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RECOMMENDATIONS TO IMPROVE AND ENHANCE THE SEC 
BEST INTEREST STANDARD FOR INVESTORS 

 
Andrew Stoltmann and Melinda Steuer1 

 
 

Acknowledgments2 
 
I. Introduction/Executive Summary 
 

On April 18, 2018 the Securities and Exchange Commission (“SEC”) 
released “rulemakings and interpretations designed to enhance the quality 
and transparency of investors’ relationships with investment advisers and 
broker-dealers while preserving access to a variety of types of advice 
relationships and investment products.”3  The SEC’s proposed “best interest” 
standard for securities broker-dealers and their associated persons 
(collectively “brokers”) needs significant changes in order to protect the 
brokerage and retirement accounts of investors while remaining consistent 
with the SEC’s intent.  This report provides 15 specific, detailed 
recommendations to improve and enhance the Rule.     

                                                 
1. Andrew Stoltmann is a Chicago based securities and investment fraud attorney. 
He is President 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. 

Melinda Jane Steuer is a Sacramento, California based securities attorney.  She is the 
founder of the Law Offices of Melinda Jane Steuer.  She has been a member of 
PIABA since 2010 and is the Co-Chair of PIABA’s Fiduciary Committee.  Ms. 
Steuer focuses her practice on representing investors who bring claims against 
securities brokerage firms and financial advisors for investment losses.   

2. The authors want to thank PIABA’s Executive Director Robin Ringo and the 
entire PIABA Fiduciary Committee including Charles Field, Christine Lazaro, 
Joseph Peiffer, Celiza Braganca, Brent A. Burns, Robert W. Goehring, Melanie Lee, 
Timothy J. O'Connor, Braden "Brady" W. Sparks, Patricia L. Vannoy and Teresa J. 
Verges for their hard work and dedication to improving the fiduciary duty/best 
interest standard. 

3. See SEC website https://www.sec.gov/news/press-release/2018-68. 
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There is an overwhelming need for a strong, investor centric best interest 
standard.  Americans are woefully unprepared for retirement and meeting 
other financial goals.  Decades of conflicted advice and high fee investments 
by brokerage firms directly led to this crisis.  Half of all Americans have less 
than $10,000 in savings, and nearly half of the oldest Baby Boomers are at 
risk of not having sufficient retirement resources to pay for basic retirement 
expenses and healthcare costs.4  The Center for Retirement Research at 
Boston College estimates that our “retirement income deficit” is $6.6 trillion.  
That number represents the gap between the pension and retirement savings 
that American households have today and what they should have today to 
maintain their standard of living in retirement.   

 
 

II. Specific Recommendations and Enhancements 
 

a. The Proposed Rule Must Provide Specific Standards Regarding 
the Broker’s Best Interest Obligations   

 
The Rule includes three general obligations: (1) the Duty to Avoid and/or 

Mitigate Conflicts of Interest; (2) the Duty of Care; and (3) the Duty of 
Disclosure.  The final rule should expressly state that a broker must comply 
with all three of the foregoing obligations in order to comply with the Rule.  
The language of the release suggests that this is the SEC’s intent but the 
standards for meeting these three obligations must be clarified in a manner 
that reflect the realities of the broker-customer relationship.    
 
 

1. The Conflict of Interest Obligation 
 

The Conflict of Interest Obligation would require broker-dealers to 
establish, maintain, and enforce written policies and procedures reasonably 
designed to: “(a) identify and at a minimum disclose, or eliminate, all 
material conflicts of interest that are associated with such recommendations; 
and (b) identify and disclose and mitigate, or eliminate, material conflicts of 
interest arising from financial incentives associated with such 
recommendations.”5     

                                                 
4. S. Comm. on Health, Education, Labor, and Pensions, 112th Cong., The 
Retirement Crisis and a Plan to Solve It  (2012). 

5. SEC Release No. 34-83062 at 406. 
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Recommendation #1: The Rule needs to go further and also prohibit 
certain “financial incentives” altogether.  The SEC suggested eliminating 
compensation incentives within a product line.6 FINRA has examined in the 
past whether differential compensation structures should be prohibited with 
respect to proprietary products.7  FINRA also considered whether product 
specific sales contests should be prohibited.8  

Significant problems associated with sales contests remain in the 
securities industry. For example, Scottrade is alleged to have conducted sales 
contests in 2017 which “perversely incentivized Scottrade agents to bring in 
new assets from customers, including through the rollover of retirement 
assets,” as well as “make recommendations and referrals to its investment 
advisory program in order to qualify for particular prizes.”9  Such contests 
“could be reasonably expected to cause Scottrade agents to make 
recommendations in their own best interests rather than the best interests of 
their customers.”10  Firms used other improper financial incentives as well.  
In 2017, Morgan Stanley consented to a $1 million fine for utilizing incentive 
programs for initiating lending relationships with Morgan Stanley Private 
Bank.11  Notwithstanding Morgan Stanley’s internal prohibition against sales 
contests, the firm allowed the incentive program to proceed.12   

Senator Elizabeth Warren highlighted the sales practices of a number of 
firms within the annuity industry which created conflicts of interest because 
of the incentives provided to sell their products.13  Many firms offered lavish 

                                                 
6. Id. at 182. 

7. NASD Notice To Members 99-81, Salesperson Compensation Practice, at 607 
(Sept.1999), http://www.finra.org/sites/default/files/NoticeDocument/p004080.pdf.  

8. NASD Notice to Members 05-40, Sales Contests and Non-Cash Compensation 
(June 2005) and FINRA Reg. Notice 16-29, Gifts, Gratuities and Non-Cash 
Compensation Rules (August 2016).  

9. Massachusetts Securities Division of the Office of the Secretary of the 
Commonwealth, In the Matter of:  Scottrade, Inc., Docket No. E-2017-0045 at 4 
(Feb. 15, 2018). 

10. Id.  

11. Massachusetts Securities Division of the Office of the Secretary of the 
Commonwealth, In the Matter of:  Morgan Stanley Smith Barney LLC, Docket No. 
E-2016-0055 (Apr. 7, 2017). 

12. Id.  

13. Senator Elizabeth Warren, Villas, Castles, and Vacations (Feb. 2017). 
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vacations to high end resorts around the world to the top sellers.  For 
example, one firm provided a week-long trip to Playa Del Carmen, Mexico 
to the top 15 annuity agents.14  Another held its “Leaders’ Conference,” for 
the broker and a guest, at the Westbury Hotel in Dublin, Ireland.15  The Rule 
must be crafted in a manner that would eliminate conduct that carries with it 
these types of conflicts of interest.    

Recommendation #2: The Rule should specifically prohibit 
compensation structures which would incentivize a broker to: recommend a 
proprietary product or recommend one type of product line over another; 
and/or which would reward the sale of certain products within a product line.  
Such practices put the broker’s interests at odds with the customer’s interests, 
and should not be permitted.  This includes a specific prohibition on sales 
contests which improperly incentive the sale of particular products or 
encourage behavior at odds with the best interests of the customer. Other 
compensation and bonus structures within firms appropriately reward 
advisors for a job well done without putting pressure on advisors to sell more 
of a particular product or providing them with a financial incentive to do so.    

Recommendation #3: The disclosure of fees, charges and compensation 
associated with a recommendation must be clear and simplified so that they 
are understandable.  Currently, a customer needs to comb through lengthy 
prospectuses (often several of them if multiple products are recommended) in 
order to ascertain the fees and charges associated with the recommended 
investment or investment strategy.  Even then, it is not always clear how 
those fees and charges impact investment performance or how they compare 
to the fees and charges of other available investments.  Customers should be 
provided with clear and concise information that fully and fairly discloses the 
specific charges the customer will incur as a result of the particular 
recommendation, prior to or at the time the recommendation is made.  In 
addition, the broker should provide a clear and understandable explanation of 
other lower cost investments which are available, and why the higher cost 
investment is being recommended. 

Implementing these types of changes would protect investors like Robert 
and Janet Pettigrew who met their broker after hearing his radio show.  The 
broker often talked about alternative investments on his show, touting them 
as providing safe and secure income without the volatility of stocks.  As Mr. 
Pettigrew had significant health problems, he was concerned about his ability 

                                                 
14. Id. at 4. 

15. Id at 3. 
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to provide for his wife in retirement.  Mr. Pettigrew reached out to his broker 
to ask for his help managing the couple’s modest savings.  The broker 
ultimately recommended a number of “alternative” investments, which are 
illiquid, non-traded investments into private companies, including Real 
Estate Investment Trusts and Business Development Companies (BDCs).  
These investments are highly speculative.  They were represented as “safer” 
and “more diverse” than the stock market.  The broker did not mention the 
lucrative fees such investments pay to firms and brokers.  The investments 
had up-front costs and fees of 10 – 15%, a significant portion of which is 
passed along to the brokerage firm and its brokers.  The investments were 
recommended because of the massive fees and commissions which created a 
financial incentive to recommend them regardless of the risks associated with 
them. 
 
 

2. The Care Obligation 
 

The Care Obligation requires the broker to exercise reasonable diligence, 
care, skill, and prudence to: (a) understand the potential risks and rewards 
associated with the recommendation, and have a reasonable basis to believe 
that the recommendation could be in the best interest of at least some retail 
customers; (b) have a reasonable basis to believe that the recommendation is 
in the best interest of a particular retail customer based on that retail 
customer’s investment profile and the potential risks and rewards associated 
with the recommendation; and (c) have a reasonable basis to believe that a 
series of recommended transactions, even if in the retail customer’s best 
interest when viewed in isolation, is not excessive and is in the retail 
customer’s best interest when taken together in light of the retail customer’s 
investment profile.”16 

The Care Obligation embodies many of the principles of FINRA’s 
“Know Your Customer Rule” and FINRA’s “Suitability Rule.”  The SEC 
must clarify that the FINRA Rules are affirmed and expressly incorporated 
by reference into the Rule, so as to avoid any argument that the SEC’s 
proposed Rule has less stringent requirements than the current FINRA Rules.   

The Care Obligation requires that the customer’s investment profile, 
including “the retail customer’s age, other investments, financial situation 
and needs, tax status, investment objectives, investment experience, 
investment time horizon, liquidity needs, risk tolerance, and any other 

                                                 
16. SEC Release No. 34-83062 at 405-06.  
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information the retail customer may disclose to the broker-dealer or 
associated person” must be considered.17  Customer due diligence is 
paramount to satisfy the duty of care.  Usually, customer information is 
recorded on a form when a new account is opened.  Firms are required to 
send this information to a customer within 30 days of account opening, and 
no less frequently than every 36 months thereafter.18  However, there is often 
little documentation as to how and when the firm or the broker obtained the 
customer information contained in the profile.   

It is not uncommon for the customer to sign boilerplate documents 
containing purported investment profile information, however inaccurate, 
without review or discussion because they trust the broker and believe he or 
she has truthfully completed the documents and is acting in their best 
interest.  Sometimes the customers sign the forms with the information left 
blank, and it is then filled in by an assistant who does not have all the 
information or has incorrect information.  All too often, firms use new 
account documents with blatantly inaccurate customer information, not 
written in the customer’s handwriting or not provided by the customer at all, 
in an effort to blame the customer for the firm’s bad advice. 

Recommendation #4: The burden of ensuring accurate recording of 
customer information should be on the broker and/or firm.  The opening 
account documentation regarding the customer’s information should be 
completed in the customer’s own handwriting to the extent possible, and 
brokers should be required to verbally explain what is in the customer profile 
and keep a record of the conversation that is acknowledged by the customer.  
For example, the broker should talk to the customer about what having 
“extensive investment experience” means.  It should not mean simply that 
the customer has had a brokerage account for a long time, but that the 
customer has had experience in analyzing and making independent 
investment decisions.  In addition, there should be a discussion as to what it 
means to have an aggressive investment strategy with a high tolerance for 
risk of loss, and why such a high-risk strategy is in the best interest of the 
customer.  A discussion of what is meant by an investment objective of 
“growth” is also appropriate.  Many customers do not understand that 
“growth” often means investments in equities which carry more risk.  Most 
customers assume “growth” means their accounts will grow.  

Recommendation #5: Brokers must be required to take reasonable steps 
to verify that the financial information provided by the customer is accurate.  

                                                 
17. Id. at 407. 

18. 17 CFR 240.17a-3(17)(i)(B)(1). 
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The Care Obligation should require the broker to obtain and review 
documents to verify the customer’s income and/or net worth.  These could 
include brokerage account statements, pay stubs, or IRS forms that report the 
customer’s income.  The rule should require the broker to review the 
information with the customer verbally and in writing at account opening on 
a periodic basis, and whenever the broker may become aware of a material 
change in the customer’s circumstances that could affect liquidity needs, time 
horizon, or risk tolerance.  Such reviews should be documented and 
maintained as part of the firm’s books and records.   

Recommendation #6: The Rule must clarify that product due diligence 
goes further than reviewing a prospectus or a brochure or asking a few 
questions of the product wholesaler, which is often a process contaminated 
with its own conflicts of interest unrelated to the broker.  Product due 
diligence is critical to satisfy the duty of care.  This form of inquiry is 
contaminated with its own conflicts of interest, as the individuals answering 
inquiries about a product, the wholesalers or issuers, are often focused on 
their own interests and not the interests of the ultimate customer.  As stated 
by FINRA, “In general, however, a broker-dealer ‘may not rely blindly upon 
the issuer for information concerning a company,’ nor may it rely on the 
information provided by the issuer and its counsel in lieu of conducting its 
own reasonable investigation.”19  The Rule should require independent 
investigation to comply with the reasonable basis inquiry obligation. 

Recommendation #7: The Rule must require that brokers have an 
understanding of the risks and rewards of the recommendation, which 
“would generally involve consideration of factors, such as the costs, the 
investment objectives and characteristics associated with a product or 
strategy (including any special or unusual features, liquidity, risks and 
potential benefits, volatility and likely performance in a variety of market 
and economic conditions), as well as the financial and other benefits to the 
broker-dealer.”20  The Rule explains that consideration of the costs associated 
with the recommendation is a central requirement under the Care Obligation 
and, therefore, an enhancement of the broker-dealer’s existing obligations.21  
To the extent a broker recommends a “more expensive” security or 
investment strategy, the broker must have a reasonable basis for the 
recommendation, i.e,., the recommendation is justified given the 

                                                 
19. FINRA Notice To Members 10-22, Obligation of Broker-Dealers to Conduct 
Reasonable Investigations in Regulation D Offerings (April 7, 2010).  

20. SEC Release No. 34-83062, at 143. 

21. Id. at 135, 143. 
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characteristics or features of the security or strategy and the customer’s 
profile and investment objectives.22  Unfortunately, that language is not 
expressly stated in the text of the Rule defining the Care Obligation, or 
anywhere else in the Rule itself.  It should be.  The rule simply includes a 
vague reference to consideration of “risks and rewards.”23  The SEC must 
also include in the Care Obligation an express reference to the requirement 
that a broker consider the cost of the recommended transaction or strategy 
(and disclose those actual costs to the investor as discussed above). If there 
are less expensive alternatives available, the disclosure should include an 
explanation to the customer of why the recommended security transaction or 
investment strategy is nevertheless in the customer’s best interest given other 
factors associated with the recommendation.24 

Recommendation #8: The Rule must make it explicitly clear that 
brokers cannot satisfy the Care Obligation merely by providing the customer 
with a prospectus or offering document.  Otherwise, brokers may ignore their 
best interest duty by attempting to improperly shift the burden to the 
customer to assess the merits and risk of the investment.  Such behavior 
happens all too frequently, and undermines the purpose of the securities laws, 
which were intended to eliminate the “buyer beware” environment that 
existed prior to their enactment. 

Implementing some of these changes would help protect investors like 
Donna Gamble, 58 years old, with a high-school education. When her 
stockbroker, affiliated with Madison Avenue Securities, transferred her 
account to another firm the broker completed the account application 
paperwork showing Ms. Gamble as an investor with a six-figure income and 
extensive investment experience, seeking an aggressive investment strategy, 
and having a high tolerance for risk. None of this was true.  Ms. Gamble 
signed the paperwork without question or discussion because she trusted her 
stockbroker. The firm sent her a 40-page “welcome” packet that included her 
profile information, and informed Ms. Gamble to contact her broker with 
questions or corrections. Overwhelmed by the sheer volume of paperwork, 
she did not review it with the incorrect information.  After the stockbroker 
lost most of her money through imprudent, high risk investments, Ms. 
Gamble filed a FINRA arbitration claim.  The central argument of the firm’s 
defense was her false customer profile, which had given them free rein to act 
contrary to her best interest.  

                                                 
22. Id. at 56-57.   

23. Proposed §240.15l-2(ii)(B), 17 CFR Part 240, Release No. 34-83062, at 406. 

24. SEC Release No. 34-83062, at 56.   
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3. The Disclosure Obligation 
 

The Disclosure Obligation requires the broker to “reasonably disclose to 
the retail customer, in writing, the material facts relating to the scope and 
circumstances of the relationship with the customer, including all material 
conflicts of interest that are associated with the recommendation.”25  The 
crucial issue is what constitutes “reasonable disclosure.”  The Rule, as 
currently written, suggests that the duty of disclosure could be discharged by 
simply providing the customer with a form, the Customer Relationship 
Summary (“Form CRS”).   

It is highly unlikely that any single form can provide effective disclosure 
to retail customers.  Numerous studies illustrate that cognitive biases and 
lack of financial literacy, among other factors, greatly diminish the 
effectiveness of written disclosures.26  Retail customers often receive 
voluminous written materials when engaging in a securities transaction, 
including account opening documents, prospectuses, contracts and marketing 
materials.  The volume of paperwork is equivalent to the documentation one 
receives when closing a real estate transaction.  Retail customers frequently 
become overwhelmed by the information and will simply rely on what their 
broker tells them.  In such cases the disclosure is no longer a resource for the 
customer to use in deciding on a specific recommendation, but instead, a 
“gotcha” disclaimer for the broker-dealer.   

Simply presenting yet another document to a customer, in addition to the 
many documents the customer already receives, will not be sufficient 
because of the volume and complexity of the documents, and the customers’ 
natural inclination to trust what is stated to them verbally rather than what 
they are able to discern from reading voluminous, difficult-to-understand 
documents.  This does not mean that it is impossible to satisfy a disclosure 
obligation, but rather the obligation cannot be satisfied solely by presenting 
the customers with an additional document like a “Form CRS.”   

Recommendation #9: The appropriate way to discharge the disclosure 
obligation is to require the broker to have a verbal conversation with the 
customer in which the broker explains the relationship, any potential and 
actual conflicts, how the broker is paid, and the features, benefits, and risks 
of the recommendation in a way that is understandable to the customer.  This 

                                                 
25. Id. at 405.  

26. PIABA August 11, 2017 Comment Letter to Chairman Clayton’s Request for 
Public Comments from Retail Investors and Other Interested Parties on Standards of 
Conduct for Investment Advisers and Broker-Dealers, at 18-19 (citations omitted). 
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conversation should then be confirmed by a letter or email from the broker 
documenting the discussion, which is signed or confirmed as being accurate 
by the customer and retained in the customer’s file.  The procedure described 
above is one that is already followed by several brokers and advisors.  It is 
also consistent with “Engagement letters” that are utilized by other 
professionals to set forth and confirm the nature, scope, conflicts and fees 
associated with the relationship.  Adoption of this procedure would ensure 
that the relevant information is not only disclosed, but heard, and that it is 
presented to the customers uncluttered by layers of distracting documents.     

Recommendation #10: The SEC must explicitly state in the final Rule 
that the Disclosure Obligation extends to the recommendation of a 
transaction.  Brokers must be required to disclose the risks, benefits, and 
ramifications of the recommendation in a way that is understandable to the 
customer.  This duty cannot be sufficiently discharged with documents 
because many customers 1) do not realize that their brokers are failing to 
provide them with the necessary information, and/or 2) have difficulty 
understanding the documents.  Requiring a documented verbal conversation 
will ensure that the customers truly understand the recommendations.    

The disclosure should make it clear that a broker cannot disclaim its 
duties under the other two obligations of the Best Interest Rule – the Care 
Obligation and the Conflict of Interest Obligation.  The disclosure should 
also make it clear that the rights and obligations of the parties are governed 
by applicable state and federal law and industry rules. 

There cannot be a “one size fits all” document that is used to satisfy the 
disclosure obligation. Use of a standard form in those states that already 
impose a mandatory fiduciary duty on brokers could be construed as 
overriding that state’s laws governing the broker’s duties, which does not 
appear to be the Commission’s intent.27  In addition, use of one standard 
form fails to recognize that the scope of the broker’s obligations and the level 
of disclosure required to ensure customer understanding will vary depending 
upon the customer and the relationship.  For example, the relationship that a 
customer has with a full service brokerage firm will be different than the 
relationship a customer has with an online brokerage firm that only offers 
self-directed accounts.  Similarly, the communication that is required will be 
more extensive for a complex product such as a variable annuity than it is for 
a Treasury Bond.  The standard for disclosure should not be handing a 
customer an additional boilerplate document but rather making reasonable 
efforts to talk to the customer about the relationship, the fees, and the 
recommendations in a manner that is understandable to the customer.    
                                                 
27. Also see discussion in Section II (d) below. 
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b. The Rule Must Clarify that the Best Interest Obligation Can 
Arise Even Before A Specific Securities Recommendation Is 
Made 

 
The Rule states that the best-interest standard of conduct arises “when 

making a recommendation of any securities transaction or investment 
strategy involving securities to a retail customer”.  While clearly the best 
interest standard should always arise when a broker recommends a securities 
transaction or investment strategy involving securities, as currently written 
the Rule is overly restrictive because it could be construed to mean that the 
best interest standard under this rule does not apply to any other financial 
recommendation, regardless of the circumstances.  Such a result ignores the 
reality that brokers sometimes recommend other financial courses of action 
preceding the recommendation of a particular security transaction or 
investment strategy in order to earn the client’s trust and cause the client to 
entrust their assets to the broker for management.    

A prime example of such a scenario is when a broker recommends to a 
prospective client they retire early and/or elect a lump sum payment in lieu of 
a defined benefit pension which is then turned over to the broker for 
investment.  The broker has a clear financial incentive to recommend such a 
course of action.  That recommendation can have a significant impact on a 
customer’s retirement years, especially when the advice was fraught with 
conflicts and the customer’s interests were subordinated to the broker’s 
financial interests. 

Certain financial recommendations, including recommendations to take a 
lump sum in lieu of a pension, although not securities recommendations 
directly, are a necessary precursor to a broker obtaining control of a 
customer’s assets, which can then be invested through the broker.  Those 
recommendations must trigger the same duties as the specific securities 
recommendations which inevitably follow. That is already the law in 
California.    

Brokers do not merely pick investments or devise investment strategies.  
On the contrary, brokers often purport to offer retirement planning advice 
and/or a wide spectrum of financial advice and services.  This is borne out by 
firm advertising.   In a study conducted by PIABA in 2015, PIABA 
examined the websites of nine different brokerage firms, including Allstate, 
UBS, Morgan Stanley, Berthel Fisher, Ameriprise, Merrill Lynch, Fidelity, 
Wells Fargo, and Charles Schwab.  PIABA found that the firms’ advertising 
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presents the image that the firms are doing far more than simply 
recommending a specific investment or investment strategy.28   
 
 
Ameriprise: 

Personalized advice and recommendations on an ongoing basis  
Perhaps the best thing about working with a personal financial 

advisor is that your financial plan is custom made for you. The 
financial advisor you choose to work with knows all about you. 
When and if you experience a life change, your priorities shift or you 
have a pressing financial question, you can contact your advisor for 
information and financial advice that’s meaningful to you. You may 
meet a few times during a year and have several discussions. Your 
advisor will make every effort to be available to you when needed.29   

 
 
Wells Fargo: 

The center of the Wells Fargo homepage features the statement: 
“Helping Clients Succeed Financially. We provide advice and 
guidance to help maximize all elements of your financial life, 
whenever and however you need it.” A prospective client who clicks 
on the “Why Invest With Us” tab will find the following statement 
under the “Our Advisors” heading: “A Financial Advisor can provide 
the advice and guidance you need to focus on your short- and long-
term goals while navigating life’s financial opportunities and turning 
points. Start planning now for the future. Choose a Financial Advisor 
from the firm that lives and breathes a client-centered approach to 
advice.”30 

 
 
 

                                                 
28. See PIABA, 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 (Mar. 25, 2015) (the “PIABA 
Study”), available at 
https://piaba.org/system/files/pdfs/PIABA%20Conflicted%20Advice 
%20Report.pdf.   

29. Id. at 11. 

30. Id. 
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Charles Schwab: 
The homepage of the firm’s website features the question: “How 

will you help me with my financial goals?” The answer, in big, bold 
font: “A Schwab Financial Consultant can help you create a plan 
tailored to your needs.” It continues: “It starts with a conversation 
and a fresh perspective, discussing your long- and short-term goals. 
We evaluate your current investments then create specific 
recommendations.” The website describes the benefits of meeting 
with a financial consultant this way: “Your Financial Consultant can 
work with you to create a holistic plan with specific investment 
recommendations and a clear explanation of the benefits and 
risks…Your plan will reflect your priorities, from retirement income 
and estate planning to insurance and debt management. And you can 
meet regularly to keep your plan up to date as your life evolves.”31 

 
Recommendation #11: The Best Interest Rule should: a) always apply 

to recommendations of any securities transaction or investment strategy 
involving securities to a retail customer; and b) also apply in any situation 
where the broker offers generalized retirement planning, financial or 
investment recommendations to a prospective customer which is designed to 
encourage the customer to open an account with the firm and/or to bring  
assets to the firm for investment including, but not limited to, 
recommendations to take early retirement,  elect a lump sum in lieu of a 
defined benefit pension, refinance a property to use the equity in order to 
make an investment, and/or recommendations to meet with a broker from the 
firm. 
 
 

c. The Rule Must Clarify that a Broker’s Best Interest Obligation 
May Extend Beyond the Point of Sale Under Certain Specified 
Circumstances  

 
The Rule provides that the broker’s duties under the best interest 

standard will end after the consummation of the recommended transaction, 
but brokers should have an on-going duty where they are continuing to be 
compensated for the transaction after the purchase has occurred.  Such 
investments include managed money and investments which pay commission 
trails such as variable annuities and mutual funds. Periodic monitoring of 

                                                 
31. Id. at 7. 



176 BEST INTEREST STANDARD [Vol. 25 No 2 

recommended investment strategies to ensure that they remain in the 
customer’s best interest should be required because client circumstances, and 
what is in their best interest, often change over time.   

The same is true for brokers who are receiving commission trails for 
selling variable annuities and/or mutual funds.  The reason why variable 
annuity issuers pay trails is because variable annuities are long term 
investments which require ongoing management, including repositioning of 
sub-accounts based on the clients’ needs, adding or terminating riders, 
determining when an income rider should be utilized, updating beneficiaries, 
and multiple other services.  Similarly, mutual funds are long-term 
investments which require ongoing management, including the repositioning 
of assets within fund families. The management of a variable annuity or 
mutual fund, and the payment to a broker for such management, does not end 
when the customer purchases the product.  The broker’s duties to a customer 
should not end with the purchase.  The same duty of disclosure, duty of care 
and duty to mitigate and avoid conflicts of interest should apply for as long 
as the broker is continuing to be compensated for that recommendation. 

Recommendation #12: Under the Rule, there should be a continuing 
duty on the part of the broker to periodically assess a recommended 
investment strategy to determine whether it remains in the customer’s best 
interest.  Customers often maintain their accounts with a broker for years and 
even decades.  During that time, a customer’s investment profile can change, 
sometimes dramatically.  Likewise, the investment strategy that will be in the 
customer’s best interest can also change.  For example, a customer who 
initially invested while employed but has since retired will most likely need a 
more conservative investment strategy than what was originally 
recommended.  Similarly, a customer who was single when he/she opened 
her account but has since gotten married and had children is likely to have 
different objectives and risk tolerances.    

An investment strategy cannot satisfy the best interest rule unless there is 
a periodic assessment and update of the customers’ situation.  Many firms 
require brokers to update the clients’ investment profile on a periodic basis 
ranging from every 1-3 years.  However, these periodic updates are not 
required by the Rule.  Requiring such review, every one to three years when 
the investment profile is reviewed, and a documented assessment of whether 
the investment strategy continues to be in the customer’s best interest will 
ensure that the customer’s best interests and needs continue to be met, 
without imposing too onerous a burden on the industry.    

Recommendation #13: The Rule must provide that the Best Interest 
Standard will remain in effect for as long as the broker is continuing to be 
compensated as a direct or indirect result of the recommendation including, 



2018] PIABA BAR JOURNAL 177 

but not limited to, the period during which the broker is receiving 
commission trails for selling the recommended product.    
  
 

d. The Rule Must Respect State Sovereignty and be Treated as the 
Minimum Level of Consumer Protection 

 
The majority of American investors believe their brokers to be their 

fiduciaries as is evidenced by the thousands of breach of fiduciary duty cases 
filed each year by investors.32  Many of these investors find out, once in an 
arbitration forum, that their brokers did not consider themselves their 
fiduciaries and did not think they were required to act in their client's best 
interests.  Some states have enacted stronger protections for their investors 
than others and those states must be able to retain those protections 
regardless of the enactment of a federal Best Interest Rule.  Similarly, states 
which want to enact stronger protections in the future should be allowed to 
do so.   

The Rule, as drafted, is ambiguous on those points and requires 
clarification.  The Rule indicates, in footnote 43, that it is not intended to 
supersede the body of case law holding that brokers who exercise discretion 
or control over customer assets owe customers a fiduciary duty.  A footnote 
is not sufficiently robust to make it clear to the securities industry that the 
Rule does not alter fiduciary duties that exist under current state law, or 
prevent states from imposing higher standards in the future.  This is 
especially true because the Rule explicitly states in the body that: 
“Regulation Best Interest would not alter a broker-dealer’s existing 
obligations under the Exchange Act or any other applicable provisions of the 
federal securities laws and rules and regulations”, but makes no mention of 
state statutes and common law which currently impose a fiduciary duty on 
brokers.33   

For example, in California, it is a long-settled rule that a stockbroker 
owes a fiduciary duty to his or her customer.34  Further, the existence of a 

                                                 
32. See, FINRA Dispute Resolution Statistics, available at 
http://www.finra.org/arbitration-and-mediation/dispute-resolution-statistics. 

33. Those States include California, Florida, Missouri, Pennsylvania, South Carolina 
and South Dakota. 

34. Ashburn v. AIG Financial Advisors, Inc., 234 Cal. App. 4th 79, 100-101 (2015); 
Brown v. Wells Fargo Bank, N.A., 168 Cal. App.4th 938, 961(2008); Duffy v. 
Cavalier, 215 Cal. App. 3d 1517, 1539-1540 (1989); Hobbs v. Bateman Eichler, Hill 
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broker’s fiduciary duty in California does not depend upon a showing of 
special facts, such as whether or not the broker serves as an investment 
advisor or controls the account, or whether the customer was “sophisticated”, 
or whether the account was discretionary.  Under California law, all 
securities brokers are fiduciaries, without exception.35  Missouri courts have 
also uniformly held or stated that a stockbroker owes a fiduciary duty to his 
customer.36  In South Dakota, its Supreme Court held that securities brokers 
owe a fiduciary duty to the investors who employ them. 37 

Recommendation #14: The Rule must make it clear that states are free 
to create and enforce a higher standard of conduct on brokers.  This 
clarification is necessary for several important reasons. Although the SEC 
may create a best-interest rule for the financial industry, it cannot, as an 
administrative agency of the federal executive branch, create a rule that 
interferes with a State’s interest in protecting its citizens from tortious 
conduct.  Therefore, the SEC should clarify that the Rule will not be a 
substitute for state law, and that it cannot be used to argue that states cannot 
legislate within the same arena or enforce more stringent requirements.  A 
Rule which overrides states’ power in this regard would be unconstitutional 
because it would impede a key tenet of states’ rights, exceed the scope of the 
SEC’s rulemaking powers under the Dodd-Frank Act, and over-extend the 
reach of the Rule. 

States should retain the right to enact more stringent rules if its 
legislators or judiciary conclude that an enhanced level of investor protection 
is warranted based on the needs of the state.  That has been the law for over 
fifty years.  No reason has been advanced to change this right, let alone a 
compelling reason.  If states are unable to legislate to increase investor 
protections, then broker behavior that arguably meets the standards imposed 
by the Rule may still lead to investors not being completely protected from 
predatory sales tactics which are not addressed by the proposed Rule.  
Moreover, prohibiting state action in this arena may prevent states from 
being able to legislate as industry practices evolve in reaction to the Rule.  
These concerns are not idle speculation.  The industry regularly contends in 
                                                                                                                   
Richards, Inc., 164 Cal. App.3d 174, 201 (1985); Twomey v. Mitchum, Jones, & 
Templeton, Inc., 262 Cal. App. 2d 690, 698, 708-710, 720-722 (1968). 

35. Duffy, supra, 215 Cal. App. 3d at 1534, 1539-1540. 

36. E.g. Leuzinger v. Merrill Lynch, Pierce, Fenner & Smith, Inc., 396 S.W.2d 570, 
575 (Mo. Banc 1965); 752 Mercantile Trust Co. v. Harper, 622 S.W.2d 345, 349 
(Mo.App.1981); Roth v. Roth, 571 S.W.2d 659, 668 (Mo.App.1978). 

37. Dinsmore v. Piper Jaffray, 593 N.W.2d 41 ¶19 (S.D. 1999). 
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FINRA arbitrations in states like California that state law standards of 
conduct do not apply.  

The securities industry will seek to use the Rule to argue that they no 
longer owe a fiduciary duty to investors in California and other states which 
impose a fiduciary duty and that this duty has been supplanted by the Rule.  
It is therefore crucial the Rule does not displace the important system of state 
regulation and common law that currently exists.  In states where there is a 
higher duty than that proposed by the SEC, those citizens should be able to 
rely on the heightened standards.  

Recommendation #15: The SEC must make it clear that the Rule does 
not preempt existing or future state statutory and common law which creates 
stronger protections for investors within their own jurisdictions.  This can be 
easily accomplished with the following proposed language: “Regulation Best 
Interest would not alter a broker-dealer’s existing obligations under the 
Exchange Act or any other applicable provisions of the federal securities 
laws and rules and regulations, or any applicable state statutory or common 
law which imposes a higher standard of conduct than Regulation Best 
Interest.” 
 
 
III. Conclusion 
 

After a lifetime of hard work, people deserve the opportunity to earn 
their financial independence.  But for millions of investors, the dream of a 
secure retirement and meeting other financial goals is slipping out of reach.  
Many will find that they cannot afford basic living expenses.  Any financial 
crisis will put an enormous strain on families, communities, and the social 
safety net.  PIABA’s 15 proposed changes to the SEC’s Best Interest 
Standard will make the difference in actually providing meaningful 
protections for investors in order to achieve their investment and retirement 
goals. Failing to make these additions and modifications will further 
perpetuate the status quo of allowing Wall Street brokerage firms and brokers 
to peddle high cost, conflict laden investments and investment strategies.   
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THE LACK OF ENFORCEABILITY OF 
THIRD-PARTY ARBITRATION DISCOVERY SUBPOENAS 

 
Alexandra Brown, Calvin Jonker,  

Lindsey Nielson, & Eman Zokaeim1 
 
 

I. INTRODUCTION 
 

Section 7 of the Federal Arbitration Act (“FAA”) governs whether pre-
arbitration hearing third party discovery subpoenas are enforceable under 
federal law.2 Federal circuit courts differ as to whether enforcement by a 
federal court is valid. The majority of cases, and those more recently decided, 
including those in the Second, Third, and recently the Ninth Circuit, have held 
that the express plain language of § 7 of the FAA3 bars enforcement of pre-
hearing third party discovery subpoenas, with a district court in the Eleventh 
Circuit holding the same. The Fourth Circuit agrees, but with the caveat that 
enforcement may be appropriate upon the showing of a “special need” by the 
requesting party. Forming the minority are older decisions from the Sixth and 
Eighth Circuits, which held that pre-hearing third party discovery subpoenas 
for documents can be enforced by divining an “implicit” authorization from 
the text of the FAA or where the responding party to the subpoena was already 
integrally related to the arbitration. 

This article reviews every reported case involving § 7 of the FAA and the 
enforceability of third party prehearing discovery arbitration subpoenas. The 
article concludes that the majority of federal courts holding that third party 
prehearing discovery subpoenas are not enforceable is the better reasoned 
result. 

 
 

                                                            
1. This article was edited by Professor Robert A. Uhl, Director and Founder of the 
Pepperdine Investor Advocacy Clinic after the issue arose in a motion successfully 
defended by the student authors in a clinic case. 

2. See 9 U.S.C. § 7. 

3. “The arbitrators . . . may summon in writing any person to attend before them . . . 
as a witness and in a proper case to bring with him or them any book, record, 
document, or paper which may be deemed material as evidence in the case.” 9 
U.S.C. § 7 (emphasis added). 
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II. THE MORE RECENT EXPRESS PLAIN LANGUAGE 
MAJORITY RULE 

 
A. The Ninth Circuit 

 
1. CVS Health (9th Cir. 2017)4 

 
In CVS Health Corp. v. Vividus, LLC, a subpoena was issued to a third 

party to an arbitration which was a party to related pending litigation in another 
jurisdiction.5 Vividus, LLC and others (collectively, “Vividus”) filed suit 
against several defendants, including Express Scripts and CVS Health Corp, 
in New York state court. The case was removed to the U.S. District Court for 
the Eastern District of New York, then severed and ordered resolved pursuant 
to the relevant forum selection and/or arbitration clauses in Vividus’ contracts 
with different defendants.6 Vividus’ claims against Express Scripts were filed 
in federal court in Missouri, where they remained pending, while Vividus 
claims against CVS were to be resolved in arbitration in Arizona.7 Crucially, 
Express Scripts was not a party to the arbitration proceeding in Arizona.8 

Express Scripts had produced documents pursuant to a protective order in 
the Missouri federal court.9 Shortly thereafter, arbitrators in Arizona issued a 
subpoena to Express Scripts, a third party to the arbitration, for “certain 
documents” that had been previously produced in the Missouri litigation.10 
Express Scripts did not respond to the subpoena; Vividus then filed a petition 
in U.S. District Court for the District of Arizona for enforcement of the 
arbitrator-issued subpoena.11 The district court denied the petition, holding that 
§ 7 of the FAA does not grant arbitrators the authority to compel pre-hearing 

                                                            
4. CVS Health Corp. v. Vividus LLC, 878 F.3d 703 (9th Cir. 2017). 

5. See id. at 705. 

6. Id. 

7. Id. 

8. Id. 

9. Id. 

10. Id. 

11. Id. 
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document discovery from third parties “outside of the presence of an 
arbitrator.”12 Vividus appealed to the Ninth Circuit. 

The Ninth Circuit held that § 7 of the FAA “does not grant arbitrators the 
power to order third parties to produce documents prior to an arbitration 
hearing.”13 It also rejected “the proposition that § 7 grants arbitrators implicit 
powers to order document discovery from third parties prior to a hearing,” an 
argument endorsed by the Eighth Circuit.14 

The court first examined the text of § 7, and held, like the Second and 
Third Circuits, that the “attend…and bring with them” language means that an 
arbitrator’s power to compel document production is limited to documents 
produced at a hearing by a witness.15 Additionally, while Vividus argued the 
Eighth Circuit holding that pre-hearing document discovery is “implicitly” 
authorized under § 7 of the FAA, the Ninth Circuit noted that “it is not apparent 
that the power to order pre-hearing document discovery is a power “lesser” 
[(and thus implicit)] than the power to order documents to be brought forth at 
a hearing.”16 Even if it was considered a lesser power, the court held that 
“[g]iven the clear statutory language, we reject the proposition that § 7 grants 
arbitrators implicit powers to order document discovery from third parties 
prior to a hearing.”17 

 
 

2. McTammany (C.D. Cal. 2015)18 
 

McTammany v. Foundation Capital Partners L.P. involved a motion to 
compel a deposition of a third party to a FINRA arbitration.19 McTammany 
                                                            
12. Id. at 705–06. 

13. Id. at 708. 

14. Id. (rejecting the contrary argument in In re Sec. Life Ins. Co., 228 F.3d 865 (8th 
Cir. 2000) (discussed infra in section III(C)). 

15. Id. at 706. 

16. Id. at 708. 

17. Id. 

18. McTammany v. Foundation Capital Partners L.P., 2015 WL 12781404 at *1 
(C.D. Cal. 2015). 

19. See id. at *1. Although the McTammany court, as well as other courts cited in 
this article, did not explicitly address FINRA rules, they are worth mentioning as 
related to the issue of enforceability of third-party prehearing subpoenas. FINRA 
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was the claimant in a FINRA dispute, alleging that he and a co-claimant were 
due commissions from respondent Foundation Capital Partners on an 
investment made by Pacific Northern Capital (“PNC”).20 The arbitration panel 
issued a subpoena duces tecum and ad testificandum to PNC, which was not a 
party to the arbitration.21 The subpoena sought production of documents to be 
made to claimant’s counsel at their office in Connecticut, and for a deposition 
of a related individual to be taken in California.22 After almost a month with 
no deposition having been taken, the claimant filed a motion with the U.S. 
District Court for the Central District of California, seeking to compel 
compliance with the deposition subpoena.23 

                                                            
Rule 12512(a)(1) states: “Arbitrators shall have the authority to issue subpoenas for 
the production of documents or the appearance of witnesses.” Rule 12512(a)(2) 
states that arbitrators “shall not issue subpoenas to non-party FINRA members,” or 
their employees or associated persons, “unless circumstances dictate the need for a 
subpoena.” (emphasis added). The language in Rule 12512(a) repeatedly references 
FINRA members. If FINRA intended Rule 12512 to apply to non-party non-FINRA 
members, it could have stated “non-FINRA member” instead of “FINRA member.”  

In 2007 FINRA amended Rule 12512, wherein it disavowed attorney signed 
subpoenas in favor of subpoenas signed by FINRA arbitrators. Without taking a 
position on the issue, FINRA noted the split in authority as to whether or not 
arbitrators could issue subpoenas to third parties. See SEC Release No. 34-54134; 
File No. SR-NASD- 2005-079, citing Hay Group, Inc. v. E.B.S. Acquisition Corp., 
360 F.3d. 404, 407 (3rd Cir. 2004); In re Security Life Ins. Co., 228 F.3d 865, 870–
71 (8th Cir. 2000); COMSAT Corp. v. Nat’l Science Found., 190 F.3d 269 (4th Cir. 
1999) (which cases are discussed infra in this article). 

In 2013, FINRA again amended the rule to explain when a subpoena should be 
used as opposed to an arbitrator order. During the SEC’s comment period, none of 
the comments discussed the use of subpoenas issued to non-party, non-FINRA 
members. See FINRA Regulatory Notice 13-04, Effective Date: February 18, 2013. 
Upon approval of the amendment, FINRA issued Regulatory Notice 13-04, 
providing two examples of when a subpoena would be used. Both examples showed 
that a subpoena is to be used for FINRA members or persons associated with a 
member. No examples were given where a subpoena would be issued to a non-
member third party. 

20. McTammany, 2015 WL 12781404 at *1. 

21. Id. 

22. Id. 

23. Id. 

 



2018] PIABA BAR JOURNAL 185 

 

The court denied the motion, holding that “[b]ecause the arbitrator's power 
under [the FAA] § 7 does not extend to ordering non-parties to appear for pre-
hearing depositions,” finding that the non-party individual with PNC “does not 
appear to be a party to the arbitration proceeding or to the underlying 
arbitration agreement.”24 

The court “agree[d] with the Second, Third, and Fourth Circuits' 
interpretation of § 7,” relying on the plain language of the FAA and focusing 
on the words “arbitrators ‘may summon in writing any person to attend before 
them . . . as a witness.” 25 The court stated that “[n]othing in the language of § 
7 ‘grant[s] an arbitrator the authority to order non-parties to appear at 
depositions, or the authority to demand that non-parties provide the litigating 
parties with documents during prehearing discovery.’”26 The court also 
adopted the Second and Third Circuits’ reasoning “that an arbitrator's authority 
over non-parties, particularly non-parties to the arbitration proceeding who are 
also non-parties to the arbitration agreement, is limited because the arbitrator's 
power ultimately stems from a contractual agreement to arbitrate. Non-parties, 
by definition, have not agreed to abide by the arbitrator's decisions.”27  

 
 

B. The Eleventh Circuit 
 

1. Kennedy (S.D. Fla. 2009)28 
 

The Eleventh Circuit Court of Appeals has not ruled on whether third-
party pre-hearing subpoenas are enforceable under the FAA. One district court 
within the circuit has addressed the issue, and in doing so joined the 
‘unenforceable’ majority federal court opinions. 

Kennedy had its inception in a Florida arbitration proceeding between 
Kennedy and American Express Travel Related Services Company 

                                                            
24. Id. at *3. 

25. Id. at *2 (emphasis in original). 

26. Id. (quoting COMSAT Corp. v. Nat’l Sci. Found., 190 F.3d 269, 275 (4th Cir. 
1999)). 

27. Id. 

28. Kennedy v. American Express Travel Related Svc. Co., 646 F. Supp. 2d 1342, 
1343 (S.D. Fla. 2009). 
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(“American Express”).29 The arbitrator issued a “summons for documents” to 
a treating mental health professional of Kennedy, but the mental health 
professional had not produced the documents.30 American Express then sought 
enforcement of the “summons” in the District Court for the Southern District 
of Florida.31 The district court held that “an arbitrator is not statutorily 
authorized under the FAA to issue summonses for pre-hearing depositions and 
document discovery from non-parties.”32 

The court initially noted that non-parties “have not limited their rights by 
submitting themselves to the authority of an arbitrator” through a contract, and 
thus “the ability of an arbitrator to order pre-hearing discovery must be 
explicitly found in the language of the FAA, if it exists at all.”33 It held that the 
language of the FAA makes it “clear that this power includes the authority to 
summon even non-party witnesses; however, the place for a non-party witness 
to be called is explicitly provided for as being before the arbitrator.”34 
Moreover, “[t]he statute does not give parties the ability to call non-party 
witnesses in proceedings apart from those before the arbitrator, such as at a 
deposition.”35 The district court rejected the reasoning of “several other courts” 
which identified “implicit” power within the FAA to subpoena documents 
alone, holding that “[i]t becomes necessary to rely on such implications only 
in cases where the statute's text is either ambiguous or leads to an absurd result. 
Here the text is not ambiguous; it is, in fact, quite clear.”36 Moreover, this FAA 
limit on arbitrators’ power “is not absurd, it is merely inconvenient; therefore, 
the plain meaning of the statute must control.”37 “Simply put, an expansive 
reading of the statute is unfaithful to its terms, and absent a Congressional 

                                                            
29. Id. at 1343. 

30. Id. 

31. Id. 

32. Id. at 1344. 

33. Id. at 1343. 

34. Id. at 1344. 

35. Id. (citing Integrity Ins. Co., v. Am. Centennial Ins. Co., 885 F. Supp. 69, 71 
(S.D.N.Y. 1995)). 

36. Id. at 1345 (internal citations omitted). 

37. Id. 

 



2018] PIABA BAR JOURNAL 187 

 

amendment to § 7, an arbitrator lacks the ability to compel pre-hearing 
discovery from non-parties.”38 

 
 

C. The Second Circuit 
 

1. Life Receivables Trust (2nd Cir. 2008)39 
 

In Life Receivables Trust, Peachtree Life Settlements’ business was to 
purchase life insurance policies from elderly insureds, and then become the 
beneficiary of, and pay premiums on, those policies.40 Peachtree bought these 
policies not only for itself but for other entities as well, including Life 
Receivables Trust (LRT).41 When Peachtree bought policies for LRT, it 
received contractual fees after the policy was transferred to LRT but neither 
had an interest in in nor owned LRT (who benefited from and paid premiums 
on the policy).42 Peachtree also purchased insurance for LRT and others from 
a company called Syndicate 102 to hedge against the possibility that the 
original policyholders might outlive their life expectancies.43 

Peachtree purchased a policy of a Mr. Wang on behalf of LRT and then 
purchased insurance on that policy from Syndicate 102.44 The insurance from 
Syndicate 102 would pay LRT if Mr. Wang outlived his life expectancy.45 The 
insurance contract contained a mandatory arbitration clause.46 Mr. Wang 
outlived his anticipated life expectancy, but when Peachtree requested that 
Syndicate 102 pay out the insurance policy held by LRT, Syndicate 102 
                                                            
38. Id. at 1346. The FAA was passed in 1925. Assumedly, there was debate that 
proceeded the passage of the FAA. However, there is neither a reported record of 
any such debate nor a reported record of the intent of the framers of § 7. 

39. Life Receivables Tr. v. Syndicate 102 at Lloyd’s of London, 549 F.3d 210 (2nd 
Cir. 2008). 

40. Id. at 212. 

41. Id. 

42. Id. 

43. Id. 

44. Id. at 212–13. 

45. Id. 

46. Id. at 213. 
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declined claiming fraud by LRT.47 LRT commenced arbitration against 
Syndicate 102.48  

Syndicate 102 made discovery requests of LRT and Peachtree, to which 
LRT was responsive, but Peachtree was not.49 LRT asserted that it did not 
control Peachtree, and so could not compel Peachtree’s document 
production.50 Syndicate 102 attempted to bring Peachtree into the arbitration; 
however, Peachtree refused to consent to joinder.51 Peachtree also asserted, 
during subsequent attempts by the arbitration panel to obtain documents, that 
it was not a party to the arbitration and thus would not be bound by the panel’s 
orders.52 The arbitration panel then issued a formal subpoena for documents to 
Peachtree, after which Peachtree filed suit in federal court to quash the 
subpoena.53 The District Court for the Southern District of New York enforced 
the subpoena, holding that the subpoena was appropriate given that Peachtree 
was a party to the arbitration agreement, though not to the actual arbitration.54 
Peachtree complied with the order but then appealed to the Second Circuit.55 

The Second Circuit reversed the district court and joined the Third Circuit 
in holding “that Section 7 of the FAA does not authorize arbitrators to compel 
pre-hearing document discovery from entities not party to the arbitration 
proceedings.”56 The court also held that parties “(like Peachtree) that signed 
the underlying arbitration agreements” could not be compelled to submit to 
discovery unless they were a party to the actual arbitration.57 

Like the Third Circuit, the Second Circuit’s analysis began with the 
language of § 7 of the FAA. Describing that language as “straightforward and 
unambiguous,” the court held that “[d]ocuments are only discoverable in 
                                                            
47. Id. 

48. Id. 

49. Id. 

50. Id. 

51. Id. 

52. Id. at 214. 

53. Id. 

54. Id. 

55. Id. 

56. Id. at 216–17. 

57. Id. 
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arbitration when brought before arbitrators by a testifying witness.”58 It noted 
that the FAA “was enacted in a time when pre-hearing discovery in civil 
litigation was generally not permitted,” and that Congress could have 
expanded arbitral authority since then, just as it did with the Federal Rules of 
Civil Procedure.59 The court stated that “[a]statute's clear language does not 
morph into something more just because courts think it makes sense for it to 
do so.”60  

Syndicate 102 argued that “Peachtree was ‘intimately related’ to LRT, but 
the court rejected this approach on the grounds that the issue was not the 
relationship, but rather the “method and timing of the subpoena[;] [t]he 
documents must be produced by a witness at a hearing before the arbitrators.”61 
Also, Syndicate 102 argued that § 7 gave the arbitration panel subpoena power 
over Peachtree through the common arbitration agreement.62 The Second 
Circuit rejected this argument, holding that since part of the arbitrator’s 
enforcement power is derived from “drawing a negative inference from a 
party’s refusal to produce, and, ultimately through rendering a judgement 
enforceable in federal court,” those powers would not affect third parties “—
even those (like Peachtree) that signed the underlying arbitration 
agreements.”63 

 
 

D. The Third Circuit  
 

1. Hay (3rd Cir. 2004)64 
 

The underlying dispute in Hay involved an arbitration of a non-solicitation 
clause between an employee of E.B.S., David Hoffrichter, and his former 
employer, Hay Group (“Hay”).65 In the separation agreement between 

                                                            
58. Id. at 216. 

59. Id. 

60. Id. 

61. Id. at 217. 

62. Id. 

63. Id. 

64. See Hay Grp., Inc. v. E.B.S. Acquisition Corp., 360 F.3d 404 (3rd Cir. 2004). 

65. Id. at 405. 

 



190 LACK OF ENFORCEABILITY [Vol. 25 No. 2 

Hoffrichter and Hay there was a non-solicitation clause that required potential 
disputes to be arbitrated. Accordingly, Hay commenced an arbitration against 
its former employee in 2000.66  

Hay served discovery subpoenas for documents on both of Hoffrichter’s 
employers subsequent to Hay, E.B.S. and PriceWaterhouseCoopers (“PWC”), 
who were non-parties to the arbitration proceeding.67 The subpoenas sought 
production of documents prior to the arbitration hearing.68 E.B.S. and PWC 
objected and then refused to comply with the subpoenas.69 Hay sought relief 
in the U.S. District Court for the Eastern District of Pennsylvania seeking 
enforcement of the subpoenas.70 The court ruled in favor of Hay, ordering 
E.B.S. and PWC to comply, adopting the opinion of the Eight Circuit that the 
FAA allows arbitrators to issue document subpoenas to non-parties for pre-
hearing discovery.71 Additionally, the district court held that the Fourth 
Circuit’s “special need” exception to non-enforcement of pre-hearing 
subpoenas would also have allowed Hay’s subpoenas to be enforced.72 E.B.S. 
and PWC appealed to the Third Circuit, which granted an emergency motion 
for stay of enforcement of the subpoenas.73 

In a unanimous opinion written by then-Circuit Judge Samuel Alito, the 
Third Circuit held that the arbitration panel was not authorized to issue a pre-
hearing discovery subpoena to the two non-parties to the arbitration, absent an 
appearance by the non-parties.74 Additionally, it held that “[w]e further reject 
any ‘special needs exception’ to this rule.”75 Stated succinctly, the court added: 
“[i]f Hay wants to access the documents, the panel must subpoena [the 
employers] to appear before it and bring the documents with them.”76 
                                                            
66. Id. 

67. Id. 

68. Id. 

69. Id. 

70. Id. 

71. Id. at 405–06. 

72. Id. at 406. 

73. Id. 

74. Id. at 411. 

75. Id. 

76. Id. 
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The Third Circuit first examined the language of § 7 of the FAA (9 U.S.C. 
§ 7), and found that the text “speaks unambiguously to the issue before us.”77 
Section 7 states that “arbitrators . . . may summon in writing any person to 
attend before them or any of them as a witness and in a proper case to bring 
with him or them any book, record, document or paper which may be deemed 
material as evidence.”78 The court held this phrasing to be key, since “the use 
of the word ‘and’ makes it clear that a non-party may be compelled ‘to bring’ 
items ‘with him’ only when the non-party is summoned ‘to attend before [the 
arbitrator] as a witness.’”79 Thus, the FAA’s § 7 “unambiguously restricts an 
arbitrator's subpoena power to situations in which the non-party has been 
called to appear in the physical presence of the arbitrator and to hand over the 
documents at that time.” 80 

The court also addressed the argument that § 7 implicitly, rather than 
explicitly, grants a power to issue pre-hearing non-party subpoenas.81 The 
Third Circuit disagreed, holding that since the power to compel a non-party 
witness to bring documents was explicitly spelled out, the power to compel 
document production without an appearance was implicitly withheld.82 The 
court stated:  

“[i]f the FAA had been meant to confer the latter, broader power [to 
compel document production without an appearance], we believe that 
the drafters would have said so, and they would have then had no need 
to spell out the more limited power to compel a non-party witness to 
bring items with him to an arbitration proceeding.”83  
The Third Circuit noted that this literal reading of § 7 furthers the 

timeliness and cost-streamlining goals of arbitration since it may tend to 
“discourage the issuance of large-scale subpoenas upon non-parties,” and 
provide less incentive to “engage in fishing expeditions that undermine some 
of the advantages of the supposedly shorter and cheaper system of 

                                                            
77. Id. at 407. 

78. 9 U.S.C. § 7 (emphasis added). 

79. See Hay Grp., 360 F.3d at 407. 

80. Id. 

81. See In re Sec. Life Ins. Co., 228 F.3d 865 (8th Cir. 2000); see also Meadows 
Indem. Co. v. Nutmeg Ins. Co., 157 F.R.D. 42 (M.D. Tenn. 1994). 

82. See Hay Grp, 360 F.3d at 408. 

83. Id. at 408–09. 
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arbitration.”84 The court rejected the “special need” exception introduced by 
the Fourth Circuit in COMSAT, holding that there was no textual basis for such 
an exception.85 Also rejected was the Eighth Circuit’s reasoning from In re 
Security Life that pre-hearing document subpoenas were allowable based on 
an interest in efficiency, since “this policy argument cannot supersede the 
statutory text.”86 The Third Circuit then cited a Supreme Court case, Dean 
Witter Reynolds, Inc. v. Byrd, for the reasoning that “efficiency considerations 
clearly cannot override the terms of § 7.”87 

 
 

E. The Fourth Circuit 
 

1. Gresham (E.D. Va. 2004)88 
 

In Gresham v. Norris, the District Court for the Eastern District of West 
Virginia was asked to decide the enforceability of an arbitrator-issued pre-
hearing subpoena for documents and the separate testimony of a witness at a 
deposition.89 The information and appearance were requested of Norris, who 

                                                            
84. Id. at 409. 

85. See id. at 410 (holding that “while such a power might be desirable, we have no 
authority to confer it.”); see also COMSAT Corp. v. Nat’l Sci. Found., 190 F.3d 269 
(4th Cir. 1999) (discussed infra in this article). 

86. See Hay Grp, 360 F.3d at 410; see also id. at 410 n.2 (“We have also considered 
the District Court decisions that have reached similar results. See . . . Stanton v. 
Paine Webber . . .. None of these cases provides an adequate justification for 
disregarding the plain meaning of Section 7’s text.”). But see Stanton v. Paine 
Webber, 685 F. Supp. 1241, 1242 (S.D.Fla.1988) (giving no reasoning in support of 
the holding that “under the Arbitration Act, the arbitrators may order and conduct 
such discovery as they find necessary,” which resulted in the court’s denial of a 
restraining order against the issuance of several pre-hearing “subpoenas duces tecum 
to various third parties.”). 

87. See Hay Grp, 360 F.3d at 410 (citing Dean Witter Reynolds, Inc. v. Byrd, 470 
U.S. 213, 218–19 (1985) (“The legislative history of the [FAA] establishes that the 
purpose behind its passage was to ensure judicial enforcement of privately made 
agreements to arbitrate. We therefore reject the suggestion that the overriding goal of 
the Arbitration Act was to promote the expeditious resolution of claims.”)). 

88. Gresham v. Norris, 304 F. Supp. 2d 795 (E.D. Va. 2004). 

89. Id. at 795–96. 
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was a non-party to the arbitration proceeding and who refused to comply with 
the subpoena.90 Graham, who had initially requested the subpoena, moved in 
the district court for enforcement of the subpoena.91 

The district court adopted the Fourth Circuit’s reasoning from COMSAT,92 
holding that “[n]owhere does the FAA grant an arbitrator the authority to order 
non-parties to appear at depositions, or the authority to demand that non-
parties provide the litigating parties with documents during pre-hearing 
discovery.”93 Like the Fourth Circuit, the Gresham court in dicta left open the 
possible exception of allowing third-party subpoenas in situations of “special 
need or hardship.”94 

The Fourth Circuit’s reasoning in COMSAT was adopted by the Gresham 
court, which examined the FAA’s language and found, like the majority of 
federal circuits, that “[b]y its own terms, the FAA’s subpoena authority is 
defined as the power of the arbitration panel to compel non-parties to appear 
‘before them;” that is, to compel testimony by non-parties at the arbitration 
hearing.”95 The district court did not address the logic behind the Fourth 
Circuit’s unique “special need exception,” since it found that the Gresham 
facts did “not include the requisite showing of special need or hardship.”96 It 
also declined, like the Fourth Circuit, to elaborate on what such an exception 
might entail, but agreed that “at a minimum, a party must demonstrate that the 
information it seeks is otherwise unavailable,” and that the special need “must 
be more than simply a general desire to conduct discovery.”97 

 
 
 
 

                                                            
90. Id. at 796. 

91. Id. 

92. See COMSAT Corp. v. Nat’l Sci. Found., 190 F.3d 269 (4th Cir. 1999). 

93. Gresham, 304 F. Supp. 2d at 797 (quoting COMSAT, 190 F.3d at 275). 

94. Id. at 796. 

95. Id. at 797 (quoting COMSAT, 190 F.3d at 275). 

96. Id. 

97. Id. (quoting COMSAT, 190 F.3d at 276). 
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2. COMSAT (4th Cir. 1999)98 
 

In COMSAT, the Fourth Circuit considered the third-party subpoena 
enforceability discovery question, in the context of a dispute between 
COMSAT and Associated Universities, Inc. (“AUI”).99 AUI had been 
contracted by the National Science Foundation (“NSF”) to administer “a 
network of research telescopes.”100 The contract limited NSF’s liability solely 
to the direct costs of the work to be done.101 AUI, in turn, contracted with 
COMSAT in 1990 to build a telescope in West Virginia.102 A dispute arose 
between AUI and COMSAT over costs associated with the West Virginia 
telescope, and the two companies filed for arbitration pursuant to the 
mandatory arbitration clause in their contract.103 

COMSAT requested that the arbitrator issue a subpoena to NSF, which 
was not a party to the arbitration, for production of all documents relating to 
the telescope project.104 NSF did not comply, citing the NSF’s Touhy 
regulations105 regarding subpoenas as well as the fact that COMSAT had 
previously “sought substantially the same documents in [a] . . . Freedom of 
Information Act (“FOIA”) request.”106 COMSAT then issued three more 
subpoenas, which were ultimately the issue in the Fourth Circuit case, for 

                                                            
98. COMSAT Corp. v. Nat’l Sci. Found., 190 F.3d 269 (4th Cir. 1999). 

99. Id. at 271–72. 

100. Id. at 271. 

101. Id. at 271–72. 

102. Id. at 272. 

103. Id. 

104. Id. 

105. Id. at 272 n.3 (“Pursuant to 5 U.S.C.A. § 301, executive branch agencies may 
prescribe regulations for their own internal governance, conduct of business, record 
keeping, and document custody. . . . Such regulations . . . that create agency 
procedures for responding to subpoenas are often termed ‘Touhy regulations,’ in 
reference to the Supreme Court’s decision in United States ex rel. Touhy v. Ragen . . 
. [holding that] agency employees may not be held in contempt for refusing to 
answer a subpoena, if prohibited from responding by a superior.”); see also U.S. ex 
rel. Touhy v. Ragen, 340 U.S. 462 (1951). 

106. Id. at 272. 
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prehearing appearance of three NSF employees who were ordered to bring 
with them documents relating to the telescope project.107 

NSF refused to comply with the three subpoenas, primarily on the ground 
that its Touhy regulations prohibited such production; COMSAT subsequently 
petitioned a federal district court for compliance with the subpoenas.108 A 
federal magistrate judge heard arguments from both sides, and ruled from the 
bench for COMSAT, “requiring NSF to comply with the subpoenas.”109 The 
magistrate judge accepted COMSAT’s argument that since COMSAT had 
named NSF in the caption of the motion to compel, NSF had been 
appropriately made “a party to the underlying dispute,” and thus been made 
subject to the Federal Rules of Civil Procedure’s (“FRCP”) subpoena 
requirements.110  

NSF immediately appealed the magistrate’s decision to the district court, 
where it argued that it had made a proper objection to the subpoenas under the 
FRCP, and that the Federal Arbitration Act did “not grant an arbitrator the 
authority to subpoena third parties for pre-arbitration discovery.”111 The 
district court affirmed the magistrate judge’s ruling, in part because it “read 
the FAA as a broad grant of full subpoena power to arbitrators.”112 NSF 
appealed to the Fourth Circuit. 

The Fourth Circuit reversed the district court, holding that “a federal court 
may not compel a third party to comply with an arbitrator's subpoena for 
prehearing discovery, absent a showing of special need or hardship.”113 
Additionally, it held that NSF was entitled to sovereign immunity as a 
government agency that was a third party to the arbitration.114 

The Fourth Circuit reviewed the FAA’s restrictions on third party 
subpoenas, starting with the “express provisions of the FAA.”115 It held that 

                                                            
107. Id. 

108. Id. at 273. 

109. Id. 

110. Id. 

111. Id. at 274. 

112. Id. 

113. Id. at 278. 

114. Id. 

115. Id. at 275. 
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“[n]owhere does the FAA grant an arbitrator the authority to order non-parties 
to appear at depositions, or the authority to demand that non-parties provide 
the litigating parties with documents during prehearing discovery.”116 Further, 
“[b]y its own terms, the FAA's subpoena authority is defined as the power of 
the arbitration panel to compel non-parties to appear “before them;” that is, to 
compel testimony by non-parties at the arbitration hearing.”117 In response to 
COMSAT’s contention that arbitrators’ authority is the same as that of a 
federal court, the Fourth Circuit stated “[t]his is decidedly not the case.”118 
Instead, “[t]he FAA provides that a federal court may “compel the attendance 
of [a subpoenaed person] before said arbitrator . . . .”119 The enforcement 
provision does not expand the arbitrator's subpoena authority, which remains 
simply the power to compel non-parties to appear before the arbitration 
tribunal.”120 

The court discussed the rationale for this constrained arbitrator subpoena 
power, stating that arbitration is designed for “a more efficient and cost 
effective resolution” of disputes.121 A “hallmark of arbitration—and a 
necessary precursor to its efficient operation—is a limited discovery 
process.”122 Consequently, neither COMSAT nor AUI could “reasonably 
expect to obtain full-blown discovery from [each] other or from third 
parties.”123 

However, in dicta, the COMSAT court discussed a possible exception to 
this rule. It noted that “COMSAT argues quite persuasively that in a complex 
case such as this one, the much-lauded efficiency of arbitration will be 
degraded if the parties are unable to review and digest relevant evidence prior 
to the arbitration hearing.”124 “For this reason,” the Fourth Circuit 
“contemplated that a party might, under unusual circumstances, petition the 

                                                            
116. Id. 

117. Id. 

118. Id. at 275–76. 

119. Id. (emphasis added). 

120. Id. at 276. 

121. Id. 

122. Id. 

123. Id. 

124. Id. 
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district court to compel pre-arbitration discovery upon a showing of special 
need or hardship.”125 But, the court did “not now attempt to define ‘special 
need,’ except to observe that at a minimum, a party must demonstrate that the 
information it seeks is otherwise unavailable.”126 Since COMSAT did not 
attempt to show, and “we infer from the record” could not show that the 
information was otherwise unavailable, this exception was hypothetical.127 
 
 
III. THE OLDER IMPLICIT INTERPRETATION MINORITY RULE 

 
A minority of jurisdictions, including courts in the Sixth, Seventh, and 

Eighth Circuit, have held that § 7 of the FAA authorizes arbitrators to enforce 
subpoenas that order the production of documents prior to the arbitration 
hearing.  However, the minority’s holdings predate the contrary majority 
decisions and are based on an interpretation of what these courts held was 
implicit in § 7 of the FAA with a more liberal reading of the intent of the 
drafters of the statute rather than with the more current strict interpretation. 

 
   

A. The Sixth Circuit 
 

1. Meadows (M.D. Tenn. 1994)128 
 

Meadows set forth the primary arguments that appellate courts in the Sixth 
and Eighth circuits would later adopt. In Meadows, the third-party subpoena 
at issue sought to compel a non-party to produce complex and voluminous 
documents  prior to the arbitration hearing.129 After the arbitrator issued the 

                                                            
125. Id. (citing Burton v. Bush, 614 F.2d 389, 391 (4th Cir. 1980) (affirming an 
arbitration award that was disputed by the losing party which alleged that they had 
been “surprised” by the opposition due to a lack of prehearing discovery)). The 
Burton court did not consider what a special need would have been, either, since the 
party disputing the arbitration award had not petitioned the district court for an order 
compelling discovery. See Burton, 614 F.2d at 390–91. 

126. COMSAT, 190 F.3d at 276. 

127. Id. at 276–77. 

128. Meadows Indem. Co. v. Nutmeg Ins. Co., 157 F.R.D. 42 (M.D. Tenn. 1994). 

129. Id. at 43. 
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subpoena, the non-party filed a motion to quash in the district court.130 The 
non-party argued that the arbitrator panel acted beyond its statutory authority 
by ordering the production of documents separate from an order to appear 
before the arbitration panel.131 The district court held that the subpoena was 
valid under the FAA and denied the non-party’s motion to quash the 
subpoena.132 The court stated: 

[T]here is little dispute [that] the arbitration panel, pursuant to its 
authority under § 7, could require a witness to appear before the panel 
and bring all of the documents at issue to a hearing. Considering the 
sheer number of documents addressed by the subpoena, however, this 
scenario seems quite fantastic and practically unreasonable . . . the 
arbitration panel issued the disputed subpoena as a method of dealing 
with complex and voluminous discovery.133 
The court further stated that “while [the non-parties] are not parties to the 

arbitration, they are intricately involved in the arbitration and are not mere 
third-parties who have been pulled into this matter arbitrarily.”134 Lastly, the 
court stated that the non-party’s reading of § 7 of the FAA is overly 
constrictive, holding that “[t]he power of the panel to compel production of 
documents from third-parties for the purpose of a hearing implicitly authorizes 
the lesser power to compel such documents for arbitration purposed prior to a 
hearing.”135 

Meadows’ holding is limited for several reasons. First, the court based its 
decision on facts specific to this case, namely that the documents sought by 
the subpoena were complex and voluminous in nature, amounting to thousands 
of documents which the non-party admitted having in one of its warehouses.136 
Thus, the court seems to articulate an exception for subpoenas with 
voluminous requests in the name of practicality, and seemed not to intend to 

                                                            
130. Id. 

131. Id. at 44. 

132. Id. at 45. 

133. Id. at 44. 

134. Id. at 45. 

135. Id. 

136. Id. at 44 (stating that the “sheer number of documents addressed by the 
subpoena” made it seem “practically unreasonable” to bring the documents to an 
arbitration hearing). 
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broadly green-light all subpoenas that request the production of documents 
separate from a witness appearance. Second, the Meadows court was 
influenced by the non-party resembling more of an actual party to the 
arbitration because it was “intricately involved” in the arbitration.137 Lastly, 
the Meadows court, in describing the power of arbitrators to compel document 
production as an “implicit” power138 rather than an explicit one, was a statutory 
construction of its interpretation of the FAA that has been rejected by more 
recent higher courts’ contrary holdings based on the strict statutory 
interpretation of § 7 of the FAA.  

 
 

2. AFL-CIO (6th Cir. 1999)139 
 
In AFL-CIO, the Sixth Circuit elaborated on Meadows and issued a 

holding consistent with the minority rule. In AFL-CIO, the third-party 
subpoena sought the non-party’s appearance at its office and at the arbitration 
hearing, and to produce certain records.140 On motion by plaintiff Warren 
Pierce (“Pierce”) to enforce the subpoena, the district court denied the motion 
and quashed the subpoena.141 Pierce appealed to the Sixth Circuit, seeking 
enforcement of the subpoena, arguing that enforcement was authorized by 
either § 301 of the Labor Management Relations or §7 of the FAA.142 The 
circuit court reversed the district court’s ruling, and ordered the non-party to 
comply with the subpoena to produce documents, holding that: 

Just as the subpoena power of an arbitrator under the FAA extends to 
non-parties, a labor arbitrator conducting an arbitration under a 
collective bargaining agreement should also have the power to 
subpoena third parties. . . . We hold that under § 301, a labor arbitrator 
is authorized to issue a subpoena duces tecum to compel a third party 
to produce records he deems material to the case either before or at an 
arbitration hearing. We caution that this decision should not be read to 

                                                            
137. Id. at 45. 

138. Id. 

139. Am. Fed’n of Television and Radio Artists, AFL-CIO v. WJBK-TV, 164 F.3d 
1004 (6th Cir. 1999). 

140. Id. at 1006. 

141. Id. at 1007. 

142. Id. at 1008. 
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mean that a party to the arbitration is entitled to any such discovery, 
only that a labor arbitrator may issue such a subpoena.143 
The precedential value of the Sixth Circuit’s holding is limited. Although 

the court recognizes Meadows’ implicit argument, this language is dicta, and 
it reached its holding based on § 301 of the Labor Management Relations Act 
and not § 7 of the FAA. The dissent confirms this omission stating: “[t]he 
majority declined to address the application of the FAA to this case.”144 Thus, 
the Sixth Circuit’s opinion is not helpful in construing the meaning of § 7 of 
the FAA, as it relied on a different statute in its decision to uphold a subpoena 
ordering the production of documents prior to the arbitration hearing. 

 
 

B. The Seventh Circuit 
 

1. Amgen (N.D. Ill. 1995)145 
 

In Amgen, the district court held that a third-party subpoena was 
enforceable, citing Meadows’ opinion that the FAA implicitly permits 
compelling the production of documents.146 However, the court gave little 
reasoning for its holding, and only regurgitated Meadows’ implicit argument 
in dicta.147 On appeal, the Seventh Circuit remanded the case on jurisdictional 
grounds without reaching the merits of the issue of an arbitrator’s power to 
enforce subpoenas against third parties.148 On remand, the district court 

                                                            
143. Id. at 1008–09 (internal citations omitted). 

144. Id. at 1014. 

145. Amgen, Inc. v. Kidney Ctr. Of Delaware Cty., Ltd., 879 F. Supp. 878 (N.D. Ill. 
1995). 

146. Id. at 883. 

147. Id. at 880. 

148. Amgen, Inc. v. Kidney Ctr. Of Delaware Cty., Ltd., 95 F.3d 562, 569 (7th Cir. 
1996); cf., Alliance Healthcare Services, Inc v. Argonaut Private Equity, LLC, 804 F. 
Supp. 2d 808, 813 (N.D. Ill. 2011) (wherein the Seventh Circuit denied enforcement 
of a third-party arbitration discovery subpoena on jurisdictional grounds, expressly 
stating that it disagreed with the holding of Judge Kennelly in the Amgen case). 
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dismissed the case based on lack of jurisdiction without reaching the merits of 
the appeal.149 

 
 

C. The Eighth Circuit 
 

1. In re Security Life Insurance (8th Cir. 2000)150 
 

In re Security Life Insurance is the most recently reported case supporting 
the older “implicit” minority rule interpretation. Decided more than seventeen 
years ago, the Eighth Circuit addressed the enforceability of a third-party 
subpoena which sought to compel a non-party to produce documents and to 
provide the testimony of a certain employee.151 On motion by Security Life 
Insurance (“Security”) to enforce the subpoena, the district court upheld the 
subpoena.152 The non-party appealed to the Eighth Circuit and argued that the 
district court should have refused to compel compliance with the subpoena 
because § 7 of the FAA does not authorize prehearing deposition subpoenas.153 
Contrariwise, Security argued that a party could be compelled to provide 
documents as ordered by the subpoena, regardless of whether it is a party to 
the arbitration.154 The Eighth Circuit affirmed the district court’s enforcement 
of the subpoena to produce documents and testimony.155 

The Eighth Circuit held that: “[i]mplicit in an arbitration panel’s power to 
subpoena relevant documents for production at a hearing is the power to order 
the production or relevant documents for review by a party prior to the 
hearing.”156 The court further found that “[the non-party] is not a mere 
bystander pulled into this matter arbitrarily, but is a party to the contract that 

                                                            
149. Amgen, Inc. v. Kidney Ctr. Of Delaware Cty., Ltd., 101 F.3d 110 (7th Cir. 
1996) (Unpublished Disposition). 

150. In re Sec. Life Ins. Co., 228 F.3d 865 (8th Cir. 2000). 

151. Id. at 868. 

152. Id. at 865. 

153. Id. at 869. 

154. Id. 

155. Id. at 872. 

156. Id. at 870. 
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is the root of the dispute, and is therefore integrally related to the underlying 
arbitration, if not an actual party.”157 

The Eighth Circuit’s holding is limited as a matter of fact and law. First, it 
found as a matter of fact that the non-party in this case was not truly a non-
party, but rather the non-party could be considered an actual party because it 
was a party to the contract that was at the root of the dispute.158 The court also 
made a distinction between this type of non-party that are parties to the 
underlying contract and those that are “mere bystanders”.159 Second, the 
Eighth Circuit’s language in its holding is limited as a matter of law. Though 
it held an arbitrator’s power to subpoena relevant documents prior to a hearing 
is implicit, it admitted that that “[§ 7] does not, however, explicitly authorize 
the arbitration panel to require the production of documents for inspection by 
a party.”160  

The court based its holding outside of the text of the FAA, arguing that the 
efficiency in arbitrations is better served by allowing a party to review 
documents prior to the arbitration hearing.161 However, the Second, Third, and 
Ninth Circuits have rejected this argument, stating that the FAA created a 
limited discovery process because it best serves efficiency, and that if it had 
intended, it could have explicitly stated that.162       

 
    

                                                            
157. Id. at 871. 

158. Id. 

159. Id. In FINRA arbitrations involving the purchase of securities, the underlying 
contract is typically between the brokerage firm and the client. Therefore, most non-
parties that are subpoenaed in FINRA cases are bystanders, in which case the Eighth 
Circuit’s reasoning is not persuasive. 

160. Id. at 870. 

161. Id. 

162. See Hay Grp., Inc. v. E.B.S. Acquisition Corp., 360 F.3d 404, 408–09 (3rd Cir. 
2004) (stating that “[i]f the FAA had been meant to confer the latter, broader power, 
we believe that the drafters would have said so, and they would have then had no 
need to spell out the more limited power to compel a non-party witness to bring 
items with him to an arbitration proceeding” ); see also CVS Health Corp. v. Vividus 
LLC, 878 F.3d 703, 708 (9th Cir. 2017) (“Section 7's presence requirement ... forces 
the party seeking the non-party discovery—and the arbitrators authorizing it—to 
consider whether production is truly necessary.”) (quoting Life Receivables Tr. v. 
Syndicate 102 at Lloyd’s of London, 549 F.3d 210, 218 (2nd Cir. 2008)).  
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IV. CONCLUSION 
 
Pre-arbitration hearing discovery subpoenas to non-parties are not 

enforceable under the weight of federal case law163 and the plain language of 
the FAA. The more recent opinions, issued by four federal circuit courts and 
three district courts, conclude that the subpoenas are unenforceable. No court 
has upheld enforcement of these pre-hearing discovery subpoenas in more than 
17 years. The minority’s four older opinions consist of two circuit and two 
district courts’ decisions. Of the two circuit court cases, AFL-CIO never 
addressed §7 of the FAA in the majority opinion, and In re Security Life 
Insurance acknowledged that §7 does not explicitly authorize panels to issue 
subpoenas to third parties, basing its decision in part on considering a third-
party to be an actual party. The two district court decisions are distinguishable 
because the Amgen court never reached the merits of admissibility and the 
Meadows court based its decision on finding that the non-party resembled an 
actual party. The four minority rule implicit interpretation cases do not follow 
the plain statutory language and read into the statute a more expansive 
interpretation of the intent.164 The minority “implicit” interpretation also 
receives criticism in light of the repeated instructions by the U.S. Supreme 
Court that where a statute’s language is plain, it must be enforced according to 
its terms.165 In the absence of any reported legislative history addressing the 
                                                            
163. However, various states have statutes or case law which permit the issuance of 
prehearing discovery subpoenas to the same extent as if the matter were pending in a 
civil action. See e.g. Cal. Civ. Proc. Code § 1283.05(a) (West 2005), cf. N.Y. 
C.P.L.R. 3102(c) (McKinney 2011). 

164. See e.g., Amgen, Inc. v. Kidney Ctr. Of Delaware Cty., Ltd., 879 F. Supp. 878, 
880 (N.D. Ill. 1995) (noting simply that the party opposing the subpoena did not 
dispute the Meadows “implicit power” argument); In re Sec. Life Ins. Co., 228 F.3d 
at 870–71 (supporting its holding that the FAA provides “implicit power” to issue 
subpoenas to third parties with only one sentence: “Although the efficient resolution 
of disputes through arbitration necessarily entails a limited discovery process, we 
believe this interest in efficiency is furthered by permitting a party to review and 
digest relevant documentary evidence prior to the arbitration hearing.”). 

165. Arlington Cent. Sch. Dist. Bd. of Educ. v. Murphy, 548 U.S. 291, 296 (2006) 
(“When the statutory ‘language is plain, the sole function of the courts—at least 
where the disposition required by the text is not absurd—is to enforce it according to 
its terms.’” (quoting Hartford Underwriters Ins. Co. v. Union Planters Bank, 530 
U.S. 1 (2000)); see also Zuni Public Sch. Dist. No. 89 v. Dept. of Educ., 550 U.S. 81, 
93 (2007) (“Under this Court's precedents, if the intent of Congress is clear and 
unambiguously expressed by the statutory language at issue, that would be the end of 
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scope or intent of §7 of the FAA, the literal language must be taken to mean 
what it says.166 The more recent “express plain language” majority rule 
prohibiting enforcement of third party arbitration discovery subpoenas is 
consistent with the majority view in federal courts that generally the FAA 
impliedly prohibits judicial discovery.167 Specifically, since third-parties are 
not parties to contracts and thus never bargained to be involved in pre-
arbitration hearing discovery productions, pre-hearing arbitration discovery 
subpoenas issued to them should not be enforceable. 
 

                                                            
our analysis.”); Connecticut Nat. Bank v. Germain, 503 U.S. 249, 253–54 (1992) 
(“We have stated time and again that courts must presume that a legislature says in a 
statute what it means and means in a statute what it says there.”). 

166. See id. 

167. See 3 IAN R. MACNEIL, RICHARD E. SPEIDEL & THOMAS J. STIPANOWICH, 
FEDERAL ARBITRATION LAW: AGREEMENTS, AWARDS, AND REMEDIES UNDER THE 

FEDERAL ARBITRATION ACT 34:23–34:24 n.3 (Supp. 1996) (none of the cases cited 
in the Macneil, Speidel & Stipanowich treatise’s supplement on p. 34:23 n.3 involve 
subpoenas seeking discovery from third parties prior to the arbitration hearing); cf. 
McIntire v. China MediaExpress Holdings, 252 F. Supp. 3d 328, 330–31 (S.D.N.Y 
2017) (denying discovery pursuant to pre-arbitration subpoena in the absence of 
extraordinary circumstances). 
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CLAIMS OF PRIVILEGE IN SECURITIES ARBITRATIONS 
 

Seth E. Lipner 
 
 

It is a common scenario. The arbitration is a “product” case, and there 
has been an SEC investigation or a settlement with a state regulator.1 Or you 
have suitability case, and FINRA’s Division of Enforcement has opened a 
file and sent a FINRA Rule 8210 notice seeking information from the 
brokerage firm.2 Perhaps a regulator issued a Wells Notice, and the 
brokerage firm submitted a response. 3 Maybe there was a settlement and the 
firm had to take remedial action.4  

                                                            
1. The FINRA Discovery Guide defines a “product case” as one that involves 
“widespread mismarketing or defective development of a specific security or 
group of securities.” FINANCIAL INDUST. REGLATORY AUTH., DISCOVERY 

GUIDE 6 (2013) [hereinafter FINRA DISCOVERY GUIDE] https://www.finra 
.org/sites/default/files/ArbMed/p394527.pdf; see also FINRA, NOTICE TO 

MEMBERS 13-40 (2013). According to FINRA and its Discovery Task Force, 
among the unique features of product cases is that the Respondent is more 
likely to be the subject of a regulatory investigation. See SR-FINRA 2013-
024, 78 Fed. Reg. 119, 37261 (June 20, 2013). 

2. See FINRA, RULE 8210 (2013) (“Provision of Information and Testimony 
and Inspection and Copying of Books”). Reports from the author’s informal 
defense attorneys, and the author’s experience, indicates that the incidence of 
Rule 8210 Notices is increasing, especially in cases involving elderly 
investors. 

3. A Wells Notice is a notification from a regulator that it intends to 
recommend that enforcement proceedings be commenced against the 
prospective respondent. The notice references, in broad-strokes, the violation 
that the Staff believes has occurred. See Mark Astarita, The Wells Notice 
SEC/FINRA Investigations, SECLAW.COM, http://www.seclaw.com/wells-
notice-sec-finra-investigations/. The prospective defendant’s response is 
called a “Wells Submission.”  FINRA also uses a form of the procedure in its 
investigations. Id.  

4. The fact that remedial action occurred is inadmissible in most courts to 
avoid prejudice, though there are several exceptions. See FED. R. EVID. 407. 
Of course, FINRA arbitrators are not bound by such rules (because 
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Your Claimant, in its Rule 12507 Request for Documents, sought 
Respondent’s “files concerning all internal investigations, including but not 
limited to reports of investigators, compliance personnel, outside consultants 
or counsel.” The request also sought “all of Respondent’s communications 
with regulators” concerning the investment product or the broker whose 
conduct is at issue.  

The Respondent objected on grounds of privilege – attorney-client 
privilege, attorney work product privilege and a “regulatory” or 
“deliberative” privilege. Perhaps Respondent is especially creative, and tries 
to assert an “investigatory” or “self-critical analysis” privilege.5 

The arbitrators don’t know what to make of these kinds of objections.  
FINRA’s Discovery Guide and arbitrator training materials are largely 
silent.6 The arbitrators likely covered some of these privileges in law school, 
but who remembers? Do any of these privileges apply to these types of 
documents? How far do the privileges go?  Are there exceptions?  What is 
the law?  

The article is intended as guidance to parties and arbitrators. Part I 
introduces the context – the discovery requests in an investor arbitration that 
are likely to implicate privilege issues. Part II is a primer on the themselves, 
including the waiver doctrine. Part III focusses on federal court cases that 
address privilege issues similar to those that arise in securities arbitration, 

                                                                                                                                             
arbitrators are not likely to be prejudiced the way jurors are). See FINRA, 
RULE 12604 (2008). 

5. One creative lawyer we recently encountered claimed there was a 
“settlement” privilege, citing Federal Rules of Evidence 408. Settlement 
communications may, indeed, be inadmissible as evidence (Article IV of the 
Federal Rules of Evidence is titled “Relevancy and its Limits”), but that Rule 
does not create a privilege from discovery. See FED. R. EVID. 401-415. FRE 
Article V covers “Privileges”; that Article makes no mention of any 
“settlement” privilege. See FED. R. EVID. 501, 502. 

6. The Discovery Guide contains just two sentences. The first sentence 
announces that the arbitrators should not order the production of documents 
subject to an “established privilege, including the attorney-client privilege 
and the attorney work product doctrine.” FINRA DISCOVERY GUIDE, supra 
note 1, at 4. The second sentence states that imposition of a confidentiality 
agreement on the parties’ use of discovered documents does not abrogate or 
invalidate the privilege. Id. at 4-5.  
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and Part IV proposes some steps FINRA should take to better educate its 
arbitrators about privilege issues.  
 
 
I. RELEVANCE OF THE REQUESTS 
 

A Claimant may find inculpatory information in a securities firm’s 
investigatory file or report, or in a communication between the firm and a 
regulator. A request for such documents is commonly made by Claimants, 
and it is reasonably calculated to lead to the discovery of relevant evidence.7 
Such reports often identify witnesses and relevant documents. They also 
often recite facts or describe events, and sometimes include the sworn (or 
unsworn) statements of witnesses. Sometimes these documents contain mea 
culpas that the firm made; some of those mea cuplas are made as the firm 
sought leniency from the regulator.  The firm usually does not want the 
Claimant or the arbitrators to see such documents.8  

Absent a valid claim of privilege, these documents -- reports of 
investigators, witness statements, internal memoranda, declarations or 
affidavits, depositions or On-The-Record interview transcripts, Wells 
Submissions and responses to FINRA Rule 8210 requests -- are discoverable. 
These documents, especially any factual statements contained in them or 
documents created contemporaneously with the events at issue, will be 
admissible as evidence in the arbitration.  In addition to assisting the 
Claimant’s attorney in identifying relevant witnesses and documents, 
possessing these documents can prevent or deter the firm from telling one 

                                                            
7. Rule 12507 authorizes parties to seek additional documents beyond those 
listed in the FINRA Discovery Guide. FINRA, RULE 12507 (2017) 
Relevancy is the only limitation. See 2013 FINRA DISCOVERY GUIDE, supra 
note 1, at 2. Federal Rules of Evidence Rule 26(b)(1) provides: “Parties may 
obtain discovery regarding any non-privileged matter that is relevant to any 
party’s claim or defense. Relevant information need not be admissible at the 
trial if the discovery seems reasonably calculated to lead to the discovery of 
admissible evidence.” Fed. R. Evid. 26(b)(1). 

8. See Lisa Chalidze, Annotation, Discovery of Bank Examination Reports 
and Use of Bank Examiner Privilege or Bank Examination Privilege in 
Federal Civil Proceedings, 151 A.L.R. Fed. 643, §2[b] (1999) [hereinafter 
Bank Privilege] (observing that correspondence with regulators also contain 
explanations of “ongoing efforts to satisfy identified deficiencies”). 
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thing to regulators (including contrition) and something different to 
arbitrators (a series of aggressive denials).  

In court, requests for a financial services firm’s communications with 
regulators are routinely granted in federal and state litigation.9 Document 
discovery in arbitration should not be treated differently. Both litigation and 
FINRA arbitration are truth-seeking processes.10 
 
 
II. THE PRIVILEGES 
 

The burden of establishing the privilege and each of its elements is on 
the proponent of the privilege.11 The basis for all privilege claims should be 
recited in a “privilege log” accompanying the objection to discovery 
whenever privilege is asserted.12 

 
 
A. The Attorney-Client Privilege 

 
The attorney-client privilege is among the oldest privileges in law.13 It 

protects communications between an attorney and a client that are intended 

                                                            
9. See, e.g., In re Bank One SecsSec. Litig., 209 F.R.D. at 425.418, 425 
(N.D. Ill. 2002); see also Matter of Fischel, 557 F.2d 209, 211 (9th Cir. 
1977).  

10. See FINRA DISCOVERY GUIDE, supra note 1, at 1-2. The Guide does 
allow for arguments regarding cost and burden, but the sequence set out in 
the Guide is clear – if the arbitrators determine that the cost or burden is 
disproportionate to the need for the document, the arbitrators shall next 
determine whether the document is indeed relevant or likely to lead to the 
discovery of relevant evidence, the arbitrators are instructed to “consider 
whether there are alternatives that can lessen” the cost. Id. at 1. The Guide 
does not, however, authorize the arbitrators to decline completely a request 
for documents that have been found to be relevant. See id. at 1-2. 

11. See Santrade, Ltd. v. Gen. Elec. Co., 150 F.R.D. 539, 542 (E.D.N.C. 
1993). 

12. FED. R. CIV. P. 26(b)(5) . 

13.  See Swidler & Berlin v. United States, 524 U.S. 399, 403 (1998); Wultz 
v. Bank of China Ltd., 61 F. Supp. 3d 272, 283 (S.D.N.Y. 2013). 
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to be, and were, kept confidential.14 The only condition to applying the 
privilege is that the communications must have been for the purpose of 
obtaining legal assistance.15  If the attorney was, for example, providing 
business rather than legal advice, no privilege attaches.16 

Once established, the privilege is absolute, subject to no significant 
exceptions other than waiver.17 The privilege is waived, for example, if a 
third-party was a party to the communication, or if the attorney-client 
communication was passed on to non-clients.18 If, however, an attorney-
client privileged document was inadvertently produced in discovery, 
however, the privilege is not waived, so long as the producing party took 
reasonable steps to prevent disclosure and the holder of the privilege 
promptly took reasonable steps to rectify the error.19 

Communications with regulators, since they are not attorney-client 
communications, are not attorney-client privileged.20 Communications with 
                                                            
14.  Swidler, 524 U.S. at 403. 

15.  See Westinghouse Elec. Corp. v. Republic of Philippines, 951 F.2d 1414, 
1423 (3rd Cir. 1991) (“The privilege ‘protects those disclosures necessary to 
obtain informed legal advice.’”) (citing Fisher v. United States, 425 U.S. 
391, 403 (1976)). The existence of the Attorney-Client privilege does not 
depend upon whether litigation is anticipated. Compare the work product 
privilege, infra at section II(B).  

16.  See text and notes accompanying n. 79, infra. 

17.  See, e.g., Swidler, 524 U.S. at 410 (holding, e.g., that this privilege 
survives the death of the client). 

18.  Westinghouse, 951 F.2d at 1424 (citing United States v. AT&T, 642 F.2d 
1285, 1299 (D.C. Cir. 1980)). The Westinghouse court observed that no 
waiver would attach in cases of disclosure to an agent assisting the lawyer or 
to co-litigants. Id. at 1424. 

19. See FED. R. EVID. 502(b). Parties to an arbitration are encouraged to enter 
into a stipulation, in advance of discovery, that addresses recall of 
inadvertently produced documents. See FED. R. EVID. 502(e). The rule 
providing that inadvertent production is not a waiver also applies to 
documents covered by the attorney work product doctrine. See FED. R. EVID. 
502(a),(g)(2). 

20. See discussion of the “regulatory privilege,” infra. Communication of an 
attorney-client communication to a federal agency is a limited waiver of the 
privilege. See FED. R. EVID. 502(a).   
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investigators or experts (agents) may be privileged under the attorney work 
privilege, but that privilege is different from the attorney-client privilege, and 
the two must be treated separately.21  

If a document contains material that is privileged and material that is not 
privileged, where feasible, the privilege may be upheld by redacting the 
privileged portions of the document.22 If there is a dispute, the federal courts 
permit in camera inspection.23 

 
 
A. The Attorney Work Product Privilege  

 
The attorney work product privilege is separate from the attorney-client 

privilege.  The work product privilege protects from discovery an attorney’s 
mental impressions, opinions or legal theories in anticipation of litigation.24 
The work product privilege covers the attorney’s own documents (e.g., notes 
and memos), and the attorney’s communications with investigators, experts 
and counsel to other aligned parties.25 

                                                            
21. Id. See also text and notes accompanying note 17, supra. The fact that an 
otherwise attorney-client privileged communication does not lose its 
privilege merely because it refers to non-privileged information, such as the 
attorney’s interviews with third parties. See Spectrum Sys. Int’l Corp. v. 
Chemical Bank, 78 N.Y. 2d 371 (1991); see also text and notes 
accompanying notes 18 - 23. 

22. See DAVID SIEGAL, NEW YORK PRACTICE, 557 (4th ed., 2005). 

23. See United States v. Zolin, 491 U.S. 554 (1989); In re Grand Jury 
Subpoena (Mr. S.), 662 F.3d 65 (1st Cir. 2011); Cf. Armouth Int’l Inc. v. 
Dollar Gen. Corp., No. 3:14-0567, 2015 WL 6696367, at *6 (M.D. Tenn. 
Nov. 2, 2015) (denying in camera inspection as a “fishing expedition”). 

24.  Prof. David Siegal described the work product privilege as an “ill-
defined category whose potential for mischief has been avoided only because 
the judiciary has accorded it a narrow scope.” SIEGAL, supra note 22, at 557. 

25.  Westinghouse Elec. Corp. v. Republic of Philippines, 951 F.2d 1414, 
1427-28 (3rd Cir. 1991). The work product privilege extends to both the 
writings of the attorney as well as those of the party’s agents, experts and 
investigators working with the attorney to develop the case. Communications 
with investigators and experts are protected because these individuals are 
agents of the attorney.  Id. 
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The work product privilege was established by the U.S. Supreme Court 
in Hickman v. Taylor.26 The claims of privilege in that case were directed at 
interviews that the client’s attorney conducted with witnesses.27 The 
attorney’s adversary sought, as part of discovery, the attorney’s records of 
those interviews.28 

In Hickman, the Court explained that the work product privilege enables 
a lawyer to “work with a certain degree of privacy, free from unnecessary 
intrusion by opposing parties.”29 The attorney should be free, the Court said, 
to put his strategies and advice in writing without fear that records of these 
“mental processes” will be discoverable by an adversary.30  Documents 
containing or expressing an attorney’s opinion -  deservedly - receive the 
highest degree of protection.31 In many situations, the reports of internal 
investigations led by an attorney will fall within either the attorney-client 
privilege or the work product privilege, and litigants (and courts) often 
(unadvisedly) treat the two together.32  

Unlike the attorney-client privilege, not everything the lawyer says in 
confidence are “privileged.”  To qualify for the work product privilege, the 
work must be prepared in anticipation of litigation – i.e., the documents must 
“come into existence” because of the prospect of litigation.33 Documents 
prepared in the ordinary course of business – for example, before any 
complaint was received - are not covered by the privilege.34   

The fact that a lawyer, acting as a compliance officer, discovered 
wrongdoing does not shield from discovery the compliance officer’s emails, 

                                                            
26. See Hickman v. Taylor, 329 U.S. 495 (1947); see generally Note, 
Developments in the Law – Discovery, 74 Harv. L. Rev. 940, 1027-1046 
(1961). 

27.  Id. at 510. 

28.  Id. 

29.  Id. 

30.  Id. at 514. 

31.  Id. 

32.  See, e.g., In re Bank One Sec. Litig., 209 F.R.D. 418, 422 (N.D. Ill. 
2002). 

33.  In re Bank One Sec. Litig., 209 F.R.D. at 425. 

34.  Id. See also Matter of Fischel, 557 F.2d 209 (9th Cir. 1977). 



212 CLAIMS OF PRIVILEGE [Vol. 25 No. 2 

documents and reports.35  Furthermore, documents containing raw facts, or 
assemblages of business documents (e.g., those in a compliance audit), even 
if gathered by an attorney, are not privileged simply because an attorney or 
the attorney’s aides did the gathering.36  Discoverability depends on whether 
the documents were (a) created by an attorney or his agent, (b) in anticipation 
of litigation.37 

The work product privilege, unlike the attorney-client privilege, is a 
“qualified” rather than absolute privilege.38 The rule is codified in FRCP 
26(b)(3). If a party asserts only work product privilege as to a document, a 
further inquiry is required. 39 The privilege may be overcome by showing a 
substantial need for the information and that the party seeking the discovery 
has no other access to it without undue hardship. But even if such a showing 
can be made, the attorney’s mental impressions, conclusions and opinions 
remain protected.40  

Like the attorney-client privilege, the work product privilege is waived 
upon communication to third-parties.41 Communications to a regulator - such 
as the Securities and Exchange Commission or the Department of Justice - 
destroys the work product privilege, whether or not the communication was 
voluntary or under compulsion.42 And once an attorney’s work product is 

                                                            
35. See text and notes accompanying n. 79, infra. 

36. Id. 

37.  Examples of documents deemed not privileged include (a) materials 
assembled in the ordinary course of business, U.S. v. El Paso Co., 682 F.2d 
530, 542 (5th Cir. 1982); (b) materials prepared pursuant to regulatory 
requirements, Solis. v. Food Emp’rs Labor Relations Assn., 644 F.3d 221, 
232 (4th Cir. 2011); and (c) policies, guidelines and training materials, 
McCoo v. Denny’s Inc., 192 F.R.D. 675, 693-94 (D. Kan. 2000). 

38.  Westinghouse Elec. Corp. v. Republic of Philippines, 951 F.2d 1414, 
1429 (3rd Cir. 1991); Wultz v. Bank of China Ltd., 61 F. Supp. 3d 272, 283 
(S.D.N.Y. 2013). 

39.  Fed. R. Civ. P. 26(b)(3).  

40.  Id. 

41.  See Westinghouse, 951 F.2d at 1424; In re Bank One Sec. Litig., 209 
F.R.D. at 423. 

 42. Id. at 424. FRE 502(a) goes even further, providing, that, where 
intentional, production of privileged communications also waives any 
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communicated to an adversary – any adversary – the privilege (of course) no 
longer applies.43 In both situations, the attorney’s mental impressions are no 
longer, by definition, private, and the material is thus no longer privileged.44 

 
 
B. The So-Called “Regulatory Privilege”; the Deliberative Process 

Privilege and the Bank Examiner’s Privilege 
 

The so-called “deliberative process privilege” and its sub-species the 
“bank examiner’s privilege” are the regulators’ side of the work product 
privilege. The rationale for these privileges – protecting from discovery the 
“mental processes” of regulators45 -- is the same rationale used by the 
Supreme Court in Hickman v. Taylor. Like the attorney’s work product, the 
confidentiality of the regulator’s “work product” is considered essential to 
the proper functioning of the regulatory system.  

As is the case with the work product privilege, documents reflecting facts 
- as opposed to those reflecting the regulator’s views (or the regulated 
entity’s remedial action in response to regulatory audits or investigations) - 
are never privileged.46 And, like the work product privilege, the deliberative 
process privilege and the bank examiner privilege are “qualified privileges,” 
whose merits are judged on a case-by-case basis.47 The ALR Note observes 

                                                                                                                                             
privilege associated with not-produced communications concern the same 
subject.  

43.  In re Bank One Sec. Litig., 209 F.R.D. at 423. 

44.  Id. But see FED. R. EVID. 502(b) (inadvertent production). 

45.  See Bank Privilege, supra note 8, § 2[a] (privilege supports the “free 
flow of information and ideas among government officials . . .”). 

46.  In re Bankers Trust Co., 61 F.3d 465, 471 (6th Cir. 1995); Schreiber v. 
Society for Sav. Bancorp, Inc., 11 F.3d 217, 220 (D.C. Cir. 1993); Wultz v. 
Bank of China Ltd., 61 F. Supp. 3d 272, 282 (S.D.N.Y. 2013). See also 
Developments in the Law, supra note 26, at 1028-29. 

47.  In re Bankers Trust Co., 61 F.3d at 471; In re Subpoena Served upon 
Comptroller of Currency & Sec'y of Bd. of Governors of Fed. Reserve Sys., 
967 F.2d 630, 634 (S.D.N.Y. 2013). 
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that there are no cases declining to order the production of at least some 
documents when the bank examiner privilege has been raised.48 

There is no judicial authority for the proposition that the deliberative 
process privilege or bank examiner privilege applies to investigations by 
FINRA. While the rationale for the deliberative process privilege seems to 
extend to FINRA’s self-regulatory function, extensions of new privileges 
must always be done with caution. FINRA is not a government agency.49 

The cases that seek to invoke the (specific) bank examiner privilege all 
concern traditional banks and either the OCC or the Federal Reserve Board. 
The broader “deliberative process privilege” has, however, been applied to 
agencies such as the Environmental Protection Agency. Even if there is no 
direct judicial authority with respect to deliberations of the SEC, that gap is 
not surprising; at a minimum, there must have been many potential 
applicants. 

Judicial recognition of a deliberative process and bank examiner 
privilege does not mean, however, that a Respondent brokerage firm is a 
party who may invoke it.50 Quite the contrary – the cases are clear that these 
privileges belong to the regulator and not to the regulated entity.51  

In Wultz v. Bank of China, victims of a suicide bombing in Israel sued 
the Bank of China, alleging the Bank abetted international terrorism.52 The 
plaintiffs moved to compel the Bank and the officers of the Comptroller of 
the Currency to produce the agency’s investigative files.  The Court held that 
the privilege must be asserted by regulator not the Bank, and that the 
regulator has the burden of establishing all elements of the privilege.53  

 
 
 
 
 

                                                            
48.  See Hickman v. Taylor, 329 U.S. 495 (1947); see also Lamitie v. 
Emerson Electric Co., 535 N.Y.S. 2d 650 (N.Y. App. Div. 1988). 

49. Presbyterian Healthcare Servs. v. Goldman, Sachs & Co., 122 F. Supp. 
3d 1157, 1166 n.5 (D.N.M. 2015). 

50.  In re Bank One Sec. Litig., 209 F.R.D. at 426. 

51.  Id. 

52.  61 F. Supp. 3d 272, (S.D.N.Y. 2013). 

53.  Id. at 286.  
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C. Self-Critical Analysis Privilege  
 

Last on the usual list of privilege objections is the so-called “self-critical 
analysis” privilege. Nearly every federal court to confront a claim to such a 
privilege has either said the privilege did not exist, or, that if the privilege 
does exist, it did not apply to the case at bar.  

The Supreme Court’s sole decision on the subject casts doubt on the 
validity of a self-evaluative privilege in the context of employment law.54 
The Federal Circuit Courts that examined the privilege have all ruled that the 
privilege does not exist.55 In the Circuits that have not already rejected the 

                                                            
54.  See Univ. of Pennsylvania v. E.E.O.C., 493 U.S. 182 (1990). In that case, 
the EEOC sought the peer-reviews contained in the University’s files 
concerning a tenure application. Id. at 186-87. The University argued for a 
qualified privilege against producing the reviews, citing a potential chilling 
effect on peer-review candor and a threat to the integrity of the peer-review 
process. Id. at 196-97. All the lower courts and, the Supreme Court, refused 
to recognize such a privilege. Id. at 201-02 The Court new privileges will 
only be recognized if it “promotes sufficiently important interests to 
outweigh the need for probative evidence....” Id. at 189 (quoting Trammel v. 
United States, 445 U.S. 40, 51 (1980)). 

55.  See Alaska Elec. Pension Fund v. Pharmacia Corp., 554 F.3d 342, 351 
n.12 (3d Cir. 2009)(“The self-critical analysis privilege has never been 
recognized by this Court and we see no reason to recognize it now.”); In re 
Kaiser Aluminum & Chem. Co., 214 F.3d 586, 593 (5th Cir. 
2000)(“[P]rivileges ‘shall be governed by the principles of the common law 
as they may be interpreted by the courts of the United States in the light of 
reason and experience.’ Privileges ‘are not lightly created nor expansively 
construed, for they are in derogation of the search for truth.”) (first quoting 
Fed. R. Evid. 501; then quoting United States v. Nixon, 418 U.S. 683, 710 
(1974)); Meeks v. Welch, 319 F.3d 897, 899 (7th Cir. 2003) (noting that a 
“self-critical analysis privilege” has never been recognized by the 7th 
circuit); Union Pac. R. Co. v. Mower, 219 F.3d 1069, 1076 n.7 (9th Cir. 
2000) (“[The] assertion of a self-critical analysis privilege is particularly 
questionable. This court has not recognized this novel privilege.”). See also 
Dowling v. American Haw. Cruises, Inc., 971 F.2d 423, 425–26 (9th 
Cir.1992); Fed. Trade Comm’n v. TRW, Inc., 628 F.2d 207, 210 (D.C. Cir. 
1980); Johnson v. United Parcel Serv., Inc., 206 F.R.D. 686, 689–90 (M.D. 
Fla. 2002) (“[N]o circuit court of appeals has explicitly recognized the self-
critical analysis privilege.”); Adeduntan v. Hosp. Auth. of Clarke Cty., No. 
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privilege, most District Courts have also held that the privilege does not 
exist.56  

Some state courts have also considered the privilege, and a few have 
given it limited application. But most states decline to recognize the 
privilege, and in cases involving mixed federal and state law claims, the 
federal rule governs.57 The few courts which have entertained the privilege 
did so because of a “substantial public interest” with respect to the 
confidentiality of a specific document; they have typically limited the 
privilege to the self-evaluation only, while requiring full disclosure of the 
facts found in any accompanying evaluative report.58 

                                                                                                                                             
3:04-CV-65, 2005 WL 2074248, at *12 (M.D. Ga. Aug. 25, 2005) (“The 
Eleventh Circuit has not explicitly recognized the self-critical analysis 
privilege . . .”); see Stacy v. PPC Transp. Co., No. 11-CV-4018, 2013 WL 
12171859, at *2 (W.D. Ark. Feb. 22, 2013); In re Guidant Defibrillators 
Prod. Liab. Litig., No. MDL 05-1708 DWFAJB, 2006 WL 692292, at *2 (D. 
Minn. Mar. 16, 2006);  Gordon v. Sunrise Senior Living Mgmt., Inc., No. 
08-CV-02299-REB-MJW, 2009 WL 2959213, at *1 (D. Colo. Sept. 10, 
2009) (“In addition, the court agrees with plaintiffs that the self-critical 
analysis privilege is not recognized by the Tenth Circuit or under Colorado 
law.”). 

56. See, e.g., Reyes-Santiago v. JetBlue Airways Corp., 932 F. Supp. 2d 291, 
297 (D.P.R. 2013) (“As another court has previously explained to JetBlue, as 
a ‘matter of federal law . . . it is unlikely that the self-critical analysis 
privilege exists.’”) (quoting Granberry v. Jet Blue Airways, 228 F.R.D. 647 
650 (N.D. Cal. 2005); Lindley v. Life Inv'rs Ins. Co. of Am., 267 F.R.D. 382 
(N.D. Okla. 2010), (stating that there is no recognized “self-critical analysis” 
privilege allowing “individuals or businesses to candidly assess their 
compliance with regulatory and legal requirements without creating evidence 
that may be used against them by their opponents in future litigation”) 
(quoting Reichhold Chems., Inc. v. Textron, Inc., 157 F.R.D. 522, 524 (N.D. 
Fla. 1994),  aff'd in part as modified, No. 08-CV-0379-CVE-PJC, 2010 WL 
1741407 (N.D. Okla. Apr. 28 2010).  

57.  See FRE 502 (8). 

58.  See Ohio Willow Wood Co. v. Alps S., LLC, No. 2:05-cv-1039, 2011 
WL 1043474, at *4 (S.D. Ohio Mar. 18, 2011). Cf. Pipino v. Delta Air Lines, 
Inc., No. 15-CV-80330, 2016 WL 4184185, at *1 (S.D. Fla. Apr. 29, 2016) 
(“The ‘self-critical analysis privilege’ does not apply to the documents at 
issue as the emails contain many objective facts. Furthermore, it is unclear 
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whether the privilege even applies in the Eleventh Circuit in any context.”); 
Bagley v. Yale Univ., 315 F.R.D. 131, 151 (D. Conn. 2016), as amended 
(June 15, 2016) (“[The self-critical analysis privilege] only applies to the 
analysis or evaluation itself, and not to the facts which are analyzed.” The 
court also emphasized that the privilege must be “balanced against the 
societal interest in discovery”) (quoting Lasky v. American. Broad. Co., NO. 
83 Civ. 7438, 1986 WL 9223, at *2 (S.D.N.Y. Aug. 13, 1986); In re Guidant 
Defibrillators Prod. Liab. Litig., 2006 WL 692292, at *2 (D. Minn. Mar. 16, 
2006) (“[E]ven if the Court were to conclude that there was some type of 
self-critical analysis privilege alive and well in the Eighth Circuit or this 
District, it would decline to apply such a privilege to the facts and 
circumstances of the case before the Court.”); Bailey v. City of New York, 
2015 WL 4523196, at *5 (E.D.N.Y. July 27, 2015) (“To the extent that this 
privilege is recognizable, ‘a party invoking the self-critical analysis privilege 
must show that: (i) the information sought resulted from a critical self-
analysis undertaken by the party seeking protection; (ii) the public has a 
strong interest in preserving the free flow of the type of information sought; 
and (iii) the information is of the type whose flow would be curtailed if the 
discovery were allowed.’” Such a showing was not made) (internal 
quotations omitted) (quoting Devins v. Lazoff, No 09 Civ. 9599, 2012 WL 
1080182, at *1 (S.D.N.Y. Mar. 30, 2012)); In re Ashanti Goldfields Sec. 
Litig., 213 F.R.D. 102, 104 (E.D.N.Y.2003) (noting that the party asserting 
the privilege bears the burden of “’establishing by a detailed and convincing 
showing’ of the harm to the disclosure”; the showing was not made) (quoting 
In re Nieri, No. Civ. A. M12-329, 2000 WL 60214, at *2 (S.D.N.Y. Jan. 24, 
2000)). See also Bredice v. Doctors Hosp., Inc., 50 F.R.D. 249 
(D.D.C.1970); Zikianda v. County of Albany, No. 1:12-CV-1194, 2013 WL 
9366446, at *2 (N.D.N.Y. Mar. 8, 2013) (“[A] blanket assertion that a 
document is privileged, or merely exclaiming that disclosure of a purportedly 
privileged document would have a chilling effect on such further 
investigations and reports, without more, is plainly insufficient to meet the 
burden of establishing the applicability of the asserted privilege.”) (citing 
E.E.O. C. v. Sterling Jewelers Inc., 2012 WL 1680811, at *13 (W.D.N.Y. 
May 14, 2012)); Hoxie v. Livingston Cty., No. 09-CV-10725, 2010 WL 
2898285, at *3 (E.D. Mich. July 14, 2010)(“Defendants have not elaborated 
on their claim that an evaluative privilege applies to these documents and 
have not briefed the issue. The application of an evaluative/self-critical 
analysis privilege is extremely narrow and it is not absolute; it applies only to 
analysis or evaluation, not the facts on which the evaluation was based.”); 



218 CLAIMS OF PRIVILEGE [Vol. 25 No. 2 

II. PRIVILEGE CLAIMS AND SECURITIES ARBITRATION 
 

Securities arbitration practitioners and arbitrators face a variety of 
privilege issues. Intra-firm communications between in-house counsel and 
employees of the firm may be privileged if the communications were for the 
purpose of obtaining legal assistance – always a question of fact. The results 
of compliance investigations, and communications with regulators are other 
categories of documents frequently sought in FINRA arbitrations. 

FINRA’s materials on privilege are deficient with respect to privilege 
issues.59 The Discovery Guide60 states only that “[p]arties are not required to 
produce documents that are otherwise subject to an established privilege, 
including the attorney-client privilege and the attorney work product 
doctrine.”61 These privileges are not defined; nor is there discussion of the 
role of a privilege log. The Guide does not mention the other privileges or 
how to treat them, but the use of the word “including” suggests there are 
others that are also appropriate for arbitrators to apply.   

Regrettably, it has been my experience that arbitrators have long ignored 
the intricacies of privilege claims. The informality of FINRA arbitration, 
combined with the limited nature of discovery, compound the problem. 
Without pre-hearing depositions, truth is harder to know, especially for one 
(like an investor) who is an outsider.  It is hard enough for investor claimants 
to discover the existence of investigations, reports and communications, let 
alone learn the kind of details that support a claim that investigatory 
documents are relevant and discoverable. 

                                                                                                                                             
U.S. ex rel. Sanders v. Allison Engine Co., 196 F.R.D. 310, 315 (S.D. Ohio 
2000). 

59. But see DAVID E. ROBBINS, SECURITIES ARBITRATION PROCEDURE 

MANUAL, § 9-12 (5th ed. 2017) (David E. Robbins is an editor of this 
article). 

60.  See FINRA DISCOVERY GUIDE, supra note 1.  

61.  Id. at 4. The Guide continues “[t]he arbitrators shall not issue an order or 
use a confidentiality agreement to require parties to produce documents 
otherwise subject to an established privilege, including attorney work 
product.” Id. at 4-5. Nothing else is said about privilege or the role of 
privilege logs. The Arbitrator’s Guide makes a similar, bare-bones statement 
about privilege. See FINRA OFFICE OF DISPUTE RESOLUTION, ARBITRATORS 

GUIDE 34 (2017), https://www.finra.org/sites/default/files/arbitrators-ref-
guide.pdf. 



2018] PIABA BAR JOURNAL 219 

Arbitrators must take these issues more seriously than they did in the 
past, and to provide more scrutiny of privilege claims than the FINRA 
manual suggests is appropriate. Increases in the incidence of regulatory 
action, and the spate of product cases, create conditions where investigatory 
documents and regulatory communications issues are more likely to exist, 
and where the documents are likely to be highly informative. The balance of 
this article considers leading court cases that mirror the privilege issues most 
likely to arise in FINRA arbitrations. 

 
*               *               * 

 
Privilege Claims; Non-Attorney Work 

In Wultz v. Bank of China, the plaintiff sought the bank’s internal 
investigation and its report on the investigation to the Office of the (U.S.) 
Controller of the Currency, subjects that were at the heart of subsequent civil 
litigation. 62 In Wultz, both investigatory reports were created because the 
bank had received a complaint letter from the plaintiff,63 and the bank 
asserted both attorney-client and the attorney work product privilege.64  

Bank of China claimed the privileges applied because it had called 
outside counsel for advice when it received plaintiff’s letter.65 The Court, 
however, found that the internal investigation was conducted purely within 
the compliance department, and that it was done without the involvement of 
counsel.66 The investigation was therefore not privileged, ruled the Court, 
because the author was not a lawyer, and the documents were not connected 
to the process of obtaining legal advice, even though the reports were written 
because of the complaints.67  
 
 
 

                                                            
62.  61 F. Supp. 3d 272, 277 (S.D.N.Y. 2013). 

63.  Id. at 285-85. 

64.  Id. at 285. 

65.  Id. at 293-94. 

66.  Id. at 294. 

67.  Id. The defendant’s inability to identify any in-house attorney overseeing 
the investigation and offering legal assistance proved fatal to the Bank’s 
claim.   
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Privilege Claims; Attorney Work v Non-Legal Advice 
In In re LTV, the plaintiffs’ discovery demands sought the report of 

defendant’s outside counsel.68 The report was written as part of an internal 
investigation arising from an SEC inquiry.69  The defendants asserted both 
the attorney-client and the work product privileges, but the court focused on 
the attorney-client privilege, because the report of the law firm had only been 
communicated to the client and had not been communicated to the SEC.70 

Plaintiffs argued that the law firm had been hired to investigate, rather 
than to provide legal advice.71 But the court found that the investigatory 
report was part of the process of obtaining legal advice,72 noting that the law 
firm was retained, inter alia, to review of files to respond to SEC subpoenas; 
conduct interviews with company personnel to understand what had 
transpired and the issues involved; conduct negotiations with the SEC aimed 
at reaching a settlement; and, to communicate its conclusions to the 
company.73  

Plaintiffs in LTV lost the battle, in part, because the court declined 
plaintiff’s invitation to separate (for privilege purposes), the investigatory 
phase from the advice phase. The court said that the chilling effect of 
attempting to do so would intrude on the client’s expectation of confidence.  

Still, the LTV court ordered production of some information about the 
investigation.74 In doing so, the Court warned that the: 

“rule does not tolerate attorneys acting as conduits for unprivileged 
information…. An attorney can be asked directly about the substance 
of unprivileged communications received from third parties and 
cannot resist disclosure on grounds that such information was later 
conveyed to the client unless, of course, this information was 
obtained by the attorney as part of an investigation necessary to give 
legal advice… the focal point is the purpose of the lawyer in 
gathering the data.”75  

                                                            
68. In re LTV Sec. Litig., 89 F.R.D. 595, 599 (N.D. Tex. 1981). 

69.  Id. at 600. 

70.  Id. at 605. 

71.  Id. at 600-01. 

72.  Id. at 601-02. 

73.  Id. at 600. 

74.  Id. at 603. 

75.  Id. 
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In ordering some production, the Court noted that the attorney-client 
privilege does not encompass such nonconfidential matters as the terms and 
conditions of an attorney’s employment; the purpose for which an attorney 
has been engaged; the steps which an attorney took or intended to take in 
discharging his obligation; or, “any of the other external trappings of the 
relationship between the parties.”76 Importantly, the Court rejected the 
defendants’ claim of privilege concerning information revealing the general 
nature of the review counsel was asked to make.77 
 
 
Privilege Claims; In-House Counsel 

Since the privileges from discovery are vital to protecting the sensitive 
relationships of attorney and client, communications between a client and its 
outside counsel are presumed to be made for the purpose of obtaining legal 
advice.78  The presumption is rebutted with facts that show that the lawyer 
was employed for purposes unrelated to his knowledge or discretion about 
the law.79 

                                                            
76.  Id. 

77.  Id. 

78. See United States v. Chen, 99 F.3d 1495, 1501 (9th Cir. 1996) (“The 
attorney-client privilege applies to communications between lawyers and 
their clients when the lawyers act in a counseling and planning role, as well 
as when lawyers represent their clients in litigation.”). See also Upjohn Co. 
v. U.S., 449 U.S. 383, 394-96 (1981) (holding that an outside attorney’s 
communication with corporate employees was privileged in the hands of the 
lawyer even though the corporate employees were not part of the control 
group in the corporation charged with making decisions. The Court noted, 
however, that the privilege did not prevent the prosecution from examining 
the employees about what the incidents in question were. ). 

79.  In describing the “rebuttable presumption” that lawyer is hired to give 
legal advice. In resolving issues under the presumption, the Chen court 
explained: 

Corporations may not conduct their business affairs in private simply by 
staffing a transaction with attorneys…. Calling the lawyer's advice 
“legal” or “business” advice does not help in reaching a conclusion; it is 
the conclusion. That the lawyers were “involved in business decision-
making,” as the government puts it, is irrelevant. What matters is 
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The presumption, however, is reversed with respect to in-house counsel. 
For example, in United States v. ChevronTexaco Corp. (a tax-enforcement 
case in California), the district court observed that unlike outside counsel, in-
house attorneys frequently serve multiple functions within the corporation.80  
In-house counsel, the court explained, often serve as integral players in 
business decisions or activities, and, neither the attorney-client privilege nor 
the work product privilege protects discovery of an attorney's business 
advice.81 “Because in-house counsel often operate in a purely or primarily 
business capacity in connection with many corporate endeavors, the 
presumption that attaches to communications with outside counsel does not 
extend to communications with in-house counsel,” the court wrote.82    

The court in ChevronTexaco thus required the defendant to make a “clear 
showing” that the in-house lawyer made the communications for the purpose 
of obtaining or providing legal advice. 83   The proponent of the privilege, the 
court explained, must demonstrate that the “primary purpose” of the 
communication was securing legal advice.84 “Extending protection to 
communications primarily and sufficiently animated by some other purpose 
would not be necessary to encourage forthright disclosures by clients to 
lawyers—so such communications should not be privileged,” the court 
explained. 85 
 

                                                                                                                                             
whether the lawyer was employed with or without “reference to his 
knowledge and discretion in the law,” (italics in original).  

Chen, 99 F.3d at 1501-02. 

80. United States v. ChevronTexaco Corp., 241 F. Supp. 1065, 1076 (N.D. 
Cal. 2002). 

81. Id. 

82.  Id.  See also Diversified Industries, Inc. v. Meredith, 572 F.2d 596 (8th 
Cir.1977). 

83. ChevronTexaco, 241 F. Supp 2d at 1076 (citing In re Sealed Case, 737 
F.2d 94 (D.C. Cir. 1984)). 

84. Id. 

85. Id. The court held that the attorneys in ChevronTexaco were indeed 
employed for their legal knowledge, for the purpose of bringing their clients 
into compliance with the law. Id. Their communications with their clients 
were therefore within the scope of the attorney-client privilege. Id. 
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Privilege Claims; Special Officers and Receivers 
In re LTV, the Court granted defendant’s motion to quash a subpoena 

directed to a “Special Officer” whom the SEC had required the defendant to 
hire to make recommendations and monitor compliance with a Consent 
Decree.86 In LTV, the Court analogized the work of the Special Officer to a 
hybrid of an investigative lawyer’s work product and a regulator’s 
deliberations.87 Recognizing that neither the work product privilege nor the 
deliberative process privilege applied directly, the Court nevertheless 
fashioned a hybrid privilege for the work product of the Special Officer; he 
was found to be working for the regulator, not the party.88 By contrast, in 
Litton Industries Inc. v. Lehman Brothers Kuhn Loeb, Inc.,89 a Court denied 
the deliberative process privilege (and the work product privilege) to an 
attorney acting as a court-appointed Receiver.90 The Receiver (although a 
lawyer) was found to be neither a regulator nor an attorney giving legal 
advice to a client.91  

 
 
 
 

                                                            
86. In re LTV Sec. Litig., 89 F.R.D. 595, 621-22 (N.D. Tex. 1981). 

87. Id. at 615. 

88. Id. at 619. The court stated: “perhaps the most serious consideration is 
the long-term effect of permitting this type of discovery. Undoubtedly, the 
SEC will seek to negotiate other consent decrees similar to that here. We 
cannot empirically assess the role of privilege in the use of special officers by 
administrative agencies. Our assessment is thus intuitive and indeed visceral. 
With that caveat, the court is “persuaded” that it is likely that corporations 
will be less willing to engage in this sort of self-investigation if the results of 
such an investigation can be discovered in parallel civil litigation.” Id. 

89. 125 F.R.D. 51, 53-54 (S.D.N.Y. 1989) (“The common law deliberative 
process privilege is an evidentiary privilege available to the government in 
the context of civil discovery.”). 

90.  See Chalidze, supra note 8. (suggesting that the best practice in court is 
for the parties to private litigation to give notice to the regulator that 
regulatory documents are being sought, and to give the regulator an 
opportunity to assert the privilege.) 

91.  Litton, 125 F.R.D. at 53-54.  
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The Attorney Work Product Privilege; Anticipation of Litigation.  
To qualify for this privilege, a respondent must show that the materials 

sought to be protected were prepared “in anticipation of litigation”92 
Documents prepared by lawyers in the ordinary course of a company’s 
business are not privileged.93  

In In re Bank One Securities Litigation, the United States District Court 
for the Northern District of Illinois denied work product protection to a set of 
the bank’s internal investigatory findings, communications and 
recommendations arising out of an investigation by the Office of the 
Controller of the Currency (“OCC”).94 The communications that were subject 
to the plaintiff’s request -  communications with both internal and external 
entities -  discussed the effect the OCC’s recommendations would have on 
bank procedures.95 The Court ruled that the documents were not created in 
anticipation of future litigation by aggrieved victims; the documents came 
into existence because of the OCC’s regulatory actions, not because of the 
litigation.96 The fact that private litigation later ensued, did not, by itself, 
“cloak materials prepared by an attorney with the protection of the work 
product privilege.97  

                                                            
92.  See Diversified Indus., Inc. v. Meredith, 572 F.2d 596, 603 (8th 
Cir.1977); Binks Mfg. Co. v. Nat'l Presto Indus., Inc., 709 F.2d 1109 (7th 
Cir. 1983); Fed. R. Civ. P. 26(b)(3); Wultz v. Bank of China 61 F. Supp. 3d 
272 (S.D.N.Y. 2013). 

93.  See In re Bank One Sec. Litig., 209 F.R.D. 418, 425 (N.D. Ill. 2002); see 
also Matter of Fischel, 557 F.2d 209, 211 (9th Cir. 1977). 

94.  In re Bank One Secs. Litig., 209 F.R.D. at 428. 

95.  Id. at 425.  

96.  Id. 

97.  Id.; Binks Mfg. Co., 709 F.2d at 1118; See Diversified Indus., Inc., 572 
F.2d at 604 (“[T]he work product rule does not come into play merely 
because there is a remote prospect of future litigation.”); See also 8 CHARLES 

ALAN WRIGHT & ARTHUR R. MILLER, FEDERAL PRACTICE & PROCEDURE § 

2024 (3d ed. 2002) (“Prudent parties anticipate litigation, and begin 
preparation prior to the time suit is formally commenced. Thus the test 
should be whether, in light of the nature of the document and the factual 
situation in the particular case, the document can fairly be said to have been 
prepared or obtained because of the prospect of litigation.”) (emphasis 
added). 
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Privilege Claims; Waiver   
In In re Steinhardt, the SEC solicited defendant’s positions on novel 

legal issues presented by the Solomon Brothers’ treasury scandal; the 
defendant’s attorneys provided a written response (which the SEC later 
characterized as a Wells Submission).98 The plaintiffs in a subsequent 
shareholder derivative litigation sought discovery of the report.99 In this 
work-product case, the Second Circuit Court of Appeals refused to find the 
submission privileged.100 The report had been communicated to the SEC, 
ruled the Court, and the privilege had thus been waived.101 Communication to 
the SEC “allows an adversary to share the otherwise privileged thought 
processes of counsel.”102  
 
 
Privilege Claims; Waiver; Deliberative Privilege 

Westinghouse Elecric Corp. v. Republic of Philippines also involved an 
SEC investigation and claims of both attorney-client privilege and work 
product privilege.103 Westinghouse had previously hired an outside law firm 
to investigate the matter in connection with a previous SEC bribery 
investigation.104 In this private litigation, Westinghouse resisted disclosing 
documents the investigatory report the law firm produced.105 The Third 
Circuit held that Westinghouse had waived all its privilege claims because it 
had submitted the investigative report to the regulator.106  

                                                            
98.  In re Steinhardt Partners, 9 F.3d 230, 232 (2d Cir. 1993). 

99.  Id. 

100. Id. at 235. 

101. Id. 

102. Id. 

103. 951 F.2d 1414, 1417 (3rd Cir. 1991). 

104. Id. at 1418. 

105. Id. at 1420. 

106. Id. at 1429. See also In re Bank One Sec. Litig., 209 F.R.D. 418, (N.D. 
Ill. 2002), where the court found that Bank One had (a) waived the privilege 
as to documents it turned over to the OCC and (b) could not claim privilege 
as to the investigatory documents because of the disclosure to OCC.  
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Westinghouse argued that it is customary for large corporations to hire 
outside counsel to conduct internal investigations of possible wrongdoing, 107 
and that disclosure would discourage companies from conducting such 
investigations and /or deter companies from voluntarily cooperating with 
regulators.108 

The Court acknowledged that regulatory cooperation is encouraged, but 
it nevertheless refused to invoke the privilege because the report was 
communicated to regulators.109 Communication to third parties waives both 
the attorney-client and work product privileges, and the court felt that no 
special rule was necessary.110 Companies, the Court explained, choose to 
cooperate with government agencies for their own purposes (e.g. forestalling 
prosecution or seeking leniency) and, the Court was not at all convinced that 
companies would suddenly cease to cooperate with regulators simply to keep 
information from being discoverable in another case.111 “We do not question 
the importance of the public interest in voluntary cooperation,” the 
Westinghouse court concluded, “[but we] have little reason to believe [] that 
this interest outweighs ‘the fundamental principle that the public… has a 
right to every man’s evidence.’”112  

Westinghouse shows that a company that decides to disclose documents 
to a regulator will not later be able to assert - against a different adversary - 

                                                            
107. Westinghouse Elec. Corp. v. Republic of Philippines, 951 F.2d 1414, 
1427 (3rd Cir. 1991). 

108. Id. at 1424. See also In re Columbia/HCA Healthcare Corp. Billing 
Practices Litig., 293 F.3d 289 (6th Cir. 2002). But see In re Pac. Pictures 
Corp., 679 F.3d 1121 (9th Cir. 2012). 

109. Westinghouse, 951 F.2d at 1425-46. Nor was the court persuaded by 
Westinghouse’s argument that the regulators had agreed to keep the 
documents in question confidential. Id. at 1426-27.  There was scant 
evidence that such an agreement existed, but, even if such an agreement did 
exist, the court held that a confidentiality agreement with an adversary (as 
opposed to an agreement with an aligned party or agent) did not change the 
fact that the material had been disclosed and thus was no longer privileged. 
Id. at 1427. 

110. Id. at 1425. 

111. Id. 

112. Id. at 1425-26. 
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that the documents are secret.113  The Westinghouse court is not alone; in 
Permian v. U.S., the D.C. Circuit Court held that a corporation waived any 
protection that the attorney-client privilege might have afforded to 
documents when those documents were turned over to the SEC.114 The Court 
said that a litigant cannot “waiv[e] the privilege for some and resurrect[] the 
claim of confidentiality to obstruct others . . . [t]he attorney-client privilege is 
not designed for such tactical employment.”115 

These cases also demonstrate that private parties cannot, under the guise 
of the privilege, automatically assert the confidentiality of communications 
with regulators. The absence of any reference to the regulator’s deliberative 
privilege shows, once again, that the regulated entity cannot assert the 
regulator’s deliberative privilege. 

 
 

Privilege Claims; Privilege Logs 
Federal Rule of Civil Procedure 26(b)(5) requires a party withholding 

documents or information under a claim of privilege log to create a log 
“describe[ing] the nature of the [withheld] documents.”116   FINRA has no 
analogous rule, although parties typically state, in the “Instructions” to their 
discovery requests, that a privilege log should accompany assertions of 
privilege.  

The purpose of a privilege log is to enable other parties to assess the 
privilege claim.  For example, In United States v. Louisiana (a voting rights 
case), the court ruled that a lengthy but sketchy privilege log created by the 
defendant was insufficient.117  The court explained that an adequate log must 
state the facts that establish each element of the privilege, especially the 
names of the parties to the communication; the roles of sender and recipient; 
the date of the document, and a specific allegation as to why the document 
deserves to be treated as privileged.118   

                                                            
113. Id. at 1429. 

114. Permian Corp. v. U.S., 665 F.2d 1214, 1222 (D.C. Cir. 1981). 

115. Id. at 1221. 

116. FED. R. CIV. P. 26(b)(5). 

117. No. 11-470-JWD-RLB, 2015 WL 4619561, at *7-8 (M.D. Tenn. July 
31, 2015). 

118. Id. at *2. 
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For example, an appropriate log as to attorney client privilege would 
state that the communication was between an attorney and a client, and that 
the communication involving legal advice.  An adequate log indicates 
(broadly) the subject of the advice sought -- without revealing the 
communication itself -- so that Claimant can understand and contest the 
claim.119 Conclusory invocations of the privilege or work-product rule are not 
enough.120  Lawyers cannot simply chant “work product doctrine” like they 
are magic words that ward off discovery. 

 
*          *            * 

 
These cases demonstrate several important principles that seem to get 

lost in the informality of securities arbitration. Privilege claims with respect 
to internal investigations and communications with regulators, too often 
deemed an automatic by arbitrators, are anything but. Issues of author, 
context, content and waiver must be considered by the arbitrators before the 
proponent of the privilege has met its burden. 
 
 
III.  RECOMMENDATIONS FOR FINRA 
 

FINRA needs to better educate its arbitrators about privilege claims. 
While FINRA has long been reticent about providing substantive law to its 
arbitrators, provides a procedural question and well with FINRA’s mandate. 

Parties are likely to assume that arbitrators are trained in such matters, 
but FINRA training material on privilege is all but non-existent. Parties may 
also assume – in error – that lawyer/arbitrators know the laws of privilege (or 
even remember what they learned in law school).  Compounding matters, 
lawyer-arbitrators may be reluctant to show (or admit) their ignorance about 
the subject.121 At a minimum, FINRA’s training material should state that the 
                                                            
119. See FED. R. CIV. P. 26(b)(5). 

120. Louisiana, 2015 WL 4619561 at *2. 

121. The problem is compounded by the fact that arbitrators are told that the 
rules of evidence don’t necessarily apply in arbitration. Combine that 
teaching with the old saw that discovery in arbitration is more limited than it 
is in court, and an arbitrator might well conclude that this combination means 
that privileges in arbitration should be more liberally construed than they are 
in court. Such is (presumably) not FINRA’s intention, and FINRA should 
make that clear. 
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U.S. Supreme Court has stated that it frowns on the creation of new 
privileges; that privilege claims are always narrowly construed; that the 
burden of proof of establishing each element of the privileges is on the party 
raising it; that the regulatory privilege belongs to the regulator not the 
regulated; and that issues of “waiver” must always be considered.122 

FINRA’s training material must be corrected to recite the black letter law 
about the regulatory privileges – particularly to correct misimpressions about 
the regulatory privilege. FINRA must make clear to its arbitrators that the 
regulatory privilege belongs to the regulator and not to the regulated firm.  
Firms have been propounding the “regulatory privilege” canard for over 
twenty years.123 FINRA should instruct its arbitrators that FINRA (and its 
Enforcement Division) do not stand in the way of discovery of materials such 
as responses Wells-type notices, statements to regulators and transcripts of 
On-the-Record interviews. Privileges impede truth-finding. FINRA has two 
roles – enforcement and arbitration. It makes no sense for enforcement to be 
separated from arbitration by a spurious claim of privilege by a regulated 
firm.124 

FINRA also needs to create training materials that educate arbitrators on 
the role of a privilege log. Simultaneously, Claimant lawyers need to insist 
on receiving a meaningful log. Without a privilege log, claimants are placed 
in a poor position to counter defense claims that a document was privileged. 
Arbitrators might be persuaded by the “informal” nature of arbitration that a 
privilege log is un-needed paperwork, but in fact the log must be viewed as 
the lynchpin of any privilege claim. FINRA needs to make these facts clear 
to its arbitrators.  

 
 
 

                                                            
122. See Hickman v. Taylor, 329 U.S. 495 (1947).  

123. Seth. E. Lipner, The Easter Bunny, the Self-Critical Analysis Privilege, 
and Other Figments of the Securities Industry’s Imagination, 9 PIABA B.J. 
11, 12 (2002). 

124. Indeed, the FINRA Arbitrators Manual, after mentioning the attorney-
client and attorney work product privilege, mentions “other privileges,” 
without identifying them. FINRA should eliminate this language because it 
suggests that FINRA may view the regulatory privilege as belonging to the 
regulated firm. Arbitrators, who are selected and trained by FINRA, seem to 
give excessive deference to FINRA.  
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CONCLUSION 
 

Arbitration, like litigation, is a search for the truth.  Claims of privilege 
inhibit that search. While privileges play an important role in the legal 
system by protecting certain kinds of communications and documents, they 
are not a shield that permits a corporation to conceal the truth or prevent the 
truth from being revealed. Privilege claims must thus be scrutinized with a 
skeptical eye and knowledge of the law. 
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AN OVERVIEW OF SRO AND SEC REGULATORY GUIDANCE 
CONCERNING THE SALE OF NON-CONVENTIONAL 

INVESTMENTS  
 

Christopher J. Gray and Michael J. Giarrusso1  
 
 

While not formally defined as such, financial products such as asset-
backed securities, distressed debt, oil and gas drilling partnerships, derivative 
and structured products, hedge funds, private placements, non-traded REITs 
and business development companies have become informally known by the 
catch-all term non-conventional investments or “NCIs.”  As noted in National 
Association of Securities Dealers (“NASD”) Notice to Members (“NTM”) 03-
71, “NCIs often have complex terms and features that are not easily 
understood.”2  Further, “the fact that an investment is an NCI does not in any 
way diminish a member’s responsibility to ensure that such a product is offered 
and sold in a manner consistent with the member’s general sales conduct 
obligations.”3  In fact, these responsibilities may in fact be heightened in some 
instances due to the fact that NCIs “have unique features relating to risk and 
reward that may not be readily understood, especially by retail investors.”4  

“Thus, whenever members recommend NCIs to investors, they must take 
special care to ensure that all registered persons understand the features of the 
product in order to be in a position to perform the required suitability analysis 
before executing a transaction.”5  This article surveys regulatory guidance 
from the Financial Industry Regulatory Authority (“FINRA”), its predecessors 
NASD and New York Stock Exchange Regulation, Inc. (“NYSE”), and the 
Securities and Exchange Commission (“SEC”) specifically addressing the 
approval and sale of NCIs by brokerage firms to customers.  
 
 

                                                            
1. Christopher J. Gray is the principal attorney and Michael J. Giarrusso is an 
associate attorney at Law Office of Christopher J. Gray, P.C. in New York, New 
York.  Mr. Gray holds a B.A. from the University of Wisconsin and a J.D. from 
Georgetown.  Mr. Giarrusso holds a B.A. from Princeton and a J.D. from Syracuse.  

2. See NASD, NOTICE TO MEMBERS 03-71 765 (2003). 

3. Id.   

4. Id. at 766. 

5. Id. 
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REASONABLE-BASIS SUITABILITY  
 

“Reasonable-basis suitability” is a shorthand term for the requirement that 
a broker have a reasonable basis to believe, based upon due diligence 
conducted by the firm and registered representative, that an investment that is 
the subject of a recommendation is suitable for at least some investors.6  This 
requirement is frequently applied in the context of sales of NCIs because these 
investments oftentimes are relatively obscure and unknown to the investment 
community compared with publicly-traded investments, likely are not covered 
by professional research analysts, and, in short, require some digging for 
information in order for an informed evaluation of their investment merits to 
be made.  What constitutes reasonable due diligence “will vary depending on, 
among other things, the complexity of and risks associated with the security or 
investment strategy and the firm’s or associated person’s familiarity with the 
security or investment strategy. A firm’s or associated person’s reasonable 
diligence must provide the firm or associated person with an understanding of 
the potential risks and rewards associated with the recommended security or 
strategy.”7  

 
 

FINRA Rule 2111  
 

Suitability of investment recommendations is now governed by FINRA 
Rule 2111.8  Rule 2111 went into effect as of July 9, 2012, and represents a 
codification of former NASD Rule 2310 and former NYSE Rule 405, as well 
as, to some extent, regulatory guidance interpreting both rules.9  Rule 2111 
mandates that a broker-dealer or associated person “have a reasonable basis to 
believe that a recommended transaction or investment strategy involving a 
security or securities is suitable for the customer, based on the information 
obtained through the reasonable diligence of the [firm] or associated 
person….”10  

                                                            
6. See FINRA, REGULATORY NOTICE 11-02 4 (2011). 

7. Id. 

8. See 75 Fed. Reg. 71479 (Nov. 23, 2010) (Order Approving Proposed Rule 
Change, File No. SR-FINRA-2010-039).   

9. See FINRA, REGULATORY NOTICE 11-02 fn. 3 (2011). 

10. See FINRA, REGULATORY NOTICE 12-25 1 (2012).  
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Rule 2111 further makes it clear (codifying previous guidance under 
NASD and NYSE rules) that in addition to customer-specific suitability, the 
suitability requirement requires that “a broker must perform reasonable 
diligence to understand the nature of the recommended security or investment 
strategy involving a security or securities, as well as the potential risks and 
rewards, and determine whether the recommendation is suitable for at least 
some investors based on that understanding.”11  “In general, the new 
[suitability] FINRA rules retain the core features of the previous NASD and 
NYSE rules covering the same subject areas and codify well-settled 
interpretations of those rules.” 12  

FINRA Regulatory Notice 12-25 clarifies that under Rule 2111, “the 
reasonable-basis obligation has two components: a broker must (1) perform 
reasonable diligence to understand the nature of the recommended security or 
investment strategy involving a security or securities, as well as the potential 
risks and rewards, and (2) determine whether the recommendation is suitable 
for at least some investors based on that understanding.”13  As further noted in 
Regulatory Notice 12-25, “the reasonable-basis obligation is critically 
important because, in recent years, securities and investment strategies that 
brokers recommend to customers, including retail investors, have become 
increasingly complex and, in some cases, risky.” 14  

Merely placing a given NCI on a given brokerage firm’s list of approved 
investments is not the end of the inquiry concerning whether the NCI may be 
sold to a given customer. Reasonable-basis suitability requires a firm or 
associated person “to perform reasonable diligence to understand the nature of 
a recommended security or investment strategy involving a security, as well 
as its potential risks and rewards, and to determine whether the 
recommendation is suitable for at least some investors.”15  But the inquiry must 
go further, because “[a] firm’s vetting of new products does not, standing 
alone, satisfy the need for associated persons to understand the securities and 
investment strategies that they recommend to customers.”16  The firm must 
also take steps to educate its sales force of registered representatives 
concerning characteristics of approved NCI investments so that the 
                                                            
11. Id. at 1 and 14.  

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

13. FINRA, REGULATORY NOTICE 12-25 14 (2012). 

14. Id.  

15. See FINRA, REGULATORY NOTICE 13-31 6 (2013).  

16. Id., citing FINRA, REGULATORY NOTICE 11-25 (2011).  
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representatives themselves are knowledgeable about the financial products 
they are recommending.17  The approval by a brokerage firm’s “product 
committee” of a given NCI also is not the end of the inquiry as to whether the 
firm’s and the registered representative’s reasonable-basis suitability 
obligations under Rule 211118 have been met:  

Although due diligence reviews by such committees can be 
extremely beneficial, a firm’s approval of a product for sale does not 
necessarily mean that an associated person has complied with the 
reasonable-basis obligation.  Reasonable-basis suitability has two 
main components: a broker must (1) perform reasonable diligence to 
understand the potential risks and rewards associated with a 
recommended security or strategy and (2) determine whether the 
recommendation is suitable for at least some investors based on that 
understanding.  A broker can violate reasonable-basis suitability under 
either prong of the test.  That is, even if a firm’s product committee 
has approved a product for sale, an individual broker’s lack of 
understanding of a recommended product or strategy could violate the 
obligation, notwithstanding that the recommendation is suitable for 
some investors.  

A firm should educate its associated persons on the potential risks 
and rewards of the products that the firm permits them to recommend.  
In general, an associated person may rely on a firm’s fair and balanced 
explanation of the potential risks and rewards of a product.  However, 
if the associated person remains uncertain about the potential risks and 
rewards of a product or has reason to believe that the firm failed to 
address a particular issue or has done so in an incomplete or inaccurate 
manner, then the associated person would need to engage in further 
inquiry before recommending the product.19  

                                                            
17. Id. 

18. This position is consistent with requirements under (and interpretations of) the 
previous suitability rule NASD Rule 2310.  In Dep’t of Enforcement v. Siegel, for 
instance, FINRA’s National Adjudicatory Council explained that a “recommendation 
may lack ‘reasonable-basis’ suitability if the broker: (1) fails to understand the 
transaction, which can result from, among other things, a failure to conduct a 
reasonable investigation concerning the security; or (2) recommends a security that is 
not suitable for any investors.” No. C05020055, 2007 NASD Discip. LEXIS 20, at 
*38 (NAC May 11, 2007), aff’d, Exchange Act Release No. 58737, 2008 SEC 
LEXIS 2459 (Oct. 6, 2008), aff’d in relevant part, 592 F.3d 147 (D.C. Cir. 2010), 
cert. denied, 2010 U.S. LEXIS 4340 (May 24, 2010). 

19. See FINRA, REGULATORY NOTICE 11-25 8 (2011). 
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Historical Antecedents of Rule 2111 
 

While most recently codified in Rule 2111, reasonable-basis suitability 
dates back to legal and regulatory authorities preceding its adoption by many 
years. Then, as now, the SEC recognized that a thorough reasonable-basis 
suitability analysis is especially important in the context of unregistered 
securities.  As the SEC stated in 1962:  

[I]t would appear that if a dealer undertakes the retail distribution 
of a block of securities without obtaining reliable information 
concerning the issuer, there is a substantial risk that he will violate the 
anti-fraud provisions of the securities laws, either by making 
recommendations without an adequate basis or by failing to disclose 
the absence of available information. Indeed, a serious question arises 
as to whether a dealer who undertakes an aggressive retail distribution 
to individuals of an obscure, unregistered security, with regard to 
which reliable information is not readily available, can meet his 
obligation to treat customers fairly and in accordance with the 
standards of the profession. The mere fact that a security may 
allegedly be exempt from the registration requirements of the 
Securities Act of 1933 does not relieve a dealer of these obligations.  
On the contrary, it may increase his responsibilities, since neither he 
nor his customers receive protection which registration under the 
Securities Act is designed to provide.20  

As the U.S. Court of Appeals for the Second Circuit later 
elaborated in 1969:  

In summary, the standards by which the actions of each petitioner 
must be judged are strict.  He cannot recommend a security unless 
there is an adequate and reasonable basis for such recommendation.  
He must disclose facts which he knows and those which are 
reasonably ascertainable.  By his recommendation he implies that a 
reasonable investigation has been made and that his recommendation 
rests on the conclusions based on such investigation.  Where the 
salesman lacks essential information about a security, he should 
disclose this as well as the risks which arise from his lack of 
information.  

A salesman may not rely blindly upon the issuer for information 
concerning a company, although the degree of independent 
investigation which must be made by a securities dealer will vary in 

                                                            
20. Distribution by Broker-Dealers of Unregistered Securities, 27 Fed. Reg. 1415, 
Securities Act Rel. No. 4445, Exchange Act Rel. No. 6721 (Feb. 2, 1962). 



236 SRO AND SEC REGULATORY GUIDANCE [Vol. 25 No. 2 

each case.  Securities issued by smaller companies of recent origin 
obviously require more thorough investigation.21  
In 1989, in the Matter of Kaufman, the SEC restated its long-held view 

that NASD rules require a broker-dealer to adequately and reasonably know 
any product it recommends to the public irrespective of the investor’s 
background.22  Accordingly, the SEC held as follows:  

In addition, a broker-dealer must have an adequate and reasonable 
basis for any recommendation that he makes.  This test, which is 
generally known as the reasonable basis test, relates only to the 
particular recommendation, rather than to any particular customer. ... 
Indeed, it is self-evident that a broker cannot determine whether a 
recommendation is suitable for a specific customer unless the broker 
understands the potential risks and rewards inherent in that 
recommendation.  

The NASD suitability rule thus can be violated in two ways.  First, 
a broker may violate the suitability rule if he fails so fundamentally to 
comprehend the consequences of his own recommendations, that such 
recommendation is unsuitable for an investor, regardless of the 
investor’s wealth, willingness to be at risk, age, or other individual 
characteristics.23  
It has long been established that simply maintaining a “due diligence file” 

containing the offering materials for a given NCI and suchlike paperwork does 
not itself satisfy a brokerage firm’s duty to perform independent due diligence.  
A broker may not rely on the information provided by the issuer and its counsel 
as a substitute for conducting its own reasonable investigation.  The NASD 
stated in 1994 that reliance upon “aged, unaudited financial statements” does 
not constitute due diligence, particularly if red flags are present.24  
“[O]utsourcing an activity or function to a third party does not relieve members 
of their ultimate responsibility for compliance with all applicable federal 
securities laws and regulations and NASD and MSRB rules regarding the 

                                                            
21. Hanley v. SEC, 415 F.2d 589, 597 (2d Cir. 1969). 

22. 45 SEC-Docket 97-60, Admin. Proc. File No. 3-6710, Release No. 34-27535, 
1989 LEXIS 2376, 50 S.E.C. 164 (December 13, 1989). 

23. Id.  

24. District Business Conduct Committee for District No. 4 v. Everest Securities, 
Inc., 1994 NASD Discip. LEXIS 188 (Sept. 2, 1994), aff’d, 52 S.E.C. 958, 962-63 
(Aug. 26, 1996), aff’d, 116 F.3d 1235, 1239 (8th Cir. 1997). 
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outsourced activity or function.”25  A firm’s duty to independently investigate 
claims of the issuer may be greater than usual when the issuer promises 
unusually high returns.26  

While FINRA Rule 2111 is relatively new, it represents a codification of 
longstanding principles and historic legal and regulatory authority concerning 
reasonable due diligence dating back many years.  NASD and FINRA 
continued to provide guidance concerning suitability in more recent years, 
which remains relevant under Rule 2111 today.  

 
 

Recent NASD and FINRA Guidance Concerning Reasonable-Basis 
Suitability  

 
In Notice to Members (“NTM”) 03-71, the NASD clarified the SEC’s and 

the courts’ guidance concerning reasonable-basis suitability obligations under 
former NASD Rule 2310.  In NTM 03-71, NASD stated that “performing 
appropriate due diligence is crucial to a member’s obligation to undertake the 
required reasonable-basis suitability analysis.”27  NASD further indicated that 
the purpose of a reasonable-basis suitability determination is to ensure that a 
given investment “is suitable for some investors” as opposed to a 
determination that a given investment is suitable for a given customer, which 
is a separate determination.28 In making the reasonable-basis suitability 
determination, the broker-dealer “may in good faith rely on representations 
concerning an NCI contained in a prospectus or disclosure document. 

However, reliance on such materials alone may not be sufficient for a 
member to satisfy its due diligence requirements.”29  

NASD elaborated on this requirement as follows:  
[T]he reasonable-basis suitability analysis can only be undertaken 

when a member understands the investment products it sells.  
Accordingly, a member must perform appropriate due diligence to 
ensure that it understands the nature of the product, as well as the 
potential risks and rewards associated with the product.  Moreover, the 

                                                            
25. See NASD, NOTICE TO MEMBERS 05-48 1 (2005). 

26. See SEC v. Milan Capital Group, Inc., No. 00-CV-108 (DLC), 2000 U.S. Dist. 
LEXIS 16204 at *15 (S.D.N.Y. Nov. 9, 2000).  

27. See NASD, NOTICE TO MEMBERS 03-71 767 (2003). 

28. Id. at 768. 

29. Id. at 768. 
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fact that a member intends to offer an NCI only to institutional 
investors does not relieve the member of its responsibility to conduct 
due diligence and a reasonable-basis suitability analysis.30  
NASD also provided guidance that appropriate due diligence may include 

consideration and analysis of, without limitation, the following factors:  
* the liquidity of the product;  
* the existence of a secondary market and the prospective transparency 

of pricing in any secondary market transactions;  
* the creditworthiness of the issuer;  
* the creditworthiness and value of any underlying collateral;  
* where applicable, the creditworthiness of the counterparties;  
* principal, return, and/or interest rate risks and the factors that 

determine those risks;  
* the tax consequences of the product; and  
* the costs and fees associated with purchasing and selling the product.31  
In addition to these factors, NASD further stated that members may rely 

on the prospectus, private placement memorandum or other disclosure 
document in assessing these factors.  However, NASD cautioned as follows 
with respect to reliance on information from the issuer in undertaking due 
diligence:  

[R]eliance on such materials alone may not be sufficient for a 
member to satisfy its due diligence requirements where the content of 
the prospectus or disclosure document does not provide the member 
with sufficient information to fully evaluate the risk of the product or 
to educate and train its registered persons for sales purposes.  In such 
case, the member must seek additional information about the NCI or 
conclude that the product is not appropriate for sale to the public.  In 
addition, members should ensure that the persons responsible for 
conducting due diligence have appropriate training and skill to 
evaluate the terms of the investment as well as the potential risks and 
benefits.32  
Later, in Regulatory Notice 10-22, FINRA listed additional specific 

factors that should be the subject of a firm’s reasonable-basis suitability 
analysis, this time focusing on characteristics of issuers of private placement 
offerings under Regulation D.  In undertaking such due diligence, a brokerage 

                                                            
30. Id. 

31. Id. at 767. 

32. Id. at 768. 
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firm and its registered representatives should, from the outset, consider the 
following factors:  

* the issuer and its management;  
* the business prospects of the issuer;  
* the assets held by or to be acquired by the issuer;  
* the claims being made; and  
* the intended use of proceeds of the offering.33  
Regulatory Notice 13-31 further elaborates on steps brokerage firms may 

take to ensure that registered representatives understand investment products 
such as NCIs once they have been approved for offering by the firm:  

A firm’s vetting of new products does not, standing alone, satisfy 
the need for associated persons to understand the securities and 
investment strategies they recommend to customers.  In this regard, 
some firms post due diligence on products (and accompanying 
documents) to an internal website that associated persons can access 
when recommending a product.  Such information includes audited 
financial statements, notes  of interviews with key individuals of the 
product sponsor or issuer, and other information relevant to 
understanding the product and its features.  Some firms use the vetting 
process to aid in product-focused training of their associated persons, 
supervisors and compliance  staff.34  
Such steps may be especially helpful in the context of NCIs, where 

financial statements and information about an issuer’s key personnel, for 
example, may not be readily publicly available as they would in the case of 
publicly-traded investments.  
 
 
PRIVATE PLACEMENTS AS GOVERNED BY REGULATION D  
 

Securities laws require that every offer or sale of securities in the United 
States must be registered with the SEC pursuant to the Securities Act of 1933 
(the “’33 Act”), or alternatively, made in reliance on an exemption from 
registration. Generally, the following categories of securities and 
contemplated offerings are considered exempt from the registration 
requirements set forth in the ’33 Act:  

* government securities (including Treasuries and municipal bonds);  

                                                            
33. See FINRA, REGULATORY NOTICE 10-22 (2010). 

34. See FINRA, REGULATORY NOTICE 13-31 6 (2013).  



240 SRO AND SEC REGULATORY GUIDANCE [Vol. 25 No. 2 

*  intrastate offerings made only to the residents of a State by an 
offering entity within that same State, pursuant to SEC Rule 147;  

*  commercial paper -- provided its term is 270 days or less, as well as
 bankers acceptances -- provided the term is 180 days or less;  

*  offerings conducted pursuant to Regulation A (“Reg A”) of the ’33
 Act;  

*  offerings conducted via Regulation Crowdfunding (“Reg CF”); and  
*  so-called private placements exempted from SEC registration under 

Regulation D (“Reg D”) of the ’33 Act.  
For purposes of this section, our discussion and analysis will focus on 

private placements under Reg D.  Specifically, we will seek to highlight those 
legal standards applied by the SEC to private placement offerings, and more 
recently, NASD and FINRA regulatory guidance concerning the duties and 
obligations imposed on member firms and associated persons in connection 
with Reg D transactions.  

 
 

Overview of Reg D 
 

To qualify as a private placement in the first instance, an offering must 
meet either the requirements enumerated in Sections 3(b) or 4(2) of the ’33 
Act (as further refined through SEC interpretation and case law), or must 
adhere to the requirements set forth within Reg D.  Reg D was promulgated in 
1982 in order to establish a unified scheme for exempting certain capital 
offerings from SEC-mandated registration requirements.  It was designed to 
simplify the then-existing rules and regulations to help facilitate capital 
formation, particularly for small businesses.  

Reg D consists of a series of nine rules – Rules 500-508.  Together, Rules 
504-506 establish certain exemptions from the registration requirements of the 
’33 Act.35  Rules 504 and 505 govern smaller securities offerings under Reg 
D.  Specifically, until fairly recently, Rule 504 provided an exemption to 
registration for securities offerings in which no more than $1 million of 
securities are sold in any consecutive 12-month period.36  The actual 
                                                            
35. See generally, 17 C.F.R. § 230.500 et seq. (2013). 

36. See generally, Press Release 2016-226, SEC, RULES PROVIDE MORE OPTIONS 

FOR COMPANIES TO RAISE MONEY WHILE MAINTAINING INVESTOR PROTECTIONS 

(2016), available at https://www.sec.gov/news/pressrelease/2016-226.html. On 
October 26, 2016, the SEC amended Rule 504 in order to increase the maximum 
amount of securities that may be sold from $1 million to $5 million in any 12-month 
period.  
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restrictions imposed by Rule 504 are quite limited, due to the fact that the Rule 
is structured to shift the obligation of regulating smaller securities offerings 
from the federal level to specific state securities regulators under an applicable 
Blue-Sky framework.  

Further, until fairly recently, Rule 505 provided an exemption for 
transactions of no more than $5 million of securities sold in any consecutive 
12-month period.37  In addition, Rule 505 imposed a purchaser limitation; 
specifically, no more than thirty-five (35) non-accredited investors may 
partake in an exempt offering under Rule 505.  As defined by the SEC in Rule 
501, an accredited investor (as it applies to natural persons) is an investor with 
a net worth of at least $1 million (excluding the value of one’s primary 
residence38) or have income of at least $200,000 each year for the last two 
years (or $300,000 combined income if married).  

Whereas Rule 504 serves to limit the size of a permissible Reg D offering, 
Rule 506 is structured to provide a safe harbor for an unlimited dollar amount 
on a capital raise, as set forth under an exemption from Section 4(a)(2) of the 
’33 Act.  Similar to repealed Rule 505, a Rule 506 offering may not be made 
to more than thirty-five (35) non-accredited investors.  Moreover, Rule 506 
mandates that all non-accredited investors must be “sophisticated,” a 
somewhat subjective inquiry that goes to the investor’s knowledge and 
experience in financial and business matters (including any prior participation 
in a Reg D offering) sufficient to render the investor (or the investor’s 
representative) capable of evaluating the merits and risks of the prospective 
private placement transaction.39  

 
 

SEC Oversight and Interpretive Case Law on Private Placements 
 

The SEC and federal courts have long held that a broker-dealer 
recommending a security is under a duty to conduct a reasonable investigation 

                                                            
37. Id. In addition to amending Rule 504, the SEC also repealed Rule 505, 
effectively doing away with the provision.  

38. The passage of the Dodd-Frank Wall Street Reform and Consumer Protection 
Act of 2010 (“Dodd-Frank”), which was passed into law on July 21 2010, changed 
the prevailing SEC test for determining a natural person’s accredited investor status 
for private placements of securities under Rule 501(a)(5) of Reg D.  Prior to July 21, 
2010, the net worth threshold included a person’s primary residence.  

39. In 2012, pursuant to Title II of the JOBS Act, Rule 506 was amended in order to 
eliminate the prohibition against general solicitation and general advertising.  
Essentially, the amendment preserved then-existing Rule 506, which was re-
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concerning that security and the issuer’s representations about it.40  While the 
requisite amount of inquiry will vary depending on the particular 
circumstances, as referenced above the SEC has articulated that:  

“… it would appear that if a dealer undertakes the retail 
distribution of a block of securities without obtaining reliable 
information concerning the issuer, there is a substantial risk that he 
will violate the anti-fraud provisions of the securities laws, either by 
making recommendations without an adequate basis or by failing to 
disclose the absence of available information.” 41 
Furthermore, well before Reg D was formally adopted in 1982, the SEC 

made clear that a broker-dealer’s due diligence duty applies to a so-called 
private offering under Section 4(2) of the ’33 Act: “[t]he mere fact that a 
security may allegedly be exempt from the registration requirements of the 
Securities Act of 1933 does not relieve a dealer of these obligations.  On the 
contrary, it may increase his responsibilities, since neither he nor his 
customers receive the protection which registration under the Securities Act is 
designed to provide.”42 

In connection with the private placement memorandum (“PPM”) or other 
offering documents underlying a Reg D transaction, a broker’s duty to 
investigate the securities being offered clearly extends to representations made 
by the issuer within the offering documents.43  In fact, as enunciated in Kunz, 
it is not enough for a broker to rely on financial statements within a PPM that 
have been audited and certified by an accountant, where numerous “red flags” 
called into question the accuracy of the statements.  In Kunz, the SEC reasoned 

                                                            
designated as Rule 506(b), and the newer provision permitting general advertising 
was adopted as Rule 506(c), which became effective September 23, 2013.  

40. See Hanley v. SEC, 415 F.2d 589, 595-96 (2d Cir. 1969); SEC v. Great Lake 
Equities Co., 1990 U.S. Dist. LEXIS 19819 at 16-17 (E.D. Mich. 1990); SEC v. 
North American Research and Development Corp., 424 F.2d 63, 84 (2d Cir. 1970).  

41. Distribution by Broker-Dealers of Unregistered Securities, 27 Fed. Reg. 1415, 
Securities Act Rel. No. 4445, Exchange Act Rel. No. 6721 (Feb. 2, 1962). 

42. Id. (emphasis added). 

43. See SEC v. Kunz and Cline Investment Management, Inc., Admin Proc. File No. 
3-9960, aff’d 2003 U.S. App. LEXIS 6011 (10th Cir. 2003) (unpublished opinion).   



2018] PIABA BAR JOURNAL 243 

 
 

that the presence of numerous red flags should have caused the financial 
advisors “[t]o question rather than rely on [the] auditor.”44  

 
 

NASD and FINRA Guidance Concerning Private Placements 
 

Both NASD and FINRA have provided ample regulatory guidance with 
regard to its members’ obligations concerning private placements.  For 
example, through its Notice to Members 05-48, NASD addressed the increased 
frequency of its members outsourcing certain activities to third-party service 
providers, making clear that “[o]utsourcing an activity or function to a third 
party does not relieve members of their ultimate responsibility for compliance 
with all applicable federal securities laws and regulations and NASD and 
MSRB rules regarding the outsourced activity or function.”45  

More recently, through its dissemination of Regulatory Notice 10-22, 
entitled Obligation of Broker-Dealers to Conduct Reasonable Investigations 
in Regulation D Offerings, FINRA has sought to amplify its comprehensive 
Reg D guidance.46  As detailed in Notice 10-22, a broker-dealer’s affirmative 
obligation to conduct a reasonable investigation of both the issuer of the 
securities and the securities themselves stems from both the antifraud 
provisions of securities laws, as well as the suitability requirement 
encapsulated in FINRA Rule 2111.  

In short, in order to meet the suitability requirement, a broker-dealer’s 
recommendation must satisfy three separate suitability obligations: customer-
specific suitability, quantitative suitability, and reasonable-basis suitability.  In 
particular, it is within the context of reasonable-basis suitability that a broker-
dealer must seek to ensure that a contemplated Reg D transaction comports 
with Rule 2111.  While there are no statutory provisions or judicial decisions 
laying out precisely what constitutes a broker-dealer’s satisfaction of its 
reasonable investigation under a Reg D offering, Notice 10-22 does provide 
certain comprehensive guidance in this regard.  

As referenced above, pursuant to Notice 10-22, at a minimum a broker-
dealer must conduct a reasonable investigation into:  

* the issuer and its management;  
* the business prospects of the issuer;  
* the assets held by or to be acquired by the issuer;  

                                                            
44. Id. 

45. See NASD, NOTICE TO MEMBERS 05-48 1 (2005). 

46. See FINRA, REGULATORY NOTICE 10-22 (2010). 
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* the claims being made; and  
* the intended use of proceeds of the offering.47  
Further, Notice 10-22 clarifies that a broker-dealer must conduct such an 

analysis for every contemplated Reg D offering, and cannot rely on a previous 
investigation it conducted in a prior offering for the same issuer.  

Notice 10-22 provides additional guidance concerning factors that a 
broker-dealer should consider when evaluating the scope of its investigation 
in a particular Reg D offering.  Some of these factors include the broker-
dealer’s affiliation with the issuer, whether the broker-dealer prepared the 
PPM to be used in the offering, the broker-dealer’s lack of information, the 
presence of any red flags, and whether the broker-dealer is relying on counsel 
or a syndicate manager to conduct the due diligence.  

Additionally, Notice 10-22 provides guidance on the narrow and limited 
instances where a broker-dealer can rely on an issuer and its SEC filings in 
conducting Reg D due diligence, how a broker-dealer might go about 
establishing adequate supervisory procedures in the context of a Reg D 
offering, as well as suggestions and guidance on documenting the investigation 
process.  Beyond the above, Notice 10-22 provides detailed guidance on how 
a broker-dealer may go about ensuring an adequate investigation as to the 
issuer and its management, the issuer’s business prospects, and the issuer’s 
assets.  For example, with respect to the issuer’s assets, FINRA guidance 
recommends:  

* visiting the issuer’s facilities;  
* inspecting samples of the issuer’s assets;  
* examining third-party reports, for example, geological, land use and 

engineering reports, as relevant to the particular issuer; and  
* obtaining expert opinions, especially when the issuer is in the energy 

and exploration business.48  
In 2012, FINRA further refined its Reg D guidance when it adopted Rule 

5123.  Under Rule 5123, each FINRA member that sells an issuer’s securities 
in a private placement offering, subject to certain limited exemptions, must file 
with FINRA a copy of any PPM, term sheet or other offering document used 
within 15 calendar days of the date of the sale, or alternatively, indicate that it 
did not use any such offering documents.49   

Even in the wake of significant regulatory guidance and requirements as 
set forth in Notice 10-22 and Rule 5123, FINRA continues to highlight its 

                                                            
47. Id. at 5. 

48. Id. at 10. 

49. See generally, FINRA, RULE 5123- PRIVATE PLACEMENT OF SECURITIES (2013). 
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ongoing concerns with the prospects for sales practice abuse in relation to the 
marketing and sales of private placement securities.  In its 2014 Regulatory 
and Examination Priorities Letter, FINRA noted that a significant number of 
Rule 5123 filings were problematic, pointing to concerns over whether the 
broker-dealer was performing adequate due diligence, particularly with regard 
to contingency offerings with deficient escrow procedures, private placements 
in which the issuer’s creditworthiness and financial condition is questionable, 
as well as instances where Reg D offerings were purportedly mere vehicles in 
serial private placements to repay prior investors.50  

 
 

NASD AND FINRA GUIDANCE CONCERNING SPECIFIC NON-CONVENTIONAL 

INVESTMENTS  
 
Non-Traded REITs  
 

A real estate investment trust (“REIT”) is a corporation, trust, or 
association that owns, and may also manage, income-producing real estate.  
Pursuant to federal law, a REIT is required to distribute at least 90% of its 
taxable income to investors in the form of dividends.  REITs pool the capital 
of numerous investors in order to purchase a portfolio of properties; these 
properties can vary widely and may include office buildings, shopping centers 
and malls, hotels, apartments, industrial real estate, and even timberland or 
farmland.  

Many REITs are traded on national securities exchanges, and therefore can 
be sold and resold in liquid, public markets at publicly quoted prices.  In 
contrast to exchange traded REITs, non-traded REITs do not trade on a 
securities exchange.  As a result, non-traded REITs may only be sold pursuant 
to optional redemption programs sometimes offered by the REIT itself, or in 
some circumstances, on a thinly traded secondary market.  In addition to the 
illiquid nature of non-traded REITs, these securities carry additional risks and 
potential drawbacks, including opacity of pricing and organization and 
offering (“O&O”) expenses that often equal as much as 15 percent of the gross 
proceeds of the offering.  

Non-traded REITs have been the subject of specific FINRA guidance 
dating back a decade.  NASD Rule 2810 limited O&O expenses to 15 percent 
of the gross proceeds of an offering.  O&O expenses include issuer expenses 
that are reimbursed or paid with offering proceeds, underwriting 
                                                            
50. See FINRA, 2014 REGULATORY AND EXAMINATIONS PRIORITIES LETTER 

(January 2, 2014), available at www.finra.org/sites/default/industry/p419710.pdf.  
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compensation, and due diligence expenses.51  Under FINRA Rule 
2310(b)(4)52, O&O expenses are not specifically subject to a hard cap, but are 
presumed to be “unfair and unreasonable” if, inter alia, they exceed 15 percent 
of the gross proceeds of the offering in total.  

In Regulatory Notice 08-35, FINRA discussed in detail each of these 
categories of O&O expenses and also explained NASD rules concerning 
disclosure of a date or dates when a non-traded REIT or other direct investment 
program might liquidate.53 The Notice also discussed rules concerning 
reinvestment of dividends, liquidity disclosures, and compensation to non-
registered persons for sales of non-traded REITs.54  

In Regulatory Notice 09-09, NASD addressed the issues of customer 
account statements and due diligence requirements for non-traded REITs and 
direct participation programs (DPPs).  Of note, the notice permitted brokerage 
firms to list the value of non-traded REIT and DPP shares on customer 
statements at “par value” or the price at which the shares were offered to the 
public during the offering period.55 This loophole effectively permitted 
brokerage firms to mislead customers concerning the value of non-traded 
REIT and DPP shares, since in many instances only 85% of the principal 
invested by the customer was invested in underlying assets (the rest in many 
cases going to O&O expenses).  Given the lengthy multi-year offering periods 
for some non-traded REITs and DPPs, this loophole also sometimes enabled 
firms to list shares as worth “par value” even though the underlying assets had 
significantly depreciated in value since the customer’s initial investment -- 
meaning that it was completely unrealistic that the shares maintain the initial 
value that the customer had paid for them.  

These issues were remedied to some extent by amendments to NASD Rule 
2340 announced in Regulatory Notice 15-02, which modified the requirements 
relating to the inclusion of per-share estimated values for DPPs and non-traded 
REITs on customer account statements.  As FINRA recognized: 

The general industry practice is to use the offering price (or “par 
value”) of DPP and  REIT securities as the per share estimated value 
during the offering period, which can continue as long as seven and 
one-half years. The offering price, typically $10 per share, often 

                                                            
51. See FINRA, REGULATORY NOTICE 08-35 2 (2008). 

52. FINRA, RULE 2310 (2016) (superseding NASD, RULE 2810). 

53. See FINRA, REGULATORY NOTICE 08-35 6 (2008). 

54. See id. at 4-6. 

55. See FINRA, REGULATORY NOTICE 09-09 1 (2009). 
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emains constant on customer account statements during this period 
even though various costs and fees have reduced investors’ principal 
and underlying assets may have decreased in value.56  
Effective April 11, 2016, FINRA rules now require that customer account 

statements reflect the impact of O&O expenses on the net amount invested in 
placing an estimated value on non-traded REIT and DPP shares.57  The 
amended FINRA rules now require “net investment” to be calculated “based 
on the ‘amount available for investment’ percentage in the ‘Estimated Use of 
Proceeds’ section of the offering prospectus.”58  This valuation method may 
only be used “until 150 days following the second anniversary of breaking 
escrow in the public offering.”59  

Alternatively during the offering period, or mandatorily after the offering 
period, a brokerage firm may or must use “the appraised valuation disclosed 
in the issuer’s most recent periodic or current report filed with the SEC” in 
reporting the value of non-traded REIT shares on customer statements.60  This 
value must “be based on valuations of the assets and liabilities of the DPP or 
REIT,” and also must be:  

* performed at least annually;  
* conducted by, or with the material assistance or confirmation of, a 

third-party valuation expert; and  
* derived from a methodology that conforms to industry practice.61 
FINRA members may not participate in DPP or REIT offerings unless the 

issuer of the DPP or REIT “has agreed to disclose, in a periodic or current 
report filed [with the SEC]…within 150 days following the second anniversary 
of breaking escrow and in each annual report thereafter” an estimated per-
share value:  

* based on the valuations of the assets and liabilities of the DPP or 
REIT performed at least annually by, or with the material assistance 
or confirmation  of, a third-party valuation expert or service;  

* derived from a methodology that conforms to standard industry 
practice; and  

                                                            
56. See FINRA, REGULATORY NOTICE 15-02 2 (2015). 

57. Id. 

58. Id. 

59. Id. at 3.  

60. Id. 

61. Id. 



248 SRO AND SEC REGULATORY GUIDANCE [Vol. 25 No. 2 

* accompanied by a written opinion or report by the issuer, delivered 
at least annually, that explains the scope of the review, the valuation 
methodology used and the basis for the reported value.62  

Thus, although FINRA does not regulate the issuers per se, as a practical 
matter revised Rule 2310(b)(5) ensures that issuers will provide minimally 
accurate valuation information to investors by prohibiting FINRA member 
firms from participating in offerings by issuers that do not conform to the rule.  
 
 
Hedge Funds 
 

Hedge funds are a category of investments that defies easy definition (and 
indeed has inspired a variety of sometimes contradictory attempts to formulate 
a definition over the years).63 Generally, hedge funds are non-traded 
investments exempt from registration under the ’33 Act that are frequently 
structured as limited partnerships and are oftentimes marketed to high net 
worth individuals, family offices and institutions as offering returns that are 
non-correlated to the broader stock and bond markets.  

As business media coverage highlighted hedge funds and the outsized 
returns produced by some hedge funds in the pre-Financial Crisis of 2008 
period, investor demand for hedge funds from brokerage houses rose and many 
brokerage firms actively marketed hedge fund investments to brokerage 
customers, including individual investors.  
 As NASD stated in Notice to Members 03-07:  

[M]ost hedge funds are investment companies that are not 
registered pursuant to certain exemptions under the [Investment 
Company] Act.  Furthermore, the securities offered by hedge funds, 
in most cases, are exempt from registration under the '33 Act.  
Typically, hedge fund offerings are conducted as private placements 
under Regulation D under the '33 Act.  Because neither the hedge fund 
nor the securities offered are registered, the range of protections 
attendant to such registrations are not provided; consequently, such 
securities may only be offered privately to certain qualified investors 

                                                            
62. Id. at 4.  

63. NASD, for example, has defined a hedge fund as “a private and unregistered 
investment pool that accepts investors’ money and employs sophisticated hedging 
and arbitrage techniques using long and short positions, leverage and derivatives, and 
investments in many markets.” NASD, NOTICE TO MEMBERS 03-07 fn. 1 (2003).  
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who meet the financial standards promulgated in the exemptions of 
the investment company and the securities from registration.64  
To the extent that hedge fund investments are exempt from registration 

under the ’33 Act, and as discussed above with respect to private placements, 
brokerage firms must be cognizant both as to whether a given hedge fund has 
met the requirements concerning the applicable exemption from registration 
that it claims, and further, whether any offerees of the subject fund are eligible 
to invest under the applicable exemption.  

Brokerage firms must also “take into account the fact that hedge fund 
investing historically has been available only to high net worth individual 
investors and institutions and consider whether the fact that certain hedge 
funds are now available to a broader segment of investors may itself be a red 
flag that casts doubt on the desirability and suitability of such funds for retail 
investors.”65  

If the brokerage firm determines to offer hedge funds to customers, it must 
carefully attend to its reasonable-basis suitability obligations.  As stated by 
NASD: 

 Members discharge this requirement by conducting due diligence 
with respect to the  hedge fund, or in the case of a fund of hedge 
funds, with respect to the underlying hedge  funds.  Due diligence is 
especially important for hedge funds because, as noted above, many 
hedge funds are not registered as investment companies and are 
offered though unregistered private placements. Members therefore 
have a heightened responsibility to  investigate the hedge funds and 
funds of hedge funds that they recommend to customers. Members 
must perform substantial due diligence into a hedge fund before 
making any recommendation to a customer, including, but not limited 
to: an investigation of the background of the hedge fund manager, 
reviewing the offering memorandum, reviewing the subscription 
agreements, examining references, and examining the relative 
performance of the fund.66  
Brokerage firms are also required to “train associated persons about the 

characteristics of and risks associated with hedge funds before they allow 
associated persons to recommend hedge funds or funds of hedge funds.”67  

                                                            
64. See NASD, NOTICE TO MEMBERS 03-07 48 (2003). 

65. Id. at 49. 

66. Id. at 50. 

67. Id. at 51.  
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In summary, hedge funds are subject to similar due diligence and sales 
practice regulation as other non-traded investments and private placements, 
but may require additional scrutiny due to their complexity and the wide 
variety of unique issues that specific funds may entail.  
 
 
Oil & Gas Investments  
 

The oil and gas industry is vast and accordingly, there are numerous and 
varied opportunities for investors to participate in this broad market.  For 
example, many retail investors own or have owned stock in a large, vertically 
integrated multinational oil company, or sought income through exposure to 
Master Limited Partnerships (“MLPs”).  For purposes of this article, however, 
our focus will be on the private placement niche within the energy industry, an 
arena including oil and gas leasing funds, DPPs, and drilling funds typically 
offered through a Reg D private placement.  

The SEC has recognized that the frequency of fraudulent “private 
securities offerings for oil and gas ventures increased over the last few 
years.”68  In fact, from only a few oil and gas private offering cases in the 2005-
2006 timeframe, the SEC has averaged “more than 20 per year since.”69  In 
this regard, the SEC has issued its April 2013 Investor Alert in an effort to 
caution retail investors as to the unique risks associated with private oil and 
gas offerings.  From the outset of vetting a potential oil and gas private 
placement, the SEC recommends that investors:  

* “Ask about any current or prior relationship [as between the broker 
recommending the investment and] the promoter, the extent of their 
business together, and any personal incentive in the offering”;  
* “Ask for the ‘due diligence report’”;  
* “Consider whether the investment is appropriate for you… Private 

offerings… may involve a high degree of risk… They also typically 
have less liquidity…”70 

Further, the SEC has cautioned investors as to common red flags typically 
associated with oil and gas private offerings, including:  

* Sales pitches referring to recent news events like high oil or gas prices;  

                                                            
68. SEC OFFICE OF INVESTOR EDUCATION & ADVOCACY, INVESTOR ALERT – 

PRIVATE OIL AND GAS OFFERINGS (2013), available at www.sec.gov/investor/ 
alerts/ia_oilgas.pdf.  

69. Id.  

70. Id. at 2. 
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* “Can’t miss” wells and “guaranteed” returns, including claims that 
major oil and gas companies are drilling nearby;  

* Abnormally high rates of return;  
* Unsolicited materials;  
* Sales tactics that pressure you to decide, like “limited” or “once-in-a-

lifetime” opportunity;  
* Sales pitches touting new technology especially if it relates to getting 

higher production out of low-producing wells (sometimes called 
“stripper” wells);  

* Salesperson claims to be an investor;  
* Being asked to sign documents acknowledging that the securities 

laws do not apply to the investment.71  
As highlighted in NTM 10-22, FINRA has delivered clear guidance to 

broker-dealers and their registered representatives as to the type and degree of 
due diligence that firms and their associated persons should endeavor to 
undertake with regard to oil and gas investments.  Such diligence includes: 
“[v]isiting and inspecting a sample of the issuer’s assets and facilities,” in 
addition to “[c]arefully examining any geological, land use, engineering or 
other reports by third-party experts”, and “[o]btaining, with respect to energy 
development and exploration programs, expert opinions from engineers, 
geologists and others” as necessary to determine the suitability of the 
investment.72  
 
 
CONCLUSION  
 

In keeping with members’ suitability obligations, FINRA has issued ample 
guidance concerning the need for broker-dealers and their registered 
representatives to ensure that adequate due diligence is conducted when 
recommending an NCI, particularly in light of the fact many of these 
investments are not publicly traded on a national securities exchange and many 
are offered through a private placement governed by Reg D.  As discussed 
above, FINRA has also provided significant specific guidance concerning 
sales practices and supervision with respect to discrete categories of NCIs.   
Familiarity with this guidance may serve practitioners well in establishing 
violations of FINRA rules, as well as in developing responses to defense 

                                                            
71. Id. at 4 

72. See FINRA, REGULATORY NOTICE 10-22 10 (2010). 



252 SRO AND SEC REGULATORY GUIDANCE [Vol. 25 No. 2 

arguments that attempt to evade responsibility for unsuitable sales of these 
somewhat exotic investment products.  
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ABSTRACT 
 

In enacting the Securities Exchange Act of 1934, Congress granted the 
Securities and Exchange Commission the broad authority to enforce the statute 
and promulgate regulations as it sees fit to serve its purpose. As its weapon of 
choice, the SEC promulgated Rule 10b-5 under Section 10(b) of the Exchange 
Act. Among the three subsections of Rule 10b-5, subsection (b), which 
prohibits fraudulent misstatements in connection with sales of securities, has 
been the basis for most securities fraud claims. However, in Janus Capital 
Group, Inc. v. First Derivative Traders, the Supreme Court restricted the scope 
of conduct that qualifies as a primary violation under subsection (b) and led 
scholars, regulators, and practitioners to question the implication of the Janus 
holding for subsections (a) and (c), which entail broader language than 
subsection (b). The SEC provided its broad interpretation of subsections (a) 
and (c) in the Flannery enforcement action, which would allow the SEC to 
bring primary liability actions against the same actors whom Janus held could 
not be held primarily liable under subsection (b). The longstanding principle 
of Auer deference mandates that courts generally defer to an agency when it 
interprets a regulation that the agency has created. Whether the SEC’s 
interpretation in Flannery deserves such deference is left unanswered as the 
First Circuit ruled Flannery on other grounds. This Article analyzes whether 
the SEC’s interpretation is eligible for Auer deference and concludes that it 
may be. Furthermore, this Article notes the practical necessity of adopting the 
SEC’s broad interpretation of subsections (a) and (c). 
 
 
I.   INTRODUCTION 
 

Rule 10b-5(b), promulgated under the Securities Exchange Act of 1934 
(Exchange Act), provides that it is unlawful “to make any untrue statement of 
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a material fact” in sales and purchases of securities.1 In Janus Capital Group 
Inc. v. First Derivative Traders, the Supreme Court created a bright line rule, 
holding that the “maker” of a misstatement under Rule 10b-5(b) is one who 
has “ultimate authority” over the statement, not merely a drafter.2  

As clear as the answer may have been, the Janus decision gave rise to more 
questions than it answered. Particularly, because the Janus decision was made 
in the context of a private proceeding, the questions scholars have sought to 
answer have focused on the implication of the decision on the Security 
Exchange Commission’s (SEC) enforcement actions.3 As the dissent opinion 
in Janus noted, restricting the SEC’s enforcement action the same way as 
private proceedings creates a gap where certain fraudulent activities, if 
strategically arranged, may remain outside the reach of the SEC’s enforcement 
actions.4 

To address such concern, the SEC presented through an enforcement 
action its broad interpretation of Rule 10b-5 subsections (a) and (c), which 
would skirt any limitation imposed by Janus.5 In 2015, the case was teed up 
for an appellate court’s review. Notwithstanding the anticipation that the 
court’s decision would give more clarity to the implications of Janus, however, 
the First Circuit declined to rule on the SEC’s interpretation and vacated the 
case on other grounds.6 

A well established doctrine in administrative law is that a court should 
give deference to a government agency’s interpretation when reviewing a 

                                                 
1. 17 C.F.R. § 240.10b-5(b) (2017) (emphasis added). 

2. 564 U.S. 135, 142-43 (2011). 

3. See e.g., Gregg Gaught, Rethinking Janus: Preserving Primary-Participant 
Liability in SEC Antifraud Enforcement Actions, 65 DUKE L.J. 527 (2015); Andrew 
N. Vollmer, SEC Revanchism and the Expansion of Primary Liability Under Section 
17(a) and Rule 10b-5, 10 VA. L. & BUS. REV. 273, 336 (2016); Matthew P. Wynne, 
Rule 10b-5(b) Enforcement Actions in Light of Janus: Making the Case of Agency 
Deference, 81 FORDHAM L. REV. 2111, 2137 (2013); John P. Clayton, The Two 
Faces of Janus: The Jurisprudential Past and New Beginning of Rule 10b-5, 47 U. 
MICH. J.L. REFORM 853 (2014). 

4. See Janus, 564 U.S. at 157 (Breyer, J., dissenting); see infra Part III.C.1. 

5. In re John P. Flannery & James D. Hopkins, Securities Act Release No. 9689, 
Exchange Act Release No. 73,840, Investment Company Act Release No. 31,374, 
2014 WL 7145625 (Dec. 15, 2014) [hereinafter Flannery]. 

6. Flannery v. S.E.C., 810 F.3d 1, 4 (1st Cir. 2015). 
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regulation the agency has created.7 This Article seeks to answer whether a 
court reviewing the SEC’s reading of Rule 10b-5(a) and (c) will give deference 
to such interpretation. In 2014, the former chief of the SEC, Mary Jo White, 
also hinted that the SEC may bring enforcement actions under Section 20(b) 
of the Exchange Act as a possible way to close the gap created by Janus.8 
Although Section 20(b) may be another option the SEC is contemplating, the 
viability of that option is beyond the scope of this Article. 

Part II of this Article provides an overview of the structure of Rule 10b-5, 
the Supreme Court’s holding in Janus, and the SEC’s response in Flannery. 
Part III.A analyzes whether a court will give Auer deference to the SEC’s 
interpretation of Rule 10b-5 in Flannery. Then, Part III.B notes the necessity 
of such deference. Part IV concludes that although a court may deem the SEC’s 
Flannery interpretation ineligible for Auer deference due to one of the 
exceptions created by the Supreme Court, giving deference to the SEC is still 
necessary to ensure no fraudulent activities go unenforced. 
 
 
II.   BACKGROUND 
 

A. General structure of Rule 10b-5 
 

In 1934, Congress enacted the Exchange Act to regulate securities 
transactions in the post-issuance stage.9 The primary purpose of the Exchange 
Act was to prevent fraud in securities transactions and to help investors make 
informed decisions by imposing certain disclosure and reporting 

                                                 
7. See Auer v. Robbins, 519 U.S. 452, 461 (1997). 

8. Mary Jo White, Chairwoman, Sec. and Exch. Comm’n, Three Key Pressure Points 
in the Current Enforcement Environment, Address Before the NYC Bar 
Association’s Third Annual White Collar Crime Institute (May 19, 2014), available 
at https://www.sec.gov/news/speech/2014-spch051914mjw.html; see also William 
D. Roth, The Role of Section 20(b) in Securities Litigation, 6 HARV. BUS. L. REV. 36, 
36-37 (2015) (discussing the viability of Section 20(b) as a way to close the gap 
created by Janus). 

9. See THE LAWS THAT GOVERN THE SECURITIES INDUSTRY, SEC. AND EXCH. 
COMM’N (2013), available at https://www.sec.gov/answers/about-lawsshtml.html. 
The Securities Act of 1933 regulates the earlier “offering” stage of the securities 
transaction where an issuer offers securities to the public for the first time. Id. 
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requirements. 10  The Exchange Act’s antifraud provision, Section 10(b), 
provides as follows: 

It shall be unlawful . . . [t]o use or employ, in connection with the purchase 
or sale of any security registered on a national securities exchange or any 
security not so registered, or any securities-based swap agreement any 
manipulative or deceptive device or contrivance in contravention of such 
rules and regulations as the Commission may prescribe as necessary or 
appropriate in the public interest or for the protection of investors.11 

To effectuate Section 10(b), the SEC promulgated Rule 10b-5, which provides: 
It shall be unlawful for any person, directly or indirectly, by the use of any 

means or instrumentality of interstate commerce, or of the mails or of any 
facility of any national securities exchange, 
(a) To employ any device, scheme, or artifice to defraud, 
(b) To make any untrue statement of a material fact or to omit to state a 

material fact necessary in order to make the statements made, in the light 
of the circumstances under which they were made, not misleading, or 

(c) To engage in any act, practice, or course of business which operates or 
would operate as a fraud or deceit upon any person in connection with the 
purchase or sale of any security.12 
Recognizing the explicit congressional intent to empower the SEC with 

the authority to effectuate Section 10(b), the Supreme Court noted that “[t]he 
scope of Rule 10b-5 is coextensive with the coverage of [Section] 10(b).”13 
While the majority of Rule 10b-5 cases have relied on subsection (b), which 
prohibits misleading or false statements, several Supreme Court cases have 
restricted the type of defendants against whom private plaintiffs can bring 
securities fraud claims under subsection (b).14 Consequently, private plaintiffs 
sought to bring claims against defendants beyond the reach of subsection (b) 
by turning to the broader language of subsections (a) and (c).15 
 
 
 
 
                                                 
10. Id. 

11. 15 U.S.C. § 78j(b) (2012). 

12. 17 C.F.R. § 240.10b-5. 

13. S.E.C. v. Zandford, 535 U.S. 813, 816 n.1 (2002). 

14. See In re Parmalat Sec. Litig., 376 F.Supp.2d 472, 497 (2007); see infra Part II.C. 

15. See infra Part II.C. 



2018] PIABA BAR JOURNAL 257 

B. SEC Enforcement and Private Action under Section 10(b) 
 

While the Exchange Act gives the SEC the authority to define violations 
and to bring actions against violators, it does not explicitly discuss whether a 
private plaintiff may bring an action under the statute.16 The Supreme Court, 
however, has found a private right of action “implied in the words of the statute 
and its implementing regulation.”17 To bring a Section 10(b) claim under the 
judicially implied private right of action, a plaintiff must show “(1) a material 
misrepresentation or omission by the defendant; (2) scienter; (3) a connection 
between the misrepresentation or omission and the purchase or sale of a 
security; (4) reliance upon the misrepresentation or omission; (5) economic 
loss; and (6) loss causation.”18 Reliance, the fourth requirement, is a crucial 
element in a private action because it establishes cause-in-fact; the plaintiff 
must prove that the defendant’s fraud caused the plaintiff’s decision to 
purchase the security and the resulting injury.19 

A key difference between an SEC enforcement action and a private action 
under Section 10(b) is that reliance is not an element in SEC enforcement 
actions. Recognizing that Congress intended the SEC to be the “primary 
enforcer” of the statute and that “a private plaintiff's ‘reliance’ does not bear 
on the determination of whether the securities laws were violated,” courts have 
not required proof of reliance in SEC’s enforcement actions.20 
 
 

C. Primary and Secondary Liability Distinction 
 

Another notable aspect of Section 10(b) actions is the distinction between 
primary liability and secondary liability actions. While primary liability 

                                                 
16. 15 U.S.C. § 78j(b); 15 U.S.C. § 78u(a)(1). 

17. Stoneridge Inv. Partners, LLC v. Scientific-Atlanta, Inc., 552 U.S. 148, 157 
(2008) (citing Superintendent of Ins. of N. Y. v. Bankers Life & Cas. Co., 404 U.S. 
6, 13, n.9 (1971)). 

18. Dura Pharms., Inc. v. Broudo, 544 U.S. 336, 341-342 (2005). 

19. Matt Silverman, Fraud Created the Market: Presuming Reliance in Rule 10(b)-5 
Primary Securities Market Fraud Litigation, 79 FORDHAM L. REV. 1787, 1797 
(2011). 

20. S.E.C. v. Morgan Keegan & Co., Inc., 678 F.3d 1233, 1244 (11th Cir. 2012) 
(citing S.E.C. v. Rana Research, Inc., 8 F.3d 1358, 1364 (9th Cir. 1993); and S.E.C. 
v. Blavin, 760 F.2d 706, 711 (6th Cir. 1985) that have found the same). 
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actions reach those who commit a manipulative or deceptive act themselves, 
secondary liability actions reach those who “aid or abet” such primary acts.21 
Despite the silence of the statute and the rule, lower courts have found that 
private rights of action under Section 10(b) and Rule 10b-5 thereunder, reach 
not only the primary perpetrators, but also the “aiders and abettors” of such 
perpetrations.22 Because secondary actors, such as lawyers, accountants, and 
bankers, often have deep pockets, private plaintiffs have a strong interest in 
bringing secondary liability actions against such secondary actors.23 

In 1994, however, the Supreme Court held in Central Bank of Denver v. 
First Interstate Bank of Denver that private plaintiffs “may not maintain an 
aiding and abetting suit under Section 10(b).” 24  The Court reasoned that 
recovery under Rule 10b-5 requires a plaintiff to show “reliance” on the 
defendant’s misstatement or omission and that permitting private aiding and 
abetting liability actions would discharge private plaintiffs of proving the 
“reliance” element.25 In response to the concern that the Central Bank decision 
may be a free pass to engage in aiding and abetting activities, Congress passed 
Section 104 of the Private Securities Litigation Reform Act of 1995 (PSLRA), 
giving the SEC the power to prosecute aiders and abettors. 26  To hold a 
defendant liable as an aider and abettor in a civil enforcement action, the SEC 
must prove: “(1) the existence of a securities law violation by the primary (as 
opposed to the aiding and abetting) party; (2) ‘knowledge’ of this violation on 

                                                 
21. See Sally T. Gilmore & William H. McBride, Liability of Financial Institutions 
for Aiding and Abetting Violations of Securities Laws, 42 WASH. & LEE L. REV. 811, 
811 (1985). 

22. Brennan v. Midwestern United Life Ins. Co., 259 F.Supp. 673, 681 (N.D. Ind. 
1966) (upholding a complaint under Section 10(b) against aiders and abettors); see 
also Pettit v. Am. Stock Exch., 217 F.Supp. 21, 28 (S.D.N.Y. 1963). 

23. See Sean G. Blackman, An Analysis of Aider and Abettor Liability under Section 
10(b) of the Securities Exchange Act of 1934: Central Bank of Denver v. First 
Interstate Bank of Denver, 27 CONN. L. REV. 1323, 1364 (1995). 

24. 511 U.S. 164, 191 (1994). 

25. Id. at 180 (citing Basic Inc. v. Levinson, 485 U.S. 224, 243 (1988)). 

26. 15 U.S.C. § 78t(e) (“For purposes of any action brought by the Commission 
under paragraph (1) or (3) of section 78u(d) of this title, any person that knowingly 
or recklessly provides substantial assistance to another person in violation of a 
provision of this chapter, or of any rule or regulation issued under this chapter, shall 
be deemed to be in violation of such provision to the same extent as the person to 
whom such assistance is provided.”) (emphasis added). 
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the part of the aider and abettor; and (3) ‘substantial assistance’ by the aider 
and abettor in the achievement of the primary violation.”27 

After the Central Bank decision, private plaintiffs tried to circumvent the 
limitation by asserting that the act of assisting primary violations may itself be 
a primary violation under the “scheme liability” theory.28 The scheme liability 
theory relied on the language of “manipulative and deceptive conduct” under 
Section 10(b) and the “deceptive devices” and “acts” under Rule 10b-5(a) and 
(c).29 In In re Enron Corp. Securities, a district court held that “a plaintiff may 
bring a claim under Rule 10b–5(a) and (c) against a defendant allegedly 
directly or indirectly employing a manipulative or deceptive device ... intended 
to mislead investors, even if a material misstatement by another person creates 
the nexus between the scheme and the securities market.”30 The Supreme 
Court rejected this reasoning in Stoneridge Inv. Partners, LLC v. Scientific-
Atlanta.31 In Stoneridge, the Court used the “reliance” element in drawing the 
line between primary and secondary liability.32 There, the Court held that the 
private plaintiff could not bring a Section 10(b) action against a supplier who 
engaged in bogus transactions with a company that enabled the company to 
manipulate its financial statements because the suppliers’ deceptive acts were 
“too remote to satisfy the requirement of reliance.”33 
 
 

D. Janus holding 
 

Even after the Supreme Court significantly limited the reach of private 
Rule 10b-5 actions in Central Bank and Stoneridge, private plaintiffs 
continued to explore the boundaries of Rule 10b-5. In Janus Capital Group, 
Inc. v. First Derivative Traders, the Supreme Court was tasked with 
                                                 
27. S.E.C. v. DiBella, 587 F.3d 553, 566 (2d Cir. 2009) (quoting Bloor v. Carro, 754 
F.2d 57, 62 (2d Cir. 1985)). 

28. See In re Enron Corp. Securities, Derivative & "ERISA'' Litigation, 439 
F.Supp.2d 692, 723 (S.D. Tex. 2006); Stoneridge Inv. Partners, LLC v. Scientific-
Atlanta, Inc., 552 U.S. 148, 159 (2008). 

29. See In re Enron, 439 F.Supp.2d at 714 (citing cases). 

30. Id. at 723 (internal quotation marks omitted). 

31. Stoneridge, 552 U.S. at 159-60. 

32. Id. at 157-59 (“Reliance by the plaintiff upon the defendant’s deceptive acts is an 
essential element of the Section 10(b) private cause of action). 

33. Id. at 161. 
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determining whether a mutual fund’s investment adviser who drafted false 
statements included in the mutual funds’ prospectuses could be held liable in 
a private action under Rule 10b-5(b), which prohibits “making” any untrue 
statements of material fact.34 Following its reluctance in Central Bank and 
Stoneridge to expand the judicially-created implied private right of action 
under Section 10(b), the Court held that those who merely draft the false 
statements are not “makers” of the statements and therefore are not within the 
reach of a private plaintiff’s Rule 10b-5(b) action.35 Specifically, the Court 
carefully scrutinized the dictionary definition of “make” in Rule 10b-5(b) and 
held that a “maker” of a statement is the “person or entity with ultimate 
authority over the statement, including its content and whether and how to 
communicate it.”36 Because the mutual fund’s board members had the ultimate 
authority over the statement, not the investment advisers, the Court ruled that 
plaintiffs could not bring a primary liability action against the investment 
adviser under Rule 10b-5(b).37 
 
 

E. Drawing a line between Rule 10b-5(b) and subsections (a) and (c) 
 

Despite the Supreme Court’s efforts to better define (and limit) the 
application of Rule 10b-5, Janus shifted attention to subsections (a) and (c), 
giving rise to a new set of questions. As they did after the Central Bank 
decision, plaintiffs sought to bypass the Janus decision by turning to the 
broader language of Rule 10b-5(a) and (c) in bringing misstatement actions.38 
Several courts, however, have rejected the notion that a claim relying solely 
on conduct related to misrepresentation or omission, which has traditionally 
been the realm of subsection (b), can also be brought under subsections (a) and 
(c). 39  Courts dealing with such cases expressed concerns that allowing 

                                                 
34. Janus Capital Group Inc. v. First Derivative Traders, 564 U.S. 135, 137 (2011). 

35. See Id. at 143; See Clayton, supra note 3, at 865. 

36. Janus, 564 U.S. at 142 (emphasis added) (“Without control, a person or entity 
can merely suggest what to say, not “make” a statement in its own right.”). 

37. See id. at 145-146. 

38. See WPP Lux. Gamma Three Sarl v. Spot Runner, Inc., 655 F.3d 1039, 1057-58 
(9th Cir. 2011) (discussing whether a plaintiff may bring an omission claim under 
Rule10b-5(a) and (c)). 

39. Id. at 1057-58; see also Pub. Pension Fund Grp. V. KV Pharm. Co., 679 F.3d 
972, 987 (8th Cir. 2012) (following WPP). 
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misstatement or omission claims under subsections (a) and (c) would render 
the Janus decision moot.40 

In drawing the line between Rule 10b-5 subsections, the Ninth Circuit 
specifically noted “the importance of maintaining a distinction among the 
various Rule 10b–5 claims from one another” and held that “[a] defendant may 
only be liable as part of a fraudulent scheme based upon misrepresentations 
and omissions under Rules 10b–5(a) or (c) when the scheme also encompasses 
conduct beyond those misrepresentations or omissions.”41  
 
 

F. SEC’s interpretation of Rule 10b-5(a) and (c) in Flannery 
 

Contrary to the views of these courts that the Janus restriction applies to 
Rule 10b-5(a) and (c) to the same extent it limits subsection (b), the SEC 
provided its own, broader interpretation of the rule.42  

In In re Flannery, the Commissioners of the SEC reviewed an appeal from 
the Division of Enforcement after an administrative law judge’s finding 
against the Division in an enforcement proceeding. 43  In this review, the 
majority of the Commissioners discussed the scope of Rule 10b-5(a) and (c) 
in detail.44 The majority first acknowledged that Rule 10b-5(a) and (c) cannot 
reach beyond the contours of Section 10(b) and therefore that “only conduct 
that is itself manipulative or deceptive violates Rule 10b-5.” 45  Then, the 
majority rejected the suggestion that Rule 10b-5(a) and (c) are limited to 
conduct “beyond mere misstatements and omissions.” 46  In support of its 
assertion, the majority cited a recent case in which the Supreme Court 

                                                 
40. E.g., S.E.C. v. Benger, No. 09 C 676, 2013 WL 1150587, at *5 (N.D. Ill. Mar. 
21, 2013). 

41. See WPP, 655 F.3d at 1057 (emphasis added); see e.g., S.E.C. v. Familant, 910 F. 
Supp. 2d 83, 97 (D.D.C. 2012) (suggesting that Rule 10b-5(a) and (c) are limited to 
conduct “beyond mere misstatement and omissions”); see also Lentell v. Merrill 
Lynch & Co., 396 F.3d 161, 177-78 (2d Cir. 2005) (“[W]here the sole basis for such 
claims is alleged misrepresentations or omissions, plaintiffs have not made out a 
market manipulation claim under Rule 10b–5(a) and (c).”). 

42. See Flannery v. S.E.C., 810 F.3d 1, 16-19 (1st Cir. 2015). 

43. Id. at 3. 

44. Id. at 16-22. 

45. Id. at 17. 

46. Id. at 18 (citing Familant, 910 F. Supp. 2d at 97). 
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suggested that Rule 10b-5(a) encompasses the “making” of a material 
misrepresentation47 and noted its prior suggestion that the subsections of the 
rule are  “mutually supporting rather than mutually exclusive.”48 Instead, they 
stated that primary liability under subsections (a) and (c) “also encompasses 
the ‘making’ of a fraudulent misstatement to investors, as well as the drafting 
or devising of such a misstatement.”49 

The SEC reasoned that such an interpretation is consistent with Janus 
because Janus focused solely on the word “make,” which appears only in 
subsection (b) and therefore does not affect the other subsections of Rule 10b-
5.50 Acknowledging that a “drafter” is not primarily liable for “making” a false 
statement, the SEC asserted that a drafter may be primarily liable for 
employing a deceptive “device” and for engaging in a deceptive “act.”51  

The majority also noted that their interpretation does not imply that the 
outcome in Janus would have been different if the claim was brought under 
subsection (a) and (c) or that it would expand the reach of implied private 
rights of action.52 Indeed, the primary concern the lower courts expressed in 
rejecting the SEC’s broad interpretation of Rule 10b-5(a) and (c) was that such 
an interpretation would allow plaintiffs to circumvent the limitation Janus 
intended to create.53 The SEC reasoned that the plaintiffs in Janus would have 
failed even if the claims were brought under subsections (a) and (c) because 
they still would not have established the “reliance” element in a private 
securities fraud claim.54 However, the majority further noted that under its 
interpretation, unlike private plaintiffs, the SEC could have made valid claims 
under (a) and (c) because the SEC need not show “reliance” in its enforcement 
actions.55 

                                                 
47. Chadbourne & Parke LLP v. Troice, 134 S. Ct. 1058, 1063 (2014). 

48. Flannery at 20 (citing In re Cady, Roberts & Co., Securities Act Release No. 
6668, 1961 WL 60638, at *4 (Nov. 8, 1961)) (emphasis added). 

49. Id. at 18. 

50. Id. 

51. Id. at 19. 

52. Id. 

53. E.g., S.E.C. v. Benger, No. 09 C 676, 2013 WL 1150587, at *5 (N.D. Ill. Mar. 
21, 2013) (“Janus cannot be skirted simply by artful pleading and rechristening a 
10b-5(b) claim as a claim under 10b-5(a) and (c).”). 

54. Flannery at 19. 

55. Id.; see also supra Part II.C. 
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To many industry participants’ anticipation, the SEC’s interpretation of 
the rule was teed up for an appellate court’s review in 2015.56 However, the 
First Circuit reached its conclusion on different grounds, without responding 
to the SEC’s interpretation of subsections (a) and (c).57 
 
 

G. Auer deference to agency interpretation of its own regulations 
 

When a government agency interprets an ambiguous regulation 
promulgated by that agency, as the SEC did in Flannery, Supreme Court 
precedent mandates courts to generally defer to the agency’s interpretation.58 
The Supreme Court first provided this rule in Bowles v. Seminole Rock & Sand 
Co. and reaffirmed it in Auer v. Robbins.59 The primary rationale for the so-
called Auer deference is the agency’s presumed “expertise and experience in 
administering the legal regime.”60 

Such deference, however, does not apply in all circumstances and several 
Supreme Court cases laid out its limitations. To be eligible for Auer deference, 
an agency’s interpretation should not be “plainly erroneous or inconsistent 
with the regulation.”61 Also, the rule being interpreted should not be merely 
parroting the statutory language under which the rule was promulgated,62 and 
the interpretation should not be a “post hoc rationalizatio[n]” advanced by an 
agency seeking to defend past agency actions against attack.63 Moreover, Auer 
deference is unwarranted when “there is reason to suspect that the agency's 
interpretation ‘does not reflect the agency's fair and considered judgment on 

                                                 
56. Flannery v. S.E.C., 810 F.3d 1 (1st Cir. 2015). 

57. See id. at 9 (petitions for review and vacate the Commission's order granted) 
(giving less deference to the SEC’s findings because they conflict with the initial 
findings by an administrative law judge). 

58. Bowles v. Seminole Rock & Sand Co., 325 U.S. 410, 413-14 (1945). 

59. See id.; Auer v. Robbins, 519 U.S. 452, 461 (1997). 

60. Michael P. Healy, The Past, Present and Future of Auer Deference: Mead, Form 
and Function in Judicial Review of Agency Interpretations of Regulations, 62 U. 
KAN. L. REV. 633, 644 (2014). 

61. Auer, 519 U.S. at 461 (citing Seminole Rock, 325 U.S. at 414). 

62. Gonzales v. Oregon, 546 U.S. 243, 257 (2006). 

63. Bowen v. Georgetown Univ. Hosp., 488 U.S. 204, 212 (1988). 
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the matter in question’” and thus would result in an “unfair surprise” to the 
regulated parties.64 
  
 
III.  DISCUSSION 
 

A. Eligibility of the SEC’s interpretation for Auer deference 
 

Having established the general background of Rule 10b-5 and the SEC’s 
interpretation of subsections (a) and (c) in Flannery, this Section analyzes 
whether a court would give that interpretation the controlling weight 
established in Auer. The analysis below shows that the SEC’s interpretation 
will overcome most of the hurdles to be eligible for Auer deference, but may 
fail to qualify under the “parroting statutory language” limitation. 
 
 

1. Plain error limitation 
 

In Auer, the Supreme Court held that an agency’s interpretation of its own 
regulation is controlling unless it is “plainly erroneous or inconsistent with the 
regulation.”  Therefore, the first step of the agency deference analysis is to 
answer whether the Commission’s broad interpretation of 10b-5(a) and 10b-
5(c) in Flannery is plainly erroneous or inconsistent with the regulation.  

Primary liability under Rule 10b-5(a) attaches to those who “employ any 
device, scheme, or artifice to defraud, and under Rule 10b-5(c) to those who 
“engage in any act, practice, or course of business which operates or would 
operate as a fraud.” 65   Noting that the language of each of these two 
subsections is broader than that of subsection (b), the Supreme Court in 
Affiliated Ute Citizens of Utah v. United States stated that while subsection (b) 
“specifies the making of an untrue statement of a material fact and the 
omission to state a material fact[,]” subsections (a) and (c) “are not so 
restricted,” and that the “repeated use of the word ‘any’ is obviously meant to 
be inclusive.” 66  Similarly, circuit courts have recognized the breadth of 
conduct that falls under subsections (a) and (c).67 The Sixth Circuit specifically 

                                                 
64. Christopher v. SmithKline Beecham Corp., 567 U.S. 142, 155-56 (2012). 

65. 17 C.F.R. § 240.10b-5(a), (c) (emphases added). 

66. Affiliated Ute Citizens of Utah v. United States, 406 U.S. 128, 151-53 (1972). 

67. E.g., S.E.C. v. Clark, 915 F.2d 439, 448 (9th Cir. 1990). 
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noted in Benzon v. Morgan Stanley Distributors, Inc. that “[a] plain-language 
reading” of Rule 10b-5 supports the view that “a defendant not liable under 
Rule 10b-5(b) for failure to disclose … may still be held liable under Rule 10b-
5(a) and Rule 10b-5(c) as a participant in [an] allegedly fraudulent scheme.”68 
The courts’ readings of subsections (a) and (c) strongly suggest that the SEC’s 
broad interpretation of subsections (a) and (c) to include the very conducts that 
Janus excluded from subsection (b) is neither plainly erroneous nor 
inconsistent with the regulation. 
 
 

2. “Parroting statutory language” limitation 
 

In Gonzales v. Oregon, the Supreme Court declined to give Auer deference 
to the Department of Labor’s interpretation of a regulation promulgated under 
the Controlled Substances Act (CSA), noting that the “regulation . . . does little 
more than restate the terms of the statute itself.”69  It reasoned that by parroting 
the language of the statute, the agency did not utilize its “expertise and 
experience to formulate a regulation.”70 

In Gonzales, the United States Attorney General sought Auer deference 
for an Interpretive Rule issued by the Department of Justice which provided 
that physician-assisted suicide is not a “legitimate medical purpose” within the 
meaning of the CSA and the regulation promulgated thereunder. 71  The 
Supreme Court rejected the Attorney General’s claim.72 Specifically, the Court 
noted that the language of 21 CFR § 1306.04(a), which states that “[a] 
prescription for a controlled substance to be effective must be issued for a 
legitimate medical purpose by an individual practitioner acting in the usual 
course of his professional practice[,]” merely repeats the phrases “legitimate 
medical purpose” and “course of professional practice” from the relevant 
sections of the CSA without providing any guidance on how to determine what 
constitutes a “legitimate medical purpose” or “course of professional 
practice.”73 The Court viewed such repetition to indicate lack of expertise or 

                                                 
68. Benzon v. Morgan Stanley Distribs., Inc., 420 F.3d 598, 610 (6th Cir. 2005). 

69. 546 U.S. 243, 257 (2006). 

70. Id. at 257. 

71. Id. at 243. 

72. Id. at 244. 

73. Id. at 257 (quoting relevant languages from 21 U.S.C. §§ 812(b), 829(c), 
802(21)). 
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experience exerted in the rulemaking process, rendering the Interpretive Rule 
ineligible for Auer deference.74 

Unlike the language of the regulation at issue in Gonzales, the language of 
Rule 10b-5 does not merely repeat the statutory language of Section 10(b) of 
the Exchange Act. While Section 10(b) provides that “[i]t shall be unlawful . . . 
[t]o use or employ . . . any manipulative or deceptive device or contrivance,”75 
Rule 10b-5 is broken down into three subsections, which prohibit the use of 
“any device, scheme, or artifice to defraud,” the making of “any untrue 
statement of a material fact or to omit to state a material fact,” and the 
engagement in “any act, practice, or course of business which operates or 
would operate as a fraud or deceit.”76 Admittedly, the language of Rule 10b-5 
mirrors that of Section 17(a) of the Securities Act.77 Also, the SEC adopted the 
language in a rather hasty manner.78 Such circumstances, as noted by the 
scholars who oppose giving Auer deference to Flannery interpretation, cast 
serious doubt upon whether the SEC exercised its expertise in promulgating 
Rule 10b-5.79  The current case, however, may still be distinguished from 
Gonzales in that the SEC consciously chose to adopt the language of Section 
17(a) of the Securities Act (1933) rather than that of Section 10(b) of the 
Exchange Act (1934), the statute under which Rule 10b-5 was promulgated. 

More importantly, unlike in Gonzales where the CSA did not give the 
Attorney General the authority to issue the Interpretive Rule, Congress 
explicitly charged the SEC with the authority to define what constitutes 
securities fraud.80  In Gonzales, the Supreme Court declined to give Auer 
deference, noting that the amendments to the CSA that gave statutory authority 
for the Interpretive Rule came after the promulgation of the regulation, and 
therefore that “the Interpretive Rule cannot be justified as indicative of some 
intent the Attorney General had in 1971 [when the regulation was 
                                                 
74. Id. at 915 (Noting that the regulation at issue in Auer gave “specificity to a 
statutory scheme the Secretary was charged with enforcing and reflected the 
considerable experience and expertise the Department of Labor had acquired over 
time with respect to the complexities of the Fair Labor Standards”). 

75. 15 U.S.C. § 78j(b). 

76. 17 C.F.R. § 240.10b-5. 

77. 15 U.S.C. § 77q(a) (1933). 

78. See Milton V. Freeman, Administrative Procedures, 22 BUS. LAW.  891, 922 
(1967). 

79. See Vollmer, supra note 3, at 336. 

80. 15 U.S.C. § 78j(b). 
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promulgated].” 81  In contrast, from its enactment, Section 10(b) of the 
Exchange Act contained the language “such rules and regulations as the 
Commission may prescribe as necessary or appropriate[,]”providing the SEC 
with the broad authority to define securities fraud.82 Such clear congressional 
intent may weigh in favor of giving deference to Flannery interpretation. 
 
 

3. “Post hoc rationalization” limitation 
 

The Supreme Court also added the restriction that it will not give deference 
to an agency’s interpretation if it is merely a “‘post hoc rationalization’ 
advanced by an agency seeking to defend past agency action against 
attack[.]”83 In determining whether an agency’s interpretation of its regulation 
is a retrospective justification, the Sixth Circuit examined whether the 
agency’s contested interpretation is consistent with the agency’s prior readings 
of the regulation.84 As the SEC noted in Flannery, the SEC has read Rule 10b-
5 subsections to be “mutually supporting rather than mutually exclusive.”85 
Such view, expressed in 1961 through In re Cady Roberts & Co., strongly 
suggests that the SEC’s Flannery interpretation is consistent with its 
longstanding position and therefore is unlikely to be viewed as a post hoc 
rationalization of its actions. 

 
 

4. Unfair surprise limitation 
 

In Christopher v. Smithkline Beecham Corp., the Supreme Court imposed 
another limitation to Auer deference: lack of fair notice leading to unfair 
                                                 
81. Gonzales v. Oregon, 546 U.S. 243, 257-58 (2006) (noting that the amendment to 
the CSA that potentially give interpretive authority to the Attorney General came 
after the promulgation of the regulation). 

82. 15 U.S.C. § 78j(b). 

83. Christopher v. SmithKline Beecham Corp., 567 U.S. 142, 155 (2012) 
(quoting Auer, 519 U.S. at 462); see also Bowen v. Georgetown Univ. Hosp., 488 
U.S. 204, 213 (1988) (“Deference to what appears to be nothing more than an 
agency's convenient litigating position would be entirely inappropriate.”). 

84. Ohio Dep’t of Medicaid v. Price, 864 F.3d 469, 480 (6th Cir. 2017) (“[The 
agency’s] present interpretation is consistent with its longstanding position and is 
therefore entitled to Auer deference.”). 

85. Flannery at 20 (quoting In re Cady Roberts & Co., 1961 WL 60638, at *4). 
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surprise.86 There, the Supreme Court reviewed whether the Department of 
Labor’s interpretation of the word “outside salesmen” contained in its 
regulation deserved Auer deference.87 The Court’s deference to the DOL’s 
interpretation would have denied pharmaceutical companies from treating 
their sales representatives as “outside salesmen,” who are exempted from the 
Fair Labor Standards Act's minimum wage and maximum hours requirements, 
and compelled employers to compensate those sales representatives for 
overtime.88  

In declining to give Auer deference to the DOL’s interpretation of its 
regulation, the Court reasoned that the DOL failed to give sufficient notice to 
industry participants of its interpretation and therefore concluded that giving 
its interpretation a controlling weight would constitute an “unfair surprise” to 
the industry participants and “impose potentially massive liability on 
respondent for conduct that occurred well before that interpretation was 
announced.” 89  The Court specifically noted that the DOL changed its 
interpretation of the regulation after the Court granted certiorari90 and that the 
DOL never brought enforcement actions in accordance with its interpretation 
while the industry had engaged in the practice for a long period of time.91 

Those against giving deference to Flannery interpretation similarly argue 
that adopting such interpretation would impose liability on defendants without 
fair notice about the prohibited conduct.92 However, a closer look into the 
circumstances of Flannery interpretation will make clear that it is 
distinguishable from other agency interpretations which courts have 
determined would result in “unfair surprise” to the regulated entities. 

Courts have found that giving agency interpretation constituted unfair 
surprise to regulated entities in various cases. In Perez v. Loren Cook Co., the 
                                                 
86. Christopher, 567 U.S. at 157-58. 

87. Id. at 147. 

88. Id. at 152. 

89. Id. at 155-56. 

90. Id. at 154 (noting that DOL previously stated that ‘sale’ for the purposes of the 
outside sales exemption requires a consummated transaction directly involving the 
employee for whom the exemption is sought and is now taking a narrower approach, 
requiring actual transfer of title by the employee). 

91. Id. at 157-58 (“where . . . an agency's announcement of its interpretation is 
preceded by a very lengthy period of conspicuous inaction, the potential for unfair 
surprise is acute.”). 

92. See Vollmer, supra note 3, at 305. 
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Eight Circuit declined to give Auer deference to the DOL’s interpretation of 
its regulation requiring industrial manufacturers to employ barrier guards to 
protect its employees because the regulation failed to provide guidance on 
when such barrier is required, therefore amounting to an unfair surprise to 
industrial manufacturers.93 In ExxonMobil Pipeline Company v. United States 
Department of Transportation, the Fifth Circuit similarly declined to give 
deference to the Department of Transportation’s interpretation of a pipeline 
integrity regulation because it failed to give sufficient guidance on how to 
determine seam failure susceptibility of pipelines, therefore making 
enforcement of its newly advanced interpretation an unfair surprise to the 
defendant.94  

In contrast, Flannery interpretation does not present this unfair surprise 
issue because of a key requirement in a Rule 10b-5 enforcement action that is 
not required in the enforcement actions mentioned above: scienter.95 As noted 
in Part II.B of this Article, plaintiffs bringing a Rule 10b-5 claim must show 
scienter of the defendant. The Supreme Court made clear in Ernst & Ernst v. 
Hochfelder that mere negligence is insufficient to constitute a Rule 10b-5 
claim, reasoning that the language of Section 10(b) indicates congressional 
intent to prohibit willful deception only.96 Therefore, unlike the defendants in 
Perez and ExxonMobil who genuinely had no reason to suspect that their 
conducts were in violation of the regulations, defendants subject to Rule 10b-
5 enforcement proceedings are limited to those with the intent to defraud. 
Therefore, the only surprise advanced by the SEC’s interpretation in Flannery 
would be the defendants’ realization that they are now within the reach of 
enforcement after believing they could get away with their deceitful conducts. 

                                                 
93. Perez v. Loren Cook Co., 803 F.3d 935, 936-37, 943 (8th Cir. 2015). 

94. ExxonMobil Pipeline Co. v. U.S. Dep’t of Transp., 867 F.3d 564 (5th Cir. 2017). 

95. One article expressing concerns about Auer deference cited three cases to 
establish the point that agency interpretations may disrupt ordinary citizens’ lives by 
imposing liabilities, civil or criminal, without giving them fair notice. Such cases are 
also distinguishable because they do not involve enforcement actions requiring proof 
of scienter. See Evan Burnick, Enough Is Enough: Justice Scalia, Auer Deference, 
and Judicial Duty, FEDERALIST SOC’Y (Mar. 3, 2016), available at 
https://fedsoc.org/commentary/blog-posts/enough-is-enough-justice-scalia-auer-
deference-and-judicial-duty. 

96. Ernst & Ernst v. Hochfelder, 425 U.S. 185, 198-199 (1976); see also Aaron v. 
S.E.C., 446 U.S. 680, 691 (1945) (“scienter is an element of a violation of § 10(b) 
and Rule 10b–5, regardless of the identity of the plaintiff or the nature of the relief 
sought.”). 



270 TESTING SEC INTERPRETATION [Vol. 25 No 2 

This is analogous to the Ninth Circuit’s holding that a securities fraud section 
imposes liability on those who willfully engage in deceitful conduct even if 
they did not “specifically know that the vehicle of [their] perfidy is a security 
within the meaning of the Securities Act.”97 

The argument that Flannery interpretation would amount to unfair surprise 
is further weakened by the fact that the same defendants could still be held 
liable under aider and abettor liability claims regardless of the SEC’s 
interpretation in Flannery. The SEC’s claim in Flannery was that the “drafters” 
of false statements who are not primary violators under subsection (b) 
according to the Janus decision may still be primarily liable under subsection 
(a) and (c).98 The issue was whether primary liability attaches or not, rather 
than the question of whether liability exists. Notwithstanding the possibility of 
secondary liability, the SEC has good reason for maintaining primary liability 
claims against the “drafters” of false statements, as discussed below.99 Where 
defendants are already potentially subject to aider and abettor liability actions 
authorized to the SEC under PSLRA, that they may now be subject to primary 
liability actions per Flannery interpretation does not amount to the same unfair 
surprise in Perez or ExxonMobil.  
 
 

B. Growing skepticism over Auer deference 
 

While the legal analysis above indicates that the SEC’s Flannery 
interpretation may deserve Auer deference, depending on a court’s view on the 
limitations, many have questioned the validity of Auer deference itself in 
recent years.100 In fact, several Supreme Court Justices have expressed their 
skepticism about deferring to agencies’ interpretation of their own rules and 
the Court’s interest in reevaluation of Auer deference. 

Former Justice Scalia raised his separation of powers concern in his 
concurring opinion in Decker v. Northwest Environmental Defense Center, 
stating that because Auer deference allows agencies to interpret the rules that 
they created, it violates the long standing principle that “the power to write a 

                                                 
97. United States v. Brown, 578 F.2d 1280, 1284 (9th Cir. 1978). 

98. See supra Part II.F. 

99. See supra Part III.C.1. 

100. See e.g., Clean Water Act – Auer Deference – Decker v. Northwest 
Environmental Defense Center, 127 HARV. L. REV. 328, 333 (2013) (“It seems that 
Auer’s days may be numbered.”). 
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law and the power to interpret it cannot rest in the same hands.”101 Justice 
Scalia reiterated this concern in Perez v. Mortgage Bankers Association, in 
which Justice Thomas also expressed in his concurring opinion that Auer 
deference “undermines [the courts’] obligation to provide a judicial check on 
the other branches, and it subjects regulated parties to precisely the abuses that 
the Framers sought to prevent.”102 Chief Justice Roberts also acknowledged 
the Court’s interest in reviewing Auer deference, nothing that he “would await 
a case in which the issue is properly raised and argued.”103 Justice Gorsuch, 
who succeeded Justice Scalia’s bench, has also hinted at his discomfort in 
giving deference to agency interpretation by questioning Chevron deference, 
a precursor to Auer deference.104 

Notwithstanding the interests expressed by the Justices in reevaluating, 
and possibly striking down Auer deference, it remains good law to this date. 
In fact, the Supreme Court recently denied certiorari in United Student Aid 
Funds, Inc. v. Bible where the Court was asked specifically to reconsider the 
validity of Auer deference.105 Justice Thomas alone wrote a dissenting opinion 
in denying certiorari.106 A more recent case, G.G. v. Gloucester County School 

                                                 
101. Decker v. Northwest Envtl. Def. Ctr., 568 U.S. 597, 619 (2013).  

102. Perez v. Mortg. Bankers Ass’n, 135 S.Ct. 1199 (2015). 

103. Decker, 568 U.S. at 615-16 (Alito J., joining). 

104. Gutierrez–Brizuela v. Lynch, 834 F.3d 1142, 1149-52 (10th Cir. 2016) 
(Gorsuch, J., concurring) (“Chevron seems no less than a judge-made doctrine for 
the abdication of the judicial duty.”); Jonathan H. Adler, Gorsuch’s judicial 
philosophy is like Scalia’s — with one big difference, WASH. POST (Feb. 1, 2017),  
https://www.washingtonpost.com/opinions/gorsuchs-judicial-philosophy-is-like-
scalias--with-one-big-difference/2017/02/01/44370cf8-e881-11e6-bf6f-
301b6b443624_story.html?tid=a_inl&utm_term=.7445b8433e15. 

105. United Student Aid Funds, Inc. v. Bible, 136 S.Ct. 1607 (2016) (denying 
certiorari); see Bible v. United Student Aid Funds, Inc., 799 F.3d 633, 650-51 (7th 
Cir. 2015) (giving Auer deference to Department of Education’s interpretation of its 
own regulation); Jonathan H. Adler, Supreme Court declines to reconsider deference 
to agency interpretations of agency regulations, WASH. POST (Mar. 16, 2017), 
https://www.washingtonpost.com/news/volokh-conspiracy/wp/2016/05/16/supreme-
court-declines-to-reconsider-deference-to-agency-interpretations-of-agency-
regulations/?utm_term=.466b181e6ede. 

106. Bible, 136 S.Ct. at 1608 (Thomas, J., dissenting) (citing cases where Justices 
expressed concerns over Auer deference and interests in reevaluating the doctrine). 
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Board, presented the same issue of Auer deference but was vacated on other 
grounds.107  

 
 

C. Practical reasons supporting Auer deference to Flannery 
interpretation 
 

The sections above discussed why a court may find Auer deference 
applicable to the SEC’s interpretation. This section turns to the practical 
aspects of the issue, specifically observing the implication of rejecting 
Flannery interpretation. 

 
 
1. Necessity of Flannery interpretation to close the gap created by 

Janus 
 

One might wonder why the SEC is so strongly interested in maintaining 
its broad interpretation of what constitutes primary liability under Rule 10b-
5(a) and (c) when it may still bring actions against the same actors under the 
aider and abettor liability claims authorized under the PSLRA.108 It is because 
the current structures of primary liabilities and secondary liabilities, along with 
the Supreme Court’s Janus decision, have created a serious loophole 
permitting some guilty defendants to evade the reach of both primary and 
secondary liabilities under Rule 10b-5.109 The SEC’s Flannery interpretation 
is necessary to close this structural gap.110 

To establish an aider and abettor liability claim under Rule 10b-5, the SEC 
must show the following elements: (1) the existence of a primary violation; (2) 
knowledge of the violation on the part of the aider and abettor; and (3) 

                                                 
107. See Gloucester Cty. Sch. Bd. v. G.G., 137 S.Ct. 1239 (2017); Jonathan H. 
Adler, Supreme Court to hear transgender bathroom case, WASH. POST (Oct. 28, 
2016), https://www.washingtonpost.com/news/volokh-conspiracy/wp/2016/10/28/ 
supreme-court-to-hear-transgender-bathroom-case/?utm_term=.86ff2d01bde2 (“If 
Auer and Seminole Rock are to be reconsidered, it will not be in this case.”). 

108. See supra Part III.A.4  

109. See Marc J. Fagel & Monica K. Loseman, Exchange Act Section 20(b): The 
SEC Enforcement Division Dusts Off an Old Weapon, WALL ST. LAWYER, 2 (Sept. 
2014), http://www.gibsondunn.com/publications/Documents/Fagel-Loseman-SEC-
Exchange-Act-Section-20(b)-Wall-Street-Lawyer-September-2014.pdf. 

110. Id. 
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substantial assistance by the aider and abettor in the achievement of the 
primary violation.111 The key element to note here is the first requirement. 
Because a secondary liability claim relies on the existence of a primary 
violation, the SEC must also prove “scienter” of the primary violator to 
successfully establish a Rule 10b-5 aider and abettor liability claim.112 Under 
this structure, the problem arises “where there is no primary violator whose 
fraud has been aided and abetted.”113 Because Janus established that “drafters” 
are not primary violators under Rule 10b-5(b), such drafters may also evade 
secondary liability if they communicate “only through non-culpable third 
parties.”114 

Justice Breyer’s dissenting opinion in Janus, joined by three other Justices, 
expressed concern about this very problem.115 The dissent specifically noted 
that under the majority’s rule, no one would be held accountable “when guilty 
management writes a prospectus (for the board) containing materially false 
statements and fools both board and public into believing they are true” 
because scienter cannot be shown to establish primary violation of Rule 10b-
5.116 The dissent further noted that such an outcome is inconsistent with the 
common law principle that “one is guilty as a principal when one uses an 
innocent third party to commit a crime” and that it limits the authority 
Congress explicitly gave to the SEC to enforce securities laws against both 
primary and secondary violators.117  

 
 
2. Necessity of flexible interpretation to accomplish Congress’ 

legislative intent 
 

Ever since 1942 when the SEC promulgated Rule 10b-5 pursuant to 
Section 10(b) of the Exchange Act, Congress has never intervened to change 

                                                 
111. S.E.C. v. Apuzzo, 689 F.3d 204, 211 (2d Cir. 2012). 

112. See supra Part III.A.4 (noting that scienter is a required element in a Rule 10b-5 
enforcement action). 

113. See Fagel, supra note 108. 

114. Id. 

115. Janus Capital Group Inc. v. First Derivative Traders, 564 U.S. 135, 157 (2011). 

116. Id. 

117. Id. 
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the rule or affect the SEC’s enforcement practice thereunder. 118  Such 
acquiescence of Congress was perceived as an approval that Rule 10b-5 is a 
proper construction of Section 10(b).119 The only time Congress took action 
with regards to Rule 10b-5 was when it enacted PSLRA in response to the 
courts’ decisions creating implied private rights of action under Rule 10b-5.120 
Congress noted that “[t]he lack of congressional involvement has left judges 
free to develop conflicting legal standards, thereby creating substantial 
uncertainties and opportunities for abuses of investors, issuers, professional 
firms, and others.”121 While the enactment of PSLRA was geared towards 
creating hurdles in private securities fraud claims to filter out frivolous ones, 
Congress simultaneously authorized the SEC to bring aider and abettor 
liability claims to make sure that the SEC retains broad enforcement 
authority.122 The history of congressional responses to the development in 
Rule 10b-5 imply two primary intents of Congress: to (1) Keep the implied 
private right of action restricted; and (2) allow the SEC broad enforcement 
authority.  

Courts dealing with Rule 10b-5 issues have ruled primarily in the context 
of private actions, upholding the congressional intent to limit private rights of 
action. Central Bank discussed whether private plaintiffs may bring aider and 
abettor liability claims.123 Later, Stoneridge held that plaintiffs may not skirt 
Central Bank by invoking “scheme liability” subsections and reasoned that 
accepting that assertion would relieve plaintiffs of the burden of proving 
“reliance,” an element required only in private securities fraud litigation.124 
Likewise, the Court’s decision in Janus to limit the scope of actors who can 
be held primarily liable under subsection (b) was driven by the reasoning that 
the case was the result of an implied private right of action and that the “[Court] 
must give ‘narrow dimensions . . . to a right . . . Congress did not authorize 
when it first enacted the statute and did not expand when it revisited’ it.”125 

                                                 
118. See Wynne, supra note 3, at 2137. 

119. Id. 

120. S. REP. NO. 104-98 (1995). 

121. Id. 

122. See supra Part II.C; 15 U.S.C. § 78t(e). 

123. Central Bank of Denver v. First Interstate Bank of Denver, 511 U.S. 164, 183 
(1994). 

124. See supra Part II.C. 

125. Janus Capital Group Inc. v. First Derivative Traders, 564 U.S. 135, 142 (2011). 
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Failing to recognize the context, some district courts read Janus to subject 
the SEC to the same limitation as private plaintiffs.126 This illustrates how 
failure to give deference to the SEC’s flexible interpretation of Rule 10b-5(a) 
and (c) will allow courts to jeopardize the SEC’s broad enforcement authority 
with the mistaken belief that the jurisprudence flowing from private actions 
applies universally. Therefore, giving Auer deference to the SEC’s 
interpretation of its rules is essential in upholding both congressional intents 
regarding Rule 10b-5. 
 
 
IV.  CONCLUSION 
 

When Congress enacted the Exchange Act in 1934 to regulate post-
issuance securities transactions, Congress made it clear that the SEC has the 
broad power to promulgate regulations necessary to serve the public interest. 
In the development of jurisprudence in securities litigations, however, courts 
have primarily focused on narrowing the scope of implied private actions 
without regards to the implication of their decisions on the broad authority 
given to the SEC. 

As noted by the dissent in Janus, limiting the SEC’s enforcement reach 
the same way as private actions creates a serious gap where certain perpetrators 
of securities frauds may walk free. The SEC’s broad reading of Rule 10b-5(a) 
and (c) in Flannery was an effort to close that gap. The analysis above shows 
that a court reviewing the SEC’s interpretation may, depending on its 
evaluation of the SEC’s expertise exercised in promulgating the rule, give 
deference to that interpretation. As the First Circuit declined to respond to the 
SEC’s interpretation, the question remains unanswered until another case is 
presented for appellate review. When the day finally comes, the reviewing 
court should recognize the imbalance in securities litigation jurisprudence and 
the practical necessities of deferring to the SEC’s reading of its own rules. 
 
 

                                                 
126. See e.g., S.E.C. v. Benger, No. 09 C 676, 2013 WL 1150587, at *5 (N.D. Ill. 
Mar. 21, 2013). 
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THE CURRENCY OF CRIME: WHY CRYPTOCURRENCY 
INVESTORS DESERVE ENFORCEMENT OF DISCLOSURE 

STANDARDS 
 

Charles Joseph Koronkowski 
 
 

While many securities regulated by the Securities and Exchange 
Commission (SEC) are valued based upon the economic performance of the 
entity in which it represents equity or debt, many cryptocurrencies are valued 
based solely upon usage, which in significant part is often made up of 
organized crime.1 Cryptocurrency is currently being traded on the innovative 
distributed ledger technology termed “blockchain,” which, although having 
numerous benefits, allows criminal organizations to make anonymized 
payments more efficiently and effectively. Overseas crime organizations have 
begun using cryptocurrencies to fund illegal ventures over the internet, ranging 
from drug and sex trafficking to the Russian interference in the 2016 U.S. 
election.2 Funding these illegal ventures using blockchain makes these 
operations more efficient and effective, and most importantly, difficult to 
track. Similarly, the volatility of cryptocurrencies begs the question why 
someone engaging in strictly legal activity would choose to invest in a medium 
with such little stability.3 Unlike many investment opportunities regulated by 
the SEC, investors in cryptocurrency have no way of knowing whether, and to 
what extent, the valuation of their investment is based upon criminal activity. 

The SEC released a report in 2017 delineating some of the ways in which 
it plans to approach the regulation of cryptocurrencies within its jurisdiction. 
The report provided in depth analysis concerning what types of 

                                                       
1. See Lawrence Trautman, Virtual Currencies; Bitcoin & What Now After Liberty 
Reserve, Silk Road, and Mt. Gox?, 20 RICH. J.L. & TECH. 13, 9 (2014); see also 
Beyond Silk Road: Potential Risks, Threats and Promises of Virtual Currencies: 
Hearings Before the S. Comm. on Homeland Sec. & Governmental Affairs, 113th 
Cong. (2013) (statement of Ernie Allen, President & CEO, The International Centre 
for Missing & Exploited Children). 

2. See Indictment at 16-17, United States v. Viktor Borisovich Netyksho, et al., (No. 
1:18CR00215), 2018 WL 3407381 (D.D.C. July 13, 2018). 

3. See Stephen J. Dubner, People Aren’t Dumb. The World Is Hard., FREAKONOMICS 
(2018), available at http://freakonomics.com/podcast/richard-thaler/, (quoting 
Richard Thaler, “I don’t know why anyone engaged in strictly legal activities would 
want to use a currency that is so volatile.”) 
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cryptocurrencies should be considered securities, and what kinds of 
cryptocurrency offerings need to be registered with the SEC. The SEC’s 
regulatory scheme does not, however, adequately take into account the ways 
in which a cryptocurrency, as a financial investment, functions differently 
from securities. The SEC requires that public offerings of securities be 
registered with the Commission, so that the investing public has adequate 
information about the business operations that underlie the value in the 
securities. The SEC also asserts that public offerings of cryptocurrencies must 
be registered with the Commission, but fails to note the ways in which its 
disclosure requirements will fail investors in these instruments. Investors are 
entitled to know where the value in a cryptocurrency is rooted just as when 
they do when they purchase stock in a company. For this reason, the SEC 
should add disclosure requirements for cryptocurrency companies in initial 
coin offering registration statements that provide investors with adequate 
information concerning any use of the coin that materially affects its value. 
 
 
I. INTRODUCTION 
 

As of April 9, 2018, Europol arrested 11 members of a crime ring based 
in Spain who laundered more than eight million euros in drug trafficking 
money through the use of cryptocurrencies.4 The arrests were a result of 
Operation Tulipan Blanca, an international operation conducted by Europol in 
cooperation with the Spanish Civil Guard, Finnish Authorities, and United 
States Homeland Security.5 The men arrested were using online 
cryptocurrencies to quickly, efficiently, and anonymously launder money 
made by international drug traffickers.6 When the individuals began their 
operation, they attempted a similar scheme utilizing credit cards linked to bank 
accounts in which the criminal proceeds were deposited.7 However, after 
quickly learning that such methods were too easy to track, the ring turned to 
cryptocurrencies.8  

                                                       
4. Press Release, Europol, Illegal Network Used Cryptocurrencies and Credit Cards 
to Launder More Than Eur 8 Million from Drug Trafficking (Apr. 9, 2018). 

5. Id. 

6. See id. 

7. Id. 

8. See id. 
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Unbeknownst to many investors, criminal organizations are increasingly 
turning to cryptocurrencies to finance and carry out criminal activities such as 
money laundering, drug trafficking, and human and sex trafficking.9 When an 
unwitting investor purchases cryptocurrency that is used to facilitate these 
illegal activities, she is indirectly enabling and profiting from the activity. 
Cryptocurrencies are primarily valued based on the demand and the liquidity 
of the coin, and when a portion of the demand and movement of the coin is 
based on organized crime, the value of the currency is at least in part, also 
based on the criminal activity.  

For the prospective cryptocurrency investor who may have concerns about 
partially funding or profiting off of human rights violations, the unfortunate 
reality is that there is no way for the average person to determine if, and to 
what extent, a particular cryptocurrency is being used to fund criminal 
enterprise. Unlike other investments which are carefully regulated by 
transparency requirements, cryptocurrencies remain a dangerous and opaque 
investment for potential buyers.  

The U.S. Securities and Exchange Commission recently pronounced that 
many cryptocurrencies fall within the Commission jurisdiction, and will 
therefore be regulated as securities.10 However, the disclosure requirements for 
public companies which the SEC enforces under the Securities Act of 1933 
focus on factors such as the companies’ assets and production. While these are 
the factors that comprise the value of most companies, they do not capture the 
source of value for a cryptocurrency. Therefore, the SEC should add disclosure 
requirements for cryptocurrency companies in initial coin offering registration 
statements that provide investors with adequate information concerning any 
use of the coin that materially affects its value. 

 
 
 

                                                       
9. See id.; see also Jessica Hoyer, Sex Trafficking in The Digital Age: The Role of 
Virtual Currency-Specific Legislation in Keeping Pace with Technology, 63 WAYNE 

L. REV. 83, 84 (2017); see also Michelle Lillie, “Bitcoin Fuels the Human 
Trafficking Market”, HUMAN TRAFFICKING SEARCH (2014), http://humantrafficking 
search.org/bitcoin-fuels-the-human-trafficking-market/.   

10. See U.S. SEC. & EXCH. COMM’N, RELEASE NO. 81207, REPORT OF 

INVESTIGATION PURSUANT TO SECTION 21(A) OF THE SECURITIES EXCHANGE ACT OF 

1934: THE DAO (2017). 
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II. FACTUAL BACKGROUND 
 

A. CRYPTOCURRENCY BACKGROUND 
 
Cryptocurrencies are digital currencies typically embodied in a digital 

“coin,” which purport to be items of inherent value, analogous to gold or 
cash.11 Cryptocurrencies are designed to enable online purchases, sales, and 
various other online transactions.12 Proponents of the technology hold it up as 
an alternative currency to long established currencies such as the U.S. dollar, 
and cannot be manipulated or controlled by a centralized bank.13 
Cryptocurrencies are being sold more and more often through “Initial Coin 
Offerings” or ICOs, analogous to an Initial Public Offering of a company, 
where investors can purchase the cryptocurrency for their own use or 
investment.14 Investors hold the coins in digital “wallets” analogous to online 
bank accounts, and can trade their cryptocurrencies with others over the 
internet.15 Cryptocurrencies are sold by virtual organizations and other capital 
raising entities.16 A virtual organization is an entity made up of computer code 
and executed on a distributed ledger or “blockchain.”17 

The storage and trading of cryptocurrencies happens on a distributed, 
digital transaction ledger known as blockchain.18 Blockchain is, simply put, an 
online record-keeping system.19 Blockchain is decentralized in that it exists 
across the internet on computers across the world, and no central authority has 

                                                       
11. S.E.C. Chairman John Clayton, “Statement on Cryptocurrencies and Initial Coin 
Offerings”, U.S. Securities & Exchange Commission (Dec. 11, 2017). 

12. Id. 

13. Id. 

14. Id. 

15. Id. 

16. U.S. SEC. & EXCH. COMM’N, INVESTOR BULLETIN: INITIAL COIN OFFERINGS 
(July 25, 2017), available at https://www.sec.gov/oiea/investor-alerts-and-
bulletins/ib_coinofferings. 

17. Id. 

18. V. Gerard Comizio, Virtual Currencies: Growing Regulatory Framework and 
Challenges in the Emerging Fintech Ecosystem, 21 N.C. BANKING INST. 131, 134 
(2017).  

19. Id. 
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control over it.20 Each transaction on the blockchain is recorded in a process 
comparable to “adding another block to the chain.”21 Each new block records 
all previous, outstanding transactions – and the blockchain represents a 
“complete, transparent, and unbroken” history of every transaction on the 
network.22 This technology is considered to be revolutionary, not just for use 
by cryptocurrency traders, but for any business interested in a secure and 
transparent digital recordkeeping system. Although the technology offers 
numerous exciting benefits, there are also features of the blockchain that make 
its utility for criminal enterprise appealing.   

 
 
B. CRYPTOCURRENCY’S UTILITY FOR ORGANIZED CRIMINAL 

ENTERPRISE  
 
While criminals have used all forms of currency to attempt fraud, money 

laundering, and various other illegal activities,23 the fact that cryptocurrencies 
are traded and stored on blockchain offers numerous incentives for criminal 
organization to fund their activities, and to launder their profits, through 
cryptocurrencies. During the short time that cryptocurrencies have existed, the 
ease and efficiency of their use has already financed multi-million dollar 
illegal organizations and enterprises.24 Cryptocurrencies are an appealing way 
to finance crime because: (1) they offer a high degree of anonymity for both 
users and transactions, (2) they offer the ability to efficiently move illegal 
products across international borders, (3) they are an efficient means to transfer 
and store wealth, which creates less exchange risk, (4) they are widely adopted 
in the criminal underground, and (5) they have become relatively 
trustworthy.25 The most significant of these benefits is likely anonymity, 

                                                       
20. Id. at 134-135. 

21. Id. at 136. 

22. Id. 

23. See FBI, FINANCIAL CRIMES REPORT 2010-2011 (2011), available at 
https://www.fbi.gov/stats-services/publications/financial-crimes-report-2010-2011. 

24. Christopher Burks, Bitcoin: Breaking Bad or Breaking Barriers?, 18 N.C. J.L. & 

TECH. ON. 244, 250 (2017). 

25. Beyond Silk Road: Potential Risks, Threats and Promises of Virtual Currencies: 
Hearings Before the S. Comm. on Homeland Sec. & Governmental Affairs, 113th 
Cong. (2013) (statement of Edward W. Lowery III, Special Agent in Charge, 
Criminal Investigative Division, U.S. Secret Service) (citing Department of Treasury 
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because it provides criminal organizations a way to take home profits from 
illegal enterprise with significantly less risk of being tracked than when using 
other financial means. Efficiency is another significant factor in preventing 
detection and arrest; the ability to facilitate online payments with the ease and 
anonymity of cash allows criminal enterprise to operate in the open with less 
risk.  

The use of cryptocurrencies for the facilitation of money laundering is 
exploding. In 2017, $266 million dollars was laundered through the use of 
cryptocurrency.26 As on July 2018, that number had already reached $761 
million only half-way through the year.27 These numbers represent the 
laundering of stolen money using cryptocurrency, and do not reflect the wider 
market of cryptocurrency-based illegal activity. 

The benefits of cryptocurrency housed and traded on blockchain are not 
isolated to money laundering activity, and have attracted criminal 
organizations of almost every kind, creating marketplaces for drug, human, 
sex, and weapons trafficking; the hiring of assassins; attacks on business; child 
pornography; corporate espionage; Ponzi schemes and other financial frauds; 
counterfeit currencies; fake passports and IDs; and stolen credit cards, credit 
card numbers, and identities.28 Black market websites defiantly offer these 
goods in exchange for various forms of cryptocurrencies where both the seller 
and buyer enjoy the anonymous nature of transaction.29 If there is an illegal 
market for a product or service, it is most likely being financed through 
cryptocurrencies to some extent. While the anonymity provided by 
cryptocurrency and the blockchain may have initially attracted criminals to the 

                                                       
Financial Crimes Enforcement Network, Guidance Fin-2013-G0001, Application of 
FinCENs's Regulations to Persons Administering, Exchanging, or Using Virtual 
Currencies (Mar. 18, 2013)). 

26. Penny Crosman, Crypto Money Laundering Up Threefold in 2018: Report, 
AMERICAN BANKER (July 3, 2018), available at https://www.americanbanker.com/ 
news/crypto-money-laundering-rose-3x-in-first-half-2018-report. 

27. Id. 

28. Lawrence Trautman, Virtual Currencies; Bitcoin & What Now After Liberty 
Reserve, Silk Road, and Mt. Gox?, 20 RICH. J.L. & TECH. 13, 9 (2014); see also 
Beyond Silk Road: Potential Risks, Threats and Promises of Virtual Currencies: 
Hearings Before the S. Comm. on Homeland Sec. & Governmental Affairs, 113th 
Cong. (2013) (statement of Ernie Allen, President & CEO, The International Centre 
for Missing & Exploited Children). 

29. Alice Huang, Reaching Within Silk Road: The Need for a New Subpoena Power 
that Targets Illegal Bitcoin Transactions, 56 B.C. L. REV. 2093, 2094-95 (2015). 
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technology, the widespread adoption of cryptocurrency in criminal markets 
will perpetuate its use.   

 
 
C. PROBLEMS IN THE VALUATION OF CRYPTOCURRENCY  

 
Cryptocurrency is valued primarily based on the market demand for the 

currency, the liquidity of the market, and investors’ confidence in the coin.30 
Just as most products are valued, the more investors want a coin, the more they 
will be willing to pay for it, and the more it will move. In contrast to material 
products and other financial investments on the market, like stocks and bonds, 
there is no material underlying asset, equity, or debt in a cryptocurrency. 
Cryptocurrencies were designed this way on purpose; cryptocurrencies, in 
many ways, operate more like the currency of a country than a product in and 
of themselves.31 There is one key difference between a national currency and 
a cryptocurrency, however; cryptocurrencies are not backed by a centralized 
bank that can regulate fluctuations.  

Cryptocurrencies also differ from other common financial instruments in 
important ways. Stocks, for example, represent an equity interest in a 
company. Most companies produce material goods or provide services, and 
the value of the business is derived from those ventures, as is the resulting 
value of the stock. Cryptocurrencies, on the other hand, are not valued based 
upon the performance of a business or the quality of its goods or services. In 
many cases, a cryptocurrency firm may exist as little more than a coder and 
her computer.  

A significant problem arises when the value of a financial instrument is 
based entirely on its demand and utilization, and is being used extensively for 
criminal enterprise. To whatever extent a particular cryptocurrency’s demand 
and liquidity is based upon its use in criminal markets, that percentage of value 
is based on those illegal goods and services. An investor seeking to invest in a 
cryptocurrency may have no idea that a percentage of her anticipated profits 
will be the direct result of heinous criminal activity.  

                                                       
30. See BITCONNECT, How is the Price of Cryptocurrency Defined? 
https://bitconnect.co/bitcoin-information/10/how-is-the-price-of-cryptocurrency-
defined (last visited Sept. 7, 2018). 

31. Lyn Alden, How to Value Cryptocurrencies (including Bitcoin, Ethereum, etc), 
LYNALDEN.COM, https://www.lynalden.com/cryptocurrencies/ (last visited Sept. 7, 
2018). 
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III. LEGAL BACKGROUND 
 

Cryptocurrency is not only a relatively new technology, it is also uniquely 
difficult to substantively classify as a financial device. Whether 
cryptocurrencies should be regulated as securities, commodities, or foreign 
currencies is a subject of debate as the SEC, the Commodities Futures Trading 
Commission, and other regulatory bodies determine how to approach the 
growing sector. The SEC released a report in July 2017 detailing the attributes 
which, in the opinion of the Commission, make a cryptocurrency a security, 
and subject to SEC regulation.32 Cryptocurrencies that fall within this category 
are subject to federal securities laws, and must provide investors with requisite 
information and protection.  

 
 
A. THE SEC’S CLASSIFICATION OF CRYPTOCURRENCIES 

UNDER THE 21(A) REPORT ON THE DAO 
 

In 2017, the SEC released a report of investigation pursuant to Section 
21(a) of the Securities Exchange Act of 1934, describing the Commission’s 
investigation into the DAO.33 The DAO is an unincorporated virtual 
organization made up of computer code and executed on blockchain.34 The 
DAO, one example of a Decentralized Autonomous Organization, sold DAO 
tokens to investors, who stood to share in profits as a return on their investment 
and could resell their tokens in secondary markets.35 An SEC investigation into 
the DAO was initiated following an attack in which a flaw in the DAO’s 
security was used to steal about one third of the organization’s assets.36 The 
SEC’s inquiry raised questions concerning the application of U.S. federal 
securities laws to the tokens at issue.37 The Commission determined that the 

                                                       
32. U.S. SEC. & EXCH. COMM’N, RELEASE NO. 81207, REPORT OF INVESTIGATION 

PURSUANT TO SECTION 21(A) OF THE SECURITIES EXCHANGE ACT OF 1934: THE DAO 
(2017). 

33. Id. at 1. 

34. Id. 

35. Id. 

36. Id. 

37. Id. 
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tokens were in fact securities, and that it was in the public interest to issue a 
report explaining the determination.38 

The SEC held that the DAO tokens were investment contracts regulated 
by federal securities laws subject to a Howey test analysis.39 In Howey, the 
Supreme Court held that financial investments can constitute investment 
contracts subject to four factors: (1) whether purchasers made an investment 
of money, (2) in a common enterprise, (3) with an expectation of profits, (4) 
to be made primarily through the efforts of the promoter or some other third 
party.40 In the case of the DAO, multiple investors purchased the tokens with 
money, with expectations that they would receive a share in profits and 
increased value of their investment, which would be created by the managerial 
efforts of the promotors of the DAO tokens.41  

The Court in Howey interpreted the term “investment contract” broadly, 
describing the test as a flexible approach meant to encompass new and creative 
financial instruments.42 The Supreme Court has subsequently upheld this 
principle, noting that the substance of a financial instrument should be 
regarded over its form.43 The intent of the Court in defining the term broadly 
was to fulfill the statutory scheme of the Securities Act by compelling full and 
fair disclosure concerning instruments that fall within the ordinary conception 
of a security.44 

The SEC’s determination in the 21(a) Report hung on the fact that the 
profits expected by the DAO investors relied on the managerial efforts of the 
curators.45 The Commission cited language from the Ninth Circuit’s decision 
in Glenn Turner, which held that the fourth factor of the Howey test is satisfied 
if prospective profits are based upon “essential managerial efforts which effect 
the failure or success of the enterprise.”46 Therefore, so long as the promoter 
of a cryptocurrency engages in essential managerial functions that will affect 

                                                       
38. See id. at 1-2. 

39. See id. at 11. 

40. See S.E.C. v. W.J. Howey Co., 328 U.S. 293, 298 (1946). 

41. U.S. SEC. & EXCH. COMM’N, supra note 32, at 11-12. 

42. S.E.C. v. W.J. Howey Co., 328 U.S. at 299. 

43. See Tcherepnin v. Knight, 389 U.S. 332, 336 (1967). 

44. See S.E.C. v. W.J. Howey Co., 328 U.S. at 299. 

45. U.S. SEC. & EXCH. COMM’N, supra note 32, at 12. 

46. S.E.C. v. Glenn W. Turner Enters., Inc., 474 F.2d 476, 482 (9th Cir. 1973). 
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the failure or success of the coin, the fourth prong of Howey is satisfied, and 
the cryptocurrency will likely constitute an investment contract, and be subject 
to federal securities regulations.  

The determination by the SEC in the 21(a) Report shows that many 
cryptocurrencies will be regulated under the jurisdiction of the SEC. Indeed, 
the SEC has begun to aggressively pursue enforcement actions against 
cryptocurrency firms in violation of federal securities laws.47 This means that 
for cryptocurrency firms to survive, they will need to operate in observance of 
federal securities registration and disclosure requirements and restrictions. 
However, how efficiently and effectively the laws that have been regulating 
the securities industry for decades will mold to cryptocurrency offerings 
should be a concern for regulators.  

 
 
B. RECENT DEVELOPMENTS  
 
The applicability of the 21(a) Report in determining whether a 

cryptocurrency will be regulated as a security has been reinforced in 
statements by Chairman of the SEC Jay Clayton. In December 2017, Clayton 
stated, “replacing a traditional corporate interest recorded in a central ledger 
with an enterprise interest recorded through a blockchain entry on a distributed 
ledger may change the form of the transaction, but it does not change the 
substance.”48 Clayton went on to urge market professionals to review the 
previously released 21(a) Report, which he explained had concluded that a 
“token offering represented an investment of money in a common enterprise 
with a reasonable expectation of profits to be derived from the entrepreneurial 
or managerial efforts of others”49 – outlining the requirements of the Howey 
test. Clayton also placed the onus on the cryptocurrency firm to show that their 
token was not a security or complied with SEC rules: “Before launching a 
cryptocurrency or a product with its value tied to one or more cryptocurrencies, 
its promoters must either (1) be able to demonstrate that the currency or 

                                                       
47. See Jared L. Kopel, SEC Directs Regulatory Fire at Initial Coin Offerings, THE 

RECORDER (Jan. 20, 2018), https://www.law.com/therecorder/sites/legaltechnews/ 
2018/01/30/sec-directs-regulatory-fire-at-initial-coin-offerings/. 

48. SEC Chairman Jay Clayton, Statement on Cryptocurrencies and Initial Coin 
Offerings, U.S. SEC. & EXCH. COMM’N, (2017). 

49. Id. 
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product is not a security or (2) comply with applicable registration and other 
requirements under our securities laws.”50 

In June 2018, Clayton reaffirmed and strengthened his position. The 
Chairman explained that a “token, a digital asset, where I give you my money 
and you go off and make a venture, and in return for giving you my money I 
say 'you can get a return,'”51 is a security. Clayton also explained that all tokens 
being marketed through an ICO fit this discretion, and are subject to the 
disclosure requirements of the SEC. 

Subsequently, in July 2018, the SEC released a report on Self-Regulatory 
Organizations and the Bats BTX Exchange that crystalized the Commission’s 
trajectory in the regulation of cryptocurrency.52 The report examines a 
proposed rule change that requires, in relevant part, that the rules of the 
national securities exchange be designed “to prevent fraudulent and 
manipulative acts and practices” and “to protect investors and the public 
interest.”53 The Commission found that cryptocurrency markets are not 
inherently resistant to fraud and manipulation,54 and further concluded that 
cryptocurrency markets currently opaque, and do not provide the public with 
adequate information regarding several material factors that affect the assets’ 
underlying values.55 

 
 
 
 
 
 

                                                       
50. Id.  

51. Kate Rooney, SEC chief says agency won’t change securities laws to cater to 
cryptocurrencies, CNBC (June 6, 2018), https://www.cnbc.com/2018/06/06/sec-
chairman-clayton-says-agency-wont-change-definition-of-a-security.html.  

52. See U.S. SEC. & EXCH. COMM’N, RELEASE NO. 34-83723, SELF-REGULATORY 

ORGANIZATIONS; BATZ BZX EXCHANGE, INC.; ORDER SETTING ASIDE ACTION BY 

DELEGATED AUTHORITY AND DISAPPROVING A PROPOSED RULE CHANGE, AS 
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53. Id. at 2. 

54. Id. at 11. 
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C. APPLICATION OF SECTION 5 OF THE SECURITIES ACT OF 
1933 

 
The Securities and Exchange Commission regulates transactions 

involving securities through the Securities Act of 193356 and the Securities 
Exchange Act of 1934.57 The acts aim to eliminate fraud, deceit, and 
misrepresentations in the securities market and to increase transparency for 
investors.58 Chief among these purposes is the need to provide information to 
the investing public, so that a prospective investor can accurately assess the 
underlying value of the security. This goal is achieved through the registration 
requirements of Section 5 of the Securities Act of 1933.59   

Section 5(a) and section 5(c) of the Securities Act of 1933 prohibit the 
offer or sale of any security in interstate commerce unless a registration 
statement has been filed with the SEC with regards to the security.60 
Registration statements are designed to ensure public access to material facts 
affecting the value of securities and is fundamental to the Securities Act’s 
statutory scheme for protecting investors.61 The sections also require delivery 
of a statutory prospectus containing information necessary to enable 
prospective purchasers to make an informed investment decision.62 The 
provisions protect prospective investors by ensuring full and fair disclosure of 
financial information about the issuing company, its financial condition, the 
background of management, and the security itself.63  

When a company decides to go public, they host an IPO, or Initial Public 
Offering. This event, which involves a sale of securities, requires registration 

                                                       
56. 15 U.S.C. §§ 77a-77aa (2016). 

57. 15 U.S.C. §§ 78a-78qq (2016). 

58. U.S. Sec. & Exchange Commission, The Laws That Govern the Securities 
Industry, https://www.sec.gov/answers/about-lawsshtml.html, (last updated Oct. 1, 
2013). 

59. 15 U.S.C. § 77e (2016). 

60. 15 U.S.C. §§ 77e(a),(c) (2016). 

61. S.E.C. v. Aaron, 605 F.2d 612, 618 (2d Cir. 1979) (citing S.E.C. v. Ralston 
Purina Co., 346 U.S. 119, 124 (1953)), vacated on other grounds, 446 U.S. 680 
(1980). 

62. U.S. SEC. & EXCH. COMM’N, supra note 32, at 10. 

63. S.E.C. v. Cavanagh, 1 F. Supp. 2d 337, 360 (S.D.N.Y. 1998), aff’d, 155 F.3d 129 
(2d Cir. 1998). 
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and the disclosure of certain information with the SEC. A firm will typically 
be required to submit a registration statement on Form S-1,64 which 
incorporates the requirements of Regulation S-K65 by reference. The 
disclosure will be reviewed by the Division of Corporation Finance within the 
SEC for any material deficiencies or inconsistencies. The Division seeks to 
ensure that any information a potential investor would want to know prior to 
purchase is included, but must still work within the confines of the 
requirements of Form S-1 and Regulation S-K. 

The disclosures required under Section 5 of the Securities Act exist to 
provide a prospective investor with information relevant to the material 
circumstances that underlie the value of a security. What a public company 
produces, how it handles its finances, and the background of its managers are 
all factors likely to directly affect the value of a security-purchaser’s 
investment. However, when applied to cryptocurrency firms, these disclosures 
do not get at the heart of the value of a cryptocurrency. The primary factors 
that affect the value of a cryptocurrency are demand for the coin, liquidity, and 
the confidence of the market. These factors are also relevant in the context of 
a public company, but it that case they are backed by material production of 
goods or provision of services. Cryptocurrencies, on the other hand, only retain 
value to the extent that the investing community agrees that they do. The 
disclosure requirements under Section 5 of the Securities Act, as they are being 
applied to cryptocurrency companies today, are not providing prospective 
investors with the information relevant to the underlying value of the 
cryptocurrency. 

 
 

IV. RECOMMENDATION 
 

A. THE SEC SHOULD AMEND THE DISCLOSURE 
REQUIREMENTS FOR CRYPTOCURRENCY FIRMS TO 
ACCURATELY REFLECT A CRYPTOCURRENCY’S VALUE  

 
The purpose of the registration requirements that Congress created under 

Section 5 of the Securities Act is to provide public investors with all of the 
material information that bears on the value of a publicly traded security.66 
Providing transparency in the securities market so that investors can make 

                                                       
64. FORM S-1, U.S. SEC. & EXCH. COMM’N. 

65. REGULATION S-K, U.S. SEC. & EXCH. COMM’N. 

66. S.E.C. v. Aaron, 605 F.2d at 618. 
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informed decisions is the foundational role of the Securities Act’s statutory 
scheme and the role of the SEC.67 The disclosure requirements publicly traded 
companies comply with were designed for these purposes, but they were 
composed with the design of a classical business in mind. A cryptocurrency 
firm and the underlying value of a cryptocurrency are not captured by this 
approach. 

While the financial condition of the cryptocurrency firm, the background 
of its management, and information about the cryptocurrency itself do have 
bearing on the value of the cryptocurrency, they do not tell the whole story.68 
Significantly more relevant factors for the purposes of a cryptocurrency 
investor include: (1) a history of the trends in demand and liquidity of the coin, 
(2) the extent and trends of its usage as an investment, (3) the extent and trends 
of its usage in financial transactions, (4) and the kinds of financial transactions 
that are having a material impact on the value of the coin.  

The SEC should add requirements for cryptocurrency firms that plan on 
holding an initial coin offering to include information in their prospectus or a 
prospectus supplement that address these four areas. Disclosures addressing 
these factors, in combination with the disclosures required of all publicly 
reporting companies, will provide prospective cryptocurrency investors with a 
significantly more transparent cryptocurrency market and a stronger basis of 
information to accurately value potential investments.  

The SEC should amend and add Items to Form S-1 and Regulation S-K 
that contain language such as: “If this offering is being carried out through the 
use or means of an Initial Coin Offering…” This will allow traditional 
companies to skip the Item, but require cryptocurrency firms to address the 
issues contained. Adding Items to Regulation S-K that address the four 
addressed areas will substantially increase an investor’s understanding of the 
token she is purchasing. Cryptocurrency firms must satisfy disclosure 
requirements that will flag potential illegality or criminal activity for investors 
which would have a material impact on the investment they are making.  

The SEC can also follow the lead of several foreign securities and 
monetary authorities in implementing Know Your Customer (KYC) 
requirements. The Monetary Authority of Singapore, for example, recently 
implemented requirements for companies engaged in an ICO to report any 

                                                       
67. Id. 

68. See S.E.C. v. Cavanagh, 1 F. Supp. 2d at 360. 
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suspicious or unlawful activity know to be associated with the token.69 These 
requirements are not exceptional, and relevant authorities in other countries 
are following suit. The Securities and Futures Commission of Hong Kong and 
the Central Bank of Malaysia have also released KYC requirements for 
cryptocurrency related companies.70 

States should also institute similar Blue Sky laws that can be tailored to 
the specific needs of the state’s investors and the unique disclosure issues a 
state may face. Different states have taken different approaches to this issue 
thus far. Some states, like Texas, have continued to apply existing financial 
regulations to the use of cryptocurrencies.71 Other states, like New York, have 
made attempts to make specific licensing regimes that are applicable to 
cryptocurrency exchanges.72 New York’s approach has been roundly criticized 
as a burden that stifles the fintech industry’s use of cryptocurrency.73 The 
difficulty that varying standards across states creates for investors when 
dealing with an inherently international investment, as well as the difficulty 
states are facing striking a suitable balance between regulation and innovation, 
calls for a carefully thought out federal solution centered around increased 
disclosure.  

Cryptocurrency firms will likely claim that these requirements are 
onerous. However, the language of Section 11of the Securities Act, which 
outlines a company’s liability on account of a false or deficient registration 
statement provides a fair standard.74 Under the requirements already imposed 
upon publicly reporting companies under § 11(b)(3) and as defined in § 11(c), 
an issuer, after reasonable investigation, must have had reasonable ground to 
believe that the statements therein were true, and that there did not exist an 
omission of a material fact.75 Concerning what constitutes a reasonable 
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Ever, FORBES (May 17, 2018), https://www.forbes.com/sites/luuloi/2018/05/17/with-
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71. Andrew Norry, Bitcoin and Money Laundering: Complete Guide to Worldwide 
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74. See 15 U.S.C. § 77k (2016). 

75. See 15 U.S.C. § 77k(a)(3) (2016). 
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investigation and a reasonable ground for belief, the standard required is that 
of a prudent person in the management of her own property.76  

 
 
B. PROPER ENFORCEMENT OF SECTION 5 WILL BENEFIT 

INVESTORS AND THE CRYPTOCURRENCY INDUSTRY 
 

Proper enforcement of the disclosure standards under Section 5 of the 
Securities Act will benefit cryptocurrency investors, serve to strengthen the 
legitimacy of the cryptocurrency industry, spur innovation and competitions 
among cryptocurrency firms, and harm those who use cryptocurrencies for 
criminal activity. The provision of information that better captures the value 
of a cryptocurrency will have numerous benefits that are not limited to more 
transparent and efficient markets. 

The benefits of amending the enforcement standards of Section 5 begin 
with the investor. From an ethical standpoint, investors will be able to avoid 
cryptocurrencies that derive a material portion of their value from activity the 
investor believes to be morally wrong. Investors deserve better disclosure 
standards for this reason alone. The only option investors have today is to 
blindly risk investing in a coin that funds criminal activity, or to avoid the 
cryptocurrency sector altogether. Not only does the current situation provide 
for a market fraught with ethical pitfalls, it creates a reason for investors to 
avoid a sector of investment altogether.  

It also makes sense to modify the disclosure standards from a standpoint 
of economic efficiency. Even if an investor does not have ethical concerns 
about investing in cryptocurrency, a savvy investor should want to know if a 
portion of the value of her investment is based on a criminal enterprise that has 
a probability of being shut down by law enforcement. Although 
cryptocurrency makes criminal activity more difficult to track, it does not 
make criminality impervious to law enforcement. Enforcement agencies are 
taking increased interest in the use of cryptocurrencies as a means to facilitate 
crime,77 and it is significantly less likely that an investor would buy stock in a 
public company that she knew was purposefully violating criminal codes. 

                                                       
76. 15 U.S.C. § 77k(c) (2016). 

77. See Press Release, supra note 4; see also Jason Bloomberg, Using Bitcoin or 
Other Cryptocurrency to Commit Crimes? Law Enforcement is Onto You, FORBES 
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This change in regulatory enforcement would also serve to legitimize the 
cryptocurrency industry. The mere fact that the sector would be facing 
increased reporting standards could serve to legitimize a sector of investment 
that has to this point faced little regulation. Providing some standards for 
cryptocurrency firms to comply with will weed out illegitimate companies, 
strengthen companies that can withstand increased regulatory oversight, and 
strengthen the confidence of investors facing a more robust landscape of 
cryptocurrency firms.  

On a similar note, stronger enforcement of disclosure requirements could 
spur innovation and competition among cryptocurrency companies. 
Cryptocurrency companies will not only face the burden of investigating the 
usage of their coins, but they will also face the reaction of the investing public 
to an adverse disclosure. Cryptocurrency firms would face an economic 
incentive to increase transparency and to foster innovations that deter the use 
of their coins for criminal activity. An incentive to innovate may also come as 
a blessing in disguise to an industry with an overabundance of menial 
competition and lack of industry leaders.  

As cryptocurrencies companies are forced to disclose the extent to which 
their coin is used for criminal activity, coins with a high percentage of value 
based on crime will likely lose value. This will hamper the criminal 
organizations using the cryptocurrency to fund their activity and launder their 
profits. Whatever amount of the cryptocurrency the organization possesses 
will lose its value, and the organization may be forced to seek a new coin. This 
will likely become more and more difficult as the heightened reporting 
standards become the norm, hindering the operation of criminal enterprise. 
 
 
V. CONCLUSION 
 

Investors in what is one of the newest and most exciting financial 
opportunities are being done a disservice by enforcing disclosure standards 
with little practical relevance upon cryptocurrency firms. Enforcing the same 
disclosure standards that apply to typical public companies serves only to 
encumber cryptocurrency firms while providing little benefit to the investing 
public. If many cryptocurrencies are going to be regulated as securities and be 
required to registered with the SEC, the registration requirements will need to 
evolve to address a new kind of public company. By failing to provide 
prospective investors with the information necessary to determine the basis of 
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the value of cryptocurrencies, the SEC is shirking its responsibility to investors 
and failing to uphold the statutory scheme of the Securities Act. 

No significant statutory changes need to be made to address this problem. 
The language the SEC already enforces in Section 5 of the Securities Act as it 
has been interpreted by the Supreme Court already confronts the heart of the 
problem. The issue is simply that the value of a cryptocurrency is not 
dependent on the same factors that determine the value of a stock or bond. A 
few simple additions to the disclosure requirements of cryptocurrency 
companies will provide transparency and confidence for investors, provide 
legitimacy for the industry, spur technological innovation, and hinder the use 
of a promising technology for criminal purposes.  
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11th Circuit Defines Materiality in Connection  
with the Purchase or Sale of a Security 

 
Brink v. Raymond James & Associates, Inc., No. 16-14144 (11th Cir., June 
8, 2018) 

This appeal addresses the preclusive effect under Title I of the Securities 
Litigation Uniform Standards Act of 1998 (“SLUSA”), which prohibits 
class actions alleging state law causes of action based on conduct that 
constitutes federal securities fraud. Appellant Brink disputed that her 
complaint against Raymond James & Associates (“RJA”) alleged a 
“misrepresentation…of a material fact in connection with the purchase or 
sale of a covered security.” 15 U.S.C. § 78bb(f)(1)(A).   

As an alternative to a traditional commission-based investment account, 
RJA offered a “Passport Account” program that charged customers an 
annual advisory fee based on the total value of qualifying assets in the 
account instead of a commission based on each individual trade.  Passport 
Account customers were charged a flat fee per transaction.  In its written 
agreement with each Passport Account customer, RJA described this flat fee 
as a “Processing Fee” for “transaction execution and clearing services” and 
stated that the Processing Fees were “not commissions”.  RJA’s actual costs 
incurred in the execution and clearing of the transactions were much lower 
than the Processing Fees charged.  RJA kept as profit any amount above the 
actual costs associated with transaction execution and clearing.  

Brink filed a putative class action complaint alleging state law claims 
for breach of contract and negligence.  Brink alleged that because Passport 
Account customers had agreed only to pay for “expenses incurred in 
facilitating the execution and clearing” of their trades, RJA’s undisclosed 
profit built into the Processing Fees breached the Passport Agreement.  
Brink also claimed that RJA breached its duty of care owed to its customers, 
which she alleged included a duty to charge customers a reasonable fee for 
its services. 

RJA filed a motion to dismiss for lack of subject matter jurisdiction, 
arguing that Brink’s state law claims were disguised claims for federal 
securities fraud, and therefore, were precluded under SLUSA. The question 
before the appellate court was whether the representation by RJA to its 
Passport Account customers that the Processing Fee covered only the actual 
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costs of transaction execution and clearing constitutes a “misrepresentation 
or omission of a material fact in connection with the purchase or sale” of 
those securities.  The court found that a reasonable investor would not have 
made a different investment decision had they known that some of the 
processing fee included a profit for RJA, and therefore, the hidden profit on 
the processing fee is not material under federal securities law.  As a result, 
the court concluded that SLUSA did not prohibit Brink’s putative class 
action because RJA’s alleged failure to disclose the hidden profit built into 
the Processing Fee is not a misrepresentation of material fact for purposes 
of SLUSA.   

 
 

3rd Circuit Rules on Forum Selection Clauses 
 
Reading Health Sys. v. Bear Stearns & Co., 2018 U.S. App. LEXIS 21910,___ 
F.3d___ 2018 WL 3735206 (3rd Cir. 2018) 

In this case the court addresses an emerging trend in the brokerage 
industry.  Ordinarily, broker-dealers, as members of the Financial Industry 
Regulatory Authority (FINRA), are required by FINRA Rule 12200 to 
arbitrate all claims brought against them by a customer. Seeking to avoid this 
obligation to arbitrate, broker-dealers began inserting forum-selection clauses 
in their customer agreements, without mentioning the customer's right to 
arbitrate. This practice, which has been condoned by several circuits, deprives 
investors of the benefits associated with using FINRA's arbitral forum to 
resolve brokerage-related disputes. 

This case concerns such a forum-selection clause. Over the course of 
several years, Bear Stearns & Co., now known as J.P. Morgan Securities LLC 
(hereinafter J.P. Morgan), a broker-dealer and FINRA member, executed 
several broker-dealer agreements with Reading Health System. The 
agreements were executed in connection with four separate offerings of 
auction rate securities (ARS), through which Reading issued more than $500 
million in debt. Two of those contracts included forum-selection clauses 
providing that "all actions and proceedings arising out of" the agreements or 
underlying ARS transactions had to be filed in the District Court for the 
Southern District of New York. 

After the ARS market collapsed, Reading filed a statement of claim with 
FINRA, alleging that J.P. Morgan engaged in unlawful conduct in connection 
with the ARS offerings and demanding that those claims be resolved through 
FINRA arbitration. J.P. Morgan refused to arbitrate, however, contending that 
Reading had waived its right to arbitrate by agreeing to the forum-selection 
clauses. To resolve this standoff, Reading filed a declaratory judgment action 
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to compel FINRA arbitration in the District Court for the Eastern District of 
Pennsylvania. In response, J.P. Morgan moved to transfer the action to New 
York, based on the forum-selection clauses in some (but not all) of the broker-
dealer agreements.  

In this appeal, the court sought to answer two questions: (i) whether J.P. 
Morgan, as a FINRA member, is obligated to resolve Reading's substantive 
claims through FINRA arbitration; and (ii) which court decides that question 
of arbitrability. The court held that the transfer question must be resolved 
before the question of arbitrability. The court reasoned that Reading's action 
to compel FINRA arbitration did not "arise out of" the broker-dealer 
agreements because Reading's sole claim for declaratory relief did not involve 
an assertion of Reading's contractual "rights or duties." The only right Reading 
sought to enforce in its complaint is its right to arbitrate its claims against J.P. 
Morgan. That right does not originate from the broker-dealer agreements, but 
rather from FINRA Rule 12200, which gives Reading the right to demand 
FINRA arbitration and imposes a corresponding duty on J.P. Morgan to 
arbitrate. Because the sole source for Reading's right to arbitrate is FINRA 
Rule 12200—without which Reading would not be entitled to compel 
arbitration, and J.P. Morgan would not have a duty to arbitrate—Reading's 
declaratory judgment action does not "arise out of" the broker-dealer 
agreements. 

Reading's declaratory judgment action to compel arbitration is not one 
"arising out of" the broker-dealer agreements, therefore it does not fall within 
the scope of the forum-selection clause. The court found that the district court 
properly required J.P. Morgan to submit to FINRA arbitration because the 
forum-selection clause did not waive Reading's right to arbitrate under FINRA 
rule 12200. Therefore, the court affirmed the District Court's order denying 
J.P. Morgan's motion to transfer the action to the Southern District of New 
York. The court further reasoned that attempts to reconcile the tension between 
a broker-dealer's right to litigate pursuant to a forum-selection clause and a 
customer's corresponding right to arbitrate under FINRA Rule 12200 have 
divided our sister circuit courts. The Second and Ninth Circuit Courts of 
Appeals have held that a materially identical forum-selection clause require 
the parties to litigate in federal court, while the Fourth Circuit Court of Appeals 
has held that Rule 12200 requires the parties  to arbitrate notwithstanding the 
presence of a forum-selection clause.  

The court determined that it agreed with the Fourth Circuit that the 
question is one of waiver, and that the forum-selection clauses did not 
implicitly waive Reading's right to FINRA arbitration. The court held that 
Reading's right to arbitrate is not contractual in nature, but rather arises out of 
a binding, regulatory rule that has been adopted by FINRA and approved by 
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the SEC. The court reasoned that by condoning an implicit waiver of Reading's 
regulatory right to arbitrate, it would erode investors' ability to use an efficient 
and cost-effective means of resolving allegations of misconduct in the 
brokerage industry and thus undermine FINRA's ability to regulate, oversee, 
and remedy any such misconduct.  Therefore, the court held that the District 
Court properly concluded that, under FINRA Rule 12200, J.P. Morgan is 
required to arbitrate Reading's claims regarding the ARS offerings.   

 
 

Summary Judgement Grated Against Ramirez  
 
SEC v. Ramirez, Civil No. 15-2365, 2018 U.S. Dist. LEXIS 74481(D.P.R. 
April 30, 2018)  

Ramírez was a registered representative of UBS Financial Services Inc. of 
Puerto Rico. The SEC claims that from approximately 2006 through 
approximately 2013, Ramírez made material omissions and 
misrepresentations to customers and effected a fraudulent scheme that 
increased his compensation by soliciting customers to improperly use proceeds 
from lines of credit offered by a UBS-PR affiliate in order to purchase 
securities despite the fact that he knew UBS-PR's policy and the line of credit 
agreements prohibited customers from using loan proceeds to purchase 
securities.  

The SEC filed a Motion for Partial Summary Judgment on the Issue of 
Liability and Accompanying Memorandum of Law and Ramírez opposed and 
filed a Motion to Strike.  The court found that Ramírez was aware that UBS-
PR policy did not allow customers to use LOC proceeds to purchase securities, 
and that UBS-USA's LOC loan agreement prohibited it.  Despite those 
prohibitions, he presented customers a way to make additional money by using 
LOCs to increase their CEF holdings. In order to circumvent UBS-PR's policy 
against using LOCs to purchase securities, Ramírez directed his customers to 
request wire transfers or write checks from their LOCs to the customers' 
personal bank accounts in other banks.  Afterwards, customers were instructed, 
to deposit the funds recently deposited in their outside bank accounts, into their 
UPS-PR brokerage accounts, to allow Ramírez to execute trades for additional 
CEF shares. The scheme avoided detection because UBS-PR did not have a 
procedure designed to catch transfers from LOCs to outside banks and from 
outside banks back to UBS-PR.  Ramírez was a top performing registered 
representative at UBS-PR with regard to LOC business production. He 
received recognition as a "Banking Champion". His compensation was based, 
in part, on his LOC production and the amount of funds his customers 
withdrew upon their LOCs. He earned commissions on the CEFs his customers 



2018] PIABA BAR JOURNAL 299 

purchased, and from 2011-2013, he received over $12.9 million in total 
compensation, over $5.5 million of which was attributable to customer LOCs. 

Ramírez disputes the SEC's statements of fact on Fifth 
Amendment grounds arguing that: (1) he invoked the Fifth Amendment; (2) 
no adverse inference may be derived from his invocation of the Fifth 
Amendment at the summary judgment stage; and (3) the SEC has not produced 
independent admissible evidence of wrongdoing. The court reasoned that 
the Fifth Amendment privilege against compelled self-incrimination applies in 
civil and criminal proceedings, however, the privilege operates differently in 
criminal and civil contexts.  In criminal cases, no negative inference from the 
accused's silence may be made, but in civil cases adverse inferences are 
permitted against parties, when they refuse to testify in response to probative 
evidence offered against them. The court found that by solely relying on 
the Fifth Amendment, Ramírez failed to create a genuine issue of material fact. 

The court further found that Ramirez’s misrepresentations and omissions 
were material. A "misrepresentation is material if there is a substantial 
likelihood that the misrepresentation would affect the behavior of a reasonable 
investor." Ficken, 546 F.3d at 47 (so recognizing); S.E.C. v. Fife, 311 F.3d 1, 
10 (1st Cir. 2002)("misrepresentations and omissions were material because a 
reasonable investor would want to know the risks involved").  The court found 
that the investors would have wanted to know the risks involved in the 
recommended strategy, including the risk of loss of principal, and the risk of 
maintenance calls in the event the value of LOC collateral decreased.  The 
court also found that investors would have been interested in knowing that 
Ramírez's recommendations were in direct contravention of UBS-PR policy 
and of the LOC agreements.  

The court concluded that the SEC established all the necessary elements 
to show that Ramírez violated Section 17(a) of the Securities Act, Section 
10(b) of the Exchange Act and Rule 10b-5.  As a result, the court granted 
Plaintiff's Motion for Partial Summary Judgment on the Issue of Liability and 
Accompanying Memorandum of Law and Ramírez's Motion to Strike was 
denied. 

 
 

Importance of Beneficiary Designations 
 

Cooper v. D'Amore, 881 F.3d 247 (1st Cir. 2018)    
In 2003, decedent, an investment executive/bond trader at Mesirow 

Financial Inc., established an IRA through his employer.  At the time, decedent 
was married to D'Amore and designated her as the beneficiary. In 2006, 
decedent and D'Amore divorced and entered into a Martial Settlement 
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Agreement which provided, in part, that "[e]ach party shall continue to own as 
his or her own separate property any Individual Retirement Account (IRA), 
pension or retirement plan in his or her name, and each does hereby waive any 
claim to such account of the other." Notwithstanding the Martial Settlement 
Agreement, decedent did not revoke the beneficiary designation for the 
Mesirow IRA. 

On August 18, 2011, decedent completed a TD Ameritrade "Account 
Transfer Form" in order to transfer his assets from the Mesirow IRA to a TD 
Ameritrade IRA. On July 21, 2012, decedent died. Thereafter, Mesirow 
distributed the assets that remained in the Mesirow IRA to D'Amore pursuant 
to the beneficiary designation. The Cooper’s sued D'Amore, seeking to recover 
the assets distributed by Mesirow to D'Amore. The parties filed cross-motions 
for summary judgment. The district court granted summary judgment for the 
Coopers, finding that upon divorce, D'Amore's beneficiary designation was 
revoked pursuant to the Illinois Trusts and Dissolutions of Marriage Act.  On 
November 20, 2015, D'Amore filed a motion for reconsideration. Thereafter, 
the court determined that its summary judgment decision was improper 
because Delaware law, not Illinois law, governed the IRA. The court then 
imposed sanctions on the Coopers' counsel for the failure to turn over an 
authenticated copy of the Delaware Charter Trust document, and granted 
D'Amore's motion for summary judgment. The Coopers appealed and the court 
vacated the district court's entry of summary judgment on behalf of D'Amore 
because it found that the Delaware Charter IRA Trust Agreement was not in 
effect at the time the assets were distributed. On remand, the parties again 
moved for summary judgment. This time, the district court granted summary 
judgment for the estate. The court explained that from 2006, when the couple 
divorced, until August 2011, when the decedent transferred his assets, 
D'Amore was the beneficiary, but when decedent requested a transfer of all of 
his assets in 2011, the beneficiary designation was automatically revoked and 
the account terminated.  This appeal followed. 

The court reasoned that an IRA is composed of a variety of assets and 
some of the assets may not be transferable in their current form. The court 
found that in completing his transfer request, decedent had the opportunity to 
transfer all of his assets out of the Mesirow account, but he chose to direct a 
transfer of only those assets that were transferable. The court found that the 
decedent is assumed to have known that certain assets in the IRA 
were transferable, while others were nontransferable in their current form.  If 
decedent wanted to direct a transfer of "all assets," he had to authorize a change 
of the nontransferable assets so that they could be transferred. Rather than 
doing that, however, decedent chose to transfer only those assets that were 
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transferable. Thereafter, his agreement with Mesirow continued for the 
remaining nontransferable assets in the account. 

The court reasoned that while the Mesirow IRA statements post-transfer 
failed to list D'Amore as the beneficiary, the statements simply stated that the 
beneficiary was "not provided." This does not establish that the beneficiary 
designation was revoked.  Furthermore, the Plaintiffs' basis for their claim is 
that when the Mesirow IRA terminated, D'Amore's beneficiary designation 
was revoked. The court found that the account did not terminate, and therefore, 
the Coopers' argument that the beneficiary designation was revoked by 
account termination necessarily fails. As a result, the court reversed the 
summary judgment for the Coopers. A request to transfer all assets was never 
made; therefore, the beneficiary designation was never revoked and D'Amore 
was entitled to the remaining assets in the account upon decedent's death. The 
court therefore remand the case to the district court with directions to enter 
summary judgment for D'Amore. 

 
 

Brokers Sue FINRA and Federal Jurisdiction Argument Fails 
 
Webb v. Fin. Indus. Regulatory Auth., 889 F.3d 853 (7th Cir. 2018) 

Brokers Nicholas Webb and Thad Beversdorf were fired by their 
employer, Jefferies & Company, Inc. ("Jefferies"). They decided to challenge 
their termination, and, as their employment contracts with Jefferies demanded, 
they filed their claims in the Financial Industry Regulatory Authority's 
("FINRA") arbitration forum. FINRA required them to sign an "Arbitration 
Submission Agreement," which they did, and their dispute with Jefferies 
proceeded in arbitration for the next two-and-a-half years, however they 
withdrew their claims before a final decision was rendered. Under FINRA's 
rules, that withdrawal constituted a dismissal with prejudice. 

After the arbitration failed, Webb and Beversdorf sued FINRA in the 
Circuit Court of Cook County, Illinois, alleging that FINRA breached its 
contract to arbitrate their dispute with Jefferies. They faulted FINRA for a 
number of things, including failing to properly train arbitrators, failing to 
provide arbitrators with appropriate procedural mechanisms, interfering with 
the arbitrators' discretion, and failing to permit reasonable discovery. They 
sought damages "in an amount in excess of $50,000" and a declaratory 
judgment identifying specified flaws in FINRA's Code of Arbitration 
Procedure. FINRA removed the dispute to federal court, where it moved to 
dismiss on multiple grounds, including arbitral immunity. The district court 
held that FINRA was entitled to arbitral immunity and dismissed the suit. 
Webb and Beversdorf appealed. 
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After it removed the case to federal court, FINRA initially claimed that the 
amount in controversy was satisfied because Webb and Beversdorf sought 
more than $1,000,000 from Jefferies. The district court properly rejected this 
argument, because the amount at stake in an underlying arbitration does not 
count toward the amount in controversy in a suit between a party to the 
arbitration and the arbitrator. Caudle v. American Arbitration Ass'n, 230 F.3d 
920, 922-23 (7th Cir. 2000). Jurisdiction turns on what is at stake between the 
parties to the suit—Webb and Beversdorf, the plaintiffs, and FINRA, the 
defendant. 

Webb and Beversdorf paid FINRA $1,800 at the start of the arbitration; if 
that is all they lost, the amount in controversy is obviously far short of the 
jurisdictional mark. They also, however, seek to recover the legal fees that they 
incurred both in the course of arbitrating against Jefferies and in preparing this 
lawsuit against FINRA. Webb and Beversdorf say that these fees—which 
exceed $75,000—were a reasonably foreseeable consequence of FINRA's 
breach of the Arbitration Submission Agreement.  The district court accepted 
this argument and concluded that it had authority to adjudicate the suit. The 
court reasoned that legal fees may count toward the amount in controversy if 
the plaintiff has a right to them "based on contract, statute, or other legal 
authority." Ross v. Inter-Ocean Ins. Co., 693 F.2d 659, 661 (7th Cir. 1982).  
Webb and Beversdorf do not contend that FINRA assumed a contractual 
obligation to cover either the fees that they incurred in arbitration or those that 
they incurred in this lawsuit. Illinois generally adheres to the American Rule 
that each party bears its own litigation costs. Therefore, the court reasoned that 
it is clear that Webb and Beversdorf cannot recover the money spent preparing 
to litigate against FINRA.  

Webb and Beversdorf also seek recovery of the legal fees they incurred 
arbitrating against Jefferies. The court found that this is a more plausible 
ground for recovery, because Illinois recognizes a "third party litigation 
exception" to the American Rule. The Illinois Supreme Court has held that 
"where the wrongful acts of a defendant involve the plaintiff in litigation with 
third parties or place him in such relation with others as to make it necessary 
to incur expense to protect his interest, the plaintiff can then recover damages 
against such wrongdoer, measured by the reasonable expenses of such 
litigation, including attorney fees."  Ritter v. Ritter, 381 Ill. 549, 46 N.E.2d 41, 
44 (Ill. 1943). 

Webb and Beversdorf's effort to recover expenses incurred in an 
arbitration proceeding begun for its own purposes—to assert a wrongful 
termination claim against Jefferies—distinguishes this case from those in 
which Illinois courts have applied the exception.  When a defendant removes 
to federal court, as FINRA did here, its plausible and good faith estimate of 
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the amount in controversy establishes jurisdiction unless it is a "legal 
certainty" that the plaintiffs' claim is for less than the requisite amount.  St. 
Paul Mercury Indem. Co. v. Red Cab Co., 303 U.S. 283, 58 S. Ct. 586, 82 L. 
Ed. 845, 1938 U.S. LEXIS 295.  Here, Illinois law makes it a "legal certainty" 
that Webb and Beversdorf's claim is for less than the requisite amount. 
Therefore, jurisdiction does not exist. 

FINRA makes an additional argument for federal question jurisdiction.  
FINRA contends that because the plaintiffs' suit implicates FINRA's SEC-
approved Code of Arbitration Procedure, the court is required to decide 
whether FINRA breached a duty it owed Webb and Beversdorf under the 
securities laws. However, FINRA fails to identify a single provision of federal 
law that the court would have to interpret to resolve this case. Instead, the 
question before the court is whether FINRA breached its arbitration 
agreement, and no "inescapable" provision of federal law drives that 
analysis.  The court reasoned that FINRA is regulated by the SEC, and its 
duties under the federal securities laws might come up, but that does not make 
federal law the "cornerstone" of the plaintiff's complaint.  The Supreme Court 
has emphasized that a "federal role" is not enough.  The court concluded that 
this is a state-law contract claim, and FINRA's effort to pull it within federal 
question jurisdiction fails. As a result, the 7th circuit vacated the judgment for 
lack of jurisdiction and remanded the case to the district court with instructions 
to remand to state court. 
 
 

Jurisdictional Issues Resolved by the 2nd Circuit 
 
Gottlieb v. United States SEC, 723 Fed. Appx. 17, 2018 U.S. App. LEXIS 1889, 
2018 WL 507172 (2d Cir. January 23, 2018) 

Appellant Phyllis Gottlieb ("Gottlieb") appeals from the district court's 
judgment dismissing her civil suit against the Securities and Exchange 
Commission ("SEC") and First American Title Insurance Company ("First 
American"). In 2003, the SEC obtained a securities fraud judgment against 
Gottlieb's husband, Allen, for over $2 million. Allen Gottlieb made no 
voluntary payments towards satisfying the judgment, and the SEC attempted 
to collect on the judgment from his assets. While the judgment against Allen 
Gottlieb was outstanding, Phyllis Gottlieb sold a family home in Florida, and 
First American held the proceeds. After ascertaining that Allen Gottlieb was 
the true owner of the home, the SEC sought turnover of the funds. In response, 
Phyllis Gottlieb filed suit in Florida state court, seeking to obtain the funds 
from the home sale. The action was removed to the Southern District of 
Florida, and then transferred to the Southern District of New York. In the 
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Southern District, Gottlieb failed to comply with three court orders to appear 
for a deposition in Miami. The SEC moved for sanctions, and Gottlieb, through 
counsel, agreed that dismissal of the suit was an appropriate remedy. Gottlieb 
now appeals from that dismissal. She argues on appeal that the district courts 
erred by transferring and later dismissing her suit, and that the judge was 
biased.  

The court reviewed the issues of venue transfer and the imposition of Rule 
37 sanctions for abuse of discretion. The court reasoned that the New York 
forum was more convenient for the SEC; First American did not object; all the 
parties had to appear in New York; and the convenience of the Florida forum 
for Gottlieb was diminished by the fact that she had moved, first to the 
Bahamas, and then to Brazil. Furthermore, the "first-filed rule" provides a 
presumption in favor of the Southern District of New York, where litigation 
over the funds from the Gottliebs' home sale was first initiated. See, N. Y. 
Marine & Gen. Ins. Co. v. Lafarge N.A., Inc., 599 F.3d 102, 112 (2d Cir. 2010). 
The court further reasoned that in regard to the sanction of dismissal, Gottlieb, 
through counsel, agreed that dismissal was a proper sanction and she is bound 
by her concession. See Gomez v. City of New York, 805 F.3d 419, 424 (2d Cir. 
2015) (a client is generally bound by the acts of her attorney). The presumption 
that the attorney speaks for the client is rebuttable when an attorney undertakes 
settlement or dismissal on the client's behalf.  The court found that Gottlieb 
did not argue that her attorney acted without her authority when he agreed that 
dismissal was an appropriate remedy. 

Lastly, the court reviewed for plain error the district court judge's refusal 
to recuse herself sua sponte. A judge must recuse from "any proceeding in 
which h[er] impartiality might reasonably be questioned" by an objective 
observer. SEC v. Razmilovic, 738 F.3d 14, 29 (2d Cir. 2013). Claims of judicial 
bias generally must be based on extrajudicial matters. See Chen v. Chen 
Qualified Settlement Fund, 552 F.3d 218, 227 (2d Cir. 2009) ("[A]dverse 
rulings, without more, will rarely suffice to provide a reasonable basis for 
questioning a judge's impartiality."). The court reasoned that other than 
dismissal of this case, Gottlieb does not suggest that district judge made any 
statements or took any actions exhibiting bias; and the dismissal was clearly 
within the judge’s discretion. Gottlieb's argument that she had no opportunity 
to object to the judge’s appointment is unavailing because Gottlieb could have 
moved for recusal at any time and chose not to. The court considered Gottlieb's 
remaining arguments, found them to be without merit and accordingly 
affirmed the judgment of the district court. 
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Joint and Several Liability for Aiders in the  
Purchase of Illegal Securities Denied 

 
Boyd v. Kingdom Trust Co., 2018-Ohio-3156 (Ohio 2018)  

This case presents a certified question of Ohio law to the United States 
Court of Appeals for the Sixth Circuit.  The question before the court is 
whether R.C. 1707.43, a provision of the Ohio Securities Act, imposes joint 
and several liability on persons who aided in the purchase of illegal 
securities but did not participate or aid in the sale of the illegal securities.  

The Plaintiffs in this matter, are the alleged victims of a Ponzi scheme 
operated by a William Apostelos who formed Midwest Green Resources, 
L.L.C. and WMA Enterprises, L.L.C., as the vehicles for offering illegal 
securities to investors.  Apostelos, allegedly pursued Plaintiffs to open self-
directed individual retirement accounts (“IRAs”) to invest in equity interests 
in Midwest Green Securities and promissory notes issued by WMA 
Enterprises.   Once the accounts were established, Apostelos asked investors 
to direct the trust companies to purchase his securities or to execute powers-
of-attorney giving him the ability to direct the trust companies to purchase 
his securities using the investors’ IRA assets.  Apostelos allegedly used the 
money raised from these investors to pay earlier investors and promoters 
and to fund his own personal expenses.   

After the Ponzi scheme unraveled, Plaintiffs filed a class-action lawsuit 
seeking to hold the Trust companies liable for their alleged roles in the 
scheme.  The complaint does not allege that the trust companies had any 
role in Apostelos’s Ponzi scheme aside from purchasing the unlawful 
securities at the investors’ direction.  Furthermore, the complaint fails to 
allege that the trust companies knew or had reason to know that Apostelos 
was perpetrating a fraud. 1 The trust companies filed motions to dismiss for 
failure to state a claim.  The district court granted the motions.  On appeal 
the court addresses whether the Ohio Securities Act extends joint and 
several liability to persons who aided in the purchase of illegal securities.   

The court reasoned that Ohio authority offers no support for Plaintiffs’ 
position. To the contrary, Ohio courts have consistently construed R.C. 
1707.43(A) as imposing liability only on persons who played a role in the sale 
of unlawful securities, such as acting in concert with the seller of an unlawful 
investment.  Federated Mgmt. Co. v. Coopers & Lybrand, 137 Ohio App.3d 

                                                            
1. Plaintiffs failed to state a claim for negligence or aiding and abetting breach of 
fiduciary duty which may have resulted in a different analysis by the court.  
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366, 392-393, 738 N.E.2d 842 (10th Dist. 2000) (bank that directly 
participated in underwriting of investment and acted as financial adviser to 
issuer can be held liable under R.C. 1707.43); Boland v. Hammond, 144 Ohio 
App.3d 89, 94, 2001- Ohio 2680, 759 N.E.2d 789 (4th Dist. 2001) (defendant 
who relayed proposed terms of sale to investors, arranged meetings between 
seller and investors, and distributed promissory notes to investors can be held 
liable under R.C. 1707.43).   

Ohio courts have held that a financial institution's mere participation in a 
transaction, absent any aid or participation in the sale of illegal securities, does 
not give rise to liability under R.C. 1707.43(A).  Therefore, the court 
concluded that R.C. 1707.43 does not impose joint and several liability on a 
person who, acting as the custodian of a self-directed IRA, purchases illegal 
securities on behalf of and at the direction of the owner. 

 
 

Supreme Court Deems SEC In-House Judge Hiring Unconstitutional 
 
Lucia v. SEC, 138 S. Ct. 2044, 201 L. Ed. 2d 464 (2018) 

The Appointments Clause of the Constitution lays out the permissible 
methods of appointing “Officers of the United States,” a class of government 
officials distinct from mere employees. Art. II, §2, cl. 2. This case required the 
court to decide whether administrative law judges (ALJs) of the Securities and 
Exchange Commission (SEC or Commission) qualify as such “Officers.” The 
SEC has statutory authority to enforce the nation’s securities laws. One way it 
can do so is by instituting an administrative proceeding against an alleged 
wrongdoer. By law, the Commission may itself preside over such a 
proceeding. See 17 CFR §201.110 (2017). The Commission also may, and 
typically does, delegate that task to an ALJ. The SEC currently has five ALJs 
and other staff members, rather than the Commission selected them all.  An 
ALJ assigned to hear an SEC enforcement action has extensive powers—the 
“authority to do all things necessary and appropriate to discharge his or her 
duties” and ensure a “fair and orderly” adversarial 
proceeding. §§201.111, 200.14(a). An SEC ALJ exercises authority 
“comparable to” that of a federal district judge conducting a bench 
trial. Butz v. Economou, 438 U. S. 478, 513, 98 S. Ct. 2894, 57 L. Ed. 2d 895 
(1978). 

This case began when the SEC instituted an administrative proceeding 
against petitioner Raymond Lucia and his investment company. Lucia 
marketed a retirement savings strategy called “Buckets of Money.” In the 
SEC’s view, Lucia used misleading slideshow presentations to deceive 
prospective clients. The SEC charged Lucia under the Investment Advisers 
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Act, §80b-1 et seq., and assigned ALJ Elliot to adjudicate the case. After nine 
days of testimony and argument, Judge Elliot issued an initial decision 
concluding that Lucia had violated the Act and imposing sanctions, including 
civil penalties of $300,000 and a lifetime bar from the investment industry. On 
appeal to the SEC, Lucia argued that the administrative proceeding was invalid 
because Judge Elliot had not been constitutionally appointed. The Commission 
rejected Lucia’s argument and argued instead that the SEC’s ALJs are 
not “Officers of the United States” but instead, they are “mere employees”—
officials with lesser responsibilities who fall outside the Appointments 
Clause’s requirements.  

The sole question before the Supreme Court was whether the 
Commission’s ALJs are “Officers of the United States” or simply employees 
of the Federal Government.  The Appointments Clause prescribes the 
exclusive means of appointing “Officers.”  Only the President, a court of law, 
or a head of department can do so. See Art. II, §2, cl. 2.  All parties agree, none 
of those actors appointed Judge Elliot before he heard Lucia’s case; instead, 
SEC staff members gave him an ALJ slot. The court reasoned that the 
Commission’s ALJs hold a continuing office established by law.  The court 
further reasoned that the Commission’s ALJs exercise significant discretion 
when carrying out important functions.  Lastly, at the close of proceedings, 
ALJs issue decisions. Based on the forgoing, the court found that 
Commission’s ALJs are “Officers of the United States,” subject to 
the Appointments Clause. The court further found that Judge Elliot heard and 
decided Lucia’s case without the appointment the Clause requires.  

As a result, the court held that “one who makes a timely challenge to the 
constitutional validity of the appointment of an officer who adjudicates his 
case” is entitled to relief. Ryder v. United States, 515 U. S. 177, 182-183, 115 
S. Ct. 2031, 132 L. Ed. 2d 136 (1995). Lucia made a timely challenge when 
he contested the validity of Judge Elliot’s appointment before the Commission, 
and continued pressing that claim in the Court of Appeals and this Court. The 
court held that the “appropriate” remedy for an adjudication tainted with an 
appointments violation is a new “hearing before a properly appointed” 
official.  Accordingly, the Supreme Court reversed the judgment of the Court 
of Appeals and remand the case for further proceedings consistent with this 
opinion. 
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Statute of Limitations Applied to the Martin Act 
 
People v. Credit Suisse Sec. (USA) LLC, 2018 N.Y. LEXIS 1451 (N.Y. June 
12, 2018) 

The Attorney General commenced this action in November 2012 asserting 
that the issuance of residential mortgage-backed securities by defendants 
Credit Suisse Securities (USA) LLC and affiliated entities (Credit Suisse) in 
2006 and 2007 violated the Martin Act. The complaint alleges that defendants 
committed multiple fraudulent and deceptive acts in connection with the 
creation and sale of residential mortgage-backed securities ("RMBS"). In 
particular, the Attorney General claimed that defendants led investors to 
believe that they had "carefully evaluated — and would continue to monitor" 
the quality of loans underlying the RMBS. However, the complaint asserts that 
defendants were aware of "pervasive flaws in the screening process" for such 
loans but failed to disclose them to investors. Further, defendants purportedly 
encouraged originators to deliver defective loans based on an "incentives" 
program. The Attorney General contended defendants misrepresented the 
quality of the mortgage loans underlying the securities as well as the due 
diligence process. After describing the alleged misconduct in some detail, the 
first cause of action states that defendants' acts and practices violated Article 
23-A of the General Business Law (the Martin Act). In a second cause of action 
incorporating by reference the same allegations, the complaint alleges 
defendants engaged in repeated fraudulent or illegal acts in violation of the 
Martin Act. 

Defendants moved to dismiss the complaint arguing, among other things, 
that the action was time-barred because the operative statute of limitations is 
three years. The Attorney General countered that the action was timely because 
Martin Act claims are governed by the six-year limitations period. 
Alternatively, the Attorney General asserted that a six-year limitations period 
was applicable here because the complaint plead the elements of common law 
fraud. 

The first issue before the court was whether the Martin Act claims are 
governed by CPLR 214(2), imposing a three-year statute of limitations, or the 
six-year limitations period implied by CPLR 213(1) or 213(8). CPLR 
214(2) generally imposes a three-year limitation period for an action to recover 
upon a liability, penalty or forfeiture created or imposed by statute. An action 
based upon fraud receives a six-year statute of limitations pursuant to CPLR 
213(8). CPLR 213(1) is a residuary provision applicable to "an action for 
which no limitation is specifically prescribed by law." 

The court reasoned that the Martin Act imposes numerous obligations or 
liabilities that did not exist at common law. Therefore, the court concluded 
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that the three-year statute of limitations in CPLR 214(2) which is applicable to 
"a liability, penalty or forfeiture created or imposed by statute" governs Martin 
Act claims. Accordingly, the court held that the order of the Appellate Division 
should be modified by granting defendant's motion to dismiss the Martin Act 
claims as time barred and remitting the case to Supreme Court for further 
proceedings in accordance with this opinion. 
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RECENT ARBITRATION AWARDS 
 

Christopher J. Gray 
 

 
This issue’s survey focuses on arbitration awards in which FINRA 

arbitration panels granted somewhat out-of-the-ordinary relief.  The awards 
below feature, inter alia, substantial awards of prejudgment interest (including 
a case where the interest awarded exceeded the principal sum of the damages 
award), substantial awards of attorneys’ fees both for and against claimants, 
and a large award of damages based on a theory of simple negligence in a 
customer case.  
 
 
Crost Imports, Inc., Gail Fortune, Donald Adams, Suvawinds, Inc., 
Gerald Berend, David Corbett, A.C. Family Limited Partnership, Stan 
Wojciechowski, Mary Wojciechowski,  Loretta Mak, Dennis A. Rosene, 
Elsa M. Rosene, and Eleanor M. Reed, Claimants v. Louis Karl Kittlaus, 
Ashton Capital Management, Inc., Harold Carse White, Jr., Kathleen 
Ann Shave, ProEquities, Inc., Kenneth James Wilkinson, Michael Joseph 
Mungenast, Rory Marshall Hartley, Leanne Berthon Walsh f/k/a Leanne 
Berthon Bishop, James Peter Curtis, Raymond Willis Harrison, David 
Lane Timmons, Equity Services, Inc., Robert Hood Sloan, Alliance 
Affiliated Equities Corporation, David Paul Dyer, Finance 500, Inc., 
Michael Lawrence Cruz, Omni Brokerage, Inc., Gregory Scott Paul, Eric 
Richard Marlin, Stone & Youngberg LLC, Christopher Lee Goslin, 
Frederick Oscar Kraus, Jr., Kenneth Nelson Wiseman, II, Anthony Jerry 
Kulhanek, Aaron Rowan Arnott, and Bennett Ross, Inc., Respondents 
and Finance 500, Inc., Cross-Claimant v. Michael Lawrence Cruz, Cross-
Respondent 
Case No. 15-008521 

                                                            
1. In the First Amended Statement of Claim, Claimants asserted the following causes 
of action against Ashton Capital, White, Shave, Goslin, Kraus, Alliance, Kittlaus, 
Dyer, Bennett Ross, Wiseman, Kulhanek, ProEquities, Wilkinson, Mungenast, 
Hartley, Walsh, Arnott, and S&Y: 1) Violation of Standards of Reasonable Basis 
Suitability (NASD Rule 2310; FINRA Rule 2310(b)), and Just and Equitable 
Principles of Trade (FINRA Rule 2010); 2) Fraud, Misleading Statements, 
Misleading Omissions of Material Information (NASD Rule 2210(d)(1)), and Just 
and Equitable Principles of Trade (FINRA Rule 2010); 3) Breach of Fiduciary Duty; 
4) Negligent Misrepresentation; 5) Negligence; 6) Breach of Contract; 7) Breach of 
the Covenant of Good Faith and Fair Dealing; 8) Elder Abuse; and 9) Aiding and 
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Abetting Financial Elder Abuse. The causes of action relate to Claimants’ purchase 
of multiple direct private placements including both tenant in common and limited 
partnership securities investments.   

In the Second Amended Statement of Claim, Claimants named Curtis, Harrison, 
Timmons and Paul as additional Respondents.   

In the Third Amended Statement of Claim, Claimants named Crost Imports and 
Fortune as the remaining Claimants, and Kittlaus, Ashton Capital, White and Shave 
as the remaining Respondents; and added a cause of action for failure to supervise 
(NASD 3010).   

Unless specifically admitted in their respective Statements of Answer to the First 
Amended Statement of Claim, Finance 500; Wiseman; Kraus; ProEquities, 
Wilkinson, Mungenast, Hartley and Walsh; Goslin; S&Y and Cruz denied the 
allegations made in the First Amended Statement of Claim and asserted various 
separate alternative and affirmative defenses.  

 In the Cross-Claim against Cruz, Finance 500 asserted causes of action for 
indemnity and contribution.  

 Unless specifically admitted in the Statement of Answer to the First Amended 
Statement of Claim, Alliance and Dyer denied the allegations made in the First 
Amended Statement of Claim.  

 Unless specifically admitted in the Statements of Answer, Equity Services and Sloan 
denied the allegations made in the First and Second Amended Statements of Claim 
asserted various affirmative defenses.  

 Unless specifically admitted in the Answer to the Second Amended Statement of 
Claim, S&Y incorporated by reference its Statement of Answer to Claimants’ First 
Amended Statement of Claim and submitted said Answer to confirm that Claimants’ 
Second Amended Statement of Claim removed all previously pleaded allegations 
against it by the Wojciechowskis.  

 Unless specifically admitted in the Statement of Answer to the Second Amended 
Statement of Claim, Harrison, Curtis and Timmons denied the allegations made in 
the Second Amended Statement of Claim, and adopted and incorporated by reference 
the Answer previously filed by ProEquities, Wilkinson, Mungenast, Hartley and 
Walsh to Claimants’ First Amended Statement of Claim.  

 Unless specifically admitted in the Statement of Answer to the Second Amended 
Statement of Claim, Omni denied the allegations made in the Second Amended 
Statement of Claim and asserted various affirmative defenses.  

 Unless specifically admitted in his Response to Second Amended Statement of 
Claim, Paul denied the allegations made in the Second Amended Statement of Claim 
and asserted various affirmative defenses.  
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 Unless specifically admitted in his Statement of Answer to the Third Amended 
Statement of Claim, Kittlaus denied the allegations made in the Third Amended 
Statement of Claim.  

In the First and Second Statements of Claim, respectively, Claimants requested:  

On the First Claim through Third Claims:  

 1. Compensatory damages;  

 2. General damages according to proof;  

 3. Special damages according to proof; and  

 4. Exemplary and punitive damages according to proof.  

On the Fourth Claim through Fifth Claims:  

 1. Compensatory damages;  

 2. General damages according to proof; and  

 3. Special damages according to proof.  

On the Sixth Claim through Seventh Claims:  

 1. Compensatory damages;  

 2. General and special damages; and  

 3. Consequential and incidental damages.  

On the Eighth Claim through Ninth Claims:  

 1. General and special damages according to proof;  

 2. Statutory damages;  

 3. Exemplary and punitive damages according to proof; and  

 4. Attorneys’ fees; and  

On all Claims:  

 1. Compensation for the reasonably necessary loss of time, attorneys’ fees, and 
other expenditures suffered or incurred under the “tort of another” doctrine as 
required to act in the protection of Claimants’ interests by bringing this action in 
accordance with Prentice v. North Am. Title Guaranty Corp., Alameda Division 
(1963) 59 Cal.2d 618; Electrical Electronic Control, Inc. v. Los Angeles Unified 
School Dist. (2005) 126 Cal.App.4th 601;  

 2. Attorneys’ fees and costs;  

 3. Costs of the arbitration incurred;  
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 4. Statutory damages;  

 5. Prejudgment and post-judgment interest, according to law; and  

 6. Such other and further relief as the Panel may deem just and proper.  

In the Third Amended Statement of Claim, Claimants requested the same relief as in 
the First and Second Amended Statements of Claim. Claimants also requested on the 
Tenth Claim:  

 1. Compensatory damages;  

 2. General damages according to proof;  

 3. Special damages according to proof; and  

 4. Exemplary and punitive damages according to proof.  

In the Statement of Answer to the First Amended Statement of Claim, Finance 500, 
Inc. requested:  

 1. Claimants’ Amended Statement of Claim be dismissed in its entirety, with 
prejudice, and that the decision be entered in favor of Finance 500 and against the 
Rosenes such that any and all claims for damages of any sort or nature be denied;  

 2. Costs, including reasonable attorneys’ fees; and  

 3. Such other and further relief as the Panel may deem just and proper.  

In the Cross-Claim, Finance 500, Inc. requested:  

 1. A decision for indemnity whereby Cruz is required to indemnify and pay 
Finance 500 all sums for the full judgment amount, if any, rendered against Finance 
500 in a California district court action and/or in this proceeding, together with 
Finance 500’s attorneys’ fees, expenses and costs of suit incurred in defending 
against the complaint and this action; and  

 2. Contribution to Finance 500 by Cruz for the amount of the settlement paid to 
the DBSI Trustee pursuant to the Confidential Settlement Agreement.  

In the Statement of Answer to the First Amended Statement of Claim, Wiseman 
requested:  

 1. Dismissal of all of Berend’s claims against Wiseman;  

 2. All costs incurred in this arbitration;  

 3. Assess all forum fees in this proceeding to Berend; and  

 4. Expungement of this matter and all references to it from the Central 
Registration Depository (“CRD”) system with respect to Wiseman.  
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In the Statement of Answer to the First Amended Statement of Claim, Kraus 
requested:  

 1. Dismissal of all causes of action in their entirety;  

 2. Expungement of any reference to this case from Kraus’s CRD file; and  

 3. Assessment against Claimants of any and all of Kraus’s FINRA and forum 
fees.  

In the Statement of Answer to the First Amended Statement of Claim, ProEquities, 
Wilkinson, Mungenast, Hartley and Walsh requested that Claimants’ claims be 
denied in their entirety.  

In the Statements of Answer to the First and Second Amended Statements of Claim, 
Equity Services and Sloan requested the Panel dismiss all claims against them and 
award them the costs and fees associated with defending against the 
Wojciechowski’s claims.  

In the Statement of Answer to the First Amended Statement of Claim, Goslin 
requested:  

 1. Dismissal of all causes of action in their entirety;  

 2. Assess Goslin’s portion of any FINRA and forum fees against Claimants;  

 3. Expungement of this case from his CRD record pursuant to the requirements 
and applicable FINRA rules; and  

 4. Such other and further relief as the Panel deems just and proper.  

In the Statement of Answer to the First Amended Statement of Claim, S&Y 
requested:  

 1. Claimants take nothing by way of their Amended Statement of Claim and that 
this matter be dismissed in its entirety;  

 2. Costs of suit incurred herein, including arbitrators’ fees and expenses; and  

 3. For such other and further relief as the Panel deems just and equitable.  

In the Statement of Answer to the First Amended Statement of Claim, Cruz 
requested:  

 1. Dismissal of all causes of action in their entirety;  

 2. The Rosenes take nothing by way of the Amended Statement of Claim;  

 3. His portion of the forum fees be assessed against the Rosenes;  

 4. Reference of this arbitration be expunged from the CRD record of Cruz;  

 5. Costs and expenses incurred in defending this action; and  
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Los Angeles, California  
For Claimants Crost Imports, Inc. (“Crost Imports”); Gail Fortune 

(“Fortune”); Donald Adams (“Adams”); Suvawinds, Inc. (“Suvawinds”); 
Gerald Berend (“Berend”); David Corbett (“Corbett”); A.C. Family Limited 
Partnership; Stan Wojciechowski and Mary Wojciechowski (the 
“Wojciechowskis”); Loretta Mak (“Mak”); Dennis A. Rosene and Elsa M. 
Rosene (the “Rosenes”); and Eleanor M. Reed (“Reed”), hereinafter 
collectively referred to as “Claimants”: Kenneth J. Catanzarite, Esq. and Tim 
James O’Keefe, Esq., Catanzarite Law Corporation, Anaheim, California  

For Respondents ProEquities, Inc. (“ProEquities”), Kenneth James 
Wilkinson (“Wilkinson”), Michael Joseph Mungenast (“Mungenast”), 
                                                            
 6. Such other and further relief as the Panel deems just and proper.  

In the Statement of Answer to the First Amended Statement of Claim, Alliance and 
Dyer requested:  

 1. Dismissal of the Amended Statement of Claim against Alliance and Dyer in 
its entirety, with prejudice;   

2. Assessment of all forum fees and costs including, without limitation, the 
FINRA charges assessed to Alliance, against Claimant; and  

 3. Such other, further and different relief as the Panel may deem appropriate.  

In the Amended Answer to the Second Amended Statement of Claim, S&Y 
incorporated by reference its Answer to the First Amended Statement of Claim 
previously filed on August 21, 2015.  

In the Statement of Answer to the Second Amended Statement of Claim, Harrison, 
Curtis, and Timmons requested the Panel dismiss the claims against them and award 
them their fees incurred in defending against this matter.  

In the Statement of Answer to the Second Amended Statement of Claim, Omni 
requested dismissal of all claims against Omni and costs and fees associated with 
defending against Mak.  

In his Response to the Second Amended Statement of Claim, Paul requested the 
Panel deny all claims presented and grant all relief reasonably necessary to make 
Paul whole.  

In his Statement of Answer to the Third Amended Statement of Claim, Kittlaus did 
not set forth a relief request.  

At the close of the May 9, 2017 evidentiary hearing, Crost Imports requested 
$687,531.38 in final damages.  

At the close of the October 25, 2017 evidentiary hearing, Fortune requested 
$1,919,409.97, inclusive of compensatory damages and pre-judgment interest.  
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Raymond Willis Harrison (“Harrison”), James Peter Curtis (“Curtis”) and 
David Lane Timmons (“Timmons”), hereafter collectively referred to as 
“ProEquities Respondents,” and Rory Marshall Hartley (“Hartley”) and 
Leanne Berthon Walsh f/k/a Leanne Bishop (“Walsh”): Katherine C. Donlon, 
Esq., Wiand Guerra King P.L., Tampa, Florida  

For Respondents Equity Services, Inc. (“Equity Services”) and Robert 
Hood Sloan (“Sloan”): Derek C. Anderson, Esq., Winget, Spadafora & 
Schwartzberg, LLP, Boulder, Colorado.  

For Respondent Finance 500, Inc. (“Finance 500”): Steven F. 
Schossberger, Esq., Hawley Troxell Ennis & Hawley, LLP, Boise, Idaho.  

For Respondent Michael Lawrence Cruz (“Cruz”): Edward Zusman, Esq., 
Markun Zusman Freniere & Compton LLP, San Francisco, California.  

For Respondents Omni Brokerage, Inc. (“Omni”), Gregory Scott Paul 
(“Paul”) and Eric Richard Marlin (“Marlin”): Jeffrey S. Kob, Esq., Evans & 
Kob, PC, Coronado, California.  

For Respondent Stone & Youngberg LLC (“S&Y”): Kendra S. Canape, 
Esq., Keesal, Young & Logan, Long Beach, California.  

For Respondents Alliance Affiliated Equities Corporation (“Alliance”) 
and David Paul Dyer (“Dyer”): Jeffery L. Gibbs, Esq., Alliance Affiliated 
Equities Corporation, Overland Park, Kansas.  

For Respondent Kenneth Nelson Wiseman, II (“Wiseman”): Fredrick A. 
Rafeedie, Esq., Jones Bell Abbott Fleming & Fitzgerald, Los Angeles, 
California.  

For Respondent Christopher Lee Goslin (“Goslin”): Eric J. Dec, Esq., The 
Dec Law Firm, LLC, Kennesaw, Georgia.  

Respondents Louis Karl Kittlaus (“Kittlaus”), Frederick Oscar Kraus, Jr. 
(“Kraus”) and Anthony Jerry Kulhanek (“Kulhanek”) each appeared pro se.  

Respondents Ashton Capital Management, Inc. (“Ashton Capital”), 
Harold Carse White, Jr. (“White”), Kathleen Ann Shave (“Shave”), Bennett 
Ross, Inc. (“Bennett Ross”) and Aaron Rowan Arnott (“Arnott”) did not enter 
appearances.  

Arbitrators:  Anita Rae Shapiro, Public Chairperson; Morris S. Getzels, 
Public Arbitrator; Joseph C. Watson, Public Arbitrator.  

Award:  After considering the pleadings, the testimony and evidence 
presented at the May 9, 2017 and October 25, 2017 evidentiary hearings, and 
post-hearing submissions, the Panel has decided in full and final resolution of 
the issues submitted for determination as follows:  
1. White is liable for and shall pay to Fortune:  
 a. the amount of $1,632,235.72 in damages, which includes $728,135.01 

in compensatory damages and $904,100.71 in interest; and  
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 b. simple interest at the rate of 10% per annum on the amount of 
$728,135.01 starting 30 days from the date of service of the Award until 
the amount of $728,135.01 is paid in full.  

2.  Kittlaus is liable for and shall pay to Crost Imports:  
 a. the amount of $309,414.65 in compensatory damages;  
 b. the amount of $203,698.34 in interest from October 1, 2010 through 

April 30, 2017;  
 c. the amount of $85.95 per day in interest from May 1, 2017 until the date 

of service of the Award; and  
 d. simple interest at the rate of 10% per annum on the amount of 

$309,414.65 starting 30 days from the date of service of the Award until 
the amount of $309,414.65 is paid in full.  

3. This Panel did not rule on the expungement requests of Walsh, Hartley, 
Wiseman, Kraus or Goslin in this case.  

4.  Any and all relief not specifically addressed herein, including punitive 
damages and attorneys’ fees, is denied.  
This award is noteworthy given the considerable amount of interest, 

$728,135, awarded by the Panel in addition to compensatory damages in the 
amount of $904,100.  The causes of action alleged by Claimants concerned 
various illiquid direct private placements, including certain tenant in common 
(TIC) investments.  
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Eric Kaplan and Bonnie Kaplan JTWROS, Multidisciplinary Business 
Applications, Inc. 401(k) and Bonnie Kaplan IRA, Claimants v. 
Oppenheimer & Co., Inc., Respondent  
Case No. 16-018292  
 
Boca Raton, Florida  

Claimants’ Counsel:  Jeffrey Erez, Esq., Sonn & Erez, PLC, Miami, 
Florida.  

Respondent’s Counsel:  Cory S. Zadanosky, Esq., Zadanosky & 
Associates, P.A., Lake Worth, Florida.  

Arbitrators:  Michael J. Quarequio, Public Chairperson; Richard J. Kaplan, 
Public Arbitrator; Sidney J. Wartel, Public Arbitrator.  

Award:  After considering the pleadings, the testimony and evidence 
presented at the 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 negligence and shall pay to Claimant Eric Kaplan 

and Bonnie Kaplan JTWROS the sum of $720,000.00 in compensatory 
damages.  

                                                            
2. Claimants asserted the following causes of action: breach of fiduciary duty; 
negligence; negligent supervision; fraud; breach of contract; and violation of ERISA. 
The causes of action relate to Claimants’ investments in various energy sector stocks 
including, but not limited to, Breitburn Energy Partners, Sandridge Permian Trust, 
Atlas Resource Partners and Vanguard National Resources.  

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 between $1,000,000.00 and $5,000,000.00; punitive damages; interest; costs; 
attorneys’ fees; and such other and further relief as the Panel deemed just and 
necessary.  

In the Statement of Answer, Respondent requested: dismissal of Claimants’ 
Statement of Claim in its entirety; expungement of Claimants’ allegations from non-
party Evan Fischer’s Central Registration Depository (“CRD”) records; costs, 
including arbitrators’ fees and expenses; and such other and further relief as the 
Panel deemed just and equitable.  

At the close of the hearing, Claimants requested total damages inclusive of 
prejudgment interest in the amount of $973,148.30.  
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2.  Respondent is liable for negligence and shall pay to Claimant 
Multidisciplinary Business Applications, Inc. 401(k) the sum of 
$40,000.00 in compensatory damages.  

3.  Respondent is liable for negligence and shall pay to Claimant Bonnie 
Kaplan IRA the sum of $40,000.00 in compensatory damages.  

4.  The Panel did not find Respondent liable for breach of contract, breach of 
fiduciary duty or gross negligence.  

5.  Respondent is liable for and shall pay to Claimants interest on the above 
stated sums at the Florida statutory rate from the date of the Award until 
payment in full.  

6.  Respondent is liable for and shall pay to Claimants the sum of $61,517.00 
in costs.  

7. Respondent is liable for and shall pay to Claimants the sum of $600.00 
which represents Claimant’s non-refundable portion of the filing fee.  

8. Claimants’ Motion for Sanctions is denied.  
9. Non-party Fischer’s request for expungement of his CRD records is 

denied.  
10. Any and all claims for relief not specifically addressed herein, including 

Claimants’ requests for punitive damages and attorneys’ fees, are denied.  
The award is notable because the Panel issued a sizeable award -- 

$800,000 in aggregate compensatory damages -- based upon finding 
Respondent liable for simple negligence.  In fact, the Panel did not find 
Respondent liable for alleged breach of contract, breach of fiduciary duty, or 
gross negligence.  Given the fact that simple negligence is not customarily 
pleaded as a cause of action in FINRA customer arbitration cases, 
practitioners should take note of this Award.  
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Kris Dielman and Sandy Dielman, Claimants v. Woodbury Financial 
Services, Inc., and Robert Hayes Hoffmann, Respondents  
Case No. 17-008573  

                                                            
3. Claimants asserted the following causes of action: breach of fiduciary duty; 
negligence (failure to recommend suitable investments and violation of industry 
suitability and “Know Your Customer” rules); negligent misrepresentation (relating 
to Claimants’ investment in Hybrid Aircraft Company, Edgewood Property Group, 
LLC (a coal investment) and an Indiana military building); and fraud and deceit.  

In the Amended Statement of Claim, Claimants corrected their previous filing which 
had inadvertently listed an incorrect Central Registration Depository (“CRD”) 
number for Woodbury Financial Services, Inc.  

The causes of action relate to Claimants’ investment in the aforementioned Hybrid 
Aircraft Company, Edgewood Property Group, LLC and the Indiana military 
building; in variable annuities issued by Lincoln National (Lincoln i4 Life) and AIG 
Polaris (Polaris Platinum III); and in unspecified A-share mutual funds.  

Unless specifically admitted in the Statement of Answer, Woodbury denied the 
allegations made in the Amended Statement of Claim and asserted various legal and 
affirmative defenses.  

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

In the Statement of Claim and Amended Statement of Claim, Claimants requested:  

1. General and special damages, including any and all account losses, 
fees/commissions arising from any unsuitable investments or products 
and/or improper conduct, and fees/costs associated with unwinding these 
unsuitable and/or unauthorized positions;  

2. Costs and fees incurred in bringing and maintaining this action, including 
all hearing fees and expert fees;  

3. Attorneys’ fees;  

4. Pre-judgment interest per applicable law;  

5. Punitive damages; and  

6. Any and all other and further relief as the Panel may deem just, proper and 
reasonable.  

In the Statement of Answer, Woodbury requested:  

1. All causes of action be dismissed in their entirety;  

2. Claimants take nothing by way of the Statement of Claim;  
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San Diego, California  
Claimants’ Counsel:  Robert M. Traylor, Esq., Seltzer Caplan McMahon 

Vitek, A Law Corporation, San Diego, California.  
For Respondent Woodbury Financial Services, Inc., hereinafter referred to 

as “Woodbury”: Gavin E. Gruber, Esq., Markun Zusman Freniere Compton 
LLP, Portland, Oregon 

For Respondent Robert Hayes Hoffmann, hereinafter referred to as 
“Hoffman”: Adam G. Wentland, Esq., Theodora Oringher PC, Costa Mesa, 
California.  

Arbitrators:  Randy R. Maher, Public Chairperson; Mark R. Lee, Public 
Arbitrator; Deanna Margaret Veitia, Non-Public Arbitrator.  

Award:  After considering the pleadings, the testimony and evidence 
presented at the hearing, the Panel has decided in full and final resolution of 
the issues submitted for determination as follows:   
1. The Panel finds that Woodbury permitted the execution of unsuitable 

transactions as a result of its failure to discharge its duty to supervise its 
former broker.  

2.  Woodbury is liable for and shall pay to Claimants the total sum of 
$1,091,575.21, which is comprised of $970,107.21 in compensatory 
damages and $121,468.00 in pre-judgment interest.  

3. The Arbitrators have provided an explanation of their decision in this 
award. The explanation is for the information of the parties only and is not 
precedential in nature.  

4. Any and all claims for relief not specifically addressed herein, including 
punitive damages and attorneys’ fees, are denied.  
This award is noteworthy in light of the Panel’s decision to grant a 

substantial award, comprised of $970,107 in compensatory damages, as well 
as $121,468 in prejudgment interest.  Claimants’ causes of action -- including 

                                                            
3. Woodbury’s portion of the forum fees be assessed against Claimants;  

4. Costs and expenses incurred in defending this action; and  

5. Such other and further relief as the Panel deems just and proper.  

In the Statement of Answer, Hoffman requested:  

1. Denial of all claims in the Statement of Claim;  

2. Costs, including expert fees, and a finding that Hoffman is the prevailing 
party;  

3. Costs and expenses of this proceeding be assessed against Claimants; and  

4. All such other and further relief as the Panel may deem just and necessary.  
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breach of fiduciary duty, negligence, negligent misrepresentation, and fraud 
and deceit -- were related to investments in certain variable annuities, 
unspecified A-share mutual funds, as well certain illiquid alternative 
investments (e.g., Edgewood Property Group, LLC).  
 
 
Sukhminder Pannu and Prabhjot Dillion, Claimants v. Interactive 
Brokers LLC, Respondent  
Case No. 15-031854  
 
New York, New York  

Claimants’ Counsel:  Arthur C. Koski, Esq., Law Offices of Arthur C. 
Koski, P.A., Boca Raton, Florida.  

Respondent’s Counsel:  Christian T. Kemnitz, Esq. and David Luger, Esq., 
Katten Muchin Rosenman, LLP, Chicago, Illinois.  

Arbitrators:  Keith Roberts, Public Chairperson; Clive I. Morrick, Public 
Arbitrator; Michele S. Riley, Public Arbitrator.  

                                                            
4. Claimants asserted the following causes of action: breach of fiduciary duty, breach 
of the covenant of good faith and fair dealing, constructive fraud, gross negligence, 
violation of Florida Securities and Investor Protection Act, violations of Federal 
Securities Laws and FINRA Rules, and failure to supervise. The causes of action 
relate to unspecified securities.  

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 Counterclaim, Respondent asserted the following cause of action: margin 
account deficit.  

Unless specifically admitted in the Answer to the Counterclaim, Claimants denied 
the allegations made in the Counterclaim and asserted various affirmative defenses.  

In the Statement of Claim, Claimants requested compensatory damages in an amount 
no less than $3,200,000.00 plus pre-award interest from the date of the alleged 
wrongdoing to the date of the award, rescission, punitive damages, attorneys’ fees, 
costs, and such other and further relief as deemed appropriate.  

In the Statement of Answer and Counterclaim, Respondent requested that Claimants’ 
claims be denied in their entirety, compensatory damages in the amount of 
$1,321,421.83 plus interest, attorneys’ fees, and costs.  

In the Answer to the Counterclaim, Claimants requested that the Counterclaim be 
dismissed in its entirety.  
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Award:  After considering the pleadings, the testimony and evidence 
presented at the hearing, and the post-hearing submissions, the Panel has 
decided in full and final resolution of the issues submitted for determination 
as follows:  
1.  Claimants’ claims are denied in their entirety.  
2. Claimants are jointly and severally liable for and shall pay to the 

Respondent the sum of $1,317,940.20 in compensatory damages.  
3. Claimants are jointly and severally liable for and shall pay to the 

Respondent interest in the amount of $36,243.36.  
4. Claimants are jointly and severally liable for and shall pay to the 

Respondent the sum of $34,225.43 in costs.  
5. Claimants are jointly and severally liable for and shall pay to the 

Respondent the sum of $388,434.00 in attorneys’ fees pursuant to the 
terms of the contract.  

6. Any and all claims for relief not specifically addressed herein, including 
punitive damages, are denied.  
This award is noteworthy because of the substantial award of attorneys’ 

fees to Respondent.  Claimants pleaded claims under the Florida Blue Sky 
statute, Fla. Stat. § 517.2115, which provides for a mandatory award of 
attorneys’ fees to the prevailing party.  The award of attorneys’ fees of 
$388,434.00 (to be paid by Claimants to Respondent) illustrates the substantial 
risks to Claimants posed by asserting claims under the Florida Blue Sky statute 
and including requests for attorneys’ fees in the ad damnum of the Statement 
of Claim.  Although the attorneys’ fee award was nominally pursuant to a 
contractual provision, Claimants did assert claims under § 517.211.  

 
 
 
 
 
 
 
 
 
 
 
 
                                                            
5. Fla. Stat. §517.211 (6) provides that “[i]n any action brought under this section, 
including an appeal, the court shall award reasonable attorneys’ fees to the prevailing 
party unless the court finds that the award of such fees would be unjust.” 
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Deborah A. Gartner, Claimant v. Vanguard Capital, Aaron Christopher 
Ray, and Jean Ann Dorrell, Respondents  
Case No. 16-031056  
 
Orlando, Florida  

Claimants’ Counsel:  Philip J. Snyderburn, Esq., Snyderburn, Rishoi & 
Swann, LLP, Maitland, Florida.  

For Respondent Vanguard Capital (“Vanguard”):  Jeffrey S. Kob, Esq., 
Evans & Kob, PC, Coronado, California.  

Respondent Aaron Christopher Ray (“Ray”) appeared pro se.  
For Respondent Jean Ann Dorrell (“Dorrell”): Jed Berman, Esq., Infantino 

& Berman, Winter Park, Florida, for the limited purpose of communicating 
Respondent Dorrell’s refusal to submit to FINRA jurisdiction.  

                                                            
6. Claimant asserted the following causes of action: unsuitability; lack of 
supervision; fraudulent inducement; inducement and reliance; breach of fiduciary 
duty; negligence; and breach of contract. The causes of action relate to the 
liquidation of Claimant’s account and the use of the proceeds to purchase annuities 
with Respondent Vanguard.  

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

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

In the Statement of Claim, Claimant requested: compensatory damages in excess of 
$100,000.00; costs; prejudgment interest; and punitive damages.  

In the Statement of Answer, Respondent Vanguard requested that the Panel deny all 
claims presented and grant all relief reasonably necessary to make Respondent 
Vanguard whole.  

In his Statement of Answer, Respondent Ray did not delineate a specific relief 
request.  

At the close of hearing, Claimant requested $205,519.00 in compensatory damages; 
punitive damages in an unspecified amount; and all FINRA filing fees and arbitrator 
fees.  

At the close of hearing, Respondent Ray made an oral request for expungement of 
this arbitration from his Central Registration Depository (“CRD”) records.  

At the close of hearing, Respondent Vanguard included a request for attorneys’ fees; 
costs; and any other relief the Panel deemed appropriate.  
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Arbitrators:  Thomas Joseph Atkinson, Sr., Public Chairperson; Jack A. 
Helms, Public Arbitrator; Alan E. Linden, Public Arbitrator.  

Award:  After considering the pleadings, the testimony and evidence 
presented at the 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.  Respondents are jointly and severally liable for lack of supervision, 

inducement, and negligence and shall pay to Claimant the sum of 
$90,000.00 in compensatory damages.  

2. Respondents are jointly and severally liable for and shall pay to Claimant 
$300.00 which represents the non-refundable portion of Claimant’s claim 
filing fee.  

3. Other than forum fees which are specified below, the parties shall each 
bear their own costs and expenses incurred in this matter.  

4. Respondent Ray’s request for expungement of his CRD records is denied.  
5. Any and all claims for relief not specifically addressed herein, including 

Claimant’s request for punitive damages and Respondent Vanguard’s 
request for attorneys’ fees, are denied.  
This award is noteworthy given the fact that the Panel elected to deny 

Respondent’s Motion to Dismiss for timeliness under FINRA Rule 12206, 
based upon the discovery rule.  Specifically, following oral argument on the 
Motion, the Panel elected to deny Respondent’s Motion.  Claimant appears to 
have argued that the alleged scheme to defraud was not discovered until May 
2016 and that this discovery constituted an “occurrence or event giving rise to 
the claim” within the meaning of Rule 12206 (despite the fact that one 
underlying occurrence giving rise to the arbitration, liquidation of Claimant’s 
account, occurred in February 2008).  
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Sammy Kaye Duncan, Sylvia Duncan, and The Sammy and Sylvia 
Duncan Revocable Trust, Claimants v. RBC Capital Markets LLC, 
Marc Francis Rogers, and Wells Fargo Advisors, LLC, Respondents  
Case No. 16-010667  

                                                            
7. Claimants asserted the following causes of action: breach of fiduciary duty of 
care; recommendation of unsuitable securities and investment strategies; professional 
negligence; unauthorized trading and per se unsuitability; breach of contract; breach 
of implied covenant of good faith and fair dealing; breach of fiduciary duty of 
loyalty; negligent misrepresentations and omissions; manipulative and deceptive 
practices [15 U.S.C. § 78j(b); 17 CFR 240.10b-5]; constructive fraud; negligent 
supervision; and rescission of investment advisory contracts and restitution [15 
U.S.C. §§ 80b—6 and 80b—15].  

The causes of action relate to Puerto Rico municipal bonds.  

Unless specifically admitted in their respective Statements of Answer, RBC, Rogers 
and WFA denied the allegations made in the Statement of Claim and asserted various 
affirmative defenses. 

In the Statement of Claim, Claimants requested a written award against Respondents 
as follows:   

1. Compensatory damages, in an amount to be proven, but in no event less 
than $7,500,000.00;  

2. Lost income that would have been earned from a “well-managed portfolio” 
but for Respondents’ wrongful acts and omissions;  

3. An accounting and restitution of all funds paid to Respondents during the 
period they failed to act loyally and with the standard of care required by 
their fiduciary duties, as well as their other legal or contractual obligations - 
including, but not limited to, restitution of all fees, commissions, and other 
compensation Respondents received from the Claimants for investment 
advisory and related services, in an amount to be proven, but in no even less 
than $525,000.00;  

4. Disgorgement of any and all ill-begotten profits;  

5. Pre-award interest at the rate provided by applicable law;  

6. Exemplary and punitive damages;  

7. Reasonable attorneys’ fees as well as costs of suit, in an amount to be 
proven;  

8. Post-award interest at the rate provided by applicable law;  

9. Referral of the Panel’s ultimate factual findings in this matter to FINRA’s 
Department of Enforcement;  
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Portland, Oregon  
Claimants’ Counsel:  Gerard Fox, Esq. and Scott Abeles, Esq., Gerard Fox 

Law, Washington, District of Columbia.  
For Respondents Marc Francis Rogers (“Rogers”), and Wells Fargo 

Advisors, LLC (“WFA”): Sara Soto, Esq., Bressler, Amery & Ross, P.C., 
Miami, Florida.  

For Respondent RBC Capital Markets LLC (“RBC”): Michael M. Gless, 
Esq., Keesal Young & Logan, Long Beach, California.  

Arbitrators:  James F. Zotter, Public Chairperson; Robert David Miller, 
Public Arbitrator; Matthew Swihart, Public Arbitrator.  

Award:  After considering the pleadings, the testimony and evidence 
presented at the hearing, and the post-hearing submissions, the Panel has 
decided in full and final resolution of the issues submitted for determination 
as follows:  
1.  WFA and Rogers are jointly and severally liable for and shall pay to 

Claimants the sum of $4,179,116.00 in compensatory damages.  
2. WFA and Rogers are jointly and severally liable for and shall pay to 

Claimants pre-judgement interest on the amount of $4,179,116.00 in 
compensatory damages in the sum of $831,583.48 from April 27, 2016 
through and including June 12, 2018.  

                                                            
10. Any other relief that is just and proper in the Panel’s equitable discretion; 

and 

11. The Panel’s Award set forth the factual findings and rulings of law and 
equity that form the basis for its decisions concerning liability and damages, 
and for declaratory relief consistent with those findings and rulings.  

In the Statement of Answer, RBC requested:  

1. Claimants take nothing by their Statement of Claim;  

2. Costs of suit incurred herein; and  

3. Such other and further relief as may be proper.  

In the Statement of Answer, Rogers and WFA requested:  

1. The matter be dismissed in its entirety;  

2. All fees and costs of this proceeding, including reasonable attorneys’ fees, 
be assessed against Claimants; and  

3. Expungement of this claim from Rogers’ Central Registration Depository 
(“CRD”) record.  
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3. WFA and Rogers are jointly and severally liable for and shall pay to 
Claimants the sum of $2,693,025.41 in attorneys’ fees pursuant to ORS 
20.096 Reciprocity of Attorney Fees and Costs in proceedings to enforce 
Contract, as interpreted and applied in Jewell v. Triple B. Enterprises, 
290 Or. 885 (1981); California Civil Code 1717(a); Oregon Securities 
Fraud Statute, ORS 59.135, 59.137(4); Deras v. Meyers, 272 Or. 47 
(Courts in equity can award Attorney Fees); FINRA Neutral Corner, Vol 
4 (2014), pp. 1 (“Arbitrators may also award reasonable attorneys’ fees if 
all parties request attorneys’ fees during the arbitration proceeding…”).  

4. WFA and Rogers are jointly and severally liable for and shall pay to 
Claimants the sum of $500,000.00 in punitive damages pursuant to ORS 
31.730.  

5. WFA and Rogers are jointly and severally liable for and shall pay to 
Claimants the sum of $206,324.04 in costs.  

6. WFA and Rogers are jointly and severally liable for and shall pay to 
Claimants the sum of $165,718.50 in the remission of Advisory Fees paid 
on Claimants’ WFA Account ending in #5455.  

7. WFA and Rogers are jointly and severally liable for and shall pay to 
Claimants interest on the above stated sums of $8,575,767.43 at the rate 
of 9% per annum from the date of the Award until paid in full.  

8. As previously ordered on June 9, 2018, WFA and Rogers are jointly and 
severally liable for and shall pay to Claimants the sum of $101,670.21 in 
monetary sanctions.  

9. WFA and Rogers are jointly and severally liable for and shall pay to 
Claimants the sum of $500.00 to reimburse Claimants for part of the non-
refundable portion of the filing fee.  

10. RBC shall pay to Claimants the sum of $250.00 to reimburse Claimants 
for part of the non-refundable portion of the filing fee.  

11. Rogers’ request for expungement of his CRD records is denied.  
12. Any and all claims for relief not specifically addressed herein are denied.  

This award is noteworthy for two reasons.  To begin, the Claimants were 
awarded a considerable amount in prejudgment interest, $831,583, in 
connection with compensatory damages of $4,179,116.  Furthermore, the 
Panel also awarded substantial attorneys’ fees, pursuant to Oregon statute and 
interpretative case law, in the amount of $2,693,025.  
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Denise M. Fry Living Trust, Denise M. Fry, and Donna Sullivan, 
Claimants v. Comprehensive Asset Management and Servicing, Inc., and 
Tamara Rae Steele, Respondents and Comprehensive Asset 
Management and Servicing, Inc., Cross-Claimant v. Tamara Rae Steele, 
Cross-Respondent  
Case No. 17-017678  

                                                            
8. Claimants asserted the following causes of action: outside business activities and 
selling away; unsuitable investments and negligent account management; violations 
of the Indiana Securities Act; Violation of Registered Investment Advisor Section of 
Indiana Securities Act; sale of unregistered and non-exempt securities; breach of 
fiduciary duty; violations of the FINRA Conduct Rules and NYSE Board Rules; 
respondeat superior; and negligence and negligent supervision. The causes of action 
related to Claimants’ purchase of promissory notes, common stock, preferred stock, 
and stock warrants of Behavioral Recognition Systems, Inc. (“BRS Labs”).  

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

Unless specifically admitted in her Statement of Answer, Steele denied the 
allegations made in the Statement of Claim and asserted various defenses.  

In its Cross-Claim against Steele, Comprehensive asserted the following causes of 
action: indemnification and contribution. The causes of action related to 
Comprehensive’s allegations that Steele entered into a Registered Representative 
Agreement with Comprehensive, which entitled it to contribution and 
indemnification for Steele’s intentional and/or negligent acts.  

Unless specifically admitted in her Statement of Answer to Cross-Claim, Steele 
denied the allegations made in the Cross-Claim and asserted various defenses.  

In their Statement of Claim, Claimants requested $280,026.03 in compensatory 
damages, pre and post judgment interest, costs of arbitration, attorneys’ fees, 
alternate damages measured by how Claimants’ assets would have performed had 
they been managed in a manner consistent with their investment objectives, 
disgorgement, punitive damages, and other relief.  

In its Statement of Answer, Comprehensive requested that Claimants’ claims be 
dismissed, that it be awarded all reasonable costs and expenses including reasonable 
attorneys’ fees, costs of suit and such further relief as the panel deems just and 
proper.  

In her Statement of Answer, Steele requested dismissal, a reasoned decision in her 
favor denying Claimants’ request for relief and other appropriate relief. Steele also 
requested that, if Claimants are awarded damages, that Claimants be required to 
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Indianapolis, Indiana  
Claimants’ Counsel:  Mark E. Maddox, Esq. and Thomas K. Caldwell, 

Esq., Maddox Hargett & Caruso, P.C., Fishers, Indiana.  
For Respondent Comprehensive Asset Management and Servicing, Inc. 

(“Comprehensive”): Brian A. Carlis, Esq., Stark & Stark P.C., Lawrenceville, 
New Jersey.  

For Respondent Tamara Rae Steele (“Steele”): Robert L. Hartley, Esq., 
Frost Brown Todd LLC, Indianapolis, Indiana.  

Arbitrators:  Lynn Hirschfeld Brahin, Public Chairperson; Julia Church 
Kozicki, Public Arbitrator; Jill Elise Vestal, 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.  Steele is liable for and shall pay to Fry Trust and Fry the sum of 

$111,700.00 in compensatory damages.  
2. Steele is liable for and shall pay to Fry Trust and Fry interest on the sum 

stated in Paragraph 1 above at the rate of 8% per annum, from and 
including June 22, 2015, through and including July 25, 2018.  

3. Steele is liable for and shall pay to Sullivan the sum of $55,408.00 in 
compensatory damages.  

4. Steele is liable for and shall pay to Sullivan interest on the sum stated in 
Paragraph 3 above at the rate of 8% per annum, from and including 
February 5, 2016, through and including July 25, 2018.  

5. Steele is liable for and shall pay to Fry Trust and Fry the sum of $750.00 
in costs.  

6. Steele is liable for and shall pay to Sullivan the sum of $750.00 in costs.  
7. Steele is liable for and shall pay to Claimants the sum of $300.00 as 

reimbursement for the non-refundable portion of Claimants’ filing fee.  
                                                            
transfer their BRS Labs investments and security interests to Steele, and that Fry be 
required to transfer her judgment against Giant Gray to Steele.  

In its Cross-Claim, Comprehensive requested indemnification and contribution from 
Steele for all judgment amounts, settlement amounts, costs of defense, costs of 
prosecution, attorneys’ fees, costs of suit including FINRA fees, and such other and 
further relief as the arbitration panel deems just and proper.  

In her Answer to Cross-Claim, Steele requested that the relief requested in the 
CrossClaim be denied and that she be awarded other appropriate relief.  

At the close of the hearing, Fry Trust and Fry requested $117,000.00 in 
compensatory damages.  

At the close of the hearing, Sullivan requested $55,408.00 in compensatory damages.  
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8. Steele is liable for and shall pay to Claimants the sum of $58,000.00 in 
attorneys’ fees, pursuant to the Indiana Securities Act 23-19-5-9.  

9. Fry Trust and Fry are ordered to transfer all investments and security 
interests in BRS Labs (held in the name of “The Denise M. Fry Living 
Trust” or “Denise Fry Living Trust”) to Steele upon full satisfaction of 
Paragraphs 1-8 above.  

10. Sullivan is ordered to transfer all investments and security interests in 
BRS Labs to Steele upon full satisfaction of Paragraphs 1-8 above.  

11. Fry is ordered to transfer any judgment against Giant Gray to Steele upon 
full satisfaction of Paragraphs 1-8 above.  

12. Any and all claims for relief not specifically addressed herein, including 
punitive damages, are denied.  
This award is noteworthy in light of the Panel’s decision to award full 

rescissionary damages to Claimants, pursuant to Indiana Blue Sky laws, 
specifically the Indiana Securities Act 23-19-5-9.  
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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 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 SR-FINRA-2018-026 
Arbitrator Honoraria was submitted to the Securities and Exchange 
Commission by Andrew Stoltmann on August 15, 2018 (prepared with the 
assistance of Christopher Gray).  
 
 
Mr. Robert W. Errett 
Deputy Secretary 
Securities and Exchange Commission 
100 F. Street, N.E.  
Washington, DC  20549-1090 
 
Re: File No. SR-FINRA-2018-026 (Arbitrator Honoraria) 
 
Dear Mr. Errett: 
 

I write on behalf of the Public Investors Arbitration Bar Association 
(“PIABA”), an international, not-for profit, voluntary bar association that 
consists of attorneys who represent investors in securities and commodities 
arbitration proceedings. Since its formation in 1990, PIABA’s mission has 
been to promote the interests of the public investor in arbitration by, amongst 
other things, seeking to protect such investors from abuses in the arbitration 
process, seeking to make the arbitration process as just and fair as possible, 
and advocating for public education related to investment fraud and industry 
misconduct. Our members and their clients have a fundamental interest in the 
rules promulgated by the Financial Industry Regulatory Authority (“FINRA”) 
that govern the sales practices of brokers. 

FINRA seeks comment on a proposed rule change that would amend Rules 
12214 and 13214, which govern the honoraria paid to arbitrators for deciding 
contested motions for issuance of non-party subpoenas and orders to produce 
records or for appearances of witnesses.  Under the current scheme, FINRA 
arbitrators who decide motions for orders to produce without holding a hearing 
session receive an honorarium of $200 per motion, whether or not the request 
is opposed (i.e., there is no cap and arbitrators receive an honorarium for each 
motion decided). Yet, under the current rule 12214(d), each arbitrator who 
decides one or more contested subpoenas without a hearing session receives a 
one-time honorarium of $250 during the life of the arbitration case - effectively 
capping FINRA’s payment of honoraria in connection with such motions at 
$750 per case.  Thus, there is a cap for fees paid related to contested motions 
for orders to produce, when arbitrators are asked to read and consider what can 
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be voluminous pleadings, but there is no cap when arbitrators are asked to rule 
upon short, uncontested pleadings. 

The rule proposal would amend Rule 12214(c) to provide for a $200 
honorarium for each contested motion for issuance of subpoenas or for orders 
to appear/produce decided without a hearing.  The proposed change effectively 
removes the per-case “cap” of $250 per arbitrator for deciding subpoena 
motions and provides the same honorarium for deciding both motions for 
orders to appear or produce and motions for issuance of subpoenas.  The rule 
proposal would also eliminate honoraria for deciding uncontested motion for 
orders to produce and provide an honorarium for deciding contested motions 
for orders to appear. 

PIABA supports the proposed rule change.  PIABA believes that paying 
arbitrators fair honoraria commensurate with the time and effort required for 
deciding motions tends to encourage qualified arbitrators to serve on cases and 
as Chair.  It stands to reason that an arbitrator who decides multiple contested 
motions should receive more compensation than an arbitrator who decides 
only a single motion, or a number of uncontested motions.   Further, given that 
motions for subpoenas and those for orders to appear/produce tend to address 
similar issues and involve similar scope and complexity, it is logical to 
compensate arbitrators equally for decisions on both types of motion.   

With respect to these types of motions, PIABA suggests that FINRA 
clarify its guidance to arbitrators to make clear they can and should consider 
assessing 100% of the FINRA motion fees to parties who unsuccessfully 
oppose motions for subpoenas or orders to appear/produce.  Otherwise, 
arbitrators may be naturally inclined to split all fee assessments equally 
between the parties, regardless of whether one party’s unwarranted opposition 
to a meritorious motion may have caused the FINRA fees to be incurred. 
Assessing fees to those who file spurious opposition briefs should discourage 
needless and wasteful motion practice. 

PIABA believes that (as is currently the case) no particular assessment of 
FINRA fees should be mandated by FINRA rules.  Current FINRA Rule 
12902(c) does not provide guidance concerning division of assessments of 
FINRA fees between or among the parties inter se, providing only that “the 
panel must also determine…which party or parties will pay those costs and 
expenses.”   FINRA should leave the division of fees within the sole discretion 
of the arbitrators but should informally advise arbitrators to consider assessing 
all fees to the non-prevailing party on contested discovery motions, where in 
the arbitrators’ view the non-prevailing party’s position lacked merit.   
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Thank you for the opportunity to comment on this proposed rule change.  
 
 
Respectfully submitted, 
Andrew Stoltmann 
PIABA President 
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The following PIABA Comment Letter regarding File No. S7-07-18 
Regulation Best Interest 17 CFR Part 1240 was submitted to the Securities 
and Exchange Commission by Andrew Stoltmann on August 8, 2018 
(prepared with the assistance of Charles Field, Melinda Steuer and Christine 
Lazaro). 

 
 
Brent Fields, Secretary 
Securities and Exchange Commission 
100 F Street, NE 
Washington, DC 20549-0609 
 
 Re: Proposed Rule –Regulation Best Interest 17 CFR Part 1240 

File No. S7-07-18; RIN 3235-AM35 
Release No. 34-83082 
Response to Request for Comments Regarding Regulation Best 

Interest  
 
 
Dear Mr. Fields: 
 

I write on behalf of the Public Investors Arbitration Bar Association 
("PIABA"), an international bar association comprised of attorneys who 
represent investors in securities arbitrations. Since its formation in 1990, 
PIABA has promoted the interests of the public investor in all securities and 
commodities arbitration forums, while also advocating for public education 
regarding investment fraud and industry misconduct. Our members and their 
clients have a strong interest in rules which govern the conduct of those who 
provide advice to investors.  

On May 9, 2018, the Securities and Exchange Commission (“SEC”) 
published a Notice of Proposed Rulemaking in the Federal Register, regarding 
a proposed “best interest” standard for securities broker-dealers and their 
associated persons (collectively “brokers”) and sought public comment 
regarding its proposed rule (“the Rule”).   PIABA is in complete agreement 
with the premise and intent of this proposed rulemaking to heighten the 
standard of conduct required of brokers when they recommend securities and 
securities strategies to retail customers.   However, PIABA believes that the 
Rule can and should be clarified and improved in order to protect customers 
while remaining consistent with the SEC’s intent.   PIABA’s concerns and 
suggestions are discussed in detail below.    
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I. The Rule Must Respect State Sovereignty and be Treated as the 
Minimum Level of Consumer Protection 
 
As is evidenced by the thousands of breach of fiduciary duty cases filed 

each year by investors, the majority of American investors believe their 
brokers to be their fiduciaries.1  Unfortunately, as many of these investors find 
out once in an arbitration forum, their brokers were never their fiduciaries nor 
were they required to act in their client's best interests.  Consequently, it is 
imperative that states who have enacted stronger protections for their citizen 
investors retain those protections.  Similarly, states who wish to enact stronger 
protections in the future should be allowed to do so.  The Rule, as drafted, is 
ambiguous on those points and requires clarification.  Specifically, the Rule 
indicates, in footnote 43, that it is not intended to supersede the body of case 
law holding that brokers who exercise discretion or control over customer 
assets owe customers a fiduciary duty.  PIABA does not believe that a footnote 
is sufficiently robust to make it clear to the securities industry that the Rule 
does not alter fiduciary duties that exist under current state law, or prevent 
states from imposing higher standards in the future.   This is especially true 
because the Rule explicitly states in the body that: “Regulation Best Interest 
would not alter a broker-dealer’s existing obligations under the Exchange Act 
or any other applicable provisions of the federal securities laws and rules and 
regulations”, but makes no mention of state statutes and common law which 
currently impose a fiduciary duty on brokers. 2   

For example, in California, it is a long-settled rule that a stockbroker owes 
a fiduciary duty to his or her customer.3 Further, the existence of a broker’s 
fiduciary duty in California does not depend upon a showing of special facts, 
such as whether or not the broker serves as an investment advisor or controls 
the account, or whether the customer was “sophisticated”, and/or whether the 
account was discretionary. On the contrary, under California law, ALL 

                                                 
1. See, FINRA Dispute Resolution Statistics, available at http://www.finra.org/ 
arbitration-and-mediation/dispute-resolution-statistics. 

2. Those States include California, Florida, Missouri, Pennsylvania, South Carolina 
and South Dakota. 

3. Ashburn v. AIG Financial Advisors, Inc., 234 Cal. App. 4th 79, 100-101 (2015); 
Brown v. Wells Fargo Bank, N.A., 168 Cal. App.4th 938, 961(2008); Duffy v. 
Cavalier, 215 Cal. App. 3d 1517, 1539-1540 (1989); Hobbs v. Bateman Eichler, Hill 
Richards, Inc., 164 Cal. App.3d 174, 201 (1985); Twomey v. Mitchum, Jones, & 
Templeton, Inc., 262 Cal. App. 2d 690, 698, 708-710, 720-722 (1968). 
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securities brokers are fiduciaries, without exception.4 Missouri courts have 
also uniformly held or stated that a stockbroker owes a fiduciary duty to his 
customer.5  In South Dakota, its Supreme Court held that securities brokers 
owe a fiduciary duty to the investors who employ them. 6 

The Rule should make it clear that States are free to create and enforce a 
higher standard of conduct on brokers for several important reasons.  Under 
the Tenth Amendment to the Constitution, powers not enumerated to the 
Federal government are reserved to the States or the people.  As a result, 
although the SEC may create a best-interest rule for the financial industry, it 
cannot, as an administrative agency of the federal executive branch, create a 
rule that interferes with a State’s interest in protecting its citizens from tortious 
conduct. Therefore, the SEC should clarify that the Rule will not be a substitute 
for state law and that it cannot be used to argue that States cannot legislate 
within the same arena or enforce more stringent requirements.  A Rule which 
overrides States’ power in this regard would be unconstitutional because it 
would impede a key tenet of States' rights, exceed the scope of the SEC’s 
rulemaking powers under the Dodd-Frank Act, and over-extend the reach of 
the Rule. 

Further, States should retain the right to enact more stringent rules if its 
legislators or judiciary concludes that an enhanced level of investor protection 
is warranted based on the needs of the State.   That has been the law for over 
fifty years.   No reason has been advanced to change it, let alone a compelling 
reason.   If States are unable to legislate to increase investor protections, then 
broker behavior that arguably meets the standards imposed by the Rule may 
still lead to investors not being completely protected from predatory sales 
tactics which are not addressed by the Rule.  Moreover, prohibiting State 
action in this arena may prevent States from being able to legislate as industry 
practices evolve in reaction to the Rule.   

PIABA’s concerns in this regard are not idle speculation.  The industry 
already contends, in FINRA arbitrations, that state law standards of conduct 
do not apply.  Take for example the case of Grant & Dorothy.   Grant and 
Dorothy are a retired couple.  They worked hard, scrimped and saved, lived 
frugally, and trusted that their broker Jarrod would invest their hard-earned life 
savings in an appropriate fashion.  What they got, however, were accounts 

                                                 
4. Duffy, supra, 215 Cal. App. 3d at 1534, 1539-1540. 

5. E.g. Leuzinger v. Merrill Lynch, Pierce, Fenner & Smith, Inc., 396 S.W.2d 570, 
575 (Mo. Banc 1965); 752 Mercantile Trust Co. v. Harper, 622 S.W.2d 345, 349 
(Mo.App.1981); Roth v. Roth, 571 S.W.2d 659, 668 (Mo.App.1978). 

6. Dinsmore v. Piper Jaffray, 593 N.W.2d 41 ¶19 (S.D. 1999). 
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traded to produce outstanding returns for the broker and his firm.  They had 
three accounts, bearing cost to equity ratios of almost 37%, almost 14%, and 
almost 11%.  In English, that means that the accounts would have had to 
produce 37%, 14%, and 11% in annual returns just to break even.  Obviously, 
just achieving such returns, much less doing so using moderate or conservative 
investments, is impossible.  Grant and Dorothy live in California, which meant 
Jarrod was a fiduciary under state common law.  However, after they sued 
Jarrod and his firm, the firm denied any such duty.  The firm simply ignored 
what the common law stated.  Fortunately, the arbitration panel followed 
California law.   However, Grant & Dorothy had to litigate the issue of whether 
their broker owed a fiduciary duty because the matter was in FINRA 
arbitration. 

Based on the foregoing, PIABA has every reason to believe that the 
securities industry will seek to use the Rule to argue that they no longer owe a 
fiduciary duty to investors in California and other states which impose a 
fiduciary duty, and that this duty has been supplanted by the Rule.   It is 
therefore essential that the Rule does not displace the important system of state 
regulation and common law that currently exists.  In States where there is a 
higher duty than that proposed by the SEC, those citizens, like Grant and 
Dorothy, should be able to rely on the heightened standards.  

For the foregoing reasons, PIABA believes that the SEC should make it 
clear that the Rule does NOT preempt existing or future state statutory and 
common law which creates stronger protections for investors within their own 
jurisdictions.  This can be easily accomplished with the following proposed 
language:  “Regulation Best Interest would not alter a broker-dealer’s existing 
obligations under the Exchange Act or any other applicable provisions of the 
federal securities laws and rules and regulations, or any applicable state 
statutory or common law which imposes a higher standard of conduct than 
Regulation Best Interest.” 
 
 
II. The Proposed Rule Should Provide Standards Regarding the 

Broker’s Best Interest Obligations   
 

The Rule includes three general obligations: (1) the Duty of Disclosure; 
(2) the Duty of Care; and (3) the Duty to Avoid and/or Mitigate Conflicts of 
Interest.  As an initial matter, we believe that the final rule should expressly 
state that a broker must comply with all three of the foregoing obligations in 
order to comply with the Rule.   The language of the release suggests that this 
is the SEC’s intent.   
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We agree with the SEC’s efforts to raise the standard of conduct for 
brokers through a framework that imposes a best interest obligation.  However, 
as discussed in detail below, we believe that the standards for meeting that 
obligation should be clarified in a manner that reflects the realities of the 
broker-customer relationship.    
 
 

A. The Disclosure Obligation 
 

The Disclosure Obligation requires the broker to “reasonably disclose to 
the retail customer, in writing, the material facts relating to the scope and 
circumstances of the relationship with the customer, including all material 
conflicts of interest that are associated with the recommendation.”7 The 
operative question, and the one of greatest concern to PIABA, is what 
constitutes “reasonable disclosure”.     

The Rule, as currently written, suggests that the duty of disclosure could 
be discharged by providing the customer with a form, the Customer 
Relationship Summary (“Form CRS”).  PIABA is very concerned about 
whether any form can provide effective disclosure to retail investors.  As we 
have previously described, there are numerous studies showing that cognitive 
biases and lack of financial literacy, among other factors, greatly diminishes 
the effectiveness of written disclosures.8 Retail customers often receive 
voluminous written materials when making a securities transaction, including 
account opening documents, prospectuses, and contracts.  The volume of 
paperwork is equivalent to the documentation one receives when closing a real 
estate transaction.  The experiences of our members and their clients reflect 
that retail investors frequently become overwhelmed by the information and 
will simply rely on what their broker tells them.  In such cases the disclosure 
is no longer a resource for the investor, but instead, a “gotcha” disclaimer for 
the broker-dealer.   

For example, Kathy, a recently widowed manufacturing employee who 
lost her job during the financial crises in 2008, contacted broker Herbert to 
help her establish an investment plan.   Kathy’s only assets outside of her 
modest home were approximately $180,000 of savings in annuities and bank 
certificates of deposit (“CDs”). Herbert recommended to Kathy that she 

                                                 
7. Id. at 405.  

8. PIABA August 11, 2017 Comment Letter to Chairman Clayton’s Request for 
Public Comments from Retail Investors and Other Interested Parties on Standards of 
Conduct for Investment Advisers and Broker-Dealers, at 18-19 (citations omitted). 
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liquidate the annuities and CDs and trust him to place them in investments that 
would grow and generate income for her expenses. Instead, Herbert placed 
nearly half of Kathy’s limited savings in a non-traded Real Estate Investment 
Trust (“REIT”) and a high risk oil and gas limited partnership. Both 
investments paid significant commissions to Herbert.  When Kathy sued, the 
broker-dealer claimed that Kathy understood the risks because she signed the 
REIT’s subscription agreement with risk disclosures – buried in over 30 pages 
of documents Herbert had provided to Kathy.  

As another example, Paul and Ann are two retirees who lost nearly all of 
their life’s savings after placing their trust in their neighbor, Rick, who was 
also their broker. Together they built a nest egg of about $250,000, which they 
held in bank certificates of deposit – until they met and became friendly with 
Rick.  Rick lived nearby and occasionally helped Paul with difficult tasks 
around the house. Rick touted his investment expertise and told Paul and Ann 
that he could invest their savings so that they could earn higher returns than 
the banks paid. Paul and Ann had no prior investment experience and, trusting 
their friend and broker, Rick, they signed all the account opening and other 
paperwork that Rick presented to them.  The documents included subscription 
agreements with boilerplate risk disclosures, but given their trust in Rick, Paul 
and Ann simply signed and initialed all the documents where indicated. Rick 
placed all of their savings into four high risk private placements that were 
being pushed by his broker-dealer and which paid high commissions; one of 
the issuers was in fact seized by an SEC receiver because it turned out to be a 
Ponzi scheme.  

The foregoing two examples are illustrative of the situations our members 
often see where customers signed forms to purchase high risk investments 
without reading them because of their trust in their brokers.  Consequently, we 
do not believe that simply presenting yet another document to a customer, in 
addition to the many documents the customer already receives, will be 
sufficient because of the volume and complexity of the documents, and the 
customers’ natural inclination to trust what is stated to them verbally.  As the 
above examples reflect, it is common for a customer to receive and sign 
documents without reading their contents because they are relying on the 
broker to act in their best interest.  

This does not mean that it is impossible to satisfy a disclosure obligation, 
but rather that it cannot be satisfied solely by presenting the customers with an 
additional document.  We believe that the appropriate way to discharge the 
disclosure obligation is to require the broker to have a verbal conversation with 
the customer in which the broker explains the relationship, any conflicts, how 
the broker is paid, and the features, benefits and risks of the recommendation, 
in a way that is understandable to the customer.   This conversation should 
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then be confirmed by a letter or email from the broker documenting the 
discussion, which is signed or confirmed as being accurate by the customer, 
and retained in the customer’s file.  It should be noted that the procedure 
described above is one that is already followed by several brokers and 
advisors.  It is also consistent with “engagement letters” that are utilized by 
other professionals to set forth and confirm the nature, scope, conflicts and 
fees associated with the relationship.  Adoption of this procedure would ensure 
that the relevant information is not only disclosed, but heard, and that it is 
presented to the customers uncluttered by layers of distracting documents.     

We also urge the SEC to explicitly state in the final Rule that the 
Disclosure Obligation extends to the recommendation.  Specifically, brokers 
should be required to disclose the risks, benefits, and ramifications of the 
recommendation in a way that is understandable to the customer.  As discussed 
above, we do not believe that this duty can be sufficiently discharged with 
documents because many customers do not realize that their brokers are not 
already verbally providing them with the necessary information, or have 
difficulty understanding the documents.   Requiring a documented verbal 
conversation will ensure that the customers truly understand the 
recommendations.    

In addition, we believe that, consistent with the language of the proposed 
rule, the disclosure should make it clear that a broker cannot disclaim its duties 
under the other two obligations of the Best Interest Rule – the Care Obligation 
and the Conflict of Interest Obligation.  Similarly, the disclosure should make 
it clear that the rights and obligations of the parties are governed by both 
industry rules and applicable state and federal law. 

Lastly, PIABA does not believe that there can or should be any “one size 
fits all” document that is used to satisfy the disclosure obligation.    For one, 
several States impose a fiduciary standard upon brokers.   Use of a standard 
form in those States could be construed as overriding that State’s laws 
governing the broker’s duties, which we do not believe is the SEC’s intent.9  
In addition, use of one standard form fails to recognize that the scope of the 
broker’s obligations and the level of disclosure required to ensure customer 
understanding will vary depending upon the customer and the relationship.   
For example, the relationship that a customer has with a full service brokerage 
firm will be different than the relationship a customer has with an online 
brokerage firm that only offers self-directed accounts.   Similarly, the 
communication that is required for a recommendation will be more extensive 
for a complex product such as a variable annuity than it is for a Treasury Bond.  

                                                 
9. Also see discussion in Section I above. 
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Accordingly, the standard for disclosure should not be handing a customer an 
additional boilerplate document but rather making reasonable efforts to talk to 
the customer about the relationship, the fees, and the recommendations, in a 
manner that is understandable to the customer.     

 
 
B. The Care Obligation 

 
The Care Obligation requires the broker to exercise reasonable diligence, 

care, skill, and prudence to: (a) understand the potential risks and rewards 
associated with the recommendation, and have a reasonable basis to believe 
that the recommendation could be in the best interest of at least some retail 
customers; (b) have a reasonable basis to believe that the recommendation is 
in the best interest of a particular retail customer based on that retail customer’s 
investment profile and the potential risks and rewards associated with the 
recommendation; and (c) have a reasonable basis to believe that a series of 
recommended transactions, even if in the retail customer’s best interest when 
viewed in isolation, is not excessive and is in the retail customer’s best interest 
when taken together in light of the retail customer’s investment profile.”10 

The Care Obligation embodies many of the principles of the FINRA 
“Know Your Customer Rule” and the FINRA “Suitability Rule”.   To the 
extent those rules overlap, we believe that it would be appropriate for the SEC 
to clarify that the FINRA Rules are affirmed and expressly incorporated by 
reference into the Rule, so as to avoid any argument that the Rule has less 
stringent requirements than the current FINRA Rules.    

It also appears that the SEC intends to impose a higher standard of care 
than what is currently required by FINRA Rules.   We believe that clarification 
as to what that standard entails is necessary and appropriate to ensure that the 
Rule accomplishes its intended goal of ensuring that recommendations are in 
the customers’ best interests.      

Specifically, the Care Obligation provides that the customer’s investment 
profile, including “the retail customer’s age, other investments, financial 
situation and needs, tax status, investment objectives, investment experience, 
investment time horizon, liquidity needs, risk tolerance, and any other 
information the retail customer may disclose to the broker-dealer or associated 
person must be considered.”11  Accordingly, customer due diligence is 
paramount to satisfy the duty of care.  Usually, customer information is 

                                                 
10. Id. at 405-06.  

11. Id. at 407. 
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recorded on a form when a new account is opened.  Firms are required to send 
this information to a customer within 30 days of account opening, and no less 
frequently than every 36 months thereafter.12  However, there is often little 
documentation as to how and when the firm or the broker obtained the 
information on the profile.  It is not uncommon for the customer to sign 
boilerplate documents which purport to contain information about the 
customer that is not accurate, without review or discussion, because they trust 
the broker and believe he or she is acting in their best interest.  Sometimes the 
customers sign the forms with the information left blank, and it is then filled 
in by an assistant who does not have all the information or whose information 
is incorrect.  All too often, we see firms use new account documents with 
manifestly inaccurate customer information, which was not written in the 
customer’s handwriting, in a “gotcha moment” to blame the victim for 
approving or ratifying bad investments under some type of contributory 
negligence theory.   

Take Donna, for example.  Donna was a 58-year old single person with a 
high-school education.  When her stockbroker of many years transferred her 
account to another firm, the broker completed the account application 
paperwork showing Donna as an investor with a six-figure income and 
extensive investment experience, seeking an aggressive investment strategy, 
and having a high tolerance for risk. The broker knew none of it was true. 
Donna signed the paperwork without question or discussion because she 
trusted her stockbroker. The firm sent her a 40-page “welcome” packet that 
included her profile information, and informed Donna to contact her broker 
with questions or corrections. Overwhelmed by the sheer volume, she did not 
read the false paperwork. After the stockbroker lost most of Donna’s money 
through imprudent, high risk investments, Donna filed a claim.  The central 
pillar of the firm’s defense was Donna’s false customer profile, which had 
given them, in effect, free rein to act contrary to her best interest. Gotcha! 

In short, we do not believe that the burden of ensuring accurate recording 
of customer information should be on the customer.  In order to avoid this 
problem, we suggest that opening account documentation regarding the 
customer’s information be completed in the customer’s own hand to the extent 
possible, and that brokers be required to verbally explain what is in the 
customer profile, and keep a record of the conversation that is acknowledged 
by the customer.  For example, the broker should talk to the customer about 
what having “extensive investment experience” means.  It should not mean 
simply that the customer has had a brokerage account for a long time, but that 

                                                 
12. 17 CFR 240.17a-3(17)(i)(B)(1). 
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the customer has had experience in analyzing and making independent 
investment decisions.  In addition, there should be a discussion as to what it 
means to have an aggressive investment strategy with a high tolerance for risk 
of loss, and why such a high-risk strategy is in the best interest of the customer.  
A discussion of what is meant by an investment objective of “growth” is also 
appropriate.  Many customers do not understand that “growth” means equity 
investments which carry more risk. 

Brokers should also be required to take reasonable steps to verify that the 
financial information provided by the customer is accurate.  In that regard, the 
Care Obligation should require the broker to obtain and review documents to 
verify the customer’s income and/or net worth.  These could include bank 
statements, brokerage account statements, pay stubs, or IRS forms that report 
the customer’s income.  The rule should require the broker to review the 
information with the customer verbally and in writing on a periodic basis, and 
whenever the broker may become aware of a material change in the customer’s 
circumstances that could affect liquidity needs, time horizon, or risk tolerance.  
Such review should be documented and maintained as part of the firm’s books 
and records.   

In addition, with respect to trust accounts, brokers should be obligated to 
consider the profile of the trust beneficiaries, rather than that of the trustee.  
When the trust is managed for the benefit of the beneficiaries, it is their profiles 
which are relevant to determining whether a recommendation has been made 
in the best interest of the customer.  However, firms will often point to the 
knowledge or sophistication of the trustee to defend aggressive and 
inappropriate investments for the Trust.   Further, our members have run into 
situations where the broker did not even know who the beneficiaries of the 
Trust were, nor anything about the beneficiaries’ situation.   

Product due diligence is also critical to satisfy the duty of care.  We believe 
the Rule should make it clear that due diligence goes further than reviewing a 
prospectus or a brochure or asking a few questions of the wholesaler.  This 
form of inquiry is contaminated with its own conflicts of interest, as the 
individuals answering the inquiry are often focused on their own best interests.  
As stated by FINRA, “In general, however, a broker-dealer ‘may not rely 
blindly upon the issuer for information concerning a company,’ nor may it rely 
on the information provided by the issuer and its counsel in lieu of conducting 
its own reasonable investigation.”13  The Rule should require independent 
investigation to comply with the reasonable basis inquiry obligation. 

                                                 
13. Id. at 4. 
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The Rule should also require that the broker have an understanding of the 
risks and rewards of the recommendation, which “would generally involve 
consideration of factors, such as the costs, the investment objectives and 
characteristics associated with a product or strategy (including any special or 
unusual features, liquidity, risks and potential benefits, volatility and likely 
performance in a variety of market and economic conditions), as well as the 
financial and other benefits to the broker-dealer.”14 

The Rule explains that consideration of the costs associated with the 
recommendation is a central requirement under the Care Obligation and, 
therefore, an enhancement of the broker-dealer’s existing obligations.15  To the 
extent a broker recommends a “more expensive” security or investment 
strategy, the broker-dealer must have a reasonable basis that the 
recommendation is justified given the characteristics or features of the security 
or strategy and the customer’s profile and investment objectives.16  PIABA 
agrees with the foregoing language but notes that it is not expressly stated in 
the text of the Rule defining the Care Obligation, or anywhere else in the Rule 
itself.  The rule simply includes a vague reference to consideration of “risks 
and rewards.”17  We strongly urge the SEC to include in the Care Obligations 
an express reference to the requirement that a broker consider the cost of the 
recommended transaction or strategy (and disclosure of those actual costs to 
the investor as discussed above).  To the extent there are less expensive 
alternatives available, the disclosure should include an explanation to the 
investor of why the recommended security transaction or investment strategy 
is nevertheless in the investor’s best interest given other factors associated with 
the recommendation.18 

Finally, the Rule should make it clear that brokers cannot satisfy the Care 
Obligation merely by providing the customer with a prospectus or offering 
document.  Otherwise, the broker can neglect their best interest duty and shift 
the burden to the customer to assess the merits and risk of the investment.  Such 
behavior happens all too frequently, and undermines the purpose of the 
securities laws, which were intended to eliminate the “buyer beware” 
environment that existed prior to their enactment. 
 

                                                 
14. Release No. 34-83062, at 143. 

15. Id. at 135, 143. 

16. Id. at 56-57.   

17. Proposed §240.15l-2(ii)(B), 17 CFR Part 240, Release No. 34-83062, at 406. 

18. Release No. 34-83062, at 56.   
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C. The Conflict of Interest Obligation 
 

The Conflict of Interest Obligation would require broker-dealers to 
establish, maintain, and enforce written policies and procedures reasonably 
designed to:  “(a) identify and at a minimum disclose, or eliminate, all material 
conflicts of interest that are associated with such recommendations; and (b) 
identify and disclose and mitigate, or eliminate, material conflicts of interest 
arising from financial incentives associated with such recommendations.”19 
We agree with the foregoing, but believe that the Rule should go further, and 
prohibit certain “financial incentive” conflicts altogether.   

For example, the SEC has suggested eliminating compensation incentives 
within a product line.20 FINRA has also examined whether differential 
compensation structures should be prohibited with respect to proprietary 
products.21  FINRA has also considered whether product specific sales contests 
should be prohibited.22 23   

There are significant problems associated with sales contests.  For 
example, Scottrade is alleged to have conducted sales contests in 2017 which 
“perversely incentivized Scottrade agents to bring in new assets from 
customers, including through the rollover of retirement assets,” as well “make 
recommendations and referrals to its investment advisory program in order to 
qualify for particular prizes.”24  Such contests “could be reasonably expected 
to cause Scottrade agents to make recommendations in their own best interests 
rather than the best interests of their customers.”25  Other firms have used 
improper financial incentives as well.  Morgan Stanley consented to a $1 
million fine for utilizing incentive programs for initiating lending relationships 

                                                 
19. Id. at 406. 

20. Id. at 182. 

21. NASD Notice To Members 99-81, “Salesperson Compensation Practice,” at 607 
(Sept.1999), http://www.finra.org/sites/ default/files/NoticeDocument/p004080.pdf.  

22. See NASD Notice to Members 05-40, Sales Contests and Non-Cash 
Compensation (June 2005). 

23. FINRA Reg. Notice 16-29, Gifts, Gratuities and Non-Cash Compensation Rules 
(August 2016). 

24. Massachusetts Securities Division of the Office of the Secretary of the 
Commonwealth, In the Matter of:  Scottrade, Inc., Docket No. E-2017-0045 at 4 
(Feb. 15, 2018). 

25. Id.  
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with Morgan Stanley Private Bank.26  Notwithstanding Morgan Stanley’s 
internal prohibition against sales contests, the incentive program proceeded.27   

Additionally, Senator Warren has highlighted the sales practices of a 
number of firms within the annuity industry which create conflicts of interest 
because of the incentives provided to sell their products.28  Many firms offered 
lavish vacations to high end resorts around the world to the top sellers.  For 
example, one firm provided a week-long trip to Playa Del Carmen, Mexico to 
the top 15 annuity agents.29  Another held its “Leaders’ Conference,” for the 
broker and a guest, at the Westbury Hotel in Dublin, Ireland.30   

Most importantly, brokers are paid higher compensation for selling certain 
types of products, such as alternative investments and variable annuities, than 
they are for selling other products with lower internal costs and fees. 

For example, Bob and Janet met their broker, Shawn, after hearing his 
radio show.  Shawn often talked about alternative investments on his show, 
touting them as providing safe and secure income without all of the volatility 
of stocks.  As Bob had significant health problems, he was concerned about 
his ability to provide for Janet into retirement.  Bob reached out to Shawn to 
ask for his help managing the couple’s modest savings.  Shawn ultimately 
recommended a number of non-traded REITs and Business Development 
Companies (BDCs).  These investments are highly speculative, risky, and 
illiquid investments.  Shawn presented them as safer and more diverse than the 
stock market.  Shawn did not mention the lucrative fees such investments pay 
to firms and brokers.  These investments often have up-front costs and fees of 
10 – 15%, a significant portion of which is passed along to the brokerage firm 
and its brokers.  It is clear Shawn recommended these products because of the 
benefits he would receive, not because they were appropriate for Bob and 
Janet.  Shawn knew Bob and Janet were relying on him to act in their interests, 
but Shawn violated their trust.   

We believe that a rule can and should be crafted which would ensure that 
the conflicts of interest discussed above are eliminated or, at minimum, fully 
and fairly disclosed.    

                                                 
26. Massachusetts Securities Division of the Office of the Secretary of the 
Commonwealth, In the Matter of:  Morgan Stanley Smith Barney LLC, Docket No. 
E-2016-0055 (Apr. 7, 2017). 

27. Id.  

28. Senator Elizabeth Warren, Villas, Castles, and Vacations (Feb. 2017). 

29. Id. at 4. 

30. Id. 
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Specifically, we suggest that the Rule should specifically prohibit 
compensation structures which would incentivize a broker to: recommend a 
proprietary product or recommend one type of product line over another; 
and/or which would reward the sale of certain products within a product line.  
Such practices put the broker’s interests at odds with the customer’s interests, 
and should not be permitted.  This includes a specific prohibition on sales 
contests which improperly incentive the sale of particular products or 
encourage behavior at odds with the best interests of the customer.  Other 
compensation and bonus structures within firms appropriately reward advisors 
for a job well done without putting pressure on advisors to sell more of a 
particular product or providing them with a financial incentive to do so.    

Further, the disclosure of fees, charges and compensation that are 
associated with the recommendation needs to be clearer and simplified. 
Currently, a customer needs to comb through lengthy prospectuses (often 
several of them if multiple products are recommended) in order to ascertain 
the fees and charges associated with the recommended investment or 
investment strategy. Even then, it is not always clear how those fees and 
charges impact investment performance or how they compare to other 
available investments. We believe that customers should be provided with 
clear and concise information that fully and fairly discloses the specific 
charges the customer will incur as a result of the particular recommendation, 
prior to or at the time the recommendation is made.    In addition, the broker 
should provide a clear and understandable explanation as to the other lower 
cost investments which are available, and why the higher cost investment is 
being recommended. 
 
 
III.  When the Best Interest Obligation Arises and the Length of Its 

Duration Should Be Clarified 
 

A. The Rule Should Clarify that the Best Interest Obligation Can 
Arise Before A Specific Securities Recommendation Is Made 

 
The Rule states that the best-interest standard of conduct arises “when 

making a recommendation of any securities transaction or investment strategy 
involving securities to a retail customer”.  PIABA agrees that the best interest 
standard should always arise when a broker recommends a securities 
transaction or investment strategy involving securities.  However, PIABA 
believes that the Rule, as currently written, is overly restrictive because it could 
be construed to mean that the best interest standard under this rule does not 
apply to any other financial recommendation, regardless of the circumstances.  
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Such a result ignores the reality that brokers sometimes recommend other 
financial courses of action preceding the recommendation of a particular 
security or investment strategy in order to earn the client’s trust and cause the 
client to entrust their assets to the broker for management.    

A prime example of such a scenario is when a broker recommends to a 
prospective client that they retire early and/or elect a lump sum payment in 
lieu of a defined benefit pension which is then turned over to the broker for 
investment.  Obviously, the broker has a financial incentive to recommend 
such a course of action.  

This is not a hypothetical situation.  By way of example, in the late 1990’s 
and early 2000s, broker SK gave “retirement planning” seminars onsite at 
Pacific Bell offices throughout Northern California for Pacific Bell retirees 
who had been offered early retirement packages.  At these seminars and in one 
on one meetings which followed the seminars, SK advised the prospective 
retirees to take the early retirement packages, elect a lump sum payout in lieu 
of a pension, and invest the lump sums through the broker-dealer with whom 
she was affiliated.  SK told the prospective retirees that her investment prowess 
would produce an income stream that was larger than their pensions, but just 
as safe, while also allowing them to leave an inheritance.  SK then 
recommended to the early retirees that they invest those lump sums into 
variable annuities, and earned commissions from those sales.  SK did not 
disclose the amount of commissions she received. In a published case in 2015, 
the California Court of Appeals, First Appellate District, held that the same 
fiduciary standard 31 which governed investment recommendations also 
applied to SK’s advice to take early retirement and elect the lump sum because 
such advice constituted personalized financial advice about retirement 
planning.32     

Another example of a situation where financial recommendations 
unrelated to a specific securities recommendation may properly give rise to 
imposing a best interest standard of conduct is when a brokerage firm’s 
personnel provides generalized financial advice to prospective clients for an 
extended period of time before the customer has met with a broker.  

                                                 
31. In California, brokers and broker-dealers are fiduciaries, although the scope of 
the fiduciary duty varies depending upon the facts. (Ashburn v. AIG Financial 
Advisors, Inc., 234 Cal. App.4th 79, 100-101(2015); Brown v. Wells Fargo Bank, 
N.A., 168 Cal. App.4th 938, 959-961 (2008); Duffy v. Cavalier, 215 Cal. App.3d 
1517, 1539-1540 (1989); Hobbs v. Bateman Eichler, Hill Richards, Inc., 164 Cal. 
App.3d 174, 201 (1985); Twomey v. Mitchum, Jones, & Templeton, Inc., 262 Cal. 
App.2d 690, 698, 708-710, 720-722 (1968). 

32. Ashburn v. AIG Financial Advisors, Inc., 234 Cal. App.4th 79, 100-101 (2015). 
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Specifically, in a published case from 2008, the California Court of Appeals, 
Second Appellate District, held that the brokerage firm’s fiduciary duty had 
arisen before any specific securities recommendations were made, because the 
firm’s personnel had managed the financial affairs of an elderly couple who 
were in declining health and had vision problems, and had provided general 
financial advice and recommendations for estate planners and CPAs to that 
couple, for a six month period preceding the couple’s first meeting with the 
firm’s broker. 33 

In short, it is important to recognize that certain financial 
recommendations, including recommendations to elect a lump sum in lieu of 
a pension, although not securities recommendations of themselves, are a 
necessary precursor to a broker obtaining control of assets which can then be 
invested through the broker.  As such, those recommendations should trigger 
the same duties as the specific securities recommendations which inevitably 
follow.   

It is equally essential to recognize that brokers do not merely pick 
investments or devise investment strategies.   On the contrary, brokers often 
purport to offer retirement planning advice and/or a wide spectrum of financial 
advice and services.  This is borne out by firm advertising.    In a study 
conducted by PIABA in 2015, PIABA examined the websites of nine different 
brokerage firms, including Allstate, UBS, Morgan Stanley, Berthel Fisher, 
Ameriprise, Merrill Lynch, Fidelity, Wells Fargo, and Charles Schwab.   
PIABA found that the firms’ advertising presents the image that the firms are 
doing far more than simply recommending a specific investment or investment 
strategy. 34  The following examples are illustrative. 

Ameriprise: 
Personalized advice and recommendations on an ongoing basis  
Perhaps the best thing about working with a personal financial advisor 
is that your financial plan is custom made for you. The financial 
advisor you choose to work with knows all about you. When and if 
you experience a life change, your priorities shift or you have a 
pressing financial question, you can contact your advisor for 
information and financial advice that’s meaningful to you. You may 

                                                 
33. Brown v. Wells Fargo Bank, N.A., 168 Cal. App.4th 938, 959-961 (2008). 

34. See PIABA, 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 (Mar. 25, 2015) (the “PIABA 
Study”), available at https://piaba.org/system/files/pdfs/PIABA%20Conflicted%20 
Advice%20Report.pdf.   
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meet a few times during a year and have several discussions. Your 
advisor will make every effort to be available to you when needed.35 

Wells Fargo: 
The center of the Wells Fargo homepage features the statement: 
“Helping Clients Succeed Financially. We provide advice and 
guidance to help maximize all elements of your financial life, 
whenever and however you need it.” A prospective client who clicks 
on the “Why Invest With Us” tab will find the following statement 
under the “Our Advisors” heading: “A Financial Advisor can provide 
the advice and guidance you need to focus on your short- and long-
term goals while navigating life’s financial opportunities and turning 
points. Start planning now for the future. Choose a Financial Advisor 
from the firm that lives and breathes a client-centered approach to 
advice.”36 

Charles Schwab: 
The homepage of the firm’s website features the question: “How will 
you help me with my financial goals?” The answer, in big, bold font: 
“A Schwab Financial Consultant can help you create a plan tailored to 
your needs.” It continues: “It starts with a conversation and a fresh 
perspective, discussing your long- and short-term goals. We evaluate 
your current investments then create specific recommendations.” The 
website describes the benefits of meeting with a financial consultant 
this way: “Your Financial Consultant can work with you to create a 
holistic plan with specific investment recommendations and a clear 
explanation of the benefits and risks…Your plan will reflect your 
priorities, from retirement income and estate planning to insurance and 
debt management. And you can meet regularly to keep your plan up 
to date as your life evolves.37 

Given the foregoing realities, we believe that the Best Interest Rule should: 
a) always apply to recommendations of any securities transaction or 
investment strategy involving securities to a retail customer securities 
transactions; and b) also apply in any situation where the broker offers 
generalized retirement planning, financial or investment recommendations to 
a prospective customer which are designed to encourage the customer to open 
an account with the firm and/or to bring additional assets to the firm for 
investment, specifically including, but not limited to, recommendations to take 

                                                 
35. Id. at 11. 

36. Id. 

37. Id. at 7. 
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early retirement, recommendations to elect a lump sum in lieu of a defined 
benefit pension, and/or recommendations to meet with a broker from the firm. 
 
 

B. The Rule Should Clarify that a Broker’s Best Interest Obligation 
May Extend Beyond the Point of Sale Under Certain Specified 
Circumstances  

 
The Rule provides that the broker’s duties under the best interest standard 

will end after the consummation of the recommended transaction. PIABA 
believes that, while that may be appropriate for certain types of transactions, 
it is not appropriate for investments or investment strategies where the broker 
is continuing to be compensated for the transaction after the sale has occurred.  
Such investments include managed money and investments which pay 
commission trails such as variable annuities and mutual funds. 

PIABA also believes that periodic monitoring of recommended 
investment strategies to ensure that they remain in the client’s best interest 
should be required because client circumstances and what is in their best 
interest often change over time.      

Specifically, many brokers offer fee based investments where they are paid 
a percentage of assets under management for managing the clients’ monies on 
a quarterly basis. In other words, the brokers receive compensation for 
managing money, not just for recommending a specific transaction. Under 
those circumstances, the broker should be subject to an ongoing best interest 
obligation because he/she is receiving payment for ongoing customer and 
management services and not just for a specific transaction.     

The same is true for brokers who are receiving commission trails for 
selling variable annuities and/or mutual funds. The reason why variable 
annuity issuers pay trails is because variable annuities are long term 
investments which require ongoing management, including repositioning of 
sub-accounts based on the clients’ needs, adding or terminating riders, 
determining when an income rider should be utilized, updating beneficiaries, 
and multiple other services.  Similarly, mutual funds are long-term investments 
which require ongoing management, including the repositioning of assets 
within fund families.  Simply put, the management of a variable annuity or 
mutual fund, and the payment to a broker for such management, does not end 
when the customer purchases the product.   Consequently, the broker’s duties 
to a customer should not end with the purchase.  On the contrary, the same 
duty of disclosure, duty of care and duty to mitigate and avoid conflicts of 
interest should apply for as long as the broker is continuing to be compensated 
for that recommendation. 
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PIABA also believes there should be a continuing duty on the part of the 
broker to periodically assess a recommended investment strategy to determine 
whether its objectives remain in the customer’s best interest.  Customers often 
maintain their accounts with a broker for years and even decades.  During that 
time, a customer’s investment profile can change, sometimes dramatically. 
Likewise, the investment strategy that will be in the customer’s best interest 
can also change.   For example, a customer who initially invested while he/she 
was employed but has since retired will most likely need a more conservative 
investment strategy than what was originally recommended. Similarly, a 
customer who was single when he/she opened her account but has since gotten 
married and had children is likely to have different objectives. Accordingly, 
an investment strategy cannot satisfy the best interest rule unless there is a 
periodic assessment and update of the customers’ situation. Indeed, many 
firms require brokers to update the clients’ investment profile on a periodic 
basis ranging from every 1-3 years. However, these periodic updates are not 
required by current law or by the Rule. Requiring such updates and a 
documented assessment of whether and why the investment strategy continues 
to be in the customer’s best interest will ensure that the customer’s best 
interests and needs continue to be met, without imposing an overly onerous 
burden on the industry.    

For the reasons stated above, PIABA proposes that the Rule provide that 
the Best Interest Standard will remain in effect for as long as the broker is 
continuing to be compensated as a direct or indirect result of the 
recommendation, including, but not limited to, the period during which the 
broker is receiving commission trails for selling the recommended product. 
PIABA further proposes that the Rule require brokers to contact the clients at 
least annually to update their investment profile, assess whether their current 
strategy is still in the clients’ best interest, recommend any appropriate 
changes, and document the update/assessment in the client’s file.     

 
 

IV.  Brokers Who are Dually Registered as Investment Advisors Should 
be Subject to the Fiduciary Standard Applicable to Investment 
Advisors as to all Securities and Financial Recommendations 

 
Many financial advisors are dually registered as investment advisors and 

as brokers.  To the extent a financial advisor is acting in a dually registered 
capacity, we believe that individual should always be held to the higher 
standard – a fiduciary duty – when conducting business with customers.  
Customers do not differentiate between the various accounts they hold with a 
financial advisor.  They do not realize that financial advisors who are dually 
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registered as investment advisors, and who are paid a management fee for 
some of their accounts, will then claim that they are not fiduciaries with respect 
to recommendations to purchase securities on which they are paid 
commissions, or to purchase insurance and/or real estate investments that are 
not securities.  The customers are doing business with an individual, and 
reasonably expect that individual to treat them the same regardless of how they 
are getting paid for particular recommendations. 

PIABA’s concern in this regard is not hypothetical.  For example, Marie 
put herself through college and law school, working as a police officer.  After 
saving over the course of her career practicing family law, she managed to 
accumulate a nest egg of approximately $1 million.  She sought out investment 
advice, because, although she was well educated, she was unfamiliar with the 
market.  In the market downturn of 2008, Marie lost money.  She was looking 
for someone to manage what was left of her portfolio.  Marie met James, a 
dually-registered broker and investment adviser. Marie opened both brokerage 
and advisory accounts with James and his firm. Over time, James over-
concentrated Marie’s accounts in index annuities and non-traded REITs, both 
investments with limited liquidity and extended investment horizons.  Marie 
understood that James was a fiduciary – he was obligated to act in her best 
interests, but when Marie took action against James, James asserted that she 
was wrong.  Instead, James claimed that he was only acting as a fiduciary as 
to Marie’s advisory accounts, and that, when it came to the index annuities and 
non-traded REITs, he was only acting pursuant to the lower suitability standard 
applicable to brokers.   Marie had no way of knowing that.   

Notably, courts nationwide have agreed with PIABA [and Marie] that 
investment advisors who are dually registered as brokers owe a fiduciary duty 
to their customers for ALL financial recommendations they make.  For 
example, courts nationwide have held that investment advisors who provide 
investment and retirement planning advice, and who induce their customers to 
trust and rely upon them, owe a fiduciary duty with respect to all their financial 
recommendations, including recommendations to purchase annuities 
recommendations to make real estate investments, recommendations to invest 
in bank loans, and/or recommendations to purchase whole life insurance 
policies.38  Indeed, many courts nationwide have held that the fiduciary duty 

                                                 
38. See e.g. Prodigious Ventures Inc. v. YBE Hospitality Group LLC, 2017 US Dist. 
LEXIS 49130,*20-23 (E.D. North Carolina 2017); Abbit v. ING United States 
Annuity and Life Insurance Company, 999 F. Supp. 2nd 1189, 1199 (S.D. Cal. 
2014); Kettle v. Leonard, 2012 US Dist. LEXIS 132205, 35-36 (E.D. North Carolina 
2012); Ruderman v. Bank of Am., N.A., 2011 U.S. Dist. LEXIS 58785 at *12, 15, 18, 
(N.D. Ill. June 1, 2011); Fischer v. Aviva Life and Annuity Company, 2010 US Dist. 
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of an investment advisor extends to recommendations to purchase products 
that are not even considered to be securities.39    

Simply put, investment advisors should not be allowed to escape their 
fiduciary obligations simply because they recommend investments in 
securities which pay commissions rather than advisory fees, or because they 
recommend investments in insurance or real estate investments which are not 
considered to be securities.  To find otherwise elevates form over substance 
and renders the fiduciary relationship illusory, as it places greater importance 
on the specific financial product that was recommended rather than upon the 
nature of the relationship itself.   

For the foregoing reasons, PIABA believes that the Rule should follow the 
common law set forth by courts nationwide, and make it clear that investment 
advisors who are dually registered as brokers are fiduciaries as to ALL 
recommendations they make, regardless of how they are compensated.  
Similarly, the Rule should make it clear that investment advisors cannot evade 
their fiduciary obligations by recommending commission based products in 
separate accounts, and/or by recommending insurance or other products which 
might not be deemed to be securities. 
 
 
V.  Adoption of The Best Interest Rule with the Standards Proposed 

Above Will Not Harm Small Investors 
 

The securities industry has frequently protested, and continues to protest, 
that adoption of any type of best interest standard will harm small investors by 
preventing them from obtaining personalized financial advice.  This begs the 
question of why any investor would be better off receiving conflicted financial 
advice, or advice that is not in their best interest, than in receiving no advice 
at all.  We simply do not understand how or why continuing to allow brokers 
to recommend costly products which primarily benefit the brokers rather than 
the customers serves the needs of any investor, regardless of the size of their 

                                                 
LEXIS 94537, 15-17 (E.D. Cal. 2010); Sanchez v. Aviva Life and Annuity Company, 
2010 US Dist. LEXIS 64264, 15-17 (E.D. Cal. 2010); Gilmour v. Bohmueller, 2007 
US Dist. LEXIS 64967, at *87-88 (E.D. Penn. 2007); In Re National Western Life 
Insurance Deferred Annuities Litigation, 467 F. Supp. 2nd 1071, 1087 (S.D. Cal. 
2006); Negrete v. Fidelity and Guar. Life Ins. Co., 444 F. Supp. 2nd 998, 1003-1004 
(C.D. Cal. 2006); Estate of Migliaccio v. Midland Nat’l Life Ins. Co., 436 F. Supp. 
2d 1095, 1108 (C.D. Cal. 2006); Murphy v. Northwest Mutual Insurance Company, 
2005 US Dist. LEXIS 43627, at *11-14 (W.D. Missouri 2005). 

39. Id. 
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accounts.  Small investors have just as much of a right to be protected from 
financial abuse as larger investors.  Indeed, many smaller investors have a 
greater need to preserve the money that is invested and cannot afford to lose 
their money.  These investors are also at a disadvantage if they do lose money, 
because they are often not able to afford counsel, or to obtain any meaningful 
recovery against the advisor or the firm.  Most importantly, the industry’s 
argument that a best interest standard will drive brokers out of business, or 
result in the cessation of financial services for smaller investors, is not borne 
out by reality.    

Specifically, as discussed in Section I above, several states have long 
considered brokers fiduciaries under state common law.40  Investors in those 
states have full access to investment advice and services.  This was confirmed 
by a 2012 study which examined whether there were differences in the services 
available to investors in states that have fiduciary standards and those who do 
not.  The study found no statistical difference between the two types of states 
when it came to servicing lower wealth clients, including the ability to provide 
a broad range of products such as those that provide commission based 
compensation.41 

Likewise, the SEC has also previously found that, even if a fiduciary 
standard was adopted for brokers, retail investors would “continue to have 
access to the various fee structures, account options, and types of advice that 
investment advisers and broker-dealers provide.”42   

The costs of compliance associated with a fiduciary duty standard are also 
not meaningfully different from those associated with a mere suitability rule.  
The same 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.43   

The foregoing is also reflected by what actually occurred after the 
Department of Labor promulgated a fiduciary rule for retirement accounts in 

                                                 
40. See, e.g. California, Georgia, Florida, Missouri, Puerto Rico, South Carolina, and 
South Dakota. 

41. 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%20 Standard%20on%20Financial%20Advice.aspx.  

42. See, “Staff Study Recommending a Uniform Fiduciary Standard for Conduct for 
Broker-Dealers and Investment Advisers” (2011), available at https://www.sec.gov/ 
news/press/2011/2011-20.htm. 

43. See, Finke and Langdon. 
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April of 2016.  Following the adoption of the Department of Labor’s Conflict 
of Interest Rule (the “DOL Rule”), firms continued to offer a wide variety of 
options to retirement investors, including commission-based alternatives.44  
The vast majority of brokerage firms and financial advisors stated, without 
equivocation, that they would continue to offer the full panoply of financial 
products to small investors, once the DOL Rule went into effect. 45  In fact, an 
April 2017 survey of representatives affiliated with 14 major independent 
brokerage firms found that 74% of such advisors/brokerage firms had not 
reduced the number of products that were available to their transaction – based 
customers as a result of the DOL Rule.46  These same representatives reported 
that they believed they could operate in the best interest of their clients while 
still offering commission based products which are available to small 
investors.47   

Indeed, when the DOL Rule was enacted, several brokerage firms, 
including Merrill Lynch, Edward Jones, LPL Financial, and Charles Schwab, 
reduced their fees for small investors and/or their account minimums.  As a 
result, the fiduciary standard enacted by the DOL benefitted small investors 
by providing them with lower fees, and access to services and accounts, which 
they did not previously have. 48 

                                                 
44. 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.  

45. 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; 
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; 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 

46. 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. 

47. Id. 

48. 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; Welsch, supra note 71; Janet 



362 WHERE WE STAND     [Vol. 25 No. 2 

In short, there is substantial evidence that small investors have not suffered 
any disadvantages when fiduciary rules have been enacted by the states or 
when the fiduciary rule was enacted by the Department of Labor.  There is also 
no evidence that a fiduciary rule or best interest standard will hurt small 
investors or prevent them from obtaining financial services.   

Simply put, a best interest rule benefits all investors.  The only “harm” it 
does is to those in the securities industry who wish to continue to be able to 
take advantage of their customers to their own benefit.    

 
 

VI.  Conclusion 
 

PIABA thanks the SEC for the opportunity to comment on this important 
issue. PIABA looks forward to the SEC’s final rulemaking designed to require 
that brokers act in their clients’ best interests.    
 
 
Very truly yours,  
Andrew Stoltmann 
PIABA President  

                                                 
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; Charles Schwab Press 
Release, Schwab Announces Schwab Intelligent Advisory (Dec. 13, 2016), available 
at http://pressroom.about schwab.com/press-release/schwab-investor-services-
news/schwab-announces-schwab-intelligent-advisory 
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The following PIABA Comment Letter regarding Regulatory Notice 18-16 
Relating to High-Risk Brokers and the Firms that Employ Them was submitted 
to the Financial Industry Regulatory Authority by Andrew Stoltmann on June 
28, 2018 (prepared with the assistance of David Neuman, William Young, Jr., 
and Philip Vujanov). 
 
 
Ms. Jennifer Piorko Mitchell 
Vice President and Deputy Corporate Secretary 
Office of the Corporate Secretary 
FINRA 
1735 K. Street, NW 
Washington, D.C. 20006-1506 
 
Re:    Regulatory Notice 18-16 (Comment on FINRA Rule Amendments 
Relating To High-Risk Brokers and the Firms that Employ Them)  
 
Dear Ms. Mitchell: 
 

I write on behalf of the Public Investors Arbitration Bar Association 
("PIABA"), an international bar association comprised of attorneys who 
represent investors in securities arbitration proceedings. Since its formation in 
1990, PIABA has promoted the interests of the public investor in all securities 
and commodities arbitration forums, while also advocating for public 
education regarding investment fraud and industry misconduct. Our members 
and their clients have a strong interest in rules promulgated by the Financial 
Industry Regulatory Authority ("FINRA") relating to both investor protection 
and disclosure.  As such, PIABA frequently comments upon proposed rule 
changes in order to protect the rights and fair treatment of the investing public.   

FINRA seeks comment on proposed rule amendments that would impose 
additional restrictions on member firms that employ brokers with a history of 
significant reportable misconduct. These brokers, while relatively small in 
number, may present a heightened risk of harm to investors, and their 
continued misconduct could undermine confidence in the securities industry 
as a whole.  PIABA believes that the proposed rules, which will impose 
additional and stronger controls over high-risk brokers and their employing 
firms, will benefit the investing public.  
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The Rule 9200 Series (Disciplinary Proceedings) 
 

Proposed Rule 9285 addresses situations wherein an order sanctioning a 
broker is appealed.  In particular, proposed Rule 9285(a) allows a hearing 
officer or panel to impose conditions or restrictions on the activities of a 
representative or firm, as the officer or panel considers necessary, for the 
purpose of preventing customer harm.  PIABA supports this measure.  If a 
broker is sanctioned for wrongful conduct (especially particularly egregious 
conduct), he or she should not be permitted to go about ‘business as usual’ 
while an appeal is pending; rather, the broker should be subjected to a higher 
level of supervision during this time.  PIABA suggests that the rule specify 
that the representative’s broker-dealer be notified immediately of any such 
conditions or restrictions imposed by a hearing officers. For these same 
reasons, PIABA supports the proposed amendments to Rule 9311, which make 
clear that a pending appeal would not stay any conditions and restrictions 
imposed by the hearing panel or officer.   

Proposed Rule 9285(b) provides for an expedited review process for a 
representative or firm subject to restrictions or conditions pursuant new Rule 
9285(a).  PIABA believes that these procedures make sense and should be 
enacted.  While an expedited review process is a good thing, there should also 
include a clear, relevant standard built into the Rule.   For example, the Rule 
could state that the appealing party must provide clear and convincing 
evidence of a manifest error on behalf of the trier of fact.  The appealing 
representative or firm should carry the burden of showing the likelihood of 
success of the underlying appeal in order to lift or ease any restrictions or 
conditions.  If a clear standard is not incorporated into the Rule, PIABA fears 
that the procedures under Rule 9285(b) would be subject to abuse. 

Proposed Rule 9285(c) requires firms to adopt a written plan of heightened 
supervision while the appeal is pending.  PIABA also supports this proposed 
rule.  PIABA also believes that the firm should be required to document its 
enforcement of the heightened supervision plan, subject to review by FINRA. 
 
 

The Rule 9520 Series (Eligibility Proceedings) 
   

Proposed Rule 9520 would require member firms to adopt heightened 
supervisory procedures for brokers during the period a Statutory 
Disqualification (hereinafter “SD”) eligibility request is under review by 
FINRA.  While the number of SD eligibility requests is modest, and FINRA 
has found that more than half of those requests are withdrawn because the 
representative’s registration was terminated or the request simply withdrawn, 
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there is an obvious benefit to requiring the application of heightened 
supervision to those registered representatives whose conduct is egregious 
enough that they face statutory disqualification.   
 
 

Rule 8312 (FINRA BrokerCheck Disclosure) 
 

FINRA proposed amendments to Rule 8312 to disclose the status of a 
member firm as a taping firm under Rule 3170, through its BrokerCheck 
system. Rule 3170 was instituted to address concerns regarding the need for 
heightened supervision of certain high-risk brokers with disciplinary histories.  
A firm with enough registered representatives formerly employed by 
“disciplined firms” is required to maintain special written procedures for 
supervising the telemarketing activities of all of its registered persons.  In 
short, a “taping firm” is one that employs a significant percentage of high-risk 
brokers.  While PIABA supports the disclosure on Broker-Check that a firm is 
a “taping firm,” it is concerned that simply noting the firm’s status as such, 
and without explanation, will be devoid of meaning to virtually all investors.  
If a disclosure is made, it must be meaningful.  PIABA would therefore insist 
that any “taping firm” disclosure be explained in BrokerCheck, with a specific 
narrative description of why the disclosure is being made.  
 
 

NASD Rule 1010 Series (Membership Proceedings) 
 

FINRA proposed amendments to the NASD Rule 1010 series (“MAP 
Rules”) to require member firms to seek materiality consultations when an 
individual who has one or more final criminal convictions, or two or more 
specified risk events within the previous five years, seeks to become an owner, 
control person, principal or registered person of the firm. The amendments 
would allow FINRA to review and potentially restrict or deny a member firm 
from allowing such person to become an owner, control person, principal or 
registered person. PIABA supports the proposed amendments and agrees with 
FINRA that the proposed amendments would promote investor protection.  

As FINRA is aware, the hiring practices of certain brokerage firms are a 
threat to investors.  Oftentimes, brokers with significant disciplinary histories 
change brokerage firms, with little to no attention given to their checkered 
pasts. PIABA believes that such increased due diligence, on this relatively 
small group of individuals, is consistent PIABA’s and FINRA’s goals. 
Requiring firms to go through the materiality consultation process will also 
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surely remind those firms of the need to keep those new representatives under 
a well-defined and well-enforced supervisory system.  

PIABA further believes that the numerical threshold and criteria proposed 
to trigger a materiality consultation are appropriate and clear enough to avoid 
confusion. As FINRA states, the proposal focuses attention on “the economic 
trade-off between incorrect identification of individuals that may not 
subsequently pose a risk of harm their customers, and not including individuals 
that may subsequently pose risk of harm.” PIABA agrees and emphasizes that 
the minor costs of complying with the amendments will be far outweighed by 
the increased investor protections. Further, the easily-definable criteria 
proposed to trigger a materiality consultation (a final criminal conviction and 
disclosure events required to be reported on the Uniform Registration Forms) 
remove doubt as to which individuals require a materiality consultation. The 
proposal adequately applies stronger standards for continuing membership 
with FINRA and promotes investor protection from high-risk brokers.  
 
 

Conclusion 
 

In summary, PIABA supports the proposed rules since we agree that the 
proposed rules would benefit the investing public by imposing additional 
restrictions while strengthening existing controls over high-risk brokers and 
their employing firms.  

 
Respectfully submitted, 
Andrew Stoltmann 
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The following PIABA Comment Letter regarding Regulatory Notice 18-13 
Quantitative Suitability was submitted to the Financial Industry Regulatory 
Authority by Andrew Stoltmann on June 18, 2018 (prepared with the 
assistance of Christine Lazaro and Benjamin Edwards). 
 
 
Via email to pubcom@finra.org 
Ms. Jennifer Piorko Mitchell 
Office of the Corporate Secretary 
FINRA 
1735 K Street, NW 
Washington, DC  20006-1506 
 
Re: FINRA Regulatory Notice 18-13 Quantitative Suitability 
 
Dear Ms. Mitchell: 
 

I write on behalf of the Public Investors Arbitration Bar Association 
(“PIABA”), an international, not-for profit, voluntary bar association that 
consists of attorneys who represent investors in securities and commodities 
arbitration proceedings. Since its formation in 1990, PIABA’s mission has 
been to promote the interests of the public investor in arbitration by, amongst 
other things, seeking to protect such investors from abuses in the arbitration 
process, seeking to make the arbitration process as just and fair as possible, 
and advocating for public education related to investment fraud and industry 
misconduct. Our members and their clients have a fundamental interest in the 
rules promulgated by the Financial Industry Regulatory Authority (“FINRA”) 
that govern the sales practices of brokers. 

FINRA requests comment on its proposal to amend the quantitative 
suitability obligation under FINRA Rule 2111. Under the current rule, an 
investor receives the protections of the quantitative suitability obligation only 
when a broker exercise control over an investor’s accounts. This requirement 
codifies case law, recognizing broker control as a necessary element to a 
churning claim. However, such a requirement potentially harms investors, as 
it forces investors to understand and determine whether the necessary level of 
control exists to benefit from the protection. 

FINRA’s suitability rule generally is premised on the notion that a broker 
has certain obligations before speaking and making any recommendations to 
investors. For example, a broker must understand the risks and rewards 
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associated with a recommended security or strategy.1 A broker must also have 
an understanding of an investor’s profile to be able to determine if it is 
reasonable to recommend a particular security or strategy.2 These obligations 
are not premised on a broker having discretion over an investor’s account, nor 
are they dependent on the investor lacking sophistication. However, under 
FINRA Rule 2111, a broker must control an investor’s account before the 
firm’s supervisory structure must consider whether the quantity of transactions 
is suitable.3  

When making a recommendation, a broker should have a reasonable basis 
for believing the recommendation is suitable for an investor, both in isolation 
and in the context of other recommendations made by the broker. Oftentimes, 
in arbitrations involving allegations of excessive trading, a broker justifies the 
volume of trading simply with the investor’s agreement with (or failure to 
complain about) the transactions.  All too often, brokers will argue that the 
pattern of trading, or the benefits that accrue to them, are irrelevant absent the 
improper exercise of discretion.   This is contrary to the main thrust of the 
FINRA suitability rule: a broker should act in the best interest of the investor.4 
It is important for investor protection that the rule be amended to eliminate the 
necessity of control from the quantitative suitability obligation.  

Further, PIABA is concerned with the following statement within the 
Notice: 

A turnover rate of six or a cost-to-equity ratio above 20 percent generally 
is indicative of excessive trading. However, lower ratios have supported 
findings of excessive trading for customers with very conservative investment 
objectives, while somewhat higher ratios have not supported findings of 

                                                 
1. See FINRA Rule 2111.05(a). 

2. See FINRA Rule 2111.05(b). 

3. See FINRA Rule 2111.05(c). 

4. See e.g., FINRA Rule 2111 (Suitability) FAQ, answer to question 7.1 (“In 
interpreting FINRA's suitability rule, numerous cases explicitly state that ‘a broker's 
recommendations must be consistent with his customers' best interests.’ The 
suitability requirement that a broker make only those recommendations that are 
consistent with the customer's best interests prohibits a broker from placing his or 
her interests ahead of the customer's interests.”), available at 
https://www.finra.org/industry/faq-finra-rule-2111-suitability-faq.  
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excessive trading for some customers with highly speculative investment 
objectives and the financial resources to withstand potential losses.5 

The statement implies that turnover rates of less than 6, and cost-to-equity 
ratios of less than 20 may be considered excessive only for customers with 
very conservative investment objectives. While turnover rates greater than six 
have generally been held to be evidence of excessive trading, rates lower than 
six have triggered liability for excessive trading for investors with a range of 
investment objectives.6  For example, the SEC has recognized that, “for a 
conservative investor, an annualized turnover rate of two is suggestive, of four 
is presumptive, and, of six or more, is conclusive of excessive trading.”7 
FINRA has found that a turnover of 3.27 was excessive for an investor with a 
moderate risk tolerance.8 With respect to cost to equity ratios, rates as low as 
8.7% has been found to be excessive trading.9   

The statement in the Notice fails to recognize the FINRA and SEC 
decisions which recognize much lower rates as evidence of excessive trading 
in accounts where there are not “very conservative” investment objectives. In 
fact, a cost-to-equity ratio of 20 is prohibitively high, even for the most 
aggressive accounts. Such an account would have to produce returns in excess 
of 20% just to cover the cost of investing and thereby break even. Considering 
the historical return for the S&P 500 is a little less than 10%,10 a cost-to-equity 
ratio even approaching 10% would be excessive for nearly all investors, not 
just those with very conservative investment objectives.  

                                                 
5. FINRA Regulatory Notice 18-13, 3 (April 20, 2018), available at 
https://www.finra.org/sites/default/files/notice_doc_file_ref/Regulatory-Notice-18-
13.pdf.   

6. See e.g., Dept. of Enforcement v. Marlboro, 2017 WL 3142386, at *11 n.23 
(excessive trading has been evidenced with turnovers as low as two). 

7. In the Matter of Alfred M. Bauer & J. Stephen Stout, S.E.C. Release No. 134, 68 
S.E.C. Docket 2635, Release No. ID - 134, 1999 WL 4904, at *25 (Jan. 7, 1999). 

8. Dept. of Enforcement v. Marlboro, 2017 WL 3142386, at *13 (N.A.S.D.R. 
20017). 

9. In the Matter of the Application of Cody, S.E.C. Release No. 64565, 2011 WL 
2098202, *13 (2011). 

10. See Investopedia, “What is the average annual return for the S&P 500?” 
(“According to historical records, the average annual return for the S&P 500 since its 
inception in 1928 through 2017 is approximately 10%.”), available at 
https://www.investopedia.com/ask/answers/042415/what-average-annual-return-sp-
500.asp.  
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PIABA requests that FINRA clarify the statement included in the Notice, 
and state that a churning analysis is unique to each investor, and that lower 
ratios may be excessive for investors, not only those with “very conservative 
investment objectives.” 

PIABA thanks FINRA for reviewing the quantitative suitability 
obligations. PIABA is supportive of the proposed amendments and looks 
forward to commenting on a formal rule proposal to eliminate the control 
element.  
 
 
Respectfully submitted, 
Andrew Stoltmann 
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