  
(v) estimated liquid net worth;  
(vi) marital status and number of dependents;  
(vii) age; and  
(viii) investment experience and knowledge for options, stocks and 

bonds, commodities, and other financial instruments.79 
Firms must ensure that the supervisory policies adequately address the 

firm’s options business.80   
 

                                                            
78. FINRA, RULE 2360(b)(16)(A) and (B) (2014). 

79. FINRA, RULE 2360(b)(16)(B)(i) (2014). 

80. FINRA, RULE 2360(b)(20) (2014). 
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10. FINRA Rules 3270 and 3280:  Outside Business Activities and 
Private Securities Transactions 

 
A broker may not receive compensation from any outside business 

activity without providing prior written notice to the firm.81  Upon receipt of 
the notice from a broker, the firm must consider whether the activity will:  
“(1) interfere with or otherwise compromise the registered person’s 
responsibilities to the member and/or the member’s customers or (2) be 
viewed by customers or the public as part of the member’s business based 
upon, among other factors, the nature of the proposed activity and the 
manner in which it will be offered.”82  The firm may place conditions on the 
activity or prohibit the activity.83   

Prior to participating in any private securities transaction, a broker must 
also provide written notice to the firm.84  If the broker is to receive 
compensation for the transaction, the firm must advise the broker whether it 
approves or disapproves of the broker’s participation in the proposed 
transaction.85  Both of these rules relate to a broker engaging in business 
“away from the firm,” and stem from FINRA’s concerns about a broker not 
being properly supervised when doing so.   

FINRA has expressed concern about issues involving sales of promissory 
notes, which may or may not be securities, and many of which have been 
fraudulent.86  FINRA has suggested that firms ensure that they are adequately 
educating their brokers regarding the importance of reporting all sales of 
notes, whether securities products or not.87  FINRA has also suggested that 
                                                            
81. FINRA, RULE 3270 (2015). 

82. FINRA, RULE 3270.01 (Supp. 2015).  

83. Id. 

84. FINRA, RULE 3280(b) (2017). 

85. FINRA, RULE 3280(c)(1)(A) and (B) (2017). 

86. See NASD, NOTICE TO MEMBERS 01-79: SELLING AWAY AND OUTSIDE 

BUSINESS ACTIVITIES; NASD REMINDS MEMBERS OF THEIR RESPONSIBILITIES 

REGARDING PRIVATE SECURITIES TRANSACTIONS INVOLVING NOTES AND OTHER 

SECURITIES AND OUTSIDE BUSINESS ACTIVITIES, (Dec. 2001), available at 
https://www.finra.org/sites/default/files/NoticeDocument/p003677.pdf.  

87. Id. 
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firms “might consider conducting ‘preventive compliance conferences’ that 
specifically address selling notes away from the firm.”88 

In its 2018 examination priorities, FINRA has stated that it will “assess 
firms’ ability to monitor the proper use of proceeds from [private securities 
transactions]” and will assess whether the brokers have made the appropriate 
disclosures about “interest in, control of, or association with the issuer.”89  
With respect to outside business activities, FINRA will examine firm’s 
controls to identify when a broker has borrowed money from a customer or 
made payments to a customer form the broker’s outside business bank 
accounts.90 
 
 
B. Examination Priorities and Supervisory Guidance 
 

FINRA has focused its supervision-related examination priorities on a 
number of different areas over the past few years, and has issued guidance 
specifying best practices for supervision when dealing with these issues.  
This guidance flows from the general and specific supervisory rules.  For 
example, FINRA has discussed the supervision related to various conflicts of 
interest, the heightened supervision that may be necessary when supervising 
a problem broker to ensure that the broker complies with applicable 
securities laws and regulations and with applicable FINRA rules, and 
concerns that may arise when dealing with senior customers.   
 
 

1. Conflicts of Interest 
 

FINRA has become concerned with conflicts of interest, and how those 
conflicts are managed. In 2016, FINRA focused its examinations on conflicts 
related to incentive structures, as well as investment banking and research, 
among other areas of focus. 
 

                                                            
88. Id. at 699. 

89. FINRA, 2018 REGULATORY AND EXAMINATION PRIORITIES LETTER, at 2. 

90. Id. 
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a. Incentive Structure Conflicts 
 

FINRA has several concerns associated with a firm’s incentive 
compensation structures and conflicts of interest.  FINRA is concerned with 
the conflicts of interest connected to a firm’s sales of proprietary or affiliated 
products, or products for which a firm receives third-party payments such as 
revenue sharing.91  Another concern relates to the financial incentives a 
broker may receive when hired, which may be driven by the assets a broker 
transfers to the new firm and may create conflicts of interest.92  FINRA is 
also concerned with advice concerning “wealth events” such as IRA 
rollovers, which present opportunities to invest large sums of money at a 
single time.93   
 
 

i. Differential Compensation Structures 
 

Many firms offer compensation structures which vary based on the 
product being sold, or the amount of revenue the broker has generated.  This 
may create tensions between the broker’s own interests and the interests of 
the client. 

FINRA Rule 2111, “Suitability,” requires that a broker “have a 
reasonable basis to believe that a recommended transaction or investment 
strategy involving a security or securities is suitable for the customer, based 
on the information obtained through the reasonable diligence of the member 
or associated person to ascertain the customer’s investment profile.”94 

In the past, the SEC has sanctioned a firm for establishing a 
compensation structure that provided substantially higher payouts to its 
brokers for stocks covered by the firm’s research department.95  The 
                                                            
91. See FINRA, 2016 REGULATORY AND EXAMINATION PRIORITIES LETTER.  

92. Id.  

93. See FINRA, 2015 REGULATORY AND EXAMINATION PRIORITIES LETTER, 
available at http://www.finra.org/sites/default/files/p602239.pdf.  

94. FINRA, RULE 2111(a) (2014).  

95. In the Matter of Olde Disc. Corp., S.E.C. Release No. 7577, Release No. 40423, 
Release No. 33-7577, Release No. 34-40423, 1998 WL 575171 (Sept. 10, 1998). 
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production requirements and position quotas that the firm imposed on its 
brokers had the effect of requiring the brokers, if they were to be successful, 
to concentrate their selling efforts on the firm covered stocks. A number of 
customers with conservative investment needs and objectives ended up with 
most or all of their assets concentrated in these firm covered stocks. The SEC 
found that the brokers had violated their suitability obligation to these 
customers, and the firm had failed to establish a system of supervision which 
would prevent such violations.  In fact, the compensation structure 
established by the firm contributed to such violations. 

Following the SEC sanction, FINRA examined whether differential 
compensation structures should be prohibited with respect to proprietary 
products: 

The Tully Report concluded that the payment of higher 
compensation to registered representatives for the sale of proprietary 
products can create incentives to inappropriately favor such products 
over nonproprietary products. Such compensation arrangements can 
create conflicts of interest by encouraging representatives to 
recommend proprietary products to maximize their commissions, 
rather than to best meet their customers’ needs. Such arrangements 
may provide point-of-sale incentives that could compromise proper 
customer suitability determinations and may present a situation 
where the salesperson’s interests are not, in some circumstances, 
fully aligned with the interests of customers. In this regard, the Tully 
Report cited as a “best practice” the use of identical payout ratios for 
representatives that offer both proprietary and non-proprietary 
products, noting that most firms interviewed had already adopted this 
practice.96 
FINRA (NASD at the time) sought comment on whether such 

compensation should be prohibited specifically with respect to mutual funds.  
While this proposal was never adopted, FINRA had already implemented 
prohibitions on incentives which favor one mutual fund over another on the 

                                                            
96. NASD, NOTICE TO MEMBERS 99-81: SALESPERSON COMPENSATION PRACTICES; 
NASD REGULATION REQUESTS COMMENT ON PROPOSED SALESPERSON 

COMPENSATION RULES, at 607, (Sept.1999), available at http://www.finra.org/sites/ 
default/files/NoticeDocument/p004080.pdf.  
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basis of the commission paid by the mutual fund.  For example, a firm may 
not: 

[P]rovide to salesmen, branch managers or other sales personnel any 
incentive or additional compensation for the sale of shares of specific 
investment companies based on the amount of brokerage 
commissions received or expected from any source, including such 
investment companies or any covered account. Included in this 
prohibition are bonuses, preferred compensation lists, sales incentive 
campaign or contests, or any other method of compensation which 
provides an incentive to sales personnel to favor or disfavor any 
investment company or group of investment companies based on 
brokerage commissions.97 
Although these prohibitions had been in effect for several decades, the 

concerns remained that brokers had been improperly incentivized to favor 
specific mutual funds or proprietary products.  When considering whether to 
prohibit differentiated compensation, FINRA questioned whether potential 
conflicts of interest may already be adequately addressed by existing rules, 
such as the suitability rule.98   

With respect to proprietary products, FINRA has issued guidance to 
firms when bringing new products to the market.99  FINRA asked firms to 
consider the following questions when designing their policies and 
procedures: 

 What costs and fees for the investor are associated with this 
product?  Why are they appropriate?  Are all of the costs and 
fees transparent?  How do they compare with comparable 
products offered by the firm or by competitors?   

 How will the firm and registered representatives be compensated 
for offering the product?  Will the offering of the product create 
any conflicts of interest between the customer and any part of the 
firm or its affiliates?  If so, how will those conflicts be 

                                                            
97. FINRA, RULE 2341(k)(7)(A) (2017). 

98. See NASD, Notice to Members 99-81.  

99. See NASD, NOTICE TO MEMBERS 05-26: NEW PRODUCTS; NASD RECOMMENDS 

BEST PRACTICES FOR REVIEWING NEW PRODUCTS, (April 2005), available at 
http://www.finra.org/sites/default/files/NoticeDocument/p013755.pdf.  
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addressed?  For example, does the firm stand to benefit from the 
sale of the product beyond the clearly disclosed sales charges or 
commissions (i.e., revenue sharing arrangements)?  If so, the 
firm may have an obligation under NASD Rule 2110, governing 
just and equitable principles of trade, to disclose that conflict, 
even if the product is otherwise suitable, generally or for a 
particular investor.100 

Answering these questions can help a firm determine whether the 
conflicts of interest are so insurmountable that the product should not even 
be offered.   

Given the focus on potential conflicts with proprietary products, FINRA 
examined firms and their policies and practices to avoid those conflicts: 

An effective practice is that for comparable products, firms not 
provide higher compensation, or provide other rewards, for the sale 
of proprietary products or products from providers with which the 
firm has entered into revenue-sharing agreements. The firms with 
which FINRA met each stated that their registered representatives 
are not compensated more highly for the sale of comparable 
proprietary or preferred provider products.101 
Accordingly, firms avoid incentivizing the sale of proprietary products 

by not differentiating the compensation. 
 
 

ii. Recruitment Compensation 
 

For some time, FINRA has been concerned with conflicts that may arise 
when a broker moves from one firm to another.  Conflicts may arise in a 
number of different ways. 

On occasion, clients will hold securities in their accounts that are 
proprietary to the broker’s prior firm, and accordingly, may not be 
transferred to the broker’s new firm.  Alternatively, clients may hold 
products from issuers with whom the broker’s new firm does not have a 

                                                            
100. Id. 

101. FINRA, REPORT ON CONFLICTS OF INTEREST, at 30, (Oct. 2013), available at 
http://www.finra.org/sites/default/files/Industry/p359971.pdf.  
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dealer or servicing agreement.  As a result, the clients may not transfer those 
specific products even if they transfer the rest of their accounts to the broker 
at the new firm. Concerned that brokers may have been making inappropriate 
recommendations to liquidate these products to permit the transfer of the 
assets to the broker’s new firm, as discussed above, FINRA issued a notice 
reminding firms of their supervisory obligations in such a situation.102  
Specifically, FINRA noted: 

A recommendation to liquidate, replace or surrender an existing 
investment must be suitable and based upon the customer’s 
investment needs and not the financial needs of the firm or its 
associated persons.  See, e.g., Notice to Members 99-35 (May 1999).  
A firm may consider the fact that the firm lacks a dealer or servicing 
agreement with the product sponsor and, therefore, the registered 
representative cannot provide the customer with the service that the 
customer desires with respect to the product.  The suitability analysis 
must also include other considerations, however, including whether 
the customer’s mutual fund or variable product is subject to a 
contingent deferred sales charge or a required holding (surrender) 
period, or has other features that materially affect its value or 
liquidity, and the fees and expenses associated with the new product 
being recommended.103 
Accordingly, while a broker may consider the fact that he can no longer 

service the investment, such a consideration may not trump the overall 
suitability analysis in making a recommendation to liquidate the investment.  

In addition to conflicts related to potentially improper investment advice 
for products that are not portable, FINRA has also been concerned with 
compensation paid to brokers when they move from one firm to another.  
Brokers may be paid upfront compensation which is dependent on the 
broker’s production over the past twelve months.  Brokers may also receive 
certain bonuses dependent on the assets they are able to transfer to their new 
firm.   

FINRA has now mandated that firms provide customers with educational 
material which will alert clients to these potential conflicts as well as the fact 

                                                            
102. See NASD, NOTICE TO MEMBERS 07-06.  

103. Id. at 3.  
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that all assets may not be portable to the broker’s new firm.104  As of 
November 2016, firms are required to provide clients with a communication 
highlighting the following potential implications of transferring assets to the 
new firm: 

 whether financial incentives the representative receives may 
create a conflict of interest;  

 that some assets may not be directly transferrable to the 
recruiting firm and as a result the customer may incur costs to 
liquidate and move those assets or incur account maintenance 
fees to leave them with his or her current firm;  

 potential costs related to transferring assets to the recruiting firm, 
including differences in the pricing structure and fees the 
customer’s current firm and the recruiting firm impose; and  

 differences in products and services between the customer’s 
current firm and the recruiting firm.105 

FINRA’s intent is that clients will seek additional information from their 
broker if they find this information relevant to their decision to transfer their 
assets to the broker at the new firm.   
 
 

iii. Wealth Events 
 

FINRA expects firms to scrutinize “wealth” events or “lifecycle 
milestone” events.  Such events include key liquidity events in an investor’s 
life, such as when an investor retires or changes jobs.  At such a time, the 
investor must decide what to do with his or her 401(k) – leave it with the 
employer’s plan or roll it over to an IRA.  These events have the potential to 
heighten conflicts of interest because of the potentially large sums of money 
involved.  This was a focus of FINRA in its Conflict of Interest Report: 

                                                            
104. FINRA, RULE 2273 (2016). 

105. FINRA, REGULATORY NOTICE 16-18: RECRUITMENT PRACTICES; SEC 

APPROVES RULE REQUIRING DELIVERY OF AN EDUCATIONAL COMMUNICATION TO 

CUSTOMERS OF A TRANSFERRING REPRESENTATIVE, (May 2016), available at 
http://www.finra.org/sites/default/files/notice_doc_file_ref/Regulatory-Notice-16-
18.pdf.  
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Firms have a strong incentive to gather assets, and as a recent 
Government Accountability Office report noted, “(r)ollovers have 
become the largest source of contributions to IRAs.”  It is not always 
clear, however, that rolling over a 401(k) to an IRA—as opposed to 
keeping money within the plan or rolling it over to a new employer’s 
plan—is the best option for an investor.  The recommendations a 
representative makes at these points in time may have profound 
implications for the investor and deserve thorough scrutiny and 
review.106 
Firms should supervise such recommendations closely to ensure that 

recommendations are consistent with the suitability rule. 
Beginning in 2017, firms are required to comply with the Department of 

Labor’s Conflict of Interest Rule with respect to recommendations related to 
rollovers from 401(k)s to IRAs.107  If a broker is paid a variety of 
compensation for such a recommendation, the broker is required to adhere to 
impartial conduct standards pursuant to the Best Interest Contract 
Exemption.108   
 
 

b. Investment Banking and Research Conflicts 
 

For years, firms have been faced with conflicts of interest in connection 
with their investment banking and research lines of business. In 2002, 
investigations into major firms uncovered quid pro quo arrangements 
between the firms and their investment banking clients where the firms’ 

                                                            
106. FINRA, REPORT ON CONFLICTS OF INTERESTS, at 31. 

107. See Definition of the Term ‘‘Fiduciary’’; Conflict of Interest Rule—Retirement 
Investment Advice, 81 Fed. Reg. 20946 (April 8, 2016), available at 
https://www.gpo.gov/fdsys/pkg/FR-2016-04-08/pdf/2016-07924.pdf.   

108. See Best Interest Contact Exemption, 81 Fed. Reg. 21002 (Apr. 6, 2016), 
available at https://www.gpo.gov/fdsys/pkg/FR-2016-04-08/pdf/2016-07925.pdf; 
Best Interest Contract Exemption; Correction, 81 Fed. Reg. 44773 (Jul. 11, 2016), 
available at https://www.gpo.gov/fdsys/pkg/FR-2016-07-11/pdf/2016-16355.pdf.  
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research department issued favorable research reports in exchange for 
investment banking business.109   

FINRA has remained concerned with conflicts of interest in connection 
with research reports. FINRA Rule 2241 requires firms to manage certain 
conflicts and prohibits others when issuing equity research.  Rule 2241(b)(1) 
contains an overarching requirement that firms establish, maintain and 
enforce written policies and procedures reasonably designed to identify and 
effectively manage conflicts of interest related to the preparation, content and 
distribution of research reports and public appearances by research analysts 
and the interaction between research analysts and persons outside of the 
research department, including investment banking and sales and trading 
personnel, the subject companies and customers.  The rule now prohibits 
prepublication review by individuals in investment banking.110  The rule also 
incorporates an information barrier requirement, which is meant to ensure 
that research analysts are insulated from the review, pressure or oversight by 
persons engaged in investment banking services activities, as well as other 
persons, including sales and trading personnel, who might be biased in their 
judgment or supervision.111  

FINRA has also adopted a similar rule with respect to debt research 
reports.112 The rule contains many of the same provisions as the equity 
                                                            
109. See Press Release, New York Attorney General Eric T. Schneiderman, Merrill 
Lynch Stock Rating System Found Biased By Undisclosed Conflicts Of Interest 
(April 8, 2002), available at https://www.ag.ny.gov/press-release/merrill-lynch-
stock-rating-system-found-biased-undisclosed-conflicts-interest; see also Press 
Release, SEC, Ten of Nation's Top Investment Firms Settle Enforcement Actions 
Involving Conflicts of Interest Between Research and Investment Banking, (April 28, 
2003), available at https://www.sec.gov/news/press/2003-54.htm.  

110. See FINRA, RULE 2241(b)(2)(A) (2015), see also FINRA, REGULATORY 

NOTICE 15-30: EQUITY RESEARCH; SEC APPROVES CONSOLIDATED RULE TO 

ADDRESS CONFLICTS OF INTEREST RELATING TO THE PUBLICATION AND 

DISTRIBUTION OF EQUITY RESEARCH REPORTS, (Aug. 2015), available at 
https://www.finra.org/sites/default/files/notice_doc_file_ref/Regulatory-Notice-15-
30.pdf.  

111. See FINRA, RULE 2241(b)(2)(G) (2015); see also FINRA, REGULATORY 

NOTICE 15-30 (Aug. 2015). 

112. See FINRA, Rule 2242 (2016); see also FINRA, REGULATORY NOTICE 15-31: 
DEBT RESEARCH; SEC APPROVES RULE TO ADDRESS CONFLICTS OF INTEREST 

RELATING TO THE PUBLICATION AND DISTRIBUTION OF DEBT RESEARCH REPORTS, 
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research rule, and is aimed at managing or prohibiting the same types of 
conflicts while acknowledging the differences inherent in the debt markets.113   

FINRA’s tightening of the rules relating to conflicts of interest with 
respect to research reports follow a settlement in 2014 where 10 firms were 
fined a total of $43.5 million.114  The firms allowed their equity research 
analysts to solicit investment banking business.  Additionally, the firms 
offered favorable research coverage in connection with the 2010 planned 
initial public offering of Toys “R” Us. 

A few weeks earlier, FINRA fined Citigroup Global Markets, Inc. $15 
million for supervisory failures related to its research department.115  
Citigroup research analysts attended client dinners where they discussed 
stock picks, which, in some instances, were inconsistent with the analysts’ 
published research.  Additionally, a research analyst assisted two issuers in 
preparing presentations for investment banking road shows. 

 

                                                                                                                                             
(Aug. 2015), available at http://www.finra.org/sites/default/files/RegulatoryNotice-
15-31.pdf.  

113. See FINRA, REGULATORY NOTICE 15-31, supra note 101. 

114. See Press Release, FINRA, FINRA Fines 10 Firms a Total of $43.5 Million for 
Allowing Equity Research Analysts to Solicit Investment Banking Business and for 
Offering Favorable Research Coverage in Connection With Toys“R”Us IPO, 
(Dec.11, 2014), available at http://www.finra.org/newsroom/2014/finra-fines-10-
firms-total-435-million.  

115. See Press Release, FINRA, FINRA Fines Citigroup Global Markets Inc. $15 
Million for Supervisory Failures Related to Equity Research and Involvement in IPO 
Roadshows, (Nov. 24, 2014), available at http://www.finra.org/newsroom/2014/ 
finra-fines-citigroup-15-million-failures-related-equity-research.  
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2. Problem Brokers 
 

The NASD, FINRA’s predecessor, issued several notices providing 
guidance to firms regarding the appropriate level of supervision when 
overseeing a broker with a history of customer complaints.  The guidance 
states that heightened supervision is often appropriate when the firm is 
supervising a broker with such a history.   

In 1997, the NASD and the NYSE issued guidance following widespread 
examinations of the sales practices of firms.  The agencies noted several red 
flags that may trigger heightened supervision:   

(i) brokers with a history of customer complaints, disciplinary actions, 
or arbitrations; 

(ii) persons hired in a non-registered capacity who previously were 
employed as brokers and who have such a history; 

(iii) brokers who develop such a history while associated with the firm; 
(iv) brokers terminated from prior employment for what appears to be a 

significant sales practice or regulatory violation; or 
(v) brokers who have had a frequent change of employers within the 

industry.116   
FINRA provided guidance on developing a program of heightened 

supervision, and suggested that firms consider the nature of the conduct that 
resulted in the broker having a checkered history.  FINRA suggested that 
firms examine “the product, customer, or activity type” and “identify the 
level and type of risk it presents. The firm should then determine what type 
of supervision might best control and limit this type of risk.”117 

In 1999, the NASD issued additional guidance on supervision, once 
again reminding firms that they should “design a supervisory system that is 
current and appropriately tailored to its specific attributes and structure” 
including “whether the firm employs persons who should be subject to 
heightened supervisory procedures due to a history of customer complaints, 
disciplinary actions, or arbitration proceedings.”118  In 2008, in highlighting 
                                                            
116. See NASD, NOTICE TO MEMBERS 97-19: NASD REGULATION AND NEW YORK 

STOCK EXCHANGE MEMORANDUM DISCUSSES SWEEP REPORT AND PROVIDES 

GUIDANCE ON HEIGHTENED SUPERVISION RECOMMENDATIONS, at 160, (April 1997), 
available at http://www.finra.org/sites/default/files/NoticeDocument/p004826.pdf.   

117. Id. at 161-162. 

118. See NASD, NOTICE TO MEMBERS 99-45: NASD PROVIDES GUIDANCE ON 

SUPERVISORY RESPONSIBILITIES, at 294, (June 1999), available at 
http://www.finra.org/sites/default/files/NoticeDocument/p004311.pdf. 
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“new and existing areas that are of particular significance to FINRA’s 
examination program,” FINRA reminded firms that they “should also have 
procedures in place for reviewing and identifying individuals or business 
types that require enhanced scrutiny due to sales practice concerns, such as a 
pattern of customer complaints.”119 

In 2011, FINRA issued a joint National Exam Risk Alert with the 
SEC.120  FINRA had found that “firms with significant deficiencies in the 
integrity of their overall branch inspection process” typically “lack 
heightened supervision of individuals with disciplinary histories or 
individuals previously associated with a firm with a disciplinary history.”121 

FINRA has emphasized its concern about this issue by making it a 
regulatory and examination priority.122  In 2014, FINRA stated: 

In addition, FINRA is concerned about the potential risks posed by 
brokers who formerly worked at one or more firms that have been 
severely disciplined by FINRA, and who may bring unethical or 
illegal practices to a firm. Using sophisticated analytics—known as 
the Broker Migration Model—FINRA identifies and monitors both 
brokers who move from a firm that has been expelled or otherwise 
has a serious disciplinary history to another FINRA-regulated firm, 
and the firms that hire such individuals.123 
In 2015, FINRA stated that it was specifically focused on the supervision 

of high-risk brokers to determine whether it has been “tailored to specifically 
address the risks associated with the particular individual based on prior 
misconduct and regulatory disclosures.”124  In 2017, FINRA once again made 
this issue an examination priority.  In its 2017 Regulatory and Examinations 
Priority Letter, FINRA stated, “FINRA will devote particular attention to 

                                                            
119. See FINRA, 2008 EXAMINATION PRIORITIES, at 1, 4, available at 
http://www.finra.org/sites/default/files/Industry/p038169.pdf.  

120. See FINRA, REGULATORY NOTICE 11-54: BRANCH OFFICE INSPECTIONS; 
FINRA AND THE SEC ISSUE JOINT GUIDANCE ON EFFECTIVE POLICIES AND 

PROCEDURES FOR BROKER-DEALER BRANCH INSPECTIONS, (Nov. 2011), available at 
http://www.finra.org/sites/default/files/NoticeDocument/p125204.pdf.   

121. Id. at 2. 

122. See FINRA, 2014 REGULATORY AND EXAMINATION PRIORITIES LETTER, 
available at http://www.finra.org/sites/default/files/Industry/p419710.pdf.   

123. Id. at 3 (FINRA has placed this under the section entitled “Focus on Recidivist 
Brokers”). 

124. FINRA, 2015 REGULATORY AND EXAMINATION PRIORITIES LETTER, at 9.  
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firms’ hiring and monitoring of high-risk and recidivist brokers, including 
whether firms establish appropriate supervisory and compliance controls for 
such persons.”125   

In May 2017, the FINRA Board discussed several steps designed to 
heighten the oversight of high-risk brokers and the firms that employ them, 
including, among other things, “publication of a Regulatory Notice 
rearticulating heightened supervision obligations under FINRA Rule 3110 
(Supervision)” and “publication of a Regulatory Notice proposing 
amendments to FINRA Rule 8312 (FINRA BrokerCheck Disclosure) to 
disclose a member’s status as a ‘taping firm’ under FINRA Rule 3170.”126   

In 2018, FINRA stated it would continue to focus on the sales practices 
of high-risk brokers, including the recommendation of speculative or 
complex products.127  FINRA once again reminded firms of their obligation 
to “adopt and implement tailored heightened supervisory procedures under 
FINRA Rule 3110 (Supervision) for high-risk individuals.”128 
 
 

3. Senior Investors 
 

As discussed above, FINRA recently adopted rules designed to mitigate 
financial exploitation of seniors.129  In addition, FINRA has noted that there 
may be special concerns related to senior investors and firms may be better 
served by having policies and procedures in place to address these concerns.  
FINRA has expressed particular concern with the suitability of 
recommendations to, and communication aimed at, senior investors.130 

With respect to recommendations, FINRA reminded firms that a 
customer’s investment time horizons, goals, risk tolerance, and tax status 

                                                            
125. FINRA, 2017 REGULATORY AND EXAMINATION PRIORITIES LETTER, at 2. 

126. See Robert Cook, Update: FINRA Board of Governors Meeting, FINRA (May 
11, 2017),  http://www.finra.org/industry/update-finra-board-governors-meeting-
051017.  

127. See FINRA, 2018 REGULATORY AND EXAMINATION PRIORITIES LETTER, at 2. 

128. Id. 

129. See FINRA, RULES 2165 and 4512. 

130. See FINRA, REGULATORY NOTICE 07-43: SENIOR INVESTORS; FINRA REMINDS 

FIRMS OF THEIR OBLIGATIONS RELATING TO SENIOR INVESTORS AND HIGHLIGHTS 

INDUSTRY PRACTICES TO SERVE THESE CUSTOMERS, (Sept. 2007), available at 
http://www.finra.org/sites/default/files/NoticeDocument/p036816.pdf.  
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may change as the customer ages.131  FINRA has cautioned firms that 
customers who are at or near retirement may be tempted to “reach for yield 
to maximize retirement income without the appreciation for the concomitant 
risk.”132 In particular, FINRA examiners are focused on broker 
recommendations that involve the following: 

(i) Products that have withdrawal penalties or otherwise lack liquidity, 
such as deferred variable annuities, equity indexed annuities, some 
real estate investments and limited partnerships; 

(ii) Variable life settlements; 
(iii) Complex structured products, such as collateralized debt obligations 

(CDOs); 
(iv) Mortgaging home equity for investment purposes; and 
(v) Using retirement savings, including early withdrawals from IRAs, 

to invest in high-risk investments.133 
In addition to suitability, FINRA has focused on communications.  

FINRA has expressed concern with the use of professional designations, in 
particular those suggesting an expertise in retirement planning or financial 
services for seniors.134  Some firms ban the use of senior designations, while 
others require approval before they are used.135  FINRA does not opine on 
the best practice.   

FINRA has also been concerned with “free lunch” seminars that use 
high-pressure sales tactics under the guise of educational seminars to sell 
unsuitable products, predominately to senior investors.  Generally, the 
seminars have been conducted in violation of FINRA rules.  Accordingly, 
FINRA has reminded firms to review their policies and procedures related to 
sales seminars to ensure that they are adequate to ensure compliance with the 
rules and regulations.136   

Last, FINRA expressed concern regarding dealing with investors 
exhibiting signs of diminished mental capacity, as well as those who may be 

                                                            
131. Id. at 2.  

132. Id. at 3. 

133. Id. at 4. 

134. Id. at 5. 

135. See id. at 5.  See also FINRA, REGULATORY NOTICE 11-52: SENIOR 

DESIGNATIONS; FINRA REMINDS FIRMS OF THEIR OBLIGATIONS REGARDING THE 

SUPERVISION OF REGISTERED PERSONS USING SENIOR DESIGNATIONS, (Nov. 2011), 
available at http://www.finra.org/sites/default/files/NoticeDocument/p125092.pdf.  

136. See FINRA, REGULATORY NOTICE 07-43, at 6. 
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suffering from financial abuse by a family member or caregiver.  FINRA 
outlined several policies and procedures a firm may adopt for dealing with 
these issues: 

(i) Designating a specific individual or department, such as the 
compliance or legal department, to serve as a central advisory 
contact for questions about senior issues, as well as a repository of 
available resources.  

(ii) Providing written guidance to employees on senior-related issues, 
such as how to identify and/or what to do if they suspect their 
customer is experiencing diminished capacity or is being abused, 
financially or otherwise, by a family member, caregiver or other 
third party.  

(iii) Asking, either at account opening or at a later point, whether the 
customer has executed a durable power of attorney.  

(iv) Asking, either at account opening or at a later time, whether the 
customer would like to designate a secondary or emergency 
contact for the account whom the firm could contact if it could not 
contact the customer or had concerns about the customer’s 
whereabouts or health.  

(v) Asking the customer if he or she would like to invite a friend or 
family member to accompany the customer to appointments at the 
firm.  

(vi) Informing the customer (where appropriate) that, in the firm’s 
view, a particular unsolicited trade is not suitable for the customer.  

(vii) Reminding brokers that it is important when dealing with 
customers, particularly seniors, to base recommendations on 
current information.  

(viii) Offering training to help brokers understand and meet the needs of 
older investors, including proper asset allocation, liquidity demand 
and longevity needs, as well as the possible changes in their 
suitability profiles.137 

Protecting senior investors remains a priority for FINRA.  FINRA 
completed an examination initiative on senior initiatives, and has urged firms 
to review their procedures to “identify ways they may be able to improve 
their treatment of senior investors.”138  With respect to its examination 
priorities in 2017, FINRA stated: 

                                                            
137. Id. at 7-8. 

138. FINRA, 2015 REGULATORY AND EXAMINATION PRIORITIES LETTER, at 10. 
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FINRA will assess firms’ controls to protect senior investors from fraud, 
abuse and improper advice.  We are seeing numerous cases where 
registered representatives have recommended that senior investors 
purchase speculative or complex products in search of yield.  While the 
quest for higher yield is not per se problematic, FINRA will assess 
whether such recommendations were suitable given an investor’s profile 
and risk tolerance, and whether firms have appropriate supervisory 
mechanisms in place to detect and prevent problematic sales practices.139 
In 2015, FINRA established the FINRA Securities Helpline for Seniors, 

which is a “toll-free number that senior investors can call to get assistance 
from FINRA or raise concerns about issues with brokerage accounts and 
investments.”140  In two years, “the helpline has fielded more than 9,200 calls 
from all 50 states from individuals ranging in age from 17 to 102 years old 
(the average age of callers is 70 years old), and staff have referred nearly 650 
matters to state, federal and foreign regulators, and made more than 130 
referrals to Adult Protective Services under the mandatory reporting laws of 
16 states.”141  As of its second anniversary in April 2017, the helpline has led 
to $4.3 million in voluntary reimbursements to callers.142 
 
 
Conclusion 
 

Brokerage firm supervisory obligations are complex and less than clear.  
The rules are primarily principle based, offering the firms wide latitude in 
determining the appropriate level of supervision given the firm’s structure.  
However, the FINRA guidance issued to firms will often set forth FINRA’s 
expectations as to what an adequate supervisory system will look like.  By 
examining the rules, the guidance, and disciplinary actions, one may get a 
clearer picture of a firm’s supervisory obligations.  

                                                            
139. FINRA, 2017 REGULATORY AND EXAMINATION PRIORITIES LETTER, at 3. 

140. FINRA Securities Helpline for Seniors, FINRA, http://www.finra.org/investors/ 
highlights/finra-securities-helpline-seniors (last visited Feb. 26, 2018). 

141. FINRA Senior Helpline Marks Second Anniversary With $4.3 Million in 
Voluntary Reimbursements to Callers, FINRA (April 20, 2017), 
http://www.finra.org/newsroom/2017/finra-senior-helpline-marks-second-
anniversary-43-million-voluntary-reimbursements.  

142. Id. 
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THE CHALLENGE OF DUE DILIGENCE OF A VARIABLE 
ANNUITY "THE SCORECARD METHOD" 

 
Mason Dinehart 

 
 

This article examines the internal workings of one of the most problematic 
and confusing products ever to enter the securities/ insurance marketplace. It 
peers inside the variable annuity displaying its innermost components and 
secrets. This analysis is intended to establish a useful and practical means of 
evaluating this vehicle from a due diligence perspective to determine whether 
the product meets reasonable basis suitability, the threshold prescription for a 
securities attorney's practice. 
 
 
I. The Belly of the Beast: It Is Imperative Investors Understand the 

Complexity of The Specific Annuity Being Sold to Them. 
 

Because of endless sales abuses, the nation's securities police continue to 
tighten the rules regulating variable annuity sales and exchanges. According 
to FINRA, 2016 was the first time since 2009 that variable annuities have 
made it to the list of FINRA’s top enforcement issues as measured by total 
fines assessed.1 But one cannot expect the industry to clean up its act without 
a fight. The insurance lobby will keep this popular vehicle alive and breathing 
at all costs. As an example of the massive market share these products have, 
according to Morningstar, at the end of the third quarter of 2017, variable 
annuities held $1.96 trillion of assets nationwide.2 Annual variable annuity 
sales totaled $104.7 billion in 2017, according to LIMRA.3 

The commissions that insurance agents and securities brokers receive for 
selling these vehicles are just too wonderful to resist. The commission 

                                                            
1. See Greg Iacurci, FINRA Cracks Down on Faulty Variable Annuity Exchanges, 
INVESTMENT NEWS, October 10, 2017, at 2. 

2. Jake McCarthy, IRI Issues Third Party 2017 Annual Sales Report, INSURED 

RETIREMENT INSTITUTE (NEWSROOM), December 8, 2017, at 1. 

3. Rachel Summitt, LIMRA Predicts Drop in Annuity Sales, ANNUITY FYI, (May, 
2017), https://www.annuityfyi.com/blog/2017/05/limra-predicts-drop-annuity-sales/; 
Cyril Tuohy, Indexed Annuity Sales Could See First Decline In A Decade, LIMRA 
Predicts, INSURANCENEWSNET.COM (May 23, 2017), https://insurance 
newsnet.com/innarticle/indexed-annuity-sales-see-first-decline-decade. 
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received on the sale of a variable annuity is based roughly on the length of the 
surrender period. In other words, if the surrender period is seven years (the 
average) the commission paid is approximately 6% to 7%. The commission 
ranges between 4% and 8% typically. Recently, the surrender periods have 
come down to as low as three to four years, but the commission is still 4% to 
5%. FINRA stated that these shorter surrender period contracts, usually called 
L-share contracts, typically provide a shorter surrender period of three to four 
years, than B-share contracts, which typically have a surrender period of seven 
years and are the most commonly sold share class in the industry.4 
 
 

a. A Primer on Income Riders 
 

To really understand these complex products, it is absolutely necessary to 
understand the various riders and acronyms that are common with V/As and 
the implications of each. 

GMIB - A Guaranteed Minimum Income Benefit guarantees that when a 
contract is annuitized (converted into retirement income payments), the 
income payments will be based on the greater of the actual contract value or 
a minimum payout base. This base is typically equal to the amount invested 
credited with a competitive rate of interest (5% is common). With this benefit, 
you have to annuitize. 

GMAB - A Guaranteed Minimum Accumulation Benefit guarantees that 
the variable annuity contract value will be a least equal to a certain minimum 
amount (typically, the premium amount) after a specified number of years, 
regardless of account actual performance. 

GMWB - A Guaranteed Minimum Withdrawal Benefit guarantees that a 
fixed percentage (generally 5% to 6%) of the annuity premiums can be 
withdrawn annually for a specified period of time until the entire amount of 
paid premiums has been withdrawn, regardless of market performance. This 
feature typically does not require policy annuitization. A GMWB-for-life 
guarantees an income payment for life at a reduced percentage. 

GLWB - A Guaranteed Lifetime Withdrawal Benefit allows the option to 
receive income payments at a fixed percentage for life, thus protecting against 
outliving this particular income stream. This rider is costly and does not offer 
an inflation-adjusted income. 

                                                            
4. See Greg Iacurci, FINRA Report Hints at Trouble with L-share Variable Annuities, 
Investment News, December 8, 2017 at 2; Cyril Tuohy, Variable Annuity B shares 
Gain at L shares’ Expense, INSURANCENEWSNET.COM - ADVISOR NEWS (Jan. 25, 
2016), www.insurancenewsnet.com. 
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GLIB - A Guaranteed Lifetime Income Benefit, which combines a 
guaranteed growth rate with a guaranteed withdrawal rate. The guarantees are 
applied to an income base and not to the account value, which fluctuates over 
time. For example, a GLIB VA purchased at age 55 with a 5% guaranteed 
growth rate and a 5% lifetime income amount starting in 15 years (age 70) 
represents only a 0.88% cash-equivalent yield. If the guaranteed growth is 5% 
but the lifetime income benefit is 6%, the cash-equivalent yield is just 2.12%. 
Alternatively, a GLIB VA purchased at age 55 with a 6% guaranteed growth 
rate and a 6% lifetime income amount starting in 15 years (age 70) represents 
only a 3.09% cash-equivalent yield. On a time-value of money basis, these 
actual cash-equivalent returns make no sense whatsoever! 

Obviously, these riders do not come free. Typically, they cost on the 
average 1.05% per year.5 Added to the overall cost, that increases the average 
total variable annuity expense burden from 2.57% to 3.60% per year. 
Assuming an inflation factor of 3%, the investment would have to earn 6.27% 
just to break even. 

The difference between the guaranteed lifetime withdrawal benefit and the 
guaranteed minimum withdrawal benefit is critical. The latter does not 
guarantee payments for life but only until the "benefit base" falls to zero. In 
the guaranteed lifetime withdrawal benefit program, the investor can "step-
up" the withdrawal amount if the account balance exceeds the benefit base. In 
order to allow income to step up on a regular basis after withdrawals start, the 
annual return would need to be 11.27%, due to the 5% annual withdrawal. 
However, some annuity issuers increase the rider cost for the step-up exercise 
from 1.00% to 1.40%. That would mean that earnings would need to approach 
12% to be profitable. 

Often, but not always, living benefit guarantees require the owner to elect 
and adhere to an asset allocation model like allocating a minimum of 30% in 
bonds or full investment in a fund-of-funds. Where these options are not 
required, investors may be prohibited from buying very aggressive, high beta 
investments. Insurers use such investment allocation practices to manage the 
risk of providing these guarantees. Further, with some companies, there may 
be a waiting period of five to seven years before these income and withdrawal 
benefits can be utilized. This is necessary, of course, to cover the 5% to 7% 
commission advanced by the insurance company. Further, sometimes the 
guaranteed death benefit is sacrificed when these income benefits are taken. 
Finally, guaranteed living benefits are not without risk. In April 2009, 
McKinsey & Co. did a working paper called "Responding to the Variable 
                                                            
5. See Variable Annuity Charges, INSTITUTE OF BUSINESS & FINANCE (Aug. 24, 
2013), http://icfs.com/financial-knowledge-center/variable-annuity-charges. 
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Annuity Crisis."6 This study points out that guaranteed living benefits are 
riskier than the variable annuities with death-benefit guarantees that caused 
havoc at Allmerica Financial and American Skandia in 2003 and 2005.7 It 
stated that unmitigated risks occurred involving these two companies not 
sufficiently hedging their economic liabilities associated with living benefits. 

Further, in September 2017, an article from Investopedia entitled, “How 
Variable Annuities Living Benefits & Death Benefits Work”, stated that the 
enhanced death benefit rider adds yet another 0.25% to 0.50% to the total fees 
as high as 3.4%. “High fees make it almost impossible for the investment to 
perform well enough to earn back the fees and grow, so be cautious about 
adding features that you don’t really need.” The paper went on to quote from 
a widely publicized report from Goldman Sachs that estimated the total 
economic cost for the industry of un-hedged GMIB exposure at $23 billion. 
 
 

b. Annuities Are Only Suitable for Pre-Retirement Investors Who 
Max-Out Their Retirement Contributions. 

 
Investors must understand the moving parts of the variable annuity to 

protect themselves from purchasing this securities/ insurance product when it's 
unnecessary. A variable annuity is, in many cases, an "uninsured" 
securities/insurance product that provides investment options, much like 
mutual funds, for long-term investors who want an extra way to save for 
retirement. Further, these investment options (sub-accounts) are packaged 
within a variable annuity on a tax-deferred basis. 

In my experience supervising brokers who sell these complex products, 
variable annuities should only be utilized strictly as supplemental retirement 
investments. An investor should never buy one – and a broker should never 
sell one - unless the investor can answer "yes" to these three questions: 

1. Does the investor maximize his 401(k) or other workplace retirement 
plan every year? 

2. Does the investor maximize Individual Retirement Account (IRA) 
contributions? 

                                                            
6. Dinesh Chopera, Onur Erzan, Guillaume de Gantes, Leo Grepin and Chad Slawner, 
Responding to the Variable Annuity Crisis, MCKINSEY WORKING PAPERS ON RISK, 
NUMBER 10 (April 2009), available at  http://www.mckinsey. 
com/~/media/mckinsey/dotcom/client_service/Risk/Working%20papers/10_Respondi
ng_to_the_variable_annuity_crisis/ashx. 

7. Id. at 5, 7. 
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3. If the investor is married, does his spouse take full advantage of items 
one and two, above? 

Unless the answer to all three of these questions is “Yes”, then an investor 
should not purchase a variable annuity and a financial advisor should not be 
selling one. Even if the answer to the questions above are all “yes”, a married 
couple in their fifties who max- out their IRA's and 401(k)'s could still have 
no need for a variable annuity, theoretically, because tax-efficient mutual 
funds, like the Vanguard Total Stock Market Index Fund or Fidelity 
Intermediate Municipal Income Fund, for example, would be a better place for 
those financial over-achievers to accumulate their overflow of cash. 
 
 

c. Expenses Eat-Away at Long Term Growth. 
 

Besides how rare the investor above is in reality, variable annuities simply 
cost too much. Because they are primarily insurance products, their fees 
typically dwarf those charged by mutual funds. This is simple to understand 
when one realizes there are two players involved instead of one: the insurance 
company and the mutual fund company. 

According to Morningstar, the average variable annuity passes along 
expenses of 2.35% of the assets per year.8 This does not include the cost of 
the enhanced death benefit rider which can bring this total cost to 
approximately 3.0% of assets per year. In the fourth quarter of 2016, the total 
average expense for a variable annuity contract without living benefit 
guarantees was 2.40% of the investment per year, according to Morningstar. 
This percentage probably will not mean much to an investor unless they realize 
how such a large fee can drain the momentum out of their portfolio. Suppose, 
for example, that an investor invests $3,000 a year in a typical variable annuity 
that generates an annual return of 8%, before expenses. After twenty-five-
years, this annuity should grow to $155,614. But if the investor had put that 
money into tax-efficient index mutual funds, charging 0.20% in annual 
expenses, that account would grow to $213,014, a difference of $57,400! 
 
 
 
 
 

                                                            
8. See Variable Annuity Charges, INSTITUTE OF BUSINESS & FINANCE (Aug. 24, 
2013), http://icfs.com/financial-knowledge-center/variable-annuity-charges. 
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d. Annuity Taxation is Misunderstood and Misrepresented. 
 

Variable annuities can also be taxing. Salesmen love to boast that investors 
will not pay taxes on the money that is growing inside an annuity because its 
"tax deferred". That is true, but it is only half the story. The investor will owe 
ordinary income taxes on every dollar of annuity withdrawals. By investing in 
an annuity, an investor effectively converts capital gains to ordinary income 
in a variable annuity, which in almost all circumstances, constitutes a tax 
increase. This might not seem so bad until the investor appreciates what would 
happen if she had invested the same money in stocks or mutual funds in a 
regular taxable account. These withdrawals would be taxed at long-term 
capital gains rates of 15%. If an investor is in a 35% ordinary income tax 
bracket and they have a variable annuity, they would pay $350 in taxes for 
every $1,000 they withdraw. In contrast, if the investor kept this money in a 
taxable account, she would only pay taxes of $150 for every $1,000 
withdrawal. Extending this a bit, an investor cashing out a $100,000 annuity 
would pay $35,000 in taxes vs. $15,000 in a taxable account. It is likely that 
investors buying variable annuities will actually end up paying more in taxes 
and having less after-tax wealth at retirement. In fact, the tax deferral feature 
of annuities actually harms investors who hold mostly equities in their sub-
accounts. If these investors are not told that they are being tax- disadvantaged 
by this tax deferral feature, then their brokers are making material 
misrepresentations and omissions. Unfortunately, the tax dis-advantage will 
not die when the investor does. It can hurt the heirs the policy may have been 
intended to benefit. That is because the beneficiaries will be saddled with 
paying capital-gains tax on any profit the annuity generated. If the original 
$50,000 annuity grew to $75,000, the heirs would owe tax on the $25,000 
profit. In contrast, if the money had been invested in taxable mutual funds, 
because of the step-up in basis, the beneficiaries would get that $25,000 tax-
free. 

To be fair, there are very narrow circumstances in which the annuity’s 
taxation could be favorable. For aggressive traders, especially in combination 
with market timing, the ability to move often among the various sub-accounts 
without any current taxation may somewhat soften the tax disadvantage. But 
much like the scenario above regarding maxing out retirement contributions, 
those who seek to trade within their annuity subaccount represent a fairly small 
sub-set of the retail investor world. 
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e. The Death Benefit Is Mostly Superfluous. 
 
The death benefit of the variable annuity is always the sounding cry of 

those that believe wholeheartedly in this questionable product. This death 
benefit becomes their crutch when all other arguments fail. Here is one of the 
insurance industry's dirtiest secrets: The variable annuity death benefit is often 
pointless or superfluous. It is the death benefit, however, that promoters love 
to stress to conservative investors. With a variable annuity, an insurer 
guarantees that heirs will receive at least the contributions made into the 
annuity, less any withdrawals, even if the account later drops in value. So, if 
a $100,000 investment in an annuity is worth only $80,000 when the annuitant 
dies, the heirs still receive $100,000. 

But remember that this variable annuity is supposed to be a long-term 
investment. What is the likelihood of an annuity with diversified sub-accounts 
starting in 2017 being worthless in ten to twenty years? If the investor is not 
willing to make that kind of lengthy time commitment, then a variable annuity 
should not even be considered. There is extensive scientific literature which 
values the guaranteed minimum death benefit (GMDB) based on the expected 
returns and variances of alternative sub-accounts and on actuarial estimates of 
remaining life expectancy. This literature establishes the value of the GMDB 
at only five or ten basis points per year. The higher value of ten basis points 
occurs when the GMDB guarantees to pay the net investment increased by a 
fixed percent per year with the guarantee capped at twice the value of the net 
investment. To be clear, not all annuities offer this GMDB guarantee. 

In the study, "The Titanic Option; Valuation of the Guaranteed Minimum 
Death Benefit in Variable Annuities and Mutual Funds",9 Professor Milevsky 
thoroughly demonstrates the cost solely associated with the mortality 
guarantee (GMDB) is typically less than fifteen basis points. Therefore, while 
the GMDB is worth less than fifteen basis points, the Mortality and Expense 
charge by the insurance company (M&E) is usually at least 1% (or one-
hundred basis points) and is not impacted by factors which affect mortality 
risk. The M&E charge is equivalent to the 12b-1 fees of 1.00% assessed in 
Class "B" mutual fund companies used to fund substantial upfront 
commissions paid to brokers who sell the investments.10 

                                                            
9. Moshe Milevsky and Steven Posner, The Titanic Option: Valuation of the GMDB 
In Variable Annuities & Mutual Funds, JOURNAL OF RISK AND INSURANCE, VOL. 68. 
NO. 1, 91-126 (2001). 

10. See Variable Annuity Charges, INSTITUTE OF BUSINESS & FINANCE (Aug. 24, 
2013), http://icfs.com/financial-knowledge-center/variable-annuity-charges; Variable 
Annuity Charges, INVESTOPEDIA, (last visited Feb. 23, 2018), 
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This dubious insurance death benefit is costing investors big dollars. 
Clearly, the insurance industry many times is charging 5 - 10 times the 
economic value of the guarantee. According to Morningstar, the average 
insurance company charge is 1.25%11. On $1.96 trillion of business, that's over 
$24 billion each year. The study by researchers Milevsky and Posner 
suggested that the insurance death benefit fee that is embedded in variable 
annuities is way out of proportion with what they are worth.12 A typical life 
insurance charge can run as high as 1.60%, which would work out to a cost of 
$4,000 per year for a $250,000 variable annuity. Using the study's conclusions, 
a fair and normal death benefit charge for $250,000 of term life insurance 
would be only $570.00 annually (20 years) for a male age 50 and $398.00 per 
year for a female the same age and term. 

At older ages, however, the situation reverses itself as follows. A husband 
age 65 and a wife age 62, each with a $250,000 variable annuity would have 
a combined death benefit cost of approximately $6,250 annually. That same 
family, with the husband and wife each buying a 20-year term policy 
(necessary to maintain coverage to near life expectancy), would pay a 
combined cost of approximately $6,863 (standard rates from 4 companies, 
currently) for the same coverage. The only condition here is that the 
individuals can both qualify for standard rates. This is harder to do at older 
ages and an honest assessment requires realistic comparisons be made. If 
standard, the family would enjoy an annual saving of $613 with the variable 
annuity. 

Many brokers sell variable annuities to families at least in part based on a 
claimed death benefit. This benefit could be minuscule or non-existent and so 
any such sales claims which are not tempered with realistic assessments of the 
true value of the death benefit are materially misleading. It is also important 
to remember that this death benefit disappears, i.e. is eliminated upon 
annuitization, and is usually eliminated by triggering of a guaranteed lifetime 
income benefit, unless the contract language preserves it. The facts 
surrounding these features should always be disclosed.  Annuitization means 
that the policy owner of the V/A surrenders the policy to the insurance 
company in exchange for a series of income payments only (no death benefit) 
for as long as the owner lives (life only) or a period certain, i.e. if the owner 

                                                            
https://www.investopedia.com/exam-guide/finra-series-6/variable-contracts/ variable-
annuity-charges.asp. 

11. See Variable Annuity Charges, INSTITUTE OF BUSINESS & FINANCE (Aug. 24, 
2013), http://icfs.com/financial-knowledge-center/variable-annuity-charges. 

12. See Milevsky and Posner, supra note 9, at 95. 
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dies within the specified period, the beneficiary receives the remaining 
payments to the end of the period, perhaps 10 years. 

There is an important feature of annuities which can be beneficial to 
investors in the event one finds themselves in a poorly performing annuity 
with substandard benefits and high fees. Investors can bail out. It is possible 
to transfer from one annuity directly to another annuity company without 
triggering taxes through a vehicle called a 1035 tax- deferred exchange, named 
for I.R.C. Section 1035. This switch can be beneficial, but may come at a cost 
in the form of surrender charges. Even this switch is of limited utility and 
investors need to beware of brokers and insurance agents eager to switch their 
cash from one annuity to another. 

Investors get transferred from one mediocre variable annuity to another 
many times because brokers receive those healthy commissions every time 
they persuade someone to switch. Bear in mind that a recommendation that an 
investor replace his or her existing variable annuity contract with another 
contract could result in the new variable contract having a smaller value and 
death benefit than the original contract. In addition, members must keep in 
mind that the suitability rule applies to any recommendation to sell a variable 
annuity regardless of the use of the proceeds, including situations where the 
member recommends using the proceeds to purchase an unregistered product 
such as a fixed-index annuity13. Of course, switching to a new annuity would 
also result in a new surrender period, something that, depending on how long 
the previous annuity was owned, may be up completely or nearing the back-
end, 1% or 2% period. Any recommendation to sell the variable annuity must 
be based upon the financial situation, investment objectives, risk tolerance, 
time horizon and needs of the particular investor. 

 
 

II. Sales Practice Warning – Common Traps and Salesman Tricks 
Utilized to Dupe Investors into Making Costly Mistakes. 

 
Investors must be diligent and extremely cautious if a financial advisor 

offers a variable annuity in one of the following scenarios. If they do, take your 
money elsewhere: 
 

                                                            
13. FINRA, NOTICE TO MEMBERS 07-53: DEFERRED VARIABLE ANNUITIES (Nov. 
2007), available at http://www.finra.org/sites/default/files/Notice 
Document/p037421.pdf. 
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a. If an advisor recommends you invest a variable annuity in an IRA. 
Remember, an IRA is already tax sheltered. The variable annuity’s tax 
advantages are wasted within an IRA. A mutual fund is much more liquid 
and cost-effective without any of the disadvantages stated above. If an 
investor needs life insurance, pure term insurance may be a much cheaper 
bet and can easily be paid for out of the cost savings of a mutual fund over 
the variable annuity, often at least 1.60% annually (V/A - 2.60% v. M/F - 
1.00%). If the V/A is in a traditional IRA (rather than a Roth IRA), the 
investor will be required to take mandatory, minimum distributions when 
he reaches 70 1/2, even if the annuity imposes surrender charges. Broker's 
make promises about guaranteed minimum income benefits providing for 
these RMDs, but the fees and commissions are likely to reduce that income 
to levels below the amount that could be achieved by investing the IRA in 
a more cost-effective diversified mutual fund portfolio. 

b. If your advisor recommends you take out a mortgage or equity loan to buy 
any annuity. Plenty of unfortunate people have done just that and it is a 
terrible idea.14 

c. If your broker solicits you with a variable annuity that contains a bonus to 
come aboard and replace an existing annuity, with the promise that the on-
boarding bonus of the new annuity will offset the surrender charges of the 
existing annuity. Don't be fooled! That bonus is not free and will cost the 
investor in the form of higher annual costs and/or a lengthened surrender 
period. And of course, that increases the commissions paid to the broker 
who sells it. Some contracts even cause the owner to forfeit the bonus after 
receiving it if withdrawals are taken in the first few years of the policy. 
This especially onerous provision requires special attention from 
investors. 

d. If an aggressive salesperson offers a "new" kind of variable annuity that 
contains a stepped-up death benefit or a guaranteed income benefit, it is 
almost certainly not what it seems. The stepped-up death benefit is an 
additional rider and usually costs more than it is worth for a long-term 
investment vehicle. In older contracts, the guaranteed income benefit is 
usually only available upon annuitization of the insurance contract. 
Historically, only about 2% of variable annuities are annuitized. Losing 
control of your money is never a good idea and if that's the only way an 

                                                            
14. See In The Matter of Andrew Martin Ahern, AWC No. 201002353101 (August 
20, 2012); NASD, Beyond The Hard Sell (March 15, 2004), 
www.finra.org/2004/nasd/disciplines-three-firms-three-brokers-variable- annuity-
abuses. 
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investor can get a guaranteed income benefit, then that is a bad idea. This 
is because by the time the investor needs those income payments, they 
won't live long enough to use that portion of income that was guaranteed. 
Instead, the investor should buy a tax-efficient mutual fund and take 
regular systematic withdrawals. This keeps the asset under the investors 
"control" instead of the insurance company’s. 

e. If your advisor represents that the variable annuity is a "no load" product. 
While it is true that the insurance company "advances" the commission to 
the salesperson, investors pay dearly for that feature because the insurance 
company is reimbursed by charging a hefty surrender charge of up to 7%. 
Although it declines each year, reducing their exposure because of the time 
value of money, by holding the annuity, the insurance company is 
reimbursed for their commission advance by charging you an extra 1.25% 
(average) each year in M&E expenses. Put another way, the insurance 
company gets its money back. The investor also faces illiquidity and are 
charged exorbitantly for the "privilege" of owning this product, structured 
much like a tax-deferred Class "B" mutual fund in disguise. 
A really common trap investors fall into is being sold an annuity in an IRA 

and being told the annuity can easily work for early withdrawals. If the investor 
is under 59 1/2 and retires early or gets laid off, and has a 401(k) to rollover 
into an IRA, the financial advisor recommends a variable annuity. The primary 
mis-representation in this scenario typically is that the investor can then take 
systematic regular withdrawals from the IRA on a monthly basis without 
federal or state early withdrawal penalties. The truth is, the Internal Revenue 
Code generally provides that early withdrawals (if they are "substantially equal 
periodic payments") from an IRA prior to age 59 1/2 will avoid a 10% tax 
penalty (and the state penalty) if the early withdrawals are calculated under 
one of three formulas allowed by the Internal Revenue Service.15 Most brokers 
refer to this procedure as “72(t)”. There is a difference between a tax penalty 
and tax on withdrawals. While the penalties are eliminated, ordinary income 
tax on the IRA withdrawals is not. 

One of these three methods is known as the "annuitization method," which 
allows for computing the withdrawals by dividing the account balance by an 
annuity factor and using an interest rate "that does not exceed a reasonable 
interest rate on the date payments commence."16 This method allows for the 
largest of the three methods of withdrawal and essentially the method will 
calculate substantially equal payments over the participant's life expectancy, 

                                                            
15. Internal Revenue Code §72(t)(2)(A)(iv). 

16. Id. 
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taking into account a rate of return not to exceed a reasonable interest rate. The 
IRC requires that substantially equal payments must continue for a period of 
at least 5 years or until the participant attains the age of 59 1/2, whichever is 
longer.17 

However, these fixed withdrawals can result in the annuity running dry in 
a down market.18 What this means is, the investor did not need a variable 
annuity to accomplish these withdrawals without a tax penalty. The investor 
already had an IRA so a simple mutual fund would work perfectly at 
substantially less cost. Nothing in the tax code even mentions a variable 
annuity as a means of accomplishing this. Only the salesperson does. 

Further, to make it worse, many salespeople will stretch the limit of the 
"reasonable" withdrawal by making it so high that it could put the entire IRA 
into jeopardy. These practices represent both a material omission as well as a 
material misrepresentation which become fraudulent acts in the securities 
industry. 

Finally, after all is said and done, one of the only real "guarantees" the 
variable annuity offers is the one the investor has to die to get. Investors should 
avoid this complicated, expensive, troublesome "uninsured" product at all 
costs, and should certainly seek a second opinion if their broker tries to sell 
them one in any of the circumstances identified above. 
 
 
III. If an Investor Actually Qualifies for A Variable Annuity, it is 

Critical to Find One with the Best Options 
 

If an investor and his spouse have maxed out 401(k)'s and fully contributed 
to both IRA's and still need some place to put money away tax deferred (a 
miniscule percentage of the population), then explore variable annuities 
offered directly by firms such as Charles Schwab (M&E charge - 0.75% 
annually), T. Rowe Price (M&E charge - 0.55% annually), Vanguard and now 
Fidelity (M&E charge - 0.25% annually) and TIAA-CREF (M&E charge – 
0.07% annually) These companies try to keep the costs down to a more 

                                                            
17. See 72(T) Distributions: Impact on Retirement Find Balances, BANKRATE (last 
visited Feb. 23 2018), https://www.bankrate.com/calculators/retirement/72-t-
distribution-calculator.aspx 

18. Darla Mercado, The Ticking Time Bomb of Forced Drawdowns of Variable 
Annuities, INVESTMENT NEWS (January 7, 2014), http://www.investmentnews. 
com/article/20140107/FREE/140109941/the-ticking-time-bomb-of-forced-
drawdowns-on-variable-annuities. 
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affordable level and will allow movement in the sub-accounts between fund 
families without cost, unlike traditional mutual funds. These low-cost 
annuities, however, represent a mere 3.5% of overall variable annuity sales. 

Further, if an investor cannot get insurance any other way due to health 
problems, and has maxed out as described above, then a low-cost variable 
annuity may be appropriate. In these circumstances, which are rare, the 
investor should seek out an annuity that offers nursing home and terminal 
illness riders within the policy as well. Try to select the newer type variable 
annuity that includes living benefits like guaranteed accumulation benefits and 
guaranteed withdrawal benefits (from 14.2 to 20 years), without having to 
annuitize and losing control of the annuity. 

Guaranteed accumulation benefits promise that at a certain future point, 
the accumulation value will equal the original purchase price, even in a down 
market. Of course, these benefits would be stepped-up in an up market and 
locked in automatically to increase the original purchase price. Guaranteed 
withdrawal benefits, often in the 5% to 6% range, promise a stated percentage 
level of withdrawals for a specific number of years, irrespective of market 
conditions. The cost for such lifetime income riders averages 1.05% per year.19 

That brings the total cost of newer variable annuities to approximately 
3.75%.20 At that rate, an investor needs to examine the total annual cost of the 
annuity to determine if it is really worth it compared to readily available 
investment alternatives. 

Additionally, investors should search for variable annuities that offer no 
longer than a four-year surrender period, irrespective of deposit additions 
during that time. Also, a variable annuity should have less turnover than a 
traditional mutual fund and should be fully invested in its sub-accounts, unlike 
a mutual fund that typically keeps 10% to 15% in cash to meet redemption 
requests. Then, unlike a group of diversified mutual funds where there would 
be a transfer charge for going from one family to another, trading into sub- 
accounts across fund families within a variable annuity does not incur any fees. 
Further, investors should look for some of the newer variable annuities that 
use Exchange Traded Funds (ETF's) for the sub-accounts (like one offered by 
Integrity Life Insurance Company of Cincinnati, OH, for example) instead of 
cloned mutual funds to dramatically lower management costs. Finally, always 

                                                            
19. See Variable Annuity Charges, INSTITUTE OF BUSINESS & FINANCE (Aug. 24, 
2013), http://icfs.com/financial-knowledge-center/variable-annuity-charges. 

20. See Jed Mayfield, Fees & Expenses Associated with Variable Annuities, 
ANNUITY.COM (May 5, 2014), http://www.annuity.com/fees-and-expenses-
associated-with-variable-annuities/. 
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consider using a laddering strategy for annuity sales over $100,000. By 
combining different insurance companies and different types of annuities i.e. 
fixed and fixed index (principal is guaranteed in these products), this strategy 
can provide clients with the flexibility of both income distribution and asset 
accumulation (look for ones where the contract can be annuitized, free of 
surrender charges, after one year). 
 
 
IV. Variable Annuities Are Hard Pressed to Out-Perform a 

Diversified, Low Cost, Mutual Fund Portfolio 
 

Even with low-cost variable annuities, one must compare the possibility of 
investment losses to a low-cost mutual fund, short of a significant need for life 
insurance. The fact is, the possibility of investment loss endows the holder of 
the mutual fund with a real tax option to harvest those losses. A recent study 
by First Quadrant, an investment- management firm based in Pasadena, CA, 
found that investors who harvested their losses over 25 years added a median 
cumulative gain of 20% to their after-tax returns.21 

The study compared regular harvesters with buy-and-hold investors in the 
35% tax bracket. The strategic investor can re-establish a similar position at a 
lower tax-basis, and deduct any current losses against comparable gains. This 
creates a tax refund, which supplements the return from the mutual fund. 
Indeed the market decline during the 2008 crash generated significant tax-loss 
selling activity. This type of strategy cannot be easily employed within a 
variable annuity. Since, despite the favorable ordinary income treatment on 
losses, which can be netted against ordinary interest gains, lapsing or selling, 
the variable annuity will most likely induce surrender charges on the order of 
4%-7%. How does the low-cost mutual fund (with the real tax option) compare 
to the low-cost variable annuity? The First Quadrant Study studied the tax 
alpha from harvesting losses over a 25- year span.22 Based on the First 
Quadrant study, I conclude it could take as long as 25 years for the investment  
 
                                                            
21. See Robert Gordon, Strategies to Help Clients Around the Wash Sale Rule, 
FINANCIAL PLANNING MAGAZINE (November 9, 2015), https://onwallstreet. 
financial-planning.com/news/strategies-to-help-clients-around-the-wash-sale-rule; 
ARNOTT, BERKIN AND YE, LOSS HARVESTING- WHAT’S IT WORTH TO TAXABLE 

INVESTOR (Nov. 2001), a va i lab l e  a t  https://www.firstquadrant. 
com/system/files/0101_Loss_Harvesting_Whats_it_Worth_to_the_Taxable_Investor.
pdf. 

22. Id. at 13. 
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in the variable annuity to outperform the investment in the mutual fund when 
the real tax option is utilized. 

If we compare the two after taxes, the investment horizon needed for the 
mean of after-tax wealth from the variable annuity to be greater than the 
mutual fund with the real tax option to be at least fourteen years. Even with 
low-cost variable annuities, with insurance expenses lower than 0.10%, it still 
takes ten years for that variable annuity to outpace the results of a low-cost 
mutual fund. 

If the two are compared on a risk-adjusted basis with the average cost 
variable annuity with 1.25% of insurance expenses, the risk-adjusted break-
even horizon can be as high as 30 years (the higher the standard deviation of 
the gross return, the longer the horizon needed for the variable annuity to 
outperform the mutual fund). 

Further, a Treasury Department rule that became effective on January 1, 
2006, impacted calculations of required minimum distributions (RMD's) for 
IRA's and 403B's that are invested in variable annuity contracts. In order to 
determine an account holder's RMD amount, the "entire interest" under the 
contract must be used in the new calculation. This regulation defined the entire 
interest under the contract as the 12/31 account value of the prior calendar year 
plus the actuarial value of any additional benefits provided under the contract. 
This new calculation mainly impacts contracts issued with a rider benefit such 
as the Guaranteed Minimum Death Benefit (GMDB) or Guaranteed Living 
Benefit (GLB). The actuarial present value of these additional benefits has 
been included to determine RMD's since 2006. While this rule stressed the 
importance of these additional rider benefits, it would also seem to indicate 
that the RMD would have to be based on the death benefit or stepped up basis 
rather than the surrender value of the contract. The same would be true for the 
living benefit. This could be a major problem for those with big losses in their 
existing variable annuity because the rule forces withdrawals at an 
unsustainable rate. 
 
 
V. Overview of Variable Annuity Regulations 
 

Finally, FINRA passed long overdue rule changes for the $1.96 trillion 
variable annuity industry, including those that sell and market the product. The 
changes proposed include specific requirements for sales practices including 
new suitability disclosure and supervision provisions along with enhanced 
sales force training. FINRA cited the eighty variable annuity sales practice 
disciplinary actions over a two-year period as the impetus for this increased 
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investor protection.23 Since passing FINRA Rule 2330 in December of 2014, 
FINRA levied $30.3 million in fines in thirty cases in 2016, the second largest 
fine total behind that for anti-money laundering cases, according to statistics 
from law firm Eversheds Sutherland.24 The V/A fines increased 101% over 
their level in 2015, and the number of cases rose 20%. A $25 million penalty 
against MetLife Securities, Inc. in May 2016 for negligent behavior regarding 
V/A replacements was FINRA's biggest ever involving variable annuities.25 

2016 was also the first time since 2009 that variable annuities made it to the 
list of FINRA's top enforcement issues as measured by total fines assessed 
according to Eversheds Sutherland.26 

Past legislation by the securities regulators prompted one of the largest 
V/A settlements. Waddell & Reed agreed to pay a $5 million fine and up to 
$11 million in restitution to more than 5,000 customers whose annuities were 
exchanged by the firm.27 Sales representatives are responsible to make sure 
their recommendations of V/A sub- accounts are suitable and consistent with 
the investor's age, investment objectives and risk tolerance along with tax 
status and time horizon. Further, as changes are made by the representative 
(insurance company agent of record) with a letter of authorization (LOA) from 
the client, it is essential that these changes of sub-accounts continue to be 
suitable. A supervisory review is essential in this regard since the brokerage 
firm receives variable annuity account statements from the insurance company 

                                                            
23. See NASD, NOTICE TO MEMBERS 04-45: PENSION INCOME STREAM PRODUCTS 
(April 2016), available at http://www.finra.org/sites/default/files/ 
notice_doc_file_ref/Regulatory-Notice-16-12.pdf; See Greg Iacurci, FINRA Cracks 
Down On Faulty Variable annuity Exchanges, INVESTMENT NEWS (October 10, 
2017), http://www.investmentnews.com/article/20171010/ FREE/171019990/finra-
cracks-down-on-faulty-variable-annuity-exchanges. 

24. See BRIAN L. RUBIN AND ADAM C. POLLET, ANNUAL EVERSHEDS SUTHERLAND 

OF FINRA CASES SHOWS RECORD- BREAKING 2016 (February 28, 2017), available 
at https://us.eversheds-sutherland.com/NewsCommentary/Press-
Releases/197511/Annual-Eversheds-Sutherland-Analysis-of- FINRA-Cases-Shows-
Record-Breaking-2016. 

25. See In the Matter of MetLife Securities, AWC No. 2014040870001 (May 3, 
2016); See Aruna Visanatha and Leslie Scism , MetLife to Pay $25 Million Finra 
Penalty Over Variable Annuities, THE WALL STREET JOURNAL, May 3, 2016 at 1. 

26. Greg Iacurci, FINRA Cracks Down on Faulty Variable Annuity Exchanges, 
Investment News, October 10, 2017 at 2. 

27. See Anjali Cordeiro, Waddell & Reed Fined For Annuity Switching, The Wall 
Street Journal, April 29, 2005 at 1. 
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who issues the annuity contract. The SEC approved NASD Conduct Rule 
2821 in 2007, a controversial rule regarding variable annuities requiring that, 
prior to recommending a variable annuity, the financial adviser must make 
reasonable efforts to obtain a host of personal and financial information related 
to the investor.28 This rule imposed new requirements on financial services 
firms in four areas. The areas are suitability; review and approval by a 
principal of the financial services firm; supervisory and compliance 
procedures; and training of financial advisers. 

First, the suitability rule requires advisers to have a "reasonable basis" for 
believing the purchase or exchange of a deferred variable annuity to be 
suitable. Specifically, in the case of a purchase, the new rule required that: (1) 
the investor has been informed generally about the features of deferred 
variable annuities (such as surrender charges, taxation, tax penalties and 
market risk); (2) the investor will benefit from certain features of the deferred 
variable annuities (such as deferred growth, annuitization, or death or living 
benefits; and (3) the annuity as a whole, the initial sub-account allocations, 
riders and similar product enhancements, if any, are suitable for the investor. 
Further, in determining whether an annuity exchange is suitable, financial 
advisers must take into consideration whether: (1) the customer will incur a 
surrender charge, be subject to a new surrender period commencing, lose 
existing benefits (such as death, living or other contractual benefits), be subject 
to increased fees or charges such as mortality and expense fees, investment 
advisory fees or charges for riders and similar product enhancements; (2) the 
customer will benefit from product enhancements and improvements; and (3) 
the customer's account has had another deferred variable annuity exchange 
within the preceding 36 months. 

Second, the rule required that, prior to recommending a variable annuity, 
the financial adviser must make reasonable efforts to obtain that list of 
personal and financial information related to the investor. At a minimum, the 
rule required making reasonable efforts to obtain information concerning the 
investor's age, annual income, financial situation and needs, investment 
experience, investment objectives, investment time horizon, existing assets 
(including investment and life insurance holdings), liquidity needs, liquid net 
worth, risk tolerance and tax status. The rule also required something unique: 
the financial advisor must make reasonable efforts to determine the customer's 
"intended use of the deferred variable annuity.” 

 
                                                            
28. See FINRA, REGULATORY NOTICE 07-53: DEFERRED VARIABLE ANNUITIES (Nov. 
2007), available at http://www.finra.org/sites/default/files/Notice 
Document/p037421.pdf. 
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Third, in the SEC's release approving NASD Rule 2821, a footnote stated 
that: "The general suitability obligation requires a financial services firm to 
consider its customer's ability to ‘understand’ the security being 
recommended, including changes in the customer's ability to understand, 
monitor, and make further decisions regarding securities over time."29 

Fourth, NASD Rule 2821 imposed significant requirements relating to the 
review and approval of deferred variable annuity transactions. A principal at 
the financial services firm must review and approve the purchase or exchange 
not only in writing but also in advance of the transaction. Moreover, if by this 
review the principal determines that the transaction is unsuitable - whether or 
not the financial adviser is recommending the transaction - the transaction 
cannot be consummated, unless the customer nevertheless affirms that he or 
she wishes to proceed with the transaction (despite being informed that the 
financial adviser's supervisor has not approved the transaction and the 
reason(s) why). 

NASD Rule 2821 requires members to develop and document specific 
training policies or programs reasonably designed to ensure that associated 
persons who effect and registered principals who review transactions in 
deferred variable annuities comply with the requirements of this Rule and that 
they understand the material features of deferred variable annuities. 

FINRA followed up on V/A rules in 2009 with Regulatory Notice 09-32. 
In it FINRA announced SEC approval of Amendments to NASD Rule 2821, 
effective February 8, 2010, governing principal review and approval, as well 
as supervisory and surveillance procedures. The scope of NASD Rule 2821 
would be limited to recommended transactions in deferred variable annuities. 
FINRA noted, however, that broker-dealers must have processes to detect and 
correct, when required, registered representatives' mischaracterization of 
transactions as non-recommended. A broker-dealer principal must review and 
determine whether to accept or reject a transaction no later than seven business 
days after an Office of Supervisory Jurisdiction (OSJ) receives a complete and 
correct copy of the application. In conjunction with a prior proposed iteration 
of this provision, the SEC, through FINRA Regulatory Notice 09-32, issued 
an order exempting certain broker-dealers from the "prompt transmission" 
requirements. The exemption applies if "a principal has reviewed and 
determined he or she approves of the purchase or exchange of the deferred 
variable annuity within seven business days in accordance with the rule.” 

 
                                                            
29. See Order Granting Accelerated Approval of the Proposed Rule Related to 
Variable Annuities, Exchange Act Release No. 34-56375 (Sept. 2007), available at 
https://www.sec.gov/rules/sro/nasd/2007/34-56375.pdf. 
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A broker-dealer must have surveillance procedures to determine if its 
registered representatives have variable annuity exchange rates that are 
"inconsistent" with FINRA/NASD rules and federal securities laws, and must 
implement corrective measures to address these transactions and the 
representatives who erected them. In determining whether a customer has had 
another variable annuity exchange within the past 36 months, the broker-
dealer must 1) determine whether it affected such an exchange and 2) ask the 
customer whether an exchange was affected through another broker-dealer. 

A broker-dealer can forward purchase payments for a deferred variable 
annuity transaction to the insurance company prior to principal approval as 
long as 1) it discloses the proposed forwarding to the customer, and 2) the 
broker-dealer and insurance company agree in writing that the insurance 
company will segregate customer monies in a special account for the benefit 
of customers, refrain from issuing the contract until principal approval is 
received, and promptly return the payment to the customer at his or her request 
prior to principal approval or rejection. 

Finally, FINRA followed up with its own version of NASD Rule 2821 
when it issued FINRA Rule 2330 in December of 2014. Over the next three 
years, the regulator continued to crack down on abusive variable annuity sales 
that were not in accord with the FINRA Rule 2111, the Suitability Rule. The 
regulator found that brokers typically recommended clients replace annuities 
under I.R.C. Section 1035 which provides a tax- deferred transfer for the 
client, but also generates additional commission for the broker. Further, it is 
harmful to the investor from a liquidity standpoint since a long surrender 
period in the new annuity begins all over again. I believe that the proliferation 
of I.R.C. Section 1035 exchanges were demonstrating how abusive account 
churning occurs with annuity products. Many represent just another big 
commission to the broker exchanging it. 

After the passage of these additional rules and regulations, not 
surprisingly, regulatory enforcement followed. In November of 2017, FINRA 
censured and fined Ameritas Investment Corp. $180,000 for lapses of 
supervision of V/A sales. In a Letter of Acceptance, Waiver and Consent, 
FINRA stated that between September 2013 and July 2015, Ameritas "failed 
to establish, maintain and enforce an adequate supervisory system and written 
supervisory procedures related to the sale of multi-share class variable 
annuities."30 During that time period, FINRA said Ameritas sold 4,075 

                                                            
30. See In re Ameritas Investment Corp. AWC No. 2015043583901 (Nov. 8, 2017), 
available at http://www.finra.org/sites/default/files/fda_documents/20150 
43583901%20Ameritas%20Investment%20Corp.%20BD%2014869%20AWC%20j
m.pdf%20REDACTED.pdf; see also Ameritas AWCs No. 2015046903101, No. 
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individual V/A contracts, from which the firm earned over $58 million in 
revenue. Of those V/A sales, Ameritas sold 697 L-share contracts, which 
totaled 17% of its overall V/A sales, or about $11 million. FINRA said that 
Ameritas did not provide sufficient guidance to its registered representatives 
on the features of various available share classes and did not provide them with 
adequate information to compare share classes to make suitability 
determinations. 
 
 
VI. Long Term Risks to the Insurance Carrier is a Serious Concern 

that Cannot go Ignored. 
 

The long-term implications of an insurance company holding billions in 
death benefits and guaranteed income riders is not superfluous. It is a real 
issue and the insurance industry, and Wall Street, have taken notice. An 
insurance company promising these income guarantees (upside with no 
downside) could face reserve-strengthening requirements that could exceed 
their free surplus -- the definition of insolvency. A possible result could be 
that many investors would be left with the actual market values in their 
variable annuity sub-accounts, without the income guarantees. According to 
Leslie Scism, "Living benefits are potentially the riskiest liabilities the industry 
has ever underwritten."31 Amid the bear market of November 2008, insurers' 
shareholders fled the stocks, concerned about the mounting costs of making 
good on the guarantees, many of which are complex and difficult for 
consumers and investors alike to decipher. Analysts also are worried about the 
hedging strategies insurers adopted to protect themselves against the cost of 
those guarantees.32 Referring back to the 2009 McKinsey Report, it states, 
“With regard to exposure to living benefits, most insurers are not fully hedging 
volatility exposure (VEGA) and hence face risk that under current conductions  
 
 

                                                            
2014041675701, and No. 2014043064701. 

31. Leslie Scism, How Well Do You Know Annuities, THE WALL STREET JOURNAL, 
December 1. 2008, at 3. 

32. Dinesh Chopera, Onur Erzan, Guillaume de Gantes, Leo Grepin and Chad 
Slawner, Responding to the Variable Annuity Crisis, MCKINSEY WORKING  PAPERS 

ON RISK NUMBER 10 (2009), available at http://www.mckinsey.com/~/ 
media/mckinsey/dotcom/client_service/Risk/Working%20papers/10_Respondin 
g_to_the_variable_annuity_crisis/ashx. 
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of expense volatility pricing of their product does not adequately cover the 
cost of servicing the annuitant. This is because of the lack of liquidity in the 
market for long term options.” 

Today, while insurance companies continue to attempt to hedge against 
this risk, in my opinion this will grow to be more risky and expensive due to 
the graying of America. The U.S. Census stresses that 20.7% of the U.S. 
population will be 65 years or older by 2050. In 2017, the Federal Reserve 
Bank of Chicago reinforced the McKinsey Report when it stated that insurers 
that issue large quantities of variable annuity guarantees absorb high levels of 
market risk. In the last ten years, reserves held by insurers to back such 
guarantees have spiked to 50% of their capital on two different occasions.33 

Because of these systemic long-term risks, some companies are adjusting. 
The Hartford, for example, is already re-pricing its annuity guarantees due to 
losses from guarantee liability outpacing its hedging gains. AXA Equitable 
has eliminated its 6.5% GMIB option with only the 6% option remaining at a 
bumped-up price. Currently, a number of carriers have stopped making 
appointments and taking new applications due to cash flow and reserve 
concerns related to these guaranteed benefits. Starting in 2010, a number of 
carriers have closed many sub-accounts, making them unavailable to existing 
investors and limiting rebalancing options. Further, in 2014 Transamerica 
communicated to existing policyholders offering the replacement of their new 
contract by surrendering the old one. The brokers who had sold these original 
contracts were not sent this communication in advance of their client's 
receiving it. Upon review of the new insurance contract being offered, many 
brokers felt that not only were they blindsided, but that the company was really 
offering the new contract due to the fact that it was unable to meet the 
contractual obligations of the living benefit guarantees in the original contract. 
This became obvious when the living benefits were absent from the new 
contract being offered in exchange to the broker's customers. 

Unfortunately, many of these guarantees also possess small print in the 
insurance company contracts that virtually render them useless. Under some 
provisions, the insurance company that issued the contractual guarantee can 
cancel it or sharply reduce its annual payout. This is critically important since 
now, tens of billions of dollars of contracts with these illusory provisions are 
in the hands of consumers, and any future market's nosedive makes those 
guarantees much more important to investors. Many investors are counting on 
their guarantees to make up for the losses in their underlying sub-accounts. 
                                                            
33. See ALEJANDRO H. DREXLER, THANASES PLESTIS, RICHARD J. ROSEN, HOW 

MUCH RISK DO VARIABLE ANNUITY GUARANTEES POSE TO LIFE INSURERS (2017), 
available at https://www.chicagofed.org/publications/chicago-fed-letter/2017/384. 
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There are two large types of dangers that could leave the investor without a 
guarantee. One affects certain contracts sold from the late 1990's until as late 
as about 2006. Newer contracts often contain safeguards to protect investors 
from inadvertently losing their living benefit payments under the guarantee 
provision. But the new contracts contain a different provision that could lead 
to problems. 

Let's look at the older provision first. This affects contracts that typically 
require a waiting period, often about 10 years after the variable annuity is 
purchased and before the owner can begin collecting annual income checks. 
In these contracts, insurers say they have the right to terminate the guarantee 
if the underlying investment accounts don't contain enough money at any point 
during the waiting period to cover the annuity's yearly fees. These, again, often 
run between 2.5% - 3.0% annually. Investment losses alone wouldn't likely 
cause an account balance to go to zero because many of the fees are based on 
the percentage of the account market value; and as the values shrink, so do the 
fees. The problem comes about when investors are exercising their right to 
make penalty-free withdrawals during the waiting period - something that lots 
of people may need to do if there is a major correction in this overheated 
market. If investors don't leave enough in their already-shrunken accounts to 
cover the annual fees, the guarantee unwittingly could be lost. Withdrawals 
and losses together could combine to deplete the account during the waiting 
period and render the guarantee worthless. Investors opting for an automatic 
withdrawal program under IRC Section 72(t) would be especially vulnerable 
when account losses are added to scheduled withdrawals. 

Let's explore that second provision. Insurers began to redesign these initial 
offerings after the crash. They were beginning to add what is commonly known 
as a no- lapse-guarantee feature: Customers whose fund balances go to zero 
during the waiting period are allowed to immediately start their lifetime stream 
of guaranteed-minimum income payments, albeit at a potentially lower annual 
amount than if they had waited. However, even if you have the no-lapse-
guarantee provision you can unwittingly take steps that terminate this feature. 
In some contracts, this no lapse guarantee is terminated if the customer makes 
an "excess withdrawal". All it takes is one excess withdrawal for that feature 
to disappear. 

Surrender free, permitted withdrawals typically range from 6% to 10% or 
$6,000 to $10,000 per $100,000 contract. In those cases, withdrawals of $6,001 
or $10,001 would contractually be considered "excess" if taken in any single 
year and would forfeit the no- lapse guarantee. Insurance carriers are remiss to 
notify customers when an excess withdrawal is requested since they claim they 
are obligated to do what the client wants. Typical insurance company brochure 
language states something like, "if you make an excess withdrawal, you could 
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reduce the amount of future withdrawals - see the prospectus for details". 
Clearly, this is not full and fair disclosure. 

Some V/A insurance carriers are modifying the living guaranteed benefits 
they offer. Since December 2008, 90% of the top 20 insurers that sell variable 
annuities have altered their guarantees, says Gerry Murtagh, manager of Ernst 
& Young's Retirement Knowledge Bank.34 MetLife, a leader in the guaranteed 
minimum income benefit (GMIB) area, raised fees on its GMIB rider from 80 
basis points to 100 basis points and hiked fees on its limited withdrawal 
guarantee from 65 basis points to 125 bps - with additional charges to 
withdrawal guarantees scheduled later. AXA Equitable cut its GMIB rate from 
6.5% to 6% and then down to 5% recently. Meanwhile, some companies are 
cutting benefit riders altogether. MassMutual suspended the sale of its GMIB 
riders, as well as Guaranteed Withdrawal benefits on some of its V/A 
contracts. Further, credit rating agencies are taking a harder look at insurance 
carriers heavily exposed to variable annuities and whose investment portfolios 
have taken a big hit. 

The sector was the target of numerous downgrades in 2009. Hartford 
Financial Services Group, Lincoln National, MetLife, Protective Life and 
Prudential Financial are just some of the companies whose ratings were cut. 
Before the crisis, annual V/A costs often topped 3% of the account, and they 
now often hit 3.5%. Meanwhile, some contracts now cap a 65-year-old's 
withdrawals at 4% among other cutbacks. And in another move to reduce risk, 
many insurers require buyers to hold at least 30% of their money in bonds. 

The whole withdrawal concept is further strained by the method by which 
the insurance company calculates the remaining death benefit after a market 
decline. It is essential to analyze the withdrawal method at this time since 
investors will need withdrawals more during a market correction. If an 
investor invested $100,000 and the market value dropped to $50,000 and 
further, the investor withdrew $48,000, in the "dollar-for-dollar" death benefit 
calculation, the accumulation value of the contract would be only $2,000 but 
the remaining death benefit would be $52,000 ($100,000 minus $48,000). 

However, in the "pro-rata" death benefit calculation, the results are quite 
different. The percentage is now $48,000 divided by $50,000. The calculation 
would now be $100,000 minus the 48/50 of $100,000 (96%), yielding a death 
benefit of only $4,000. In this situation, the investor has an accumulation value 

                                                            
34. See Kimberly Lankford, Guaranteed Income for Life, KIPLINGER (July 1, 2009),  
https://www.kiplinger.com/article/retirement/T037-C000-S002-guaranteed-income-
for-life.html. 
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of $2,000 with a death benefit of only $4,000. Of the leading companies, only 
one, The Hartford, utilizes the "dollar-for-dollar" calculation method for 
establishing the remaining death benefit after withdrawals. With most of the 
leading insurance carriers using the "pro-rata" method of calculating the 
remaining death benefit, one can see how superfluous these Guaranteed 
Withdrawal Benefits really are in a declining market. The death benefit 
virtually disappears under the "pro-rata" method at a time when investors need 
these withdrawals the most. 

Other companies are trying to be proactive about managing these long-
term risks. Western and Southern Financial Group Inc.'s decision to base its 
V/A investment sub- accounts on exchange-traded funds (ETF's) is a positive 
development allowing the insurance company to better manage risk, according 
to Moody's Investors Service.35 The V/A called “Varoom” is available 
exclusively for rollovers and gives investors access to 18 fixed-income funds 
and equity ETF's from Vanguard and iShares, plus a handful of international 
and alternative funds, such as the iShares and S&P/Citigroup International 
Treasury Bond Fund. Moody's applauded the insurance company's improved 
ability to hedge as a credit positive. 

Some insurers suffered when their hedging programs failed to protect their 
actively managed funds from the market tumult back in 2008 through early 
2009. Lincoln National Corp., for instance, lost $336 million in the third 
quarter of 2008 due to V/A hedging "breakage". Hartford Financial Services, 
Inc., had a V/A hedging loss of $384 million during the fourth quarter of 2008. 
In early 2016, MetLife announced it would no longer write new U.S. retail life 
and annuity business. This departure, it stated, was so it would not be subject 
to enhanced capital requirements under U.S. nonbank Systemically Important 
Financial Institution (SIFI) treatment. Only time will tell if the recent decision 
to shelter MetLife from SIFI treatment will reinvigorate its insurance business. 
 
 
VII. THE EVALUATION – THE SCORECARD DUE DILIGENCE 

METHOD 
 

Clearly, there is an exceptional amount of information available in the 
variable annuity market. Investors and financial advisors alike must consider 
how to measure and evaluate a variable annuity, based on this myriad of 

                                                            
35. See Darla Mercado, All-ETF variable annuity gives W&S a hedge edge: Moody’s, 
INVESTMENT NEWS, February 14, 2011, http://www.investmentnews. 
com/article/20110214/FREE/110219967/all-etf-variable-annuity-gives-ws-a-hedge-
edge-moody-s. 
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information. How does one company's V/A compare to another company's 
product? This is essential from a due diligence standpoint. To answer this 
requirement, I have developed the Variable Annuity Scorecard (Exhibit A). I 
have been using the scorecard in arbitrations and mediations to evaluate dozens 
of variable annuities both on the claimant's and respondent's sides. 

Let me explain how it works. The scorecard considers ten critical deal 
points to evaluate. So, of the ten deal points, each has five possible answers, 
with up to five points possible for each, or fifty total points available. Each 
deal point is graded with five points being best and one point being worst. 
After grading each deal point, the numbers are added up. A passing grade is 
thirty-five points or 70% of the possible fifty maximum points. Passing is to 
say that based upon the prospectus and variable annuity policy along with its 
marketing brochure only, the program qualifies to enter the formal due 
diligence process. 

These scorecards have satisfied regulatory inspections on variable annuity 
due diligence at my own broker-dealer, Silber Bennett Financial, Inc., for a 
number of years. So, with at least thirty-five points, the product passes muster 
to the extent that it should meet "reasonable basis suitability", i.e. it should be 
suitable to be recommended to at least some investors. The important point 
here is that the scorecard is one measure of due diligence that meets the 
independent duty of the brokerage firm from a due diligence and supervisory 
standpoint. It serves to verify and quantify the fairness and integrity of the main 
deal points of the V/A. If the scorecard fails to meet the minimum grade, the 
scorecards should be forwarded to the insurance company and its broker-dealer 
securities arm or any insurance marketing organization (IMO) involved. When 
you think about it, to conduct a full due diligence review on every variable 
annuity product that comes in the door of a broker-dealer would be a very 
inefficient process. Only those that, on their face, have a chance to be viable 
and meet reasonable basis suitability for investors should enter the full-fledged 
process.  

With that background, let's examine the Variable Annuity scorecard, one 
deal point at a time. 

Deal Point 1 – Life Insurance Company Rating - The issuing companies 
A.M. Best Rating is a logical place to begin the analysis of the variable 
annuity. In addition, the Standard & Poor's and Fitch ratings are reviewed as a 
first step in examining the quality, reserves, and financial strength of the 
insurance carrier. It is important to evaluate whether or not the insurance 
company is likely to remain in business throughout our investor's life 
expectancies. Since V/A's are long-term investment products, this examination 
is very important. With this in mind, selling products developed by A+ rated 
carriers should be emphasized. The guaranteed income stream which most 
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investor's desire, requires the strongest insurance company to fulfill that 
important obligation. 

Deal Point 2 – Length of Surrender Period - Since the broker's 
commission is closely related to the length of the surrender period, this is a 
critical analysis. Since the liquidity of our investors is of primary importance, 
we should look to companies that provide and emphasize shorter three and 
four-year surrender period V/A's. Since a guaranteed income stream is the goal 
of many of our investors, the shorter surrender periods are best positioned for 
that ultimate monthly payout. We gain the most flexibility for our investors 
with the shortest payouts within the insurance contracts. However, these short-
term L-share contracts have higher fees ranging from an additional 0.35% to 
0.50% annually. 

Deal Point 3 – Mortality and Expense (M&E) Charge percentage –
When considering the heavy charges within the variable annuity, it is critical 
to choose insurance companies with the lowest M&E charge. If the M&E 
charge is as low as 1.25%, the sub-account management fees are normally 
another 0.97%, and the living benefit rider (GIB) charge is another 1.05%, the 
total annual cost is approximately 3.27% annually. In selling variable annuities 
to investors, advisors should try diligently to keep the costs below 3.0% with 
all the bells and whistles. 

Deal Point 4 – Total Expense Charge Without Riders – The best 
variable annuities are the ones that have total annual charges (without any 
riders) no greater than 2.0%. This would include the M&E charge of no more 
than 1.20% and the sub-account management fee of 0.80%. If important riders 
are to be added to these elements, 2.0% is about the most a variable annuity 
can justify being beneficial to the investor. 

Deal Point 5 – Death Benefit Guarantee (standard in the policy). The 
basic standard death benefit in most variable annuities is the original 
contribution, plus any additional deposits, minus any withdrawals (the net 
investment). However, due to competition, insurance companies have added 
increases to the "net investment" annually to increase the death benefit. The 
best feature is to have a stated percentage added to the net investment when 
the annuity value increases irrespective of its market value. Next best is to 
have a V/A policy that automatically steps-up each year by a stated percentage 
but is capped, often at twice the value of the net investment. The least 
favorable policy is the one that has no step-ups or annual increases. It provides 
only the net investment upon the death of the policy-owner. 

Deal Point 6 - Remaining Death Benefit Guarantee, Calculated after 
Withdrawals and Market Declines – In most policies, if the market declines 
precipitously, the death benefit declines based on one of two calculations; 
dollar-for-dollar or pro-rata. It is extremely important to understand the 
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distinction between these two methods. The dollar- for-dollar method, again, 
works this way. If $100,000 is invested and there has been $20,000 in 
withdrawals and a decline in market value of the annuity of $40,000, the 
beneficiary would receive $80,000 upon the death of the owner. The death 
benefit is only reduced by withdrawals (dollar for dollar) and not from declines 
in market value. While this method is easy to understand and is very 
straightforward, many companies have gone to a dollar-for-dollar method for 
a specified number of years after which time, the policy converts to the pro-
rata calculation. Still, others use the pro-rata method for the life of the contract 
from beginning to end. In the above example, the calculation works this way 
with the pro-rata method. To determine the death benefit here, first divide the 
withdrawals ($20,000) by the decline in market value ($40,000) and to get 1/2 
or 50%. Then subtract 50% of the investment of $100,000 and reduce it by 
$50,000 to end up with a death benefit of $50,000 or 38% less than in the 
dollar-for-dollar method. Unfortunately, more and more insurance carriers are 
opting for the pro-rata method in calculating the remaining death benefit in 
declining markets. 

Deal Point 7 – The Surrender Charge Calculation – In the typical four-
year surrender V/A policy, the surrender charge declines as follows: 7% in 
year one, 7% in year two, 6% in year three, 5% in year four and zero (0%) in 
year five. This is a typical four year or L- share policy surrender. However, 
the question arises as to what dollar amount is the surrender percentage applied 
to?  Is it on the original purchase price, minus withdrawals or is it based on 
the market value at the time of the surrender? The fairest way, of course, is to 
have it based upon the market value at the time of surrender. However, some 
V/A policies levy the surrender charge on the original purchase investment 
amount. Imagine a variable annuity of $100,000 declining to $60,000 by the 
end of the third year (no withdrawals). If the policy is surrendered here it 
should be 5% of $60,000 or $3,000. However, many companies again use the 
original purchase investment to calculate the surrender charge. In the above 
example, this method would equate to a surrender charge of $5,000 or 67% 
more. This method is especially disadvantageous for the longer surrender 
period B-share V/A's since the chance of a correction increases with longer 
periods held. Once again, this is the surrender calculation chosen by many 
insurance companies. 

Deal Point 8 - Cost of GMIB/GMWB Riders – The average cost of a 
lifetime guaranteed income or withdrawal benefit rider across all insurance 
carriers is 1.05% according to Morningstar.36 It is absolutely necessary that 
                                                            
36. See Variable Annuity Charges, INSTITUTE OF BUSINESS & FINANCE (Aug. 24, 
2013), http://icfs.com/financial-knowledge-center/variable-annuity-charges. 
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upon the election of this living benefit, that the death benefit is preserved by 
contract. Unfortunately, few insurance carriers provide for the continuation of 
the death benefit once the guarantee income or withdrawal benefit is triggered. 

But related to cost, if the annuity is held for fifteen or twenty years, 
purchased for $400,000, over those periods, the investor would be spending 
$60,000 to $80,000 for those guaranteed payments coming back once the rider 
is triggered. Needless to say, it's not cheap and if you had a 5% GMIB rider, 
you would be getting back $20,000 per year for as long as you live. If you 
were 70 years old when you triggered the rider, you would have to live four 
years just to break even. If you're going to buy this rider, it really makes sense 
to buy one closer to 0.60% rather than the usual and customary 1.05%. Before 
spending that kind of money, one should carefully consider holding the V/A 
without this rider and instead of annuitizing, simply enroll in a systematic 
withdrawal program. There should be no surrender penalty involved since this 
would be done after seven years (the average surrender period) and the 
withdrawals would be free. This way, you would have saved the rider cost and 
with the added benefit of remaining in control of the annuity. 

Deal Point 9 – Timing Trigger for Annuitization or GMIB/ GMWB 
Riders – For the most flexible kind of variable annuity, the best policies have 
a short period for annuitizing. Most V/A policies require a wait of up to ten 
years or more to be able to annuitize the policy, i.e. surrender it and receive a 
stream of monthly income payments for life or a period certain. From the 
insurance company’s perspective, the delay in annuitization should extend 
past the surrender period, usually at least eight years for B-share policies. 
However, there are V/A's available that allow annuitization after one year. 
These are the most flexible and most important for senior investors who 
purchase their V/A close to or in retirement. The timing trigger for the 
guaranteed living income or withdrawal benefits is available to be triggered 
after a specified number of years. This waiting period varies but is usually 
between ten and fifteen years. When triggered the death benefit usually 
disappears unless it is preserved specifically in the contract. 

Deal Point 10 – Termination of the V/A Contract – This deal point is 
critical, especially if the variable annuity extends into a declining market. 
Consider what happens to a retiree who is living off his variable annuity. He 
takes withdrawals (10% are penalty free, even during the surrender period) for 
his living expenses and suddenly is hit with a precipitous market decline. Can 

                                                            
See Greg Iacurci, What Advisors Need to Know About the Most Complex Type of 
Annuity, INVESTMENT NEWS (October 16, 2015), http://www.investmentnews. 
com/article/20151016/FREE/151019941/what-advisers-need-to-know-about-the-
most-complex-type-of-annuity. 
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the variable annuity drop to zero? Yes! These two elements (withdrawals and 
market decline along with administrative charges, triggered when the V/A 
drops to a certain level), all happening together can cause the policy to drop to 
zero. Most V/A policies require a minimum amount in the policy to keep it 
from terminating. Once it goes below that minimum, the variable annuity 
terminates forever. Imagine if an investor had purchased the guaranteed 
income or withdrawal benefit rider and were not concerned about the market 
decline because he believed the guaranteed income benefit could be triggered 
irrespective of market value declines. But all these forces happen quickly, the 
V/A goes to zero, and the living and death benefits disappear terminating the 
contract. This situation is spelled-out in the policy and prospectus in "small 
print". 

So there you have it. The dissection of one of the most complex and 
convoluted investment products ever designed by anyone. Most investors have 
no concept of what they are buying when they purchase a V/A. Because the 
product is a combination of both an insurance and securities product, the 
jargon and terminology used is intermixed between the two professions. The 
policy language is confusing and fails in its attempt to be clear and specific 
about the elements that make up the insurance/securities contract. 

In 2016, Wealth Management.com put out an Investment Trend Monitor 
Report on Variable Annuities. The report listed in order the largest percentage 
advisor concerns about variable annuities: 

Fees are too high - 62%  
Capital gains treatment – 53%  
Too confusing for clients – 45%  
Limited investment choices – 43%  
No cost basis step-up at death – 23%. 
Almost half of financial advisors polled believed the product to be too 

confusing for clients, with more than half considering the tax implications to 
be problematic. Almost two-thirds polled believe the fees are too high. Clearly, 
the problems with this product are pretty well known in the industry and yet 
they are being sold at a record clip. 

Hopefully, the breakout of the variable annuity deal points will help 
simplify the analysis of a truly complex product. The scorecard should serve 
to provide you with a firm and fair basis to better understand the underlying 
meaning of these salient issues and in the comparison between one policy and 
another. And, without question, regulators have put in place the steps 
necessary to harness the abuses of this high commissioned behemoth of the 
securities and insurance industries. 
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Eventually, this bull market will come to an end. The bears will come 
calling sooner rather than later with these overheated stock prices. When it 
happens, there will be a lot of investors with serious problems with their 
variable annuities. The scorecard method of due diligence can provide some 
focus on the internal workings of the V/A and how to mathematically measure 
it for representation purposes. 
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1. Life Insurance Company  Rating 
(Bests, Stand. & Poors, Fitch)    
a) A+ (5pts) 
b) A (3pts) 
c) A‐ (1pts) 

 
2. Length of Surrender Period    

a) 3 years (5pts) 
b) 4 years (4pts) 
c) 5 years (3pts) 
d) 6 years (2pts) 
e) 7 years (1pt ) 

 
3. Mortality/ Expense Charge %    

 
6. Remaining D/B Guar. Calc. After Market 

Decline and Withdrawals    

a) Dollar‐For‐Dollar (5pts) 
b) Dollar for Dollar, conv. to Pro‐Rata (4 pts) 
c) Pro‐Rata Calc. (3pts) 

 
7. Surrender (CDSC) Chg.    

a) Surrender chg. Is levied on the (5pts) 
mkt. value at time of surr. 

b) Surrender chg. Is levied on orig. (3pts) 
purch.  investment amt. 

 
8. Cost of GMIB/GMWB Riders    

a) 110% ‐ 119% (5pts) 
b) 120% ‐ 129% (4pts) 
c)130%‐139% (3pts) 
d) 140% ‐ 149% (2pts) 
e)150%ormoreChg. (1pts) 

 
4. Total Exp. Chg.  W/O  Riders    

a) 2.00% ‐ 2.09% (5pts) 
b) 2.10%‐ 2.19% (4pts) 
c) 2.20%‐ 2.29% (3pts) 
d) 2.30% ‐ 2.39% (2pts) 
e) 2.40%or more (1pts) 

 

5. Death Benefit Guar.    

a) Orig. inv’t less withdrawals, (5pts) 
plus annual % inc. 

b) Orig. inv’t  less  withdrawals, (4pts) 
auto stepped‐up 

c) Orig. inv’t less withdrawals, (3pts) 
 
 
 

a) .60% ‐ .69%   (5 pts) 
b) .70%‐.79% (4pts) 
c) .80%‐.89% (3pts) 
d) .90%‐.99% (2pts) 
e) 1.00%ormore (1pt ) 

 
9. Timing Trigger for Annuitiz.    

or GMIB/GMWB Riders 
a) After 1 year only (5pts) 
b) 2‐3years (4pts) 
c) 4‐5years (3pts) 
d) 6‐7years (2pts) 
e) 8 years or more (1pt ) 

 
10. Termination of V/A Contract    

a) Contract cannot terminate if acct. goes 
to zero or from excess withdrawals (5pts) 

b) Contract can terminate if acct. goes 
to zero or from excess withdrawals but w/ 
written notif. from Ins. Co           (3pts) 

c) Contract can terminate if acct. goes to   
zero  or  from  excess withdrawals w/o 
Ins. Co. notification.                      (1pt ) 

 
 

Total Pts. Achieved: out of 50  
Note – A score below 35 or 70% should not be given due diligence consideration! 

It fails the Reasonable Basis Suitability Test. 

This V/A Score Card is intended for Broker Dealer Use Only. 
12‐1‐17 ‐ Prepared by Mason A. Dinehart III, RFC (www.fend.com) 
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BICE, BICE BABY1: ARE INVESTORS  
GETTING THE COLD SHOULDER?  

An Overview of the Department of Labor’s  
Proposed Fiduciary Duty Rule and Its Potential Impacts 

 
Britny Auletti 

 
 

I. INTRODUCTION 
 

As the modern retirement investing industry expands and evolves, there is 
a need to reevaluate and redefine its terminology. The Department of Labor 
(“DOL”) fiduciary duty rule proposal addresses these industry changes and 
tries to better protect retail investors’ retirement accounts.  The DOL has stated 
that the existing legal standard for fiduciaries, which was established in 1975, 
was created before “the existence of participant-directed 401(k) plans, 
widespread investments in IRAs, and now the commonplace rollover of plan 
assets from fiduciary-protected plan IRAs."2 As a result, many investment 
professionals, consultants and advisors have "no obligation to adhere to 
ERISA's fiduciary standards or to the prohibited transaction rules, despite the 
critical role they [should] play in guiding plan and IRA investments.”3 As early 
as 2010, the DOL proposed changes to the definition of the term “fiduciary” 
to expand the duties of fiduciaries to ensure compliance and protection for 
investors, with the most recent proposal on April 20, 2015.  The issue of 
expanding the duties, in turn the potential liability, of brokers has recently been 
a point of contention between banks, broker-dealers, and both the legislative 
and executive branches of government.4  

As is explained below, the proposed rule may become effective July 1, 
2019, requiring those giving financial advice related to retirement accounts to 
the keep the best interest of their clients in mind while rendering financial 

                                                 
1. Title is a play on the 1990 hip hop song “Ice Ice Baby” by Vanilla Ice.  

2. 41-SPG Admin. & Reg. L. News 15 (quoting Definition of the Term “Fiduciary”; 
Conflict of Interest Rule—Retirement Investment Advice, 29 C.F.R. § 2510 (2016)).  

3. Id.  

4. Id.; see also FACT SHEET: MIDDLE CLASS ECONOMICS: STRENGTHENING 

RETIREMENT SECURITY BY CRACKING DOWN ON CONFLICTS OF INTEREST IN 

RETIREMENT SAVINGS, U.S. WHITE HOUSE OFFICE OF THE PRESS SECRETARY (Aug. 
6, 2016), available at  https://obamawhitehouse.archives.gov/the-press-office/2016/ 
04/06/fact-sheet-middle-class-economics-strengthening-retirement-security. 
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advice. 5  This proposed rule has the potential to affect broker-dealers, 
registered representatives, stockbrokers, and insurance agents who have been 
rendering retirement-related investment advice to clients. Additionally, this 
proposal has brought light to the misconceptions of investors surrounding their 
relationship with those they entrust to provide investment advice.6 

 
 

II. BACKGROUND 
 

a. Rulemaking Authority of Administrative Agencies  
 

Much confusion surrounds the DOL’s authority to propose a rule that will 
affect retirement accounts and the activities of those rendering retirement 
investment advice. The DOL is an administrative agency, and thus has the 
authority to engage in rulemaking under the Administrative Procedure Act (the 
“APA”).7  The DOL initially engaged in an informal rulemaking process that 
entailed several steps and it continues to make changes to the proposed rule in 
response to public commentary.8  

 

                                                 
5. Definition of the Term “Fiduciary”; Conflict of Interest Rule-Retirement 
Investment Advice, 29 C.F.R. § 2510 (2016).  

6. NAIFA, NAIFA FACT SHEET: DOL EXPANDS FIDUCIARY DEFINITION (2016), 
available at  http://www.naifa.org/NAIFA/media/GovRel/issuefed/NAIFA-DOL-
Fact-Sheet.pdf.  

7. Under the APA §551, rulemaking by government agencies allows for an agency to 
make a rule, defined as “an agency statement of future effect designed to implement, 
interpret, or prescribe law or policy…” There are several different types of rule 
making process that an agency may engage in. The DOL engaged in informal 
rulemaking to enact the Conflicts of Interest Rule.  

8. Under APA §553, an agency has to first publish a notice of the proposed rule to 
the Federal Register, give interested parties an opportunity to make formal 
commentary on the proposed rule, review the commentary, and then publish the final 
rule including the purpose of the rule and the rationale behind proposing such a rule. 
See also Conflict of Interest Proposed Rule Public Hearing, U.S. Department of 
Labor, https://www.dol.gov/agencies/ebsa/laws-and-regulations/rules-and-
regulations/proposed-regulations/1210-AB32-2/hearing (last visited March 1, 2018). 
Hearings were initially held from the date of the rule proposal in April 2010 to mid-
2015 the DOL held public hearings in an effort to hear public opinions and 
comments regarding the proposed rule. Many individuals made comments during 
these hearings and these comments ultimately shaped and influenced the rule.   
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b. Authority of the DOL  
 
In 1974, Congress enacted the Employee Retirement Income Security Act 

(“ERISA”). ERISA is a “federal law that sets minimum standards for most 
voluntarily established pension and health plans in private industry to provide 
protection for individuals in these plans.” 9   Congress enacted ERISA in 
response to an increased concern that private pension funds were being abused 
and mismanaged.10  Under ERISA, the DOL has the authority to oversee and 
create rules and regulations relating to retirement savings.11 Generally, ERISA 
requires retirement plans to provide ample information to participants about 
features of the plan. Additionally, plans are required to set out participation 
standards, vesting information, benefit accrual funding, and the fiduciary 
responsibilities for those who manage and control the plans. Within plans, 
there must be an appeals process for participants, giving them the right to sue 
when there are contractual and fiduciary duty breaches.12 ERISA does not 
cover government benefit plans, plans outside of the United States, or plans 
associated with church employees.13 

As early as 2010 in an effort to protect investors after the financial crisis 
of 2008, the DOL proposed a new fiduciary duty rule, focusing on the core of 
ERISA: protecting investors.14 

ERISA is composed of two key Titles – Title I and Title II. As per Title I, 
under 29 U.S.C. § 1003 (2002), ERISA, and therefore the DOL’s oversight, 
applies to “any employee benefit plan if it is established or maintained-- (1) by 
any employer engaged in commerce or in any industry or activity affecting 
commerce; or (2) by any employee organization or organizations representing 
employees engaged in commerce or in any industry or activity affecting 
commerce; or (3) by both.” Under 29 U.S.C. §1002 (21) (2008) generally, 

                                                 
9. ERISA, https://www.dol.gov/general/topic/retirement/erisa (last visited March 1, 
2018). 

10. History of ESBA and ERISA, https://www.dol.gov/agencies/ebsa/about-ebsa/ 
about-us/history-of-ebsa-and-erisa (last visited March 1, 2018). 

11. ERISA, https://www.dol.gov/general/topic/retirement/erisa (last visited March 1, 
2018). 

12. Id.  

13. Id.  

14. NAIFA, NAIFA FACT SHEET: DOL EXPANDS FIDUCIARY DEFINITION (2016), 
available at  http://www.naifa.org/NAIFA/media/GovRel/issuefed/NAIFA-DOL-
Fact-Sheet.pdf.  
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investment plans are protected by the imposition of a “fiduciary duty” on those 
that manage the plans, render investment advice, or exercise discretionary 
authority over the plans.15 Title II of ERISA concerns tax issues related to the 
aforementioned accounts. The DOL’s proposed fiduciary rule seeks to clarify 
the term  “fiduciary” as used in 29 U.S.C § 1002 (21)(A).16 

 
 
c. Current Status of the DOL’s Conflict of Interest Rule a.k.a “The 

Fiduciary Rule”  
 

In April 2016, the DOL issued regulations known as the Conflict of 
Interest Rule or the Fiduciary Rule. The primary purpose of this rule was to 
protect investors from suffering major account losses from abuse by those who 
have access to and control over the accounts, such as brokers.  The effective 
date of the rule has been pushed back several times.17  “On March 1, 2017, the 
Department of Labor issued a proposed rule that, when finalized, will delay 
the applicability date of its ‘fiduciary rule’ and related exemptions to June 9, 
2017, which is 60 days from its original applicability date of April 10, 2017.”18  
Filing requirements and the political climate have caused multiple delays and 
revisions.  

The DOL has also opened a series of comment periods on the most recent 
proposed rule. The DOL opened a 15-day comment period which ended on 

                                                 
15. 29 U.S.C § 1002 (21)(A) “Except as otherwise provided in subparagraph (B), a 
person is a fiduciary with respect to a plan to the extent (i) he exercises any 
discretionary authority or discretionary control respecting management of such plan 
or exercises any authority or control respecting management or disposition of its 
assets, (ii) he renders investment advice for a fee or other compensation, direct or 
indirect, with respect to any moneys or other property of such plan, or has any 
authority or responsibility to do so, or (iii) he has any discretionary authority or 
discretionary responsibility in the administration of such plan. Such term includes 
any person designated under section 1105(c)(1)(B) of this title.”   

16. Id.  

17. DOL Proposes 60-Day Delay of ‘Fiduciary Rule’ Applicability Date to June 9, 
2017, Sherman & Sterling LLP (Mar. 3, 2017), https://www.shearman.com/ 
perspectives/2017/03/dol-60-day-delay-of-fiduciary-rule http://www.shearman.com/ 
en/newsinsights/publications/2017/03/dol-60-day-delay-of-fiduciary-rule. 

18. See Definition of the Term “Fiduciary”; Conflict of Interest Rule-Retirement 
Investment Advice, 29 C.F.R. § 2510 (2016).  
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March 17, 2017 to address any additional concerns regarding the rule.19  Due 
to findings from the Office of Management and Budget that further delays in 
the implementation of the rule would lead to a large impact on the financial 
markets, the DOL opened this comment period to determine whether delaying 
the implementation further would have such an effect, and additionally invited 
comments during this period to determine whether it should delay the 
implementation of the entire rule, or merely delay the implementation of 
certain parts of the rule that are being met with the most negative feedback 
from the market and politicians.20 

Additionally, the new presidential administration has had an impact on the 
pending rule.  Under the prior administration, President Obama supported the 
DOL’s proposed rule and its goal of further protecting investors. In February 
of 2017, President Trump issued an executive memorandum directing the DOL 
to review the rule.21  Since then, the applicability date has been pushed back 
to July 1, 2019.   

While certain designated government agencies have the authority to make 
and implement certain rules, the support of the Trump administration would 
make for smoother implementation. For example, the Obama Administration 
supported the DOL rule, and President Obama called for the protections of this 
fiduciary rule. 22  The DOL rule was first discussed during the Obama 
administration, and the controversy has carried over from one administration 
to the next.   

In response to the executive memorandum of President Trump, the DOL 
also opened up a 45-day comment period, which ended on April 17, 2017 in 
direct response to President Trump’s instruction.23 This comment period called 
for a further analysis of the potential impacts of the rule on the retail retirement 
market. The White House issued a memorandum directing the DOL to conduct 

                                                 
19. See supra at FN 15.  

20. Id.  

21. Megan Leondhart, Trump Wants to Kill the Fiduciary Rule. Here's Why That's a 
Big Deal for Retirement Savers, TIME (Feb. 3, 2017), http://time.com/money/ 
4659440/fiduciary-rule-delayed-donald-trump/.  

22. Zeke Miller, White House Stalls Obama Administration Rule on Retirement 
Advisors,” TIME, (Feb. 3. 2017), http://time.com/4659152/donald-trump-fiduciary-
rule-retirement-financial-advisers/.  

23. Id.  
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further economic and legal analysis of the possible impacts of the rule.24  If it 
is concluded by the DOL and the administration after this additional research 
that the proposed rule is inconsistent with the priorities of the Trump 
Administration, then the rule shall be rescinded. In order to survive, the DOL 
must find that the rule is aligned with the Administration’s desire to “empower 
Americans to make their own financial decisions, to facilitate their ability to 
save for retirement and build the individual wealth necessary to afford typical 
lifetimes expenses.”25 The DOL is seeking comments that will help its analysis 
in response to President Trump’s memorandum, along with comments about 
how the market has reacted to the proposed rule thus far.26  As noted above, 
the revisions of a proposed rule by an administrative agency are still 
constrained by the processes and procedures of APA. 

In addition to the presidential administration weighing in, Congress and 
the courts have also played roles in development of the proposed rule. In 
January 2017, Congressman Joe Wilson, a Republican from South Carolina, 
proposed a bill that would delay the DOL rule by two years. Another bill, the 
Financial Choice Act, has been proposed by the Congressional Financial 
Services Committee, accompanied by the slogan, “growth for all, bailout for 
none.”  The main goal of the bill is to allow consumers to take control of their 
accounts and hold Wall Street accountable for negative impacts on the market 
associated with systemic risk.27 This bill passed the House Financial Services 
Committee in September 2016 and is expected to be reintroduced in the 
coming few months to the full house floor.28  Finally, the rule has been upheld 
in three recent court decisions which will be discussed in more detail below.29 

                                                 
24. DONALD J. TRUMP, THE PRESIDENTIAL MEMORANDUM ON FIDUCIARY DUTY 

RULE (Feb. 3. 2017), available at https://www.whitehouse.gov/the-press-
office/2017/02/03/presidential-memorandum-fiduciary-duty-rule.  

25. Supra FN 15.  

26. Id.  

27. Executive Summary, Financial Services Committee, The Financial Choice Act, 
available at http://financialservices.house.gov/uploadedfiles/financial_choice_act-
_executive_summary.pdf. 

28. Id.  

29. See Market Synergy Group, Inc. v. US Department of Labor, et al., 2017 BL 
49586 (D. Kan. Feb. 17, 2017); Chamber of Commerce of the US, et. al. v. Hugler, 
et al., 2017 BL 38365 (N.D. Tex. February 8, 2017); The National Association for 
Fixed Annuities v. Perez, et. al., 2016 BL 369523 (D.D.C. Nov. 4, 2016). Additional 
discussion and analysis below.  
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An additional challenge is pending in Minnesota.30 
To date, it is unclear as to whether or not the proposed rule will survive. 

On one hand, the new Administration opposes the implementation of this sort 
of rule, as it sees it as restricting and burdensome on the financial services 
industry. On the other hand, courts thus far have upheld the rule because it 
protects investors.  

 
 

III. AN OVERVIEW OF THE PROPOSED DOL FIDUCIARY 
DUTY RULE 
 
Neither FINRA rules nor SEC rules mandate a uniform heightened level 

of protection retail investors would receive if the DOL fiduciary rule is 
enacted.  As such, the DOL must attempt to propose a rule to add additional 
protection for retail investors.  

 
 
a. SEC Involvement & Investor Protection Post Financial Crisis  
 
When the Dodd-Frank Act came into effect after the 2008 financial crisis, 

the Securities & Exchange Commission (“SEC”) played a prominent role in 
developing additional regulations and systems to protect investors. In 2010, 
the Dodd-Frank Act tasked the SEC with coming up with clear distinctions 
between the different roles of those providing investment advice, primarily the 
difference  between broker-dealers and investment advisors. 31  It became 
evident that many retail investors were unsure as to the role and duties of those 
who hold their accounts.32 While the SEC is still continuing to research this 
issue, in 2011 it released a Study on Investment Advisers and Broker-Dealers, 
which draws several distinctions, and found that there is a need for universal 
standards and definitions in order to avoid investor confusion.33 The SEC is 

                                                 
30. Thrivent Financial for Lutherans v. Perez et al, Docket No. 16-cv-03289 
(D.Minn. Sept. 29, 2016). 

31. See Dodd-Frank Wall Street Reform and Consumer Protection Act, H.R. 4173, 
111th Cong. (2010) (the “Dodd-Frank Act”).  

32. Duties of Brokers, Dealers, and Investment Advisers, Exchange Act Release No. 
34-69013; IA-3558, File No. 4-606 (2013), available at https://www.sec.gov/rules/ 
other/2013/34-69013.pdf. 

33. SEC, STUDY ON INVESTMENT ADVISORS AND BROKER DEALERS (Jan. 2011), 
available at https://www.sec.gov/news/studies/2011/913studyfinal.pdf.  
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not the only agency that works towards protecting investors, however. Under 
ERISA, the DOL has also been tasked with proposing and enforcing 
regulations that will protect retirement investments.  

 
 
b. A Breakdown of the Key Sections of the Proposed Fiduciary 

Duty Rule  
 

i. Parts (a) & (b): Investment Advice  
 

The DOL fiduciary rule would apply to those providing retirement advice. 
This advice includes investment suggestions related to retirement funds and 
IRAs. The first section of the proposed rule addresses the type or extent of 
services that persons covered by the rule provide to customers. Paragraph 
(a)(1) of the rule first explains that those rendering investment advice in one 
capacity or another will be covered by the rule. A person renders investment 
advice if “[he or she] provide[s] for a fee or other compensation, direct or 
indirect, certain categories or types of advice.”34  

To determine if the type of advice falls under the types of 
recommendations in (a)(1), paragraph (b)(1) provides that “recommendation” 
means a communication that, based on its content, context, and presentation, 
would reasonably be viewed as a suggestion that the advice recipient engage 
in or refrain from taking a particular course of action. The determination of 
whether a “recommendation” has been made is an objective rather than 
subjective inquiry.35 The rule also states that it does not matter what medium 
the communication is made through. 36 

Paragraph (a)(2) establishes the types of relationships that must exist for 
such recommendations to give rise to fiduciary investment advice 
responsibilities. The rule covers:  

Recommendations by person(s) who represent or acknowledge that 
they are acting as a fiduciary within the meaning of the Act or the 
Code; advice rendered pursuant to a written or verbal agreement, 
arrangement, or understanding that the advice is based on the 
particular investment needs of the advice recipient; and 

                                                 
34. Definition of the Term “Fiduciary”; Conflict of Interest Rule-Retirement 
Investment Advice, 29 C.F.R. § 2510 (2016).  

35. Best Interest Contract Exception, 81 Fed. Reg. 21002 (April 8, 2016) (to be 
codified at 29 C.F.R. § 2550. 

36. Id.  
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recommendations directed to a specific advice recipient or recipients 
regarding the advisability of a particular investment or management 
decision with respect to securities or other investment property of the 
plan or IRA. 37 
Furthermore, under paragraph (a)(2), advice would constitute investment 

advice if the person providing that advice “either directly or indirectly (e.g., 
through or together with any affiliate)—(i) represents or acknowledges that it 
is acting as a fiduciary within the meaning of the Act or Code with respect to 
the advice described in paragraph (a)(1); or (ii) renders the advice pursuant to 
a written or verbal agreement, arrangement or understanding that the advice is 
individualized to, or that such advice is specifically directed to, the advice 
recipient for consideration in making investment or management decisions 
with respect to securities or other property of the plan or IRA.”38 Once the 
advice is deemed to fall under paragraph (a), fiduciary status has then been 
invoked, and the individual who is offering the advice must now adhere to the 
duties of a fiduciary as per 29 U.S.C. §1002-3.   

In addition, under paragraphs (a) and (b), for a recommendation to be 
covered by the aforementioned paragraphs and therefore by the proposed rule, 
the recommendation must be made for a fee or compensation.39 “What is 
presented to an IRA owner as trusted advice is often paid for by a financial 
product vendor in the form of a sales commission or shelf-space fee, without 
adequate counter-balancing consumer protections to ensure that the advice is 
in the investor's best interest.”40   

Many firms and brokers are concerned that their fee structures may trigger 
a fiduciary duty, and conveyed these concerns during the comment periods on 
the rule.  During the comment periods, both firms and individuals had much 
to say about how the rule would impact their ability to earn commissions on 
their investment recommendations. 41  The DOL responded with a specific 
exemption in response to this concern known as the Best Interest Contracts 
Exemption or “BICE.” 

 
 
  

                                                 
37. Id. 

38. Id.  

39. Id.  

40. Id.  

41. See supra at FN 17.  
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ii. The Best Interest Contracts Exemption (“BICE”) Background  
 

On March 10, 2017, the DOL issued Field Assistance Bulletin No. 2017-
01 regarding a temporary enforcement policy on the fiduciary duty rule (the 
“FAB”).42 The FAB provides temporary relief from enforcement of the DOL’s 
Fiduciary Rule and the related prohibited transaction exemptions. In this 
bulletin, the DOL states that it hopes to issue a final decision on whether to 
officially delay the rules before April 10, 2017, and also address the phased 
implementation period ending on January 1, 2018, for the BIC Exemption and 
the Principal Transactions Exemption.43 Additionally, in this bulletin, the DOL 
addresses that many financial institutions that will be subject to the rule have 
expressed concerns via comments or different forums that investors are 
confused and that there may be “other marketplace disruption based on 
uncertainty about whether a final rule implementing any delay will be 
published before April 10.”44 Some financial services firms and advisers are 
“considering distributing communications to existing retirement investor 
clients and potential plan and IRA customers that, among other things, include 
language regarding an uncertain applicability date and conditional 
acknowledgements of fiduciary status (i.e., that the firm will be a fiduciary, 
but only if the rule becomes applicable).”45 

Taking into account these various concerns, the DOL issued a temporary 
enforcement policy whereby the DOL will not take enforcement action for 
non-compliance with the rule in two cases. The first case is during a “gap 
period.” “If the DOL decides to extend the Applicability Date and the official 
delay notice is issued after April 10, 2017, the DOL will not take any 
enforcement action for non-compliance with the Fiduciary Rule during the 
“gap” period between April 10, 2017 and the date a final rule extending the 

                                                 
42. See John J. Canary, Field Assistance Bulletin No. 2017-01, U.S. DEPARTMENT OF 

LABOR (Mar. 10, 2017) available at https://www.dol.gov/agencies/ebsa/employers-
and-advisers/guidance/field-assistance-bulletins/2017-01. 

43. DOL Edges Toward Delay on Expanded Fiduciary/Conflict of Interest Rules, 
FROST BROWN TODD, LLC (March 21, 2017), http://www.frostbrowntodd.com/ 
resources-dol-edges-toward-delay-on-expanded-fiduciary-conflict-of-interest-
rules.html; see also John J. Canary, Field Assistance Bulletin No. 2017-01, U.S. 
DEPARTMENT OF LABOR (Mar. 10, 2017). 

44. See supra at FN 41.  

45. Id.  
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Applicability Date is published.”46 The second case is referred to as no delay. 
In this situation, if the DOL decides not to delay the Applicability Date it will 
not take any enforcement action for failure to satisfy the compliance 
requirements rule “as long as those requirements are met within a “reasonable” 
period after publication of the decision not to delay.”47 Additionally, the FAB 
states that the “transition period” disclosures required under the Best Interest 
Contract Exemption (BICE), discussed further below, and the DOL’s 
exemption for principal transactions “could be provided during the 30-day 
‘cure period’ that these two exemptions allow, where disclosures are 
inadvertently omitted.”48 

 
 

iii. The Best Interest Contract (Standard) Exception (BICE)49  
 

The DOL has published this exception, BICE, which would provide 
conditional relief for common compensation, such as commissions and 
revenue sharing, that an adviser and the adviser’s employing firm might 
receive in connection with investment advice to retail retirement investors.50 
This exemption is designed to address concerns of firms and individuals 
surrounding the rule's potential impact on commissions related to retirement 
related advice. In order to qualify for the exemption, advisers must provide 
that the investment advice that they are giving is indeed in the best interest of 
their clients.51  Essentially, the DOL created this exception to ensure that 
advisers and firms are keeping in mind the best interests of their client. If they 
keep the best interests of the client in mind and abide by rules that are already 
in place, such as FINRA Rule 2111 and SEC rules, then they will be able to 
keep their current fee structures in place. This exception calls for firms to 
solidify in writing that they are dedicated to adhering to the best interests of 

                                                 
46. Id.  

47. Id.  

48. Id.  

49. See Proposed Best Interest Contract Exemption for Insurance Intermediaries, 29 
C.F.R. § 2550 (2017) available at https://www.federalregister.gov/documents/2017/ 
01/19/2017-01316/proposed-best-interest-contract-exemption-for-insurance-
intermediaries. 

50. Id.  

51. Supra FN 48.  
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their clients.52 For example, the types of disclosure that would satisfy BICE 
could be: “The Best Interest Contract acknowledging fiduciary status, signed 
by the client and advisor, website disclosures that indicate the process for 
quarterly review, disclosures that identify third-party or proprietary 
recommendations if applicable, disclosures pertaining to point-of-sale 
transactions, a breakdown of the compensation pricing structure.”53   

If an institution is going to take advantage of BICE, it must ensure that all 
of its advisors are in compliance with the standards set forth in the proposed 
rule that call for additional disclosure to clients and not engage in any type of 
behavior that would lead to additional fees.54 BICE gives firms the opportunity 
to avoid violating the rule simply by, where appropriate, committing their 
investment advice to a formal contract.55 

 
 

iv. BICE Lite  
 

There is also an alternative to BICE, known as BICE Lite. BICE Lite can 
be seen as a more streamlined version of BICE as it would cover only certain 
types of investment recommendations, such as rolling assets from one type of 
plan into an IRA or switching an account to a fee-based account.56  This 
alternative does not require broker-dealers to enter into written contracts to 
ensure compliance, and private rights of action are not waived.   

                                                 
52. Id.  

53. Understand Benefits of BICE v. BICE Lite, The American College of Financial 
Services, http://knowledge.theamericancollege.edu/blog/understand-benefits-of-the-
bice-vs-bice-Lite (last visited Mar. 1, 2018). 

54. See Nat'l Ass'n for Fixed Annuities v. United States DOL, No. 16-5345, 2016 
U.S. App. LEXIS 23623 (D.C. Cir. 2016) (the plaintiffs are seeking to challenge the 
DOL’s authority to promulgate regulations, which would redefine the definition of 
the term "fiduciary" under the ERISA and the Internal Revenue Code); Nat'l Ass'n 
for Fixed Annuities v. United States DOL, No. 16-5345, 2016 U.S. App. LEXIS 
23623 (D.C. Cir. Dec. 15, 2016); National Association for Fixed Annuities v. Perez, 
2016 WL 6902113 (D.D.C., 2016).  

55. Id.  

56. Michael D. Dorum, Jeffrey A. Lieberman, & Christopher M. Gandia, Change in 
Administration Presents Opportunity to Revisit DOL Fiduciary Rule, SKADDEN, 
ARPS, SLATE, MEAGHER & FLOM LLP (Jan.30, 2017), available at 
https://www.skadden.com/insights/change-administration-presents-opportunity-
revisit-dol-fiduciary-rule. 
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For a broker to qualify for BICE Lite, he or she may only receive a level 
fee that must be disclosed to the investor in advance of any transactions. The 
fee must be fixed at a percentage of the investment and it cannot differ or 
fluctuate based on any particular type of investment. 57  Quasi-similarly to 
BICE, the broker-dealer must acknowledge in writing to the retirement 
investor that it is acting as a fiduciary per ERISA conduct standards. For 
advisors and institutions to qualify as level-fee fiduciaries under the BICE Lite, 
they must meet the following requirements: “a simple written statement of 
fiduciary status from the advisor or institution, compliance with the standards 
of impartial conduct — this includes receiving  ‘reasonable compensation,’ 
and not making misleading statements to investors about recommendation, a 
level-fee for the advisor, supervising firm, and any affiliates — third-party 
payments (like fees for educational seminars, 12b-1 fees, revenue-sharing 
payments, etc.) are not allowed and will disqualify advisors and institutions 
from an exemption under the BICE Lite.”58 

 
 

v. The Principal Transactions Exemption59 
 
There is also an additional exception to the proposed rule known as the 

Principal Transactions Exemption (“PTE”), whereby investment advisors may 
sell or purchase certain debt securities out of their own inventories to or from 
plans to IRAs.60  “A principal transaction is a transaction in which an adviser 
or financial institution is purchasing from or selling to the plan, participant or 
beneficiary account, or IRA an asset for the account of the financial institution 

                                                 
57. Id.  Note that under BICE Lite, level fees do not include certain commissions or 
transaction based fees that the broker may receive from a third party.  Also 
recommendations under certain compensation securities that are limited to a firm’s 
proprietary products are not covered by BICE Lite.   

58. Supra FN 52. 

59. Proposed Class Exemption for Principal Transactions in Certain Debt Securities 
between Investment Advice Fiduciaries and Employee Benefit Plans and IRA, 29 
C.F.R. § 2550 (April 20, 2015), available at https://www.federalregister.gov/ 
documents/2016/04/08/2016-07926/class-exemption-for-principal-transactions-in-
certain-assets-between-investment-advice-fiduciaries. 

60. Definition of the Term “Fiduciary”; Conflict of Interest Rule-Retirement 
Investment Advice, 29 C.F.R. § 2510 (2016). 
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or any affiliate.”61 As these types of transactions are related to retirement 
investments, they fall under the purview of the proposed DOL rule.  Under this 
exception, broker-dealers must continue to keep the best interests of their 
clients in mind. To qualify for the relief afforded by the PTE, financial 
institutions must,  

acknowledge fiduciary status with respect to any investment advice 
regarding principal transactions or riskless principal transactions; 
adhere to “Impartial Conduct Standards” requiring them to give advice 
that is in the plan’s or IRA investor’s best interest . . . ; seek to obtain 
the best execution reasonably available under the circumstances with 
respect to the transaction; make no misleading statements about 
investment transactions, compensation, and conflicts of interest; 
implement policies and procedures reasonably and prudently designed 
to prevent violations of the Impartial Conduct Standards; refrain from 
giving or using incentives for advisers to act contrary to the customer’s 
best interest; and make additional disclosures.62 
 
 

IV. RECENT CHALLENGES TO THE DOL PROPOSED RULE 
 
Since the rule has been proposed, it has been met with much opposition 

from large financial institutions and political groups. Various challenges have 
been made against the rule in Washington D.C. Circuit Court, Kansas District 
Court, Texas District Court, and Minnesota District Court. While grounds for 
the challenges differ slightly, plaintiffs generally argue their opposition to the 
change to the definition of the term "fiduciary".  They also challenge the DOL's 
authority to change this definition and generally have a goal to stop the rule 
from being enacted.  While additional legal challenges continue to arise across 
the country, there has been a recent slowdown in the challenges due to 
President Trump’s recent memorandum and views against the enforcement of 
the rule.63 Despite President Trump’s opposition to the rule, it seems that many 

                                                 
61. Alden Bianchi, The Department of Labor’s 2016 Final Fiduciary and Conflict of 
Interest Regulations: The Principal Transactions Exemption, MINTZ LEVIN COHN 

FERRIS GLOVSKY AND POPEO PC (June 13, 2016), available at 
https://www.employment mattersblog.com/2016/06/the-department-of-labors-2016-
final-fiduciary-and-conflict-of-interest-regulations-the-principal-transactions-
exemption/. 

62. Id.  

63. Rob Berger, Donald Trump Thumps Fiduciary Rule: Here's What You Need To 
Know, FORBES (Feb.3, 2017), available at https://www.forbes.com/sites/robert 
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firms are still being cautious and putting procedures in place just in case the 
rule does become enforced in June 2017. For example, Merrill Lynch has 
advised its brokers of the rule and is preparing to make business changes if the 
rule is enacted.64 The following cases are all of the challenges to the proposed 
DOL rule as of April 2017 and are at various stages of litigation.  

 
 
a. D.C. Circuit Court: National Association for Fixed Annuities v. Perez  

 
In June 2016, National Association for Fixed Annuities (NAFA) filed a 

suit against the DOL challenging the proposed rule. 65   NAFA is a trade 
association that is “exclusively dedicated to promoting the awareness and 
understanding of fixed income and deferred annuities through the education of 
policymakers, journalists, consumers, and the industry about the benefits of 
fixed annuities.”66 The sale of these types of products would be impacted by 
the new rule.    

NAFA brought the action under the Administrative Procedure Act (APA) 
and the Regulatory Flexibility Act (RFA). The United States District Court for 
the District of Columbia, Randolph D. Moss, J., 2016 WL 6573480, entered 
summary judgment in the DOL's favor. NAFA appealed and moved for 
preliminary injunction to prevent new rules from taking effect until at least ten 
months following final disposition of litigation, and moved for expedited 
status conference or expedited relief on renewed motion for preliminary 
injunction.67  

NAFA challenged the new DOL rule on several grounds. First, it argued 
that the DOL’s change to the definition of “fiduciary” under already existing 
ERISA guidelines failed the Chevron test.68 Second, NAFA challenged the 
                                                 
berger/2017/02/03/donald-trump-thumps-fiduciary-rule-heres-what-you-need-to-
know/#7d59c59614ee. 

64. Michael Wursthorn, Merrill, Other Brokerages Prepare for Fiduciary Rule, 
WALL STREET JOURNAL (Apr. 4, 2016), available at https://www.wsj.com/ 
articles/merrill-other-brokerages-prepare-for-fiduciary-rule-1459787463. 

65. Complaint at 1, National Association for Fixed Annuities v. Perez, 2016 WL 
6373480 (D.C. Cir. June 2, 2016) (No. 1:16-cv-1035).  

66. NAFA, MISSION STATEMENT, available at https://nafa.com/about-nafa/. 

67. National Association for Fixed Annuities v. Perez, 2016 WL 6902113 (D.D.C., 
2016). 

68. Id. (NAFA argued in its reply in support of application for a preliminary 
injunction and for summary judgment and opposition to defendant’s cross-motion for 
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DOL’s decision to require financial institutions and advisers who are providing 
advice regarding investments held in IRAs to comply with the duties of loyalty 
and prudence. This also challenged the DOL’s authority to extend ERISA 
fiduciary duties and plans that are not subject to Title I of ERISA.69 Third, 
NAFA challenged the written contract requirement contained in the Best 
Interest Contract Exemption (BICE) on the theory that it impermissibly creates 
a private cause of action.70 Fourth, it challenged BICE on the ground that the 
“reasonable compensation” condition is void for vagueness. Fifth, NAFA also 
challenged the DOL’s decision to require fixed annuities to fall under BICE. 
Sixth, NAFA challenged the DOL’s decision to move fixed indexed annuities 
from one class exemption to the BICE as arbitrary. 71  

Addressing NAFA's arguments against changing the definition of a 
"fiduciary," the court found that there was a discrepancy with regard to the 
phrase “renders investment advice,” which then led the Court to have to 
conduct the second Chevron test.72  The court held that the DOL had the power 
and authority to define such a term under ERISA and to further define the 
terms in the proposed rule. 73  In applying part two of Chevron, the court 
determined that the DOL did not provide an adequate basis for abandoning a 
formerly used five-part test.74 This test has been used for the past thirty years 
to determine if and when a person is actually rendering investment advice.75 
NAFA argued that the DOL’s interpretation of this duty would cause certain 
                                                 
summary judgment); see also Chevron, USA, Inc. v, Natural Resources Defense 
Council, 467 U.S. 837 (1984). Under the two-part Chevron test the court must 
determine whether the statute is ambiguous and whether it speaks to the question at 
issue. If the court determines that it is ambiguous they then move on to step two, 
which entails the court looking at the agency’s interpretation of the statute so long as 
it is permissible or reasonable.  

69. Id.  

70. Id.; see also Mary Signorille, Court Upholds the Department of Labor's Conflict 
of Interest Regulation, AARP FOUNDATION LITIGATION (Nov. 9, 2016), available at 
http://www.aarp.org/aarp-foundation/our-work/legal-advocacy/info-2016/NAFA-v-
Perez.html. 

71. See Class Exemptions, U.S. DEPT. OF LABOR, https://www.dol.gov/agencies/ 
ebsa/employers-and-advisers/guidance/exemptions/class (last visited Mar. 1, 2018). 

72. Supra at FN 66. 

73. Id.  

74. Id.  

75. Id.  
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relationships that were not fiduciary to in turn become fiduciary 
relationships.76 In response to this accusation, the DOL said that this would 
not stretch to the sale of annuities, which were the main concern of NAFA.   

Ultimately, the court was not persuaded by many of NAFA’s arguments. 
Looking at some of NAFA’s arguments more closely, the Court found that the 
DOL had good cause for abandoning the old five-part test because the DOL 
argued that the old test had deficiencies and left a gap that allowed advisers to 
avoid accountability. 77  Additionally, the court did not find that more 
relationships would turn into fiduciary relationships because NAFA lacked the 
standing to make this argument, as its main concern was only annuities, which 
the DOL already said were excluded.78  

Additionally, in regard to NAFA’s third challenge regarding BICE, the 
Court held that BICE doesn’t create a private cause of action but rather merely 
“dictates terms that otherwise conflicted financial institutions must include in 
written contracts with IRA and other non-Title I owners in order to qualify for 
the exemption.”79 The Court held that the DOL did not impermissibly create a 
private cause of action and did not violate the Supreme Court’s standard 
established in Alexander v. Sandoval.   

The lengthy holding goes through a detailed analysis of every challenge 
brought against the DOL, and the ultimate conclusion is that NAFA’s 
challenges could not hold. The Court also noted that NAFA had a reasonable 
opportunity to make comments during the rulemaking process. It found that 
the DOL did not need to give an explanation as to why certain annuities were 
excluded from BICE. 80 Ultimately, the District Court held that: (1) the fact 
that others were likely to be harmed if the district court granted a preliminary 
injunction weighed against granting an injunction; (2) NAFA failed to 
establish that the harms its members would suffer in the absence of an 
injunction were sufficient to warrant injunctive relief; and (3) NAFA was not 
entitled to injunction.81 NAFA has since filed an appeal with the D.C. Circuit 

                                                 
76. Id at 20.  

77. Id at 19-20.  

78. Id.  

79. Id at 22.  

80. Id at 34.  

81. National Association for Fixed Annuities v. Perez, 2016 WL 6902113 (D.D.C., 
2016).  
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Court and has asked for expedited review given the pending implementation 
of the rule.82 

 
 
b. Kansas District Court: Market Synergy Group, Inc. v. U.S. Dep’t of 

Labor, et al  
 

Market Synergy Group (“MSG”), quickly following NAFA, brought a 
similar challenge to the proposed rule in Kansas in June 2016.83 MSG alleged 
in its initial filing documents that the DOL violated ERISA by “failing to 
identify any studies, reports, or supporting data tending to suggest that sales of 
fixed indexed annuities produce any more, or different, conflicts of interest 
than sales of other types of fixed annuities.”84 MSG brought action against the 
DOL because it is concerned that it may lose a large portion of its business 
under the DOL’s amendment to PTE 84-24. 85  The DOL’s proposed 
amendment to PTE 84-24 would limit third party compensation and cause tens 
of thousands of independent insurance companies to exit the marketplace.86 
MSG challenged the DOL’s final rule and sought a preliminary injunction 
barring the DOL from enforcing the changes to PTE 84-24 during the pending 
litigation.  

MSG’s main challenge was that the DOL violated the APA and the 
Regulatory Flexibility Act (“RFA”) by attempting to change PTE 84-24 and 
requiring fixed indexed annuities sales, similar to the annuities sales of MSG, 
to comply with BICE.87 MSG asserted that: (1) the DOL failed to provide 

                                                 
82. National Association for Fixed Annuities v. Perez, 2016 WL 6573480 (D.C. Cir. 
Nov. 28, 2016) (appeal to D.C. Circuit Court). 

83. Complaint, Market Synergy Group, Inc. v. United States Department of Labor et 
al, 2016 WL 6948061 (Kan. D.C. June 8, 2016) (No. 5:16CV04083). 

84. Id.  

85. See NAFA GRC: SUMMARY OF PROHIBITED TRANSACTION 
EXEMPTION (PTE) 84-24 PURSUANT TO DOL PROPOSED FIDUCIARY 
RULE Available at https://nafa.com/wp/wp-content/uploads/2015/11/2015-
1009_RES_NAFA-GRC-SUMMARY-OF-PTE-84-24-Final.pdf. 

86. Id.  

87. See Plaintiff's Memorandum of Law in Support of Motion for Preliminary 
Injunction, Market Synergy Group, Inc., v. U.S. DOL et al., at 9, 2016 WL 4536625 
(D.Kan. 2016) (5:16-cv-4083). 
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notice that FIAs88 would be excluded from the amended exemption, (2) the 
DOL’s decision to treat FIAs differently was arbitrary, (3) the DOL did not 
consider the negative impacts the changes would have on independent 
insurance distributers, and (4) the DOL was manipulating the financial product 
market instead of regulating fiduciary conduct.89  

Similar to the NAFA case, the court here found that the DOL’s request for 
comments at multiple points in its drafting of the revision of the rule was 
sufficient to show that there was public notice that there were proposed 
changes.90 The Court also noted that: 

The DOL acknowledged that some commenters had asserted that no 
meaningful distinction exists between FIAs and other types of fixed 
annuities…These commenters asserted that [FIAs] and fixed annuities 
are identical insurance products except for the method of calculating 
interest credited to the contract. They said that indexed annuities are 
treated the same as other fixed annuities under state insurance law and 
federal securities law, and stated that indexed annuities can offer the 
same income, insurance and contractual guarantees as fixed 
annuities… According to some commenters, indexed annuities are no 
more complex than other fixed annuities, and there are no different 
conflicts of interest created with their sales, as compared to fixed 
annuities. 91 

Hence, the Court found there was sufficient evidence in the request and review 
of comments concerning FIA’s specifically before the proposal.  

The court applied the rational connection test from State Farm to MSG’s 
argument that the DOL acted arbitrarily and capriciously by treating FIAs 
under BICE rather than PTE 84-24. This test deems an agency action arbitrary 

                                                 
88. “An FIA is a fixed annuity that, according to the Insured Retirement Institute’s 
report, credits a minimum guaranteed rate of interest over a fixed number of years, 
plus additional interest that may be credited based on the percentage change in the 
value of a broad market index.” Robert Powell, Retirement: Pros and cons of fixed-
index annuities, USA TODAY (Aug. 14, 2015), available at https://www.usa 
today.com/story/money/columnist/powell/2015/08/13/retirement-pros-and-cons-
fixed-income-annuities/30626141/. 

89. See Plaintiff's Memorandum of Law in Support of Motion for Preliminary 
Injunction, Market Synergy Group, Inc., v. United States Department of Labor et al., 
at *27-37, 2016 WL 4536625 (D.Kan. 2016) (5:16-cv-4083).  

90. Market Synergy Group, Inc. v. United States Department of Labor, 2016 WL 
6948061, at *16 (D.Kan., 2016).  

91. Id at *8.  
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and capricious if the agency has not “supplied a reasoned basis for the agency’s 
action,” unless a court determines that the agency’s path can be determined 
reasonably.92 After a review of the evidence, the court ultimately determined 
that BICE should be the treatment rather than PTE 84-24 because of the 
complexity of the types of financial instruments involved.93 

The court also found that the DOL’s Regulatory Impact Analysis did 
support the DOL’s determination that FIAs were costly and complex financial 
products that may be difficult for consumers to understand. 94  The court 
concluded that MSG did not have enough evidence to substantiate its 
arguments about the impact of the rule on the private insurance sales industry. 
The DOL asserted that these channels would be able to continue to operate by 
just affiliating with broker-dealers or by seeking individual exemptions under 
BIC Exemptions. 95  

Ultimately the court, similar to the NAFA court, held that the DOL did not 
violate APA or the RFA, and also concluded that the DOL did not act 
arbitrarily and capriciously and that the DOL had conducted sufficient analysis 
and allowed for public commentary when drafting the proposed rules and 
changes.  

 
 
c. Texas District Court: Chamber of Commerce v. Dep’t of Labor of the 

United States of America et al  
 

In June 2016, three cases were filed in the Northern District of Texas again 
challenging the DOL’s proposed fiduciary duty rule. The cases were 
consolidated, but were initially bought by several parties including the Indexed 
Annuity Leadership Council, the American Council of Life Insurers, and the 
Chamber of Commerce of the United States of America. The majority of the 
plaintiffs in one way or another have a connection to the insurance industry 

                                                 
92. Market Synergy Group, Inc. v. U.S. Dep’t of Labor, et al., 2016 WL 6948061, at 
*20 (Kan. D.C. Nov. 28, 2016) (No. 5:16-cv-04083) (citing Motor Vehicle 
Manufacturers Assoc. of the U.S. v. State Farm Mutual Automobile Insurance Co., 
463 U.S. 29, 43 (1983)). 

93. Id.  

94. Id at *22.  

95. Id at *27.  
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and annuities.96 The plaintiffs moved for summary judgment challenging the 
rule and additionally asking the Court to find the rule unlawful.97 

The plaintiffs made seven main challenges. First, the plaintiffs argued that 
the DOL does not have the authority to make this type of rule change, even 
under ERISA and the APA. They argue that the DOL’s interpretation of 
ERISA rules, specifically its reinterpretation of the term “fiduciary,” 
unlawfully conflicts with ERISA and the Internal Revenue Code.98  Plaintiffs 
also argued that the DOL is placing a burden on certain types of products, 
which in turn creates a market shift towards one product over another. This 
argument is similar to MSG's argument regarding FIAs.99  Second, plaintiffs 
argued that BICE and the proposed amendments to PTE 84-24 create a private 
right of action, and that this right is one that is reserved for Congress not the 
DOL.100 Third, plaintiffs alleged that the DOL violated the Federal Arbitration 
Act by prohibiting institutions that shall rely on the BIC exemptions and the 
PTE 84-24 exemption from including arbitration agreements that allow for 
class action waivers in their contracts with their customers. 101  This third 
challenge was a new challenge that was not addressed in the two earlier cases. 
As noted above, in order for a broker-dealer to qualify for BICE, it must agree 
to put terms and agreements with retirement investment clients in writing.  
Fourth, plaintiffs alleged that the DOL acted arbitrarily and capriciously and 
in violation of ERISA’s administrative feasibility standard that governs 
variable and fixed annuities by adopting such a strict rule.102 This allegation is 
similar to those discussed in the two prior cases because it also asserts that the 

                                                 
96. Order Consolidating Cases at 1, Chamber of Commerce of the United States of 
America at el v. U.S. Dep’t of Labor et al. (N.D. Tex. June 21, 2016) (No. 3:16-cv-
1476-M). 

97. American Council Of Life Insurers And National Association Of Insurance And 
Financial Advisors Plaintiffs’ Memorandum Of Law In Support Of Their Motion For 
Summary Judgment at 36, Chamber of Commerce of the United States of America at 
el v. U.S. Dep’t of Labor et al, (N.D. Tex. June 21, 2016) (No. 3:16-cv-1476-M). 

98. Id at 9.  

99. Id at 24.  

100. Supra FN 91.  

101. Supra FN 91; Chamber Of Commerce Plaintiffs’ Memorandum Of Law In 
Support Of Their Motion For Summary Judgment at 31, Chamber of Commerce of 
the United States of America at el v. U.S. Dep’t of Labor et al., (N.D. Tex. June 21, 
2016) (No. 3:16-cv-1476-M). 

102. Id at 34.  
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DOL in some fashion is favoring a specific industry. Fifth, plaintiffs asserted 
that the DOL’s treatment of these types of annuities did not conform with 
Dodd-Frank. 103  Finally, arguments five and six asserted that the DOL is 
violating the APA for failure to give proper notice and comments 
procedures.104  

In response, the DOL moved for summary judgment, asserting that the 
Chevron test should be applied because, under ERISA, Congress gave the 
DOL authority to oversee and implement such rules and regulations.105 Thus, 
it is appropriate, for example, for the DOL to give express exemptions to tax-
favored accounts. The DOL noted that it is has been granted express authority 
to issue exemptions, such as BICE, and is entitled to great deference in 
determining which exemptions to grant.106 

With regard to the issue of the private right of action, the DOL argued that 
it has only required BICE users to adhere to the contract rules, such as those 
examples provided above, and even under those rules there are minimum 
contract terms that must be included.107 In its cross-motion, the DOL also 
pointed to several studies that have concluded that the DOL does in fact have 
the authority to propose such rules.108  Additionally, similar to the court’s 
findings in the NAFA case, the DOL again noted that the types of products at 
issue, such as variable annuities and FIAs, are complex products that require 
additional scrutiny in order to protect investors.109 

The DOL also addressed the plaintiffs concerns regarding the amendment 
to PTE 82-24. It asserts that the 2015 BIC Exception applied to all annuity 
transactions and invited comments on where to draw the line between annuities 

                                                 
103. Id at 14.  

104. Id at 38.  

105. Cross Motion For Summary Judgment And Opposition To Plaintiffs' Motions 
For Summary Judgment at 31, Chamber of Commerce of the United States of 
America at el v. U.S. Dep’t of Labor et al., (N.D. Tex. Aug. 19, 2016) (No. 3:16-cv-
1476-M). 

106. Id at 47.  

107. Id at 52.  

108. Id.  

109. Memorandum In Support Of Defendants’ Consolidated Opposition To 
Plaintiffs’ Motions For Summary Judgment And Defendants’ Consolidated Cross-
Motion For Summary Judgment at 58–60, Chamber of Commerce of the United 
States of America at el v. U.S. Dep’t of Labor et al., (N.D. Tex. Aug. 19, 2016) (No. 
3:16-cv-1476-M).  
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that should and/or should not be subject to BICE. Plaintiffs were free to make 
comments during this period, which the DOL would have taken into account 
during drafting.110 Also, the DOL noted that it supports the treatment of these 
specific types of annuities under BICE and not under PTE 82-24 primarily 
based on the comments that it received.111 

In response to the allegations that the DOL violated the Federal Arbitration 
Act and in turn the First Amendment rights of the contracting parties, the DOL 
argued that it did not violate the FAA because BICE allows for binding 
arbitration of individual claims. Additionally, BICE and PTE require that the 
contracts between the institution and the investor preserve the rights of the 
investor to be able to bring a class action.112 Throughout its motions and 
memorandums, the DOL focused on the concern for the investors when 
dealing with such complex financial products.  

On February 9, 2017, the court ruled in favor of the DOL.113  On March 
20, 2017, Plaintiffs’ Emergency Motions for Injunction Pending Appeal were 
denied again. Plaintiffs have not met their burden to satisfy the four factors 
required to obtain an injunction pending appeal.114 

 
 
d. Minnesota District Court: Thrivent Financial for Lutherans v. Perez 

et al  
 

In September 2016, Thrivent Financial for Lutherans filed its initial 
complaint again the DOL. It moved for summary judgment in the Minnesota 
District court in November 2016, challenging the proposed rule and seeking 
declaratory judgment, arguing that the BICE requirements violate the APA and 

                                                 
110. Id at 87-89.  

111. Id.  

112. Supra FN 104.  

113. For detailed opinion see Memorandum Opinion And Order: Before the Court 
are the parties' Cross-Motions for Summary Judgment. Plaintiffs' Motions for 
Summary Judgment are DENIED and Defendants' Motion for Summary Judgment is 
GRANTED, Chamber of Commerce of the United States of America et al v. U.S. 
Department of Labor et al., (N.D. Tex. Feb. 8, 2017) (No. 3:16-cv-1476-M).  

114. Memorandum Opinion And Order: Plaintiffs' Emergency Motions for 
Injunction Pending Appeal 144 145 are DENIED. Plaintiffs have not met their 
burden to satisfy the four factors required to obtain an injunction pending appeal, 
Chamber of Commerce of the United States of America et al v. U.S. Department of 
Labor et al, (N.D. Tex. Mar. 20, 2017) (No. 3:16-cv-1476-M).   
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the FAA. 115  Unlike the prior cases, here the plaintiff is a not-for-profit 
organization that seeks to help Christians invest their money by offering a 
broad range of financial products and services, including life insurance, 
annuities and mutual funds, plus tailored guidance from financial 
representatives nationwide.116  Thrivent is also different than other broker-
dealers because it chooses to use an in-house dispute resolution system to 
ensure that the firm, members, and clients are better able to resolve disputes.117  
Thrivent has argued in its motions that under BICE, it will not be able to use 
its dispute resolution system and alleges that the DOL does not have the 
authority to enact the rule because it violates the Federal Arbitration Act. 118 
To avail itself of the BICE, however, Thrivent would be forced to agree 
contractually with its customers that they could pursue a breach of contract 
action against Thrivent in state and federal forums and that they could 
participate in judicial class actions against Thrivent.119  

On December 2, 2016, the DOL filed a cross-motion for summary 
judgment making similar arguments as it made in the prior cases against the 
rule.  The DOL argued that Thrivent’s reading of the FAA is overly broad and 
stands by its authority granted by ERISA to make this type of rule. 120 
Additionally, the DOL argues, as it did in the Texas case, that BICE does not 
have an effect on the enforceability of arbitration agreements or existing 
contracts. As of April 2017, the case has not yet been decided. On March 3, 
2017, the DOL cross-motioned for summary judgment. 121  
                                                 
115. Thrivent Financial for Lutherans v. Perez et al, Docket No. 16-cv-03289 
(D.Minn. Sept. 29, 2016). 

116. About Us, THRIVENT FINANCIAL, https://www.thrivent.com/about-us/ (last 
visited Mar. 1, 2018). 

117. Memorandum Of Law In Support Of Plaintiff’s Motion For Summary 
Judgment, Thrivent Financial for Lutherans v. Perez et al, (D. Minn. Nov. 4, 2016) 
(No. 0:16-cv-03289). 

118. Id.  

119. Ogden, Tayrani & Wilkerson, Recent Significant Litigation Challenging 
Federal Regulation of the Insurance and Financial Services Industries, SY001 ALI-
CLE 517. 

120. Cross Motion for Summary Judgment by Thomas E. Perez, United States 
Department of Labor, Thrivent Financial for Lutherans v. Perez et al, (D. Minn. Dec. 
2, 2016) (No. 0:16-cv-03289). 

121. See Minute Entry for proceedings held before Judge Susan Richard Nelson: 
Motion Hearing held on 3/3/2017 re 22 Cross MOTION for Summary Judgment 
filed by Thomas E. Perez, United States Department of Labor, 14 MOTION for 
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V. POTENTIAL IMPACTS OF THE RULE  
 
As the rule's effective date seems to be continuously pushed back, it is 

uncertain what its future will be. If the rule does not meet the current goals of 
the Trump Administration, it may not be enacted. While the main goal of the 
rule is to help middle-income investors and protect them from improper 
investments involving complex financial products, many firms are concerned 
about costs and additional liabilities. As the Trump Administration is focused 
on deregulation and job creating, the rule may not survive because some see it 
as an additional hindrance on broker-dealers and banks.  

If the rule is implemented in June 2017, it could have an impact on both 
firms and investors. Looking first at small independent broker-dealers, these 
firms will have to alter the way that they provide services to their clients.  They 
will be required to give investors additional information about the products 
and be bound by contractual agreements under BICE to keep the best interests 
of their clients in mind.122  They will be required to meet a standard above 
FINRA Rule 2111. Under FINRA Rule 2111, brokers and associated persons 
must recommend suitable investments. Under the new DOL rule, those 
assurances will have to be in writing and those selling the products would be 
to make certain via additional disclosures and formal contracts that investors 
understand the products they are buying and the duties of their brokers. Firms 
will have to reevaluate the way they are doing business and may have to spend 
a great deal of money to meet the requirements of the rule. 123   Larger 
institutions, such as Merrill Lynch, as noted above, have already formulated 
plans and altered procedures to make the needed changes or even drop certain 
lines of business if it may expose them to unnecessary risk.124 

                                                 
Summary Judgment filed by Thrivent Financial for Lutherans. The motions were 
submitted, argued, and taken under advisement, Thrivent Financial for Lutherans v. 
Perez et al, (D. Minn. Mar. 6, 2017) (No. 0:16-cv-03289). 

122. Liz Skinner, Figuring out Fiduciary, INVESTMENTNEWS (May 9, 2016), 
available at http://www.investmentnews.com/article/20160509/FEATURE/ 
160509939/the-dol-fiduciary-rule-will-forever-change-financial-advice-and-the. 

123. Id.  

124. For example, see Janet Luxton & Gene Paranczak, Vanguard’s Regulatory 
Brief: The final DOL fiduciary rule: What it means to plan sponsors, which has been 
provided to brokers and available to clients highlights the rule and potential 
impacts, THE VANGUARD GROUP (2016), available at https://institutional. 
vanguard.com/iam/pdf/FIDRULPA.pdf?cbdForceDomain=true. 
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Finally, the proposed rule may have an effect on investors. The rule was 
proposed in an effort to protect middle-class investors who SROs and agencies 
often found to be confused and at times swindled because of the complexity of 
products and a lack of contractual protection. If investors received more 
guidance from their brokers, they would be more aware of the potential 
implications of purchasing certain types of products that may be deemed risky.  
Additionally, if the parties were to sign a contract, investors would be able to 
potentially assert breach of contract claims in state courts and be awarded 
additional damages as per state contract breach damage laws. Some argue that 
this rule could hurt investors who have less money because firms may not even 
want to give them financial advice because it will not be worth their time given 
the potential risks.125 The impacts are ultimately uncertain and will depend on 
how the DOL responds to President Trump’s memorandum.  

 
 

VI. CONCLUSION 
 
In conclusion, the future of the DOL fiduciary duty rule is uncertain. While 

the courts have decided favorably for the proposed rule, broker-dealers and the 
current administration seem to feel that the duty is unduly burdensome on 
businesses. As it stands now, the rule may take effect in July, 2019, but there 
are many unpredictable factors such as additional claims against the DOL and 
whether President Trump will take further action to delay the rule from coming 
into effect.  
 

                                                 
125. Lisa Kiplinger, What it Means for Investors: Rules for Financial Advisers are 
Changing, USA TODAY (Apr. 6, 2016), available at http://www.usatoday.com/story/ 
money/personalfinance/2016/04/05/fiduciary-ruling-investor-adviser-advisor/ 
82655312/. 
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VIOLATIONS OF FINRA RULES AS A BREACH OF CONTRACT: 
JUDICIAL HOSTILITY TO THE COMMON LAW CLAIM 
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INTRODUCTION 
 

Courts have held that violations of Financial Industry Regulatory 
Authority (“FINRA”) rules1 do not establish a private right of action in court.2  
This general statement, however, has not deterred the plaintiffs from using 
violations of FINRA as evidence of another claim.3  The rationale for this is 
straightforward:  FINRA rules impose various duties on broker-dealers and 
registered representatives that protect investors.4  Considering that investors 

                                                 
* J.D. Candidate 2018, Cornell Law School; B.A. Political Science and Philosophy 
2015, Boston University.  I would like to express my heartfelt gratitude to the editors 
of the PIABA Bar Journal for their assistance in preparing this article for publication.  
Finally, my utmost gratitude to my family for their constant support.  All mistakes 
are my own. 

1. A number of decisions reference National Association of Securities Dealers 
(“NASD”) rules.  In 2007, NASD and NYSE combined to form FINRA.  See Nancy 
Condon & Herb Perone, NASD and NYSE Member Regulation Combine to Form the 
Financial Industry Regulatory Authority – FINRA, FIN. INDUS. REGULATORY AUTH. 
(July 30, 2007), http://www.finra.org/newsroom/2007/nasd-and-nyse-member-
regulation-combine-form-financial-industry-regulatory-authority.  NASD rules and 
New York Stock Exchange (“NYSE”) rules were consolidated into FINRA rules.  
See FINRA Rule Consolidation, FIN. INDUS. REGULATORY AUTH., 
http://www.finra.org/industry/finra-rule-consolidation. 

2. See, e.g., Fox v. Lifemark Sec. Corp., 84 F. Supp. 3d 239, 245 (W.D.N.Y. 2015); 
Brady v. Calyon Sec. (USA), 405 F. Supp. 2d 307, 312 (S.D.N.Y. 2005). 

3. WILLIAM A. JACOBSON, OVERCOMING COMMON DEFENSES TO CUSTOMER CLAIMS 

IN SECURITIES ARBITRATION (PIABA 10th Annual Sec. Law Seminar, Oct. 22, 2008) 
(on file with the author). 

4. See Protecting Investors from Bad Actors, Address of Robert W. Cook, President 
& CEO, FINRA, before the McDonough Sch. of Bus., Georgetown Univ., 
Washington, D.C. (June 12, 2017).  For example, FINRA only allows a registered 
representative to sell a security if the representative “ha[s] a reasonable basis to 
believe that a recommended transaction . . . is suitable for the customer.”  FINRA, 
RULE 2111 (2014). 
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depend on their broker dealers to follow these rules,5 plaintiffs’ dependence on 
FINRA rules to establish a viable claim is reasonable and may be necessary to 
effectuate FINRA’s purpose of protecting investors.   

Investors typically arbitrate disputes with brokers and may assert claims 
involving violations of FINRA rules.  This is because an arbitration clause is 
presumptively valid and requires arbitration of any disagreement that comes 
within the scope of the agreement.6 Thus, investors alleging violations of 
FINRA rules often see their claims adjudicated before arbitrators.7  Where 
there are no arbitration agreements, investors may file a lawsuit in state or 
federal court8 and attempt to cast violations of FINRA rules as torts or breaches 
of contract.9  Yet some courts have cast doubt on whether violations of FINRA 
rules can amount to a breach of contract.10  These legal developments suggest 
that the traditional argument that a violation of FINRA rules can be pleaded as 
a breach of contract11 must be reevaluated with cognizance of the applicable 
jurisdictions’ case law and the potential judicial hostility towards such 
pleadings.  In Part I, the paper discusses the various approaches that federal 
and state jurisdictions have adopted to breach of contract claims based on 

                                                 
5. Investors’ dependence on their financial advisor has led the Department of Labor 
to pass regulation recognizing financial professions as the investors’ fiduciaries.  See 
DOL Fiduciary Rule Resource Center, AMERITRADE, https://www.tdameritrade.com/ 
retirement-planning/retirement-resources/dol-fiduciary-rule-resource-center.page 
(last accessed Nov. 9, 2017).  At the moment, the rule is subject to Department of 
Labor review per President Trump’s executive order.  Id. 

6. See Groves v. Ring Screw Works, Ferndale Fastener Div., 498 U.S. 168, 174 
(1990); FRANCIS M. DOUGHERTY ET AL., 22A FED. PROC., L. ED. § 52:1922 (2018). 

7. See, e.g., FIN. INDUS. REGULATORY AUTH., INVESTOR COMPLAIN PROGRAM: 
WHAT TO DO WHEN PROBLEMS ARISE (2014), available at http://www.finra.org/ 
sites/default/files/InvestorDocument/p011944.pdf (suggesting arbitration for 
individuals with grievances against their brokers). 

8. Innumerable considerations go into deciding in which court to file.  See WALTER 

CROSKEY ET AL., CALIFORNIA PRACTICE GUIDE: INSURANCE LITIGATION ch. 15-D 
(2017) (discussing various filing considerations). 

9. Jacobson, supra note 3. 

10. See, e.g., William Jordan, Breach of Contract Actions May Not Be Based on 
Violations of NASD and NASDAQ Rules Governing Fees, 34 NO. 12 PROFESSIONAL 

LIABILITY REPORTER ART. 32 (2009).   

11. Frederick Rosenberg, Expert's Corner: Why Selling Agreements Matter, 22 No. 1 
PIABA B.J. 71, 71 (2015). 
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violation of FINRA rules.  Then in Part II, the paper introduces the different 
contract language that investment firms have adopted, and discusses how the 
language may affect the viability of a breach of contract claim. 

It is important to remember, however, the possibility of asserting a legal 
cause of action needs to be distinguished from the possibility of asserting a 
claim in arbitration.  Just because a plaintiff may not be able to assert a cause 
of action in court does not mean that they cannot arbitrate the same claim, 
since there are different pleading and other standards of proof.12 
 
 
I. JURISDICTIONS VARY IN HOW THEY EVALUATE BREACH OF CONTRACT 

CLAIMS THAT ARE BASED ON VIOLATIONS OF FINRA RULES 
 

A number of federal and state courts have ruled on whether a plaintiff may 
successfully plead violations of FINRA rules as a breach of contract.  This 
section discusses certain holdings in each of the following jurisdictions: first, 
circuit courts; second, federal district courts; and third, state courts. 
 
 

a. Second Circuit: Viable Breach of Contract Claim under Limited 
Circumstances 

 
In the Second Circuit, a breach of contract claim can arise where the 

contract language clearly obliges the investment firm to observe FINRA rules.  
The U.S. Court of Appeals for the Second Circuit considered this issue in 
Gurfein v. Ameritrade, Inc., where the plaintiff accused Ameritrade of routing 
her orders in violation of various Securities and Exchange Commission and 
NASD rules.13  Plaintiff’s principle argument was that “a breach of contract 

                                                 
12. See SII Investments, Inc. v. Jenks, 370 F. Supp. 2d 1213, 1217 (M.D. Fla. 2005) 
(“Even if there was no direct written agreement to arbitrate between SII and Jenks, 
the NASD Code serves as a sufficient written agreement to arbitrate.”); Freeman v. 
Arahill, No. 111119/01, at 1 (N.Y. Sup. Ct. N.Y. Cty., Nov. 18, 2001) (Although 
“[t]he cases cited by the petitioner denied private rights of action in federal court 
based on violation of self-regulatory organization rules[,] [t]he petitioner has not 
cited any case law for the proposition that a private right of action based on the 
violation of self-regulatory organization rules cannot be brought in arbitration.”); 
Szego v. Craigie Inc., CASE NO. LC-904, 1980 WL 143111, at *1–2 (Va. Cir. Ct. 
May 20, 1980) (finding that although there was “no private cause of action for a 
violation of NASD rules under Virginia law,” the claim “is arbitrable”). 

13. 312 F. App’x 410, 411 (2d Cir. 2009). 
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claim can . . . rest upon failure to comply with rules incorporated into a 
contract that do not by themselves create a private cause of action.”14  The 
Second Circuit disagreed, noting that the contract language did not impose any 
such burden on Ameritrade: 

Gurfein’s argument misses the mark. . . .  [The contract states:] In 
consideration of Ameritrade handling options transactions for my 
account, I am aware of and agree as follows: . . . All my option 
transactions are subject to the rules and regulations of the Options 
Clearing Corporation, the Chicago Board Options Exchange . . . and 
[NASD]. . . .  The unambiguous language at issue puts Gurfein on 
notice that her electronic trades are governed by various entities’ 
regulatory rules.  The language, however, does not incorporate into 
the contract the rules and regulations of those outside bodies.  Nor 
does it impose any contractual obligations on Ameritrade.15 
The contractual provision at issue was considered merely a notice 

provision.  Accordingly, the plaintiff’s breach of contract claim failed, because 
those provisions of the underlying contract did not impose any obligations on 
the investment firm.16  This does not, of course, foreclose the possibility of a 
legal cause of action in a contract that is differently worded.  As is explained 
in Part II, where the contract imposes obligations on the investment firm, 
violations of FINRA rules could be pleaded as a breach of contract claim.  
 
 

b. Seventh Circuit: Breach of Contract Claim is Likely Unviable 
 

The U.S. Court of Appeals for the Seventh Circuit was one of the first 
courts to suggest that a violation of FINRA rules can never constitute a viable 
breach of contracts claim.  The issue arose in Kurz v. Fidelity Management 
and Research Co., when an investor sued Fidelity investment firm for breach 
of contract, alleging that some of Fidelity’s employees placed trades through 
another company in exchange for bribes.17  Plaintiff claimed that such trades 
violated “duty of ‘best execution’ stated in rules of the [NASD].”18  According 

                                                 
14. Id. at 412. 

15. Id. at 413 (citing Eternity Global Master Fund Ltd. v. Morgan Guar. Trust Co., 
375 F.3d 168, 177 (2d Cir. 2004)). 

16. Id. at 414. 

17. 556 F.3d 639, 640 (7th Cir. 2009). 

18. Id. 
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to the plaintiff, because defendants were bound by NASD rules in their 
activities, the violation of NASD rules amounted to a breach of contract.19  In 
an opinion by Chief Judge Frank Easterbrook, the Seventh Circuit disagreed, 
holding that the plaintiff could not assert a breach of contract claim.20  The 
Seventh Circuit stated that there was no contract to begin with; that is, the rules 
created a promise between the investment firm and its employees, not between 
the investment firm and the investor.21  As the plaintiff failed to allege the 
existence of a contract, the plaintiff failed to state a breach of contract claim.22   

Thereafter in Appert v. Morgan Stanley Dean Witter, Inc., the U.S. District 
Court for the Northern District of Illinois clarified that Kurz’s claim would 
have failed even had he alleged an underlying contract.23  In Appert, the 
plaintiff argued that “her Client Account Agreement and trade confirmation 
slips impose[d] on [Morgan Stanley] a contractual duty to follow rules of . . . 
FINRA.”24  Although this allegation would seem to address Chief Judge 
Easterbrook’s concern—i.e., it is evidence of an underlying agreement 
between the investment firm and the investor—the District Court held that a 
violation of FINRA rules does not amount to a breach of contract.25  “This 
position is consistent,” the District Court held, “with the general prohibition 
against asserting an implied right of action under the guise of a state law 
claim.”26 
 
 

                                                 
19. Id.  

20. Id. at 641. 

21. Id. at 641–42. 

22. Id. at 642.  Chief Judge Easterbrook did observe, however, that the plaintiff could 
have filed a federal securities claim in federal court.  Id. 

23. No. 08–CV–7130, 2009 WL 3764120, at *3 (N.D. Ill. Nov. 6, 2009). 

24. Id. at *1. 

25. Id. at *3. 

26. Id.  Potentially helpful to plaintiffs is the district court’s citation of Gurfein, 312 
F. App’x at 413–14, to note that “the passive voice employed [here] appears only to 
confirm that Plaintiff’s accounts and transactions are generally governed by such 
regulations.  Absent stronger language expressly binding defendant to an obligation, 
the paragraphs at issue here do not overcome Plaintiff’s inability to enforce NASD’s 
and NASDAQ’s rules without an independent right of action.”  Id. at *4. 
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c. Eighth Circuit: No Precedent but Dicta Suggests No Breach of 
Contract Claim 

 
The U.S. Court of Appeals for the Eighth Circuit has not squarely 

addressed the issue.  In suits against the NASD however, the Eighth Circuit 
has considered whether NASD rules can be a basis for common law claims.  
In suits against the NASD, the Eight Circuit was clear:  “our circuit has 
recognized the Exchange Act does not create a common-law right of action 
against the NASD.”27  Furthermore, the Eighth Circuit in dictum stated that 
“the Exchange Act provides no express private right of action . . . for claims 
arising from” NASD rules.28  While this dicta does not foreclose the possibility 
that claims arising from FINRA rules can be asserted against investment firms, 
it suggests that the Eighth Circuit may be hesitant to recognize common law 
claims arising out of FINRA rules.   
 
 

d. Western District of Pennsylvania: No Breach of Contract Claim 
 

The issue arose in the district courts within the Third Circuit.  In Pittsburg 
Terminal Corp. v. Baltimore and Ohio Railroad Co., plaintiffs alleged a breach 
of contract claim arising out of a violation of the rules of the New York Stock 
Exchange (“NYSE”).29  The relevant agreement provided that “the listing 
agreements set forth in the company’s listing application . . . are incorporated 
herein by reference,” which, in turn, obligated the defendant to abide by certain 
NYSE rules.30  The District Court for the Western District of Pennsylvania 
held that this agreement “ha[d] to do with bookkeeping and operating 
procedures between the stock exchange and the company and [did] not confer 
any private rights of action upon the stockholders.”31  In a different case, the 
district court summarized the ruling as follows:  “Third party enforcement of 
the rules of a self-regulatory organization has been considered and rejected in 

                                                 
27. MM&S Fin., Inc. v. Nat’l Ass’n of Secs. Dealers, Inc., 364 F.3d 908, 911 (8th 
Cir. 2004). 

28. Id. at 911–12 (quoting Desiderio v. Nat’l Ass’n of Secs. Dealers, Inc., 2 F. Supp. 
2d 516, 521 (S.D.N.Y. 1998)). 

29. 509 F. Supp. 1002, 1014 (W.D. Pa. 1981), rev’d on other grounds, 680 F.2d 933 
(3d Cir.), cert. denied, 459 U.S. 1056 (1982). 

30. Id. at 1015–16. 

31. Id. at 1016. 
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this district.”32  These decisions of the district courts do not, however, settle 
the law of the Western District of Pennsylvania.  The Third Circuit was 
unequivocal:  “[T]here is no such thing as ‘the law of the district,’” so other 
judges within the Western District and within Pennsylvania are free to reach a 
different conclusion.33  For district judges, the district “court’s precedent [is] 
considered only to the extent its reasoning persuades.”34  
 
 

e. Southern District of Texas: No Breach of Contract Claim 
 

Although the U.S. Court of Appeals for the Fifth Circuit has not ruled on 
the issue, district courts within the circuit have.  In Gallier v. Woodbury Fin. 
Servs., Inc., for example, the plaintiffs alleged that they were third-party 
beneficiaries of the agreement between the investment firm and FINRA and, 
therefore, when the investment firm violated FINRA rules it breached its 
contract with FINRA.35  The District Court for the Southern District of Texas 
remarked that “[t]here is no private cause of action for violations of FINRA 
rules,” and dismissed plaintiffs’ claim for failure to adequately allege the 
existence of a valid contract or third-party beneficiary status.36  The Court 
explained that a party may not “recharacterize FINRA claims as breach-of-
contract claims to circumvent the absence of a private right of action for 
violations of FINRA rules.”37  Thus, even if plaintiffs proved themselves to be 
third-party beneficiaries—i.e., even if they properly pleaded a breach of 
contract claim—the district court would have found “no reasonable possibility 

                                                 
32. Bloch v. Prudential-Bache Secs., 707 F. Supp. 189, 195–96 (W.D. Penn. 1989) 
(citing Pittsburgh, 509 F. Supp. at 1016–17). 

33. Threadgill v. Armstrong World Indus., Inc., 928 F.2d 1366, 1371 (3d Cir. 1991); 
see also Medure v. Vindicator Printing Co., 273 F. Supp. 2d 588, 628–29 (W.D. Pa. 
2002) (noting that the district court is not bound by the opinions of the same court’s 
judge). 

34. Joseph W. Mead, Stare Decisis in the Inferior Courts of the United States, 12 
NEV. L.J. 787, 802 (citing other sources). 

35. Civil Action No. H–14–888, 2015 WL 1296351, at *6 (S.D. Tex. Mar. 23, 2015). 

36. Id. at *7–8. 

37. Id. at *7 (citing Salzmann v. Prudential Secs. Inc., No. 91 Civ. 4253 (KTD), 
1994 WL 191855 (S.D.N.Y. May 16, 1994); Bloch, 707 F. Supp. at 189). 
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of success in state court.”38  As with all district decisions, however, it is 
important to emphasize that other judges may reach a different decision.39 
 
 

f. Alabama State Courts: Viable Breach of Contract Claim 
 

In Honea v. Raymond James Financial Services, Inc., the Supreme Court 
of Alabama considered whether plaintiff’s breach of contract claim was barred 
by the statute of limitations.40  The contract at issue stated, in relevant part, 
that: “I understand and agree that every transaction in my account is subject to 
the rules or customs in effect at the time of the transaction which, by the terms 
of the rule or custom, applies to the transaction.”41  Plaintiff alleged that 
Raymond James breached this provision by making unsuitable 
recommendations and by making unauthorized or improper trades in violation 
of FINRA rules.42  The Alabama Supreme Court agreed, holding that the 
breach of contract claim was valid when it was based on “independent 
breaches of the FINRA rules.”43  Thus, a plaintiff in Alabama is able to allege 
a breach of contract claim by pleading a violation of FINRA rules. 
 
 

g. Ohio State Courts: No Breach of Contract Claim 
 

The issue came up before a court of appeals of Ohio in Ryan v. Amborio.44  
In Ryan, the defendants misrepresented a business as one “with huge financial 

                                                 
38. Id. at *8. 

39. The Supreme Court noted as such in dictum, “[a] decision of a federal district 
court judge is not binding precedent in either a different judicial district, the same 
judicial district, or even upon the same judge in a different case.”  Camreta v. 
Greene, 563 U.S. 692, 709 n.7 (2011) (quoting 18 JAMES MOORE ET AL., MOORE’S 

FEDERAL PRACTICE § 134.02(1)(d), at 134–26 (3d. Cir. 2011)). 

40. __ So. 3d __, 2017 WL 2828970, at * 12–13 (Ala. June 30, 2017). 

41. Id. at *12. 

42. Id. at *13. 

43. Id.  The court dismissed the breach of contract claim arising out of the allegedly 
unsuitable recommendation because it was time-barred.  Id. 

44.  Ryan v. Ambrosio, No. 91036, 2008 WL 5258308 (Ohio Ct. App., Dec. 18, 
2008). 
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profit” to induce plaintiffs to purchase its shares.45  By the time the plaintiffs 
discovered the falsehood, their shares had become worthless, so they sued.46  
One of their claims was a breach of contract claim—that “each of [the 
plaintiffs] is a third-party beneficiary of the agreement between [the 
defendants] and [NASD], under which [the defendants] promised to adhere to 
the respective rules and regulations for the protection of customers pursuant to 
NASD Rule 2300 et seq.”47  The court of appeals did not entertain this claim, 
holding that “there is no private cause of action for violating the NASD rules” 
and that “the trial court properly dismissed this cause of action.”48 
 
 

h. Nebraska State Courts: No Breach of Contract Claim 
 

The Supreme Court of Nebraska was hostile to the attempt to plead 
violations of FINRA rules as a breach of contract claim in Knights of 
Columbus Council 352 v. KFS BD, Inc.49  KFS involves, in the trial court’s 
words, an “attempt[] to circumvent [the court’s] holdings by couching a 
violation of NASD rules as a breach of contract claim.”50  The Nebraska 
Supreme Court agreed with this categorization and held that “investors cannot 
plead around the lack of a private cause of action for violations of federal 
securities law by captioning their claim as a common-law claim.”51  The court 
reasoned that “[p]ermitting the appellants to proceed with a breach of contract 
claim . . . would be inconsistent with Congress’s intent to (1) give federal 
courts exclusive jurisdiction over such violations and (2) preclude private 
remedies.”52  The holding thus reflects a complete prohibition on pleading a 
violation of FINRA rules as a breach of contract claim in Nebraska. 
 

                                                 
45. Id. at *1. 

46. Id. 

47. Id. at *5. 

48. Id. (citing Salzmann v. Prudential Secs. Inc., No. 91 Civ. 4253 (KTD), 1994 WL 
191855 (S.D.N.Y. May 16, 1994); Brainard v. Am. Skandia, No. 1:03CV1698, 2004 
WL 5550484 (N.D. Ohio Nov. 5, 2004)). 

49. 791 N.W.2d 317, 324–26 (Neb. 2010). 

50. Id. at 911. 

51. Id. at 325. 

52. Id. at 326. 



536 VIOLATIONS OF FINRA RULES [Vol. 24 No. 3 

i. New York State Courts: State of the Law Uncertain, but a Claim May 
Be Viable 

 
One of New York state appellate courts considered the issue in a 419 word 

opinion, with the majority of the text composed of citations.53  The court held 
“that the motion court erred to the extent it concluded that the underlying 
account agreements between petitioner and each respondent incorporate 
FINRA rules by reference and therefore form a basis for a viable breach of 
contract claim.”54  Notably, the court cited to the Second Circuit’s decision in 
Gurfein, which did not categorically prohibit a breach of contract claim based 
on violations of FINRA rules.55  Thus, the law is still not settled in New York 
and a breach of contract claim may be viable. 
 
 
II. MANY INVESTMENT FIRMS USE NONOBLIGATORY CONTRACT 

LANGUAGE 
 

As suggested in the previous section, the language of the account 
agreement can play a significant role in determining whether the breach of 
contract claim is viable or not.  As the following chart shows, investment firms 
tend to employ different language, which may expose them to varying liability: 
 

Investment 
Firm 

Contractual Provision 

Ameritrade, 
Inc. 

“In consideration of Ameritrade handling options 
transactions for my account, I am aware and agree as 
follows: . . . All my option transactions are subject to 
the rules and regulations of the Options Clearing 
Corporation, the Chicago Board Options Exchange or 
the appropriate options exchange, and the National 
Association of Securities Dealers, Inc.”56   
 

Capital One 
Advisors, Inc. 

“Your brokerage Account will be subject to the rules, 
regulations, customs and practices of the exchanges, 

                                                 
53. See Grace Fin. Grp., LLC v. Dino, 31 N.Y.S.3d 472 (1st Dep’t 2016). 

54. Id. at 473. 

55. Id. (citing Gurfein v. Ameritrade, Inc., 312 F. App’x 410, 413 (2d Cir. 2009)). 

56. Gurfein v. Ameritrade, Inc., 312 F. App’x 410, 413 (2d Cir. 2009). 
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markets, clearing corporations, self-regulatory 
organizations, and applicable state and federal laws.”57   
 
“The Agreement shall be governed by, and construed 
in a manner consistent with, the Advisers Act and the 
regulation thereunder and other applicable federal 
law.”58   

Fidelity 
Investments 

“When we act as your broker, we are held to the legal 
standards under applicable federal and state securities 
laws, and the rules of self-regulatory organizations for 
broker-dealer such as FINRA.”59 

Merrill Lynch 
Wealth 
Management 

With regards to Extended Hours Trading only: 
“Transactions are subject to the applicable rules and 
regulations of the self-regulatory organizations and 
governmental authorities.”60 
 
“All transactions in the Securities Account and all 
Margin lending Program transactions shall be subject 
to the constitution, rules, regulations, customs and 
usages of the exchange or market and its clearing 
house.”61   

MetLife 
Securities, Inc. 

“By executing the [Investment Account Agreement & 
Consent Form], I represent, warrant, and agree as 
follows . . . [a]ll transactions . . . are subject to the 
constitution, rules, regulations, customs, and usages of 
the exchange, market or clearinghouse where 

                                                 
57. Capital One Investing Agreements – General Terms and Conditions, CAPITAL 

ONE: INVESTING, https://www.capitaloneinvesting.com/main/online-investment-
account-agreement.aspx (last accessed Nov. 9, 2017). 

58. CAPITAL ONE ADVISORS, INC., INVESTMENT MANAGEMENT AGREEMENT 

CAPITAL ONE ADVISORS MANAGED PORTFOLIOS § 21 (2017).   

59. FIDELITY INVESTMENTS, CUSTOMER AGREEMENT AND ADDITIONAL 

INFORMATION: THE FIDELITY ACCOUNT (2015). 

60. Merrill Edge® Self-Directed Investing Terms of Service at § 16, in MERRILL 

EDGE® SELF-DIRECTED BUSINESS INVESTOR ACCOUNT (BIA ACCOUNT) (2017). 

61. Merrill Edge Self-Directed Investing BIA Account Agreement and Program 
Description at 1,8, in MERRILL EDGE, supra note 60. 
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executed, as well as to any applicable federal or state 
laws, rules and regulations.”62 

Raymond 
James Wealth 
Management 
Advisory 

“I understand and agree that every transaction in my 
account is subject to the rules or customs in effect at 
the time of the transaction which, by the terms of the 
rule or custom, applies to the transaction. These rules 
or customs include state and federal laws, rules and 
regulations established by state or federal agencies, the 
Constitution, rules, customs and usages of the 
applicable exchange, association, market or 
clearinghouse or customs and usages of individuals 
transacting business on the applicable exchange, 
market or clearinghouse.”63   

Scottrade “You acknowledge that this Agreement and all orders 
and transactions executed in your Account shall be 
subject to all applicable federal and state laws and 
regulations, and the constitution, rules, regulations, 
customs, usages, rulings and interpretations of the 
exchange or market and its clearinghouse (if any) 
where such transactions are executed.”64   

Wells Fargo 
Advisors 

“WFA has general responsibility for servicing and 
supervising your Account through its own personnel in 
accordance with its own policies and applicable laws 
and regulations.”65 

 
Although the specific language differs, the contractual agreements can be 

sorted into three general categories.  First, notice contracts—contracts such as 
one used by Raymond James—frame the reference to federal regulation from 
the investors perspective, making it seem as if the investor was agreeing to 
abide by the federal rules.  A plaintiff bound by such an agreement would be 
least likely to prevail in the Second Circuit or New York, which would enforce 

                                                 
62. METLIFE SECS., INVESTMENT ACCOUNT AGREEMENT & DISCLOSURES (VERSION 

1.6) at 3 (updated Jul. 2011). 

63. RAYMOND JAMES & ASSOCS., INC., ACCOUNT INFORMATION AND CLIENT 

AGREEMENT 6. 

64. SCOTTRADE, BROKERAGE ACCOUNT AGREEMENT 13. 

65. WELLS FARGO ADVISORS, GENERAL ACCOUNT AGREEMENT AND DISCLOSURE 

DOCUMENT 36 (revised 2013). 
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the contract as written, but may prevail in Alabama, which recognizes 
violations of FINRA rules as breaches of contract.66  Second, non-specific 
contracts—such as the one used by Wells Fargo or Merrill Lynch—are written 
as obligating the investment firm, but do not explicitly mention rules adopted 
by self-governing organizations such as FINRA.  Although these contracts 
would be sufficiently obligatory to allow for a claim in the Second Circuit, a 
question may arise as to whether the contract obliges the investment firm to 
abide by FINRA rules.  Fortunately, one recent line of cases has suggested that 
rules adopted by self-governing organizations like NASDAQ have been so 
often used by federal agencies that they amount to federal law.67  Third, 
specific contracts—such as one adopted by Fidelity Investment—specifically 
obligates the investment firm to abide by FINRA rules.  The breach of contract 
claim is strongest when asserted against a firm employing such a contract. 
 
  

CONCLUSION 
 

Contrary to traditional wisdom,68 plaintiffs may find it increasingly 
difficult to plead violations of FINRA rules as breaches of contract in state and 
federal courts.  Of the nine cited jurisdictions that have ruled on the issue, this 
pleading strategy has proven unsuccessful in six jurisdictions.69  Moreover, a 
number of investment firms have adopted contractual language that may shield 
them from some contract claims.70  If this trend continues, more investment 
firms may adopt the limiting language and more courts may exclude the breach 
of contract claim. 

                                                 
66. See supra footnotes 13–16, 40–43 and accompanying text. 

67. See NASDAQ OMX Grp., Inc. v. UBS Secs., LLC, 770 F.3d 1010, 1013–15, 
1021–23 (2d Cir. 2014); Goldman v. Citigroup Global Mkts. Inc., 834 F.3d 242, 
257–58 (3d Cir. 2016). 

68. Rosenberg, supra note 11. 

69. See supra Part I. 

70. See supra Part II. 



540 

Notes & Observations 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
  



541 

FROM THE EDITOR 
 

Jason M. Kueser1 
 
 

As the outgoing Editor-in-Chief of the PIABA Bar Journal, I would like 
to take an opportunity to reflect on both my tenure, as well as where things 
stand for investors. 

Over the past two years, I have had the opportunity to work with some 
amazing attorneys, experts, and other professionals who work hard every day 
to serve and protect investors.  The financial services industry continues to 
function as what may be the most imbalanced and, to be honest, systemically 
unfair arena as it relates to those who provides services and to those individuals 
to whom those services are provided.  As investments have become more and 
more complex, investors have necessarily become more and more reliant on 
their financial advisors. In the meantime, the financial services industry has 
fought long and hard, and a great expense, to limit its responsibility to its 
customers.  The financial services industry has lobbied state and federal 
lawmakers to keep the imbalances that exist in place. Further, the landscape of 
the country’s political influence has shifted toward a “conservative“ anti-
regulatory system, with reduced focus on investor protection. 

In just the past year, a number of states, as well as the federal government, 
have halted or done away with various investor protections that were created 
as a result of the Financial Crisis. To make matters worse, many of the loose 
business practices that led to the Financial Crisis have returned.   

Where does this leave investors? Perhaps more cornered than ever. 
Since the start of the year, investors have been on a rollercoaster.  On 

Monday, February 5, the CBOE Volatility Index (VIX) experienced the largest 
single day increase of all time.2  While some industry “experts” have claimed 

                                                            
1. Jason M. Kueser is the outgoing Editor-In-Chief of the PIABA Bar Journal.  He is 
also Principal Attorney for The Kueser Law Firm, P.C., a law firm in Lee’s Summit, 
Missouri, that focuses on representing investors in securities arbitration. 

2. Joe Ciolli, The Stock Market’s Fear Gauge Spikes the Most on Record, 
BUSINESSINSIDER.COM at http://www.businessinsider.com/vix-price-stock-market-
fear-gauge-huge-single-day-increase-2018-2 (last visited Feb. 27, 2018).   
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the bull market is “back,”3 others are concerned about negative factors, such 
as inflation.4 

In the meantime, President Trump is taking steps to limit the fiduciary 
standard for stockbrokers, risky cryptocurrency trading is becoming more 
prevalent, trading algorithms are causing flash crashes, social media is 
impacting share prices at an unprecedented rate, and cybersecurity risks 
continue to increase. 

Over the past two years, the Investors, Cornered column of this Journal 
has covered a variety of issues. These issues included: (1) making arbitration 
elective (rather than mandatory);5 (2) the pervasive non-disclosure of fees and 
commissions by the financial services industry;6 (3) the financial exploitation 
of investors at a time when Wall Street has experienced unprecedented 
growth;7 (4) whether FINRA it is meeting its duty of protecting investors;8 
and, (5) and issues relating to expungement of complaints from financial 
advisors’ permanent records.9  The questions and issues raised in each of those 
columns still largely exist. 

With that being said, the fight rages on. In what is truly a David versus 
Goliath, PIABA continues to work tirelessly against the financial services 
industry and its lobby toward leveling the playing field for investors.  PIABA 
fights not only for equality in the arbitration process, but also works hard to 
address and correct the systemic imbalances that exist in the regulatory and 

                                                            
3. See, e.g., John S. Tobey, U.S. Stock Market Surge – The Bull Market is Back, 
FORBES.COM at https://www.forbes.com/sites/johntobey/2018/02/27/u-s-stock-
market-surge-signals-bull-market-is-back/#7819f2536b0a (last visited Feb. 27, 
2018). 

4. See, e.g., Ken Shreve, Stock Market Dips as Inflation Debate Continues, 
INVESTORS.COM at https://www.investors.com/market-trend/stock-market-
today/stock-market-dips-as-inflation-debate-continues/ (last visited Feb. 27, 2018). 

5. Jason M. Kueser and Bradley Stark, Investors, Cornered: Make Securities 
Arbitration Elective, Not Mandatory, 23 PIABA B.J. 81 (2016). 

6. Jason M. Kueser, Investors, Cornered: Non-Disclosure, Commissions, and Fees, 
Oh My!, 23 PIABA B.J. 307 (2016). 

7. Jason M. Kueser, et al., Investors, Cornered: We Are All Wall Street Bocaditos, 
23 PIABA B.J. 443 (2016). 

8. Jason M. Kueser, Investors, Cornered: FINRA Under Fire, But For the Right 
Reasons?, 24 PIABA B.J. 267 (2017). 

9. Michael Edmiston, Investors, Cornered: The Unopposed Expungement – FINRA’s 
Abdication Of Its Mission To Protect the CRD, 24 PIABA B.J. 271 (2017). 
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legislative processes that govern the financial services industry.  That fight is 
not easy, nor will it likely ever come to a conclusion. However, what I have 
learned over the past two years is that investors would be hard-pressed to find 
a group of people more dedicated to their cause than those who serve PIABA 
and its various committees. 

So, rather than address one more issue that plagues investors, I would like 
to take this opportunity to offer some solace and reassurance to investors that 
their interests are not going unnoticed and that we, the members of PIABA, 
have their back.  I would also like to take this time to encourage the members 
of PIABA to remain strong in pursuing the goals of the organization. Be 
involved. Be active. Have a voice. When interesting or novel issues come up, 
take some time to evaluate whether those issues may be of interest to other 
members. If those issues come up, write about them. Help spread the word and 
help your colleagues help their clients by contributing content to this Journal. 
PIABA and the Journal are most effective when we are ALL making 
contributions. 

Lastly, as I step down from my role of Editor-In-Chief, I would also like 
to take an opportunity to personally thank each and every member of PIABA 
that served the Journal over the past two years.  Although their names appear 
in the masthead of each edition, I would like each of these people to know how 
much I have truly appreciated their work and contributions. 

Ryan Cook – Managing Editor (and incoming Editor-In-Chief) 
Joe Wojciechowski – Cases & Materials Editor (and incoming Managing 

Editor) 
Elissa Germaine – From the Professor Editor 
Katrina Boice – Associate Editor 
Jay Eng – Associate Editor 
Christopher J. Gray – Associate Editor 
Lance C. McCardle – Associate Editor 
David E. Robbins – Associate Editor 
Frederick W. Rosenberg – Associate Editor 
Kelly Shivery – Associate Editor 
Birgitta Siegel – Associate Editor 
John Sutherland – Associate Editor 
Charles Thompson – Associate Editor 
Patricia Vannoy – Associate Editor 
Elizabeth Zeck – Associate Editor 
Charles H. Field – Expert’s Corner Editor (2016) 
Colin Ray – Associate Editor (2016) 
Robert Van De Viere – Associate Editor (2016) 
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Each of these individuals has provided significant contributions to the 
PIABA Bar Journal over the past two years and have done a great service to 
investors.   

I would also like to thank Michael Edmiston (Associate Editor and 
Advisor) and Bradley Stark (Associate Editor) for their assistance with the idea 
generation, editing, and writing of the Investors, Cornered column. Our 
collaboration on these articles has truly been an enjoyable - and educational - 
process.   

Before I leave, I would also be remiss if I did not thank Tiffany Zachary 
and Robin Ringo.  Without their dedication and tireless focus on meeting and 
furthering PIABA’s mission, it is safe to say the PIABA Bar Journal could not 
function. 

I have learned a great deal from everyone over the past two years and look 
forward to the continued evolution of the PIABA Bar Journal. As I step away 
from my role as Editor-in-Chief and hand over those responsibilities to Ryan 
Cook, I know the Journal is in better hands going forward. 
 
Thank you! 
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Michigan Court Decides Offer of Judgment Rule Applies to Arbitration 
 

Simcor Constr., Inc. v. Trupp, No. 33383, 2018 Mich. App. LEXIS 51 
(Mich. Ct. App. January 9, 2018).   

The issue presented in this case that is relevant for arbitration practitioners 
has to do with whether an arbitration award constitutes a “verdict” under 
Michigan’s “offer of judgment rule”. The offer of judgment rule, generally, is 
a statute which awards costs to a prevailing party who made a settlement offer 
which was rejected, if the verdict or judgment is less than the offer. The 
purpose of the statute is to “encourage settlement and to deter protracted 
litigation.”   

Here, the defendant made an official offer of judgment, which was turned 
down and countered by plaintiff, which was also rejected. After the arbitration 
resulted in an award of $0, the defendant moved to confirm the award in court 
as a judgment, which was confirmed. Defendant moved for costs pursuant to 
the offer of judgment rule. The court held that confirming the arbitration award 
in court as a judgment rendered it a verdict under the statute. The court’s ruling 
is worthy of close consideration. “[W]e hold that if a party rejects an offer of 
judgment, an arbitrator enters an arbitration award, and a judgment is entered 
as a result of a ruling on a motion to vacate the arbitration award, then the 
rejecting party must pay the opposing party’s actual costs unless the judgment 
affecting the arbitration award is more favorable to the rejecting party than the 
offer of judgment.”  Practitioners with FINRA cases in Michigan should take 
heed of this new development.  
 
 
Motion to Vacate Based on Arbitrator Disclosure Issues Denied in 
Washington.  

 
Jensen v. Misner, No. 75908-6-I, 2017 Wash. App. LEXIS 2939, (Wash. 

Ct. App. December 26, 2017) 
This case is an appeal of an order denying a motion to vacate an arbitration 

award. Richard Jenson brought a FINRA claim against Pacific West and his 
broker, John Misner, involving TICs. The Panel was assembled, with one 
arbitrator being appointed. Two of the arbitrators answered “no” to the 
disclosure question about ever serving with another panel member. In 1995, a 
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law firm at which one of the arbitrators worked was involved in a lawsuit 
involving a landlord and lease.  The causes of action sounded in fraud, breach 
of fiduciary duty, and breach of contract. This arbitrator answered “no” to the 
question in the arbitrator disclosures asking whether the arbitrator had been in 
a dispute “involving the same or similar subject matter as the arbitration.” 
Misner, the broker, won the case in a 2-1 decision. The two arbitrators who 
ruled in his favor happened to be the two who answered “no” to the questions 
above.  Jenson moved to vacate arguing there were material nondisclosures 
and misrepresentations by the arbitrators, including prior service on a 2001 
panel and the aforementioned litigation from 1995. The King County Superior 

Court denied the motion to vacate and confirmed the FINRA award.  
The court affirmed the decision denying the motion, holding that the 

arbitrators’ alleged misrepresentations and nondisclosures did not constitute 
evident partiality. “It is not reasonable to infer a lack of impartiality just 
because two arbitrators served together on a single arbitration years earlier. 
This isolated and remote incident does not constitute a relationship with 
another arbitrator and, more importantly, does not implicate bias or 
impartiality.”  In ruling this was not a disclosable relationship, the court relied 
on RCW 7.04A.120(1).  The Washington disclosure statutes also allow, 
importantly, a presumption of evident partiality for non-disclosure only when 
an arbitrator has a “material interest in the outcome of the arbitration 
proceeding or a known, existing, and substantial relationship with a party.” See 
RCW 7.04A.120(5). In relying on Washington state disclosure laws, the court 
largely ignored the FINRA disclosure requirements because the FINRA rules 
do not provide a contractual post-decision remedy for arbitrator non-
disclosure, leaving it, therefore, to the court and state and federal law.  

Similarly, the court determined it is not reasonable to infer that an 
arbitrator is likely biased or impartial just because in 1995, the arbitrator was 
a party to a lawsuit alleging general legal theories in a completely different 
setting.  Likewise, the court determined the fact that Jenson now argues, after 
the fact, that had these full disclosures been made, he would have selected 
other arbitrators, is inadequate because it does not constitute evidence that the 
nondisclosure impacted the award.  
 
 
New Jersey Court Denies Summary Judgment and Applies Discovery 
Rule to New Jersey Securities Act Claims 
 

Lord Abbett Mun. Income Fund v. Citigroup Global Markets, Inc., Civil 
Action No. 11-5550, 2017 U.S. Dist. LEXIS 128400 (D.N.J. August 4, 2017) 
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Lord Abbett sued Citigroup over municipal bonds the firm sold alleging 
material omissions in violation of the New Jersey Uniform Securities Act, 
common law fraud, and negligent misrepresentation. The omissions of 
material fact involve municipal bonds that were used to fund the expansion of 
a monorail system in Las Vegas, even though several reports and studies from 
2000 predicted the monorail would never achieve the ridership or revenue 
needed to be economically viable.  Citigroup also served as lead underwriter 
on the bond offering. 

Citigroup moved for summary judgment and it was denied. First, the court 
held that there were issues of triable facts remaining regarding each element 
of Plaintiffs common law fraud claim. Citigroup argued that the adverse 
reports about the monorail feasibility were “publicly available” and as such 
abdicated their responsibility to disclose them. Although one report was 
discussed in a Seattle Times article the court determined this single disclosure 
was not sufficient for summary judgment purposes, citing United States v. 
Royner, 549 F.3d 886, 897 (2d Cir. 2008) which held “The fact that 
information may be found publicly if one knows where to look does not make 
the information ‘public’ for securities trading purposes unless it is broadly 
disseminated, or the like.”  

Citigroup argued the opposition reports were not material. The court found 
for Plaintiff, because all four opposition consultants questioned the monorail’s 
assumptions about the market. Even though they were from 2000 and the 
bonds were sold in 2006, the reports were not stale because they questioned 
the long-term viability of the monorail and as such, created a question of fact 
as to the materiality of their omission. 

Relying substantially on risk disclosures, Citigroup argued Plaintiff failed 
to establish reasonable reliance. The court once again, found for Plaintiff. The 
court determined the claim was based at least in part on representations made 
not in the 2000 offering statement, but by Citigroup’s employees regarding the 
new plan to increase revenue from ridership in 2006. The court also ruled that 
issues of material fact existed regarding scienter and causation. 

The court also denied Citigroup’s motion for summary judgment on 
Plaintiff’s New Jersey securities law claim, applying the discovery rule, even 
though the bonds had lost value between 2006 and 2008. “Stock losses are of 
such a nature that the losses would not necessarily be indicia in and of 
themselves of fraud or wrongdoing.”  
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Eighth Circuit Affirms Dismissal of Scottrade Hacking Class Action 
 

Kuhns v. Scottrade, Inc., 868 F.3d 711 (8th Cir. 2017) 
In 2013, hackers infiltrated Scottrade’s database, stealing the personal data 

of over 4.6 million Scottrade customers and then used that information to 
operate stock manipulation, gambling, and Bitcoin schemes. Plaintiffs brought 
a class action complaint alleging causes of action sounding in breach of 
contract, unjust enrichment, and violations of the Missouri Merchandising 
Practices Act. The basis of the claims was that Scottrade failed to perform 
under the terms of various contracts which promised to adhere to high 
standards in order to protect customer “personal-confidential-information” 
(PCI). The class plaintiffs alleged damages as a result from the ongoing risk 
of identity theft, including costs associated with credit monitoring.  They also 
asserted that they received brokerage account services that were substandard 
and that they therefore overpaid Scottrade for those services. The district court 
dismissed the case, concluding they lacked Article III standing because they 
had not suffered injury in fact. Plaintiffs appealed. 

The class complaint used the Scottrade new account form, privacy policy, 
and online privacy statements, which made representations and promises about 
state of the art software and security apparatus used to safeguard customer 
information from illegal intrusion or accidental disclosures. These documents 
also represent and warrant that Scottrade would comply with all applicable 
laws and regulations regarding the protection of personal information.  In 
response to the data breach, Scottrade alerted customers and informed them to 
“be vigilant over the next 12-24 months.” Scottrade also offered customers one 
year of identity repair and protection services and offered one year of free 
enrollment for credit monitoring and identity theft insurance.  

Although the Eighth Circuit overruled the district court and held the 
plaintiffs did have Article III standing based on their breach of contract and 
benefit-of-the-bargain claims, the court affirmed the dismissal based on failure 
to state a claim for which relief could be granted under Rule 12(b)(6). The 
court held the breach of contract claims were bare-bones recitations of contract 
language but failed to allege that anything in them was misrepresented or that 
Scottrade actually promised to prevent identity theft. The complaint failed to 
actually identify one “applicable law or regulation” that Scottrade actually 
violated.  The court stated in a quote to be remembered “Massive class action 
litigation should be based on more than allegations of worry and 
inconvenience.”  
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Claimants’ Counsel’s Loose Lips Result in Motion to Vacate in Texas 
 

Parker v. Interactive Brokers, LLC, No. 01-15-00943-CV, 2017 Tex. App. 
LEXIS 8023 (Tex. App. August 22, 2017) 

Plaintiffs were beneficiaries of a trust that was traded aggressively by a 
trustee. The highly speculative options trading resulted in almost a total loss 
of the $800,000 corpus of the trust. The trust agreement forbade speculation 
and trading of the nature engaged in by the trustee. Plaintiffs brought a FINRA 
claim against Interactive Brokers for aiding and abetting breach of fiduciary 
duty among other causes of action. Just before closing arguments, counsel for 
the Claimants/Plaintiffs made a comment that the trustee, who was being sued 
in Probate court, had just filed for Bankruptcy. The Chairman of the arbitration 
panel remarked that the statement was not evidence and was not in the “record” 
officially, but that the trustee’s bankruptcy was a fact, for whatever it was 
worth.  

After the hearing, Counsel for Interactive Brokers came to learn that the 
trustee did not file for bankruptcy and that plaintiffs/Claimants actually settled 
their lawsuit with him the day Claimants’ counsel made the statement to the 
Panel referencing the purported bankruptcy filing. Before the award was 
entered, Interactive Brokers sought to supplement the record with this 
information and the Panel declined to accept any post-hearing submissions. 
The Panel returned an award for the Claimants which represented a full award 
plus attorney’s fees of over $400,000. The chairman of the panel dissented, 
stating the award was not based on fact or law and that the other arbitrators 
were unduly influenced by the bankruptcy filing of the Trustee, apparently 
believing that Interactive Brokers was the only game in town to compensate 
the beneficiary-Claimants.  

Claimants filed a motion to confirm the award and Interactive filed a 
motion to vacate. The trial court ruled in favor of Interactive, and vacated the 
award. The trial court was seriously concerned with the impropriety of 
Claimants’ counsel and his representations to the arbitrators about the 
Bankruptcy, even though his clients settled with the Trustee that same evening. 
The court did not identify a specific statutory provision for vacating the award. 
Claimants/Plaintiff appealed.  

The Court of Appeals confirmed, holding that the arbitrators’ refusal to 
allow Interactive Brokers to supplement the record and consider the evidence 
to rebut the assertion made by Claimants about the Trustee’s bankruptcy, 
deprived Interactive of a fundamentally fair hearing under 9 U.S.C. Section 
10(a)(3).  
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Indiana Court Refuses to Extend Continuous Representation Doctrine  
 

Messmer v. KDK Financial Services, 83 N.E.3d 774 (Ind. Ct. App. 2017) 
Plaintiff-Investor appealed the trial court’s ruling granting summary 

judgment in favor of the defendant, an investment advisor. Defendant sold the 
plaintiff several fixed annuities.  Defendant recommended Plaintiff surrender 
the annuities and purchase new ones. In November 2008, Plaintiff sent a 
complaint letter to one of the insurance companies regarding a surrender 
charge she had to pay, which she was apparently not aware of.   

Plaintiff purchased another annuity issued by Washington National in 
January 2007. Accompanying that annuity was a document titled “Table of 
Surrender Charge Percentages” which set forth the applicable surrender 
charges. In November 2011, Plaintiff surrendered the Washington annuity. In 
so doing, she signed a form stating she understood there were surrender 
charges in connection with the transactions, and Washington National sent her 
a confirmation prior to formally executing the surrender ensuring she was 
advised of the surrender charges. In addition to providing financial services, 
Defendant also performed estate planning services, including the creation of a 
trust.  

On August 24, 2015, Plaintiff filed a lawsuit against Defendant for fraud.  
The trial court granted summary judgment for the Defendant based on the 
passing of the 6 year statute of limitations for fraud claims and because the 
record was clear that Plaintiff was fully advised of the surrender charges in 
connection with the Washington National annuity.  

On appeal, Plaintiff argued the continuous representation doctrine tolled 
the statute of limitations until the relationship between the parties ended. 
Although Indiana has expanded the continuous representation doctrine beyond 
just attorney-client cases to include matters involving accountants, it had 
previously declined to expand it in the negligence context to financial advisors.  
In this case, Plaintiff was asking the court to expand the doctrine in a case 
sounding in fraud against an investment advisor.  The court refused to do so, 
based on a survey of case law from around the country, which the court 
concluded, no case had ever held the doctrine applicable in a fraud case. The 
doctrine’s application to fraud cases simply does not work, the court ruled, 
because once a client discovers fraudulent conduct, it is not reasonable to 
expect the client to continue to maintain confidence in the professional’s good 
faith and the client should be, as are all other victims of fraud, required to 
investigate and access the facts.   
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Colorado District Court Denies Motion to Vacate Under Interesting 
Circumstances 

 
Huitt v. Wilbanks Sec., Inc., No. 17-cv-00919, 2017 U.S. Dist. LEXIS 

173164, (D. Colo. October 19, 2017) 
Plaintiff filed a FINRA arbitration action against Defendant brokerage 

firm in connection with the purchase of a variable annuity in September 2008. 
The claim alleged that the broker represented that the annuity would grow by 
7% for at least the first four years of the contract, after which point there would 
be no surrender fees. According to Plaintiff, in 2012, she received $2,158,536 
from the annuity, which was $594,135 less than what was promised by the 
broker. Plaintiff filed her FINRA claim in January 2016.    

Defendant moved to dismiss the arbitration based on the Eligibility Rule 
(FINRA Rule 12206), which was denied. The originally scheduled hearing was 
postponed for three months because of health issues, including two surgeries, 
for Defendant’s counsel. They sought to postpone the hearing again, or to 
transfer the venue to Oklahoma, where Defendant’s attorney resided. The 
Panel denied these motions and the hearing was reset for March 2017. The 
Panel issued an award in favor of Plaintiff in the amount of $536,720 in 
compensatory damages and $536,720 in punitive damages.  

Defendant moved to vacate the award on four grounds.  First, that the 
arbitrators were guilty of misconduct by not granting the second request for a 
continuance. Second, that the panel exceeded its powers by hearing a claim 
that was ineligible for arbitration under FINRA Rule 12206. Third, that the 
panel acted in manifest disregard for the law by not dismissing the case based 
on applicable statutes of limitation.  And fourth, which was brought up for the 
first time in a reply brief, that the punitive damages award was in violation of 
Oklahoma law because the award did not contain a showing as to how the 
evidence justified the award.  

The court denied the motion to vacate. First, as to the continuance issue, 
the court determined Defendant had three months to secure new counsel and 
have counsel get up to speed. Instead, they chose to keep the same attorney 
who was having health issues. They waited until two weeks before the newly 
scheduled hearing to move for another continuance and counsel did not 
withdraw until six days before the hearing.  As to the eligibility issue, the court 
ruled it could not second-guess the arbitrators’ decision ruling the claim was 
eligible for arbitration, citing Mid-Ohio Sec. Corp. v. Estate of Burns, 790 F. 
Supp. 2d 1263, 1271-72 (D. Nev. 2011). The court further ruled that under 
Tenth Circuit law, incorrect application of state statutes of limitation does not 
rise to the level of manifest disregard of the law. The court also questioned 
whether manifest disregard was even grounds for overturning an arbitration 
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award in light of the Supreme Court’s holding in Hall Street Associates, L.L.C. 
v. Mattel, Inc. 552 U.S. 576 (2008). Lastly, the Court held that the punitive 
damages issue was waived because it was brought up for the first time in a 
reply brief.  
 
 
Illinois Court Reverses Order Staying Arbitrations, Relying On 
Language of the Arbitration Clause and the Presumption of 
Arbitrability 
 

SG Americas Sec., LLC v. AC Scout Trading, LLC, No. 1-16-0436, 2017 
IL App (1st) 160436-U (Ill. App. Ct., June 20, 2017) 

AC Scout Trading, a hedge fund subsidy and commodities trading 
company, opened accounts with SG Americas Securities, a commodity futures 
and securities brokerage firm, whereas SG was authorized to act as a broker 
for AC Scout with respect to commodity interests, including commodity 
futures and options contracts. The Futures Agreement executed by the parties 
contained an arbitration provision which called for arbitration of all disputes 
and identified three for a where the arbitration could be held, at the election of 
the Customer. The three fora were the 1) NFA, 2) the contract market upon 
which the transaction giving rise to the claim was executed, or 3) FINRA. The 
agreement also identified Illinois as the choice of law and Chicago as the venue 
for any proceedings.   

AC Scout brought two arbitration actions against SG Americas: one before 
FINRA and one before the London Metals Exchange (LME). SG Americas 
filed an action in the Circuit Court of Cook County seeking an injunction to 
stay both arbitrations. SG Americas argued that the commodities futures 
contracts at issue in AC Scout’s arbitration demands were not securities 
transactions or trades related to SG’s investment banking activities, and as 
such not arbitrable before FINRA. SG also argued the LME was not a “contract 
market” as contemplated by the arbitration provision.  

The Circuit Court granted both petitions to stay arbitration. Although the 
circuit court acknowledged the presumption in favor of arbitration, it held that 
under FINRA Rule 12200, AC Scout was not a “customer” under the rule 
because it did not purchase commodities or services from SG Americas in the 
course of SG’s FINRA-regulated business activities, specifically, securities 
and investment banking. Similarly, the circuit court ruled the LME was not a 
“contract market” because it does not meet the definition of “contract market” 
under the rules of the CFTC.  

AC Scout appealed the decisions, arguing the circuit court: 1) failed to 
apply the “presumption of arbitrability”, 2) mistakenly applied FINRA Rule 
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12200, 3) failed to determine AC Scout was SG’s customer under FINRA Rule 
12200, and 4) erred by finding that futures contracts are not included in SG’s 
FINRA-regulated business activities. The court of appeals ruled for AC Scout, 
finding the arbitration agreement was unambiguous in calling for arbitration 
of “every dispute between Customer and SG arising out of or relating to any 
transaction pursuant to the Futures Agreement shall be settled by arbitration in 
accordance with the rules, then in effect, of the arbitral for a, as customer may 
elect.”  Based on the contract language, the court should have applied the 
presumption of arbitrability.   

SG Americas argued that the presumption was rebutted by application of 
FINRA Rule 12200. The court disagreed, denying that the rules of the arbitral 
fora, in this instance, FINRA Rule 12200, were incorporated into the 
arbitration provision as substantive conditions expanding or limiting the 
arbitrability of any particular claim in any particular forum. The court stated 
SG Americas, as the drafter of the agreement, had the opportunity to write a 
better, more specific agreement, but failed to do so.  

Moreover, the court disagreed that FINRA is limited to hearing disputes 
that satisfy Rule 12200. Here, the agreement specifically identifies FINRA as 
one of three choices that can be elected, by the customer, to resolve disputes. 
The contract satisfies the jurisdictional element by agreement of the parties, 
regardless of FINRA 12200. The court also held any issues of arbitrability 
should be decided by FINRA, not the court, and as such, ruled the circuit court 
should not have analyzed the FINRA Rule 12200 issue. The court ruled 
similarly with respect to the LME arbitration.   
 
 
North Carolina District Court Makes Discovery Rulings in Case Seeking 
Vacatur 
 

Shepherd v. LPL Financial, LLC (In re Albert), 17-CV-150-D, 2017 U.S. 
Dist. LEXIS 180966 (E.D.N.C. November 1, 2017); and Shepard v. LPL 
Financial, LLC, 17-CV-150-D, 2017 U.S. Dist. LEXIS 191085 (E.D.N.C. 
November 20, 2017) 

These two decisions are both in connection with a petition to vacate filed 
by Plaintiffs/Claimants. Plaintiffs filed a FINRA arbitration seeking $1.3 
million in damages against LPL. After a hearing on the merits, the arbitrators 
awarded Plaintiffs $119,117 and they filed a motion to vacate. In their motion 
to vacate, Plaintiffs alleged Arbitrator Lynne Albert failed to disclose a 
previous relationship with LPL’s counsel. This relationship consisted of 
serving on two previous arbitration panels in front of which LPL’s counsel or 
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law firm appeared and as such, alleged Plaintiffs, the arbitrator made false 
statements on her arbitrator disclosure checklist.   

Plaintiffs served document subpoenas on each of the three Arbitrators 
seeking copies of various answers filed in specifically identified FINRA cases 
and copies of answers filed by any respondent in any FINRA case where any 
of the Arbitrators presided that included LPL’s Counsel. The arbitrators filed 
a motion to quash the subpoenas. The court determined, notwithstanding the 
applicability of the Federal Rules of Civil Procedure, including Rule 26, to 
actions seeking to vacate arbitration awards, that the weight of persuasive case 
law demands a heightened showing of “clear evidence of impropriety” to 
obtain discovery from a non-party arbitrator. The court also considered the 
strong federal policy favoring arbitration of disputes as a policy reason to 
maintain the clear showing of impropriety by the arbitrators, before a court 
grants discovery.  The court stated “[t]o allow discovery of an arbitrator under 
these circumstances would ‘encourage the losing party to every arbitration to 
conduct a background investigation of each of the arbitrators in an effort to 
uncover evidence of a former relationship’ and ‘increase the cost and 
undermine the finality of arbitration, contrary to the purpose of the United 
States Arbitration Act of making arbitration a swift, inexpensive, and effective 
substitute for judicial dispute resolution.’” (quoting Merit Ins. Co. v. Leatherby 
Ins. Co., 714 F.2d 673, 683 (7th Cir. 1983).  The court granted the motion to 
quash.  

In the second matter, LPL sought a protective order and to stay discovery. 
LPL argued the petition to vacate must be heard as a motion under Section 6 
of the Federal Arbitration Act, and as such, discovery is disfavored and 
Plaintiff’s must demonstrate “clear evidence of impropriety” to obtain even 
limited discovery. The court disagreed that the “clear evidence” standard 
applied to parties to the arbitration, stating that standard has only been applied 
to discovery of third parties, namely arbitrators. The court denied LPL’s 
motions, however, because no formal discovery had been issued. The court 
refused to entertain what would have amounted to a “preemptive ban” on all 
discovery.  
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RECENT ARBITRATION AWARDS 
 

Christopher Gray 
 
 

As your new Recent Arbitration Awards editor, I decided to focus my first 
survey on favorable awards in cases involving non-traded REITs, private 
placements and energy product investments.  The awards summarized below 
include grants of relief to claimants that we know are theoretically possible 
under the law, but are nonetheless somewhat rarely granted in actual FINRA 
arbitration practice, including punitive damages, attorneys’ fees under state 
statute, and interest.  Hopefully these pro-claimant awards will inspire some 
optimism in the current milieu of relatively low case intakes. 
 
 
Ralph Auguillard IRA, Reginald Bardin IRA, Stephen Driscoll IRA, 
Kathrine Driscoll IRA, Van Russell IRA, Jeffrey Rombs IRA, Michael 
Rombs IRA, and Ronnie Rombs IRA, Claimants v. IMS Securities, Inc., 
Jackie Divono Wadsworth, Christopher David Gammon, Michael J. 
Spears, Joshua Patterson, and Stacey Rognon, Respondents  
Case No. 16-018001 

                                                            
1.  Claimants asserted the following causes of action: negligence and gross 
negligence, misrepresentation, omission of a material fact, failure to supervise, 
breach of fiduciary duty, breach of contract, and control person liability.  The causes 
of action related to Claimants’ allegations that Respondents over-concentrated 
Claimants’ retirement portfolios in illiquid alternative investments in annuities and 
private placements, including United Development Funding IV, ARC New York 
City REIT, and NetReit.  

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

In the Statement of Claim, Claimants requested $3,000,000.00 in compensatory 
damages, statutory damages pursuant to the Texas Securities Act (including 
rescissionary damages, accrued statutory interest, and attorneys’ fees), costs, punitive 
damages, filing and hearing fees, and other appropriate relief.  

In the Statement of Answer, Respondents requested that Claimants’ claims be 
dismissed, that Respondents be awarded their attorneys’ fees and costs, and other 
appropriate relief. Respondents further requested that all references to this matter be 
expunged from the registration records of Wadsworth, Gammon, Spears, Patterson, 
and Rognon maintained by the Central Registration Depository (“CRD”).  
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Houston, Texas  
Claimants’ Counsel:  Michael S. Hill, Esq. and Gary S. Menzer, Esq., 

Menzer & Hill, P.A., Boca Raton, Florida.  
Respondents’ Counsel:  Martin Schexnayder, Esq., Winget, Spadafora & 

Schwartzberg, LLP, Houston, Texas.  
Arbitrators:  Jeffrey R. Jury, Public Chairperson; Stephen James 

Cavanaugh, Public Arbitrator; Paul R. Meyer, Public Arbitrator.  
Award:  After considering the pleadings, the testimony, and the evidence 

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

1. Claimants’ claims against Jackie Divono Wadsworth, Christopher 
David Gammon, and Michael J. Spears are denied.  

2.  Respondents IMS Securities, Inc., Joshua Patterson, and Stacey 
Rognon are each individually liable for and shall pay to Claimant 
Ralph Auguillard IRA compensatory damages as follows:  
1.  IMS Securities, Inc. is liable for and shall pay to Ralph Auguillard 

IRA the sum of $189,157.54 in compensatory damages.  
2.  Joshua Patterson is liable for and shall pay to Ralph Auguillard 

IRA the sum of $103,176.84 in compensatory damages.  
3.  Stacey Rognon is liable for and shall pay to Ralph Auguillard IRA 

the sum of $36,196.26 in compensatory damages. 
3. Respondents IMS Securities, Inc., Joshua Patterson, and Stacey 

Rognon are each individually liable for and shall pay to Claimant 
Reginald Bardin IRA compensatory damages as follows:  
1.  IMS Securities, Inc. is liable for and shall pay to Reginald Bardin 

IRA the sum of $132,719.62 in compensatory damages.  
2.  Joshua Patterson is liable for and shall pay to Reginald Bardin IRA 

the sum of $72,392.52 in compensatory damages.  
3.  Stacey Rognon is liable for and shall pay to Reginald Bardin IRA 

the sum of $36,196.25 in compensatory damages. 
4.  Respondents IMS Securities, Inc., Joshua Patterson, and Stacey 

Rognon are each individually liable for and shall pay to Claimant 
Stephen Driscoll IRA compensatory damages as follows:  
1.  IMS Securities, Inc. is liable for and shall pay to Stephen Driscoll 

IRA the sum of $239,382.17 in compensatory damages.  
2. Joshua Patterson is liable for and shall pay to Stephen Driscoll 

IRA the sum of $130,572.09 in compensatory damages.  

                                                            
At the close of the hearing, Claimants requested damages in the range of 
$1,239,070.00 to $3,256,503.00. 
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3.  Stacey Rognon is liable for and shall pay to Stephen Driscoll IRA 
the sum of $65,286.05 in compensatory damages. 

5.  Respondents IMS Securities, Inc., Joshua Patterson, and Stacey 
Rognon are each individually liable for and shall pay to Claimant 
Kathrine Driscoll IRA compensatory damages as follows:  
1.  IMS Securities, Inc. is liable for and shall pay to Kathrine Driscoll 

IRA the sum of $55,423.75 in compensatory damages.  
2.  Joshua Patterson is liable for and shall pay to Kathrine Driscoll 

IRA the sum of $3,023.40 in compensatory damages.  
3.  Stacey Rognon is liable for and shall pay to Kathrine Driscoll IRA 

the sum of $6,718.03 in compensatory damages.  
6.  Respondents IMS Securities, Inc., Joshua Patterson, and Stacey 

Rognon are each individually liable for and shall pay to Claimant Van 
Russell IRA compensatory damages as follows:  
1.  IMS Securities, Inc. is liable for and shall pay to Van Russell IRA 

the sum of $259,298.17 in compensatory damages.  
2.  Joshua Patterson is liable for and shall pay to Van Russell IRA the 

sum of $130,572.09 in compensatory damages.  
3.  Stacey Rognon is liable for and shall pay to Van Russell IRA the 

sum of $70,717.86 in compensatory damages.  
7.  Respondents IMS Securities, Inc., Joshua Patterson, and Stacey 

Rognon are each individually liable for and shall pay to Claimant 
Jeffrey Rombs IRA compensatory damages as follows:  
1.  IMS Securities, Inc. is liable for and shall pay to Jeffrey Rombs 

IRA the sum of $195,792.41 in compensatory damages.  
2.  Joshua Patterson is liable for and shall pay to Jeffrey Rombs IRA 

the sum of $106,795.00 in compensatory damages.  
3.  Stacey Rognon is liable for and shall pay to Jeffrey Rombs IRA 

the sum of $53,397.93 in compensatory damages. 
8.  Respondents IMS Securities, Inc., Joshua Patterson, and Stacey 

Rognon are each individually liable for and shall pay to Claimant 
Michael Rombs IRA compensatory damages as follows:  
1.  IMS Securities, Inc. is liable for and shall pay to Michael Rombs 

IRA the sum of $51,325.29 in compensatory damages. 
2.  Joshua Patterson is liable for and shall pay to Michael Rombs IRA 

the sum of $15,397.59 in compensatory damages.  
3.  Stacey Rognon is liable for and shall pay to Michael Rombs IRA 

the sum of $7,698.79 in compensatory damages. 
9.  Respondents IMS Securities, Inc., Joshua Patterson, and Stacey 

Rognon are each individually liable for and shall pay to Claimant 
Ronnie Rombs IRA compensatory damages as follows:  
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1.  IMS Securities, Inc. is liable for and shall pay to Ronnie Rombs 
IRA the sum of $198,517.11 in compensatory damages.  

2.  Joshua Patterson is liable for and shall pay to Ronnie Rombs IRA 
the sum of $108,282.06 in compensatory damages.  

3.  Stacey Rognon is liable for and shall pay to Ronnie Rombs IRA 
the sum of $36,196.26 in compensatory damages.  

10. IMS Securities, Inc. is liable for and shall pay to Claimants the sum of 
$600.00 as reimbursement for the non-refundable portion of 
Claimants’ filing fee.  

11. Christopher David Gammon’s request for expungement of his CRD 
records is denied. 

12. Joshua Patterson’s request for expungement of his CRD records is 
denied.  

13. Stacey Rognon’s request for expungement of his CRD records is 
denied.  

14. Michael J. Spears’ request for expungement of his CRD records is 
denied.  

15. Jackie Divono Wadsworth’s request for expungement of her CRD 
records is denied.  

16. Any and all claims for relief not specifically addressed herein, 
including punitive damages and attorneys’ fees, are denied. 

This award is noteworthy given Claimants’ aggregate recovery of 
approximately $2,304,226, or roughly 77% of Claimants’ request for $3 
million in compensatory damages.  In addition, the Panel denied the requests 
for expungement by Respondents, and further, held Respondent IMS 
Securities, Inc. liable to Claimants for reimbursement of the non-refundable 
portion of Claimants’ filing fee.  

 
 

Liphard D’Souza and Sabrina D’Souza, Claimants v. First Independent 
Financial Services, Inc., and Raymond Andrew Hall, Respondents and 
First Independent Financial Services, Inc., Counter-Claimant v. Liphard 
D’Souza and Sabrina D’Souza  
Case No. 14-027882 
                                                            
2. In the Amended Statement of Claim, Claimants asserted the following causes of 
action: violation of Section 10(b) of the Securities Exchange Act of 1934, violation 
of Section 17(a) of the Securities Act of 1933, violation of Section 15(c)(1) of the 
Securities Exchange Act of 1934, failure to supervise, respondeat superior, 
misrepresentations and omissions in violation of the Oklahoma Securities Act, fraud, 
breach of fiduciary duty, negligence, gross negligence, and breach of contract. The 
causes of action related to Claimants’ allegation that Hall promoted unsuitable 
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Oklahoma City, Oklahoma  
Claimants’ Counsel:  Chad M. Neuens, Esq. Neuens Mitchell Bonds, 

PLLC, Tulsa, Oklahoma.  
Respondent’s Counsel:  Gary S. Kessler, Esq., Kessler & Collins, P.C. (for 

Respondent First Independent Financial Services, Inc.), Dallas, Texas. 
Respondent Raymond Andrew Hall did not appear.  

                                                            
unregistered securities to Claimants, including Preferred Waste Solutions, Plant No. 
1, LLC, as well as illiquid securities and non-traded Real Estate Investment Trusts 
(“REITs”).  

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

In its Counterclaim, FIFS asserted the following cause of action: breach of contract. 
The cause of action related to FIFS’s allegation that Claimants agreed to indemnify 
FIFS in connection with Claimants’ involvement in direct participation programs and 
limited partnership investments.  

Unless specifically admitted in their Response to FIFS’s Counterclaim, Claimants 
denied the allegations made in the Counterclaim and asserted various affirmative 
defenses  

In the Amended Statement of Claim, Claimants requested:  

Compensatory Damages:   $1,390,000.00  
Punitive Damages:   Unspecified  
Interest:     Unspecified  
Other Costs:    Unspecified  
Other Monetary Relief:   Unspecified 
Other Non-Monetary Relief:  Unspecified 

In its Answer to the Amended Statement of Claim, FIFS requested that the Panel 
dismiss Claimants’ claims in full, that FIFS be awarded costs, attorneys’ fees, and all 
further just relief.  

In the Counterclaim, FIFS requested:  

Compensatory Damages:   $25,000.00  
Attorneys’ Fees:    Unspecified  
Other Costs:    Unspecified  
Other Monetary Relief:   Unspecified  

In their Answer to FIFS’s Counterclaim, Claimants requested that the Panel dismiss 
FIFS’s Counterclaim and that Claimants be awarded costs, attorneys’ fees, and other 
further appropriate relief. 
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Arbitrators:  Philip I. McConnell, Public Chairperson; Kelley L. 
Cornelius, Public Arbitrator; Van R. Oliver, Public Arbitrator.  

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

1.  First Independent Financial Services, Inc. is liable for and shall pay to 
Liphard D'Souza and Sabrina D'Souza the sum of $123,761.00 in 
compensatory damages.  

2.  First Independent Financial Services, Inc. is liable for and shall pay to 
Liphard D'Souza and Sabrina D'Souza the sum of $15,741.00 in 
attorneys’ fees pursuant to Okla. Stat. Tit. 12, §936(A).  

3.  Liphard D'Souza and Sabrina D'Souza are jointly liable for and shall 
pay to First Independent Financial Services, Inc. the sum of 
$44,650.00 in attorneys’ fees pursuant to Okla. Stat. Tit. 12, §936(A).  

4.  Pursuant to FINRA Rule 12904(j), the above awards shall be offset 
resulting in a net award of $94,852.00 in favor of Liphard D'Souza and 
Sabrina D'Souza.  First Independent Financial Services, Inc. is liable 
for and shall pay to Liphard D'Souza and Sabrina D'Souza interest on 
the net award at the rate of 6% per annum from and including the 
service date of this Award, through and including the date this Award 
is paid in full.  

5.  First Independent Financial Services, Inc.’s Counterclaim is denied 
except as to the above award of attorneys’ fees.  

6.  Any and all claims for relief not specifically addressed herein, 
including punitive damages, are denied. 

The award is notable for two reasons.  First, the Panel awarded attorneys’ 
fees to Respondent First Independent Financial Services, Inc. (“FIFS”) 
pursuant to Okla. Stat. Tit. 12 §936(A), concerning FIFS’ breach of contract 
counterclaim on the grounds that Claimants agreed to indemnify Respondent 
on any direct participation and limited partnership investments.  Some 
practitioners have reported that certain broker dealers are asserting these 
counterclaims for indemnity, possibly as a tactic to intimidate claimants, but 
this award may be the first in which a respondent has prevailed this theory.  
Second, despite the favorable ruling for Respondent on their counterclaim, the 
Panel nevertheless awarded Claimants offsetting compensatory damages of 
$123,761, in addition to awarding Claimants attorneys’ fees in the amount of 
$15,741 pursuant to the same Oklahoma Statute.  The net result of the 
offsetting awards of attorneys’ fees and award of damages to Claimants was 
an award of $94,852.00 to Claimants. 
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Donna Gambee, Claimant v. David Lloyd Barber, and Madison Avenue 
Securities, LLC, Respondents  
Case No. 16-014503  
San Diego, California  

Claimants’ Counsel:  Charles H. Field, Jr., Esq. and Edward D. Chapin, 
Esq., Sanford Heisler Sharp, LLP, San Diego, California.  
                                                            
3. Claimant asserted the following causes of action: excessive trading and churning 
(control, excessive activity, scienter); unauthorized trading; unsuitable trading; 
breach of fiduciary duty; and failure to supervise.  The causes of action relate to 
Claimant’s investments in Chesapeake Energy; Westport Innovations Inc., Pacific 
Drilling SA Luxembourg; BP Capital Twinline Energy Fund; GoPro; Twitter; and 
other unspecified investments.  

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

In its Counterclaim, FIFS asserted the following cause of action: breach of contract. 
The cause of action related to FIFS’s allegation that Claimants agreed to indemnify 
FIFS in connection with Claimants’ involvement in direct participation programs and 
limited partnership investments.  

Unless specifically admitted in their Response to FIFS’s Counterclaim, Claimants 
denied the allegations made in the Counterclaim and asserted various affirmative 
defenses  

In the Statement of Claim, Claimant requested:  

1. Unspecified damages;  
2.  Punitive damages pursuant to California Civil Code section 3294;  
3. Interest on the losses sustained from the date of the loss;  
4.  Attorneys’ fees; and 
5.  Such other and further relief as the Panel deems just and appropriate.  

In the Statement of Answer, Respondent requested:  

1. Claimant take nothing by way of the Statement of Claim;  
2. Costs of defense, including expert fees;  
3. All forum fees be assessed to Claimant;  
4. Expungement of this matter from their regulatory records; and 
5. Such other and further relief as the Panel deems just and appropriate.  

At the close of hearing, Claimant requested:  

1. Compensatory damages in the amount of $833,841.17;  
2. Punitive damages in the amount of $833,841.17;  
3. Attorneys’ fees in the amount of $867,681.65; and 
4. Costs in the amount of $44,296.90.  
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Respondents’ Counsel:  Mark S. Ehrlich, Esq. and Rachel D. Dardashti, 
Esq., Winget, Spadafora & Schwartzberg LLP, Los Angeles, California.  

Arbitrators:  Janice L. Sperow, Public Chairperson; Deanna J. Johnson, 
Public Arbitrator; Mitchell Lee Lathrop, 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:   

1. Barber is solely liable for and shall pay to Claimant the amount of 
$622,032.62 in compensatory damages, plus interest at the rate of 10% 
per annum beginning 30 days from the date the award is served until 
the amount of $622,032.62 is paid in full.  

2.  Barber is solely liable for and shall pay to Claimant the amount of 
$622,032.62 in punitive damages, plus interest at the rate of 10% per 
annum beginning 30 days from the date the award is served until the 
amount of $622,032.62 is paid in full.  The award of punitive damages 
is made pursuant to the Federal Arbitration Act and Mastrobuono v. 
Shearson Lehman Hutton, Inc., 514 U.S. 52, 57 (1995).  

3. MAS is solely liable for and shall pay to Claimant the amount of 
$211,808.55 in compensatory damages, plus interest at the rate of 10% 
per annum beginning 30 days from the date the award is served until 
the amount of $211,808.55 is paid in full.  

4. MAS is solely liable for and shall pay to Claimant the amount of 
$211,808.55 in punitive damages, plus interest at the rate of 10% per 
annum beginning 30 days from the date the award is served until the 
amount of $211,808.55 is paid in full.  The award of punitive damages 
is made pursuant to the Federal Arbitration Act and Mastrobuono v. 
Shearson Lehman Hutton, Inc., 514 U.S. 52, 57 (1995).  

5. Respondents are jointly and severally liable for and shall pay to 
Claimant the amount of $445,263.50 in attorneys’ fees, pursuant to the 
Federal Arbitration Act and Mastrobuono v. Shearson Lehman 
Hutton, Inc., 514 U.S. 52, 57 (1995) and its progeny.  

6. Respondents are jointly and severally liable for and shall pay to 
Claimant the amount of $44,296.90 in costs.  

7. Respondents’ requests for expungement are denied in their entirety.  
8. Any and all claims for relief not specifically addressed herein are 

denied.  
This award is noteworthy in light of Claimant’s significant recovery of the 

full amount of compensatory damages requested in the amount of $833,841, 
in addition to the Panel awarding aggregate punitive damages in the amount 
of $833,841.  However, the larger award of damages was against the individual 
registered representative, David Lloyd Barner, rather than against the broker-
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dealer, Madison Avenue Securities.  In addition, the Panel awarded both 
substantial attorneys’ fees in the amount of $445,263.50, as well as costs in the 
amount $44,296.50, against both Respondents jointly and severally.  
 
 
Virginia E. Nourie, individually and as Custodian for Shane Nourie, 
Claimants v. Bruce T. Cameron, RBC Capital Markets, LLC, d/b/a RBC 
Wealth Management, Respondents  
Case No. 17-003054  
Tampa, Florida  

Claimants’ Counsel:  Guy M. Burns, Esq. and Jonathan S. Coleman, Esq., 
Johnson, Pope, Bokor, Ruppel & Burns, LLP, Tampa, Florida.  

Respondents’ Counsel:  Tanya S. Lambrechts, Esq., Bressler, Amery & 
Ross, P.C., Fort Lauderdale, Florida.  

Arbitrators:  Donald Glen Russell, Public Chairperson; John G. Sciandra, 
Public Arbitrator; Marilyn K. Dirks, Public Arbitrator.  

Award:  After considering the pleadings, the testimony and evidence 
presented at the recorded in-person hearing, and the post-hearing 
submissions (if any), the Panel has decided in full and final resolution of the 
issues submitted for determination as follows:  

                                                            
4. Claimants asserted the following causes of action: negligence, negligent 
supervision and breach of duty/constructive fraud.  The causes of action relate to 
Claimants’ investments in the following oil and gas securities: Breitburn Energy 
Partners, LP; Enable Midstream Partners, LP; Enterprise Products Partners, LP; 
Ferrellgas Partners, LP; Gramercy Property Trust; JP Energy Partners, LP; Mid Con 
Energy Partners, LP; Southcross Energy Partners, LP; Summit Midstream Partners, 
LP; Tallgrass Energy Partners, LP; CrossAmerica Partners, LP; and Enlink 
Midstream Partners, LP.  

Unless specifically admitted in the Statement of Answer, Respondents denied the 
allegations made in the Statement of Claim and asserted various affirmative 
defenses.  In the Statement of Claim, Claimants requested: compensatory damages in 
excess of $500,000.00; interest; disgorgement of all commissions and other income 
paid to or received by Respondent RBC; costs, including attorneys’ fees, filing fees, 
expert witness fees, arbitrator fees and all other costs; and such other relief deemed 
appropriate by the Panel.  

In the Statement of Answer, Respondents requested: dismissal of the Statement of 
Claim with prejudice in its entirety; costs in defending against the Statement of 
Claim; a recommendation of expungement of all references to this matter from 
Respondent Cameron’s Central Registration Depository (“CRD”) records; and such 
other and further relief deemed just and proper by the Panel.  
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1.  Respondents are jointly and severally liable on the claims of 
negligence, negligent supervision and breach of fiduciary, 
and shall pay to Claimants the sum of $688,079.00 in 
compensatory damages.  

2. Respondents are jointly and severally liable for and shall pay 
to Claimants interest on the above-stated sum at the Florida 
statutory rate from the date of filing of the Statement of 
Claim (February 3, 2017) until the Award is paid in full.  

3. Respondents are jointly and severally liable for and shall pay 
to Claimants the sum of $35,275.76 in costs based upon the 
information set forth in Claimants’ bill of costs.  

4. Respondent Cameron’s request for expungement of all 
references to this matter from his CRD records is denied.  

5. Any and all claims for relief not specifically addressed 
herein, including Claimants’ request for attorneys’ fees, are 
denied.  

This award is noteworthy because of Claimant’s recovery of 
compensatory damages in an amount of $688,079, following Claimant’s 
request for damages in excess of $500,000 as asserted in the Statement of 
Claim.  Moreover, the Panel awarded prejudgment interest on the damages 
pursuant to Florida law, from the date of the filing of the Statement of Claim, 
as well as costs to the Claimant in the amount of $35,275.  The Panel held the 
brokerage firm and advisor liable for breach of fiduciary duty and negligence 
in connection with an over-concentration of oil and gas MLP investments in 
Claimant’s account.  
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Jerry Staub and Sandra Staub, Claimants v. Morgan Stanley & Co., LLC, 
Respondent  
Case No. 16-025195  
Boca Raton, Florida  

Claimants’ Counsel:  Jenice L. Malecki, Esq. and Darryl J. Bouganim, 
Esq., Malecki Law, New York, New York.  

Respondents’ Counsel:  Chan H. Nam, Esq., Morgan Stanley Wealth 
Management, New York, New York.  

Arbitrators:  Donald Theodore Ryce, Jr., Public Chairperson; Fredric R. 
Dichter, Public Arbitrator; Sara Elizabeth Hanley, Public Arbitrator.  

Award:  After considering the pleadings, the testimony and evidence 
presented at the recorded, in-person hearing, and the post-hearing submissions 
(if any), the Panel has decided in full and final resolution of the issues 
submitted for determination as follows:  

1.  Respondent is liable for and shall pay to Claimants the sum of 
$397,823.00 in compensatory damages.  The Panel found liability on 
the following claims for relief: breach of fiduciary duty; negligence; 
respondeat superior and failure to supervise; breach of contract 
(suitability) and violation of Florida Statutes § 517.301. The Panel did 

                                                            
5. Claimants asserted the following causes of action: breach of fiduciary duty; breach 
of contract; unsuitability; violation of FINRA Rule 2020; negligence; violation of 
The Investment Advisor Act of 1940; violation of New York General Business Law 
§ 349(a); violation of Florida Statutes § 517.301; and respondeat superior and failure 
to supervise. The causes of action relate to Claimants’ investments in equities, and 
oil and gas master limited partnerships (“MLPs”).  

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

In the Statement of Claim, Claimants requested: compensatory damages in an 
amount no less than $455,302.00; pre- and post-Award interest at the legal rate of 
9%; punitive damages; attorneys’ fees; and costs.  

In the Statement of Answer, Respondent requested that the Panel dismiss all of 
Claimants’ claims, and expungement of this arbitration from the Central Registration 
Depository (“CRD”) records of non-party Stephen Taft.  

At the close of the hearing, Claimants requested: compensatory damages in the 
amount of $525,973.00; interest at the rate of 9%; attorneys’ fees; costs totaling 
$22,500.00; unspecified punitive damages; and sanctions for discovery abuse in an 
unspecified amount.  
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not find liability on the claims for violation of The Investment 
Advisers Act of 1940 or violation of New York General Business Law 
§ 349(a).  

2. Respondent is liable for and shall pay to Claimants interest on the 
above stated sum at the rate of 9.00% per annum from March 23, 2016, 
until the Award is paid in full.  

3. Respondent is liable for and shall pay to Claimants the sum of 
$15,000.00 in costs.  

4. Respondent is liable for and shall pay to Claimants the sum of 
$20,000.00 for discovery sanctions based on untimely production of 
documents near or at hearing.  

5. Respondent is liable for and shall pay to Claimants attorneys’ fees in 
an amount to be determined by a court of competent jurisdiction 
pursuant to Florida Statutes § 517.301.  

6. Respondent’s request for expungement on behalf of non-party 
Stephen Taft’s CRD records is denied.  

7. Any and all claims for relief not specifically addressed herein, 
including Claimants’ request for punitive damages, are denied.  

This award is noteworthy given Claimants’ recovery of compensatory 
damages in the amount of $397,823 (Claimant had requested compensatory 
damages at close of hearing of approximately $525,000) with interest thereon 
from March 2016 until full satisfaction of the Award.  Further, the Panel found 
Respondent liable for costs in the amount of $15,000, in addition to $20,000 
for discovery sanctions based upon untimely document production.  Finally, 
the Panel awarded Claimants attorneys’ fees in an amount to be determined 
pursuant to Florida law, leaving open the potential for a substantially higher 
total recovery for Claimants.  
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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 Marnie Lambert at mlambert@mclinvestlaw.com, Andrew 
Stoltmann at andrew@stoltlaw.com, Christine Lazaro at lazaroc@stjohns.edu or 
Robin S. Ringo at rsringo@piaba.org for assistance. 
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The following PIABA Comment Letter regarding Regulatory Notice 17-34 – 
Non-Attorney Representatives in Arbitration was submitted to the Financial 
Industry Regulatory Authority by Andrew Stoltmann on December 18, 2017 
(prepared with the assistance of 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 17-34 - Non-Attorney Representatives in Arbitration  
 
 
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 FINRA’s Code of Arbitration Procedure.  

FINRA, through Regulatory Notice 17-34, seeks comment regarding 
whether to continue allowing non-attorney representatives (NARs) to 
represent parties in representation. PIABA believes that it is in the best 
interests of investors to not allow NARs to represent customer claimants in 
FINRA arbitration, with limited exceptions. In particular, PIABA believes that 
only family members and law students from securities law clinics should be 
able to continue to represent investors. Outside of those narrow exceptions, the 
use of NARs in FINRA should be barred.  

There are many drawbacks to allowing NARs to represent investors in 
arbitration. NARs do not follow any ethical code of conduct like attorneys are 
required to do, NARs do not maintain malpractice insurance, NAR 
communications with clients are not protected by the attorney-client privilege, 
and NARs are engaging in the unauthorized practice of law. PIABA’s concerns 
are not hypothetical. Allegations of misconduct have been raised regarding 
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NARs, including requiring investors to pay large and non-refundable retainers, 
settling cases without investors’ authorization, and even representing investors 
without their consent.  

PIABA recently released a report related to the problems with allowing 
NARs to represent investors in FINRA arbitration. A copy of that report is 
attached hereto and incorporated by reference.  

In sum, PIABA supports a rule change that bars NARs from representing 
investors in FINRA arbitration, with limited exceptions for family members 
and law school securities clinics. I want to thank you for the opportunity to 
comment on this important issue.  
 
 
Respectfully submitted,  
Andrew Stoltmann, President 
Public Investors Arbitration Bar Association  
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The following PIABA Comment Letter regarding the Model Legislation or 
Regulation to Protect Vulnerable Adults from Financial Exploitation was 
submitted to the Alabama Securities Commission by Andrew Stoltmann on 
November 2, 2017 (prepared with the assistance of Teresa Verges and 
Christine Lazaro). 

 
 
Via email to joseph.borg@asc.alabama.gov 
 
Joseph P. Borg, Director 
Alabama Securities Commission 
401 Adams Ave., Suite 280  
Montgomery, AL 36104 
 
Re:  Model Legislation or Regulation to Protect Vulnerable Adults from 
Financial Exploitation 
 
Dear Mr. Borg: 
 

I am writing on behalf of the Public Investors Arbitration Bar Association 
(“PIABA”)1 with respect to NASAA’s Model Legislation or Regulation to 
Protect Vulnerable Adults from Financial Exploitation (“Model Act”).  
PIABA applauds NASAA’s work with the various states to ensure nationwide 
adoption of the Model Act.  For the reasons set forth below, PIABA fully 
supports the Model Act. 

Financial exploitation of seniors and other vulnerable adults remains a 
significant problem in the United States and is projected to worsen as our 
population grows older.  Between 2012 and 2050, the population of those aged 
65 and over is expected to reach 83.7 million.2  This considerable growth is 

                                                 
1. As you know, PIABA is an international bar association comprised of attorneys 
who represent investors in securities arbitrations. Since its formation in 1990, 
PIABA has promoted the interests of the public investor in all securities and 
commodities arbitration forums, while also advocating for public education 
regarding investment fraud and industry misconduct. 

2. Jennifer M. Ortman, Victoria A. Velkoff, and Howard Hogan, An Aging Nation: 
The Older Population in the United States: Population Estimates and Projections, 
U.S. CENSUS BUREAU, p. 1 (2014), available at https://www.census.gov/prod/2014 
pubs/p25-1140.pdf [hereinafter “U.S. CENSUS BUREAU”]. 



572 WHERE WE STAND     [Vol. 24 No. 3 

due to the aging of the baby boomer generation,3 who began turning 65 in 
2011.4  Cognitive impairments such as Alzheimer’s disease and dementia are 
also projected to rise as the population grows older, further increasing the 
vulnerability of seniors to financial exploitation.5  A 2011 MetLife study 
reported a $2.9 billion annual loss by victims of elder financial abuse.6  
Additionally, approximately 36.9% of seniors are affected by financial abuse 
in any five-year period.7  These figures illustrate the magnitude of the problem 
affecting a significant portion of the population, which will only improve with 
the implementation of remedial measures. 

Recently, FINRA adopted Rule 2165, “Financial Exploitation of Specified 
Adults.”  The FINRA Rule is to become effective in February 2018, and 
permits brokerage firms to “place a temporary hold on a disbursement of funds 
or securities from the Account of a Specified Adult” under certain 
circumstances.  However, the FINRA rule is only permissive; it does not 
mandate that such a hold be placed, even if the firm reasonably believes 
financial exploitation is occurring or has occurred.  The FINRA rule is also 
silent as to reporting the suspected financial exploitation to the appropriate 
securities regulator or adult protective services.   

Similarly, Congress is considering passage of the Senior$afe Act of 2017, 
S. 223 & H.R. 3758.  The Senior$afe Act contemplates immunity for financial 

                                                 
3. The baby boomer generation includes those born between 1946 and 1964. 

4. U.S. CENSUS BUREAU, p. 1. 

5. See THE ALZHEIMER’S ASSOC., available at http://www.alz.org/facts/ (noting that, 
“An estimated 5.4 million people in the United States have Alzheimer’s disease”); 
see also K. L. Triebel & D. C. Marson, The Warning Signs of Diminished Financial 
Capacity in Older Adults, GENERATIONS 36.2, 39–45 (2012), available at 
https://www.questia.com/library/journal/1P3-2717110131/the-warning-signs-of-
diminished-financial-capacity; Robert Abrams, The Dementia Crisis, 89 N.Y. STATE 

BAR ASSOC. J. 10 (Jan. 2017) (“Approximately 47 million people have dementia 
worldwide, over 20 percent of whom reside in the United States. By 2050, 135 
people worldwide are projected to have dementia and similar growth of this disease 
is expected to increase proportionately in the United States.”). 

6. The MetLife Study of Elder Financial Abuse: Crimes of Occasion, Desperation, 
and Predation against America’s Elders, p. 2, June 2011, available at 
https://www.metlife.com/assets/cao/mmi/publications/studies/2011/mmi-elder-
financial-abuse.pdf. 

7. The True Link Report on Elder Financial Abuse 2015 (Jan. 2015), available at 
https://truelink-wordpress-assets.s3.amazonaws.com/wp-content/uploads/True-Link-
Report-On-Elder-Financial-Abuse-012815.pdf. 
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professionals who report suspected financial exploitation of a senior citizen to 
an appropriate agency.  Like the FINRA rule, the Senior$afe Act permits 
reporting but does not require it. 

Unlike the FINRA rule and the Senior$afe Act, the Model Act offers 
comprehensive protections to vulnerable adults.  For example, the Model 
definition of “eligible adult” draws a bright‐line at age 65 for identifying adults 
who may be in need of the increased protective measures provided by the 
Model Act while still including other vulnerable adults such as those who 
qualify for protection under a state’s adult protective services statute.  
“Financial exploitation” is broadly defined to include acts or omissions of 
someone for the purpose of obtaining control of, or converting, money, assets 
or property of an eligible adult.  Thus, the Model Act applies to not only the 
actual wrongful or unauthorized taking of money, assets or property of an 
eligible adult, but also the steps leading up to such a wrongful or unauthorized 
taking. 

In contrast to states that do not specifically include broker‐dealers or 
investment advisors among those who have reporting obligations, the Model 
Act defines certain positions at broker‐dealers and investment advisory firms 
as “qualified individuals” who have the right or obligation to protect an eligible 
adult and, thus, the Model Act can be used to bridge gaps in existing statutory 
or regulatory schemes that do not include broker‐dealers or investment 
advisors.  

Additionally, the Model Act is not merely permissive; it requires action if 
certain specified individuals have a reasonable belief that an eligible adult is 
being, may be, or may have been financially exploited.  The Model Act also 
requires prompt notification to Adult Protective Services and the securities 
commissioner of such a belief, providing comprehensive protection to seniors 
and other vulnerable adults. Like the FINRA rule and the Senior$afe Act, the 
Model Act contemplates administrative and civil immunity for qualified 
individuals that comply with the Model Act, which, should encourage 
compliance as long as such compliance is in good faith and reasonable.   

The Model Act may be used by states to compliment, supplement, and/or 
bolster existing statutes, regulations and/or rules that protect vulnerable 
investors from financial abuse, including the FINRA rules and the Senior$afe 
Act (if it is adopted).  One of the virtues of the Model Act is that it recognizes 
that financial intermediaries are uniquely positioned to identify potential 
financial exploitation and take immediate steps to protect vulnerable adults by 
reporting suspected abuse to authorities.  PIABA believes that all states should 
enact the Model Act.  That way, all seniors and vulnerable adults will be 
protected from financial exploitation, regardless of their state of residence.   
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PIABA thanks NASAA for its efforts on behalf of vulnerable adults.  PIABA 
is grateful for the opportunity to comment on these important issues, and is 
happy to provide any additional information that may be helpful. 

 
 

Respectfully submitted, 
Andrew Stoltmann 
PIABA President 
 
 
 
cc:  Michael Canning (via email to mc@nasaa.org)  
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The following PIABA Comment Letter regarding the RIN 1210-AB82; 
Extension of Transition Period and Delay of Applicability Dates; Best Interest 
Contract Exemption (PTE 2016-01); Class Exemption for Principal 
Transactions in Certain Assets Between Investment Advice Fiduciaries and 
Employee Benefit Plans and IRAs (PTE 2016-02); Prohibited Transaction 
Exemption 84-24 for Certain Transactions Involving Insurance Agents and 
Brokers, Pension Consultants, Insurance Companies, and Investment 
Company Principal Underwriters (PTE 84-24) was submitted to the Employee 
Benefits Security Administration by Marnie C. Lambert on September 15, 
2017 (prepared with the assistance of Christine Lazaro, Charles Field and 
Melinda Steuer). 
 
 
Office of Exemption Determinations 
Employee Benefits Security Administration  
Attention: D-11712, 11713, 11850 
U.S. Department of Labor  
200 Constitution Avenue, N.W., Suite 400  
Washington, D.C. 20210 
 
Re:  RIN 1210-AB82; Extension of Transition Period and Delay of 
Applicability Dates; Best Interest Contract Exemption (PTE 2016-01); Class 
Exemption for Principal Transactions in Certain Assets Between Investment 
Advice Fiduciaries and Employee Benefit Plans and IRAs (PTE 2016-02); 
Prohibited Transaction Exemption 84-24 for Certain Transactions Involving 
Insurance Agents and Brokers, Pension Consultants, Insurance Companies, 
and Investment Company Principal Underwriters (PTE 84-24)  
 
 
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.  

PIABA strongly opposes any further extension of the transition period and 
delay of the January 1, 2018 applicability date of the exemptions (collectively, 
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the “PTEs”) which accompany the Department of Labor’s Conflict of Interest 
Rule (the “Rule”).  

The Department has already solicited comments on its proposal to delay 
implementation of the Rule and the PTEs1 in response to the President’s 
Memorandum to the Secretary of Labor directing the Department to “examine 
the Fiduciary Duty Rule to determine whether it may adversely affect the 
ability of Americans to gain access to retirement information and financial 
advice.”2 The Department received approximately 193,000 comment and 
petition letters, with 178,000 commenters and petitioners (92%) opposing any 
delay of the Rule or PTEs.3 Notwithstanding the overwhelming opposition to 
any delay whatsoever, the Department nevertheless delayed the Rule and PTEs 
as it had proposed. The Department delayed the applicability date of the Rule 
until June 9, 2017, and delayed the applicability dates of the PTEs so that the 
Impartial Conduct Standard would be implemented on June 9, 2017, but many 
other conditions of the PTEs would not be implemented until January 1, 2018.4 

The Department now seeks to fully delay implantation of the PTEs until 
July 1, 2019, eighteen to twenty six months after their originally contemplated 

                                                 
1.  See, Dep’t of Labor, Definition of the Term “Fiduciary”; Conflict of Interest 
Rule-Retirement Investment Advice; Best Interest Contract Exemption (Prohibited 
Transaction Exemption 2016-01); Class Exemption for Principal Transactions in 
Certain Assets Between Investment Advice Fiduciaries and Employee Benefit Plans 
and IRAs (Prohibited Transaction Exemption 2016-02); Prohibited Transaction 
Exemptions 75-1, 77-4, 80-83, 83-1, 84-24 and 86-128, 82 Fed. Reg. 12319 (Mar. 2, 
2017) (“Proposal for Delay”), available at https://www.federalregister.gov/ 
documents/2017/03/02/2017-04096/definition-of-the-term-fiduciary-conflict-of-
interest-rule-retirement-investment-advice-best.  

2. White House, Presidential Memorandum on Fiduciary Duty Rule (Feb. 3, 2017), 
available at https://www.whitehouse.gov/the-press-office/2017/02/03/presidential-
memorandum-fiduciary-duty-rule.  

3. See, Dep’t of Labor, Definition of the Term ‘‘Fiduciary’’; Conflict of Interest 
Rule—Retirement Investment Advice; Best Interest Contract Exemption (Prohibited 
Transaction Exemption 2016–01); Class Exemption for Principal Transactions in 
Certain Assets Between Investment Advice Fiduciaries and Employee Benefit Plans 
and IRAs (Prohibited Transaction Exemption 2016–02); Prohibited Transaction 
Exemptions 75–1, 77–4, 80–83, 83–1, 84–24 and 86–128, 82 Fed. Reg. 16902, 
16903 (Apr. 7, 2017) (“Notice of Delay”), available at https://www.federal 
register.gov/documents/2017/04/07/2017-06914/definition-of-the-term-fiduciary-
conflict-of-interest-rule-retirement-investment-advice-best. 

4. See, id.  
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implementation.5 However, further delay of the full implementation of the 
PTEs will lead to additional irreversible harm to investors. 

The Department recently filed a request for information as to whether a 
further delay of implementation of the remaining conditions of the PTEs is 
warranted.6 Comments were due in early August. As of July 21, 2017, the 
Department had already received 60,000 comments.7 The Department has now 
moved forward with its proposed delay, notwithstanding that it has not had 
sufficient time to review the comments previously received. It appears the 
outcome has been pre-determined, with the additional requests for comments 
on the Department’s proposals nothing more than a statutorily required 
formality.  

The Department’s actions and justifications have been and continue to be 
flawed. The Department’s rationale behind its prior request for information 
was flawed. The Department asked whether a delay would “reduce burdens on 
financial services providers and benefit retirement investors by allowing for 
more efficient implementation responsive to recent market developments.” 
While the Department understandably has to be cognizant of the burdens of 
any rulemaking on financial services companies, its mission is to “foster, 
promote, and develop the welfare of the wage earners, job seekers, and retirees 
of the United States…”8 Similarly, the Employee Benefits Security 
Administration’s (“EBSA”) mission is to “assure the security of the retirement, 
health and other workplace related benefits of America's workers and their 
                                                 
5. See, Dep’t of Labor, Extension of Transition Period and Delay of Applicability 
Dates; Best Interest Contract Exemption (PTE 2016-01); Class Exemption for 
Principal Transactions in Certain Assets Between Investment Advice Fiduciaries and 
Employee Benefit Plans and IRAs (PTE 2016-02); Prohibited Transaction 
Exemption 84-24 for Certain Transactions Involving Insurance Agents and Brokers, 
Pension Consultants, Insurance Companies, and Investment Company Principal 
Underwriters (PTE 84-24), 82 Fed. Reg. 41365 (Aug. 31, 2017) (“Second Proposal 
for Delay”), available at https://www.federalregister.gov/documents/2017/08/31/ 
2017-18520/extension-of-transition-period-and-delay-of-applicability-dates-best-
interest-contract-exemption-pte.  

6. See, Dep’t of Labor, Request for Information Regarding the Fiduciary Rule and 
Prohibited Transaction Exemptions, 82 Fed. Reg. 31278 (July 6, 2017) (“Request for 
Information”), available at https://www.federalregister.gov/documents/2017/07/06/ 
2017-14101/request-for-information-regarding-the-fiduciary-rule-and-prohibited-
transaction-exemptions. 

7. See, Second Proposal for Delay, 82 Fed. Reg. at 41366. 

8. Dep’t of Labor, Our Mission, available at https://www.dol.gov/general/aboutdol/ 
mission.  
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families. [It] will accomplish this mission by developing effective regulations; 
assisting and educating workers, plan sponsors, fiduciaries and service 
providers; and vigorously enforcing the law.”9  

In its current proposal for delay, the Department continues to focus on the 
costs and burdens to the industry to justify further delay of implementation of 
the PTEs.10 The Department continues to ignore the extensive review and 
consideration that went into the initial adoption of the Rule and PTEs. The 
Department continues to ignore the significant harm investors will incur due 
to further delay. 

After being drafted, vetted, withdrawn, re-written, vetted, approved and 
revised again, the Rule and the PTEs are just the type of “effective regulations” 
that EBSA must develop to “assure the security of the retirement … benefits 
of America’s workers and their families.” Unfortunately, rather than moving 
forward with implementation of the PTEs, the Department seeks to undermine 
its effectiveness, first by refusing to enforce the regulations11 and then by 
seeking to delay and alter the regulations. The Department must do what it can 
to support full implementation of the PTEs if it is to act consistent with its 
mission.  

 
 

Further Delay of the PTEs will be detrimental to retirement investors 
 

While the Impartial Conduct Standards are important to investors, more is 
needed to ensure that investors are protected from conflicted advice which 
costs investors $17 billion each year.12  

                                                 
9. Dep’t of Labor, Employee Benefits Security Administration, Our Mission, 
available at https://www.dol.gov/agencies/ebsa/about-ebsa/about-us/mission-
statement.  

10. See, Second Proposal for Delay, 82 Fed. Reg. at 41371. 

11. See, Dep’t of Labor Field Assistance Bulletin No. 2017-02, “Temporary 
Enforcement Policy on Fiduciary Duty Rule” (May 22, 2017), available at 
https://www.dol.gov/agencies/ebsa/employers-and-advisers/guidance/field-
assistance-bulletins/2017-02; Dep’t of Labor Field Assistance Bulletin No. 2017-03, 
“Enforcement Policy on Arbitration Limitation in the Best Interest Contract 
Exemption and Principal Transactions Exemption” (Aug. 30, 2017), available at 
https://www.dol.gov/agencies/ebsa/employers-and-advisers/guidance/field-
assistance-bulletins/2017-03.  

12. See, White House Council of Economic Advisers, The Effects of Conflicted 
Investment Advice on Retirement Savings (Feb. 2015); available at 
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The Department created the Best Interest Contract Exemption (the 
“BICE”) to allow firms to continue receiving commissions and other forms of 
compensation that are common to retail transactions involving retirement 
plans, while ensuring that investors are protected from conflicts inherent in 
such payments.13 Pursuant to the BICE, financial advisors and firms that 
provide retirement advice may continue to receive commissions, 12b-1 fees, 
revenue sharing payments from issuers, sales loads or other similar 
compensation, provided that the investment advice they give is in the 
investor’s best interest and “that they implement safeguards against the 
harmful impact of conflicts of interest on investment advice.”14 Those 
safeguards include warranties that the firms have done what they are required 
to do, and a contract that clearly sets forth the financial advisors’ obligations 
to the retirement investor.   

However, the Department’s current proposal will delay implementation of 
those safeguards, removing an important, necessary protection from the 
exemption. For years, retirement investors have been sold products that do 
little more than benefit the financial advisors and firms selling them.15 For 
years, financial advisors have presented themselves in their advertisements 
and on their websites as trusted counselors and advisors, yet disclaim such a 
relationship of trust exists when there is any attempt to hold the advisors 
accountable for their actions.16 Yet, now, we are to believe that financial 
advisors and their firms will voluntarily act in the best interests of their clients, 
notwithstanding that there is no incentive to do so.   

                                                 
https://obamawhitehouse.archives.gov/sites/default/files/docs/cea_coi_report_final.p
df.  

13. DOL Final Rule, supra n. 5 at 20991. 

14. Id. at 21003, 21004. 

15. See Benjamin P. Edwards, Conflicts & Capital Allocation, 78 OHIO ST. L.J. 181, 
199 (2017) (pointing out that the current distribution of financial products is better 
explained by financial adviser preferences than investor preferences). 

16. See, PIABA Report, Major Investor Losses Due to Conflicted Advice: Brokerage 
Industry Advertising Creates the Illusion of a Fiduciary Duty; Misleading Ads Fuel 
Confusion, Underscore Need for Fiduciary Standard (March 25, 2015) (“PIABA 
Report”), available at https://piaba.org/system/files/pdfs/PIABA%20Conflicted%20 
Advice%20Report.pdf;see also, Consumer Federation of America & Americans for 
Financial Reform, Financial Advisor or Investment Salesperson? Brokers and 
Insurers Want to Have it Both Ways (Jan. 18, 2017), available at http://ourfinancial 
security.org/wp-content/uploads/2017/01/Financial-Advisor-or-Investment-
Salesperson.pdf.   
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The PTEs are of vital importance today because IRAs and 401(k) and 
403(b) retirement plans have become the primary tool for retirement planning 
and savings for millions of working Americans. Pensions have become rare, 
making retirement investors more responsible for ensuring they have the 
necessary funds to support themselves in retirement. One-time transactions 
like rollovers will involve trillions of dollars over the next five years and are 
often among the most significant financial decisions families will ever make.17 
As funds are rolled into IRAs from workplace retirement plans, investors will 
seek guidance and advice from financial advisors. 

If the PTEs are not permitted to be fully implemented on January 1, 2018, 
retirement investors will continue to be harmed by the same conflicts of 
interests that made the Rule and PTEs necessary in the first place. Retirement 
investors seek help to manage their funds because they are unable to navigate 
the complex financial services market alone. They expect that they will receive 
appropriate advice, and that if something goes wrong, they will have some way 
to try to make it right. Further delaying the key investor protections within the 
PTEs will remove these protections, leaving retirement investors with little 
more than a misplaced hope that their financial advisor is acting in their best 
interests. PIABA has previously provided multiple stories of retirement 
investors who have been harmed under the prior standards.18 
 
 
 
 
 
 

                                                 
17. “Rollovers” are expected to approach $2.4 trillion cumulatively from 2016 
through 2020.  See, RIA, supra n. 14.  

18. See, PIABA, Comment Letter to the Dep’t of Labor (July 21, 2015), available at; 
PIABA, Comment Letter to the Dep’t of Labor (Sept. 24, 2015), available at 
https://piaba.org/system/files/comment_letter_pdfs/DOL%20Best%20Interest%20Ru
le%20Comment,%20RIN%201210-AB32%20(September%2024,%202015).pdf; 
PIABA, Comment Letter to the Dep’t of Labor (Mar. 17, 2017), available at 
https://piaba.org/system/files/comment_letter_pdfs/DOL%20Comment%20Letter,%
20RIN%201210-AB79%20(March%2017,%202017).pdf; and Joseph Peiffer, 
Statement for the Record Submitted to the United States Department of Labor 
Employee Benefits Security Administration On Conflict of Interest Proposed Rule 
Public Hearing (Aug. 11, 2015), available at https://piaba.org/piaba-newsroom/ 
congressional-testimony-statement-record-submitted-united-states-department-labor-
emp.  
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Firms are capable of fully complying with the PTEs  
 

Some firms have already begun making changes necessary to comply with 
the existing Rule and PTEs.19 In examining the efforts made to date by the 
industry, a report by Consumer Federation of America determined that:  
 
(i) the DOL rule is already eliminating the most harmful conflicts 

associated with commission-based advice without eliminating access to 
commission-based advice;  

(ii) despite dire predictions to the contrary, most firms are continuing to 
offer commission-based retirement investment advice; and,  

(iii) far from driving up investors’ costs, the rule is already responsible for 
significant cost reductions.20   

Moreover, in a recent letter by Senator Warren to the Department, the 
Senator demonstrated that a number of firms have reassured their shareholders 
that they are capable of full compliance with the Rule, and that the Rule is 

                                                 
19. See, e.g., Merrill Lynch tweet (Nov. 10, 2016) (“We’re committed to a higher 
standard for retirement accounts. We view the Department of Labor Fiduciary Rule 
as a positive step for the industry and great news for investors.  We support it 
wholeheartedly.”), available at https://t.co/OMw73LvR6d; Morgan Stanley Press 
Release, Morgan Stanley to Preserve Client Choice for Retirement Accounts (Oct. 
26, 2016) (“Morgan Stanley’s core values of putting clients first and doing the right 
thing are behind our plan for implementing the Department of Labor’s upcoming 
fiduciary rule for retirement accounts. …We believe our advisors can most 
effectively uphold a fiduciary standard of care and work in clients’ best interests by 
continuing to offer choice.”), available at https://www.morganstanley.com/press-
releases/morgan-stanley-to-preserve-client-choice-for-retirement-accounts; Morgan 
Stanley article, Morgan Stanley Preserves Client Choice in Response to DOL Rule 
(Oct. 26, 2016) (“Moving forward, our clients will continue to have access to 
commission-based retirement brokerage accounts with recommendations from us 
that will be consistent with the DOL Fiduciary Rule and Best Interest Contract 
Exemption…Morgan Stanley…will also offer clients the choice of fee-based 
retirement account arrangements.”), available at http://www.morganstanley.com/ 
articles/DOL-fiduciary-rule; Consumer Federation of America, The Department of 
Labor Conflict of Interest Rule is Already Delivering Benefits to Workers and 
Retirees: Delay Puts Those Benefits at Risk (Jan. 31, 2017) (“CFA Report”), 
available at http://consumerfed.org/wp-content/uploads/2017/01/1-31-17-DOL-Rule-
Delivering-Benefits_Fact-Sheet.pdf.  

20. CFA Report, supra n. 30. 
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consistent with the firms’ goals of putting their clients’ interests before their 
own.21 

The financial industry has engaged in a systematic game of “Chicken 
Little,” claiming the sky will fall if they are required to adhere to the full 
provisions of the PTEs. By claiming firms cannot do business with small 
investors while simultaneously complying with the provisions of the PTEs, 
firms are saying that they are incapable of acting in the best interests of their 
smaller clients. SIFMA vaguely points to an increase in orphaned accounts, 
notwithstanding that firms are only obligated to adhere to the Impartial 
Conduct Standards.22 Are investors to be forced to choose between conflicted 
advice, and no advice? If only conflicted advice is available, it may not be any 
good. Some research indicates that investors would be better served by no 
advice than by conflicted advice.23  

Complying with the PTEs should not hamper a firm’s ability to do 
business. Several states have long considered brokers fiduciaries under state 
common law.24 Firms operating in those states continue to offer the same levels 
of advice and continue to do business. They have not closed shop because of 
the potential litigation consequences of being held to a fiduciary standard. A 
2012 study 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.25  

Moreover, there is ample evidence that investors will continue to have 
access to advice, whether their accounts are large or small. Many of the large 

                                                 
21. See, Senator Warren to the Dep’t of Labor (Sept. 5, 2017), available at 
https://www.warren.senate.gov/files/documents/2017_09_05_Letter_to_Acosta_Fidu
ciary_Rule.pdf.  

22. See, SIFMA, “The DOL Fiduciary Rule: A Study on how financial institutions 
have responded and the resulting impacts on retirement investors,” Deloitte (Aug. 9, 
2017), available at https://www.sifma.org/wp-content/uploads/2017/08/Deloitte-
White-Paper-on-the-DOL-Fiduciary-Rule-August-2017.pdf.  

23. See generally John Chalmers & Jonathan Reuter, Is Conflicted Investment Advice 
Better Than No Advice? (Nat'l Bureau of Econ. Research, Working Paper No. 18158, 
2012), http://www.nber.org/papers/w18158. 

24. See, e.g. California, Georgia, Florida, Missouri, Puerto Rico, South Carolina, and 
South Dakota. 

25. See, Michael Finke and Thomas P. Langdon, The Impact of the Broker-Dealer 
Fiduciary Standard on Financial Advice (Mar. 9, 2012), available at 
https://www.onefpa.org/journal/Pages/The%20Impact%20of%20the%20Broker-
Dealer%20Fiduciary%20Standard%20on%20Financial%20Advice.aspx.  
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brokerage firms will continue to offer commission-based alternatives for their 
clients, including Merrill Lynch, Morgan Stanley, Wells Fargo Advisors, LPL 
Financial, Raymond James, UBS and Edward Jones.26 Some firms will offer 
primarily fee-based accounts, but will offer self-directed accounts and the use 
of robo-advisers for those investors who want to pay transaction based fees.27 
Some firms are tweaking their existing options to ensure compliance with the 
Rule’s requirements, by changing account minimums and fees.28 Some firms 
are incorporating the option of robo-advice more broadly for retirement 
accounts.29 UBS has announced it will shift how it compensates advisors to 
mitigate conflicts of interest rather than changing what it offers investors.30 

The vast majority of brokerage firms and financial advisors have stated, 
without equivocation, that they will continue to offer the full panoply of 
financial products to small investors. For example, Morgan Stanley announced 
that its transaction based retirement brokerage accounts will continue to offer 
a broad array of products, including, but not limited to, mutual funds and 
exchange traded products.31 Similarly, Raymond James has announced that it 
fully expects to continue to offer a full range of investment options for all of 
its clients.32 Likewise, Edward Jones customers who utilize its transaction 
based IRAs will be able to invest in a full range of stocks, bonds, certificates 

                                                 
26. Michael Wursthorn, A Guide to Brokers’ Retirement-Account Plans, Wall Street 
Journal (May 23, 2017), available at https://www.wsj.com/articles/a-guide-to-
brokers-retirement-account-plans-1495558474?tesla=y&mg=prod/accounts-wsj.  

27. E.g., Merrill Lynch and JP Morgan Chase. See id.  

28. E.g., Morgan Stanley, Wells Fargo, LPL Financial, Raymond James, and Edward 
Jones. See id. 

29. E.g., Wells Fargo, LPL Financial, and Raymond James. See id. 

30. Bruce Kelly, UBS latest to shift broker compensation ahead of DOL fiduciary 
rule, Investment News (June 2, 2017), available at http://www.investmentnews.com/ 
article/20170602/FREE/170609979/ubs-latest-to-shift-broker-compensation-ahead-
of-dol-fiduciary-rule.  

31. Morgan Stanley Press Release, Morgan Stanley to Preserve Client Choice for 
Retirement Accounts (Oct. 26, 2016), available at https://www.morganstanley.com/ 
press-releases/morgan-stanley-to-preserve-client-choice-for-retirement-accounts.  

32. Andrew Welsch, Raymond James Follows Morgan’s Lead in Keeping 
Commissions Under Fiduciary Rule, OnWallStreet.com (Oct. 27, 2016), available at 
https://www.onwallstreet.com/news/raymond-james-follows-morgans-lead-in-
keeping-commissions-under-dol.  
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of deposits, and variable annuities.33 A recent survey of representatives 
affiliated with 14 major independent brokerage firms found that 74% of such 
advisors/brokerage firms have not reduced the number of products that were 
available to their transaction – based customers as a result of the Rule.34 These 
same representatives reported that, while they are acting as fiduciaries, much 
of their business remains transaction based and therefore available to small 
investors.35    

Several brokerage firms have also reduced their fees for small investors 
and/or account minimums, in response to the Rule. As a result, the Rule has 
benefitted small investors by providing them with lower fees, and access to 
services and accounts, which they did not previously have. For example, 
Merrill Lynch is discounting fees for IRA accounts that are moved over to an 
advisory relationship in order to equalize the fee level for its low trading 
brokerage customers.36 Edward Jones will be reducing the minimum on its fee-
based accounts to $25,000 for clients who want to purchase stocks, mutual 
funds, or exchange traded funds, and to $50,000 for clients who want to 
purchase individual bonds.37 In addition, Edward Jones will continue to have 
a minimum investment requirement of $5,000 for its Guided Solutions Fund 
Account.38 Similarly, LPL Financial has announced that it will be reducing the 
account minimum for its Optimum Market Portfolios from $15,000 to 
$10,000.39 Charles Schwab has also recently announced that it plans to launch 
a new advisory service in the first half of 2017 that will have an investment 

                                                 
33. Andrew Welsch, Fiduciary Ready: Edward Jones Unveils Compliance Plans, 
OnWallStreet.com (Aug. 19, 2016), available at https://www.onwallstreet.com/news/ 
fiduciary-ready-edward-jones-unveils-compliance-plans.   

34. Diana Britton, Delay or not IBDs Moving Toward a Fiduciary Future, 
WealthManagement.com (Apr. 5, 2017), available at http://www.wealth 
management.com/industry/delay-or-not-ibds-moving-toward-fiduciary-future. 

35. Id. 

36. Greg Iacurci & Christine Idzelis, Broker-dealer Split on Commissions in Wake of 
DOL Fiduciary Rule, Investment News (Oct. 30, 2016), available at 
http://www.investmentnews.com/article/20161030/FREE/161029902/broker-dealers-
split-on-commissions-in-wake-of-dol-fiduciary-rule. 

37. Welsch, supra note 71. 

38. Id. 

39. Janet Levaux, LPL Cuts Prices, Account Minimums Ahead of DOL Fiduciary 
Rule, ThinkAdvisor.com (Mar. 16, 2016), available at http://www.thinkadvisor.com/ 
2016/03/16/lpl-cuts-prices-account-minimums-ahead-of-dol-fidu.  
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minimum of $25,000, but will offer comprehensive financial and investment 
planning, ongoing guidance from planning consultants, and fully automated 
and diversified portfolios comprised of low-cost, exchange traded funds from 
Schwab and third-party providers such as Vanguard.40 

A recent study of representatives affiliated with 14 of the largest 
independent brokerage firms reflects that 74% of such advisors/firms will 
continue to allow commission-based transactions in retirement accounts.41 
These representatives reported that they believe that they can operate in the 
best interest of their clients, while still offering commission-based products.42  

 
 
Conclusion 
 

Further delaying the full implementation of the PTEs will continue to cost 
investors their hard earned retirement money. SaveOurRetirement.com 
estimates that retirement savers lose between $57 million and $117 million 
every day due to conflicted investment advice, amounting to at least $21 
billion annually.43 This coheres with the Council of Economic Advisers 
estimate that Americans suffer $17 billion in losses annually due to conflicted 
advice they receive from financial advisors.44 The Economic Policy Institute 
estimates that a further delay of the PTEs will cost retirement saves $10.9 
billion over the next 30 years.45 It is essential that there be full implementation 
                                                 
40. Charles Schwab Press Release, Schwab Announces Schwab Intelligent Advisory 
(Dec. 13, 2016), available at http://pressroom.aboutschwab.com/press-release/ 
schwab-investor-services-news/schwab-announces-schwab-intelligent-advisory.  

41. Britton, supra note 72. 

42. Id. 

43. See, Save our Retirement, Comment Letter to the Dep’t of Labor (May 8, 2015), 
available at http://saveourretirement.com/cms/wp-content/uploads/2015/02/DOL-
SOR-Letter-Comment-Period-Request-5-8-15.pdf.  

44. See, White House Council of Economic Advisers, The Effects of Conflicted 
Investment Advice on Retirement Savings, supra n. 23. “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. 

45. See, Economic Policy Institute, “DOL proposes 18 month delay of full 
implementation of fiduciary rule, setting the stage for retirement savers to lose $10.9 
billion” (Aug. 30, 2017), available at http://www.epi.org/press/stage-is-set-for-
retirement-savers-to-lose-10-9-billion/.  
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of the PTEs to ensure that firms are not diverting funds from retirement 
investors due to their improper and overreaching conflicts of interest. 

When the Department first enacted the Rule and PTEs, it justified the need 
the for the Rule and its implementation period, which contemplates the 
remaining conditions of the PTEs becoming effective in January 2018. 
Nothing has changed which would justify a reconsideration at this time. The 
Department also pointed out that full compliance with the Rule and PTEs 
would cost the industry $16 billion over ten years.46 Conversely, full 
implementation of the Rule and PTEs may reduce the costs borne by investors 
due to conflicted advice by between $33 billion and $36 billion.47 
Consequentially, neither the industry nor the Department can justify further 
delay of the full implantation of the Rule and PTEs.  

Accordingly, the Department should proceed with the applicability 
timeline set forth in the Rule and PTEs and ensure that investors are protected. 
 
Very truly yours, 
Marnie C. Lambert 
PIABA President 

 
 

                                                 
46. Id. 

47. Proposal for Delay, supra n. 1.  
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