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A CONTRACT IS MORE THAN JUST ITS CLAUSES 
 

Luis Minana1 
 
 

As a resident of Puerto Rico and U.S. Citizen dedicated to the interdiction 
of securities cases in Puerto Rico, I feel that it is important to start a series of 
legal discussions on the particularities of Puerto Rico Law. In my experience, 
arbitrators need a tool box of Puerto Rico law to be able to rule in accordance 
with Puerto Rico law in the thousands of cases filed involving Puerto Rico 
Bonds and Closed-End Funds (“CEFs”). This is the first in a series of articles 
where I will strive to build primers on Puerto Rico law to educate both 
arbitrators and lawyers dealing with this massive problem. There is no better 
way to start than with a primer on Puerto Rico contract law and how it applies 
to the representation of investors in FINRA Arbitration. 

The distinction between Puerto Rico’s status as a Civil Law system as 
opposed to a British common law system is significant. Under the Puerto 
Rico’s Civil Code, an arbitration panel must follow a proscribed analytical 
sequence. First, it must use as the primary source of interpretation “the express 
letter of the Civil Code.” Second, it should turn to the Puerto Rico Supreme 
Court’s interpretive jurisprudence of the same. Third, it can look to any 
persuasive written comments or treatises by those recognized in the civilian 
world as authorities, and whose works are widely published and available, 
construing the articles, or similar provisions in the articles of the Civil Codes 
of other civil law countries. Lastly, only in cases where there is the need to 
consider a legal dispute that originated and developed in the “common law” of 
the United States and over which there are no “precedents [from the PR 
                                                            
1. Luis Minana, Juris Doctor, Magna Cum Laude, InterAmerican University School 
of Law, Has achieved an LLM in US Law, 3.88 GPA from Washington University 
School of Law, St. Louis. Colegio de Abogados Bar Number 17,480 Notary RUA 
16,297 USDC-PR 225,608 USCA 118149 M.B.A. Economics and Marketing 
Candidate, InterAmerican University, 4.0 GPA B. A. InterAmerican University, 
Economics Medal, Magna Cum Laude Studied 2 years of Chemical Engineering at 
Rensselaer Polytechnic Institute, Troy, NY Gemological Institute of America 
Diamonds, Precious and Semi-Precious stones Certified) Luis E. Miñana & Assoc. 
Abogados-Notarios, President of Espada Miñana & Pedrosa Law Offices PSC 
formerly Doval Miñana & Pedrosa Law Offices PSC; Private Law Practice and 
Notarial Practice and Securities Expert, State and Federal. Steering Committee 
Member Class Action, Liaison Counsel Derivative Action. Belonged to Economic 
Steering Committee Cabotage Class Action, Liaison Counsel for Derivative Action of 
García v. Carrión, etc., CJA Panel. 
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Supreme Court] that specifically meet the dispute” can the Panel resort for 
guidance to the common law system or the treatises and other writings 
construing said law.2 So, fundamentally, it is the law in Puerto Rico that 
FINRA Arbitrations in Puerto Rico be decided in accordance with the Civil 
Code, the interpretation of that code by the Puerto Rico Supreme Court, and 
treatises or other scholarly interpretations thereof. Arbitrators are to consider 
common law, or United States case law, only when options one through three 
are unavailable.  

FINRA guidelines instruct the Panel to follow the statutory law of the 
location where the alleged malfeasance occurred and the statutory law that 
provides the method for the compensatory damages’ calculation.3  4 This is 
particularly significant in Puerto Rico, a civil-law jurisdiction, meaning that 
the Panel must follow the codified law of Puerto Rico regarding the causes of 
action set forth by a claimant in their Statement of Claim and in computing 
damages.5  In Puerto Rico, the Civil law is coded in the Civil Code.  

FINRA warns arbitrators in the Arbitrator’s Guide and throughout its 
training materials that although “[a]rbitrators are not strictly bound by legal 
precedent or statutory law. . . .  it is important that arbitrators not manifestly 
disregard the law. By doing so, your award may be vacated. In other words, if 
the parties have provided the panel with the law, the law is clear, and it applies 
to the facts of the case, the arbitrators should not disregard it.”6  

                                                            
2. See, Burgos Lopez v. LXR/Condado Plaza Hotel & Casino, 2015 TSPR 56 (P.R. 
2015) (translated by author). 

3. Because many of the rules in the Code of Arbitration Procedure for Customer 
Disputes (Customer Code) and the Code of Arbitration Procedure for Industry 
Disputes (Industry Code) are identical, this Guide focuses primarily on the Customer 
Code (12000 series). Where there is a significant difference between the Customer 
Code and the Industry Code, the Guide will refer to the appropriate rule in the 13000 
series of FINRA’s Industry Code. 

4. See FINRA Office of Dispute Resolution Arbitrator’s Guide 63, 65-66, 68, 69 
(FINRA, Nov. 2018 ed.). 

5. See, Escobar-Noble v. Luxury Hotels Int’l of P.R., Inc., 680 F.3d 118, 125 (1st Cir. 
P.R. 2012) (“Puerto Rico is a civil-law jurisdiction, rather than a common-law 
jurisdiction”); Jones v. Pettingill, 245 F. 269, 276 (1st Cir. P.R. 1917) (“the law of 
Porto Rico [] deals with the above questions from a somewhat different point of 
view, and its policy is to be gathered more from Codes based on the civil law, or 
from commentators thereon, than from reported decisions”).   

6. Arbitrator’s Guide, supra note 4, at 63. 
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Accordingly, Puerto Rico Civil law is coded in writing and when on point, 
the Panel must follow, and should not disregard, the express letter of the law.7 
Puerto Rico inherited its Civil Code through the Spanish Law which is based 
on the Roman Code. In Spanish Law the basis of contract law begins with the 
autonomy of will as proclaimed at Civil Code Article 1255: “The parties to a 
contract can establish the agreements, clauses and conditions they convene on 
as long as they are not contrary to the laws, morals, or public order.” Contracts 
exist “from the moment that one or various persons consent to obligate 
themselves.” Article 1254, and such is “perfected by mere consent”.8 Contracts 
therefore do not have to be written to be binding. 

Under the Puerto Rico Civil Law, “[c]ontracts are perfected by mere 
consent, and from that time they are binding, not only with regard to the 
fulfillment of what has been expressly stipulated, but also with regard to all 
the consequences which, according to their character, are in accordance with 
good faith, use, and law.”9 What we have observed in the Puerto Rico CEF 
cases, is that, generally, brokerage firms misrepresented to their clients that 
CEFs were fixed income securities (even as outright bonds). FAs represented 
also that by purchasing CEFs, the brokerage firm was also approving an 
extremely low-interest loan facility, where the loan allegedly never 
represented a risk, where CEFs were always safe and even guaranteed.10 
Furthermore, FAs offered their clients a full proof arbitrage, that is: they would 
receive interest to be used for current income or capital appreciation way above 
and beyond what the interest cost of the loan was, and that when the loan was 
due, they were to receive the return of the capital that they had invested without 
risk. Nobody could guarantee this. For one, interest rates can change in an 
instant as can ratings, once they do, the arbitrage can turn against you and you 
could face huge losses to unwind the arbitrage. Brokerage firms have to be 

                                                            
7. Escobar-Noble, 680 F.3d 118. 

8. Código Civil [C.C.][Civil Code] art. 1258 (Spain) (translated by author).  

9. P.R. Laws Ann. tit. 31, § 3375 (translated by author). 

10. The representation was that the Puerto Rico Constitution guaranteed the payment 
of the PR Bonds. In essence, under Article 6 of the PR Constitution a new budget could 
not be approved that did not contemplate or guarantee the payment of the PR Debt. 
That means that if the PR debt, (GO’s debt) was not provisioned for in a budget the 
budget could not be approved and therefore the government would run with the 
previous constitutional budget, that is very far from a constitutional guarantee.  
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held liable to fulfill their obligations as they represented or misrepresented 
them to be in the arbitration of these cases.11 

Under the freedom of contract principle “the contracting parties may 
establish the agreements, clauses, and conditions they may deem convenient, 
provided that they are not contrary to law, morals, or public order.”12 A 
contract under Puerto Rico law “has three elements: consent, a definitive (and 
legal) object, and consideration.”13 For example, an illegal object would be a 
bet or a drug transaction, which by definition would make the contract illegal 
and null. “[O]nce a contract is perfected, the parties are bound to comply with 
what has been expressly stipulated and to bear the consequences derived from 
the same in accordance with good faith, use, and law.”14 The most important 
of these three requirements is “good faith” because it means that a contract 
does not only involve its clauses but an element of “good faith”. We will 
explore the definition of good faith further in this primer.  

“[W]hen the breach of a contractual obligation causes harm to any of the 
contracting parties, an action for damages for breach of contract lies.”15 The 
Puerto Rico Supreme Court has held that in order to succeed in a breach of 
contract claim: 

[t]here must have been a meeting of minds that gave rise to an 
obligation, situation, or state of law resulting from an agreement, and 
that created certain expectations on the basis of which the parties 
acted. Ordinarily, each party trusts that the other party will comply 
with what has been freely agreed upon, in keeping with the binding 
nature of contracts and with good faith. A voluntary act or omission 

                                                            
11. A Closed End Fund is a corporation. Corporations have to declare dividends to pay 
them. By definition, any income that is subject to the decisions of a board cannot be 
considered fixed income because it is subject to change. The obligations contracted by 
the parties (BD and its agents and the clients) include their fiduciary duty towards the 
clients, and all state laws, FINRA, MSRB, and any other regulator rules which form 
part of this contract. 

12. Soc. de Gananciales v. Vélez & Asoc., 145 D.P.R. 508, 516-17 (1998) (citing 
Puerto Rico Civil Code § 1207 (P.R. Laws Ann. tit. 31, § 3372 (1990))). 

13. Citibank Global Mkts., Inc. v. Rodríguez-Santana, 573 F.3d 17, 24 (1st Cir. 
2009).  

14. Soc. de Gananciales, 145 D.P.R. at 517 (citing Puerto Rico Civil Code § 1210 
(P.R. Laws Ann. tit. 31, § 3375 (1990))).  

15. Id. at 508.  
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that results in the breach of a previously constituted obligation gives 
rise to an action for contractual damages.16   
However, “[t]he Puerto Rico Civil Code distinguishes between damage 

resulting from breach of contract... and damage resulting from breach of 
obligations and duties imposed by nature and by law that are necessary for 
social coexistence....”17  “Actions ex contractu are based on the breach of a 
duty that arises from an express or implied contract, and seek fulfillment of 
promises agreed to by the contracting parties.”18  On the other hand, an ex 
delicto action “does not stem from the will of the parties, but from the breach 
of some obligation and duties imposed by law[,] which ordinarily arises out of 
a negligent or wrongful act unconnected with any contract between the parties, 
but may rise either independently of any contract or by virtue of certain 
contractual relations....”19   

To that effect, “an action for damages for breach of contract ... only lies 
when the damage suffered exclusively arises as a consequence of the breach 
of an obligation specifically agreed upon, which damage would not occur 
without the existence of a contract.”20 Nevertheless, “a claim for non-
contractual damages resulting from the breach of a contract lies if the act that 
caused the damage constitutes a breach of the general duty not to injure anyone 
and, at the same time, a breach of contract.”21  If a claim for non-contractual 
damages exists, a plaintiff may only be able to choose either a tort claim or a 
contract claim but not both.22  

Conduct that breaches a fiduciary duty is an example of a non-contractual 
damages claim.23 An agent “is a fiduciary [who] is required to exercise fidelity 

                                                            
16. Id. at 517. 

17. Id. at 521 (citing P.R. Laws Ann. tit. 31, §§ 3018, 5141 (1990)). 

18. Id. (citing Ramos Lozada v. Orientalist Rattan Furniture Inc., 130 D.P.R. 712, 
727 (1992)). 

19. Santiago Nieves v. Auto Accident Comp. Admin., 119 D.P.R. 711, 716-17, 19 
P.R. Offic. Trans. 755, 760-61 (1987). 

20. Ramos Lozada, 130 D.P.R. at 727.  

21. Id. 

22. See Ramos Santiago v. Wellcraft Marine Corp., 93 F. Supp. 2d 112, 116 (D.P.R. 
2000). 

23. In re Evangelist, 760 F.2d 27, 31 (1st Cir. 1985) (holding that “conduct that 
breaches a fiduciary duty... might constitute a tort (such as fraud) or breach of 
contract.”); see also Quinlan v. Koch Oil Co., 25 F.3d 936, 943 (10th Cir. 1994) 
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and the utmost good faith, loyalty and honesty toward his principal at all 
times.”24  “The primary obligation imposed on an agent by the fiduciary duty 
of loyalty is to avoid self-dealing with regard to the business of the 
principal.”25 “[A]n agent, may not take part in any transaction adverse to the 
interests of the principal without obtaining the principal’s permission, after full 
disclosure of all facts that might affect the principal’s decision.”26  

In Puerto Rico, as it relates to Securities Agents and Dealers, there is a 
Fiduciary Duty Rule under The Office of the Commissioner of Financial 
Institutions, Regulation 6078, section 25 et seq. Such Rule requires from every 
“broker-dealer, issuer, investment adviser, investment adviser representative, 
federal covered adviser, investment adviser representative of a federal covered 
adviser, agent or any other person subject to the provisions of the Act, must 
observe the highest standard of fiduciary duty toward their customers and 
investors.”27   

Puerto Rico Regulation 6078, Section 25.1, expressly imposes upon the 
Broker Dealers and Investment Advisors and their agents, among others, a 
uniform duty to observe the highest standard of fiduciary duty and to act with 
the highest degree of honesty and loyalty toward their customers and investors. 
Regulation 6078, Section 25.1, expressly imposes upon the Brokerage houses 
and their agents, statutory fiduciary duties with regards to the recommendation 
to purchase, sell, or hold of any security and to monitor the customers and 
investors’ account for suitability changes. The federal securities laws adopt 
these fiduciary duties that apply under the Commonwealth Law.28  

These fiduciary duties and of good faith that are imposed upon brokerage 
firms by law require them to act in the best interest of their clients in the 
execution of their contractual duties in the management of their clients’ 
investments, following the high degree of care, prudence, loyalty, and sincerity 
that is required by law to a trustee. Brokerage firms have an affirmative duty 
to promote the best interests of their clients above and over their own interests 

                                                            
(holding that when a breach of fiduciary duty does arise from contract, the injured 
party must “choose whether to sue for breach of contract or for tort.”).  

24. An-Port, Inc. v. MBR Indus., Inc., 772 F. Supp. 1301, 1314 (D.P.R. 1991). 

25. 19 Richard A. Lord, Williston on Contracts § 54:28 (4th ed. 2008). 

26. Id. 

27. The Office of the Comm’r of Fin. Inst., Reg. 6078, § 25.1 (“Dishonest and 
Unethical Practices in Securities Business”).  

28. Colon v. Diaz-Gonzalez, No. 04-2371 (SEC), 2009 U.S. Dist. LEXIS 12780, at 
*23-24 n.4 (D.P.R. Feb. 19, 2009). 
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in the management of their clients’ investments.29  Arguably these fiduciary 
duties are heightened when the FA or Brokerage firms exercise de facto control 
in their clients’ accounts when the clients do not have sufficient financial 
knowledge or when the clients are seniors. 

The following acts, among others, constitute dishonest or unethical 
practices pursuant to Regulation 6078, Section 25: 

A. To switch a customer from one security to another for the purpose of 
obtaining commissions or profits,30  

B. To recommend to a customer the purchase, sale or exchange of any 
security without reasonable grounds to believe that such transaction or 
recommendation is suitable for the customer in light of the information 
obtained from the customer by the broker-dealer, investment adviser, 
investment adviser representative or agent, to verify the investment 
objective, economic situation and needs of the customer, which 
information will be used to perform the analysis about adequate 
transactions or recommendations for the customer (“suitability”),31 
and, 

C. To execute transactions in, or for the account of a customer, without 
reasonable grounds to believe that such transaction is suitable for said 
customer in light of the information obtained from the customer by the 
broker-dealer, investment adviser, investment adviser representative 
or agent to verify the customer’s investment objectives, financial 
situation and needs,32  

Any breach of the foregoing standards of conduct is actionable under any 
legal provisions, including under federal securities and Puerto Rico law 
claims.33 The fiduciary standard that applies in Puerto Rico according to Reg. 
6078 is the highest fiduciary standard. The highest fiduciary standard is that of 
trust law. From the US Supreme Court in an ERISA case, Tibble v. Edison 
Int’l, 135 S. Ct. 1823, 1828 (2015): 

Under trust law, a trustee has a continuing duty to monitor trust 
investments and remove imprudent ones. This continuing duty exists 
separate and apart from the trustee’s duty to exercise prudence in 
selecting investments at the outset. The Bogert treatise states that 

                                                            
29. See, Reg. 6078, supra note 27, § 25.1; P.R. Laws Ann. tit. 31, § 3375. 

30. Reg. 6078, supra note 27, § 25.3.2. 

31. Id. at § 25.3.4.  

32. Id. at § 25.3.5. 

33. Id. at § 25.2.  
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“[t]he trustee cannot assume that if investments are legal and proper 
for retention at the beginning of the trust, or when purchased, they will 
remain so indefinitely.” A. Hess, G. Bogert, & G. Bogert, Law of 
Trusts and Trustees §684, pp.145-146 (3d ed. 2009) (Bogert 3d). 
Rather, the trustee must “systematic[ally] conside[r] all the 
investments of the trust at regular intervals” to ensure that they are 
appropriate. Bogert 3d §684, at 147-148; see also In re Stark’s Estate, 
15 N. Y. S. 729, 731 (Surr. Ct. 1891) (stating that a trustee must 
“exercis[e] a reasonable degree of diligence in looking after the 
security after the investment had been made”); Johns v. Herbert, 2 
App. D. C. 485, 499 (1894) (holding trustee liable for failure to 
discharge his “duty to watch the investment with reasonable care and 
diligence”). 
The Restatement (Third) of Trusts states the following: “[A] trustee’s 

duties apply not only in making investments but also in monitoring and 
reviewing investments, which is to be done in a manner that is reasonable and 
appropriate to the particular investments, courses of action, and strategies 
involved.”34 Tibble states further: 

The Uniform Prudent Investor Act confirms that “[m]anaging 
embraces monitoring” and that a trustee has “continuing responsibility 
for oversight of the suitability of the investments already made.” §2, 
Comment, 7B U. L. A. 21 (1995) (internal quotation marks omitted). 
Scott on Trusts implies as much by stating that, “[w]hen the trust estate 
includes assets that are inappropriate as trust investments, the trustee 
is ordinarily under a duty to dispose of them within a reasonable time.” 
4 A. Scott, W. Fratcher, & M. Ascher, Scott and Ascher on Trusts 
§19.3.1, p. 1439 (5th ed. 2007). Bogert says the same. Bogert 3d §685, 
at 156-157 (explaining that if an investment is determined to be 
imprudent, the trustee “must dispose of it within a reasonable time”); 
see, e.g., State Street Trust Co. v. DeKalb, 259 Mass. 578, 583, 157 N. 
E. 334, 336 (1927) (trustee was required to take action to “protect the 
rights of the beneficiaries” when the value of trust assets declined).35 

This means that when a significant change in the market or the securities 
recommended takes effect, like a downgrade or a credit watch, a fiduciary must 
ascertain the investments under the new scenario or circumstances and act 
upon them. It is not true that once a recommendation was made the brokerage 
house or financial advisor’s obligation ceases; he does not wash his hands like 

                                                            
34. Restatement (Third) of Trusts §90 cmt. b (2007). 

35. Tibble v. Edison Int’l, 135 S. Ct. 1823, 1828 (2015). 
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Pontius Pilate. He must monitor and recommend based on the new 
circumstances or market variables.  That is basic fiduciary duty.36   

Under the PR Civil Law, “[c]ontracts are perfected by mere consent, and 
from that time they are binding, not only with regard to the fulfillment of what 
has been expressly stipulated, but also with regard to all the consequences 
which, according to their character, are in accordance with good faith, use, and 
law.”37 That means that under the premises explored here, there is a 
responsibility to monitor and to modify according to the new circumstance the 
obligations under the contract. There is a contractual obligation to adjust goals 
and investments as circumstances change and make the investments 
recommended initially unsuitable, according to the risk profile and objectives 
of the client, either because the risk of those investments has changed or 
because the risk profile of the client or his investment objectives have changed.  

Puerto Rican law imposes the duty of good faith performance on 
contracting parties.38  

Under Puerto Rican statutory law, “[d]amages arising from breach of 
contract as well as those arising from the negligent performance of any type of 
obligation are recognized by the Civil Code as compensable.”39 “Under Puerto 
Rico law, when a party breaches a contract, he is liable to the aggrieved party 
for damages which were foreseen or may have been foreseen.”40  But “when a 
party acts with bad faith (‘dolo’) in breaching a contract, the aggrieved party 
may recover all damages that originate from the nonfulfillment of the 
obligation.”41   

                                                            
36. Id. 

37. P.R. Laws Ann. tit. 31, § 3375.  

38. See An-Port, Inc. v. MBR Indus., Inc., 772 F. Supp. 1301, 1314 (D.P.R. 1991) 
(“The requirement of good faith between the parties in a contract . . . must guide all 
contacts between the contracting parties during the existence of the relationship.”); 
AMECO v. Jaress Corp., 1970 PR Sup. LEXIS 80, 98 D.P.R. 838 (1970) 
(contracting parties have obligations by law that extend “to cover not only what has 
been expressly stipulated, but also the consequences which, according to their nature, 
are in accordance with good faith.”); see also P.R. Laws Ann. tit. 31, § 3375 (1990); 
Adria Int’l Grp., Inc. v. Ferre Dev., Inc., 241 F.3d 103, 108-09 (1st Cir. P.R. 2001). 

39. P.R. Laws Ann. tit. 31, §§ 3018, 3020; see also Computec Sys. Corp. v. Gen. 
Automation, Inc., 599 F. Supp. 819, 826 (D.P.R. 1984).  

40. Oriental Fin. Grp., Inc. v. Fed. Ins. Co., 483 F. Supp. 2d 161, 165 (D.P.R. 2007). 

41. Id. (citing P.R. Laws Ann. tit. 31, § 3024 (2004)). 
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Section 3018 of the PR Civil Code establishes that “those who in fulfilling 
their obligations are guilty of fraud, negligence, or delay, and those who in any 
manner whatsoever act in contravention of the stipulations of the same, shall 
be subject to indemnify for the losses and damages caused thereby”.42  

Brokerage Firms are therefore contractually bound to follow FINRA Rules 
and state laws. Violations of the foregoing duties and its fault and negligence 
in contravention and in the fulfilling of its contractual obligations are 
actionable by an investor against their brokerage firm under Puerto Rico 
contract laws.43  

“[T]he fault or negligence, in effect, is defined as the omission of the 
due diligence in the social relations, through whose application an 
unlawful and unwanted result could have been avoided. For there to 
be negligence, it is enough that the result has been foreseen as possible 
or it should have been foreseen.”44  
Standards of care can be adopted by common law, statutes or regulations. 

The violation of the standard of care constitutes conclusive evidence of 
negligence.45 As you have seen, in Puerto Rico the standard of care is defined 
and regulated by Regulation 6078, Section 25, that is “the highest fiduciary 
standard”.  

In every contract or opening account agreement, there is language that 
incorporates state law, regulations, and FINRA Rules. Therefore, the main 
cause of action in all the claims over PR Bonds and CEFs is the breach of that 
contract. As such, securities practitioners in Puerto Rico should make the 
integration of Puerto Rico law, regulations, and FINRA Rules into a breach of 
contract action a central part of each case. 

Under Puerto Rico contract law, fraud which affects a contracting party is 
commonly referred to as “dolo” or deceit.46 “Dolo” or deceit exists when by 
words or insidious machinations on the part of one of the contracting parties; 
the other party is induced to execute a contract, which without them he/she 

                                                            
42. P.R. Laws Ann. tit. 31, § 3018. 

43. P.R. Laws Ann. tit. 31, § 3018. 

44. Ramos v. Carlo y U.S. Fid. & Guar. Co., 85 D.P.R. 353 (1962) (translated by 
author). 

45. Talley v. Danek Med., Inc., 179 F.3d 154, 158 (4th Cir. 1999).  

46. See Fournier v. E. Airlines, Inc., 655 F. Supp. 1037, 1038-39 (D.P.R. 1987); 
Generadora de Electricidad del Caribe, Inc. v. Foster Wheeler Corp., 92 F. Supp. 2d 
8, 18 (D.P.R. 2000); P.R. Elec. Power Auth. v. Action Refund, 472 F. Supp. 2d 133, 
138 (D.P.R. 2006). 
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would not have made.47 Dolo can be manifested in one of two situations,48 
“First, ‘dolo’ can be manifested in the ‘formation’ of a contract where a party 
obtains the consent of another through deceptive means.49 Second, ‘dolo’ can 
be manifested in the ‘performance’ of a contractual obligation where a party, 
knowingly and intentionally, through deceitful means, avoids complying with 
its contractual obligation.50  

To prevail in their claim for contractual deceit (“dolo”) or fraud, an 
investor must prove the following four elements: “(1) the intent to defraud; (2) 
reliance on the fraudulent acts; (3) the false representations used to 
consummate the fraud; and (4) that the fraud was consummated by virtue of 
such representations.”51  

Once deceit or fraud has been established against any Brokerage houses 
and/or its agents, such “debtor shall be liable for all [damages] which clearly 
may originate from the nonfulfillment of the obligation.”52 From PR Civil 
Code we see the following general prohibitions: the waiver of rights to claim 
for liability due to “dolo”53 is null; no agreement is valid where its conditions 
are impossible, contrary to good customs or forbidden by law, under penalty 
of nullity of the obligations that depend on those54; one party cannot have 
arbitrary control of the validity and fulfillment of the contract55; things and 
services that are impossible cannot be the object of a contract56; no effect can 
any contract have without cause or with an illicit cause57; in loan or mortgage 
contracts, the parties cannot agree that the creditor may dispose or take 

                                                            
47. P.R. Laws Ann. tit. 31, § 3408. 

48. Marquez v. Torres Campos, 111 D.P.R. 854, 863 (1982).  

49. See P.R. Laws Ann. tit. 31, §§ 3404-3409.   

50. See P.R. Laws Ann. tit. 31, §§ 3018, 1019; see also Foster Wheeler Corp., 92 F. 
Supp. 2d at 19 n.7 (collecting PR Supreme Court cases). 

51. Berganzo-Colon v. Ambush, 704 F.3d 33, 39 (1st Cir. 2013) (internal quotation 
marks and citation omitted). 

52. P.R. Laws. Ann. tit. 31, § 3024.   

53. 31 L.P.R.A. §3018. 

54. 31 L.P.R.A. § 3166. 

55. 31 L.P.R.A. § 3515. 

56. 31 L.P.R.A. § 3556. 

57. 31 L.P.R.A. § 3559. 
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possession of the collateral, because the rights the creditor has do not refer to 
the collateral but only to its value58. 

Even though in some cases, the creation of a contract and its fulfillment 
are simultaneous, it happens more often that a contract establishes certain 
obligations to be fulfilled in the future or continuously between the parties. 
The parties have freely decided to agree or be free to desist from doing so, but 
in the first instance what was agreed to will subsist obligatorily independent 
of a change in the will to do so by one of the parties. In this sense, the contract 
is the law between the parties because it has taken the place of a norm to rule 
the conduct of the contracting parties after its execution. PR Civil Code states 
so: “The obligations born from contracts have force of law between the 
contracting parties, and they have to be fulfilled according to them.” 59 

Whereas the opening account agreement incorporates state law, and 
FINRA rules, the concept of good faith, industry usages and standards, and the 
provisions of the securities law are “incorporated by reference into the 
contract.”60 “Puerto Rican law imposes the duty of good faith performance on 
contracting parties.”61 “Those who in fulfilling their obligations are guilty of 
fraud, negligence, or delay, and those who in any manner whatsoever act in 
contravention of the stipulations of the same, shall be subject to indemnify for 
the losses and damages caused thereby.”62 In effect the element of “good faith” 
might not be stated into the contract but under Puerto Rico law it is an integral 
part of the contract. 

Remember that the law of contracts in Puerto Rico is based on the premise 
that no contract exists without cause or when such cause is illegal.63 A cause 

                                                            
58. 31 L.P.R.A. § 5280. 

59. 31 L.P.R.A. §2994.  

60. Noble v. Corporacion Insular de Seguros, 738 F.2d 51, 53 (1st Cir. P.R. 1984); 
see, also E.L.A. v. Great Am. Ins. Co., 106 D.P.R. 825, 829 (1977) (when parties 
conclude agreements on matters regulated by statute, statutory provisions are 
implicitly incorporated into contract).  

61. Adria Int’l Grp., Inc. v. Ferre Dev., Inc., 241 F.3d 103, 108 (1st Cir. 2001).  

62. P.R. Laws Ann. tit. 31, § 3018.  

63. 31 L.P.R.A. § 3432; Julsrud v. Peche de PR, Inc., 115 DPR 18 (1983); La 
Sagrada Familia v. Castillo, 107 DPR 405; 418 (1978); Gual v. Sucesión Sobrinos 
de A. Ribot, 88 DPR 159, 162-64 (1963); Hernández Usera v. Secretario de 
Hacienda, 86 DPR 13, 18-25 (1962); Serra v. Salesian Society, 84 DPR 322, 335 
(1961); Rubio Sacarello v. Roig, 84 DPR 344, 350-53 (1962); Monserrate v. Lopez, 
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in contracts is illicit or illegal when it is against the laws or morals, or against 
the Government’s public policy. It is about a violation against an interest of 
general order or against jurisprudence on the subject or against morals in the 
jurisdiction. (Defined by what the courts find immoral.)64  

Now, remember that through PR Rule 6078, requiring the “highest 
standard of duty” and that through Tibble, supra, the highest fiduciary standard 
is trust law; we apply trust law to the theory of damages known as Net Out of 
Pocket and find out that: “A trustee who is liable for a loss resulting from a 
breach of trust with respect to one portion of the trust property cannot reduce 
his liability by reason of a gain with respect to another portion of the trust 
property occasioned by a separate and distinct breach of trust” (Buck, 55 
NYS2d at 843-844). In other words, the “anti-netting” rule provides for a 
netting of losses against gains only when the gains are also a consequence of 
the breach. Therefore, when we apply this to the PR Bond and PR CEFs cases, 
we propose that until December of 2012, everything was honky-dory. At that 
time, when all of the Broker dealers in PR were already saying through their 
research that any holding of more than 10% in PR paper, was speculative and 
a downgrade occurred, that is when the breach occurs if the Broker dealer did 
not recommend their clients to sell. And from that moment on, all of the 
interest and dividends generated from the holdings in PR were a result from 
the breach and therefore from that moment on and only from that moment, all 
of these interest and dividends can offset some of the losses in PR Bonds and 
PR CEFs.65 

PR Civil Code states that the innocent party that suffers damages through 
a breach of contract is entitled to the compensation of such damages and to the 
fruits expected from the fulfillment of a contract. For example, in a lease 
contract where a party stopped paying the rent, the damaged party deserves to 
be compensated for all the rent including the future rent through the period 
contracted for. The losses and damages for which a debtor in good faith is 
liable, are those foreseen, or which may have been foreseen, at the time of 
constituting the obligation, and which may be a necessary consequence of its 

                                                            
80 DPR 491, 501-03 (1958); Guzman v. Guzman, 78 DPR 673, 676-78 (1955); 
Corporación Azucarera v. Junta Azucarera, 77 DPR 397, 409-10 (1954). 

64. JM Manresa, Comentarios al Código Civil Español, 6ta. Edición rev., Madrid, 
Ed. Reus. 1967, T. VIII, Vol 2, pág. 650.  

65. See Restatement (Second) of Trusts Sec. 213 (balances losses and gains) 
Restatement (Third) of Trusts Sect. 213 (balancing losses against profits) provisional 
and now superseded by Sect. 101.  



14 A CONTRACT IS MORE [Vol. 26 No. 1 

nonfulfillment.66 Therefore, Puerto Rico law forbids the use of Net Out of 
Pocket (“NOP”) theory of damages because NOP does not recognize that the 
innocent party is entitled to the fruits of the contract. 

The “[i]ndemnity for losses and damages includes not only the amount of 
the loss which may have been suffered, but also that of the profit which the 
creditor may have failed to realize.”67  

“The principles underlying the calculation are clear. Damages in 
Puerto Rico are compensatory. The injured party has the right to 
recover for the damages actually suffered and for lost profit. The goal 
in damages actions is to put the injured party as nearly as possible 
where he would have been had the breach not occurred.”68  
When determining the amount of damages that a party is entitled to 

recover, however, the courts “must not lose sight of the fact that section 1802, 
[and 3018, supra] being a remedial statute, should be liberally construed to 
accomplish its purpose.” Therefore, the purpose of adjudication of damages 
pursuant to article 1802 [and 3018,69] is to put the injured party, as nearly as 
possible, where he would have been had the breach not occurred.70  

Under PR Law an award for lost profits is used to compensate for the 
future foregone gain that with “some probability it was expected to be obtained 
in the natural course of events” but for defendant’s fault.71 “[O]nce the reality 
or existence of the damage and its connection to the detrimental act or breach 
is proven, its exact valuation need not be established with mathematic 
certainty, its calculation must at least rest on a reasonable basis and not on 
mere speculation or guess.”72 With respect to the damages computation, under 
PR statutory law, “[t]hose who in fulfilling their obligations are guilty of fraud, 
negligence, or delay, and those who in any manner whatsoever act in 
                                                            
66. P.R. Laws Ann. tit. 31, § 3024.  

67. P.R. Laws Ann. tit. 31, § 3023; Computec Sys. Corp. v. Gen. Automation, Inc., 
599 F. Supp. 819 (D.P.R. 1984). 

68. Noble v. Corporacion Insular de Seguros, 738 F.2d 51, 54 (1st Cir. P.R. 1984) 
(citations omitted).  

69. Escobar-Noble v. Luxury Hotels Int’l of P.R., Inc., 680 F.3d 118, 125 (1st Cir. 
P.R. 2012). 

70. In re Caribbean Petroleum, LP, 561 F. Supp. 2d 194, 199-200 (D.P.R. 2008); 
Noble, 738 F.2d 51. 

71. See, P.R. Freight Sys. v. Promoexport, 187 D.P.R. 42, 61 (P.R. 2012); S.L.G. 
Rodriguez v. Nationwide, 156 D.P.R. 614, 624 (P.R. 2002).  

72. Computec Systems Corp., 599 F. Supp. at 827 (citation omitted).  
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contravention of the stipulations of the same, shall be subject to indemnify for 
the losses and damages caused thereby.”73 The “[i]ndemnity for losses and 
damages includes not only the amount of the loss which may have been 
suffered, but also that of the profit which the creditor may have failed to 
realize.”74  

Jurisprudence establishes that “[t]he loss of earnings has an economic 
significance; to provide compensation for the loss of forgone profits, other than 
the material damage concept, whose compensation for both concepts should 
cover the entire equity loss suffered by the victim.”75 In other words, the 
argument should be made that investors were promised and expected to receive 
a monthly stipend to have them live with the income that would keep them at 
the same living standard that they were accustomed to through their retirement 
and have a legitimate expectation that their principal would be safe and 
returned at some point in time. The CEFs had a stated objective of “current 
income consistent with preservation of capital.”76  

“To distinguish between a genuine interest and one insecure or uncertain, 
we must distinguish between mere possibility and the probability of a future 
gain considering that perhaps in some cases the mere possibility is 
compensable.”77 Moreover, “the losses and damages for which a debtor in 
good faith is liable, are those foreseen or which may have been foreseen, at the 
time of constituting the obligation, and which may be a necessary consequence 
of its nonfulfillment”, but “[i]n case of fraud, the debtor shall be liable for all 
those which clearly may originate from the nonfulfillment of the obligation.”78 
Therefore, under PR statutory law, when fraud is found to exist the respondents 
are liable for all damages that originate from their fault; and those damages 
will include any lost profits, even those that could not have been foreseen at 
the time when the obligation originated.79 Moreover, investors were promised 

                                                            
73. P.R. Laws Ann. tit. 31, § 3018.  

74. P.R. Laws Ann. tit. 31, § 3023. 

75. STS November 5, 1998 (RJ 1998, 8401).  

76. See,e.g., Puerto Rico Fixed Income Fund II, 2005 Annual Report 2. 

77. Velazquez v. Ponce Asphalt, 113 D.P.R. 39, 48 (1982) (quoting with approval 
from Santos Briz, Derecho de Daños, Madrid, Ed. Revista de Derecho Privado, 
1963, p. 241) (translated by author).  

78. P.R. Laws Ann. tit. 31, § 3024.  

79. Id.  
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with preservation of capital, that means that their expectations of 
compensation should not be reduced by what they earned.  

As to contract law PR Civil Code Article 1257 states in its relevant part 
that “When the nullity [of a contract] comes from an illegal cause or object of 
the contract […] [t]his disposition is applicable to the case where only one 
party is guilty of the illegal act or fault, but the innocent party will be able to 
claim everything that was given and will not be obligated to fulfill what that 
innocent party promised.”  

In essence, the innocent party in the loan contract, would benefit from the 
proceeds of the loan and all payments made towards the loan without having 
to pay back anything. Brokerage houses could be liable for all that the 
claimants paid in any form towards the lines of credit and the proceeds of the 
loan. This has been considered to be the only punitive damage available under 
Puerto Rico Law. In Cummings v. UBS, 15-00709, the panel awarded the 
following: “Any loans, debts, promissory notes, contracts indebting, […] 
required by Respondents to make said purchases by REPO or Margin Calls, 
solicited or unsolicited of CEFs and PR Bonds in the accounts identified, and 
other accounts subject to the arbitration, are rescinded and declared null and 
void. Claimants […] are released from all liability past, present and future from 
said REPOs, Margin Calls, purchases and loans and all debt attached to those 
accounts and purchases.” An illegal loan is null ab initio.80 

Furthermore, breach of contract claims are subject to a 15-year statute of 
limitations under 31 L.P.R.A. § 5294 (“those which are personal and for which 
no special term of prescription is fixed, after fifteen (15) years.”)81 It seems 

                                                            
80. In this case there was conflicting testimony by UBS’ expert witness about how 
complicated or simple was a Repo facility and how easy or difficult was it to unwind 
a Repo facility that was based on PR Bonds. In theory, (because panels or arbitrators 
do not have an obligation to explain their decisions or awards), the panel found that 
the omissions of the risks involved in the Repo lending facility under PR Law were 
material and therefore made that loan facility null and void ab initio. The Claimant 
could not make an informed decision and furthermore was misled into thinking that 
after the Repo was cancelled and finished in 2011, it really was not and it stood in 
place, together with its alleged low or no risks, instead of being a line of credit loan. 

81. See Colon v. Blades, 914 F. Supp. 2d 181 (D.P.R. 2011) (“However, Article 1802 
and its one-year limitations period do not govern actions for breach of an already-
existing obligation... Such actions are subject to the general fifteen-year statute of 
limitations... Puerto Rico law has recognized such pre-existing obligations in, among 
others, actions against an agent for profits earned in breach of fiduciary 
duty...”.) “[T]he statute of limitations for … contract claims is … fifteen years 
under the Civil Code, P.R. Laws Ann. tit. 31, § 5294; see Caribbean Mushroom Co. 
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logical that the Puerto Rico Bond and CEF cases based on breach-of-contract 
can go way beyond the FINRA’s eligibility rule 6-year term. Practitioners 
should consider filing civil suits in the district court with a jury of the 
investor’s peers. 

In conclusion, through contract law in Puerto Rico you have seen up to 
now that contracts do not have to be written but are originated by the mere 
consent of the parties; that through illicit object or cause, a contract is null and 
does not have effects since inception because it is null ab initio; that NOPs are 
forbidden in PR Civil Code; that contract law in PR includes the element of 
“Good Faith” as one of the contracts clauses without having to be express or 
written in the contract. In essence, in Puerto Rico a contract is much more than 
its clauses. Puerto Rico law and regulations provide a fiduciary standard not 
normally found in US Law and that standard is stated to be the “highest 
fiduciary standard” or “trust law”.82 Therefore, under contract law, to which 
a 15-year statute of limitation applies, the cause of action of breach of contract 
is in full force even after the FINRA eligibility 6-year term 
expires.  Contract law in Puerto Rico is the one cause of action encompassing 
everything that a Claimant can ask for and that they should be 
compensated for without having to suffer a defense of Net Out of 
Pocket losses. All the while, PR Uniform Securities Act states at Title 10 PR 
Laws Annotated Chapter 37 Section 891(h) that “The rights and remedies 
provided by this chapter are in addition to any other rights or remedies that 
may exist at law”.  

Furthermore, it can be argued successfully that the Net Out of 
Pocket calculation of damages is not legal in Puerto Rico under PR Civil 
Code.  PR Civil Code allows for the compensation of the “fruits” of the 
contract as a punitive damage. Moreover, it is critically important that 
practitioners argue breach of contract because the statute of limitations in a 
breach of contract action under Puerto Rico law is 15 years.   

 

                                                            
v. Government Dev. Bank of P.R., 102 F.3d 1307 (1st Cir. 1996).” Bianchi-Mont. 
v. Crucci-Silva, 720 F. Supp. 2d 159, 164 (D.P.R. 2010).  

82. Tibble v. Edison Int’l, 135 S. Ct. 1823 (2015).  
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REVERSE CHURNING IN FEE-BASED ACCOUNTS 
 

Paul Radvany1 
 
 

I. Introduction 
 

Reverse churning is the illegal practice characterized by the absence of 
trading activity in a fee-based investment account.  Receiving fees for such 
inactivity could subject a broker and firm to liability. 

Reverse churning is the antithesis of churning, which is the excessive 
trading of a client’s commission-based investment account.  According to the 
Financial Industry Regulatory Authority (“FINRA”), the type of accounts that 
may not be suitable for a fee-based structure, and are thus susceptible to 
reverse churning, are accounts that have low trading activity.2  These accounts 
are often comprised of bonds, mutual funds or “capital appreciation equities 
where the customer has a stated buy-and-hold strategy.”3  From 2003 to 2010, 
FINRA brought ten enforcement actions for reverse churning, for a total of 
over $9 million in restitution.4 

While commission-based accounts provide compensation often tied to the 
execution of a single trade or transaction—also referred to as a “mark-up” of 
a security or “load”—fee-based accounts provide compensation by charging 
the client pursuant to a fixed-fee schedule (monthly, quarterly or annually) 
where the amount may be based on assets under management.  Fee-based 
accounts, however, come in many forms and often with services in addition to 
execution of trades.  These fee-based accounts are suitable for investors who 
trade more consistently and thus would accumulate substantial expenses in 
commissions in a commission-based account.  Today, the most common fee-
based structure is the “wrap fee” account, where a dually-registered broker-
dealer/investment advisor will bundle together multiple services for a single 

                                                 
1. Paul Radvany is a Clinical Professor of Law at Fordham Law School and teaches 
the Securities Arbitration Clinic as well as Trial and Arbitration Advocacy, and the 
Criminal Justice Externship Seminar. Professor Radvany is also a mediator. 

2. NASD, Notice To Members 03-68 (2003). 

3. Id.  

4. Comment Letter From Kathleen A. O’Mara, FINRA: Dodd-Frank Wall Street 
Reform and Consumer Protection Act (December 6, 2010) (https://www.sec.gov/ 
comments/4-606/4606-2861.pdf.) 
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fee. Such services can include asset allocation, portfolio management, 
execution and administration.5   

Fee-based accounts can work to align the interests of the customer and the 
financial professional.  In 1995, the Report of the Committee on Compensation 
Practices (the “Tully Report”) explained that fee-based accounts reduce the 
likelihood of abusive sales practices, as they eliminate a conflict-of-interest 
that arises when “the best advice a [registered representative] can give a 
customer is to ‘do nothing.’”6  When the professional is paid from a percentage 
of assets under management, it can be in both the financial professional and 
the customer’s best interests for the account to grow.  Furthermore, fee-based 
accounts can provide more consistent revenue streams for financial 
professionals than what is offered from commission-based accounts.7 

As discussed below, due to a Supreme Court decision in 2007,8 a firm or 
natural person must be registered as an investment adviser (unless qualified 
for an exemption) to offer a fee-based account structure.  As a result, broker-
dealers are held to the fiduciary standards of the Advisers Act when offering 
any type of fee-based account structure.  This is in addition to FINRA’s 
suitability obligations required of all FINRA member broker-dealers and 
representatives.    

 
 

 
 

                                                 
5. NASD, Notice to Members 03-68 (2003). Charles Schwab’s “Intelligent 
Advisory” account is an example of a wrap fee account.  See https://www.schwab. 
com/public/schwab/investment_advice/intelligent_advisory.  The services associated 
with the account include a “CFP professional” who will give “recommendations for 
a diversified portfolio.” It also includes access to Charles Schwab’s robo-advisor 
software, which will “monitor [the customer’s] portfolio daily, automatically 
rebalancing it as needed.” The website states that for this account, Charles Schwab 
will charge 0.28% of assets in account, excluding cash, and capped at $900 per 
quarter. 

6. SEC, Committee on Compensation Practices, April 10, 1995, https://www.sec. 
gov/news/studies/bkrcomp.txt.  

7. Suzanne Barlyn U.S. Regulator Intensifies Scrutiny of Fee-Based Accounts, 
Reuters, (December 12, 2013, 2:56 PM) https://www.reuters.com/article/us-sec-
churning/u-s-regulator-intensifies-scrutiny-of-fee-based-accounts-idUSBRE9 
BB16P20131212.  

8. Financial Planning Ass’n v. S.E.C., 482 F.3d 481 (D.C. Cir. 2007). 
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II. History of Fee-Based Accounts 
 
The introduction of fee-based brokerage accounts started in the 1990s 

when, for the first time and in light of an evolving financial services industry, 
broker-dealers began offering bundles of brokerage services, including 
transaction-related investment advice, to customers for a fixed amount or 
based on a percentage of account assets.9  In response, in 1999, the SEC issued 
a Release proposing Rule 202(a)(11)-1,10 which clarified when a broker-dealer 
would fall outside of the definition of an “investment adviser” and thus be 
excepted from the requirements of the Investment Advisers Act of 1940 (the 
“Advisers Act” or “Act”).  Pursuant to the Act, a broker-dealer who (1) 
provides investment advice that is “solely incidental” to the conduct of a 
broker-dealer and (2) receives no “special compensation” for such advice will 
fall outside the definition.11  

In proposing the Release, the SEC stated its belief that fee-based accounts 
“promise[d] to benefit broker-dealer customers by aligning their interests more 
closely with those of the brokerage firm and its registered representatives.”12  
However, the SEC also stated its concern that a fee-based structure might be 
considered “special compensation” and thus subject a broker-dealer to the 
additional regulation of the Advisers Act because it “involves the receipt by a 
broker of compensation other than traditional brokerage commissions.”13  
Nevertheless, the SEC concluded that “Congress [did not] intend[] for these 
programs, which are not substantially different from traditional brokerage 
arrangements, to be subject to the Act.”14  The proposed Rule stated that as 
long as (1) the broker-dealer did not exercise investment discretion over the 
account; (2) investment advice was solely incidental; and, (3) advertisements 

                                                 
9. Certain Broker-Dealers Deemed Not to be Investment Advisers, Exchange Act 
Release No. 34-42099 (Nov. 4, 1999) 1999 WL 999763 at *1, 2. 

10. Id. 

11. 15 U.S.C. § 80b-2(a)(11)(C). 

12. Exchange Act Release No. 34-42099 (Nov. 4, 1999) 1999 WL 999763 at *2 (The 
1999 Proposing Release). 

13. Id. at *3. 

14. The SEC argued that this would cause broker-dealers to be subject to Advisers 
Act in addition to the Securities Exchange Act, and that Congress could not have 
intended such result. Id at *4. 
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and contracts governing the account prominently state that it is a brokerage 
account, it would not be subject to the Advisers Act.15  

In the SEC’s release in 2005 of the final Rule 202(a)(11)-1, it clarified that 
exercising discretion over an account is not considered incidental to providing 
brokerage services, thereby eliminating the first prong of the proposed rule and 
thus determining that all discretionary accounts would be subject to the 
Advisers Act.16     

Additionally, the SEC determined that a broker-dealer acting as a “wrap 
fee sponsor” provides services “not solely incidental to brokerage services” 
and is thus not excepted from investment adviser registration.17  The SEC 
described a wrap fee sponsor as a broker-dealer which “effect[s] securities 
transactions for one or more portfolio managers, which may be independent 
investment advisers.”18  A broker-dealer “may provide wrap fee program 
clients with asset allocation models or with advice about selecting one or more 
of the portfolio managers in the program.”19 

Finally, the SEC responded to the negative comments urging that broker-
dealers, with respect to fee-based programs, should be subject to the same 
fiduciary standard that is placed upon investment advisers under the Advisers 
Act: 

[B]roker-dealers often play roles substantially different from 
investment advisers and in such roles they should not be held to 
standards to which advisers are held. … We acknowledge that the lines 
between full-service broker-dealers and investment advisers continue 
to blur. But we do not believe requiring most or all full-service broker-
dealers to treat most or all of their customer accounts as advisory 
accounts is an appropriate response to this blurring. Nor do we believe 
that Congress would have intended the Advisers Act to apply to all 
brokerage accounts receiving advice even when that advice is 
substantial.  
Congress did not mandate that the nature or amount of the advice 
rendered by broker-dealers remain static in order for broker-dealers to 

                                                 
15. Id. at *4, 11. 

16. Certain Broker-Dealers Deemed Not to be Investment Advisors, Exchange Act 
Release No. 34-51523, Investment Advisers Act Release No. 2376, 70 Fed. Reg. 
20424, 2005 WL 881922 at *20439-40, 20454 (Apr. 19, 2005). 

17. Id. at *20441.   

18. Id. 

19. Id. 
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avail themselves of the statutory exception. Instead, Congress required 
only that such advice be performed “solely incidental to” a person's 
“business as a broker or dealer” and not for “special compensation.”20 
Ultimately, Rule 202(a)(11)-1 was struck down by the D.C. Circuit in 

2007,21 thus requiring broker-dealers to register as investment advisers under 
the Advisers Act in order to offer fee-based accounts.  As a result of being 
subject to the Advisers Act, broker-dealers would also be subject to the 
heightened fiduciary requirements of the Act when putting customers in fee-
based accounts. 

After the court’s holding in Financial Planning Ass’n, fee-based 
brokerage accounts for a time became obsolete,22 but they have seen 
significant growth in recent years at dually-registered investment 
adviser/broker-dealer firms (“hybrid firms”), especially in the form of wrap 
fee programs.23  In 2012, assets under management in fee-based accounts 
totaled $2.8 trillion.24 

Neither in the proposed nor final Releases of Rule 202(a)(11)-1 did the 
SEC express any concerns associated with reverse churning of fee-based 
accounts.   

However, in 2003, the National Association of Securities Dealers 
(“NASD”) - which subsequently merged with the New York Stock Exchange 
into FINRA - issued guidance in the form of a Notice to Members (“NTM”), 
warning that fee-based accounts may not be suitable for all investors.25   

While acknowledging the benefits of aligned interests in fee-based 
accounts, the NTM reminded FINRA members that “[i]t generally is 

                                                 
20. Id. at *20433-34. 

21. Financial Planning Ass’n v. S.E.C, 482 F.3d 481 (D.C. Cir 2007). 

22. FINRA, FINRA Fines Robert W. Baird & Co. $500,000 for Fee-Based Account, 
Breakpoint Violations, News Release (February 18, 2009), http://www.finra.org/ 
newsroom/2009/finra-fines-robert-w-baird-co-500000-fee-based-account-break 
point-violations.  

23. Daisy Maxey, SEC Targets ‘Reverse Churning’ By Advisers, The Wall Street 
Journal, (February 24, 2014, 2:09 PM) https://www.wsj.com/articles/sec-targets-
reverse-churning-by-advisers-1393268925); See also Thomas P. Lemke & Gerald T. 
Lins, Regulation of Investment Advisers § 2:115 (2018 ed.).  

24. Suzanne Barlyn, U.S. Regulator Intensifies Scrutiny of Fee-Based Accounts, 
Reuters, (December 12, 2013, 2:56 PM) https://www.reuters.com/article/us-sec-
churning-idUSBRE9BB16P20131212).  

25. NASD, Notice To Members 03-68 (2003). 
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inconsistent with just and equitable principles of trade—and therefore a 
violation of Rule 2110—to place a customer in an account with a fee structure 
that reasonably can be expected to result in a greater cost than an alternative 
account offered by the member that provides the same services and benefits to 
the customer.”26  In determining the suitability of a fee-based account, states 
the NTM,  a FINRA member should consider factors such as “the customer’s 
financial status, investment objectives, trading history, size of portfolio, nature 
of securities held and account diversification.”27  

 
 

III. The SEC and FINRA’s Increased Regulatory Scrutiny of 
Reverse Churning 
 

Due to the increased use of fee-based brokerage accounts at hybrid firms 
in recent years, the SEC and FINRA have implemented initiatives to curtail 
reverse churning.  This has come in the form of rulemaking, public statements 
and an enforcement action.   
1. In 2011, FINRA implemented Rule 2111 – Suitability (the “Suitability 

Rule” or “Rule”).28   
The Suitability Rule requires a firm or associated person to “have a 
reasonable basis to believe that a recommended transaction or investment 
strategy involving a security or securities is suitable for the customer, 
based on the information obtained through the reasonable diligence of the 
member … to ascertain the customer’s investment profile.”29  The Rule 
further defines “investment profile” to include factors such as a customer’s 
investment objectives, investment experience, and financial situation and 
needs.30   
While the Rule is designed to prohibit a broad range of misconduct—
including traditional excessive trading practices, or churning—FINRA 
Rule 2111.03, as well as subsequent FINRA guidance interpreting the 
Rule, highlights its application to “explicit recommendations to hold a 
security,” thereby capturing reverse churning practices as well.31    

                                                 
26. Id.  

27. Id.  

28. FINRA Rule 2111 (2014). 

29. Id. 

30. Id.  

31. FINRA, Regulatory Notice 12-55, at 2, Q&A #7 (2012).  
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2. In 2013, then-SEC Chairwoman Mary Jo White stated that the SEC 
would target reverse churning through its Risk Analysis Examination 
initiative using quantitative analysis of trading activity to identify 
problematic behavior.32   

3. In 2014, the Director of the SEC’s Office of Compliance Inspections and 
Examination (“OCIE”) expressed the SEC’s concern with “accounts that 
are fee-based accounts in which few if any transactions are made.”33   
In 2015, OCIE listed reverse churning in its published exam priorities: 

 
 

Fee Selection and Reverse Churning  
 
Financial professionals serving retail investors are increasingly 
choosing to operate as an investment adviser or as a dually registered 
investment adviser/broker-dealer, rather than solely as a broker-
dealer.  Unlike broker-dealers, which typically charge investors a 
commission or mark-up on purchases and sales of securities, 
investment advisers employ a variety of fee structures for the services 
offered to clients, including fees based on assets under management, 
hourly fees, performance-based fees, wrap fees, and unified fees.   
Where an adviser offers a variety of fee arrangements, we will focus 
on recommendations of account types and whether they are in the best 
interest of the client at the inception of the arrangement and thereafter, 
including fees charged, services provided, and disclosures made about 
such relationships.34 

                                                 
32. Mary Jo White, Remarks at National Society of Compliance Professionals 
National Membership Meeting, October 22, 2013, https://www.sec.gov/news/ 
speech/2013-spch102213mjw#.U7MktvMo4dU.  

33. Andrew J. Bowden, People Handling Other Peoples’ Money, March 6, 2014 
https://www.sec.gov/news/speech/2014-spch030614ab#.U7MikfMo4dU.  

34. SEC, National Exam Program, Office of Compliance Inspections and 
Examinations, Examination Priorities for 2015, https://www.sec.gov/about/offices/ 
ocie/national-examination-program-priorities-2015.pdf.  
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Reverse churning was also listed in OCIE’s 2016 exam priorities,35 and 
wrap fee programs were listed in 201736 and 2018.37   

4. In March 2016, the SEC instituted an Enforcement action against three 
dually-registered AIG subsidiaries for conduct involving reverse 
churning.38   
In that action, the SEC determined that the hybrid firms failed to properly 
monitor wrap fee accounts for inactivity.39  The firms’ compliance policies 
and procedures required that wrap accounts “remained in the best interest 
of clients that traded infrequently” and that “accounts with three or fewer 
transactions during the previous 18-month period” be monitored on a 
quarterly basis.40  Nevertheless,  charged the SEC, the firms’ failure to 
monitor these accounts occurred even after OCIE examination staff had 
pointed out the deficiency in multiple previous examinations.41  While the 
firms, in response to the examination deficiencies, refunded advisory 
clients in excess of $1.2 million, the Enforcement action resulted in over 
$9 million in fines for this and additional conduct.  

 
 

IV. A Potential New Line of Reverse Churning Cases  
 

In 2016, the Department of Labor began plans to implement a new Rule 
(the “DOL Fiduciary Rule”) that would have required financial professionals 
- namely broker-dealers working with retirement plans - to be held to the 

                                                 
35. SEC, National Exam Program, Office of Compliance Inspections and 
Examinations, Examination Priorities for 2016, https://www.sec.gov/about/offices/ 
ocie/national-examination-program-priorities-2016.pdf.  

36. SEC, National Exam Program, Office of Compliance Inspections and 
Examinations, Examination Priorities for 2017, https://www.sec.gov/about/offices/ 
ocie/national-examination-program-priorities-2017.pdf.  

37. SEC, National Exam Program, Office of Compliance Inspections and 
Examinations, Examination Priorities for 2018 https://www.sec.gov/about/offices/ 
ocie/national-examination-program-priorities-2018.pdf.  

38. In re Royal Alliance Associates, Inc., Exchange Act Release No. 34-77362, 
Advisers Act Release No. 4351 (Mar. 14, 2016) https://www.sec.gov/litigation/ 
admin/2016/34-77362.pdf.  

39. Id. 

40. Id.  

41. Id. 
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heightened standards of a fiduciary, equivalent to those required of investment 
advisers under the Advisers Act, as mentioned above.42  While the DOL 
Fiduciary Rule was subsequently struck down by the Fifth Circuit in March 
2018,43 it had the effect of motivating broker-dealers to move customer assets 
from commission-based brokerage accounts to fee-based advisory accounts.44   

It is yet to be determined what the full impact of the rise and fall of the 
DOL Fiduciary Rule will be on the financial industry, but a federal class-action 
Complaint filed against the dually-registered Edward Jones, also in March 
2018, may be a foreshadowing of reverse churning cases to come.45   

The Edward Jones Complaint (the “Complaint”) was filed in the United 
States District Court of the Eastern District of California against Edward Jones, 
along with its parent companies, investment adviser subsidiaries and ten of its 
executives. It alleged widespread practices of reverse churning when 
transferring Edward Jones’ existing clients from commission-based accounts 
to fee-based products.  By doing so, it was alleged, these clients ended up 
paying more in fees than they would have had their accounts remained 
commission-based.46  

Additionally, the Complaint alleged that Edward Jones used the pressure 
of the DOL Fiduciary Rule—which would impose a heightened standard of 
care and conflict-disclosure requirements on financial institutions charging 
commission-based fees—merely as an excuse to funnel the majority of its 
existing clients into its advisory products.47  The Complaint further alleged that 
                                                 
42. Davis Polk & Wardwell, LLP Department of Labor’s Final Rule Defining 
Fiduciary Investment Advice and Conflicts of Interest, (April 18, 2016) 
https://www.davispolk.com/publications/department-labor’s-final-rule-defining-
fiduciary-investment-advice-and-conflicts  

43. Chamber of Commerce of the U.S.A., et al. v. U.S. Dep't of Labor, et. al., 885 
F.3d 360 (5th Cir. 2018). 

44. Mark Schoeff Jr., DOL Fiduciary Rule Sparks Charges of Reverse-Churning, 
InvestmentNews, April 4, 2018, 4:45 PM, http://www.investmentnews.com/article/ 
20180404/FREE/180409966/dol-fiduciary-rule-sparks-charges-of-reverse-churning.  

45. Id. 

46. Anderson, et al. v. Edward Jones, et al.,18-cv-00714 (E.D. Cal., March 30, 2018) 
Docket Entry 1, Complaint ¶1 https://www.courthousenews.com/wp-content/ 
uploads/2018/04/Edward-Jones.pdf.  

47. Id. at ¶51. The Complaint also alleges that all the while Edward Jones was 
profiting from the transition to advisory accounts, it publicly opposed the DOL 
Fiduciary Rule and stated that it would “negatively affect the Company’s revenue.” 
See Id. at ¶44, 51.  
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this overall conduct resulted in the reverse-churning of client assets, in 
violation of Securities Exchange Act Section 10(b) and Rule 10b-5 thereunder 
and FINRA Rule 2111.48 

Even if the DOL Fiduciary Rule does not survive, the SEC has proposed 
its own regulation, Regulation Best Interest (“RBI” or “Regulation”),49 which 
would work to heighten the standard of conduct required of broker-dealers 
offering commission-based accounts.  While RBI as proposed would impose 
obligations for broker-dealers “separate and distinct from the fiduciary duty 
that has developed under the Advisers Act,” it would establish “an express best 
interest obligation that would apply to broker-dealers when making a 
recommendation of any securities transaction or investment strategy to a retail 
customer.”50   

The proposed Regulation expands upon a broker-dealers’ obligations 
under FINRA suitability requirements.  Indeed, in setting forth the “Care 
Obligation,” RBI shares almost identical language of part of FINRA’s 
Suitability Rule, 2111.05.51  However, the Regulation as proposed would 
impose additional requirements that are not covered under FINRA suitability.  

Under the Regulation, a broker-dealer would be obligated to establish, 
maintain and enforce policies and procedures designed to curtail conflicts of 
interests that may arise in recommendations to a customer (the “Conflict of 
Interest Obligations”).52  Furthermore, a broker-dealer would have to disclose 
to the customer “all material conflicts of interest that are associated with the 
recommendation” (the “Disclosure Obligation”).53 

In the Release Regulation Best Interest, the SEC stated its concern that the 
increased regulatory burden “may cause investors to lose choice and access to 
products, services, … and payment options” such as commission-based 
services.54  If RBI would result in a shift towards fee-based advisory services—
similar to what occurred in response to the DOL Fiduciary Rule—it could 
result in more claims of alleged reverse churning. 

                                                 
48. Id. at ¶93, 104-162. 

49. Regulation Best Interest, Exchange Act Release No. 83062, 83 Fed. Reg. 21574-
01, 2018 WL 2114081 (May 9, 2018).  

50. Id. at *21571.  

51. Id. at *21681-82. 

52. Id. at *21682. 

53. Id. at 21681. 

54. Id. at 21583-84. 
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V. Conclusion 
 

While the landscape for investment services has completely changed from 
when fee-based accounts were introduced in the 90s, reverse churning remains 
a priority of regulatory agencies such as FINRA and the SEC.  This is likely 
the result of the blurring line between investment advisers and broker-dealers, 
as hybrid firms become increasingly more prominent.  

It is unclear what the future holds for reverse churning.  Much may hinge 
on the future of the DOL Fiduciary Rule and Regulation Best Interest, and 
whether they would motivate financial professionals to move more customers 
from commission-based to fee-based accounts.  The result of the Edward Jones 
litigation should also be telling.  Stay tuned. 
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VARIABLE AND FIXED ANNUITIES 
WHAT ATTORNEYS NEED TO KNOW  

 
Frederick Rosenberg JD 

 
 
Introduction  
 

Once upon a time, the much-maligned Variable Annuity (“VA”) was 
limited to death benefits for beneficiaries to fight over. However, once VAs 
were permitted to add guaranteed Living Benefit Riders, much mischief 
followed. Attorneys representing parties to Variable Annuities should be 
apprised of the benefits and pitfalls of this problematic investment product. 
That is the focus of this article. 

VAs are insurance products that promise safety, income, a death benefit, 
and guarantees of income, not an estate.  Originally developed as a tax shelter 
in the 1970s when tax rates reached 70%, VAs and Fixed Income Annuities 
(“FIAs”) are now globally recommended for the portfolios of investors across 
all economic sectors. Investors select from a menu of features and riders 
promoted in sales brochures and often supplemented by broker forecasts and 
financial plans. In the end, investors pay an average of 3-4% annually for 
“benefits” and other features they often never use, which they didn’t 
understand, which impair returns, and restricts access to funds. Less than 2% 
of VAs are annuitized annually with investors instead paying for and electing 
costly lifetime benefits and notional guarantees.1 

According to the Insurance Information Institute (III) and LIMRA, an 
Insurance Industry Trade Association, by the end of 2017 there were $2.547 
trillion in Variable and Index Annuities increasing by upward of 200 

                                                            
1. Erick Halpern, Ruark Releases Fall 2018 Variable Annuity Study Results, Ruark 
(Nov. 28, 2018), https://ruark.co/ruark-releases-fall-2018-variable-annuity-study-
results/ (“Annuitization rates on policies with guaranteed minimum income benefit 
(GMIB) riders continue to decline. The overall exercise rate for the riders with a 10-
year waiting period is below 2% for the full study period. Rates have been falling 
steadily since 2010, and quarterly observed rates have stayed at or below 2% since 
2014…”).  
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Billion/year2,3. Two and half trillion dollars at an average 3% per year would 
generate by my calculation $75 billion/year in fees and expenses. Variable and 
Fixed Index Annuity annual commissions could exceed $1.2 billion at 6%. 
Unfortunately for most investors, the failings of their VAs and accruing 
damages are often masked by rising markets over the long-term, resulting in 
delayed discovery and consequent statutes of limitation and FINRA arbitration 
eligibility issues.  
 
 
Impairment Damages 

 
Damages related to VAs are based on impairment of returns, not allocation 

or market losses. Even suitably allocated portfolios can be impaired through 
excessive costs. Impairments are structural and unrelated to profitability or 
market adjusted damages. The impact of impairments grows in direct 
proportion to market performance. A 3%+ drag over 10-15 years will diminish 
returns by an amount equal to the original investment. Impairment damages 
must be separately calculated based not on an index but upon actual 
performance adjusted for the drag.   

What is certain is that with high front-end fees, 12(b) fees, mortality 
expenses, and rider fees, there is a substantial inducement for financial 
advisors to recommend VAs and FIAs. Do the features truly conform to an 
investor’s financial condition, objectives, and needs under both FINRA Rule 
2330 and state insurance regulations?   

This article analyzes annuity benefits and costs.  At the end of this article, 
I list twenty disciplinary actions over the last two years relating specifically to 
VA sales practice abuses like switching and share types that generate higher 
fees to financial advisors for no benefit to investors.    
 
 
 
 
 
                                                            
2. LIMRA Secure Retirement Institute, LIMRA Secure Retirement Institute: Total 
Annuity Sales Have Best Quarter in Nearly 10 Years, (Feb. 20, 2019), 
http://www.limra.com/Posts/PR/News_Releases/LIMRA_Secure_Retirement_Institu
te_Total_Annuity_Slaes_Have_Best_Quarter_in_Nearly_10_Years.aspx (last visited 
Feb. 22, 2019).  

3. LIMRA Secure Retirement Institute, U.S. Individual Annuity Sales Survey (2018, 
4th quarter). 
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State Insurance Laws Always Apply 
 

All states regulate insurance contracts and claims arise primarily under 
state insurance laws in addition to any State or Federal securities laws and 
regulations, or the rules of self-regulatory organizations (“SROs”). 
Respondents in arbitrations frequently argue that some Annuity claims are not 
eligible for FINRA arbitration because “they are not securities” and because 
FINRA arbitration rules specifically exempt such claims from arbitration.4 
Variable Annuities are securities registered under the 33 Act. While FIA’s are 
safe-harbored from Registration5, FINRA requires supervision of the sale 
when sold “as an investment.” 

State insurance laws provide the strongest basis of any VA claim and 
should be pleaded specifically and most states have a searchable online 
database of regulatory actions that define violative conduct and standards 
including Variable Annuities. For example: 
New Jersey Revised Statutes   TITLE 17B – INSURANCE: (NJ Example) 
  17B:17-5. Annuity defined "Annuity" is a contract not coming within the 

definition of life insurance as set forth in section 17B:17-3, or health 
insurance as set forth in section 17B:17-4, under which an insurer 
obligates itself to make periodic payments for a specified period of time, 
such as for a number of years, or until the happening of an event, or for 
life, or for a period of time determined by any combination thereof….”  

 17B:25-42 - Violations, penalties.  A violation of this act shall be a 
violation of N.J.S.17B:30-1 et seq. . Pursuant to the authority provided to 
the commissioner under N.J.S.17B:30-1 et seq., the commissioner may, 
upon finding a violation occurred or is occurring, order: (1) an insurer to 
take reasonably appropriate corrective action regarding any consumer 
harmed by a violation relating to an annuity issued by the insurer; 

                                                            
4.  See FINRA Rule 12200. 

5. See NASD NTM 05-50, 3 Equity-Indexed Annuities Member Responsibilities for 
Supervising Sales of Unregistered Equity-Indexed Annuities (August 2005)  
(marketing an FIA as an investment nullifies the Rule 151 insurance safe harbor from 
Registration under Section 3(a)(8) of the 33 Act.  Selling FIAs imposes a supervisory 
responsibility under FINRA Rules).  See also Malone v Addison Ins. Marketing, Inc., 
225 F. Supp. 2d, 743 (W.D. Ky. 2002) (guidance on FIA exemptions from 
Registration); See also SEC Release 33-7438 (discussion of the Section 3(a)(8) Rule 
151 Safe-harbor.) 
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 17B:30-2 - Practices prohibited  “No person shall engage in this State in 
any trade practice which is defined in this chapter as or determined 
pursuant to this chapter to be an unfair method of competition or an unfair 
or deceptive act or practice in the business of life insurance, health 
insurance or annuity. The practices described in sections 17B:30-3 to 
17B:30-13 as modified by section 17B:30-14 are hereby defined to be such 
practices.” 

 17B:30-3. Misrepresentations and false advertising of policies or 
annuity contracts. “No person shall make, issue, circulate or cause to be 
made, issued or circulated, any estimate, illustration, circular or statement 
misrepresenting the terms of any policy or annuity contract issued or to be 
issued or the benefits or advantages promised thereby …”. 

 17B:30-4. False information and advertising  “No person shall make, 
publish, disseminate, circulate, or place before the public, or cause, 
directly or indirectly, to be made, published, disseminated, circulated, or 
placed before the public, in a newspaper, magazine or other publication, 
or in the form of a notice, circular, pamphlet, letter or poster, or over any 
radio or television station, or in any other way, an advertisement, 
announcement or statement containing any assertion, representation or 
statement with respect to the business of insurance and annuities or with 
respect to any person in the conduct of his insurance and annuity business, 
which is untrue, deceptive or misleading”.  

 17B:30-6 - "Twisting" prohibited  “No person shall make any misleading 
representations or incomplete or fraudulent comparison of any insurance 
policies or annuity contracts or insurers for the purpose of inducing, or 
tending to induce, any person to lapse, forfeit, surrender, terminate, retain, 
or convert any insurance policy or annuity contract, or to take out a policy 
of insurance or annuity contract in another insurer”. 

 
 
No Death Benefit 
 

Variable annuities are insurance products and, as such, must include an 
insurance component - a death benefit initially pegged to the value of the 
contribution, the “contract value.” On average, VAs charge 1.35% + 0.15% 
administration of the contract value each year to pay for the death benefit. 
Consistent with life policies, that charge is called a “mortality expense.” On a 
$1 million VA, the initial mortality expense is $13,500/year. This fee will 
increase if the portfolio appreciates under Riders in most VA policies 
providing for “step-up.” 
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So, if the portfolio appreciates to $1.2 million, a paid rider - Guaranteed 
Minimum Death Benefit (“GMDB”) - allows the investor to permanently “step 
up” the guaranteed notional6 (theoretical) death benefit to $1.2 million. GMDB 
riders that ratchet-up the notional death benefit increase the mortality charges 
by at least 0.5% to 1.85%, or $18,500 a year.   
 
 
The Death Benefit is a Put   
 

The death benefit is a unique and prohibitively expensive form of portfolio 
insurance.7 If at death the portfolio is less than the Guaranteed Death Benefit, 
the put will be in-the-money and its value will be equal to the difference 
between the notional (theoretical) death benefit and the portfolio’s market 
value. The sub-accounts of the VA will be “put” to the annuity company in 
exchange for the death proceeds.  If at death the sub-account value exceeds the 
Guaranteed Benefit, the put will be out-of-the-money and will be valueless. 
Assuming no step-up, the 10-year cost is $135,000 on a $1,000,000 
investment. 

Buying a put is a costly short-term hedge against market reversals and is 
never a long-term solution due to high costs that impair returns. Mortality 
expenses, on the other hand, are lifelong and increasing. With step-up, 
mortality costs grow by an additional 0.5% to 1.85% a year in addition to living 
benefits that add another 1.5%, bringing policy costs to over 3%+/- in many 
cases in addition to portfolio management costs and 12(b) fees.   

Assume the investor dies after 10 years, having paid $135,000 in mortality 
expense. Disregarding fee impact, growth and step-up, if the investor died 
during a severe recession and his portfolio declined to $700,000, his heirs 
would exercise the put and take the $1 million death benefit, surrendering the 
$700,000 sub-account. Actual costs are $1 million plus $135,000 mortality 

                                                            
6. The insurance benefit is “notional” or theoretical. The actual insurance benefit is 
the value of the put at death and is calculated by subtracting the surrendered portfolio’s 
value from the notional death benefit upon death. On contract date, the death benefit 
value is zero, not a notional $1 million.  VA sponsors restrict risky investments, require 
income allocations and restrict investment choices.  The probability of a VA portfolio 
ever going to zero from market activity is nil and real death benefits are typically a 
small fraction of the notional insurance benefit even when the investor dies during a 
market recession. 

7. Portfolio Insurance is a hedge strategy using Puts that is employed sparingly by 
professional portfolio managers to hedge short term risk. It has been widely criticized 
for its cost and value on a long-term basis. 
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fees, a benefit cost of $1,135,000 for a $1 million Death Benefit after 10 years. 
The value of the put is $300,000, the amount by which the put is in-the-money. 
Had the portfolio only declined to $900,000, the put value would drop to 
$100,000 at death.  By comparison, a 20-year $500,000 term policy on a 58-
year-old male costs approximately $5,200 a year8 and offers fixed protection 
at savings of $328,000 over 12 years. The beneficiaries get to keep both the 
portfolio and policy proceeds of $500,000 regardless of performance. 

Two things are deeply troubling about this: 
1. VAs are routinely sold and promoted as providing a “Death Benefit” 

especially to those unable to qualify for a life policy, when in actuality 
the investor is purchasing a put of uncertain value, not a $1 million 
life insurance policy. 

2. Unlike insurance, mortality expenses are not refunded when, upon 
death, the put is out-of-the-money and expires worthless, as would 
normally be the case with insurance policies that do not pay out on 
death for any reason.   

Below is a Comparison of a Guaranteed Death Benefit vs. Average Market 
Returns coupled with a $500,000 term policy for Life+20-year guaranteed. 
The results are these: 

1. Regardless of the death year, the index/term policy resulted in 
substantially better outcomes.   

2. The put was in-the-money in only six of the 12 years.  
3. That fact, plus the impact of fees, resulted in a deficit after 12 years of 

over $1million between the variable annuity and the index/term 
Insurance under identical market performance.  

4. The total costs of the VA - $432,850 over 12 years - compare with 
$104,080 for an index (.25%) and term policy costing $5,200 a year 
and over 12 years the excess VA cost still amounts to a $327,700 drag 
on performance.   
 

                                                            
8. Average Based upon quotations obtained on-line ranging from<$2800-$7,600/yr 
depending on health and age. 
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The irony is that as markets rise, investors must pay an additional 0.5% to 
0.85% for riders to step up benefits simply to “protect profit” and maintain 
guarantees. Absent step-up, over the long-term the put will likely be 
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permanently out-of-the-money and worthless even while premiums are 
collected each year. For most VAs, the mortality expense is more of a 
surcharge than a benefit cost.   

 
 

Core Riders and Guarantees 
 

VAs offer risk-averse investors lifetime guarantees of return and income, 
a death benefit and tax advantages by top-rated insurance companies. These 
benefits are unavailable with mutual funds alone.  

VAs have two principal phases: accumulation and distribution. 
Accumulation is the period when assets in subaccounts grow. Distribution 
specifically means death, annuitization, or a lifetime income. Death benefits 
are discussed above. Annuitization requires the purchase of an annuity based 
upon mortality tables with a minimum payout of 10 years, or in recent years, 
an income election under a paid rider.  

 
 
VA Rider Alphabet Soup 
 
1) GMWB – A guaranteed minimum withdrawal benefit (“GMWB”) rider 

guarantees that a certain percentage (usually 5-10%) of the amount 
invested can be withdrawn annually until the entire premium is 
recovered, regardless of market performance. Withdrawals deplete 
profits first and premium second and can result in partial surrenders and 
penalties. 

2) GMIB – A guaranteed minimum income benefit (“GMIB”) rider  is 
designed to provide the investor with a base amount of lifetime income 
when he or she retires, regardless of how the investments performed. It 
guarantees that if the owner annuitizes, payments will be based on the 
amount invested, credited with a guaranteed interest rate--typically 5%- 
8%. An investor must annuitize to receive this benefit and there is 
typically a seven to ten-year withdrawal-free holding period before it can 
be exercised. This is sometimes called a roll-up benefit.  Age limits may 
also apply. 

3) GMAB – A guaranteed minimum accumulation benefit (“GMAB”) rider 
guarantees that an owner's contract value will be at least equal to a certain 
minimum amount after a specified number of years (typically 7-10 
years), regardless of actual investment performance. GMABs limit asset 
allocation and withdrawals and work in conjunction with other riders. 
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4) GLWB – A guarantee of income for life and a specific percentage 
(typically 3-6% based on age) of the amount invested (“GLWB”) can be 
withdrawn each year for as long as the contract holder lives regardless of 
market performance. This percentage will vary depending on the person's 
age when withdrawals begin. There are substantial portfolio restrictions 
and withdrawals generally act as surrenders. Recovery of premium 
ranges between 16 and 25 years and payments continue until death, even 
if the account balance is fully depleted.  
In comparing the GLWB election to annuitization, the annuity appears to 

offer better outcomes for less cost assuming identical investments and timing.  
With a 6.23% constant, the annuity will take 16 years to recover investments 
v. 20 years for the GLWB.        

 

 
Over the past 15 or so years, living benefits have made deferred variable 

annuities a 2.5+ trillion-dollar industry with millions of policy holders paying 
2.5-3.5% annually (i.e., $75 billion a year)9. Importantly, all guarantees apply 

                                                            
9. See, e.g. LIMRA Secure Retirement Institute, supra at Fn. 2 and Fn. 3. 

GLWB vs Annuity 65-yr old male, $1,000,000 

GLWB Annuity (Life-20 guarantee) 

 5 % Constant (20- year recover  6.23% Constant (16-year recovery) 

 $4,166/mo. ($50,000/yr.)  $5,192/mo. ($62,304/yr.) 
 $12,304/yr. increased Cash Flow  

($246,080 in 20 years) 
 Partial Liquidity  Illiquid 

 Surrender Value  Discounted Cash Flow Valuation 

 Continues until Death  Continues until Death with 20-year 
guarantee 

 Death Benefit  No Death Benefit 

 Recapture and Adjustments 
affect distributions 

 No Adjustments to Income 

 2-3% Pre and Post-
Annuitization Annual Fees 

 Fee % can be increased over 
time 

 No annual fees or costs 
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solely towards the purchase of an annuity or an income under a Lifetime 
Withdrawal Rider. Should the investor surrender the policy instead of 
annuitizing, she takes the portfolio at surrender value.  If an annuity is 
elected, the sub-accounts are forfeited and there is no ability to increase 
distributions or withdraw additional funds. There simply will be no estate. 
The annuity does have collateral value for lending purposes and could be sold 
at discount. 

Many investors mistake the GMWB’s percentage withdrawal benefit 
with the fixed dollar withdrawal GLWB benefit. It isn’t comparable. The 
GMWB only guarantees the withdrawal rate (e.g.7%.), not the distribution 
amount (e.g., $70,000). Both can trigger surrenders.   

If the sub-accounts decline below the $1 million contract amount for any 
reason (including withdrawals and fees), the penalty-free withdrawal amount 
will decline. For example, if the portfolio drops to $800,000 in year four, the 
GMWB 7% penalty-free withdrawal amount would be $56,000 a year. 
Annual withdrawals of $70,000 if continued are 8.75% of the portfolio or 
$14,000 more than permitted. Penalties will apply on the $14,000 excess and 
the excess withdrawal will be treated as a “partial surrender,” reducing 
benefits proportionately and setting the stage for unsustainability in the 
decade to follow.  

During market declines, VAs in distribution accelerate surrenders with 
long-term impairment of benefits. It is common to see potentially fatal 
portfolio declines of 10-20% in VA sub-accounts after 4 to 5 years of 5% 
“penalty-free” withdrawals and 3.5% annual fees. There are six correlating 
factors that explain these phenomena:  
1. High Hurdles: High annual VA expenses of 3%-4% plus 1% fund 

management expenses impose a substantial drag on growth.  
2. Fixed Withdrawals: If a portfolio initially distributing $50,000 a year 

declines to $700,000 after 4 or 5 years, a $50,000 withdrawal amounts to 
7.15% of the portfolio raising the hurdle to 11.1%, an impossible barrier 
to recovery after market declines. 

3. Portfolio Allocation: VA contracts with withdrawal riders generally 
require about 20% in fixed income, which is readjusted periodically. 
Mutual fund sub-accounts provide for well diversified and balanced 
positions and high volatility funds are not offered or are restricted. Given 
a portfolio allocation that includes 20%+ fixed income, projected 
arithmetic returns are insufficient to sustain growth over the long-term 
given hurdle rates.  

4. Cannibalization of Shares. Every share or unit is an engine of growth, a 
small enterprise that generates income or growth at identified risk. A 9% 
hurdle, however, requires liquidation of shares to fund the distributions 
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and expenses, something that typically is effected automatically 
regardless of stock performance. Once liquidated, those shares are no 
longer available to contribute to portfolio growth. Over the long-term, 
share depletion is a significant drag on a portfolio’s recovery and 
typically when market recovery does occur, the share-depleted portfolio 
does not and distributions become unsustainable. 

5. Sequence Risk: Sequence risk is unique to portfolios in distribution 
whereby portfolios even with modest declines in the early years of 
distribution will become prematurely unsustainable. Conversely, 
portfolios that experience early appreciation in the sequence of returns 
not only are sustainable but are potentially profitable. The only way to 
manage sequence risk is to cease withdrawals until the portfolio recovers, 
something most VA investors on automatic withdrawals cannot do.  

6. Partial Surrenders. One of the consequences of adhering to a fixed 
monthly withdrawal regime when portfolio value falls below contract 
value is that it results in partial surrender reducing benefits 
proportionally. For example, the 5% penalty-free withdrawal on an 
$800,000 portfolio is $40,000. Should investors continue fixed 
withdrawals of $50,000 a year, there will be $10,000 in excess 
withdrawal that is treated as a partial surrender and subject to penalties. 
If distributions continue, portfolio erosion will accelerate, the excess 
distributions will increase and benefits will be reduced proportionately. 

 
 
Financial Planning 
 

Those six financial factors explain portfolio declines in variable annuity 
sub-accounts over the long term to the point of unsustainability. Financial 
planning is a behavioral contributor to the decline.  

When confronted with portfolio declines, either during recession or in 
combination with withdrawals, investors relying on VA guarantees and 
bolstered by financial projections and broker advice typically stay the course 
and continue their automatic distributions, liquidating shares and shortening 
payout by a decade or more. Unfortunately, based on my observations, most 
investors have no choice having planned their lifestyle in reliance on monthly 
distributions and lack reserves to continue without them for more than a 
month or two.  

Financial plans typically have another weakness. All projections are 
based on contemporary variables, the principal invested, life expectancy, 
average growth rate, withdrawals, and inflation. However, each of those 
variables can change significantly. If by year three the portfolio value has 
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declined to $800,000, there arguably is no difference from a second investor 
investing $800,000 whose financial plan also promises sustainable 
distributions of 5% or $40,000 a year vs. the $50,000 a year depleting the 
investor’s identical portfolio. The fact is that the original projections are 
woefully out of date three years later and new forecasts incorporating updated 
variables will likely require substantial adjustments to withdrawals or 
annuitization.   

Most projections assume the VA sub-accounts will appreciate, provide 
penalty-free income, and cover expenses over a lifetime. Given the 3%-4% 
annual expense hurdle, volatility, sequence risk, and share liquidations, the 
probability of capital appreciation after 5%-6% income distributions (even 
under normal market conditions) is dim at best, making long-term principal 
erosion a predictable outcome from day one. Sadly, most investors never 
come to realize this until portfolio erosion is irreversible, distributions 
unsustainable, and guaranteed income alternatives inadequate. 

The vast majority VA policies will never be annuitized,10 yet investors 
still pay costly annual premiums for benefits and guarantees that apply only 
towards the purchase of an annuity or taking guaranteed lifetime income. If 
an investor does annuitize, the fixed distributions likely will be far lower over 
time than forecasted, the estate disappears, and benefits are terminated. In 
short, if the Investor annuitizes, the projections in the financial plan go out 
the window. There is much the same impact of taking lifetime income 
benefits. 

There are meaningful defects in many projections that grossly overstate 
long-term growth and understate risk. The table below illustrates the 
difference that volatility and internal VA expenses can have on the sales 
forecasts investors rely upon. In my experience, most sales illustrations 
obtained in Discovery often used straight-line appreciation and omit internal 
VA costs in long-term projections. Adding market volatility to the growth 
rate and internal costs substantially alters the illustration.  
 

  

                                                            
10. Erick Halpern, Ruark Releases Fall 2018 Variable Annuity Study Results, Ruark 
(Nov. 28, 2018), https://ruark.co/ruark-releases-fall-2018-variable-annuity-study-
results/. 
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The top half of the table compares forecasts without withdrawals, the 
bottom half compares forecasts with withdrawals. The market-adjusted 
portfolio projects only half the value of the typical sales forecast when 
expenses are included. Overstatement of outcome understates risk and that 
often leads to the false impression that the VA will produce both an estate and 
guaranteed lifetime income.  In reality, it is surrender or income, never both. 
 
 
Reaching the Break(ing) Point – Follow the Money 
 

Brokers selling VAs typically receive 6% commissions regardless of 
investment amount. Loaded mutual funds reduce overall commissions at 
“breakpoints” on a scale from 8% to 0% depending on total investment. No 
commissions are paid whatsoever on a $1 million investment.  

By contrast, a $1 million VA with the same mutual funds will pay the 
broker $60,000 in commissions, giving a strong incentive to recommend a VA 
to circumvent breakpoint discounts. Does the investor truly benefit?11 One 
company I surveyed pays commission of “5% Heaped” or 3.5% plus a 0.5% 
trailer for 10 years or 1.25% plus a 0.8% trailer for 10 years.   

Trailers are calculated on the appreciated portfolio value, meaning that 
appreciating portfolios grow commissions substantially over 10 years, often 
exceeding 10% over that time while diminishing sub-account returns. 
 
 
Share Types and Commissions 
 

 

                                                            
11. See NASD Notice To Members 02-85 NASD Requires Immediate Member Firm 
Action Regarding Mutual Fund Purchases and Breakpoint Schedules (December 
2002) and NASD NTM 03-47 Refunds to Customers Who Did Not Receive 
Appropriate Breakpoint Discounts in Connection with the Purchase of Class A Shares 
of Front-End Loaded Mutual Funds and the Capital Treatment of Refund Liability 
(August 2003) (discussions of Mutual Fund breakpoints and damages for breakpoint 
violations.)  
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The typical variable annuity is a “B” share, with a 7-10 year Contingent 

Deferred Sales Charge (“CDSC”) on a declining scale from 8% to 0%. 
However, L shares aimed, oxymoronically, at short-term annuity investors 
reduced the CDSC to four years by increasing rider fees and paying higher 
commissions.  L shares are not being offered today by most companies due in 
part to recent regulatory actions and fines related to excess fees and 
commissions.  Transamerica’s Variable Annuity Series X12 shares incorporate 
a Step-Up fee for longer and higher CDSCs and higher mortality costs.   

The cost structures and rider charges are related to share type and 
therefore, on VA claims, damages will accrue differently and could be 
significant over the long-term. Increased commissions, mortality 
administration expenses, and 12(b) fees have a deleterious impact over time 
for no benefit other than to commissioned salesmen.   
 
 
Twisting/Switching 
      

Over the past 10-15 years, annuity companies have added a portfolio of 
“living benefit” riders. These riders, discussed above, are substantial 
enhancements and carry heavy costs over time. Simultaneously, many of the 
earlier VAs had limits on step-up and lacked comparable living benefits. 
Unable to step-up their death or income benefits to “protect” portfolio 
appreciation, many existing VA owners have been induced to switch policies 
and pay a CDSC to purchase a higher cost VA with additional features, 
restarting the CDSC and paying new commissions.   Under state insurance 
laws,  this may be defined as  “twisting”  when done to generate commissions. 
In FINRA parlance, the practice is known as “switching”. 

FINRA Rule 2330 (B)(1) (b) provides that in the case of an exchange of a 
deferred variable annuity, the exchange must be consistent with the suitability 
determination required by paragraph (b)(1)(A) of this Rule, taking into 
consideration whether: 

(i) the customer would incur a surrender charge, be subject to the 
commencement of a new surrender period, lose existing benefits 
(such as death, living, or other contractual benefits), or be subject 
to increased fees or charges (such as mortality and expense fees, 
investment advisory fees, or charges for riders and similar product 
enhancements) 

                                                            
12. Transamerica’s Variable Annuity Series X Share, http://www.transamerica.com/ 
.../x-share-product-brochure-0718 tcm73-45969.pdf.   
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(ii) the customer would benefit from product enhancements and 
improvements 

(iii) the customer has had another deferred variable annuity exchange 
within the preceding 36 months  

(iv) The determinations required by this paragraph shall be 
documented and signed by the associated person recommending 
the transaction. 

(v) Recent Regulatory Actions highlight the problem 
 

 
 

 
 
 

Fixed Index Annuity:  
 

An FIA is an insurance contract (not a security) designed to compete with 
CDs and T-Bills. Notional accounts replace VA sub-accounts with benefits 
and balances calculated according to the terms of the riders. Principal is 
guaranteed, but index returns are capped. Principal depletion occurs from fees 
and costs as well as from surrenders. CDSCs are high and surrender periods 
long. All benefits are recaptured from excess withdrawals and surrenders. 
Below are typical CDSC and recapture rates. Each of the categories, 10/8/5 
year percentages, come with differing cost and commission structures and vary 
in terms of impairment.    
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FIA: Roll-Up 
 

For investors not taking immediate distributions, GMIB roll-up options at 
guaranteed growth rates are intended to build an income base for higher 
annuity payments in later years. The table below illustrates an actual 
guaranteed Roll-Up benefit in a FIA.   

The annual charge is 1.25% of the income base, a notional account 
growing 8% a year for 12 years assuming no withdrawals. As the income base 
grows over the years, so does the lifetime income. For example, at age 90, the 
investor can either take an annuity paying $41,310 annually on an income base 
of $550,800 extinguishing all benefits or pay an additional rider charge, grow 
the income base by 8% and maintain the death benefit for another year for a 
higher payout. Note also that the discounted cash flow (DCF) value of the lump 
sum death benefit vs. an annuity payout amount and the account value over 16 
years.13 

                                                            
13. Source: an actual illustration of guaranteed benefits under American Valor 10 
and Income Sustainer Plus Illustration Forms #P1431410NW and #R6032810NW, 
Great American Life Insurance Company February 5, 2015, Version 9.16.13.  
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The 1.25% rider cost is in addition to all other elected riders and expenses 
typically aggregating 3.5%+/- including portfolio management.  Fees, 
withdrawals, and partial surrenders reduce benefits and with a declining 
account value, estate building is impossible. Collateral value -  the amount a 
bank will lend against the FIA - is the lesser of surrender value or account 
value.  If the annuitant dies before receiving an amount equal to the premium 
or contract value, the beneficiaries will receive a lump sum equal to the 
remainder of the premium which has not yet been paid. 
 
 
It’s the Constant, Stupid 

 
Lifetime annuity payments are determined actuarially, so the shorter the 

life expectancy, the higher the payment. This is reflected in the “constant,” the 
percentage of the original premium or contract value that will be paid out every 
year for life. As the first table below illustrates, even if the income base did 
not grow at all, the annuity payment would steadily increase as life-expectancy 
decreased. Familiarly, this is the same rationale used to delay taking Social 
Security payments until age 70.  
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I compare the immediate annuity payout to the payout of the GMIB for 
each year between 80 and 90 as illustrated in sales brochures.   
Immediateannuities.com does not publish rates beyond age 90 and so the 
comparison ends in the 11th year. Surprisingly, with zero growth in account 
value over 10 years, the immediate annuity still produced higher annual 
income than the escalating GMIB’s Lifetime Income benefit14 every year, a 
result solely attributable to the constant.  
 

 
 

I next prepared a comparison escalating the account value by 2% a year, a 
safe rate equivalent or the TIPs rate (Treasury Inflation Protected notes) or the 
minimum guaranteed rate mandated under every state’s insurance laws. 
Compounding at a safe-rate of 2% a year, the immediate annuity realizes a 
substantial annual increase over the GMIB Lifetime Income growing its base 
8% a year.   

                                                            
14.  All states mandate minimum growth rates on annuities so without any riders 
Account Value should appreciate at 2%+/- annually under State law.   
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Finally, I prepared a third analysis applying the Immediateannuity.com 
constant to the GMIB income base. The annuity payout was consistently 50%- 
60% greater than the GMIB lifetime income with the same income base. Once 
again, the explanation lies with the substantially higher immediate annuity 
constant vs. the “haircut” constant applicable to the living benefit. 
Contributing the lower payout is the fact that most VAs and FIAs apply an age 
“setback” of 7-10 years on the annuity calculation of their riders reducing 
benefits based on a notional longer life expectancy. Caveat: The illustration is 
based on an actual annuity illustration, but payout rates vary widely as do 
guaranteed growth rates and each policy must be individually analyzed. 

Damages could very well be measured as the difference in payouts 
between the immediate annuity and the recommended lifetime benefit.   
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To further understand the benefits of deferral to the annuity company, 
consider the impact of all $2.5 trillion outstanding in variable annuities 
annuitizing immediately (something many should probably do to avoid years 
of corrosive costs). Investors would get higher guaranteed payments and 
quicker recovery of premium. Variable annuity sponsors, however, would lose 
virtually all their ongoing revenues, perhaps $75 Billion/ a year in mortality 
costs and rider fees; salesmen would lose their trailing commissions; VA 
portfolio managers would be put out of business. Or consider that the annuity 
company could buy an annuity with a 13.66% constant and payout only 7.5% 
on the lifetime benefit, a 6.16% profit spread for the life of the payments while 
still collecting fees. 

In sum, while the investor fares substantially better with the immediate 
annuity, the insurance company and sales reps fare far better with the GMIB 
at investor expense.   

 
 

Who Benefits from Deferral? 
 
The insurance company profits most from deferral and investors suffer 

most. It should come as no surprise that annuity companies aggressively offer 
an ever-increasing number of riders, benefits and guarantees aimed 
specifically at delaying - if not preventing - annuitization, promoting living 
and death benefits that perpetuate VA fees and costs for a decade or more. For 
the annuity company, the longer the deferral the better, but for the investor, the 
long-term benefits of deferral are highly questionable given the continuing 
cost, restrictions, and the availability of an immediate annuity with a higher 
payout any time without the annual costs, conditions and limitations of a 
deferred annuity.     

In short, investors are induced to pay substantial fees for notional benefits 
with truncated constants or worse, to switch to a new deferred annuity to obtain 
those benefits. Considering the <2% annual annuitization rate, the strategy is 
wildly successful.15 Investors rarely annuitize and switching is a growing 
problem.   

 
 

 
 
                                                            
15. Erick Halpern, Ruark Releases Fall 2018 Variable Annuity Study Results, Ruark 
(Nov. 28, 2018), https://ruark.co/ruark-releases-fall-2018-variable-annuity-study-
results/. 
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Quarterly Statements   
 

Deferred annuities typically report quarterly and the quality of statements 
vary widely, some reporting only balances, others include transactions. 
Reading and understanding the statements can be confusing, especially for 
retirees.  For example, the notional “guaranteed withdrawal balance” - the total 
of all future guaranteed income payments - is often misinterpreted as 
“surrender value” and the death benefit confused as insurance. Surrender value 
may or may not be separately reported; it is not a benefit.   

Reported notional balances such as death benefit, guaranteed income base, 
roll-up base and GMAB value, confuse if not mislead with foreseeable 
consequence. In truth, most investors cannot accurately tell you what their 
deferred annuity is worth after reading their statements.  
 
 
Damages 
 
     Discounted Cash Flow Loss 

 
Investors should realize that they are buying an annuity and that all 

guarantees and living benefits apply primarily towards annuitization and 
Lifetime Withdrawal Benefits, not savings or estate building. At the point of 
annuitization, the investor converts cash assets into a guaranteed stream of 
revenues valued on a discounted cash flow (“DCF”) basis with entirely 
different financial consequences. For example, JG Wentworth discounts 
revenue streams at 8.2%.   

The table below illustrates the present value of annuity streams of 10, 15 
and 20 years.16 As is crystal clear, on a discounted present value basis, 
annuitization results in an immediate, substantial, unreported and unrealized 
loss, a fact totally omitted from sales presentations, marketing materials and 
financial forecasts.  

 

                                                            
16. All annuity payments are based on quotations from immediateannuities.com for 
fixed terms of 10, 15, and 20 years.  Actuarial factors on lifetime annuities often 
calculate lower payments and should be present valued for damages purposes.  
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Constant Differential Loss 
 

Damages amount to the difference between the net present value (“NPV”) 
of the immediate annuity and the net present value of the GLWB’s lifetime 
withdrawal that is based upon Sub-Account value. Here an Investor, age 81, 
could buy an immediate annuity with a 9.73% constant.  The lifetime income 
benefit payout is 6.6%, a spread of 3.13% and an NPV shortfall of $307,250.   
 

 
 
 
Impairment Loss: 
  

Most VA investors never intend to annuitize specifically to maintain 
control of and access to their investment for unbudgeted expenses and 
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ultimately for an estate. The overwhelming percent of VA contracts are never 
annuitized. Consequently, many investors - retirees in particular - take 
automatic, penalty-free withdrawals under a GMWB during the accumulation 
phase and pay 3%+ in annual costs, totally unaware that over time they will 
likely deplete the subaccounts, reduce benefits and guarantees proportionately 
and ultimately leave them with a VA incapable of sustaining promised levels 
of distributions.   

Losses arise from the impairment of return caused by the impact of annual 
costs for questionable features and benefits.  VA sub-accounts are 
contractually restricted to contain market risk, and most allocations are 
moderate growth at worst. Instead, VA claims are about features, costs, 
illiquidity, sustainability and the sales practices and materials that induce 
customers to sign a contract and opt for benefits and riders that seriously 
impair returns.   

To reemphasize, impairment is structural and damages are unrelated to 
profitability. Importantly, profitable VAs often suffer substantial impairment 
masked by market growth. The impact of impairment grows in direct relation 
to the drag that 3%-4% excess annual costs have on portfolio returns growing 
at market over the long-term. The impact can amount to well over original 
investment in 10 years and well worth analyzing.  
 
 
Rescission:      
 

Rather than holding on to the annuity with monetary damages, the 
alternative claim would be for rescission in which the investor would wind up 
with the original investment plus interest from the date of investment to the 
claim filing date, less withdrawals and surrenders and relinquishment of the 
annuity.   
 
 
Portfolio Adjusted Damages: 

 
Variable annuities generally restrict sub-account allocations depending on 

guarantees and living benefit riders. For example, the GLWB requires an 
allocation in fixed income that may not be required in the absence of the rider.  
In that case, and others, appropriate portfolio allocations or correlating indexes 
that do match customer objectives for income or growth can provide an analog 
for performance comparisons ex-costs. 
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False Choices vs Real Alternatives 
 

Given the buffet of features and benefits promoted in VA prospectuses and 
sales materials, it should come as no surprise that even experienced investors 
are consistently confused.  Over my entire forensic career, I have never met a 
VA investor who could explain the differences between a GLWB, GMAB and 
GMWB.  Most do not understand the risk of withdrawals during the 
accumulation phase or the distinction between a death benefit and life 
insurance. Most rely on long-term sales illustrations utilizing average growth 
rates ignoring volatility and sequence risk and omitting internal VA costs, 
projections that are misleading at best.    

My experience convinces me that variable annuities are often sold on 
benefits and guarantees that the customer and adviser never plan to implement 
at an annual cost of 3%-4%, draining the portfolio and impairing returns. In 
most VA-related customer complaints that I see, investors have taken fixed 
dollar, automatic withdrawals under a GMWB during the accumulation phase 
that resulted in partial surrenders, reduced benefits and portfolio declines and, 
predictably, premature unsustainability. Commonly, sub-accounts are 
projected to distribute 5%-6%, pay 3.5% costs, appreciate at market rate 
throughout life and build an estate. Based upon the sequence of returns that 
result may be possible, but not likely in a VA. 

A significant inducement towards the purchase of a VA is tax-deferred 
growth in sub-accounts although income is taxed at ordinary rates. By 
comparison, index funds are taxed at capital gains rates upon sale and 
essentially grow tax-deferred without the restrictions of a VA.  Considering 
that all the benefits of a VA can be obtained a-la-carte for a fraction of the 
annual expense of a VA including a $500,000 term-life policy, it is hard to 
understand the penchant among financial planners, brokers and advisers for 
recommending VA purchases other than the commissions and the expectation 
that over time VA investors will need to switch into a new annuity, thereby 
generating new commissions in the future. 

Investors must understand that they are buying an annuity and that all 
guarantees and living benefits apply primarily towards annuitization or a 
withdrawal benefit, not savings or estate building. VA presentations typically 
focus on comparisons of available benefits not investment alternatives. Many 
investors typically rely on retail forecasts that apply straight-line, zero-
volatility growth rates long-term, and ignore internal VA expenses, making 
those forecasts extraordinarily unreliable, conflicted, and confusing.     
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Conclusion 
 

In conclusion, is the long-term impact of VA fees and expenses on return 
worth the additional annual cost and promoted benefits? In most instances the 
answer is “No.” Still, every deferred annuity is different. Each may use 
different terms and names for identical features. In order to present a case, the 
prospectus of each annuity must be analyzed and compared with alternatives 
and costs. There are no cookie cutters. Calculating and substantiating 
Impairment is essential and rescission and market adjusted damages may 
apply.   

Consult State insurance laws and regulatory actions before drafting an 
arbitration Statement of Claim and review the FINRA disciplinary cases cited 
below. VA claims in arbitration are replete with inaccurate testimony that can 
only be exposed by skilled examination. Since your expert cannot cross-
examine witnesses and may not even attend the entire hearing, your 
understanding of the product’s features, benefits, and costs are essential.  

There are $2.5 trillion in deferred annuities at this time and chances are 
good that virtually every attorney representing customers in arbitration will 
confront them in years to come. Sadly, many lawyers fail to identify and state 
claims for substantial impairment losses simply because there are no net-out-
of-pocket damages, a costly mistake.  Hopefully, after reading this article, you 
won’t be one of them. Do the math and be prepared.  
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VA Related Disciplinary Actions 2017-2018  
 http://www.finra.org/industry/finra-disciplinary-actions-online\ 

o Case #   Case Name 
o 2014040870001  METLIFE Securities Inc AWC                  
o 2013035051401  Fifth Third Securities, Inc. BD 628 AWC   
o 2014039071101  Cadaret Grant & Co., Inc. BD 10641 AWC 
o 2015043319901  NEXT Financial Group, Inc. BD 46214 

 AWC  
o 2015043369501  JH Darbie & Co Inc CRD 43520 AWC  
o 2015043369502  Wolf A Popper CRD 365826 AWC  
o 2015043390301  Park Avenue Securities LLC CRD 46173 

   AWC  
o 2015043583901  Ameritas Investment Corp. BD 14869 AWC  
o 2015043641901  World Equity Group CRD 29087 AWC 
o 2015048048801     Hank M Werner CRD 1615495 OHO  
o 2015048048801  Legend Securities Inc Decision 
o 2015047177001   National Planning Corporation CRD 12984 

   AWC 
o 2016047566601  GWN Securities Inc CRD 128929 AWC 
o 2016047636601  Royal Alliance Associates CRD 421 AWC 
o 2016048243101  Securities America, Inc. CRD 10205 AWC  
o 2016049232201  Geoffrey Colin Turner CRD 4007735 AWC 
o 2016050025401  Frederick David Holloway CRD 248814 

   Complaint 
o 2016050474001  Donald Lane Preston CRD 4704220 AWC 
o 2017052410201  Lincoln Investment CRD 519 AWC 
o 2017054170501  Xavier Patino CRD 5528139 AWC 

 
 
Cut and Paste Link in Browser. Then, paste case number in 
Search Box for Decision 
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WHAT EVERY ATTORNEY SHOULD KNOW  
ABOUT TECHNOLOGY IN PRACTICE 

 
Nicole Iannarone* 

 
 

INTRODUCTION  
 
To say that the legal profession is rooted in tradition would be an 

understatement.  Legal education adopted its primary teaching method, the 
case method, early in the last century.  As one legal ethics scholar describes it: 
“Lawyers historically have been reluctant to embrace new inventions, resisting 
the newfangled invention of the telephone as undignified, looking skeptically 
at mechanical devices like typewriters, and even avoiding taking elevators.”1 
The legal profession has, however, undoubtedly entered an age where lawyers 
who ignore technology are putting their practices and their clients at risk. 

The American Bar Association’s Commission on Ethics 20/20 aimed to 
revise lawyer ethics rules in light of technological changes.2 After years of 
study, in 2012, the group made several recommended changes to the ABA 
Model Rules of Professional Conduct to address technology's impact on law 
practice.3  The changes, years in the making, give very little specific and 
practical information on the steps lawyers must take to ensure technological 
competence, instead recognizing that technology simply changes too quickly  
 
 
 

                                                 
* Associate Clinical Professor and Director, Investor Advocacy Clinic, Georgia State 
University College of Law.   

1. Catherine J. Lanctot, Becoming a Competent 21st Century Legal Ethics Professor: 
Everything You Always Wanted to Know About Technology (But Were Afraid to 
Ask), 2015 Prof. Law. 75, 76 (2015). 

2. American Bar Association, ABA Commission on Ethics 20/20, available at 
https://www.americanbar.org/content/dam/aba/administrative/ethics_2020/20120508
_ethics_20_20_final_hod_introdution_and_overview_report.pdf. 

3. See American Bar Association, August 2012 Amendments to ABA Model Rules 
of Professional Conduct, available at https://www.americanbar.org/content/dam/aba/ 
%20administrative/ethics_2020/20120808_house_action_compilation_redline_105a-
f.authcheckdam.pdf. 
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to specifically describe how lawyers should interact with specific 
technologies.4   

Thus, the most significant change ultimately adopted in the ABA Model 
Rules of Professional Conduct as a result of Ethics 20/20 was a change to a 
comment following ABA Model Rule 1.1, Competence, adding language 
informing lawyers that they must understand and keep up to date on 
technology.  The revised Comment 8 describes the duty of competence and 
how lawyers are to ensure compliance with it as follows:  

To maintain the requisite knowledge and skill, a lawyer should keep 
abreast of changes in the law and its practice, including the benefits 
and risks associated with relevant technology, engage in continuing 
study and education and comply with all continuing legal education 
requirements to which the lawyer is subject.5 
Similarly, confidentiality is vital to the client-attorney relationship – we 

want clients to be forthright with their lawyers. Without full information, 
lawyers cannot fulfill their duty of competence. Moreover, lawyers cannot be 
competent if they do not protect confidentiality and understand the risks of our 
technological world.  Confidentiality covers all information the lawyer gains 
while working with a client, whether the lawyer receives it directly from a 
client or not.6 Under such a broad definition, a significant amount of material 
is confidential.  Due to the sensitivity of information that we lawyers receive 
to simply do our jobs, we also owe our clients a duty to take steps to protect 
all of their information.  Though our jobs are to practice law, the practice of 
law increasingly means more than just being up to speed on the latest court 
cases and rules. In today's world, lawyers also need to understand the 
technology-related risks to their clients' confidential information. 

While lawyers would probably prefer more specific information on what 
they should do to implement their competence and confidentiality obligations, 
perhaps the ethics rules are not the right place to talk about specific steps that 
lawyers should take. Technologies change on a seemingly daily basis, making 
it difficult to describe what we should do tomorrow, let alone a year from now. 
Although it would be too burdensome to require lawyers to adhere to a 
standard requiring them to become technological experts working every day 

                                                 
4. Agnieszka McPeak, Social Media Snooping and Its Ethical Bounds, 46 Ariz. St. 
L.J. 845, 858 (2014) (“it may be that no precise framework of legal ethics rules can 
effectively address specific scenarios surrounding new technology like social media, 
as technological advances move more quickly than any rule-making process.”). 

5. MODEL RULES OF PROF’L CONDUCT r.1.1 cmt. 8. 

6. See MODEL RULES OF PROF’L CONDUCT r. 1.6. 
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to outsmart the criminal element, that does not mean that lawyers can't do 
anything.  This essay will explore common questions concerning technology 
and its impact on law practice. 

 
 

I.  THE ETHICAL DUTY OF TECHNOLOGICAL  
COMPETENCE BEYOND THE ABA 

 
The American Bar Association’s Model Rules of Professional Conduct are 

just that: a model set of ethics rules for licensing jurisdictions to consider when 
evaluating the ethical rules that will govern the actions of lawyers within their 
jurisdiction.7  Though they serve as a guide for regulators in licensing 
jurisdictions, each lawyer must look to the ethics rules in the jurisdiction(s) 
where she is licensed to determine the relevant standards. 

Not all states have adopted the ABA’s technological competence 
comment.  In the seven years since the ABA added “the benefits and risks 
associated with relevant technology”8 to its comment describing the bounds of 
the duty of competence, more than half of the states have taken their own steps 
to adopt technology as a specifically enumerated component of competence.9  
Lawyers in Arizona, Arkansas, Colorado, Connecticut, Delaware, Florida, 

                                                 
7.  See American Bar Association, Model Rules of Professional Conduct, available at 
http://www.americanbar.org/groups/professional_responsibility/publications/model_
rules_of_professional_conduct.html (“The ABA Model Rules of Professional 
Conduct were adopted by the ABA House of Delegates in 1983.  They serve as 
models for the ethics rules of most states.”).  See also Agnieszka McPeak, Social 
Media Snooping and Its Ethical Bounds, 46 Ariz. St. L.J. 845, 851 (2014) (“Most 
states base their codes on a version of the ABA’s model ethics rules, with state-
specific variation in some instances.”). 

8.  MODEL RULES OF PROF’L CONDUCT r. 1.1 cmt. 8. 

9. Robert Ambrogi, 31 States Have Adopted Ethical Duty of Technology 
Competence, Law Sites, available at http://www.lawsitesblog.com/2015/03/11-
states-have-adopted-ethical-duty-of-technology-competence.html (collecting state 
ethical requirements concerning technological competence). 
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Idaho, Illinois,10 Iowa, Kansas,11 Kentucky, Massachusetts, Minnesota, 
Missouri, Nebraska, New Hampshire, New Mexico, New York, North 
Carolina, North Dakota, Ohio, Oklahoma, Pennsylvania, Tennessee, Utah, 
Virginia, Washington, West Virginia, Wisconsin, and Wyoming are all 
required to understand how relevant technology impacts their practices.12  
Florida has taken the recent step of requiring, starting January 1, 2017, that in 
every CLE cycle, its members receive three hours of technology CLE 
training.13 

Lawyers in states that have not yet adopted Comment 8 concerning 
technological competence are not exempt from the duty.  The drafters of the 
change noted that the comment merely provides additional information 
explaining the parameters of a duty already part of the competence rule.  Thus, 
all lawyers should assume that technological competence is one of the duties 
they owe their clients as part of the broader duty of competence.   

 
 
 
 
 

                                                 
10. Daniel A. Cotter, The Use of Technology by Lawyers and the Rules of 
Professional Conduct, CBA Rec., at 30, 31 (Sept. 2016) (“On October 15, 2015, the 
Illinois Supreme Court amended Rule 1.6(e) of the Illinois Rules of Professional 
Conduct (“RPC”) to require that lawyers make reasonable efforts to prevent 
unauthorized access to client data, and imposing an affirmative duty on lawyers to 
understand the relevant technology.”). 

11. M. H. Hoeflich & Frank Siler, New Technologies and Lawyer Competence, J. 
Kan. B. Ass'n, July/August 2016, at 38, 39 (“To codify the technology aspect of 
maintaining competence, in March of 2014 the Kansas Supreme Court adopted a 
modification to the Competence rule's Comments. Comment [8] now states ‘To 
maintain the requisite knowledge and skill, a lawyer should keep abreast of changes 
in the law and its practice, including the benefits and risks associated with 
relevant technology…’) (emphasis in original). 

12. Robert Ambrogi, 31 States Have Adopted Ethical Duty of Technology 
Competence, Law Sites, available at http://www.lawsitesblog.com/2015/03/11-
states-have-adopted-ethical-duty-of-technology-competence.html.   

13. See, Victor Li, Florida Supreme Court Approves Mandatory Tech CLE Classes 
for Lawyers, ABA Journal (Sept. 30, 2016), available at http://www.abajournal.com/ 
news/article/florida_supreme_court_approves_mandatory_tech_cles_for_lawyers.   
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II. CLOUD COMPUTING 
 
You may have your head up in the clouds if you have not heard the buzz 

surrounding cloud computing.14   As clients pressure firms to decrease costs 
and increase accessibility of data, more and more lawyers are beginning to 
embrace the technology.  Cloud computing technology is not without its risks.  
The Federal Trade Commission has received complaints concerning 
inadequate security in the cloud.  Even more disconcerting is the FBI’s 
warning to law firms that they were “being specifically targeted by hackers 
who have designs of accessing the firms’ databases.”15 These threats 
underscore the main ethical concern in cloud computing: confidentiality. 

Recognizing the confidentiality concern, the American Bar Association 
Ethics 20/20 Commission’s working group on the “Implications of New 
Technologies” proposed a series of changes to the Model Rules that were 
ultimately adopted.16  The first, discussed in the introduction, added a 
comment to the competence rule, making explicit that lawyers must 
understand “the benefits and risks associated with relevant technology.” 17   

In addition, the Model Rules require lawyers to make “reasonable efforts” 
to ensure that client information is not inadvertently disclosed or that it is not 
improperly accessed.18  While such “reasonable efforts” are not specifically 
described, a new Comment 18 describes certain “[f]actors to be considered in 
determining the reasonableness of the lawyer’s efforts.” 19  Clients may require 

                                                 
14. “Cloud computing, broadly defined, is a category of software and services 
delivered over the Internet rather than installed locally on a user's computer.” 
American Bar Association, Cloud Computing for Lawyers, available at 
https://www.americanbar.org/groups/departments_offices/legal_technology_resource
s/resources/cloud_computing/ (Mar. 1, 2016). 

15. See also Jennifer Smith, Client Secrets at Risk as Hackers Target Law Firms, 
WALL ST. J. LAW BLOG, June 24, 2012, http://blogs.wsj.com/law/2012/06/25/dont-
click-on-that-link-client-secrets-at-risk-as-hackers-target-law-firms/. 

16. Catherine S. Reach, Rachel Packer, & Paul Bateman, Ethical Challenges on the 
Horizon: Confidentiality, Competence and Cloud Computing, ABA Section of 
Litigation Section Annual Conference (April 2013).  

17. MODEL RULES OF PROF’L CONDUCT r. 1.1 cmt. 8. 

18. MODEL RULES OF PROF’L CONDUCT r. 1.6(c).  

19. MODEL RULES OF PROF’L CONDUCT r. 1.6 cmt. 18 (these factors “include, but are 
not limited to, the sensitivity of the information, the likelihood of disclosure if 
additional safeguards are not employed, the cost of employing additional safeguards, 
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lawyers to go further or, with informed consent, “forgo security measures that 
would otherwise be required.”20  Specifically unaddressed by Model Rule 1.1 
are two important points that lawyers should consider: (1) duties to protect 
information and maintain privacy that arise from other laws and (2) 
notification requirements arising from other sources of law when an 
unauthorized breach or other data loss occurs.21   

Numerous state bar associations have issued ethical opinions on cloud 
computing, each permitting its use when reasonable care is exercised.22 As 
defined by these jurisdictions, reasonable care23 and best practices when using 
cloud computing may include the following steps:   

 Investigate how the data is stored and secured; 24 
 Ensure that a confidentiality agreement is followed;25 
 Stay up to date with emerging technology best practices;26  

                                                 
the difficulty of implementing the safeguards, and the extent to which the safeguards 
adversely affect the lawyer’s ability to represent clients (e.g., by making a device or 
important piece of software excessively difficult to use).”).  

20. Id. 

21. See id. 

22. Mark C. Palmer, Can Lawyers Ethically Store and Transmit Client Info in the 
Cloud?, https://www.attorneyatwork.com/client-information-cloud-ethics/ (July 16, 
2018). 

23. The Pennsylvania Bar Association has gone so far as to list fifteen practices that 
would meet the “standard of reasonable care.”  See Pa. Bar Ass’n Comm. on Legal 
Ethics & Prof’l Responsibility, Formal Op. 2011-200 (2011) (these practices include 
backing up data, installing firewalls, only providing necessary information to others, 
avoiding inadvertent disclosure of information, verifying the identity of individuals 
to whom the attorney provides information and refusing to disclose information 
without said verification, encrypting data, implementing audit trail procedures to 
monitor who accesses the data, creating plans to address security breaches, providing 
training on cloud computing, maintaining a physical copy of the information onsite, 
creating alternate ways to access the information, as well as a host of suggestions for 
the agreement between the attorney and provider).  

24. Ala. State Bar Office of General Counsel, Formal Op. 2010-02 (2010). 

25. Id. 

26. Id. 
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 Consult experts in technology if the attorney is not a technology 
expert;27 

 Ensure “[r]easonable security precautions” are in place, such as 
password protection and encryption;28  

 Ensure the vendor understands legal confidentiality requirements;29 
 Consider whether certain types of information are so sensitive that 

client consent should be requested.30  
The American Bar Association provides further guidance, recommending 

that lawyers ask and answer a series of questions concerning ethics and 
security when considering cloud computing.31 

 
 

III. USING SOCIAL MEDIA IN PRACTICE 
 
Social media sites that allow parties to share information online create 

numerous ethical issues for attorneys.  Stories concerning the misuse of online 
sharing platforms, such as Facebook, YouTube, Twitter, and blogs, abound in 
legal press.  This type of social media makes it easy to instantaneously share 
stories and other information.  This ease of use seems to be the root of the 

                                                 
27. State Bar of Calif. Comm. on Prof’l Responsibility & Conduct, Formal Op. 
2010-179 (2010).  

28. State Bar of Ariz. Ethics Comm., Formal Op. 09-04 (2009).  

29. State Bar of Nev. Comm. on Ethics & Prof’l Responsibility, Formal Op. 33 
(2006).  

30. N.H. Bar Ass’n Ethics Comm., Advisory Op. 2012-13/04 (2013).  

31. These questions include: (1) How does the vendor safeguard the privacy/ 
confidentiality of stored data? (2) How often is the user's data backed up? Does the 
vendor backup data in multiple data centers in different geographic locations to 
safeguard against natural disaster? (3)  What is the history of the vendor? Where do 
they derive their funding? How stable are they financially? (4)  Can I get my data 
“off” their servers for my own offline use/backup? If I decide to cancel my 
subscription to the software, will I get my data? Is data supplied in a non-proprietary 
format that is compatible with other software? (5)  Does the vendor's Terms of 
Service or Service Level Agreement address confidentiality and security? If not, 
would the vendor be willing to sign a confidentiality agreement in keeping with your 
professional responsibilities?  Cloud Computing/Software as a Service for Lawyers, 
ABA LAW PRACTICE DIVISION, http://www.americanbar.org/groups/departments_ 
offices/legal_technology_resources/resources/charts_fyis/saas.html.    
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ethical violations resulting from the adoption of these technologies.  Before 
adding any information to social media, lawyers need to carefully consider 
both the ethical rules at issue and how the anticipated posting can impact their 
professional reputations and careers. 

Lawyers must be especially careful to avoid disclosure of confidential 
information, whether related to their own clients or arising out of their 
employment.32   For example, bar disciplinary authorities suspended an Illinois 
attorney for five months after he used YouTube and Facebook to post a video 
of an undercover sting where his client had purchased drugs.33  The attorney 
believed the video showed police planting evidence, and he titled the posting 
“Cops and Task Force Planting Drugs.”34  After the prosecutor suggested that 
the attorney carefully review the video, the attorney admitted that it showed 
the client had provided drugs and advised her to accept a plea.35  The client 
suffered adverse consequences as a result, including damage to her reputation 
and loss of friends.36  The attorney’s suspension resulted because the 
information, though it could have been used in a criminal proceeding open to 

                                                 
32. In addition to confidentiality, solicitation through social media is another 
problematic area.  The rules vary from jurisdiction to jurisdiction, so lawyers should 
carefully consider the applicable rule in their licensing jurisdiction.  For example, the 
Missouri Bar Association does not permit lawyers to solicit clients via Twitter, but 
the New York Bar Association permits attorneys to offer prizes to join a social media 
site so long as the prize offered is not otherwise illegal.  Mo. Bar Ass’n, Informal 
Op. 2009-0040 (2009); N.Y. State Bar Ass’n Comm. on Prof’l Ethics, Op. 873 
(2011).   

33. See In re Jesse Raymond Gilsdorf, M.R. 26540 (Mar. 14, 2014), available at 
https://www.iardc.org/co_recentdiscdec_copy95.html. See also Debra Cassens 
Weiss, Lawyer Suspended for Posting Video of Undercover Drug Buy in Mistaken 
Belief it Exonerated Client, ABA JOURNAL, Mar. 19, 2014, http://www.abajournal. 
com/news/article/lawyer_suspended_for_posting_video_of_undercover_drug_buy_i
n_mistaken_belie/?utm_source=maestro&utm_medium=email&utm_campaign=wee
kly_email. 

34. Debra Cassens Weiss, Lawyer Suspended for Posting Video of Undercover Drug 
Buy in Mistaken Belief it Exonerated Client, ABA JOURNAL, Mar. 19, 2014, 
http://www.abajournal.com/news/article/lawyer_suspended_for_posting_video_of_u
ndercover_drug_buy_in_mistaken_belie/?utm_source=maestro&utm_medium=email
&utm_campaign=weekly_email. 

35. Id. 

36. Id. 
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the public, was nevertheless confidential.37  While the client’s informed 
consent might have made the posting permissible, in this particular case, the 
attorney did not adequately disclose and explain the risks and consequences of 
the posting.38 

Similarly, a Florida public defender found herself without a job after 
making an off-the-cuff comment about a client in a Facebook posting.  Unlike 
the Illinois case, the posting did not go to the substance of the legal matter but 
it nevertheless constituted a confidentiality violation, caused a mistrial, and 
resulted in her firing.39  The offending post:  a photo of the leopard-printed 
underwear her client’s family brought for him to wear during court, with a 
caption making fun of its appropriateness as courtroom attire.40  

Both Wisconsin and Illinois courts have addressed attorney use of blogs, 
disciplining attorneys who posted confidential information, but holding that 
blogs are permissible if ethical rules, specifically including confidentiality, are 
followed.41 The American Bar Association weighed in on blogging in 2018.  
According to its formal ethics opinion on the topic, lawyers must remember 
that the confidentiality rule means that they cannot reveal client information 
without a client’s informed consent unless the rules permit the disclosure.42 

Attorneys should also exercise caution when participating in online chat 
rooms and using listservs. For example, the Oregon Bar Association 
disciplined a lawyer for sending an e-mail on a listserv disclosing confidential 
information related to the representation of a difficult client, including 

                                                 
37. Id. 

38. Id. 

39. Martha Neil, Lawyer Puts Photo of Client’s Leopard-Print Undies on Facebook; 
Murder mistrial, Loss of Job Result, ABA JOURNAL, Sept. 13, 2012,  http://www.aba 
journal.com/news/article/lawyer_puts_photo_of_clients_leopard-
print_undies_on_facebook_murder_mistri.  

40. Id. 

41. In re Peshek, Ill. Attorney Registration & Discovery Comm’n, 09 P.R. 0089 
(effective June 8, 2010); In re Peshek, 334 Wis.2d 373 (2011). 

42. See American Bar Association, Formal Opinion 480, Confidentiality Obligations 
for Lawyer Blogging and Other Public Commentary (Mar. 6, 2018) (“Lawyers who 
blog or engage in other public commentary may not reveal information relating to a 
representation, including information contained in a public record, unless authorized 
by a provision of the Model Rules.”). 
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personal and medical information.43 However, the Oregon Bar Association has 
held that an attorney may consult with other attorneys via a listserv so long as 
the content remains general rather than disclosing specific information about 
the case or client.44 

When a lawyer is tempted to share any information about the 
representation of clients or that arises in the course of legal employment, he or 
she should carefully consider the confidentiality rules and obtain the proper 
authorizations.  Sharing of confidential information generally requires a 
client’s informed consent after a consultation that outlines all of the potential 
risks of the disclosure.45   

 
 

IV. PROTECTING AGAINST CYBERSECURITY THREATS 
 
Cybersecurity threats to lawyers, their firms and their clients have become 

even more commonplace in recent years.  The news is full of stories of hackers 
stealing sensitive information or holding computer systems hostage until the 
victim pays a ransom to get the data back.  In fact, “[l]aw firms are in the front 
line of cyber security threats, with hackers increasingly targeting the legal 
profession for the goldmine of sensitive and confidential client data firms 
hold.”46  Lawyers must learn about these threats and take steps to protect their 
clients and their firms from them. 

 
 

A.  Cybercriminals Target Law Firms 
 
Panamanian law firm Mossack Fonseca faced every lawyer’s nightmare 

after a huge data breach resulted in 11.5 million electronic files being shared 
with journalists, released by an activist claiming that the law firm was helping 

                                                 
43. Ore. State Bar Bulletin No. 80098 (Jan. 2007).  

44. Ore. State Bar, Formal Op. 2011-184 (2011).  

45. ABA Comm. on Ethics & Prof'l Responsibility, Formal Op. 457 (2010) 
(explaining that a lawyer may, with informed consent as required under Rules 1.6 
and 1.9, identify current or former clients, or the scope of the matters involved, on 
the lawyer’s website). 

46. Jonathan Ames, Cyber Security: Lawyers are the Weakest Link, The Lawyer 
(October 28, 2013), available at https://www.thelawyer.com/issues/28-october-2013/ 
cyber-security-lawyers-are-the-weakest-link/.   
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criminals.47  If there is one group the Panama Papers leak shouldn’t surprise, 
it is lawyers.  For years, experts have described lawyers as soft targets for 
hackers.48  The threat comes from foreign governments interested in learning 
state secrets.49  Criminals also target law firms, seeking profit on confidential 
deals and even hot stock tips.50  And, the advent of leak activism makes it more 
likely that the lawyers, who have access to their clients’ deepest secrets, are 
targeted.51   

Shortly after the data breach became public, Mossack Fonseca released a 
statement alleging that its actions were entirely legal and that it was not 
engaged in any activity that violated the law.52  Assuming that the law firm’s 
statement as to the legality of its actions is correct, the firm's concurrent 
outrage at the breach of privacy should ring true for American lawyers. Data  
 

                                                 
47. Caroline Mortimer, Panama Papers: Whistleblower Breaks Silence to Explain 
why they Leaked the 11.5m Files, available at http://www.independent.co.uk/news/ 
world/politics/panama-papers-whistleblower-breaks-silence-to-explain-why-he-
leaked-the-115m-files-a7017691.html. 

48. Melissa Maleske, A Soft Target for Hacks, Law Firms Must Step up Data 
Security, Law360 (September 23, 2015), available at http://www.law360.com/ 
articles/706312/a-soft-target-for-hacks-law-firms-must-step-up-data-security; Daniel 
A. Cotter, The Use of Technology by Lawyers and the Rules of Professional 
Conduct, CBA Rec., at 30, 31 (Sept. 2016) (“Attorneys and firms are increasingly 
the targets of hacking and phishing scams, and some law firms have been sued, 
facing allegations that the firms’ data security practices were insufficient to protect 
confidential client information.”). 

49. Ellen Rosen, Most Big Firms Have Had Some Hacking: Business of Law, 
Bloomberg (March 11, 2015), available at http://www.bloomberg.com/news/articles/ 
2015-03-11/most-big-firms-have-had-some-form-of-hacking-business-of-law. 

50. Martha Neil, Cybercriminals target 50 BigLaw Firms for Phishing Attacks 
Seeking Corporate Deal Info, ABA Journal (March 30, 2016), available at 
http://www.abajournal.com/news/article/posts_on_cyber_criminal_forum_outline_pl
ans_for_law_firm_hack_attacks_seeki/. 

51. Arne Hintz, Whistleblowers and Leak Activists Face Powerful Elites in Struggle 
to Control Information, The Conversation (April 6, 2016), available at 
http://theconversation.com/whistleblowers-and-leak-activists-face-powerful-elites-
in-struggle-to-control-information-57368. 

52. Mossack Fonseca’s Response to ICIJ (April 3, 2016), available at 
https://panamapapers.icij.org/blog/20160403-mossack-fonseca-response-icij.html. 

 



70 WHAT EVERY ATTORNEY SHOULD KNOW [Vol. 26 No. 1 

breaches and hactivism threaten the core of the client-lawyer relationship: the 
lawyer's duty to maintain client secrets.   

While it might be easy to characterize Mossack Fonseca’s security breach 
as an anomaly due to the particularly secretive nature of their work and privacy 
demands of their clientele,53 a lawyer who thinks she is immune from such 
threats acts at the peril of her clients.54 Think about the information attorneys 
obtain in order to competently represent their clients.  From social security 
numbers, bank accounts, tax returns, business secrets and future plans, we are 
privy to the most sensitive of information and our clients can be seriously 
damaged if that information gets into the wrong hands. 

 
 

B.  Lawyers’ Networks are Vulnerable to Virtual Kidnappers 
 
In May 2017, work across the globe ground to a halt after a malicious 

program locked computer networks at hospitals, government agencies, and 
private companies in more than 150 countries.55  The culprit, a ransomware 
program named “WannaCry,” likely started as a link or file attachment in an 
email that then executed a program that locks up the infected user’s computer, 
and, potentially, networked devices, until the impacted user pays a set sum, 
usually in Bitcoin.56  The Federal Trade Commission describes ransomware as 
“one of the most serious online threats facing people and business today.”57  

                                                 
53. See Panama Grants bail to Mossack Fonseca Founders in Brazil Corruption 
Case, Reuters (Apr. 21, 2017), available at http://www.reuters.com/article/us-
panama-corruption-idUSKBN17O018 (“Mossack Fonseca emerged from obscurity 
in April 2016 with the Panama Papers, millions of documents stolen from the firm 
and leaked to the media that illustrated how the wealthy use offshore corporations to 
avoid taxes.”). 

54. See Karen M. Kroll, Cybersecurity Insurance is a ‘Must Have’ for Law Firms, 
ABA Journal (Nov. 1, 2016), available at http://www.abajournal.com/magazine/ 
article/data_breach_insurance_coverage (“Nearly a quarter of law firms with 500 or 
more attorneys have experienced a cybersecurity breach…”). 

55. Russell Goldman, What We Know and Don’t Know About the International 
Cyberattack, THE NEW YORK TIMES (May 12, 2017). 

56. Id. 

57. Federal Trade Commission, How to Defend Against Ransomware (November 10, 
2016), available at https://www.consumer.ftc.gov/blog/how-defend-against-
ransomware. 
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Lawyers are not immune from this threat.  One law firm paid $25,000 in 
ransom after suffering a three-month computer lockout due to a ransomware 
attack.58  The 2016 attack cost the law firm more than the ransom payment: a 
lawsuit against the firm’s insurance company claims that the attack cost the 
firm $700,000 in lost billings.59 

 
 
C.  Protect Yourself and Your Clients by Learning about the Threats 
 
So, how exactly do lawyers meet the obligation to protect client 

information in a world where nefarious figures lurk in the dark and develop 
ever more dangerous cyber tools to profit illicitly?  This is where ABA Model 
Rule 1.1’s refusal to require specific advice becomes so important:  due to the 
ever changing and quickly evolving threats and opportunities, lawyers must 
learn about how the changing technology can impact them.60  Recognizing that 
lawyers are experts in law, and not necessarily technology, the American Bar 
Association launched a Cybersecurity Legal Task Force to “examine[] risks 
posed by criminals, terrorists and nations that hope to steal personal and 
financial information, disrupt critical infrastructure, and wage a new kind of 
warfare on a battlefield of ones and zeroes.”61  The Cybersecurity Task Force 
compiles information and resources to help lawyers learn, prepare, and 
respond to cyber threats.62  Among the simplest ways to learn about 
technological threats is to review ABA Cyber Alerts.63  The American Bar 
Association transmits FBI alerts to member lawyers as threats are identified  
 

                                                 
58. Debra Cassens Weiss, Victimized by Ransomware, Law Firm Sues Insurer for 
$700k in Lost Billings, ABA Journal (May 2, 2017), available at http://www.aba 
journal.com/news/article/victimized_by_ransomware_law_firm_sues_insurer_for_70
0k_in_lost_billings/. 

59. Id. 

60. See MODEL RULES OF PROF’L CONDUCT r. 1.1 cmt. 8. 

61. American Bar Association, About the Task Force, https://www.americanbar.org/ 
groups/cybersecurity/.  

62. Id.   

63. Id. 
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by law enforcement.64  The alerts describe the risk and outline how lawyers 
can protect their clients and their practices.65 

Another step lawyers can take to protect from these risks is to adopt good 
technological hygiene habits.  Experts recommend the use of anti-virus 
software. 66  Ensure that software is up-to-date. 67  Exercise caution before 
opening a link in an email or downloading an email attachment.68 Indeed, 
according to one study, “[c]orporate legal departments are more likely to open 
phishing emails than most other corporate departments.”69 Maintain a secure 
backup maintained in a location other than your primary system.70  Lawyers 
may also want to consider purchasing cybersecurity insurance separate from 
any endorsement offered on their general policy.71 

                                                 
64. Id.   

65. See, e.g., FBI Flash, available at http://www.americanbar.org/content/dam/aba/ 
administrative/law_national_security/FLASH_WannaCry_FINAL.authcheckdam.pdf 
(describing WannaCry Ransomware risk and outlining prevention and remediation 
measures). 

66. Federal Trade Commission, How to Defend Against Ransomware (November 10, 
2016), available at https://www.consumer.ftc.gov/blog/how-defend-against-
ransomware. 

67. Id. 

68. Id. (“According to one panelist, 91% of ransomware is downloaded through 
phishing emails.  You can also get ransomware from visiting a compromised site or 
through malicious online ads.”). 

69. Debra Cassens Weiss, Corporate Legal Departments are More Likely Than 
Others to Click on Phishing Emails, Study Finds, ABA Journal, available at 
http://www.abajournal.com/news/article/corporate_legal_departments_are_more_lik
ely_than_others_to_click_on_phishin/?utm_source=maestro&utm_medium=email&
utm_campaign=weekly_email (Aug. 27, 2015). 

70. Federal Trade Commission, How to Defend Against Ransomware (November 10, 
2016), available at https://www.consumer.ftc.gov/blog/how-defend-against-
ransomware. (“[M]ake it part of your routine to back up files on your computers and 
mobile devices often.  When you’re done, log out of the cloud and unplug external 
hard drives so hackers can’t encrypt and lock up your back-ups, too.”). 

71. See Karen M. Kroll, Cybersecurity Insurance is a ‘Must Have’ for Law Firms, 
ABA Journal (Nov. 1, 2016), available at http://www.abajournal.com/magazine/ 
article/data_breach_insurance_coverage (outlining characteristics of effective 
cybersecurity insurance policies). 
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Finally, lawyers should take notice of American Bar Association guidance 
through formal advisory opinions after the conclusion of the Ethics 20/20 
revision of the Model Rules of Professional Conduct to provide additional 
information given these more frequent threats.  In 2017, for example, the 
American Bar Association issued Formal Opinion 477R, outlining lawyers’ 
responsibilities to secure communications that involve client information 
subject to the confidentiality rule.72  In that opinion, the ABA described how 
the landscape has changed since 1999 when email was considered generally 
safe without encryption and outlined when additional steps of securing client 
information may be warranted.73  The opinion reaffirmed that email is an 
acceptable means of communication, while noting that client demands or the 
nature of some types of client information require much higher levels of 
security than normal email or internet use provides.74  Similarly, in fall 2018, 
the ABA described how lawyers must respond if client information has been 
compromised in a data breach.75  In addition to keeping clients whose data has 
or might have been impacted informed, law firms may have to take additional 
steps.76  Such steps should include information “for the client to make an 
informed decision as to what to do next, if anything” as well as “the lawyer’s 
plan to respond to the data breach, from efforts to recover information (if 
feasible) to steps being taken to increase data security.”77  Finally, firms should 
keep in mind state laws that outline obligations related to data breaches 
containing certain confidential and personal information.78   

 
 
 
 

                                                 
72. American Bar Association, Formal Opinion 477R, Securing Communication of 
Protected Client Information (issued May 11, 2017 and revised May 22, 2017). 

73. Id. 

74. Id. 

75. See American Bar Association, Formal Opinion 483, Lawyers’ Obligations After 
an Electronic Data Breach or Cyberattack (Oct. 17, 2018). 

76. Id.   

77. Id. at 14. 

78. Id. 
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V. UNDERSTANDING CAPABILITIES OF NEW TECHNOLOGIES 
 
As Amazon’s Alexa is nearly everywhere, her impact on the legal system 

is already being felt.  Her capability to record background conversations has 
led some prosecutors to subpoena her for recordings during their investigation 
of crimes.79   Her capabilities have also led to programs for lawyers – it appears 
that she “can even keep track of an attorney’s billable hours.” 80  Other 
technology, including smart televisions, have the same capabilities and capture 
background conversations even if users do not employ the voice-recognition 
capabilities of the device.81 In 2017, the President signed Senate Joint 
Resolution 34 which nullified a December 2016 Federal Communications 
Commission rule that prohibited internet service providers (ISPs) from selling 
the results of their customers’ web searches.82  After the resolution passed 
Congress, opponents of the repeal announced that they would seek to purchase 
the web histories of every member of Congress who voted in favor of the 
repeal.83  The thought of seeing a senator’s online search history probably 
makes us curious, and maybe even laugh a bit.  But if Siri, voice-recognition 
equipped TVs, and internet search histories are fair game, what does that mean 
for lawyers and law firms? 

Think of it this way:  what would opposing counsel be able to discover if 
they can legally obtain your or your law firm’s web search history?  Law firms 
are already prime targets for state-sponsored hackers due to the confidential 
information they possess, including their work on potential acquisitions, 

                                                 
79. Victor Li, Amazon’s Alexa Can Now Track Billable Hours, ABA Journal (May 
10, 2017, available at http://www.abajournal.com/news/article/amazons_alexa_can_ 
now_track_billable_hours/?utm_source=maestro&utm_medium=email&utm_campai
gn=weekly_email. 

80. Id. 

81. Martha Neil, Be Careful What you Say When Your Smart TV is on, Samsung 
Warns Customers, ABA JOURNAL (February 9, 2015), available at http://www.aba 
journal.com/news/article/be_careful_what_you_say_when_your_smart_tv_is_on_sa
msung_warns_customers/.   

82. See S.J.Res.34, available at https://congress.gov/bill/115th-congress/senate-joint-
resolution/34/.  

83. See, e.g., Don Reisinger, ‘Cards Against Humanity’ Creator Threatens to Expose 
Congress Web History, Fortune (Mar. 30, 2017), available at http://fortune.com/ 
2017/03/30/cards-of-humanity-congress/.  
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securities offerings, treaties, and even representation of celebrities.84  Allowing 
the purchase of search histories would make such confidential information 
legally available and permit savvy individuals to obtain advance information 
about financially lucrative events or their competitors’ legal  strategies.85  This 
change, coupled with the 2012 technology amendments to the ABA Model 
Rules of Professional Conduct, raises substantial questions for lawyers and law 
firms.   

Lawyers should investigate their ethical obligations to protect client 
confidential information revealed in conversations surrounding voice-
recognition technology and internet searches and understand the risks that arise 
should they fail to do so.  While it is unclear whether lawyers will be permitted, 
or even required, under ethics rules to purchase web searches from competitor 
law firms’ ISPs, we nevertheless owe our clients the duty of confidentiality 
and should endeavor to protect sensitive information from collection and even 
potential waiver of the attorney-client privilege.  At the very least, before 
launching any new technology in your office, read the terms and conditions to 
understand if any information is being tracked, how it may be used, and 
whether you can opt out of the information collection. 

 
 

VI. PREVENTING CLIENT HARM FROM TECHNOLOGY   
 

Lawyers face increasing pressure from clients to ensure that their systems 
are secure.  Banks and financial services companies understand the risk of data 
security and are under intense scrutiny from regulators to ensure that they 
maintain sensitive information in a secure fashion.  Financial services 
companies with these responsibilities are increasingly viewing their outside  
 
 
 

                                                 
84. See, e.g., China-based Hackers Target Law Firms to get Secret Deal Data, 
Bloomberg News (Feb. 2, 2012), available at http://www.dailybusinessreview.com/ 
id=1202541018550/Chinabased-hackers-target-law-firms-to-get-secret-deal-
data?mcode=0&curindex=0&curpage=ALL&slreturn=20170303164616.  

85. See, e.g., Michael Barbaro and Tom Zeller Jr., A Face is Exposed for AOL 
Searcher No. 4417749, NY Times (Aug. 9, 2006) (detailing how AOL list of 20 
million search queries in three month period allowed searchers to locate identity of 
users with ease). 
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lawyers as one of the greatest data security risks that they face.86  Lawyers and 
firms even face legal liability for information security vulnerabilities.  For 
example, December 2016, Chicago law firm Johnson & Bell became the first 
firm in the United States sued in a putative class action for alleged data security 
vulnerabilities.87 

While not all clients will broach the issue of information security with their 
lawyers, lawyers should broach the topic with their clients.  Individual clients 
may not raise the information security and efficiency standards that the most 
sophisticated corporate clients will request, but technology can nevertheless 
impact their cases, sometimes in an extremely detrimental fashion.  The risks 
can come from oversharing by providing too much access to information or 
not fully understanding the duty to preserve evidence. 

Lawyers should also be concerned with their clients’ use of social media, 
both pre-existing social media and any use of social media during the course 
of the matter.  Before accepting a case, many lawyers review a potential 
client’s social media accounts and advise the client, as permitted in some 
jurisdictions, to change social media privacy settings to render information 
posted on a social networking site non-public.88  It is important to distinguish 
the deleting of one’s content, which could very likely give rise to serious 
repercussions, such as spoliation sanctions, from changing one’s privacy 
settings.89  Importantly, when a client changes a privacy setting, the client does  
 

                                                 
86. Jonathan Ames, Cyber Security: Lawyers are the Weakest Link, The Lawyer 
(Oct. 28, 2013), available at https://www.thelawyer.com/issues/28-october-2013/ 
cyber-security-lawyers-are-the-weakest-link/.   

87. Roy Strom, Chicago’s Johnson & Bell First US Firm Publicly Named in Data 
Security Class Action, The American Lawyers (Dec. 9, 2016), available at 
http://www.americanlawyer.com/id=1202774361560/Chicagos-Johnson--Bell-First-
US-Firm-Publicly-Named-in-Data-Security-Class-Action?slreturn=20170419115 
647.  

88.  E.g., PA Eth. Op. 2014-5 (Phila. Bar. Assn. Prof. Guid. Comm.), 2014 WL 
3548813. 

89.  ABA Model Rule of Professional Conduct 3.4(a) provides that a lawyer shall not 
“unlawfully obstruct another party’s access to evidence or unlawfully alter, destroy 
or conceal a document or other material having potential evidentiary value.”  For a 
general discussion of spoliation in the internet age, see John G. Browning, Burn 
After Reading: Preservation and Spoliation of Evidence in the Age of Facebook, 16 
SMU SCI. & TECH. L. REV. 273 (2013). 
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not delete the material but changes the ability of other social media users to 
view it.   

Some lawyers advise their clients to take a “social media vacation” during 
the course of a proceeding and not make any postings.  Clients should similarly 
be cautioned about the impact of reaching out to participants in the matter, 
such as the decision maker(s) or other parties, which could constitute 
impermissible contacts.   

Prudent lawyers should also advise their clients about how their social 
media use can impact their case even after it concludes.  Failure to do so can 
have a serious impact on a client’s interests.  In one recent example, a Florida 
man lost an $80,000 settlement from his former employer because of his 
daughter’s Facebook post about the confidential settlement.90  According to 
the Miami Herald, the confidentiality clause of the settlement agreement was 
breached as a result of the following post: “‘Mama and Papa Snay won the 
case against Gulliver’. . . ‘Gulliver is now officially paying for my vacation to 
Europe this summer. SUCK IT.’”91  To prevent our own clients from suffering 
the same fate, lawyers should have a conversation with their clients concerning 
the depth and breadth of the confidentiality clauses in a potential settlement 
agreement before the client signs it and remind the client about the provisions 
when the payment is received.   

Lawyers should also discuss their client’s email use prior to 
communication with the client over that media.  Some clients, particularly in 
older generations, share email accounts with their spouses or even children.  If 
a lawyer sends a client communications via such an account, the attorney-
client privilege may be waived if others who have access to the account are 
not clients.  Similarly, lawyers should caution clients about the risks of using 
a work email account for communicating concerning the case as the client may 
not have any expectation of privacy when using the employer’s account and 
many work accounts provide access to individuals beyond the client (such as 
assistants or team members) who are not necessary parties to the 
representation.  At the very least, lawyers should have a discussion with their 
clients about their email use, who has access to the accounts, and the risks of 
using a non-private account if the client insists upon doing so. 

Finally, lawyers should take steps to understand the technology used 

                                                 
90.  See Amy Kluber, Teen’s Facebook Post Costs Father $80k, ATLANTA JOURNAL 

CONSTITUTION, Mar. 2, 2014,available at https://www.ajc.com/news/teen-facebook-
post-costs-father-80k/rgMCqLUIjtilQ8GbkrBuXN/. 

91.  Id. 
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during the pendency of a proceeding to ensure that it does not harm the client.  
In 2017, lawyers for Wells Fargo learned this lesson the hard way after 1.4 
gigabytes of information related to over 50,000 Wells Fargo customers, 
including identifying information, financial details, and social security 
numbers, was produced without any protective order or confidentiality 
provisions in place.92  The release purportedly occurred because the lawyer 
reviewing the documents did not fully understand the technology and the role 
of the vendor in the subsequent production.93  In particular, the view used to 
review the documents excluded many documents such that the lawyer did not 
review all documents for responsiveness, confidentiality, or privilege.94  In 
addition, documents that the lawyer marked for redaction were not redacted 
prior to production and the lawyer miscoded some documents for production 
that never should have been produced.95  This lawyer’s unfortunate, and well-
publicized, mistakes serve as a warning for us all.  Lawyers must understand 
how those we employ are using technology.   We must understand not only 
our role and that of the expert, but also how to use the technology provided by 
the expert before completing a task.  Finally, in the event of an inadvertent 
disclosure of information, we must immediately alert our client and take 
additional steps, including attempting to retrieve the data and advising the 
client of any state, federal, or even international laws that would require 
alerting any impacted third parties of the information release. 

 
 

VII. LEVEL OF TECHNOLOGICAL COMPETENCE REQUIRED 
 

Lawyers need not become experts in technology and every new 
technological innovation that might impact law practice.  Instead, lawyers 

                                                 
92. Serge F. Kovaleski and Stacy Cowley, Wells Fargo Accidentally Releases Trove 
of Data on Wealthy Clients, NY TIMES (July 21, 2017), available at 
https://www.nytimes.com/2017/07/21/business/dealbook/wells-fargo-confidential-
data-release.html?smid=pl-share.   

93. Debra Cassens Weiss, Lawyer’s E-discovery Error Led to Release of 
Confidential Info on Thousands of Wells Fargo Clients, ABA JOURNAL (July 27, 
2017), available at http://www.abajournal.com/news/article/lawyers_e_discovery_ 
error_led_to_release_of_confidential_wells_fargo_client/?utm_source=maestro&ut
m_medium=email&utm_campaign=weekly_email.   

94. Id.   

95. Id. 
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must strike a balance between focusing on their own expertise while 
recognizing that technology will change the way they practice and being open 
to learning about and incorporating those changes into their practice.  Not 
every innovation will be the next telephone or email.  Some advances in 
technology will.  While lawyers might not be the first adopters of such new 
technologies, once they become ubiquitous, lawyers will be required to adopt 
them. 

Nevertheless, lawyers cannot ignore technology simply because we are not 
an expert.  To deliver competent legal services, we must study to become 
competent or associate with counsel or an expert who has the requisite 
competence.96  More and more CLE providers offer training on technology, 
and specialty companies are developing certification programs to provide 
lawyers with the training they need to gain more experience with technologies 
outside their ken.97  When facing a technological challenge outside your 
wheelhouse, consider bringing in another lawyer who has the requisite 
expertise or hiring a technology consultant.98  

Bar associations and legal groups also provide significant resources to 
assist lawyers incorporating technology into their practices and ensuring that 
they abide by ethical requirements.  For example, the American Bar 
Association maintains a Legal Technology Resource Center that “educates and 
assists [American Bar Association] members with the latest legal technology, 
allowing lawyers to boost efficiency and ultimately provide clients with the 

                                                 
96. MODEL RULES OF PROF’L CONDUCT r. 1.1 cmt. 8 (“To maintain the requisite 
knowledge and skill, a lawyer should keep abreast of changes in the law and its 
practice, including the benefits and risks associated with relevant technology, engage 
in continuing study and education and comply with all continuing legal education 
requirements to which the lawyer is subject.”); id. at cmt. 2 (“A lawyer can provide 
adequate representation in a wholly novel field through necessary study.  Competent 
representation can also be provided through the association of a lawyer of 
established competence in the field in question.”).  

97. See, e.g., Jason Karuse, Tech Training Helps Lawyers Meet Client Expectations, 
ABA Journal (Aug. 1, 2016) (describing Legal Technology Core Competencies 
Certification program). 

98. See M. H. Hoeflich & Frank Siler, New Technologies and Lawyer Competence, J. 
Kan. B. Ass'n, July/August 2016, at 38, 43 (“when lawyers find themselves involved 
in a case that requires a sophisticated knowledge of e-discovery, they may bring on 
co-counsel with such knowledge”); id. (“hire a technical specialist and audit the 
office technology, make what changes in that technology may be required and 
establish procedures designed to implement the new technology.”). 
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highest quality service.”99  Similarly, Delaware’s courts established a 
Commission on Law and Technology to provide lawyers with information and 
guides about technology and its impact on practice.100  The Commission 
maintains a webpage with white papers on technological issues including, 
among others, papers on basic skills, cloud technology, courtroom technology, 
data security, eDiscovery, and social media.101 State and local bar associations 
likewise emphasize technology and maintain online resources for lawyers and 
law office staff.102  In many jurisdictions, ethics hotlines afford lawyers easy 
access to guidance on emerging issues and to answer questions that have not 
formally been answered by ethics experts in advisory opinions.103 
                                                 
99. American Bar Association, Technology, available at https://www.american 
bar.org/topics/tech/.  See also American Bar Association, Legal Technology 
Resource Center, http://www.americanbar.org/groups/departments_offices/legal_ 
technology_resources.html. 

100. Delaware Commission on Law and Technology, What is the DECLT, available 
at http://courts.delaware.gov/declt/index.aspx (“The Commission was created to 
develop and publish guidelines and best practices regarding the use of technology 
and the practice of law.”). 

101. See Delaware Commission on Law and Technology, Leading Practices, 
available at http://courts.delaware.gov/declt/practices.aspx. 

102. See, e.g., State Bar of Georgia, Law Practice Management, available at 
https://www.gabar.org/committeesprogramssections/programs/lpm/ (“Whether you 
need advice on technology, firm finances, organization or library materials, we have 
the resources and training to assist you.”). 

103. See, e.g., The State Bar of California, Ethics Hotline, available at 
http://ethics.calbar.ca.gov/Ethics/Hotline.aspx (“The Ethics Hotline, a confidential 
research service for attorneys only, helps lawyers identify and analyze their 
professional responsibilities.”) (800-238-4427); State Bar of Georgia, Ethics & 
Professionalism, available at https://www.gabar.org/barrules/ethicsand 
professionalism/ (“Lawyers who would like to discuss an ethics dilemma with a 
member of the Office of General Counsel staff should contact the Ethics Helpline at 
404-527-8741, 800-682-9806 or log in and submit your question by email.”); New 
York City Bar, Ethics Hotline, available at http://www.nycbar.org/member-and-
career-services/ethics/hotline (“New York lawyers faced with ethical questions 
regarding their own prospective conduct can reach the Ethics hotline through 
Customer Service at 212.382.6663.”); Virginia State Bar, Ethics Questions and 
Opinions, available at https://www.vsb.org/site/regulation/ethics (“Any member of 
the bar may seek informal ethics or unauthorized practice of law advice by calling 
the Ethics Hotline at (804) 775-0564.”); State Bar of Arizona, Ethics Hotline, 
available at http://www.azbar.org/ethics/ethicshotline/ (“Ethics Hotline Number: 
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CONCLUSION 
 
While technology changes on a seemingly daily basis, lawyers’ core 

ethical responsibilities to protect client confidences and competently represent 
our clients remains constant. Understanding the ethical duties of 
confidentiality and competence provides lawyers the foundation with which to 
evaluate technology in law practice.  Lawyers should keep doing what they do 
best – practicing law.  While doing so, they should continue to learn about 
technology and carefully evaluate whether current and new technologies help 
or hinder their clients. 

                                                 
602.340.7284”); Pennsylvania Bar Association; Ethics Hotline, available at 
http://www.pabar.org/public/Membership/ethics.asp (“The Ethics Hotline provides 
free advisory opinions to PBA members based upon a review of a member’s 
prospective conduct by members of the PBA Committee on Legal Ethics and 
Professional Responsibility. … The Ethics hotline can be reached at (800) 932-0311, 
ext. 2214.”); State Bar of Texas, Toll-Free Ethics Helpline for Lawyers, available at 
https://www.texasbar.com/Content/NavigationMenu/ForLawyers/GrievanceandEthic
s/Toll_Free_Ethics_Helpline_for_Lawyers/default.htm (800.532.3947); State Bar of 
Michigan, Ethics Article: Ethics Hotline – Frequently Asked Questions, available at 
https://www.michbar.org/opinions/ethics/articles/july98 (“The Ethics Hotline at the 
State Bar of Michigan (877) 558-4760 receives approximately 20 calls per day from 
Michigan lawyers seeking guidance on a full array of ethics issues from lawyers.”); 
The Florida Bar, Ethics Hotline, available at https://www.floridabar.org/ethics/ 
ethotline/ ((800) 235-8619).   
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FROM THE ARBITRATOR’S PERSPECTIVE:  
EXPERTS AND DAMAGES 

David E. Robbins1 
 
 

The goal of every representation is to win, whether we represent customers, 
brokers or firms. One of the ways to accomplish that goal is to ask: How would 
an arbitration panel evaluate my case with the assistance of a good expert and 
an understanding of the damages? A good expert can help attorneys and 
arbitrators focus on the elements of liability (proving them for Claimants 
or disproving/reducing them for Respondents) and, if liability is found by 
the arbitrators, to either maximize (for Claimants) or minimize (for 
Respondents) the amount of the Award.  

This article is written from the perspective of an  arbitrator who has 
observed effective and ineffectual experts, who has denied claims and 
awarded damages.  Attorneys need to always keep arbitrators in mind when 
filing a case, defending claims, deciding to mediate or moving forward to the 
battle of an arbitration hearing.  
 
 

1. Experts from the Securities Arbitrators’ Perspective 
 

From the viewpoint of an arbitrator of securities disputes, I have found 
that the most effective expert witnesses are those who provide me and my 
fellow panelists with the standards by which to judge the conduct in dispute, 
someone who comes across as neither a: 

• “Hired Gun” – Who adapts his or her opinions to the requirements 
of the party who retained the individual as a witness2 nor a 

• “Man for all Seasons” – Who became a professed expert in the 
securities or trading at issue after the crisis occurred.3 

                                                            
1. © 2019. David E. Robbins. 

2. Dauhaime’s Law Dictionary, http://www.duhaime.org/LegalDictionry/H/ 
HiredGun.aspx. 

3. Free Dictionary,  https://encyclopedia.thefreedictionary.com/a+man+for+ 
all+seasons.   

A Man For All Seasons is a well-known play by Robert Bolt that was made into an 
Academy Award-winning film based on Sir Thomas More, the 16th-century 
Chancellor of England who refused to endorse King Henry VIII's wish to divorce his 
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The task of securities arbitration attorneys on either side of the controversy 
should be to present experts who truly help the arbitrators assimilate the 
conflicting evidence. As arbitrators, we want to “get it right” and a true expert 
who is experienced in the securities or trading at issue is critical to that end. 

 Securities arbitrators seldom deny a proffered expert from 
testifying, but if the voir dire is particularly effective, the panel could 
decide to limit the expert’s testimony to some but not all of the subjects 
upon which the expert intended to opine. Those limitations could 
prevent a customer from meeting his or her burden of proof or a brokerage 
firm from successfully defending itself. At the September 2018 PLI 
program on securities arbitration, Chair Sandra Grannum said that if 
she is able to “ beat up” on an expert in voir dire, she does not ask for 
the complete preclusion of that expert as a witness because she’s always 
concerned the other side will then retain a more effective one. 
I asked an expert (for both sides) Ross Tulman of Trade Investment 

Analysis Group4 how he would summarize the best experts and here is what 
he told me: 

The most effective experts are those who recognize that their real clients 
are the triers-of- fact. Once the triers-of-fact get the slightest whiff that 
your expert is an advocate, they click the off button – permanently. 
More often than not, they only way an expert can overcome the 
temptation to advocate is to work for both sides – and not just cameo 
appearances; a lot of work for both sides. 

 
 
The Limits of an Expert’s Testimony in Certain Cases 
 

In Martha F. Owens, et al. v. Stifel, Nicolaus & Company, Inc. and Anthony 
John Fisher5, a federal district court dealt with the limits of an expert’s 
testimony in a selling away case: 

Question: When will an expert’s testimony generally be admissible? 
Answer: If it is reliable, relevant and concerns matters beyond the 
understanding of the average layperson. The proponent of the testimony 
bears the burden to establish that the expert will aid the trier-of-fact in 
understanding the evidence. 
There is a bright line between what subjects an expert can testify on and 

                                                            
wife Catherine of Aragon. 

4. https://www.tiagroup.com/.  

5. 12-cv-144, 2014 U.S. Dist. LEXIS 31565 (M.D. Ga., Mar. 11, 2014). 
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what is inadmissible in civil actions. Oftentimes, this delineation applies in 
arbitrations when the Chair is a trial attorney and there is an objection to the 
breadth of the proposed expert’s testimony. 

What such a demarcation is was the main issue in the United States 
District Court for the Southern District of Indiana, Indianapolis Division’s 
decision in Peoples State Bank v. Stifel Nicolaus & Co., Inc.6 In that case, 
a securities attorney expert witness was asked to opine on issues that were 
within the trial court’s purview since they amounted to legal conclusions (i.e., 
that the brokerage firm had complied with all applicable securities laws, that 
its disclosures were not misleading and that it made no misrepresentations or 
omissions of material facts). The Court declined to allow the proposed 
testimony, stating, in part: “Pursuant to Rule 702 [of the Federal Rules of Civil 
Procedure], opinions concerning the ultimate issue are inadmissible if they do 
not assist the trier-of-fact. Opinions that amount to legal conclusions do not 
assist the trier-of-fact because they merely tell the jury what result to reach …” 

 
 
When Should an Expert Be Retained? 

 
If you believe the standards by which you wish the arbitrators to judge 

the factual evidence will require a witness with special knowledge and 
experience to explain those standards to the arbitrators, consider retaining an 
expert. 

A. Customers – The best time is after the customer’s attorney has 
determined that the claim has merit and while the arbitration 
Statement of Claim is being drafted, especially where it is necessary 
to plainly explain complex securities or strategies. 

B. Brokers/Firms – When a Statement of Claim is received, it is almost 
always a good idea to have an objective and comprehensive profit 
and loss analysis done of the Claimant’s accounts, including an 
analysis of the transaction costs and the monthly and cumulative profit 
or loss of the accounts. That is the function of a “quantitative expert.” 
Then, depending on the defense attorney’s need to rebut allegations 
made about a security or particular trading strategy, it will be 
necessary to retain a “qualitative expert” to explain the 
appropriateness of such securities or trading for that customer 
Claimant. 

An expert can serve as a constructive critic by assessing the opposing 
expert’s analyses and anticipated testimony. An expert can help an attorney 

                                                            
6. 10-cv-1640, 2013 U.S. Dist. LEXIS 35161 (S.D. Ind., Mar. 14, 2013). 
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point out errors and simple miscalculations by the opposing expert that may 
leave doubt in the minds of the arbitrators about the accuracy and reliability 
of the opposing expert. 
 
 
Who to Retain? 
 

If the analyses required are limited to easily understood calculations 
(e.g., profits and losses, commissions generated, turnover ratio, margin 
interest charges, duration of holding securities) and a suitability analysis is 
not necessary, it may not be necessary to retain a qualitative expert. 

Although it depends upon the issues in controversy, I believe that the best 
experts are: 

 former employees of brokerage firms, self-regulatory organizations 
and certain governmental agencies,  

 academicians who either work with brokerage firms, have had 
practical experience with them or who have written about particular 
securities or strategies, 

 attorneys specializing in securities law and  
 accounting firms that provide litigation support services in 

commercial disputes. 
It has been my experience that the best expert witnesses are those who 

were recommended by an experienced colleague and who have taken the time 
– and have the talent – to write articles or books on their field of expertise. 

 
 

Finding a Qualified Securities Arbitration Expert 
 

Over the years, the Securities Experts’ Roundtable (“SER”) has been the 
source of expert witnesses for securities arbitrations. According to its Web site, 
Securities Experts’ Roundtable, Inc.’s members provide consulting, expert 
testimonial, or other services in securities and commodities dispute resolution 
and related matters.7 

• SER facilitates the sharing of ideas and information concerning 
issues common to members by conducting conferences, seminars, 
and meetings to provide continuing education and assist members 
in improving their professional conduct, performance, and expertise. 

                                                            
7. Securities Expert Roundtable, http://www.securitiesexpert.org/. I am not associated 
with this organization, but have retained its experts. 
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Among its requirements for membership – and there are over 100 members 
– individuals must have had twenty engagements as an expert in securities 
dispute resolution or such experience, skill or other qualifications so that the 
person may be able to contribute to the organization. Go to its “Search Our 
Experts” and see the many categories of expertise available, such as: 

• Alternative Investments – Currency Leveraging, Private Placements, 
REITs, Structured Products 

• Branch Office – Audits, Structures, and Procedures 
• Commodities and Futures 
• Compliance 
• Customer Complaints 
• Damage Analysis 
• Employment – Compensation, U-4s and U-5s, Contracts 
• Fiduciary Duties 
• Fixed Income Investments 
• Hedge Funds 
• Insurance Products 
• Investigations – FINRA, SEC, States 
• Investment Advisors 
• Margin 
• Mutual Funds 
• Registrations 
• Restricted Securities 
• Retirement Products 
• Securities Law 
• Selling Away 
• Suitability 
• Trading – Market Makers 
• Unauthorized Trading 
• Variable Annuities 

 
 
Experts at the Hearing 
 

By definition, expert witnesses are not fact witnesses, whose testimony 
about “what happened” may be influenced by what they hear from other, 
earlier fact witnesses. The expert witness’ purpose is to assist counsel and 
the triers-of-fact to best appreciate the facts and, in the process, help expedite 
the proceeding. That is why FINRA’s Arbitrator’s Guide encourages 



88 FROM THE ARBITRATORS PERSPECTIVE [Vol. 26 No. 1 

arbitrators to permit the expert witness to stay in the hearing room throughout 
the entire case and not just when he or she testifies.8 

On your direct case, you should outline your expert’s testimony into three 
steps: 

• Voir Dire – Show that the expert is qualified to give an opinion on 
the subjects he or she will testify about. Have the expert explain the 
number of times he or she has been qualified as an expert on those 
subjects by other arbitration panels and courts and by the expert’s 
experience and knowledge in those areas. If the expert has ever been 
disqualified, find out – before presenting him – if it was on a subject 
unrelated to his testimony in your case. 

• Conclusions – Once an expert is permitted to testify as such, many 
of my colleagues like to have the expert go to the expert conclusions 
first. This provides a kind of outline of the testimony that will 
follow. It also emphasizes the areas o n  w h i c h  he or she will opine. 
Other colleagues prefer to first have the expert explain what happened 
in the account and, based upon that explanation, give his conclusions 
and opinions. 

• Bases for Conclusion – This is where the expert explains how his or 
her conclusions should influence the arbitrators’ decision. 
 
 

Voir Dire and Cross-Examination of Experts 
 

Since voir dire of an opposing expert is limited to questions of reliability 
and relevance – as opposed to substantive cross-examination – counsel 
should initially consider the witness’ qualifications and whether he or she 
has the appropriate knowledge, skill, experience, training or education to 
provide an expert opinion to the panel. 

If an expert witness is truly not a “hired gun” and sees his or her role as 
one to apply the facts to accepted industry standards and/or recognized 
trading analyses, your objective on the cross-examination of that expert is to 
have him or her agree with certain positions taken by you on your direct 
case. While making the other side’s expert “your own” is often the goal, it is 
rarely achieved. Instead, more times than not, your task is to: 

• chip away at the conclusions and reasoning of the other side’s expert, 
 

                                                            
8. FINRA Office of Dispute Resolution Arbitrator’s Guide, (November 2018 
Edition), https://www.finra.org/sites/default/files/arbitrators-ref-guide.pdf, at 54. 



2019] PIABA BAR JOURNAL 89 

89  

• create doubt in the minds of the arbitrators as to the dependability of 
that expert’s testimony and 

• give the impression that the witness is an expert who will testify 
for the highest bidder. 

The manner in which – and whether – to attack your opponent’s expert 
is an instinct borne of experience. Sometimes the most you can get is a clear 
repetition of the expert’s conclusions, based on his or her understanding of 
the facts. You can then, hopefully, have your own expert explain to the 
arbitrators why the other expert has simply c ome to the wrong conclusions 
or conclusions not based on a full understanding or appreciation of the facts. 

Another effective technique in cross-examining opposing experts is 
quoting articles in which the expert appeared to give a fuller, more 
balanced presentation of the issues, such as the ongoing financial condition 
of a municipality that issued problematic debt. 

 
 
Conclusion 
 

Good experts enhance a party’s case by presenting the standards by 
which to judge the conduct at issue and then explaining – clearly and simply 
– how those standards apply to either the Claimant’s or Respondent’s case-
in-chief. As an arbitrator, I look to experts to: 

• help me understand industry standards, 
• explain the inherent risks of a trading strategy, 
• explain whether the degree of supervision was “reasonable” as that 

term is understood by industry professionals and regulators, 
• show how the opposing expert’s work is subject to challenge and, 

frankly, 
• confirm my feelings about a case so that I can reference the testimony 

in deliberations. 
 

The integrity of an expert is shown on cross-examination, when the cross-
examiner asks the expert to change the assumptions upon which the expert’s 
opinion is based. “Would your opinion be the same if the underlying facts 
were different?” If the expert, in response, refuses to admit that the sun rises 
in the East because it could possibly hurt his/her client, I tend to discount the 
expert’s entire testimony. On the other hand, if the expert acknowledges that 
his/her opinion could be different based on different underlying facts, that 
expert is someone I would retain if I had a case dealing with similar issues. 

Most arbitrators are not like inexperienced jurors. We “ know it when 
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we see it” and we know a good expert from the hired-gun. How do you 
know arbitrators appreciate a particular expert witness? When you see our 
heads nod knowingly and when we take notes of what that expert just said. 
Inevitably, we will repeat that expert’s testimony during our deliberations. 
 
 

2. Damages from the Securities Arbitrators’ Perspective 
 

As an arbitrator, I have observed that during deliberations, arbitrators 
often take 10% of the time to determine liability and, if they believe 
liability was proven, 90% of the time on determining the amount of 
damages to award. Once arbitrators agree that the misconduct of a broker 
and/or the brokerage firm caused losses to the customer, they often consider 
mitigating factors so that customers do not receive everything they are seeking, 
such as: 

• the customer not taking action sooner after learning of the misconduct, 
• the customer’s unquestioning blind faith that should not be rewarded, 
• “well-managed damages” that are too speculative and unrelated to this 

particular customer’s investment history and 
• whether they like the customer and feel sorry for him or her. 

 

Statistical Context 
 

FINRA Dispute Resolution maintains monthly statistics of its arbitrations 
and mediations. They tell us, among other things, that there were 3,456 cases 
filed in 2017 and 4,325 in 2018. As context for this article’s discussion of 
damages from the arbitrator’s perspective, let us consider the following 
statistical facts from FINRA. 
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1. FINRA Award Statistics 
 

According to FINRA’s December 2018 statistics on Awards:9 
 

A) How Arbitrations Close 
 
Cases Decided 
by Arbitrators 

2018 (% of 
Cases) 

2017 2016 2015 2014 

After Hearing 517 (14%) 512 (14%) 593 (16%) 646 (19%) 683 (18%) 

After Review of 
Documents 

130 (4%) 135 (4%) 157 (4%) 182 (5%) 208 (5%) 

Total 647 (17%) 647 (18%) 750 (21%) 828 (24%) 891 (23%) 

 
Cases Resolved by 
Other Means 

2018 (% of 
Cases) 

2017 2016 2015 2014 

Direct Settlement 
by Parties 

2,005 (54%) 1,964 
(53%) 

1,812 
(50%) 

1,716 
(50%) 

1,942 
(51%) 

Settled via 
Mediation 

493 (13%) 493 (13%) 433 (12%) 306 (9%) 329 (9%) 

Withdrawn 333 (9%) 348 (9%) 341 (9%) 317 (9%) 358 (9%) 
All Others 233 (6%) 240 (7%) 275 (8%) 294 (8%) 290 (8%) 
Total 3,064 (83%) 3,045 

(82%) 
2,861 
(79%) 

2,633 
(76%) 

2,919 
(77%) 

 
 
 
 
 
 
 
 
 
 
 

                                                            
9. Dispute Resolution Statistics, FINRA.Org, https://www.finra.org/arbitration-and-
mediation/dispute-resolution-statistics.  
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B) Results of Customer-Claimant Arbitration Award Cases 
 

Year 
Decided 

All Customer 
Claimant Cases 
Decided (Hearings 
& Paper) 

Percentage Decided of 
All Customer 
Claimant Cases Closed 

Percentage (and 
Number) of Cases 
where Customer 
Awarded Damages 

2018 359 15% 40% (145 cases) 

2017 352 14% 43% (151 cases) 

2016 389 16% 41% (158 cases) 

2015 455 20% 42% (190 cases) 

2014 465 19% 38% (177 cases) 

2013 499 18% 42% (212 cases) 

 

C)  Results of Customer-Claimant Arbitration Award Cases (Hearing 
Only) 

 
Year 
Decided 

Customer Claimant 
Cases Decided 
(Hearing Only) 

Hearing Customer 
Claimant Cases 
Where Customer 
Awarded Damages 

Hearing 
Customer 
Claimant Not 
Awarded 
Damages 

Percentage 
of Customer 
Award 
Hearing 
Cases 

2018 274 115 159 42% 

2017 272 122 150 45% 

2016 272 114 158 42% 

2015 319 145 174 45% 

2014 305 128 177 42% 

2013 377 167 210 44% 
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2. Securities Arbitration Commentator10 SAC publishes weekly 
online editions, in addition to its monthly publications, that often 
present surveys of FINRA Awards. With the permission of its 
editor-in-chief, Richard P. Ryder, what follows are excerpted 
highlights of its Award surveys from its online editions of February 
through July 2018:11 

 
 

Top Dollar Awards of 2017  
 

• Wells Fargo LLC v. Robert W. Baird Inc., FINRA Case No. 15-
02708 (Wichita, KS, 1/13/17), a raiding case in which Wells Fargo 
recovered $11,856,166 in compensatory damages from three former 
brokers and their new employers (of which the brokers owed a total 
of $1 million), plus $10,856,166 in punitive damages, $1,750,000 in 
attorney’s fees and $30,131 in costs – all charged to Baird, for a total 
of approximately $24.5 million (not counting interest). 

• Gomez v. UBS Financial Services Inc., FINRA Case No. 13-02866 
(San Juan, PR, 1/11/17), a Puerto Rico bond fund case in which a 
group of customers collectively won $9,630,000 in compensatory 
damages, $4,000,350 in punitive damages and $4,498,015 in 
attorney’s fees, as well as $85,950 in costs, for a total of $18,214,315. 

• Romero Lopez v. UBS Financial Services Inc., FINRA Case No. 
13-03520 (San Juan, PR, 2/17/17), another Puerto Rico bond fund 
case, the customer claimant recovered $9 million in compensatory 
damages and $1 million in punitive damages, but he had to pay a 
debit balance in excess of $1 million. 

• Bozeman v. Parker, FINRA Case No. 15-02953 (Atlanta, GA, 
10/25/17), several customers recovered a total of $5,145,039 
including $1,264,731 in compensatory damages and $3,794,193 in 
punitive damages. 

• Cummings v. UBS Financial Services Inc., FINRA Case No. 15-
00709 (San Juan, PR, 3/29/17), another Puerto Rico bond fund case 
with a total payout of $4,423,176 (including  more  than  $3.9  million  
in  compensatory  damages  and  more  than 
$500,000 in attorney’s fees and costs). 

                                                            
10. © 2018. Securities Arbitration Commentator, Inc. 

11. Arbitration Award Database, http://www.sacarbitration.com/. 
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• Auguillard v. IMS Securities Inc., FINRA Case No. 16-01800 
(Houston, TX, 11/1/17), a number of customers alleging that their 
broker over-concentrated their accounts in illiquid investments, 
together received slightly more than $2.3 million in compensatory 
damages. 

 
 
What FINRA Tells its Arbitrators About Damages 
 

In FINRA’s Arbitrator’s Guide it provides this guidance to arbitrators 
with regard to damages12: 

Net-Out-of-Pocket Losses [making no distinction between equity cases, 
in which investors assume a risk to principal, and bond cases, in which 
they may not]: 
• For specific trades, net out-of- pocket loss is the purchase price of 

the security plus commissions minus the total of the value of the 
security on the relevant date plus dividends or interest received. 

• For wrongful conduct involving an entire account, net out-of-pocket 
losses are calculated by taking the beginning account value, plus 
money and securities deposited, minus money and securities 
withdrawn, less the account value on the relevant date. 

Some Claimants may argue that to award "full compensatory damages" 
it is necessary to look beyond a claimant's net out-of-pocket loss. These 
"special" or consequential damages, says FINRA to its arbitrators, might 
include: 

• lost profits in the form of dividends on stocks sold because of 
wrongdoing, 

• taxes the claimant incurred because of the wrongdoing, 
• loss of available funds in the claimant’s business, 
• loss of financing and 
• commissions paid. 

 
 
 
 
 

                                                            
12. FINRA Office of Dispute Resolution Arbitrator’s Guide, (November 2018 
Edition), https://www.finra.org/sites/default/files/arbitrators-ref-guide.pdf, at 65. 
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Commentary 
 

This measure of damages compensates a customer for all net out-of-
pocket losses, which are the sum of all realized profits and losses (securities 
that were bought and sold), unrealized gains and losses (securities that were 
bought but not sold), interest and dividends received on the investments and 
expenses incurred (such as margin interest). It focuses on a customer’s 
loss rather than on his or her potential gain. 

Under the traditional out-of-pocket theory, damages are equal to the 
difference between the fair value of all that the purchaser received and the 
fair value of what he would have received had there been no fraudulent 
conduct. Losses are typically measured from the date of the security’s 
purchase to the date the fraud was or should have been discovered. Like the 
rescission measure of damages, it places the customer in a position he or she 
was in prior to the transactions in question. It recognizes the loss of invested 
funds but not the opportunity cost of those funds, as does the next measure 
of damages. 

A. Benefit of the Bargain – This measure of damages seeks to give the 
Claimant the expected value of the investment. For example, the 
Claimant's measure of damages would be the amount the 
investment would have been worth if the Respondent's 
misrepresentation had been true, less what the investment is actually 
worth. The difficulty with applying the benefit of the bargain measure 
of damages is determining 
–  with some specificity – the profits that the Claimant would have 
reasonably received. 

B. Well-Managed Portfolio Account – This measure of damages allows 
the Claimant to recover the difference between what the Claimant's 
account made or lost versus what a well-managed account, given the 
investor's objectives, would have made during the same time period. 

C. Statutory Damages – Sometimes a claim will be based upon a 
statute that explains how damages should be calculated. 

D. Rescission – This places the Claimant in the same position occupied 
before the wrongful transaction. It may include the return of the 
securities at issue to the Respondent.. 

E. Disgorgement – This requires the Respondent to disgorge profits or 
commissions, to make the wrongdoing unprofitable and therefore 
deter the wrongdoing. Disgorgement might be available even where 
the Claimant has not suffered net out-of-pocket losses, such as 
excessive trading that was net profitable to the customer but, in the 



96 FROM THE ARBITRATORS PERSPECTIVE [Vol. 26 No. 1 

opinion of the arbitrators, was motivated by self-gain (i.e., 
commissions). 

F. Punitive Damages – If a Respondent has been determined by the 
arbitrators to have engaged in serious misconduct that meets the high 
standard for punitive damages, they will be awarded. Punitive damages 
are not intended to right a wrong, but to punish the wrongdoer and 
to deter future wrongdoing. The standards for awarding punitive 
damages vary from state to state. While most states permit punitive 
damages only for conduct that is malicious or intentional, says 
FINRA to its arbitrators, some permit punitive damages for reckless 
indifference to the rights of others or for gross negligence. 

 
 
When Could Punitive Damages Be Awarded? 
 

Experienced defense attorneys try to avoid such Awards when they see 
the possibility occurring, given the egregious facts the attorneys are 
presented with when they begin to look into the events that gave rise to 
the arbitration. Sometimes, however, defense attorneys don’t have  a  warning  
of the possibility of punitive damages  until they see  the reaction of the 
arbitration panel to the evidence presented by Claimant’s counsel at the 
hearing. 

FINRA’s Arbitrator’s Guide tells its arbitrators that under certain 
circumstances they should consider awarding punitive damages, but FINRA 
does not provide guidance on precisely when and how much. As an 
arbitrator, I believe such damages are appropriate when the misconduct 
proven is quasi-criminal or actually criminal in nature and where it is 
necessary to send a strong message to the broker and/or firm that such 
misconduct will not be tolerated. In such instances, arbitrators punish the 
Respondent, often doubling the compensatory damages that are also awarded. 
 
 
Conclusion 
 

At the end of the day, arbitrators want to feel comfortable that they 
did “the right thing” for a customer who proved liability. From my 
observations, arbitrators most often do that by providing “haircuts” to the 
net-out-of-pocket damage numbers. 
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CRYPTOCURRENCY REGULATION UNDER U.S. SECURITIES 
LAWS AND PROPOSED AMENDMENTS 

 
Michael Segal 

 
 

Introduction 
 

Within the last few years, cryptocurrencies have developed a significant 
presence within the financial industry. As of November 2018, cryptocurrencies 
had an estimated market capitalization of over $181 billion and there were over 
2,000 cryptocurrencies available for sale on cryptocurrency exchanges.1  Such 
a high level of capital investment has understandably attracted attention from 
multiple federal regulators appointed to oversee the U.S. financial systems.   

Specifically, the U.S. Securities and Exchange Commission has taken a 
leading role in addressing the potential dangers cryptocurrencies may cause to 
our markets due to many cryptocurrencies’ security-like properties.  Because 
they can be structured as securities, the SEC should develop an appropriate 
regulatory system for cryptocurrencies that balances protecting the public with 
allowing opportunities for innovation within U.S. markets.  To avoid stifling 
innovation, that regulatory system should not be overly cumbersome and 
should address the unique nature of cryptocurrencies.  Such a system ought to 
address when a cryptocurrency is a security and should be treated as such, 
while also clarifying when a cryptocurrency is not a security from either its 
inception or at some point after its implementation.   

Currently, to determine whether a cryptocurrency is a security, courts look 
to the Securities Act of 1933 (“the ’33 Act”) and use a test developed for 
investment contracts which evaluates whether a person invests his money in a 
common enterprise and is led to expect profits solely from the efforts of the 
promoter or third party.2  This paper will shed light on the problems that test 
presents for cryptocurrencies, propose options for cryptocurrency companies 
to maneuver effectively within U.S. securities laws, and also propose fixes to 
our current securities regulatory system to better account for cryptocurrency’s 
intricacies. 

 
 
 

                                                            
1. COINMARKETCAP, https://coinmarketcap.com/ (last visited Nov. 15, 2018). 

2. SEC v. W.J. Howey Co., 328 U.S. 293, 299 (1946). 
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Background 
 

The concept of a digital currency to replace fiat-based currencies has 
existed since the late 1990s.3  The most well-known cryptocurrency, Bitcoin, 
originated as the result of a mailing list discussion on cryptography in 2008.4  
By 2009, developers had made Bitcoin available to the public and used 
blockchain software to record and verify transactions of the cryptocurrency.5  
The first exchange of Bitcoin occurred in 2010, when an individual traded 
10,000 Bitcoins for two pizzas.6  By 2011, alternatives to Bitcoin such as 
Litecoin and Namecoin became publicly available, which allowed 
cryptocurrencies to be traded for one another on exchanges7  Soon after, 
cryptocurrencies became lucrative targets for both scammers and hackers.8  In 
January 2014, the largest cryptocurrency exchange, Mt. Gox, suspended 
trading due to the theft of 850,000 Bitcoins from its servers.9  More recently, 
in 2016, new cryptocurrencies began launching through what became known 
as Initial Coin Offerings (“ICO”), which allowed investors to participate in the 
development of cryptocurrencies at their earliest stages.10 

The technology behind cryptocurrency, while complex, can be understood 
as a digital method for exchanging value through the use of electronic tokens.  
Current cryptocurrencies run using a blockchain model, which allows a 
network of computers to verify each transaction using secure cryptographic 
algorithms.  Each verified transaction constitutes a “block” and is then added 
to the end of the blockchain.  The blockchain, as a result, becomes a ledger of 
transactions that have occurred with the associated cryptocurrency and is 
distributed across all networked computers.  The benefits of this method are: 
(1) its cryptographic nature makes it difficult to hack; (2) the ledger does not 

                                                            
3. Bernard Marr, A Short History Of Bitcoin And Crypto Currency Everyone Should 
Read, FORBES (Dec. 6, 2017, 12:28 AM),  https://www.forbes.com/sites/bernard 
marr/2017/12/06/a-short-history-of-bitcoin-and-crypto-currency-everyone-should-
read/#5a2272403f27. 

4. Id. 

5. Id. 

6. Id. 

7. Id. 

8. Id. 

9. Id. 

10. Id. 
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reside with a central authority, but rather a network of users; (3) the ledger is 
publicly viewable by all participants in the cryptocurrency; (4) no physical 
exchange of currency is required; and (5) the ledger generally cannot be 
changed without the agreement of multiple users of the system.  Major 
drawbacks to blockchain-enabled cryptocurrencies include heavy power 
consumption from the networked computers, the lack of security in 
cryptocurrency exchanges, and, to date, a lack of widespread acceptance. 

While most of the numerous cryptocurrencies that have arisen in response 
to heavy monetary investment have attempted to capitalize on 
cryptocurrency’s core principles of security, transparency, and ease of 
exchange, there is wide variance amongst cryptocurrencies.  This variance 
manifests in the type of technological solutions implemented as well as the 
multitude of differing capabilities within the cryptocurrencies.  Bitcoin is 
solely used as a currency replacement to facilitate the transfer of value.11  
Ether, on the other hand, allows purchasers to create smart contracts, wherein 
cryptocurrency exchanges between users are automated based on specific 
performance criteria evaluated by software.12  Civic, a relatively recent entrant 
to the market, has distinguished itself by promising users to provide secure 
identity services, paid for by its tokens.13  With over 2,000 types of 
cryptocurrencies currently in existence, consumers prefer transacting through 
online exchange systems.  As a result, there were over 200 cryptocurrency 
exchanges available to cryptocurrency traders as of June 2018.14 

A cryptocurrency exchange is any system that allows for the trading 
cryptocurrencies with other assets.15  Like a traditional financial exchange, a 
cryptocurrency exchange's core operation is to allow for the buying and selling 
of digital and non-digital assets.16  Cryptocurrency exchanges set rates for 

                                                            
11. BITCOIN, https://bitcoin.org/en/faq (last visited Dec. 4, 2018). 

12. ETHEREUM, https://www.ethereum.org/ether (last visited Dec. 4, 2018). 

13. Civic Whitepaper, CIVIC TECHNOLOGIES, INC., (2017) https://tokensale.civic. 
com/CivicTokenSaleWhitePaper.pdf. 

14. Sarah Hansen, Guide To Top Cryptocurrency Exchanges, FORBES  (Jun 20, 2018, 
9:30 AM), https://www.forbes.com/sites/sarahhansen/2018/06/20/forbes-guide-to-
cryptocurrency-exchanges/#5eb80d862572. 

15. Kira Egorova, Crypto Exchanges, Explained, TECHOPEDIA (Jul. 10, 2018) 
https://www.techopedia.com/definition/33372/cryptocurrency-exchange. 

16. Id. 
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cryptocurrencies — both coins and tokens.17  That rate usually depends on the 
actions of sellers and buyers, although there can be other factors that affect the 
price.18  Though investors will typically exchange their cryptocurrency for fiat 
when looking to purchase goods, more and more vendors are accepting 
cryptocurrencies.19 

An ICO is the cryptocurrency market's rough equivalent to an Initial 
Public Offering (“IPO”) in the mainstream investment markets.  ICOs act as 
fundraisers of sorts; a company looking to create a new coin, app, or service 
launches an ICO.20  The company usually drafts a whitepaper which states 
what the project is about, what need(s) the project will fulfill upon completion, 
how much money is needed to undertake the venture, how much of the virtual 
tokens the pioneers of the project will keep for themselves, what type of money 
will be accepted, and how long the ICO campaign will run for.21  Next, 
interested investors buy into the offering, either with fiat currency or with 
preexisting digital tokens.22  In exchange for their support, investors receive a 
new cryptocurrency token specific to the ICO.23  Investors hope the token will 
perform exceptionally well into the future, providing them with a stellar return 
on investment.24  The company holding the ICO uses the investor funds as a 
means of furthering its goals, launching its product, or starting its digital 
currency.25 

To understand how a fairly typical cryptocurrency operates, it is useful to 
look at Golem.  Golem Network Tokens (“GNT”) are the currency used on the 
Golem network.  GNT provides users with the ability to purchase computing 
power from a decentralized computing network using blockchain technology 
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20. Initial Coin Offering (ICO), INVESTOPEDIA, https://www.investopedia.com/ 
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to conduct transactions.26  The company Golem Factory GmbH27 manages the 
development, maintenance, and marketing of GNT’s ecosystem.28  Per its 
whitepaper: 

Assuming higher thresholds of funding are reached, the Golem team 
commits to create integrations useful to the entire community in earlier 
releases as well to provide software developers with more support in 
integrating their solutions with Golem and bringing them into the market.29 
While the company expects these responsibilities to transition to the 

community over time, that transition has not happened yet.30  Golem conducted 
its ICO on November 10, 2016 and raised $8 million.31  At one point, it was 
valued at over $860 million, though its current market capitalization is just 
over $63 million.32  Purchasers can use GNT to purchase computing power for 
such tasks as animation, modeling, and chemical reactions, but it can also be 
traded on secondary exchanges to store value.33  Its developers hope that 
eventually the network will become significantly more decentralized to the 
point where they will have only a minimal role to sustain operations.34  

One of cryptocurrencies’ largest problems to date has been their 
susceptibility to hacking and fraud.  This may be as a result of their complexity, 
where the average investor does not understand how the technology works, or 
potentially because of the anonymous nature of some cryptocurrencies.  Since 
the Mt. Gox exchange hacking in 2014, there have been numerous attempts to 
defraud investors.  In 2018 alone, the Wall Street Journal identified 175 “pump 
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27. GOLEM, https://golem.network/team/ (last visited Dec. 10, 2018). 

28. The Golem Project Crowdfunding Whitepaper, GOLEM (Nov. 2016), 
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and dump” schemes involving 121 different cryptocurrencies.35  The 
Massachusetts Institute of Technology estimates that $270 million of 
investment into cryptocurrency has likely been lost to fraud or scams.36  The 
anonymity of cryptocurrency ownership has even allowed state-sanctioned 
hackers from countries such as North Korea to hack others and demand 
cryptocurrency as payment.37  Accordingly, with such high levels of fraud and 
security concerns, the technology is ripe for government regulation. 

The SEC’s response to cryptocurrency was initially muted as the agency 
attempted to understand how cryptocurrency worked and where it might fall 
within the U.S. securities regulatory structure.  As early as 2013, however, the 
SEC began asserting authority over cryptocurrencies via enforcement actions 
against investment products containing cryptocurrencies38 and unregistered 
exchanges.39  The SEC’s first attempt at labeling a cryptocurrency as a security 
came in July 2017, when the SEC released a report from an investigation into 
DAO (“the DAO Report”), an unincorporated organization selling tokens that 
would give voting rights into various entrepreneurial projects.40  In December 
2017, the SEC further refined its guidance for cryptocurrency developers as to 
which properties it would consider when making a determination of whether a 
cryptocurrency was a security in a cease and desist proceeding against 
Munchee (“the Munchee Order”), a cryptocurrency company preparing to 
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2018, 9:00 AM), https://www.wsj.com/graphics/cryptocurrency-schemes-generate-
big-coin/. 

36. Jean Eaglesham & Paul Vigna, Cryptocurrency Firms Targeted in SEC Probe, 
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conduct an ICO for its restaurant review token.41  Contemporaneously, SEC 
Chairman Jay Clayton issued a press release stating, “By and large, the 
structures of initial coin offerings that I have seen promoted involve the offer 
and sale of securities and directly implicate the securities registration 
requirements and other investor protection provisions of our federal securities 
laws.”42  In early 2018, the SEC sent over 100 requests for information and 
subpoenas to cryptocurrency companies, in preparation for increased 
enforcement of securities laws in the cryptocurrency markets.43 

More recently, the SEC has taken an even more aggressive approach to 
regulating cryptocurrencies by bringing claims in federal courts for ICO 
fraud44 and levying fines against companies who fail to register their 
cryptocurrencies in accordance with Section 5 of the ’33 Act.45  Additionally, 
the SEC created a “Cyber Unit” within its Division of Enforcement which lists 
its missions to include targeting violations involving distributed ledger 
technology and initial coin offerings.46  To coordinate efforts across SEC 
divisions, Commissioner Clayton created a Senior Advisor for Digital Assets 
and Innovation position which serves as the focal point for cryptocurrency 
issues within the agency.47 To offset perceived hostility towards 
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cryptocurrencies, the SEC also created the FinHub in October 2018.48  The 
FinHub provides a portal for any company involved with digital assets to learn 
more about the SEC’s views towards the technology as well as to interact with 
those inside the agency to clarify potential legal issues.49 

Despite ramping up enforcement actions against cryptocurrencies, the 
SEC has also recognized that some cryptocurrencies may not be securities and 
therefore would fall outside the purview of the SEC’s regulatory powers.  In 
June 2018, the Director of the SEC’s Division of Corporate Finance, William 
Hinman, stated publicly: 

“And putting aside the fundraising that accompanied the creation of 
Ether, based on my understanding of the present state of Ether, the 
Ethereum network and its decentralized structure, current offers and 
sales of Ether are not securities transactions. And, as with Bitcoin, 
applying the disclosure regime of the federal securities laws to 
current transactions in Ether would seem to add little value. Over 
time, there may be other sufficiently decentralized networks and 
systems where regulating the tokens or coins that function on them 
as securities may not be required.”50 
This statement indicates the SEC may be amenable to a regulatory regime 

where cryptocurrencies begin as a security, but then transition into an asset 
that is no longer a security, once established. The SEC has not offered 
guidance, however, as to when or how such a transition would take place. 

 
 

Security Determination 
 

The first issue for cryptocurrencies under securities laws is to determine 
whether a cryptocurrency has the properties of a security.  If so, then it would 
be treated as a security and U.S. securities laws would apply under the current 
regulatory system.  If not, then securities laws would not apply, though the 
cryptocurrency may still face scrutiny from other regulatory agencies.  
Because cryptocurrencies often begin with the properties of a security but may 
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transition into something that no longer has those properties, the analysis is 
more complicated than most investment products. 

To decide what products U.S. securities laws apply to, courts reference 
Section 2(a)(1) of the ’33 Act.  Generally, stocks, bonds, options, investment 
contracts, puts (unless on an asset), calls (unless on an asset), straddles, 
privileges on any security, CDs, group or index of securities, and sometimes 
notes will be considered securities.  When evaluating if a product is a security, 
courts favor substance over form.51  Accordingly, if a product is not called a 
security, but still has the properties of a security, then a court is likely to treat 
it as such.  Alternatively, something labeled a security that does not have the 
properties requisite of a security is likely not to be treated as a security.  The 
economic reality of the product determines whether securities laws apply.52 

Courts evaluating whether a cryptocurrency is a security view the product 
through the lens of investment contract analysis. The seminal case for 
determining whether a product is an investment contract and thereby a security 
is SEC v. W.J. Howey Co.  In Howey, the U.S. Supreme Court defined an 
investment contract as a transaction where: (1) a person invests his money; (2) 
in a common enterprise; (3) and is led to expect profits; (4) solely from the 
efforts of the promoter or a third party.53  Known as the Howey test, federal 
courts still use this analytic framework.  A product or transaction must satisfy 
all elements of the Howey test to be an investment contract.54  Moreover, 
whether a transaction or product qualifies as an investment contract is a highly 
fact-specific inquiry.55  The Howey test embodies a flexible rather than a static 
principle, one that is capable of adaptation to meet the countless and variable 
schemes devised by those who seek to use the money of others on the promise 
of profits.56 

In Howey, W. J. Howey Co. was a Florida corporation that planted and 
sold orange groves.57  Howey-in-the-Hills Service, Inc., which was under 
common management with the W.J. Howey Co., serviced orange groves in a 
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large-scale farming operation.58  To raise money, W.J. Howey Co. sold tracts 
of land to individuals.59  At the time of the sale, the buyers, who were typically 
not farmers or even residents of the state, were offered contracts for the 
maintenance of the groves by Howey-in-the-Hills Service, Inc.60  Eighty-five 
percent of the buyers signed the service agreements.61  Howey-in-the-Hills 
Service, Inc. had near-total control of the property and the operations.62  The 
purchasers then shared in the profits from the sale of oranges.63  The Securities 
and Exchange Commission brought an action against both entities for using 
interstate commerce to offer and sell unregistered securities in violation of 
Section 5(a) of the ’33 Act.64  The case was appealed to the U.S. Supreme 
Court which held the contract for orange groves involved an investment of 
money for the purpose of gaining a profit due to the promoter’s farming and 
maintenance and was therefore considered a security.65 
 
 
A Person Invests Money 
 

The first portion of the Howey test requires a person to invest money.  The 
term “money” however, has a broader meaning than just currency.  The 
determining factor for the first prong of the Howey test is whether an investor 
gave up specific consideration in return for a separable financial interest with 
the characteristics of a security.66  Cash is not the only form of consideration 
that will create an investment contract.67  The investment may take the form of 
goods and services or some other exchange of value.68 
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A recent case from the Eastern District of New York shows how courts 
treat cryptocurrencies under the first prong.  In United States v. Zaslavskiy, 
prosecutors indicted the defendant, Maksim Zaslavskiy, for making materially 
false and fraudulent representations in connection with two virtual currency 
investment schemes.69  Zaslavskiy founded his two cryptocurrencies, RECoin 
and Diamond, in 2017.70  He was alleged to have induced investors into 
RECoin by backing the currency with false claims of real estate investment 
and development of real estate-related smart contracts.71  Zaslavskiy also 
allegedly enticed investors to purchase Diamond by falsely claiming the 
currency was backed by investments in diamonds and discounts from diamond 
retailers.72  To purchase RECoin or Diamond, Zaslavskiy required investors to 
deposit other cryptocurrencies.73  Zaslavskiy argued investments in RECoin 
and Diamond did not involve an investment of money, because they involved 
the exchange of one cryptocurrency for another.74  The court rejected 
Zaslavskiy’s argument both because prosecutors alleged there was actual cash 
transferred and because persons investing cryptocurrency in exchange for 
membership would constitute an exchange of value.75 

Whether in their initial stages or after becoming well-established, most 
cryptocurrencies with ICOs will likely meet the first prong of the Howey test.  
When there is a cash investment into an ICO, a person is investing money and 
therefore the first prong is satisfied.  Because courts have not limited the first 
prong solely to investments of cash, however, the same conclusion would 
probably result from an investment of another cryptocurrency.  While not 
dispositive, the fact that the word cryptocurrency contains the word “currency” 
is an indication it is intended to have value.  Furthermore, investors often 
invest fiat into cryptocurrencies, which also shows these tokens have value.  
The fact that these cryptocurrencies are traded on an exchange also indicates 
they are of value to investors.  Lastly, the fact that many cryptocurrencies can 
be exchanged for goods or services is a robust indicator these tokens do have 
value.  Consequently, because cryptocurrencies have value, most courts would 
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probably rule that an investment of cryptocurrency or cash into another 
cryptocurrency would meet the first prong of the Howey test. 

 
 

In a Common Enterprise 
 

The second factor of the Howey test requires that the investment be in a 
common enterprise.  To determine if there is a common enterprise, courts ask 
whether the fortunes of the investor are interwoven with and dependent upon 
the efforts and success of those seeking the investment or of third parties.76  
The existence of horizontal or vertical commonality will satisfy this 
requirement.77 

Horizontal commonality entails tying each individual investor's fortunes 
to the fortunes of other investors by the pooling of assets, usually combined 
with the pro-rata distribution of profits.78  The investment must be part of a 
pooled group of funds79 and the success or failure of other investment contracts 
must have a direct impact on the profitability of an investor’s contract.80  In a 
common enterprise marked by horizontal commonality, the fortunes of each 
investor depend upon the profitability of the enterprise as a whole.81  One 
example of horizontal commonality would be a group of investors purchasing 
a business where investors pooled their money to fund the business and had 
limited to no role in the management of the business. 

Vertical commonality may be established by showing the fortunes of the 
investors are linked with those of the promoters.82  In an enterprise with 
vertical commonality, the investors' fortunes need not rise and fall together and 
a pro-rata sharing of profits and losses is not required.83  Two distinct kinds of 
vertical commonality have been identified: “broad vertical commonality” and 
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“strict vertical commonality.”84  To establish “broad vertical commonality,” 
the fortunes of the investors need be linked only to the efforts of the promoter.85  
“Strict vertical commonality” requires the fortunes of investors be tied to the 
fortunes of the promoter.86  While there is a split in the circuit courts over 
whether broad vertical commonality satisfies the Howey test, most circuits 
hold strict vertical commonality will satisfy it.87  An example of vertical 
commonality would be a fund manager with investors who took a management 
fee based on a percentage of the fund’s profits, thus making his own profit 
contingent on the profit of his investors.88 

Cryptocurrency companies who participate in an ICO as they are currently 
structured will probably satisfy the second prong of the Howey test because 
their formation usually involves a pooling of funds and the fortunes of the 
investors are generally tied to those of the developers.  Zaslavskiy is once again 
instructive as to how courts may rule with regards to commonality and 
cryptocurrencies.  In Zaslavskiy, the indictment alleged the REcoin and 
Diamond investment strategies depended upon the pooling of investor assets 
to purchase real estate and diamonds and that investors' fortunes were 
necessarily tied together through the pooling of their investments.89  Because 
the indictment alleged profits would be distributed to investors pro-rata, given 
that investors were promised “tokens” or “coins” in exchange for, and 
proportionate to, their investment interests in the schemes, the court 
determined a reasonable jury could find both REcoin and Diamond constituted 
common enterprises under the Howey test because they exhibited horizontal 
commonality.90 

When going through the process of an ICO, many cryptocurrencies will 
likely share similarities with REcoin and Diamond.  Most ICOs involve a 
pooling of money from investors to purchase coins or tokens, and any profit 
derived from the investment would be distributed pro rata based on the amount 
of purchased currency.  This pooling and pro-rata sharing should be sufficient 
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to establish that a cryptocurrency going through an ICO has horizontal 
commonality. Furthermore, because the developers often organize in a 
corporate form, there is probably vertical commonality during the ICO process 
as well.  The wealth of a cryptocurrency company will typically depend on the 
success of its cryptocurrency. The investors’ wealth will also increase as a 
result of the cryptocurrency company’s success.  Because a cryptocurrency’s 
success benefits both the developers and the investors, a court will likely find 
the fortunes of the investors are therefore tied to the fortunes of the company, 
and vertical commonality is established.  As a result of sharing both horizontal 
and vertical commonality traits, cryptocurrencies that take on investors will 
have a difficult time arguing against commonality. 

Once established, however, cryptocurrencies may lack some of the 
commonality characteristics that defined them during their initial stages.  
Cryptocurrencies such as Bitcoin which are primarily used for the purchase of 
goods resemble a pooled investment substantially less.  If an individual 
acquired Bitcoin to purchase a product, their intention would not be to pool 
their money with others in an enterprise because there would be no single 
entity to pool the stored value.  Therefore, horizontal commonality would be 
negated.  Additionally, vertical commonality may not exist because an 
established cryptocurrency would likely not need a promoter.  The intent for 
an established cryptocurrency is decentralization, meaning is no focal point for 
the development and promotion of the cryptocurrency.  While there may be an 
organization or group of developers responsible for the maintenance of a 
cryptocurrency, the developers may not profit in a meaningful way when 
purchasers of the cryptocurrency profit. Such an organization would more 
resemble a government which monitors and controls its currency rather than a 
company who seeks to profit from the value of its currency.  Much in the same 
way a government is designed to support its constituents, the maintainers of 
such a currency would be active participants in the cryptocurrency system and 
there to ensure the integrity of the overall network.  Developers who served 
more of a regulatory and maintenance function would likely not profit in the 
same way that a company would, thereby negating vertical commonality. 

 
 

Led to Expect Profits 
 

The Howey test’s third prong requires an investor have an expectation of 
profits. By profits, courts mean either capital appreciation of the initial 
investment, or a participation in earnings resulting from the use of investors' 
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funds.91  In such cases the investor is attracted solely by potential returns on 
his investment.92 The test for this third prong is what character the product is 
given in commerce by the terms of the offer, the plan of distribution, and the 
economic inducements held out to the prospect.93 By contrast, when a 
purchaser intends to use or consume the product purchased, the third prong is 
not satisfied and the product is not a security.94 

The Munchee Order may provide insight into the future of cryptocurrency 
regulation under the third prong of the Howey test.  With the Munchee Order, 
the SEC instituted cease-and-desist proceedings against Munchee Inc. 
(“Munchee”), a California business that created an iPhone application for 
people to review restaurant meals.95  In October and November 2017, Munchee 
offered and then sold digital tokens (“MUN”) to be issued on a blockchain or 
a distributed ledger.96  Munchee conducted the offering of MUN tokens to raise 
about $15 million in capital so it could improve its existing application and 
recruit users to buy advertisements, write reviews, sell food and conduct other 
transactions using MUN.97  In connection with the offering, Munchee 
described the way in which MUN tokens would increase in value as a result of 
Munchee’s efforts and stated that MUN tokens would be traded on secondary 
markets.98  Munchee primed purchasers’ reasonable expectations of profit 
through statements on blogs, podcasts, and Facebook that talked about 
profits.99  This marketing did not use the Munchee App or otherwise 
specifically target current users of the Munchee App to promote how 
purchasing MUN tokens might let them qualify for higher tiers and bigger 
payments on future reviews.100  Nor did Munchee advertise the offering of 
MUN tokens in restaurant industry media to reach restaurant owners and 

                                                            
91. Forman, 421 U.S. at 852. 

92. See Howey, 328 U.S. at 300. 

93. See SEC v. Edwards, 540 U.S. 389, 392 (2004). 

94. See S.E.C. v. C.M. Joiner Leasing Corp., 320 U.S. 344, 348 (1943). 

95. In the Matter of Munchee Inc., SEC Release No. 10445 (2017). 

96. Id. 

97. Id. 

98. Id. 

99. Id. 

100. Id. 



112 CRYPTOCURRENCY REGULATION [Vol. 26 No. 1 

promote how MUN tokens might let them advertise in the future.101  Instead, 
Munchee targeted the marketing of the MUN token offering to people with an 
interest in tokens or other digital assets that had in recent years created profits 
for early investors in ICOs.102  The SEC determined MUN purchasers had a 
reasonable expectation of profit from holding or trading MUN tokens, whether 
or not they ever used the Munchee App or otherwise participated in the MUN 
ecosystem.103  Accordingly, the SEC believed the MUN offering satisfied the 
third prong of the Howey test. 

Cryptocurrencies looking to raise capital who follow similar advertising 
practices will likely face similar scrutiny from the SEC.  From their decision 
in the Munchee Order, it appears the SEC places a great deal of emphasis on 
how cryptocurrencies are held out to investors.  The focus for this prong is 
whether there has been an “offer” of a security, regardless of whether the token 
increases in value.  If developers market the cryptocurrency as an asset that 
will increase in value through any number of means, an investor could 
reasonably expect profits.  The primary way to ensure this happens is to place 
the tokens on an exchange, where they can be traded easily for other tokens.  
A market with high liquidity increases the probability investors can easily reap 
the benefits of a cryptocurrency’s increase in value and thereby generate 
profits.  Companies who advertise their cryptocurrency’s ability to be traded 
on exchange risk generating an expectation of profit accordingly.  
Additionally, targeting an audience of investors versus users of the technology 
is also likely to trigger investor expectations because it is probably not 
economically efficient to target such a large audience unless a company 
believes it can attract investment.  To garner investment, the company must 
generate an expectation of profits or investors will place their funds in other 
opportunities where they can expect profits.  As a result, companies following 
the fairly standardized model of ICOs will probably meet the third prong of 
the Howey test. 

Conceivably, however, cryptocurrency developers could avoid meeting 
the third prong of the Howey test if their marketing did not generate an 
expectation of profits.  While it would probably be significantly more difficult 
to generate capital, such a process would also not trigger enforcement under 
the securities laws.  The process would involve marketing the cryptocurrency 
as a good rather than an investment.  Companies would have to refrain from 
discussing the cryptocurrency’s potential future increase in value, limit 
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discussions regarding exchanges, and target marketing to those likely to use 
the cryptocurrency for its intended purpose.  Also, if the cryptocurrency started 
off as a decentralized entity, there would be no promoter to set investor 
expectations.  Thus, a cohesive effort to avoid inducing investors through an 
expectation of profit would likely avoid the SEC’s regulatory oversight. 

Moreover, an established cryptocurrency may be less likely to lead 
purchasers to expect profits.  Bitcoin, for example, has no centralized 
promotion authority to manage investor expectations because it is run by a 
collective group of product users at this phase in its lifecycle.  Without a 
centralized promotion authority, it is more difficult to generate an expectation 
of returns due to the collective’s disorganized nature and relative lack of 
financial incentive compared to a centralized company.  Furthermore, where a 
cryptocurrency’s intended use is for transactions, the only expectation of profit 
would be from the fluctuations in value similar to that of the dollar or yen, 
neither of which is actively promoted.  Also similar to a fiat currency would 
be the lack of marketing associated with a cryptocurrency with widespread 
acceptance.  While a cryptocurrency may still trade on an exchange, much like 
a fiat currency, without a promoter espousing its value as an investment, an 
investor’s expectation of profit would come from their own research versus 
the marketing efforts of the cryptocurrency.  Beyond having this as a stated 
goal in a significant number of whitepapers, as cryptocurrencies mature, they 
in fact do tend to resemble an asset where there is not an expectation of profits 
because their implementation becomes more decentralized.  As a result, the 
third prong of the Howey test may not apply to mature cryptocurrencies. 

 
 

Efforts of a Third Party or Promoter 
 

The last prong of the Howey test asks whether the profits to the investor 
are solely a result of the managerial or entrepreneurial efforts of a third party 
or promoter.104  Most circuit courts have not interpreted the word “solely” 
literally, and instead look to whether the efforts made by those other than the 
investor are undeniably significant ones which affect the failure or success of 
the enterprise.105  Courts also look to the amount of control over the venture 
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that investors retain under their investor agreements.106  A common enterprise 
managed by third parties with adequate personnel and equipment is essential 
if investors are to achieve their paramount aim of a return on their 
investments.107 

To determine whether a cryptocurrency generates a profit as a result of the 
managerial efforts of a third party, regulators may look to the DAO Report.  
The DAO Report released the results of the SEC’s investigation into the DAO, 
a “virtual” organization embodied in computer code and executed on a 
distributed ledger or blockchain.108  The DAO was created by Slock.it and 
Slock.it’s co-founders, with the objective of operating as a for-profit entity that 
would create and hold a corpus of assets through the sale of DAO tokens to 
investors, which assets would then be used to fund projects.109  The holders of 
DAO tokens stood to share in the anticipated earnings from these projects as a 
return on their investment in DAO tokens.110  From April 30, 2016 through 
May 28, 2016, the DAO offered and sold approximately 1.15 billion DAO 
tokens in exchange for a total of approximately 12 million Ether.111  A DAO 
token granted the DAO token holder certain voting and ownership rights on 
DAO proposals.112  Before any proposal was put to a vote by DAO token 
holders, it was required to be reviewed by one or more of the DAO’s 
“Curators.”113  At the time of the formation of the DAO, the Curators were a 
group of individuals chosen by Slock.it.114  The Curators performed crucial 
security functions and maintained ultimate control over which proposals could 
be submitted to, voted on, and funded by the DAO.115  The various promotional 
materials disseminated by Slock.it’s co-founders touted that DAO token 
holders would also receive rewards, which the DAO’s whitepaper defined as 
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any Ether received by a DAO entity generated from projects the DAO 
funded.116  After its launch, hackers targeted the DAO and stole 3.6 million 
Ether from the organization.117  In response to the hack, Slock.it led efforts to 
remedy the lost Ether.118 

The SEC assessed investors’ profits would be derived from the managerial 
efforts of Slock.it, its co-founders, and the DAO’s curators because they were 
responsible for the marketing, security, and maintenance of the DAO.119  These 
entities controlled what proposals the DAO would ultimately fund, and only 
provided token holders limited voting rights because: (1) DAO token holders’ 
ability to vote for contracts was a largely perfunctory one; and (2) DAO token 
holders were widely dispersed and limited in their ability to communicate with 
one another.120 

Meeting the last prong may not require such heavy developer involvement 
based on more recent SEC actions.  On November 16, 2018, the SEC released 
settled orders instituting cease-and-desist proceedings against AirFox and 
Paragon Coin, Inc., (“Paragon”) claiming both had violated Section 5 of the 
’33 Act by failing to register as securities.121  Both Airfox and Paragon 
developed tokens with specific use cases independent of their investment 
properties.122  The SEC alleged both companies met the last prong of the 
Howey test simply by being responsible for building and maintaining the 
ecosystem for their respective cryptocurrencies which would allow for 
secondary market trading and therefore an expectation of profit.123  
Accordingly, the standards for meeting the last prong of the Howey test may 
only require a company be responsible for developing and maintaining the 
blockchain technology and associated products of the cryptocurrency. 

This prong will likely be the most difficult for fledgling cryptocurrencies 
to avoid because the implementation of the technology tends to require a 
consolidated and organized effort.  Similar to how Slock.it and its co-founders 
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developed and controlled the DAO, many cryptocurrencies are developed by 
a single company and then controlled by the developing company post-release.  
Due to the complexity of the software and hardware required to develop and 
maintain cryptocurrency, an average user will not have the technical 
knowledge needed to support such an operation.  Specifically, the SEC will 
likely target cryptocurrency companies using investment funds to help develop 
their technology because investors are then completely reliant on the efforts of 
the developers without a product already in place.  Furthermore, many 
cryptocurrency companies develop whitepapers as part of an overall marketing 
strategy, designed to entice investors into financing their projects which also 
requires coordination from a centralized body.  Any control measures put in 
the blockchain by programmers similar to the DAO’s Curators will also likely 
support a finding of managerial efforts.  Consequently, if cryptocurrencies 
hope to avoid securities regulation, they must attempt to decentralize the 
technology as much as possible. 

To decentralize blockchain technology, companies will have to limit their 
control of their cryptocurrency’s operations.  Similar to how Bitcoin and Ether 
require a wide swath of their users to participate in the control of the 
cryptocurrency, cryptocurrencies hoping to evade securities laws should 
follow suit.  Decentralization can be achieved by pursuing the opposite actions 
from centralization.  Once the blockchain network is operational, the 
cryptocurrency should not have a governing body with a form like a company.  
While the cryptocurrency may require maintenance and security, it should 
come from the user base rather than a company.  According to a website 
maintained by the Bitcoin Project: 

Nobody owns the Bitcoin network much like no one owns the 
technology behind email.  Bitcoin is controlled by all Bitcoin users 
around the world.  While developers are improving the software, they 
can't force a change in the Bitcoin protocol because all users are free 
to choose what software and version they use.  In order to stay 
compatible with each other, all users need to use software complying 
with the same rules.  Bitcoin can only work correctly with a complete 
consensus among all users. Therefore, all users and developers have a 
strong incentive to protect this consensus.124 

As indicated, decentralization is built into the technology.  Some marketing of 
the cryptocurrency may be acceptable, but it should once again come from the 
users rather than a central authority.  The SEC’s Director of its Division of 
Corporate Finance has also commented, “When the efforts of the third party 
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are no longer a key factor for determining the enterprise’s success, material 
information asymmetries recede.  The ability to identify an issuer or promoter 
to make the requisite disclosures becomes difficult, and less meaningful.”125  
This is evidence that regulators see decentralization as sufficient for 
blockchain technology to avoid securities laws.  In such a system, a purchase 
of the cryptocurrency would not be for the purpose of generating income from 
the efforts of others, but rather to use the token for its intended purpose.  
Decentralization is technically feasible and would invalidate the final prong of 
the Howey test by removing the managerial efforts of a third party. 
 
 
Analysis 
 

Cryptocurrencies such as the DAO, MUN, RECoin, and Diamond, which 
meet the Howey test, will clearly be regulated as securities.  What is less 
obvious, however, is what sort of cryptocurrencies would not be regulated as 
a security. Though this inquiry will likely be highly fact intensive, the 
regulating agencies and courts have given numerous clues in public 
statements, prosecutorial decisions, and legal opinions.  The most obvious 
template is Bitcoin, which did not have a traditional ICO nor does it appear to 
meet the last three prongs of the Howey test.  Like Bitcoin, a cryptocurrency 
wishing to avoid securities regulation should first avoid the traditional ICO 
model as well.  Volunteer work of developers or funding without outside 
investment would likely limit an organization’s liability, as would creating the 
product prior to selling tokens.  Bitcoin also lacks a marketing team, though it 
does have websites dedicated to the technology.  If attempted at all, marketing 
would have to be targeted towards those using the tokens for their intended 
purpose rather than towards those hoping to increase their capital.  Governance 
of the cryptocurrency would also have to be as decentralized as possible, much 
like how the users of Bitcoin govern its use. This would mean a mostly 
democratic regime wherein maintenance, strategic decisions, and ledger 
verification would come from the users of the currency rather than a central 
entity.  As such, following a Bitcoin model is likely the safest way to avoid 
securities regulation at this time. 
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Policy 
 

With such a large amount of investment and variety, it is apparent the 
market is interested in pursuing cryptocurrency technology.  In December 
2017, Bitcoin reached an all-time high value of $19,783.06 per coin as 
investors speculated on the value of blockchain technology.126  While the value 
of cryptocurrencies tends to fluctuate significantly, more businesses still 
continue to develop blockchain-based currencies.  The SEC is now faced with 
a quandary where it is required to enforce the current securities laws while 
balancing overregulation of an emerging technology to the point it stifles the 
technology or causes it to move overseas.127  Because a cryptocurrency can 
have both the properties of security and a currency, a regulatory regime which 
recognizes its transitory nature and minimizes the costs to develop such a 
product is necessary to stimulate growth.  The SEC and private sector have 
created some schemes where cryptocurrencies may thrive, but more reform is 
needed to ensure the U.S.’s competitive edge in the global marketplace. 

 
 

Simple Agreement for Future Tokens (“SAFT”) 
 

The SAFT is a framework which seeks to navigate the federal securities 
laws and apply both investor and consumer protections.128  A SAFT 
transaction is divided into five steps: (1) developers publish their whitepaper, 
incorporate a Delaware corporation, and secure commitments from accredited 
investors; (2) developers enter into a SAFT with the accredited investors 
relying on the exemption set forth in Rule 506(c) of Regulation D of the 
Securities Act, and the accredited investors transfer funds in the amount of $15 
million to the corporation (the SAFT offers investors a discount on the final 
token sale and is a security, so the developers file a Form D with the SEC 
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disclosing the sale); (3) the corporation uses the proceeds to develop the 
network into a product that provides genuine utility to its users; and (4) the 
corporation launches the network and delivers the tokens to the investors.129  
The investors and corporation can begin sales of the token to the public, either 
directly or through exchanges. 

Because SAFTs rely on Rule 506(c) of Regulation D, the incorporated 
entity must follow some key restrictions.  Additionally, this recognizes that the 
SAFT transaction is a sale of a security.  While general solicitation for 
investment is allowed, it must be to accredited investors and the corporation 
must take reasonable steps to verify that purchasers of securities sold in any 
offering are accredited investors.130  Moreover, resale of the tokens would not 
be legal until the corporation was formally registered with the SEC131 or if the 
purchaser took advantage of an exemption to Regulation D by selling to 
another accredited investor or reselling under Rule 144, which allows investors 
to resell after a predetermined holding period.132  By using Regulation D to 
avoid the disclosure and reporting requirements associated with a public 
offering, SAFTs address many of the legal costs associated with such a large 
offering.  This method does not address companies wishing to do an offering 
to a wider audience, nor does it assess when a security may transition to a 
different entity.  It also requires the corporation to develop relationships with 
accredited investors which may be more challenging than finding willing 
smaller-scale investors. 

 
 

Regulation A+ 
 

Regulation A+ (“Reg A+”) is an alternative to a traditional IPO, which 
makes it easier for smaller, early stage companies to access capital.133  Through 
Reg A+, a company can: (1) raise up to $50 million in a 12-month period using 
a “public solicitation” of its shares and have the offering be exempt from SEC 
and state securities law registration; (2) confidentially submit its offering 
memorandum to the SEC and have the opportunity to “test the waters” before 
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pursuing a mini-IPO; (3) participate in a streamlined, expedited review process 
where the company is required to make its offering memorandum public 21 
days before SEC qualification and the beginning of its roadshow; and (4) 
combine public funding with private funds from venture capitalists to create a 
larger round of fundraising.134   

The Jumpstart Our Business Startups (“JOBS”) Act divides Reg A+ 
offerings into two tiers.135  Tier 1 allows offerings of up to $5 million in a 
twelve-month period, and Tier 2 allows offerings of up to $50 million in a 
twelve-month period.136  While companies who file under Reg A+ are subject 
to some disclosure and reporting requirements, they are significantly less than 
what would be required from a public company.137  In addition to basic 
requirements, Tier 2 offerings are subject to additional requirements, including 
the provision of audited financial statements and ongoing reporting 
obligations.138  Furthermore, once purchased, securities in a Reg A+ offering 
have minimal restrictions on their resale and tokens could be made available 
on secondary exchanges immediately after purchase.139  A Reg A+ offering 
would still treat a cryptocurrency token as a security, however, and would not 
address a transition, much like a SAFT offering. 

 
 

Transition Process 
 

While some have questioned the need for the Howey test to determine 
whether a cryptocurrency is a security due to its age140, many still believe the 
test is a useful method and is just as applicable now as it was over 70 years 
ago.  It is unlikely the SEC will scale back its enforcement efforts against 
cryptocurrencies that resemble a security, especially as the agency shifts from 
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pursuing cases laced with fraud to a strategy of strict enforcement of 
registration requirements.141  Accordingly, companies interested in conducting 
ICOs under the traditional model should become familiar with U.S. securities 
laws and hire legal counsel to navigate the offering process.  Organizations 
less concerned with generating profit and who are willing develop the software 
with a decentralization inherent to the technology may avoid securities laws 
altogether.  For the cryptocurrencies which do begin as a security, as most do, 
the SEC should establish a process to mark the transition from a product that 
is a security to a product that is not a security.  Without such clarity, companies 
may expend more resources on compliance efforts than is efficient, which 
would thereby reduce activity in this market. 

The legal authority for such a process could be brought about in a number 
of ways.  First, Congress could amend Section 2 of the ’33 Act so that the SEC 
would be responsible for creating a process to allow a product that was once a 
security to transition to a non-regulated product.  This would be the most direct 
method to force the issue and leave little room for misinterpretation.  Second, 
Congress could create an exemption for virtual currencies under Section 3 of 
the ’33 Act, but make it conditional on SEC approval.  Such an approach would 
still lack the clarity of whether the cryptocurrency was technically a security 
since it would be listed as an exemption, but at least it would preclude 
enforcement of securities laws against cryptocurrencies satisfying the approval 
process. Third, the SEC could promulgate regulations wherein it 
administratively resolved such issues.  With an administrative hearing process 
already in place, a form application and hearing with appellate review process 
would likely resolve issues of whether a cryptocurrency met the requirements 
of a security rather quickly.  Under any process, once qualified as a security, 
the burden of proving otherwise should fall on the applicant to minimize 
agency costs and ensure rigorous scrutiny of any proposed transition. 

While defining the exact moment when a cryptocurrency loses its security 
properties may be difficult, previous cases have given clues as to what courts 
and the SEC would look for to show a full transition.  Any agreed-upon process 
would essentially consist of a reevaluation under the Howey test, geared 
towards the specifics of a blockchain enabled cryptocurrency.  Administrative 
law judges or a subdivision within the Division of Corporate Finance would 
be responsible for looking at an application that required specific information 
from cryptocurrency organizations to nullify one of the Howey test prongs.  
The form should request information specifically on marketing practices, 
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governance structure, maintenance practices, how customers utilize tokens, the 
token purchase process, the currency’s development stage, and what sort of 
profits, if any, are derived from the enterprise.  Truthful answers to these 
questions should give an approving authority sufficient information to 
determine whether a cryptocurrency is still a security.  If so, then there would 
be no change to the current operations of the cryptocurrency.  Alternatively, if 
the cryptocurrency no longer meets the Howey test, all securities laws should 
cease to apply and any disclosure and reporting requirements should end.  No-
Action letters from the SEC would be another method the organization could 
use to achieve a similar result.  While there may be other sets of laws that apply 
to de-securitized tokens, the SEC would no longer regulate them unless it saw 
the cryptocurrencies transitioning back to a security.  In such a scenario, all 
securities laws would once again be appropriate for such a cryptocurrency. 

While there are no historical examples of a cryptocurrency transitioning 
formally, the SEC has determined that it does not consider Bitcoin or Ether to 
be securities.  Furthermore, per Hinman’s statement, it appears the SEC would 
have considered Ether as a security at earlier stages in its lifecycle.  Thus, at 
some point, Ether informally transitioned from a security to something other 
than a cryptocurrency in the eyes of the SEC.  In Ether’s case, decentralization 
of the blockchain control process appears to be the most important factor in 
exempting the cryptocurrency from securities laws.  This gives future 
companies little specific guidance, however, because the SEC has not detailed 
what caused this transition and not determined when exactly it no longer 
considered Ether a security. While regulators may have left this line 
intentionally blurry so that they can use their discretion to enforce securities 
laws in more egregious situations, this gives little solace to entrepreneurs 
hoping to understand when securities laws may be enforced against them.  

 
 

Conclusion 
 

Securities regulation continues to be a complex way of regulating 
cryptocurrencies and is due for modification. It is apparent many 
cryptocurrencies may start as a security, but later become something entirely 
different. Current practices in place under the U.S. securities laws may provide 
viable work-arounds to the some of the inefficiencies generated by treating a 
mature cryptocurrency as a security, but further reform would provide a less 
restrictive process and thereby induce further growth in this growing area of 
technology. 
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Supreme Court Rules that Arbitration Agreements  
Apply to “Wholly Groundless” Cases 

 
Henry Schein, Inc. v. Archer & White Sales, Inc., 586 U.S. ____, 139 S. Ct. 
524 (January 8, 2019)  

Under the Federal Arbitration Act (“FAA”), parties to a contract may 
agree that an arbitrator rather than a court will resolve disputes arising out of 
a contract.  Despite the contract delegating the arbitrability question to an 
arbitrator, some federal courts have decided the arbitrability question if the 
dispute is “wholly groundless.” The question presented in this case is whether 
the “wholly groundless” exception is consistent with the FAA.    

Respondent Archer & White Sales sued petitioner Henry Schein alleging 
violations of federal and state antitrust laws and seeking both money damages 
and injunctive relief. The relevant contract between the parties provided for 
arbitration of any dispute arising under or related to the agreement, except for 
actions seeking injunctive relief.  Invoking the FAA, Schein asked the district 
court to refer the matter to arbitration. Archer & White argued that the dispute 
was not subject to arbitration because their complaint sought injunctive relief 
as a remedy. Schein contended that because the rules governing the contract 
provided that arbitrators have the power to resolve arbitrability questions, an 
arbitrator and not the court, should decide whether the arbitration agreement 
applied. Archer & White countered that Schein’s argument for arbitration was 
“wholly groundless”, so the district court could resolve the threshold 
arbitrability question. The district court agreed with Archer & White and 
denied Schein’s motion to compel arbitration. The Fifth Circuit affirmed, 878 
F.3d 488 (5th Cir. 2017). 

The Supreme Court reasoned that when a dispute arises, the parties 
sometimes disagree not only about the merits of the dispute, but also about the 
threshold arbitrability question or whether their arbitration agreement applies 
to the dispute at issue. The court determined that under the Act, the question 
of who decides arbitrability is itself a question of contract. The Act allows 
parties to agree by contract that an arbitrator, rather than a court, will resolve 
threshold arbitrability questions as well as underlying merits disputes. Rent-A-
Center, West, Inc. v. Jackson, 561 U.S. 63, 68−70 (2010); First Options of 
Chicago, Inc. v. Kaplan, 514 U.S. 938, 943−944 (1995).  The parties to such 
a contract may agree to have an arbitrator decide not only the merits of a 
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dispute, but also the “gateway questions of arbitrability”. Id., at 68– 69. 
Therefore, the court reasoned that when the parties’ contract delegates the 
arbitrability question to an arbitrator, a court may not override the contract, 
even if the court thinks that the arbitrability claim is wholly groundless. The 
Supreme Court further reasoned that arbitrators are capable of efficiently 
disposing of frivolous cases and deterring frivolous motions, and such motions 
do not appear to have caused a substantial problem in those circuits that have 
not recognized a “wholly groundless” exception. 

The Supreme Court held that the FAA does not contain a “wholly 
groundless” exception.  In this case, the Supreme Court determined that it was 
not at liberty to rewrite the statute passed by Congress and signed by the 
President. The court reasoned that when the parties’ contract delegates the 
arbitrability question to an arbitrator, the courts must respect the parties’ 
decision as embodied in the contract. As a result, the Supreme Court vacated 
and remanded this case to the Fifth Circuit to decide whether the contract at 
issue delegated the arbitrability question to an arbitrator.  
 
 

Second Circuit Addresses Pleading Requirements  
and Net-Out-Of Pocket Damages 

 
Negrete vs. Citibank, N.A., No. 17-cv-2783 2019 U.S. App. LEXIS 85 (2d Cir., 
January 3, 2019)  

Plaintiffs-Appellants Eduardo and Gervasio Negrete (collectively, "the 
Negretes"), maintained several bank accounts with Defendant-Appellee 
Citibank. The Negretes' trading primarily consisted of placing "limit" and 
"market" orders. Citibank added an undisclosed markup to the Negretes' orders 
and, at times, affirmatively lied to the Negretes and denied that Citibank was 
adding such a markup. Citibank also declined to execute trades on behalf of 
the Negretes. When the Negretes noticed such an occurrence, they called 
Citibank to inquire and they made such an inquiry approximately 150 times. 
The individuals on the Latin American trading desk specifically assured the 
Negretes that Citibank was not adding markups to their trade instructions. At 
times, Citibank would also partially fulfill an order to retain inventory at a 
more advantageous price to Citibank.  

The Negretes asserted six claims for relief: (1) fraud by omission for the 
undisclosed markups; (2) fraudulent misrepresentation regarding the 
undisclosed markups; (3) breach of the agreements regarding the undisclosed 
markups; (4) breach of the agreements regarding the erroneous calculation of 
the Negretes' collateral, and “making wrongful margin calls”; (5) breach of the 
covenant of good faith and fair dealing; and (6) fraud regarding the margin 
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calls. The district court held that the Negretes' claims for covering trades at a 
later time at a worse price than the contract price, were adequately pled to 
survive the motion to dismiss because they pled actual damages. The court 
dismissed all other claims. This appeal followed. 

The Second Circuit held that the district court properly dismissed the 
Negretes' breach of contract claims by finding that the claims for undisclosed 
markups do not adequately allege a breach by Citibank. The court reasoned 
that nothing in the agreements or alleged to have occurred in the telephone 
conversations in which the transactions were ordered prohibit Citibank's 
undisclosed markups. The court further held that the Negretes failed to 
sufficiently allege breach of contract with respect to the alleged erroneous 
margin calls. The district court held that the Negretes' failure to use the 
required dispute resolution provision to contest margin calls under the 
agreements invalidated the claims of invalid margin calls, noting that such 
dispute resolution provisions have been held enforceable by courts within the 
Second Circuit. (citing VCG Special Opportunities Master Fund Ltd. v. 
Citibank, N.A., No. 08 Civ. 1563 (BSJ), 2009 WL 311362, at 2 (S.D.N.Y. Jan. 
29, 2009) (holding that a party's failure to invoke a dispute resolution provision 
precludes the party from later challenging its counterparty's “request for 
additional collateral without having first vetted [its] claim in the manner 
agreed upon in the . . . Contract.”)). The court reasoned that even if the 
Negretes “complained” about certain margin calls that Citibank made, as they 
argue on appeal, their claim does not allege that the Negretes complied with 
the dispute resolution procedure set forth in the Agreements. The court 
determined the Negretes' breach of contract claims based on Citibank's 
allegedly erroneous margin calls were therefore properly dismissed by the 
district court as waived. 

The court further held that the breach of covenant of good faith and fair 
dealing claim was duplicative of the breach of contract claims. The First 
Amended Complaint alleges that Citibank breached the covenant of good faith 
and fair dealing by taking and failing to disclose markups, and erroneously 
calculating their collateral and making associated wrongful margin calls.  The 
district court held that these claims were duplicative of the breach of contract 
claims and dismissed them. (quoting Harris v. Provident Life & Accident 
Ins., 310 F.3d 73, 81 (2d Cir. 2002) (explaining that an implied covenant claim 
“will not stand if it is duplicative of a breach of contract claim.”)). The court 
held that these claims were properly dismissed for the reason stated by the 
district court.  

The court further held that the district court properly dismissed the 
Negretes' fraud claims because the Negretes failed to allege fraud regarding 
the undisclosed markups. The court agreed that the district court correctly held 
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that the Negretes' claimed damages for fraud, based on Citibank's alleged 
misrepresentations about not charging markups, were all barred from recovery 
by New York's "out-of-pocket" rule, because the damages alleged were the 
profits that the Negretes would have made were it not for the allegedly 
fraudulent markups. The court reasoned that under New York's "out-of-
pocket" rule, "there can be no recovery of profits which would have been 
realized in the absence of fraud" because "[d]amages are to be calculated to 
compensate plaintiffs for what they lost because of the fraud, not to 
compensate them for what they might have gained." Lama Hldg. Co. v. 
Smith Barney Inc., 88 N.Y.2d 413, 421 (1996). “[T]he rationale for the out-of-
pocket loss rule [is] that losses based on ‘a hypothetical lost bargain [are] too 
undeterminable and speculative to constitute a cognizable basis for damages.’ 
A misrepresentation is tortious, therefore, only if it causes out-of-pocket 
losses. To hold otherwise would lead courts to award damages based solely on 
a ‘speculative . . . allegation that [the plaintiff] was injured at all.’” AHW Inv. 
P'ship, MFS, Inc. v. Citigroup Inc., 661 Fed. App'x 2, 4-5 (2d Cir. 2016) 
(quoting Starr Found. v. AIG, Inc., 76 A.D.3d 25, 28 (1st Dep't 2010)). 

The court held that the district court properly dismissed the Negretes' 
claim for fraud for erroneous margin calls as duplicative of the breach of 
contract claim for margin calls. In so holding the district court relied 
on Bridgestone/Firestone, Inc. v. Recovery Credit Servs., Inc., 98 F.3d 13, 20 
(2d Cir. 1996). In that case this court held that where a claim for fraud is based 
on facts underlying breach of contract, the “plaintiff must either: (i) 
demonstrate a legal duty separate from the duty to perform under the contract 
. . .; or (ii) demonstrate a fraudulent misrepresentation collateral or extraneous 
to the contract . . .; or (iii) seek special damages that are caused by the 
misrepresentation and unrecoverable as contract 
damages.” Bridgestone/Firestone, Inc., 98 F.3d at 20. The First Amended 
Complaint alleged that pursuant to the agreements, Citibank was responsible 
for calculating Plaintiffs' collateral for the purposes of determining when to 
make margin calls. The court held that the Negretes set forth no reasoned 
argument as to how misstatements of these calculations, which they alleged 
Citibank was required to make under the contract between the parties, were 
not in fact germane to the contract and therefore not collateral or extraneous 
to it. 

Lastly, the court held that the motion for partial summary judgment was 
properly denied. The court reasoned that the district court could not have 
granted partial summary judgment to the Negretes for liability on their breach 
of contract claims because the district court correctly found that the First 
Amended Complaint did not allege valid damages and the Negretes had failed 
to plead a breach of contract claim sufficient to survive the motion to 
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dismiss. Bigio v. Coca-Cola Co., 675 F.3d 163, 178 (2d Cir. 2012). The court 
considered all the Negretes' arguments and concluded that they were without 
merit. Accordingly, the amended judgment of the district court was affirmed. 
 
 

FINRA Award Vacated for Manifest Disregard of the Law 
 
Interactive Brokers LLC vs. Saroop, 3:17-cv-127, 2018 U.S. Dist. LEXIS 
214023 (E.D. Va., December 18, 2018) 

This matter came before the Court on Interactive Broker’s Motion to 
Vacate a Modified Arbitration Award and the investors’ Motion to Confirm 
the Modified Arbitration Award. This case was previously before the court on 
Interactive’s first motion to vacate in which the court remanded the arbitration 
decision back to the same panel of arbitrators for clarification.  The panel 
issued a modified award again in favor of the investors.  Interactive moved to 
vacate the award and the investors moved to confirm for a second time.   

Claimants in the underlying arbitration, a husband and wife as well as 
another individual, had trading accounts with Interactive Brokers, an online 
brokerage firm that provides no financial advice to its customers. Claimants 
were using the services of an independent financial advisor for financial 
advice.  During the time Claimants held an account with Interactive, their 
financial advisor engaged in a high-risk trading strategy that relied on naked 
short call options and margin trading.  These strategies initially resulted in 
large profits for the Claimants, but that ended in 2015 when Claimants' 
accounts decreased by 80 percent.  This decline in the value of the Claimants’ 
accounts caused the accounts to fall into “margin deficiency" in which the 
equity remaining in the accounts fell below the minimum maintenance 
requirements. This margin deficiency, in turn, triggered Interactive's "auto-
liquidation" procedures, which, in a period of about thirty minutes, wiped out 
the remaining balance in the Claimants' accounts and left them with a large 
margin deficiency.  

The Claimants responded by bringing a FINRA arbitration claim against 
Interactive, alleging a variety of claims. Interactive counterclaimed for the 
margin deficiency in Claimants’ brokerage accounts. After hearings, the panel 
awarded Claimants the full value of their accounts on the day before the 
markets turned volatile, as well as attorneys’ fees, and denied Interactive’s 
counterclaim. The panel’s award contained a short explanation that it denied 
Interactive’s counterclaim because, under FINRA Rule 4210, it should not 
have allowed Claimants to trade on margin. Interactive moved to vacate and 
Claimants moved to confirm the award. 
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After considering the parties' motions to confirm and vacate the first 
arbitration decision, the Court did neither. Rather, it denied both motions, and 
remanded the matter to the original arbitrators to clarify their opinion. The 
court recognized the extreme deference owed to arbitrators' decisions. 
However, the court reasoned that "[w]hen an arbitrator does provide reasons 
for a decision, and when those reasons are so ambiguous as to make it 
impossible for a reviewing court to decide whether an award draws its essence 
from the agreement, the court may remand the case to the arbitrator for 
clarification." Cannelton Indus., Inc. v. Dist. 17, United Mine Workers of Am., 
951 F.2d 591, 594 (4th Cir. 1991). The court found the first arbitration 
decision to be a situation where remand was warranted. First, the court 
reasoned that it could not concoct a scenario where the amount of 
compensatory damages awarded in the arbitration made sense.  The court 
further found that it could not determine what the arbitrators considered to be 
the predicate for liability. The court reasoned that the first arbitration decision 
was especially perplexing because it stated the arbitration panel found that 
any and all claims for relief not specifically addressed, including punitive 
damages, were denied. The court held that the damages awarded to the 
Claimants did not correspond to any theory of liability that the court could 
comprehend, much less the two principal theories of liability articulated by 
the Claimants at the arbitration. Second, the court found the award of 
attorney's fees perplexing. The court found a possible legal basis for the award 
of such fees but found that nothing supported the finding of the percentage of 
fees.  Accordingly, the court concluded that the fee awarded also needed to be 
clarified. 

The court determined that it simply could not reconcile the first arbitration 
decision with any legal theories with which it was familiar, and the court 
refused to rubber stamp a decision it could not understand. The second 
modified decision added only a few sentences to the first arbitration decision 
and the court found it was not very helpful. Section 10 of the Federal 
Arbitration Act sets out the specific, limited grounds upon which an arbitral 
award may be vacated, including manifest disregard of the law. Manifest 
disregard of the law requires the moving party to show that the arbitrator was 
“aware of the law, understood it correctly, found it applicable to the case 
before [him], and yet chose to ignore it in propounding [his] decision.    Long 
John Silver's Restaurants, Inc. v. Cole, 514 F.3d 345, 349 (4th Cir. 2008).  
This standard is “not an invitation to review the merits of the underlying 
arbitration,” and will apply only where: “(1) the disputed legal principle is 
clearly defined and is not subject to reasonable debate; and (2) the arbitrator 
refused to apply that legal principle.” Jones v. Dancel, 792 F.3d 395, 402-03 
(4th Cir. 2015). A district court cannot overturn an arbitration award “just 
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because it believes, however strongly, that the arbitrators misinterpreted the 
applicable law.” Id. at 401. The arbitrators must disregard it. 

With this framework in mind, the court reviewed the merits of the case, 
fully aware of its limited role in reviewing the arbitration decision. The court 
reasoned that the arbitration decision must comport with the law. After 
thoroughly reviewing the record in this case, especially considering the 
specific instructions that the court gave the arbitrators in the Remand Opinion, 
the court concluded that the arbitrators based their finding of liability against 
Interactive on a violation of FINRA Rule 4210. The court held that this is a 
manifest disregard of the law because the law is clear that there is no private 
right of action to enforce FINRA rules; the arbitrators knew of and understood 
the law on this point; they found it to be applicable to the case; and they 
ignored it. The court held that when manifest disregard for the law occurs, the 
court must vacate the arbitration award. The court further reasoned that 
because the arbitrator's impermissible finding of liability is the basis for the 
damages and attorney's fees award against Interactive, those findings are also 
erroneous. Lastly, because the arbitrators dismissed Interactive's 
counterclaims based on the alleged violation of FINRA Rule 4210, the court 
reinstated those claims and remanded the case to a new panel of arbitrators 
for consideration.  The court granted the brokerage firm’s Motion to Vacate 
the Modified Arbitration Award and denied the investors’ Motion to Confirm.  
The court remanded this matter to a new panel of FINRA arbitrators for 
reconsideration of Interactive’s counterclaims.  

 
 

FINRA Award Vacated on Arbitrator Bias 
 
Millman vs. UBS Financial Services Inc. & Sahu, No. CPF-18-516349 (Cal. 
Super. Ct., San Francisco Cty., November 19, 2018) 

The court in this matter reviews an arbitration award providing that 
Petitioner's claims are denied in their entirety and ordering Petitioner to pay 
$32,666.66 out of $35,000 total administrative fees. Petitioner moves to vacate 
the arbitration award on three grounds: 1) an arbitrator failed to disclose within 
the time for disclosure a ground for disqualification of which the arbitrator was 
then aware; 2) the FINRA panel failed to record an arbitration session; and 3) 
the award was procured by corruption, fraud, or other undue means.  Pursuant 
to FINRA rules, the Arbitrator in question, Arbitrator Smith was required to 
complete and submit to the parties an Arbitrator Disclosure Checklist prior to 
being selected as a panelist for the arbitration. Arbitrator Smith responded in 
the negative to questions about whether he had interactions with counsel for 
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the parties, the parties themselves and whether he was presently serving as an 
arbitrator in other proceedings involving any of the parties or their counsel.  

After the conclusion of the arbitration, Petitioner learned that Arbitrator 
Smith had failed to disclose that he had previously presided over other 
arbitrations involving the Respondent’s attorney, that he had conducted a prior 
arbitration with UBS, and that he was currently involved in another UBS 
matter involving the same UBS counsel. Petitioner alleged that if she had been 
aware of this information prior to the arbitration, she would not have consented 
to Arbitrator Smith being part of the panel. 

Respondent argues that if Petitioner had researched the matters listed on 
Arbitrator Smith's Disclosure Report, Petitioner would have discovered 
Arbitrator Smith's prior involvement with opposing counsel and UBS. 
However, “a party to arbitration is not required to investigate a proposed 
neutral arbitrator in order to discover information, even public information, 
that the arbitrator is obligated to disclose.  Instead, the obligation rests on the 
arbitrator to timely make the required disclosure. The fact that the information 
is readily discoverable neither relieves an arbitrator of the duty to disclose nor 
precludes vacating the award based on the nondisclosure.” Mt. Holyoke 
Homes, L.P. v. Jeffer Mangels Butler & Mitchell, LLP, 219 Cal.App.4th 1299, 
1313 (2013). The court reasoned that Arbitrator Smith' s answers to the 
questions on the Checklist misled Petitioner to believe that the Arbitrator had 
no prior history with UBS or opposing counsel and his failure to make these 
disclosures constitutes grounds to vacate the arbitration award. “If an arbitrator 
failed to disclose within the time required for disclosure a ground for 
disqualification of which the arbitrator was then aware, the trial court must 
vacate the arbitration award.” Haworth v. Sup. Court, 50 Cal.4th 372, 381 
(2010); see also Benjamin, Weill & Mazer v. Kors, 195 Cal.App.4th 40, 73 
(2011). 

In addition to Arbitrator Smith's failure to make the disclosures required 
by the FINRA rules, the arbitration panel failed to record all the proceedings 
as required by FINRA Code Rule 12606. The court held that this prejudiced 
Petitioner as she was not able to substantiate her allegations that Arbitrator 
Smith exhibited bias against her by asking objectionable questions such as the 
name of her boyfriend, and by scowling at her. The court also reviewed the ex 
parte communication between Arbitrator Smith and counsel for Respondent. 
FINRA Code Rule 12210 and FINRA's guidelines proscribe ex parte 
communications between the parties, parties' agents, and an arbitrator. “[E]x 
parte communication between a party's representative (whether counsel or 
party arbitrator) and a neutral arbitrator is not part and parcel of the business 
of litigation. Indeed, courts have vacated awards on such basis.” Masso v. 
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Signer, 203 Cal.App.4th 362, 373 (2012); see also Pacific & Arctic Ry. & 
Navigation Co. v. United Transp. Union, 952 F.2d 1144 (9th Cir. 1991).  

The court reasoned that even if the record does not support vacating the 
arbitration award on this basis alone, ex parte communications undermine the 
fairness and integrity of the arbitration process. The court reasoned that it 
understood California favors arbitration as an efficient means of dispute 
resolution. The court further reasoned that since arbitration is the primary 
means of resolving disputes in the securities industry, the public perception of 
its fairness is of paramount importance. The court found that the parties have 
the right to select arbitrators who they believe will be fair and impartial in 
rendering their decisions. The court found that in this case Arbitrator Smith 
violated the disclosure rules.  His failure to fully disclose his prior interactions 
with opposing counsel and UBS interfered with Petitioner's right to select an 
arbitrator who she believed would fairly resolve her claims.  In addition, the 
panels' failure to record all the proceedings as required by the FINRA rules 
and the ex parte conversation between Arbitrator Smith and counsel for UBS 
further undermined the integrity of the proceedings. For all these reasons, the 
Petition to Vacate the Arbitration Award was granted.  
 
 

Distinction between Independent Contractor  
and Employee Under the Arbitration Act 

 
New Prime, Inc. vs. Oliveira, 586 U.S. ____(U.S. Sup. Ct., January 15, 2019) 

In this case the Supreme Court reviewed an exception to the Federal 
Arbitration Act (“FAA”). The FAA requires courts to enforce private 
arbitration agreements with certain exceptions. One exception to the act is the 
exclusion under Section 1 which sets forth that “nothing herein” may be used 
to compel arbitration in disputes involving the “contracts of employment” of 
certain transportation workers. 9 U.S.C. §1. That qualification raised two 
questions to be answered by the Supreme Court in this case.  The first 
questions was: when a contract delegates questions of arbitrability to an 
arbitrator, must a court leave disputes over the application of Section 1’s 
exception for the arbitrator to resolve? The second question was: does the term 
“contracts of employment” refer only to contracts between employers and 
employees, or does it also reach contracts with independent contractors? 
Courts across the country have disagreed on the answers to these questions, 
therefore the Supreme Court reviewed this case to resolve these issues.  

Truck driver Oliveira brought a class action against trucking company 
New Prime arguing it deprived him and similarly situated drivers of wages 
under applicable labor laws by classifying them as independent contractors 
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rather than employees.  New Prime is an interstate trucking company and 
Oliveira works as one of its drivers. On paper, Mr. Oliveira isn’t an employee 
because the parties’ contracts label him an independent contractor. When New 
Prime sought to enforce an arbitration clause in Oliveira’s “independent 
contractor agreement” by moving to compel arbitration under the FAA, 
Oliveira argued that the FAA did not apply to the dispute. Oliveira cited to 
FAA Section 1, which excludes from the Act’s coverage “contracts of 
employment of . . . any . . . class of workers engaged in foreign or interstate 
commerce,” a definition he argued covered his independent contractor’s 
agreement.  

Ultimately, the district court and the First Circuit sided with Mr. Oliveira. 
The court of appeals held, first, that in disputes like this a court should resolve 
whether the parties’ contract falls within the Act’s control or Section 1’s 
exclusion before invoking the statute’s authority to order arbitration. Second, 
the court of appeals held that Section 1’s exclusion of certain “contracts of 
employment” removes from the Act’s coverage not only employer-employee 
contracts but also contracts involving independent contractors. The lower 
court held that it lacked authority under the Act to order arbitration. The 
Supreme Court reasoned that while a court’s authority under the Act to compel 
arbitration may be considerable, it isn’t unconditional. The Court determined 
that if two parties agree to arbitrate future disputes between them and one side 
later seeks to evade the deal, the Act often requires a court to stay litigation 
and compel arbitration according to the terms of the parties’ agreement. 
However, the Court reasoned that this authority doesn’t extend to all private 
contracts, no matter how emphatically they may express a preference for 
arbitration. The Court held that unless a party specifically challenges the 
validity of the agreement to arbitrate, both sides may be required to take all 
their disputes, including disputes about the validity of the broader contract, to 
arbitration.  

The Court next examined the statutory framework and concluded that, 
before a court can enforce a delegation clause, which is an agreement to 
arbitrate arbitrability disputes, the court must conclude that the contract is 
governed by the FAA. The court concluded that Oliveira’s objection to 
arbitrability here is an “antecedent statutory inquiry” for a court, not an 
arbitrator, to make. The Supreme Court ruled that the Section 1 exclusion 
applies to contracts of employment of both independent contractors and 
employees. The Court determined that the statutory language “workers” had a 
broader meaning than exclusively employees. The court further reasoned that 
at the time of the passage of the FAA in 1925, the term “contract of 
employment” did not necessarily imply a modern-day legal employment-
employee relationship. Rather, a “contract of employment” could include an 
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independent contractor’s agreement to perform work. Therefore, the Court 
could not enforce the arbitration clause or the delegation clause in Oliveira’s 
independent contractor agreement, because they fell within the Section 1 
exclusion.  As a result, the Supreme Court held that the applicability of the 
Section 1 exclusion is an issue for the court to decide, as that section defines 
which arbitration agreements fall within the scope of the FAA. 

The Court then reviewed specifically the questions of: What does the term 
“contracts of employment” mean? The court reasoned that if it refers only to 
contracts that reflect an employer-employee relationship, then Section 1’s 
exception is irrelevant and a court is free to order arbitration, just as New Prime 
suggests. However, if the term also encompasses contracts that require an 
independent contractor to perform work, then the exception takes hold and a 
court lacks authority under the Act to order arbitration, as Mr. Oliveira argues. 
The Court reasoned that at least one recently published law dictionary defines 
the word “employment” to mean “the relationship between master and 
servant.” Black’s Law Dictionary 641 (10th ed. 2014). The Court further 
reasoned that when Congress enacted the Arbitration Act in 1925, the term 
“contracts of employment” referred to agreements to perform work. Therefore, 
the Court held that Mr. Oliveira’s agreement with New Prime falls within 
Section 1’s exception and the court of appeals was correct that it lacked 
authority under the Act to order arbitration, and the judgment was affirmed. 
 
 

Second Circuit Finds Puffery is Inactionable 
 

Fogel vs. Vega, No. 18-cv-650, 2018 U.S. App. LEXIS 36441 (2d Cir., 
December 26, 2018) 

In this case, the court reviewed statements to determine if the at issue 
statements were actionable or “immaterial puffery”. Defendant Wal-Mart de 
Mexico (“Wal-Mex”) is a subsidiary of Defendant Wal-Mart Stores Inc. 
(“Wal-Mart”) that owns and operates retail stores in Mexico and Central 
America. There are also several individual defendants who held various roles 
at Wal-Mex and Wal-Mart. Plaintiff's Second Amended Complaint (“SAC”) 
alleges that beginning in 2003, top executives at Wal-Mex engaged in 
widespread bribery of various local government officials to secure building 
permits and other local government approvals to build new stores in Mexico.  
The New York Times published an extensive article entitled "Wal-Mart 
Hushed Up a Vast Mexican Bribery Case," which gained widespread public 
attention. The article indicated that extensive bribery had occurred. The article 
also suggested that the scheme violated the Foreign Corrupt Practices Act. 
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Congress later announced an investigation into the allegations of bribery by 
Wal-Mex officials. 

Fogel brought this putative class action in the United States District Court 
for the Southern District of New York, on behalf of all purchasers of American 
Depositary Receipts (“ADRs”) of Wal-Mex during the relevant time 
period. Fogel alleges that, as a result of Defendants' scheme and 
misrepresentations, Wal-Mex ADRs were overvalued during the class period. 
Fogel, in his SAC, alleges several statements that form the basis of his claims 
under Section 10(b) of the Securities Exchange Act and SEC Rule 10b-5 and 
Section 20(a). The district court held that all the identified statements fail to 
state a claim, because Plaintiff did not sufficiently allege the falsity of the 
statements, and that Plaintiff has failed to establish that Wal-Mex’s statements 
regarding its internal controls constituted actionable statements of opinion, 
that is, that they were made with knowledge of their falsity. 

In its February 27, 2017 opinion, the district court granted the Defendants' 
motion to dismiss. The district court dismissed the remaining claims that were 
not time-barred for failure to state a claim under Section 10(b), Section 20(a), 
and Rule 10b-5 because Fogel had not adequately pleaded scienter, and he 
plead insufficient facts to impute scienter to Wal-Mex. The district court also 
held that Fogel had failed to plead actionable misrepresentations or omissions 
because all the statements from the Wal-Mex Annual Reports and its website 
are “inactionable, immaterial puffery,” he alleged no facts demonstrating that 
the statements were false, and Fogel failed to adequately plead scheme 
liability. The district court also found that because it had concluded that there 
was no 10b-5 violation, there could be no liability for control persons under 
Section 20(a). Finally, the district court denied Fogel's motion for leave to 
amend his complaint. The district court held that a proposed Third Amended 
Complaint would be futile because it would not remove the time bar for many 
of the claims, and it also would not change the core of the remainder of the 
claims. Fogel appealed these determinations.  

A plaintiff bringing a private suit under Section 10(b) and Rule 10b-5 must 
prove “(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.” GAMCO Inv'rs, Inc. v. 
Vivendi Universal, S.A., 838 F.3d 214, 217 (2d Cir. 2016) 
(quoting Halliburton Co. v. Erica P. John Fund, Inc., 573 U.S. 258, 267 
(2014)). The court reasoned that for an alleged misstatement to be “material” 
under §10b, it “must be sufficiently specific for an investor to reasonably rely 
on that statement as a guarantee of some concrete fact or outcome.” City of 
Pontiac Policemen's & Firemen's Ret. Sys. v. UBS AG, 752 F.3d 173, 185 (2d 
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Cir. 2014). The Supreme Court has specifically held that “general statements 
about reputation, integrity, and compliance with ethical norms are inactionable 
‘puffery,’ meaning they are ‘too general to cause a reasonable investor to rely 
upon them.’” Id. at 183 (quoting ECA, Local 134 IBEW Joint Pension Tr. of 
Chi. v. JP Morgan Chase Co., 553 F.3d 187, 206 (2d Cir. 2009)). However, 
“[t]his is not to say that statements about a company's reputation for integrity 
or ethical conduct can never give rise to a securities violation.” Ind. Pub. Ret. 
Sys. v. SAIC, Inc., 818 F.3d 85, 98 (2d Cir. 2016). “[F]or example, a company's 
specific statements that emphasize its reputation for integrity or ethical 
conduct as central to its financial condition or that are clearly designed to 
distinguish the company from other specified companies in the same industry” 
may suffice. Id. 

Fogel argues that because the statements about Wal-Mex's integrity and 
ethics were “important” to its “business model,” they are not immaterial 
puffery. The Court disagreed and conclude that the district court was correct 
in its analysis of these statements. The Court reasoned that Fogel failed to 
plead the falsity of the statements.  Under the heightened pleading standards 
applied to claims under Rule 10b-5, plaintiffs “must do more than say that the 
statements . . . were false and misleading; they must demonstrate with 
specificity why and how that is so.” Rombach v. Chang, 355 F.3d 164, 174 (2d 
Cir. 2004). All the identified statements as to the ethics and integrity of Wal-
Mex and its supposed compliance with Mexican Securities Laws also fail to 
support a claim because the Second Amended Complaint does not sufficiently 
allege the falsity of the statements. Thus, the court concluded that the 
statements regarding financial performance are not actionable. 

Fogel also failed to adequately plead scheme liability. “Scheme liability” 
derives from subsections (a) and (c) of Rule 10b-5, which prohibit schemes to 
defraud investors. 17 C.F.R. § 240.10b-5(a), (c). Plaintiff argues that the 
alleged "multi-year criminal enterprise to bribe government officials to open 
new stores to drive growth, followed by a cover-up to conceal the criminal 
activity, is a classic example of a scheme."  The court found that Fogel did not 
allege an actionable scheme. Moreover, Fogel failed to allege a deceptive act, 
aside from the misstatements he alleges are actionable under 10b-5(b). For that 
reason, the court affirmed the district court’s decision on scheme liability. 

The court also reviewed the denial of the motion for leave to amend for an 
abuse of discretion. Jones v. N.Y. State Div. of Military & Naval Affairs, 166 
F.3d 45, 49 (2d Cir. 1999). Leave to amend a complaint should be freely given 
when justice so requires. Fed. R. Civ. P. 15(a). “Where, however, a party does 
not seek leave to file an amended complaint until after judgment is entered, 
Rule 15's liberality must be tempered by considerations of finality.” Williams 
v. Citigroup Inc., 659 F.3d 208, 213 (2d Cir. 2011). Furthermore, a district 
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court may deny leave to amend when such amendment would be futile. See, 
e.g., Foman v. Davis, 371 U.S. 178, 182 (1962); Elecs. Commc'ns Corp. v. 
Toshiba Am. Consumer Prods., Inc., 129 F.3d 240, 246 (2d Cir. 1997). The 
court concluded that the district court did not err in refusing to allow Fogel to 
file a Third Amended Complaint. Fogel failed to allege valid claims in each of 
his prior complaints. The court noted that a Third Amended Complaint would 
be futile because it could not remedy the deficiencies of materiality or scheme 
liability. For the reasons stated above, the district court's decision and resulting 
judgment were affirmed.  

 
 
FINRA Award Challenged on Portal Notice Requirements 

 
Lawrence vs. Raymond James Financial Services, Inc., No. 18 Civ. 6590, 2019 
U.S. Dist. LEXIS 2337 (S.D.N.Y., January 4, 2019)  

This case arises from an arbitration award issued in a dispute between 
Petitioner Lawrence and Respondent Raymond James Financial Services, Inc. 
(“RJFS”). Lawrence moved to vacate the arbitration award (the “Award”) 
rendered in favor of RJFS. RJFS opposed the motion and cross moved to 
confirm the Award. Lawrence is a former registered representative of RJFS. 
Lawrence and RJFS executed a Loan Terms Agreement (the “Agreement”). 
Pursuant to the Agreement, the parties arranged that they would arbitrate 
disputes concerning the Agreement and that the Financial Industry Regulatory 
Authority (“FINRA”) rules would govern the enforcement of the terms of the 
Agreement.  

Lawrence’s relationship with RJFS terminated and RJFS filed the 
underlying arbitration with FINRA. RJFS’s Statement of Claim against 
Lawrence asserted a breach of contract claim to recover money loaned to 
Lawrence under the Agreement. According to FINRA rules, FINRA was 
responsible for serving Lawrence in the arbitration. FINRA § 13301(a) on the 
service of an associated person states: [T]he Director will serve the Claim 
Notification Letter on an associated person directly at the person’s residential 
address or usual place of abode. If service cannot be completed at the person’s 
residential address or usual place of abode, the Director will serve the Claim 
Notification Letter on the associated person at the person’s business address. 
FINRA Regulatory Notice 17-03 further states: FINRA staff will serve the 
initial statement of claim and a Claim Notification Letter. The Claim 
Notification Letter provides notice to respondents that they have been named 
as a party in a statement of claim. The Claim Notification Letter provides 
information about accessing the Party Portal to obtain a copy of the statement 
of claim filed by the claimants and information about the arbitration, including 
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the hearing location selected by the Director and the deadline for filing a 
statement of answer. If a respondent does not access the Party Portal and view 
the statement of claim, FINRA staff will contact the respondent and ask if the 
respondent received the Claim Notification Letter. If the respondent indicates 
that he or she did not receive the Claim Notification Letter, FINRA staff will 
offer to serve the Statement of Claim (“SOC”) in another manner such as by 
email or regular mail to afford the respondent an additional opportunity to 
receive the statement of claim. In this case, FINRA mailed the Claim 
Notification Letter and SOC to Lawrence’s residential address.  

Lawrence did not file an answer to the SOC nor otherwise participate in 
the arbitration. The sole arbitrator rendered an Award against Lawrence and in 
favor of RJFS for $134,217.63, plus interest and $2,000 in attorneys’ fees and 
costs. Although Lawrence failed to register on the Dispute Resolution Portal 
(the “DR Portal”) pursuant to FINRA Regulatory Notice 17-03, the arbitrator 
determined that Lawrence had been properly served and was therefore bound 
by the arbitrator’s decision. Lawrence filed a Petition to Vacate and RJFS filed 
a Cross-Petition to Confirm the Arbitration Award.  

The court reasoned that confirmation of an award rendered in a FINRA 
arbitration “is governed by the Federal Arbitration Act.” Thomas James 
Assocs., Inc. v. Jameson, 102 F.3d 60, 65 (2d Cir. 1996).  Ordinarily, 
confirmation of an arbitration decision is “a summary proceeding that merely 
makes what is already a final arbitration award a judgment of the court.” 
Citigroup, Inc. v. Abu Dhabi Inv. Auth., 776 F.3d 126, 132 (2d Cir. 2015). “A 
court’s review of an arbitration award is . . . severely limited so as not to 
frustrate the twin goals of arbitration, namely, settling disputes efficiently and 
avoiding long and expensive litigation.” United Bhd. of Carpenters & Joiners 
of Am. v. Tappan Zee Constructors, LLC, 804 F.3d 270, 274-75 (2d Cir. 2015). 
The party seeking to “vacate an arbitration award has the burden of proof, and 
the showing required to avoid confirmation is very high.” STMicroelectronics, 
N.V. v. Credit Suisse Sec. (USA) LLC, 648 F.3d 68, 74 (2d Cir. 2011).  

Lawrence asserts that he had no notice of the arbitration proceedings and 
was not served with process in accordance with FINRA rules. The court 
determined that the arbitrator did not exceed his authority in determining that 
Lawrence received adequate service of process. The court held that FINRA 
rules empower the arbitrator to rule on the issue of service. FINRA Rule 13413 
provides that “the panel has the authority to interpret and determine the 
applicability of all provisions under the Code. Such interpretations are final 
and binding upon the parties.” Murray v. UBS Sec., LLC, No. 12 Civ. 5914, 
2014 WL 285093, at 13 (S.D.N.Y. Jan. 27, 2014) (“FINRA Rule 13413 
‘clearly and unmistakably evinces an intent to submit any disputes over the 
interpretation of the Code rules to arbitration.’”) (citing Alliance Bernstein Inv. 
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Research and Mgmt., Inc., 445 F.3d 121, 127 (2d Cir. 2006)). The court held 
that Rule 13413, therefore, gives the arbitrator power to interpret and 
determine the applicability of FINRA Rules 13300, 13301 and 13302 
governing service. The court reasoned that the parties consented to FINRA 
rules, which empower the arbitrator to make determinations regarding the 
sufficiency of service.  Therefore, the arbitrator acted within the scope of his 
authority in determining that Lawrence was properly served.  

The court found that in the Award, the arbitrator clearly reasoned that 
Lawrence had received valid notice of the arbitration proceedings. The 
arbitrator found that Lawrence had been served by regular mail the Claim 
Notification letter which advised him of the requirement to use the online DR 
Portal and cautioned him that failure to do so would prevent him from 
submitting pleadings, selecting arbitrators and receiving notifications about 
the arbitration. FINRA also sent Lawrence another letter advising him that 
registering for the DR Portal was mandatory and failure to register would be 
indicated in the final Award. There is no requirement under Regulatory Notice 
17-03 or the FINRA rules that the documents must be sent to a party via 
certified mail. The court held that regardless of whether regular mail 
constitutes enough service of process, Lawrence was on notice of the 
arbitration proceedings. The court found that Lawrence failed to satisfy the 
“very high” burden to vacate an arbitration award. For the foregoing reasons, 
Lawrence’s Petition to Vacate was denied and RJFS’s Petition to Confirm was 
granted.  
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RECENT ARBITRATION AWARDS 
 

Christopher J. Gray 
 
 

This issue’s featured arbitration awards include cases in which FINRA 
arbitration panels awarded full statutory damages, attorneys’ fees and punitive 
damages, including an award of statutory damages and costs in a selling away 
case involving securities issued in connection with the well-publicized 
Woodbridge Ponzi scheme.  I also feature a broker theft case in which, in a 
reasoned decision, the panel awarded over $2 million that appears to have 
represented substantially all of the monetary relief sought by Claimants.  
Finally, I highlight a negligent advice to retire case award in which a 
Tennessee panel appeared to engage in creative fashioning of a damages 
remedy in order to make Claimants whole while avoiding the non-traditional 
measures of damages (such as lost wages and Social Security benefits) 
requested by Claimant.   

 
 

Janis Lakin and Beryl Patin (Claimants) v. Aegis Capital Corp., Capitol 
Securities Management, Inc., and Fidelity Brokerage Services, LLC.  
Case No. 17-022061 
New Orleans, Louisiana  
Hearing Dates: December 13, 2018 - December 19, 2018 
Award Date: February 1, 2019 
 
Counsel: 
Counsel for Claimants: Kirk Reasonover, Esq. and Nicholas H. Berg, Esq., 
Reasonover & Berg, LLC  
Counsel for Respondent Aegis Capital Corp: Gary A. Varnavides, Esq., 
Sichenzia Ross  Ference Kesner LLP, New York, New York  
Counsel for Respondent Capital Securities Management, Inc.: Janet K. 
DeCosta, Esq., Janet K. DeCosta, P.C., Washington, District of Columbia 
                                                            
1. The causes of action relate to Claimants’ allegations that their registered 
representative at both Aegis and Capitol, unnamed party Mr. T (“Mr. T”), engaged in 
a scheme whereby he transferred funds out of Claimants’ accounts, without their 
consent, into other accounts at Aegis, Capitol and Fidelity, including accounts in his 
own name, and then sent Claimants forged account statements allegedly to create the 
impression that their accounts were fully funded.  At the close of the hearing, 
Claimants requested total damages, including attorneys’ fees, in the sum of 
$1,191,976.00 for Patin and $1,575,230.00 for Lakin. 
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Counsel for Respondent Fidelity Brokerage Services, LLC; Timothy P. Burke, 
Esq., Morgan Lewis & Bockius LLP, Boston, Massachusetts 
 
Arbitration Panel: 
Robert H. Putnam, Jr., Public Arbitrator, Presiding Chairperson 
Lawrence R. Maxwell, Jr., Public Arbitrator  
Imre Stephen Szalai, Public Arbitrator  
 
Investments at Issue: 
Multiple investments of Claimants stolen by agent of Aegis and Capitol and 
moved into accounts at Aegis, Capitol, and Fidelity in Claimants' and agent's 
name without their consent, all while agent represented to Claimant that their 
accounts were funded.  
 
Claimants' Claims: 

Causes of Action:  
Claimants’ Claims against Capitol: (1) Fraud; (2) Conversion; (3) Breach of 
Fiduciary Duty; (4) Negligence; (5) Negligent Supervision; (6) Respondent 
Superior; and (7) Violations of State Securities Laws. 
Claimant Lakin's Claims against Fidelity: (1) Negligence; (2) Gross 
Negligence; (3) Unjust Enrichment; and (4) Violations of State Securities 
Laws. 

 
Relief Requested: 
(1) For Claimant Lakin against Capitol and Fidelity: 

(a) $1,322,778.00 in damages including out of pocket losses in the sum of 
 $1,078,200.00, judicial interest at a rate of 6%; 

(b) Costs;  
(c) Attorneys' fees;  
(d) Disgorgement of all commissions; and 
(e) Well-managed account damages. 

(2) For Claimant Patin against Capitol: 
(a) $800,000.00 in damages;  
(b) Well-managed account damages; 
(c) Disgorgement of commissions and fees;  
(d) Costs; 
(e) Interest;  
(f) Attorneys' fees; and 
(g) Out of pocket losses in the sum of $175,220.00. 

(3) For both Claimants against Capitol: Punitive Damages. 
 



2019] PIABA BAR JOURNAL 141 

 
 

Award: 
(1) Capitol is liable to Lakin for:  

(a) $1,046,329.00 in compensatory damages;  
(b) $348,428.00 in attorneys' fees pursuant to state statutes; and  
(c) $14,000.00 in costs;  

(2) Capitol is liable to Patin for: 
(a) $718,656.00 in compensatory damages;  
(b) $238,646.00 in attorneys' fees pursuant to state statutes; and 
(c) $16,000.00 in costs; 

(3) Capitol is liable to Claimants for $600.00 in filing fees; 
(4) All claims against Aegis dismissed; and  
(5) All other claims denied.  
 
Analysis: 
 

The award is significant because the Panel appears to have granted 
substantially all the relief sought by Claimants, two elderly retired school 
teachers, including an award of attorneys’ fees under state Blue Sky laws that 
appears to equal the sum of contingent attorneys’ fees due to Claimants’ 
counsel (the attorneys’ fees awarded equal approximately one-third of the 
damages awards).  The award also recites detailed facts of the case, including 
the broker’s long-running theft scheme involving forgeries and creation of 
bogus account statements mailed to Claimants.  The broker ultimately 
committed suicide, after confessing to the theft of funds from Claimants and 
other customers. The Panel also carefully analyzed statute of limitations 
defenses, which it ultimately rejected based upon a finding that Claimants 
exercised appropriate diligence and could not have discovered the broker’s 
fraud until he mailed them a confession letter coincident with his suicide in 
March 2017.  
 
 
John  C. Medeiros, individually and as John C. Medeiros, individually 
and as Beneficiary of the Estate of Patricia Medeiros and the John C. 
Medeiros Trust Dated May 5, 2016, through Karen Anne Newman, 
Pursuant to a Power of Attorney and as Trustee of the John C. Medeiros 
Trust Dated May 5, 2016 (Claimants) v. Quest Capital Strategies, Inc. 
(Respondent) 
Case No. 17-03375 
Boca Raton, Florida 
Hearing Dates: January 14, 2019 - January 18, 2019 
Award Date: January 24, 2019 
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Counsel: 
Counsel for Claimants: Kalju Nekvasil, Esq. Goodman & Nekvasil, P.A., 
Clearwater, Florida 
Counsel for Respondent: Neil S. Baritz, Esq. and Heather Cooper, Esq., Baritz 
& Colman LLP, Boca Raton, Florida 
 
Arbitration Panel: 
Paul J. Burkhart, Public Arbitrator, Presiding Chairperson 
Stacey Rosenthal, Public Arbitrator 
Adam Lawrence Frankel, Public Arbitrator  
 
Investments at Issue: 
Promissory Notes of Woodbridge Mortgage Investment Funds 1 and 2.  
 
Claimants' Claims: 

Causes of Action: 
(1) Violations of Federal Securities Laws; (2) Violation of the Virginia 
Securities Laws; (3) Violation of the Florida Securities and Investors 
Protection Act; (4) Breach of Contract; (5) Common Law Fraud; (6) Breach 
of Fiduciary Duty; and (7) Negligence and Gross Negligence.  
 
Relief Requested:  
(1) Compensatory Damages of at least $200,000.00; 
(2) Compensatory and Rescissionary Damages under the Virginia Securities 
Act;  
(3) Statutory Damages;  
(4) Non-economic Damages;  
(5) Rescission;  
(6) Benefit of the Bargain Damages;  
(7) Lost Opportunity Costs;  
(8) Model Portfolio Damages;  
(9) Pre-Judgment interest at the legal rate from the date of purchase;  
(10) Costs;  
(11) Attorneys' Fees;  
(12) Punitive Damages; and 
(13) Such other relief that the Panel may deem appropriate. 
 
Award: 
(1) Respondent was liable for $235,000.000 in compensatory damages;  
(2) Respondent was liable for $41,226.46 in costs; and 
(3) All other relief denied.  
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Analysis:  
The award is significant because the Panel granted a full measure statutory 

of damages and costs (under Virginia and Florida Blue Sky laws) in a selling 
away case involving securities issued in connection with the well-publicized 
Woodbridge Ponzi scheme.  However, the Panel declined to award attorneys’ 
fees even though an award of attorneys’ fees in favor of a prevailing Claimant 
is mandatory under the two state statutes (Va. Code Ann. § 13.1-522(A) and 
Fla. Stat.   § 517.211).  Claimant prevailed despite Respondent taking the 
position that it had no knowledge of the broker’s activity in selling 
Woodbridge securities and that the broker acted outside the scope of his 
agency.     
 
 
Mike and Nita Snow (Claimants) v. American Retirement Solutions of 
Louisiana, LLC, Larry Glenn Boggs, First Allied Advisory Services, Inc., 
and First Allied Securities, Inc. (Respondents) 
Case No. 17-03439 
Nashville, Tennessee 
Hearing Dates: November 12, 2018 – November 16, 2018; December 10, 2018 
– December 11, 2018 
Award Date: January 17, 2019 
 
Counsel: 
Claimants’ Counsel: Niel Prosser, Esq. and Kyle Johnson, Esq., The Prosser 
Law Firm, PLC, Memphis, Tennessee 
Respondents’ Counsel: Mickey B. Wright, Esq. and Heather Demyan, Esq., 
Lloyd, Gray, Whitehead & Monroe, P.C. Birmingham, Alabama.  
 
Arbitration Panel: 
Denise Morris Hammond, Public Arbitrator, Presiding Chairperson  
Irwin Venick, Public Arbitrator  
James Raybeck, Public Arbitrator  
 
Investments at Issue: 
(1) Polaris Advantage II variable annuities issued by Sun American Life and 
(2) other investments.  
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Claimants’ Claims: 
Causes of Action: 

(1) Breach of Fiduciary Duty; (2) Negligent Supervision; (3) Negligent 
Misrepresentation; (4); Negligence; (5) Violation of the Tennessee Consumer 
Protection Act; and (6) Derivative Liability of First Allied and ARS. 
 
Relief Requested:  
(1) The salaries Claimants would have earned but for their early retirement, 
totaling approximately $730,000.00; 
(2) The diminution in Claimants’ Social Security benefits due to Boggs’ advice 
to claim benefits early, totaling approximately $300,000.00; 
(3) The employer contributions and earnings on Mike Snow’s 401(k) that he 
missed due to early retirement, totaling approximately $190,000.00 plus the 
value of other benefits; 
(4) Rescission, to the extent Claimants still own the SA Annuity at the time of 
trial; 
(5) Alternatively, to the extent the SA Annuity, is sold before trial, all losses 
sustained due to Mike Snows’ ownership of the SA Annuity, including the 
amount of any surrender fee (which may exceed $70,000.00); 
(6) Interest at the highest rate allowed by law from the dates of each SA 
Annuity purchase; 
(7) Disgorgement of all commissions, trails, or any other compensation that 
Respondents made off Claimants (estimated to be in excess of $50,000.00); 
(8) Full award of Claimants’ reasonable attorneys’ fees, expenses and costs; 
(9) Treble damages; 
(10) Punitive damages; 
(11) Reimbursement of all FINRA fees paid by the Claimants and assessment 
of all other FINRA fees exclusively to the Respondents; and 
(12) Such other relief that the Panel may deem appropriate. 
 
Award: 
(1) All claims against First Allied Advisory were dismissed with prejudice; 
(2) First Allied Securities and Boggs were jointly and severally liable for 
$578,247.00 in compensatory damage; 
(3) First Allied Securities and Boggs were jointly and severally liable for $ 
500,000.00 in punitive damages pursuant to T.C.A. § 29-39-104(a). “Punitive 
damages. (a)(1) Punitive damages may only be awarded if the claimant proves 
by clear and convincing evidence that the defendant . . . acted maliciously, 
intentionally, fraudulently or recklessly.”; 
(4) First Allied Securities and Boggs were jointly and severally liable for 
$60,506.00 in costs; 
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(5) First Allied Securities and Boggs were jointly and severally liable for 
$350,000.00 in attorneys’ fees pursuant to T.C.A. § 47-18-109(e)(1); and  
(6) All other claims denied.  
 
Analysis: 

This award is significant because the Panel awarded Claimants a sum 
($1,078,247 in damages plus attorneys’ fees and costs of $410,506, or a total 
of $1,488,753) equal to almost all of the monetary relief they requested to 
compensate Claimants for losses arising from the broker’s advice to retire 
early.  However, the Panel arrived at this figure by awarding punitive damages 
almost equal to the compensatory damages, as well as attorneys’ fees of 
approximately one third the total amount of damages.  The award represents 
an apparent attempt by the Panel to make Claimants whole, and the relief 
granted appears to be crafted to achieve this objective in a pragmatic manner, 
while possibly intentionally avoiding the non-traditional measures of damages 
requested by Claimants (such as lost wages and diminution of Social Security 
benefits caused by their early retirement) in favor of more traditional bases for 
relief.   
 
 
Donald W. Simpson (Claimant) v. Oppenheimer & Co, Inc. (Respondent) 
Case No. 18-00778 
New Orleans, Louisiana  
Hearing Dates: October 16, 2018 - October 19, 2018, October 25, 2018, and 
November 7, 2018 
Award Date: January 7, 2019 
 
Counsel: 
Counsel for Claimant: Kirk Reasonover, Esq., Reasonover & Berg LLC, New 
Orleans, Louisiana 
Counsel for Respondent: Andrew R. Harvin, Esq., Doyle Restrepo Harvin & 
Robbins, LLP, Houston, Texas 
 
Arbitration Panel 
Maryanne M. Esser, Public Arbitrator, Presiding Chairperson 
Simeon B. Reimonenq, Jr., Public Arbitrator  
Imre Stephen Szalai, Public Arbitrator  
 
Investments at Issue: 
(1) Amarin Corp. PLC ADR and (2) Energy XXI Limited and exchange-traded 
notes issues by Barclays.  
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Claimant's Claims:  
Causes of Action: 

(1) Breach of Fiduciary Duty; (2) Negligence; (3) Negligent Supervision; (4) 
Respondent Superior; (5) Unjust Enrichment; and (6) Violations of the 
Louisiana Securities Law.  
 
Relief Requested: 
(1)  All amounts lost as a result of the unsuitable investment strategy and 
damages equal to the what a well-managed account would have earned on 
Claimant's investments2;  
(2) Disgorgement of all commissions earned on all transactions unauthorized 
or inconsistent with Claimant's conservative investment strategy;  
(3) Statutory Attorneys' Fees, and  
(4) Such other relief that the Panel may deem appropriate. 
 
Award: 
(1) Respondent was liable for $240,944.42 in compensatory damages;  
(2) Respondent was liable for $9,175.69 in interest pursuant to Louisiana Blue 
Sky Laws; 
(3) Respondent was liable for $375.00 in filing fees; and 
(4) All other relief denied.  
 
Analysis:   

Once again, an arbitration panel entered an award under a state Blue Sky 
statute but failed to award attorneys’ fees, the award of which appears to be 
mandatory under the statute. (LSA-R.S. § 51:714: “Any person who violates 
R.S. 51:712(A) shall be liable to the person buying such security, and such 
buyer may sue in any court to recover the consideration paid in cash or, if such 
consideration was not paid in cash, the fair value thereof at the time such 
consideration was paid for the security with interest thereon from the date of 
payment down to the date of repayment as computed in R.S. 51:714(C)(1), less 
the amount of any income received thereon, together with all taxable court 
costs and reasonable attorney's fees, upon the tender, where practicable, of the 
security at any time before the entry of judgment, or for damages if he no 
longer owns the security.” 

                                                            
2. After the hearing, Claimant submitted a schedule of damages, requesting a total 
award of $947,394.51. This amount consisted of $574,829.00 in market adjusted 
damages; $86,124.00 in disgorgement of commissions; $23,178.63 in judicial 
interest (as of November 8, 2018); $228,043.88 in attorneys’ fees; and $35,219.00 in 
costs. 
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Elliot Roy Manson (Claimant) v. Berthel, Fisher & Company Financial 
Services, Inc. and Robert D'Agosta (Respondents) 
Case No. 16-03759 
Phoenix, Arizona 
Hearing Dates: October 22, 2018 - October 26, 2018.  
Award Date: December 11, 2018 
 
Counsel:  
Counsel for Claimant: Christopher D. Lonn, Esq., Hennings, Strouss & 
Salmon, PLC, Phoenix, Arizona 
Counsel for Respondents:  Stephen J. Holtman, Esq., Simmons Perrine Moyer 
Bergman PLC, Cedar Rapids Iowa.  
 
Arbitration Panel:   
John H. Fearnow, Public Arbitrator, President Chairperson;  
Virginia H. Wertz, Public Arbitrator;  
Brian W. Yee, Non-Public Arbitrator.  
 
Investments at Issue:  
(1) United Development Funding IV; (2) Ridgewood Capital Fund IVB; (3) 
various  private placement real estate investment trusts ("REIT"), and (4) 
various private limited  partnerships.  
 
Claimant's Claims: 

Causes of Action: 
(1) Unsuitability - FINRA Rule 2310; (2) Arizona Securities Fraud; (3) Breach 
of Contract;  (4) Breach of the Covenant of Good Faith and Fair Dealing; (5) 
Breach of Fiduciary Duty; (6) Professional Negligence; (7) Negligent 
Supervision; (8) Negligent Misrepresentations; (9) Respondent Superior; (10) 
Innocent Misrepresentation/Constructive Fraud; and Negligent Due Diligence. 

 
Relief Sought:  
(1) Actual damages approximating $566,262.25; 
(2) Imposition of Constructive Trust consistent with Claimant's claim of 
Innocent Misrepresentation/Constructive Fraud; 
(3) Punitive Damages of three times the amount of compensatory damages; 
(4) Attorneys' fees, costs, and expenses;  
(5) Expert witness fees and costs; 
(6) Disgorgement of Respondents' Fees and Commissions collected as a result 
of these claims; 
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(7) Reimbursement for Claimant's Filing Fees and related costs for the 
Arbitration; 
(8) Pre and Post Judgment Interest; and  
(9) Such other relief that the Panel may deem appropriate.  

 
Amended Statement of Claim:  
Claimant removed reference to FINRA Rule 2310, added unauthorized trading 
and additional allegations, and requested additional remedy of rescission of all 
unauthorized trades.  

  
Award: 
(1) Respondents were liable for $100,000.00 in compensatory damages;  
(2) Respondents must pay Claimant interest on the $100,000.00 at 5.25% per 
annum from December 28, 2016 until December 11, 2018; 
(3) Respondents were liable for $100,000.00 in punitive damages for material 
misrepresentations by D'Agosta; 
(4) Respondents' request for expungement denied;  
(5) All other claims denied.   
 
Analysis:  

This award is significant because of the substantial award of punitive 
damages equal to the award of punitive damages, in a case involving non-
conventional investments.  
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INVESTORS, CORNERED 
JOHN BOGLE 

EPIC HERO 
 

Joseph Wojciechowski & Bradley Stark 
 
 

John “Jack” Bogle understood two immutable facts about investment ad-
vice: 1) that over the long term, fees and costs are an extremely detrimental 
drag on returns and as such, active management simply will not beat the market 
long-term; 2) that this concept is so material, ignoring it is a breach of a fun-
damental duty and clearly contrary to the best interests of clients. Bogle based 
this belief on science. The advent of Modern Portfolio Theory made the reality 
of active management clear and something that could no longer be ignored by 
money managers. Plausible deniability was extinguished because of the clear 
conclusions reached about investing by academia.  In his later years, Mr. Bogle 
would strongly advocate for a fiduciary standard to apply to all financial advi-
sors regardless of title, adopting the same positions and reaching the same con-
clusions about active management and fees which precipitated the creation of 
Vanguard.  

As the smoke began to settle after the financial crisis, Mr. Bogle published 
an eloquent piece in the Journal of Portfolio Management titled “The Fiduciary 
Principle: No Man Can Serve Two Masters”.1  “No man can serve two mas-
ters” is a concept that dates back to the Holy Bible.  “No man can serve two 
masters; for either he will hate one and love the other, or he will be devoted to 
one and despise the other.” (Matthew 6:24).  In his article, which begins by 
quoting a passage from a commencement speech given by Justice Harlan Stone 
at the University of Michigan in 1934, Mr. Bogle links the Great Depression 
and the Financial Crisis through fundamental breaches of duty and the toxicity 
of speculation and profiteering. In the article, Mr. Bogle proposed a “new fi-
duciary society to guarantee that our last-line owners – those mutual fund 
shareholders and pension fund beneficiaries whose savings are at stake – have 
their rights as investment principals protected. These rights must include: 

1. The right to have money manager/agents act solely in their principals’ 
behalf. The client, in short, must be king.  

2. The right to rely on due diligence and high professional standards on 
the part of money managers and securities analysts who appraise se-
curities for principals’ portfolios. 

                                                 
1. John Bogle, The Fiduciary Principle: No Man Can Serve Two Masters, Journal of 
Portfolio Management, November 4, 2009. 
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3. The assurance that agents will act as responsible corporate citizens, 
restoring to their principals the neglected rights of ownership of 
stocks, and demanding that corporate directors and managers meet 
their fiduciary duty to their own shareholders.  

4. The right to demand some sort of discipline and integrity in the mutual 
funds and financial products that they offer.  

5. The establishment of advisory fee structures that meet a 
“reasonableness” standard based not only on rates but dollar amounts, 
and their relationship to the fees and structures available to other 
clients of the manager.  

6. The elimination of all conflicts of interest that could preclude the 
achievement of these goals.2  

This is some list. And given the current tenor of “Regulation BI”, the SEC, 
securities industry, and largely, the federal government will ignore Mr. Bogle 
and others ultimately to the peril of us all. Critically, as we learned in the 
aftermath of the financial crisis, almost all of the investment banks, mutual 
fund companies, and hedge funds escape financial crises unscathed and 
usually, once the dust settles, benefit from them. JP Morgan Bank, as an 
example, has seen its stock price triple in the years after the financial crisis3. 

As the debate over a broad fiduciary duty applicable to all financial 
advisors developed over the last several years, Mr. Bogle frequently publicly 
advocated for a broad fiduciary duty to apply to all accounts, not just 
retirement accounts. As a titan of institutional finance, he was essentially alone 
on this topic. Although other investment banking kings have feigned vague 
support of some sort of general, toothless “best interest” standard, Mr. Bogle 
was a critical advocate for the fiduciary principles long fought for and 
supported by this organization.   

In an Op-Ed piece in the New York Times titled “Putting clients Second” 
Mr. Bogle chastised the Trump Administration for taking a wrecking ball to 
the Obama-Era Department of Labor Fiduciary Rule.4 In the Op-Ed piece, Mr. 
Bogle stated: 

                                                 
2. Id. at 23. (internal citations omitted). 

3. Hugh Son, Jamie Dimon and JP Morgan are the big winners on Wall Street since 
Lehman, tripling investors’ money, (September 11, 2018, 7:10 am) 
https://www.cnbc.com/2018/09/11/jamie-dimon-made-a-bank-in-his-image-what-
happens-when-he-bows-out.html. 

4. John Bogle, Putting clients Second, The New York Times, February 9, 2017 
https://www.nytimes.com/2017/02/09/opinion/putting-clients-second.html. 
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The now-endangered fiduciary rule is based on a simple — and 
seemingly unarguable — principle: that in giving advice to clients 
with retirement funds, stockbrokers, registered investment advisers 
and insurance agents must act in the best interests of their clients. 
Honestly, it seems counter-productive to go to war against such a 
fundamental principle. It simply doesn’t seem like a good business 
practice for Wall Street to tell its client-Investors, “We put your 
interests second, after our firm’s, but it’s close.”5 
Mr. Bogle’s belief in this fundamental fiduciary concept was not mere 

puffery. His career is emblematic of his focus to this inalienable duty. It was 
his belief of investor over fund or broker that led him to develop the Vanguard 
brand and the index fund. Bogle made Vanguard depositors its owners, a 
selfless act. By comparison, the 25 highest paid Hedge Fund managers in 2018 
received an average payout of $1B each.6 Bogle’s net worth at death was 
estimated to be $80 million7, a pittance for a man who created the largest group 
of funds in history, managing $5.3 Trillion.8 

Concepts of modern portfolio theory and the efficient frontier brought the 
fiduciary principle to life in real time. To appreciate Bogle, we must look at 
the context in which his innovations arose. For example, when we learn he 
embraced a fiduciary standard that relies on a bedrock of Modern Portfolio 
Theory (MPT), from the perspective of our contemporary era wherein 
Employee Retirement Income Security Act (ERISA) managers must rely upon 
MPT and be fiduciaries, Bogle's innovations appear human, not epic. But 
Bogle embraced these concepts at the same time as the creation of ERISA. 
Both Bogle and ERISA were simultaneously at the forefront of Finance, 
treading where Wall St. had never ventured, treading where Wall St. still 
resists following the less lucrative no-conflicts path of ERISA and MPT forty-
four years later! Thus, to better appreciate our epic hero we must appreciate 
the context in which his innovations were created. 

                                                 
5. Id. 

6. Forbes, The Highest-Earning Hedge Fund Managers & Traders, 
https://www.forbes.com/hedge-fund-managers/list/#tab:overall. (Last visited March 
28, 2019). 

7. Celebrity Net Worth, John Bogle Net Worth, https://www.celebritynet-
worth.com/richest-businessmen/wall-street/john-bogle-net-worth/ (Last Visited 
March 28, 2019). 

8. Vanguard, Fast Facts About Vanguard, https://about.vanguard.com/who-we-
are/fast-facts/. (Last visited March 28, 2019). 
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When John Bogle started Vanguard, in 1975, he used the latest tools of his 
time such as the creation of Modern Portfolio Theory, computing, enactment 
of ERISA, and academic studies discrediting active management, to create the 
first index fund. These trends changed Wall St. forever. These new insights 
into markets were the domain of academia, seldom seen on Wall St. The 
context in which these new tools were applied is instructive to understanding 
Bogle’s accomplishments. 
 
 
THE CONTEXT 
 

Caveat Emptor has defined Wall St. from its earliest days as a slave 
market.9 Only begrudgingly, after scandals, market collapses, recessions, and 
depressions do some inadequate investor oriented reforms emerge.10 

The huge Bull Market of the 1960s, the "go-go Era11" of Growth Stocks 
and the "Nifty-50"12 ended poorly in the early 1970s.The Masters of the Uni-
verse13 of the 1960s, legendary stock pickers and their funds suffered cata-
strophic losses as so many other Masters of the Universe have suffered before 
and since. “By December 1974 the market (as measured by the  S&P500) was 
down nearly 60% from its 1968 high, adjusted for inflation…second only to 

                                                 
9. Path Dependence explains why this history of caveat emptor characterizes the 
ethos of American Finance, e.g., Path Dependency, INVESTOPEDIA, 
https://www.investopedia.com/terms/p/path-dependency.asp (last visited Mar. 13, 
2019). 

10. See, e.g., Michael S. Edmiston & Bradley Stark, The Financial Services Indus-
try's Historic Pattern of Opposition to Reform: "Wolf" Is The Only Cry, 22 PBJ 165 
(2015).  

11. Go-Go Fund, INVESTOPEDIA, https://www.investopedia.com/terms/g/go-go-
fund.asp (last visited Mar. 2019). 

12. Nifty 50, INVESTOPEDIA, https://www.investopedia.com/terms/n/niftyfifty.asp 
(last visited Mar. 2019). 

13. See e.g., Tom Teodorczuk, How Tom Wolfe’s ‘The Bonfire of the Vanities’ be-
came a finance phenomenon, MARKETWATCH, (May 15, 2018), https://www.mar-
ketwatch.com/story/how-tom-wolfes-the-bonfire-of-the-vanities-became-a-finance-
phenomenon-2018-05-15 (last visited Mar. 2019). 
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the disastrous 85% plunge (in real terms) of 1929-1932.”14 “The P/E ratio of 
the Dow Jones Industrials bottomed at  6.2 to 1 in 1974, the lowest since before 
the 1920s boom.”15 The public that had begun to embrace stocks with a  high 
of “24.3% of American household wealth in 1968 fell to 8.5% by 1978.”16The 
New York Stock Exchange succumbed to pressure in 1975 and fixed fee com-
mission rates were eliminated, greatly reducing transaction costs.17Invest-
ments by corporate pension funds fell from 71% of assets in 1972 to 54% in 
1974.18 In 1973 the CBOE was founded and began trading stock options with 
put options added in 1977.19 Finally, on September 2, 1974 ERISA took effect, 
providing that trustees be fiduciaries. This Act codified the law on fiduciaries 
and was premised on, hitherto mainly ignored by Wall St., the academic liter-
ature on the measurement and management of market risks now known as 
Modern Portfolio Theory (MPT).20 ERISA “also led to the use of risk-adjusted 
benchmarks, as advocated by modern portfolio theory. By switching from a 
requirement for prudence to a requirement for expertise, ERISA encouraged 
fund managers to use such investment theories as a framework for their invest-
ment decision making, making them less liable to be sued for poor perfor-
mance if they could show they had adhered to well-respected theories.”21 By 
1976 Benjamin Graham, the father of Securities Analysis, concluded “I'm on 

                                                 
14. B. MARK SMITH, TOWARD RATIONAL EXUBERANCE: THE EVOLU-
TION OF THE MODERN STOCK MARKET 233 (2001).  

15. Id.  

16. Id. 

17. Id. at 232.  

18. Id.   

19. Chicago Board Options Exchange, CBOE History, https://www.cboe.com/ 
aboutcboe/history. 

20. Harry Markowitz essentially invented MPT in 1952. “Markowitz's paper is the 
first mathematical formalization of the idea of diversification of investments: the fi-
nancial version of ‘the whole is greater than the sum of its parts.’” Mark Rubinstein, 
Markowitz’s Portfolio Selection: A Fifty-Year Retrospective, 57 J. OF FIN. 3,1042, 
(Jun., 2002). “What has always impressed me most about Markowitz’s 1952 paper is 
that it seemed to come out of nowhere.” Id. at 1041.  

21. David Chambers & Elroy Dimson, FINANCIAL MARKET HISTORY: RE-
FLECTIONS ON THE PAST FOR INVESTORS TODAY, CFA Institute Research 
Foundation 255 (2016).  Quoting (Hutchinson 1976, pp. 42, 48). 
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the side of the efficient market school of thought”, that stock pickers could not 
beat the market.22  

Thus, the time was ripe for a new method of investing. It was Bogle's em-
brace of MPT, essentially invented by Harry Markowitz in 1952, that provided 
the foundation for the Index Fund that tracked the broad stock market. The 
gravity of this embrace and its impact on the law of fiduciaries cannot be over-
stated and can be easily lost in hindsight. “Probably the most important aspect 
of Markowitz's work was to show that it is not a security's own risk that is 
important to an investor, but rather the contribution the security makes to the 
variance of his entire portfolio-and that this was primarily a question of its 
covariance with all the other securities in his portfolio.”23 “So the decision to 
hold a security should not be made simply by comparing its expected return 
and variance to others, but rather the decision to hold any security would de-
pend on what other securities the investor wants to hold. Securities could not 
be properly evaluated in isolation, but only as a group.”24 “For much of the 
1950s and into the 1960s, while Markowitz was off developing the use of 
sparse matrices (a term he coined) and SIMSCRIPT (a computer language de-
signed to implement simulations), academics in finance slowly began to take 
Markowitz seriously.”25 The impact of MPT and Markowitz was aptly de-
scribed by one scholar who observed that “(n)ear the end of his reign in 14 
AD, the Roman emperor Augustus could boast that he had found Rome a city 
of brick and left it a city of marble. Markowitz can boast that he found the field 
of finance awash in the imprecision of English and left it with the scientific 
precision and insight made possible only by mathematics.”26 
 
 
Risk and the Law 
 

The Prudent Man standard defined the obligations of a fiduciary until the 
advent of MPT and ERISA. Thus, prudent men were almost exclusively in-

                                                 
22. B. MARK SMITH, at 229. 

23. Mark Rubinstein, Markowitz's “Portfolio Selection”: A Fifty-Year Retrospective, 
57 J. OF FIN. 3, 1042(002). 

24. Id. at 1043. 

25. Id. at 1044. 

26. Id. 
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vested in bonds. Each investment, if prudent when viewed separately, dis-
charged the fiduciary duties prudently, regardless of the investments by other 
trustees and regardless of returns. MPT teaches that bonds can be more spec-
ulative than stocks (as illustrated by the recent subprime market collapse27) 
and that 90% of a portfolio’s return results from diversification between neg-
atively correlated asset classes.28 These insights were over a century in the fu-
ture when Judge Putnam established The Prudent Man standard in Harvard 
College v Amory.29 

Do what you will, the capital is at hazard…All that can be required 
of a trustee is, that he shall conduct himself faithfully and exercise a 
sound discretion. He is to observe how men of prudence, discretion 
and intelligence manage their own affairs, not in regard to speculation, 
but in regard to the permanent disposition of their funds, considering 
the probable income as well as the probable safety of the capital to be 
invested.30 
Of interest from the perspective of MPT is that the will in this case speci-

fied that the trustees “should be accountable ‘simply for his own acts, doings 
and defaults’”31. Thus, each trustee need not consider the investments of the 
other, diversification was not a consideration. Relying on The Prudent Man 
standard articulated in this case, the vast majority of fiduciary investing was 
in bonds until the acceptance of MPT well over 100 years later. Until the ac-
ceptance of MPT, stocks were seen as far more speculative than bonds and 
thus their dividend yields needed to exceed long-term government bond yields 
to compensate investors for the added risk. Benjamin Graham observed that 
his boss in 1915 claimed nothing mattered but a history of stable dividends 
and that future growth was meaningless.32

 

Not until 1958 would stock divi-
dend yields fall below long-term government bond yields.33

 

Bonds would be 

                                                 
27. E.g. Ryan Barnes, The Fuel That Fed The Subprime Meltdown, IN-
VESTOPEDIA Feb 26, 2009, https://www.investopedia.com/articles/07/subprime-
overview.asp. 

28. E.g. Mark Rubinstein at 1041-1045. 

29. 26 Mass (9 Pick.) 446 (1830). 

30. Id. at 461. 

31. Id. at 458. 

32. B. MARK SMITH at 174. 

33. Id. at 171. 
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the core of pension fund investing until 1958 when “the stodgy AT&T pension 
fund finally began to purchase common stocks ... instead of restricting itself to 
the traditional portfolio of bonds and preferred stocks.”34 It was MPT that al-
lowed for stocks to be part of a well-managed portfolio such as AT&T’s.  

For over a century diversification had been scorned and performance was 
the metric to evaluate portfolio returns. Andrew Carnegie had advised “(p)ut 
all your eggs in one basket and watch the basket very carefully.”35

 

Gerald 
Loeb, in his classic, Battle for Investment Survival, stated bluntly, “(o)nce you 
obtain confidence, diversification is undesirable. Diversification (is) an admis-
sion of not knowing what to do and striking an average...The intelligent and 
safe way to handle capital is to concentrate.”36

 

John Maynard Keynes posited 
“(t)o suppose that safety-first consists in having a small gamble in a large num-
ber of different (companies) where I have no information to reach a good 
judgement, as compared with a substantial stake in a

 

company where one's 
information is adequate, strikes me as a travesty of investment policy.”37  

Asset managers were defined by their short term returns with no under-
standing or regard for risk. By the 1950s a “cult of performance” gripped Wall 
St. with, proclaimed by salesmen, short term mutual fund performance as the 
only metric by which mutual funds were sold. There was no way to ascertain 
the past performance of mutual funds as performance data was unavailable to 
the public. Mutual sellers were abundant in the 1950s.38

 

“Many fund organi-
zations preferred to use part-time rather than full-time salesmen because ‘the 
more salesmen, the more friends and relatives’ who can be solicited.”39

 

The 
proliferation of mutual funds eventually led to examination of their returns. 

                                                 
34. Id. at 169. 

35. Id. at 158. 

36. Id. at 159. 

37. Id. at 159. 

38. Id. at 160. “In 1950 there were fewer than 1 million mutual fund shares valued at 
$2.5B. Ten years later there were 3.5M mutual fund shares valued at $17B.” Id. 
Smith describes the conversation between two friends in the 1950s. “I live in a big 
apartment building uptown. I think that half of the tenants are selling mutual funds. 
Within the past year five or six of my neighbors knocked on my door and asked if I 
wanted to buy.” The other friend retorted, “That's nothing. Out where I live, my gas 
station attendant sells mutual funds to his gas customers while the automatic thing is 
filling up the tank.” Id. at 161. 

39. Id. at 161. 
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Instead “(e)veryone in the world claims they've outperformed the averages.”40

 

These claims are particularly noxious as contemporary statistics teaches that 
someone would need to beat the market for 318 years or beat it by 12% for a 
lifetime to be statistically proven to have not been random luck.41

 

A study 
commissioned by the Bank Administration Institute (BAI) in 1968 to examine 
risks as bankers were losing clients to stock mutual funds concluded that a 
"complete evaluation of the manager's performance must include examining a 
measure of the degree of 'risk' taken in achieving (a) rate of return."42

 

 
The Bear market of the 1970s forced Wall St. to finally examine risk as 

related to returns and consider the academic work on MPT that began with 
Markowitz in 1952. “By late 1968, 250 articles and papers, as well as 89 books 
and pamphlets”43 examined portfolio risk, efficiency of markets, and returns. 
Sixteen years after Harry Markowitz had published his paper on risk and Port-
folio Selection (he later was awarded a Nobel Prize44), Wall St. might finally 
listen to the academics. Bogle cites Challenge to Judgement, an academic pa-
per in 1974 by Nobel laureate Paul Samuelson, as the prompt for his decision 
to create Vanguard and an Index Fund in 1975. Bogle had also been tracking 
the lack luster performance of mutual funds for decades.45 

  

                                                 
40. Id. at 212. 

41. Mark Hulbert, The Misuse of Past-Performance Data, in The Psychology of In-
vesting 152-4 (1999). 

42. B. MARK SMITH at 214. One of the authors of this study, Eugene Fama, would 
later win the Nobel Prize in Economics. Eugene F. Fama, Prize Lecture, 
https://www.nobelprize.org/prizes/economic-sciences/2013/fama/lecture/ (2013). 

43. B. MARK SMITH at 214. 

44. Harry M. Markowitz, Foundations of Portfolio Theory, Nobel lecture, 
https://www.nobelprize.org/uploads/2018/06/markowitz-lecture.pdf (1990). 

 “The newly-formed Vanguard Group (uniquely formed as a truly mutual, mutual 
fund group, owned not by outsiders but by its own shareholders, and then only a few 
months old), I reasoned, ought to be “in the vanguard” of this new logical concept. 
For our goal was to offer well-diversified funds at minimal costs, focused on the long 
term. It was a marriage, as it were, made in heaven, strongly supported by the une-
quivocal data I assembled on fund performance and fund costs over the previous 
three decades.”  

45. John Bogle, The Professor, the student, and the Index Fund, 2-3. 
http://johncbogle.com/wordpress/wp-content/uploads/2011/09/The-Professor-The-
Student-and-the-Index-Fund-9-4-11.pdf. 
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Samuelson and Bogle 
 

In Bogle’s own words, “Nobel Laureate economist Paul Samuelson played 
a major role in precipitating the index fund’s creation…His lead article, ‘Chal-
lenge to Judgment,’ caught me at the perfect moment. Published in the inau-
gural edition of the Journal of Portfolio Management in the autumn of 1974, 
he pleaded ‘that, at the least, some large foundation set up an in-house portfolio 
that tracks the S&P 500 Index-if only for the purpose of setting up a naive 
model against which their in-house gunslingers can measure their prow-
ess…Presented with that challenge, I couldn't stand back any longer. While all 
of our peers had the opportunity to create the first index fund, Vanguard alone 
had the motivation.”46 Samuelson said of Bogle and Vanguard “I rank this Bo-
gle invention along with the invention of the wheel, the alphabet, Gutenberg 
printing, and wine and cheese: a mutual fund that never made Bogle rich but 
elevated the long-term returns of the mutual-fund owners. Something new un-
der the sun.”47 

The idea that passive equity management could outpace the active 
management that was until then the mutual fund industry's universal 
strategy was derogated and ridiculed. (The fund, now Vanguard 500 
Index Fund, was referred to as ‘Bogle's Folly.’).48 The official under-
writing of First Index Trust came in at just $11.3 million, a 93 percent 
shortfall from our goal. When the underwriters brought me the news 
of the failure, they suggested we just call the whole thing off and can-
cel the deal, for the tiny proceeds were insufficient to own all 500 
stocks in the S&P 500 Index. I remember saying: ‘Oh no we won't. 
Don't you realize that we now have the world's first index fund?’49 

                                                 
46. Id. 

47. Boston Security Analysts Society on November 15, 2005 as quoted in John Bo-
gle, The Professor, the student, and the Index Fund, pg. 5. http://johncbogle.com/ 
wordpress/wp-content/uploads/2011/09/The-Professor-The-Student-and-the-Index-
Fund-9-4-11.pdf. 

48. John Bogle, The Professor, the student, and the Index Fund, pg. 1. 
http://johncbogle.com/wordpress/wp-content/uploads/2011/09/The-Professor-The-
Student-and-the-Index-Fund-9-4-11.pdf. 

49. Id. at 2. 
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The 1974 Samuelson article50 was a summary of the academic literature 
on MPT. The article was hilariously blunt. The subtitle was “(p)erhaps there 
really are managers who can out-perform the market consistently-logic would 
suggest that they exist. But they are remarkably well hidden.”51 The first sen-
tences read “(o)nce upon a time there was one world of investment- the world 
of practical operators in the stock and bond markets. Now there are two 
worlds- the same old practical world, and the new world of the academics with 
their mathematical stochastic processes. These worlds are still light-years 
apart”.52 “The crucial point is that when investigators-…look to identify those 
minority groups or methods endowed with sustainable superior investment 
prowess, they are quite unable to find them. The only honest conclusion is to 
agree that a loose version of the ‘efficient market’ or ‘random walk’ hypothesis 
accords the facts of life.”53 

Samuelson’s introduction to Bogle’s book was similarly hilarious and 
blunt. “The same surgeon general who required cigarette packages to say: 
‘Warning, this product may be dangerous to your health’ ought to require that 
99 out of 100 books written on personal finance carry that same label. The 
exceptions are rare. Benjamin Graham's The Intelligent Investor is one. Now 
it is high praise when I endorse Bogle on Mutual Funds as another.”54 
 
 
MPT and the brokerage industry today 
 

MPT and the inability of brokers to beat the market is well known within 
the industry but amongst retail customers not so much. Financial advisors re-
fuse to accept the premise that they are fiduciaries55 and fail to advise their 
clients that they would be better off buying a broad market index fund and not 
allow the broker to manage their money. The situation is well summarized by 

                                                 
50. Paul Samuelson, Challenge to Judgement, Journal of Portfolio Management, 
1974.  

51. Id.at 1.  

52. Id.  

53. Id.  

54. John C. Bogle, BOGLE ON MUTUAL FUNDS: NEW PERSPECTIVES FOR 
THE INTELLIGENT INVESTOR forward by Samuelson (1993). 

55. The efforts of PIABA to abolish mandatory arbitration and require financial ad-
visers to be fiduciaries are well known, E.g.  
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Burton Malkiel: “It’s true that when you buy an index fund, you give up the 
chance to boast at the golf course that you picked the best performing stock or 
mutual fund. That’s why some critics claim that indexing relegates your results 
to mediocrity. In fact, you are virtually guaranteed to do better than average. 
It’s like going out on the golf course and shooting every round at par. How 
many golfers can do better than that? Index funds provide a simple low-cost 
solution to your investing problems.”56 

Path Dependence57 and a history of caveat emptor helps explain why the 
brokerage industry feels no responsibility, thanks to its lobbying efforts has 
little responsibility, towards the retail customer. The Prudent Man standard 
enshrined caveat emptor into law. This feedback loop well insulates Wall St. 
from disruptions from its status quo of very limited obligations towards the 
retail investor.58 The history of caveat emptor and the high fees associated with 
active management create a difficult gravity from which the retail client finds 
it difficult to escape. 

But more is needed to explain the persistence of active management by 
thoroughly incompetent underperforming overcompensated conflicted sales-
men. The Siren’s Song of active management, when not accompanied by the 
statistically grounded fiduciary advice that outsized returns are a statistical and 
very human behavioral mirage, remain still too compelling to the retail broker 
and his client. This is why a fiduciary obligation should be a bare minimum 
requirement for anyone that gives financial advice, just as it is for those who 
give medical or legal advice, for teachers, executors, real estate agents, Boards 
of Directors, Liquidators, guardians, clergy, and partners. Behavioral Finance 
offers some clues as to why the siren’s song of the broker finds resonance in 
vulnerable investors.  

The brilliance of Mr. Bogle was that he accounted for his human frailties, 
he accepted the counterintuitive data, rejected the Wall St. ethos of caveat 
emptor and embraced a fiduciary duty and selflessly led others to a path of 
safer investing by giving ownership of Vanguard to the depositors who now 

                                                 
56. Burton G. Malkiel, The Random Walk Guide To Investing: Ten Rules For Finan-
cial Success at 137 (2003). 

57. Ian Greener, Path Dependence, BRITANNICA, https://www.britannica.com/ 
topic/path-dependence (last visited Mar. 13, 2019). 

58. E.g. Michael S. Edmiston & Bradley Stark, The Financial Services Industry's 
Historic Pattern of Opposition to Reform: "Wolf" Is The Only Cry, 22 PBJ 165 
(2015).  
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have $5.3 Trillion under their own management.59 Bogle is one of the very 
few, over the long history of Wall St., worthy of admiration. He is a hero of 
epic proportions! 
 
 
 

                                                 
59. Vanguard, Fast Facts About Vanguard, https://about.vanguard.com/who-we-
are/fast-facts/. 
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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 Christine Lazaro at lazaroc@stjohns.edu, Samuel Edwards at 
sedwards@sseklaw.com or Robin S. Ringo at rsringo@piaba.org for assistance. 
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The following letter was submitted to Chairman Jay Clayton, U.S. Securities 
and Exchange Commission by Heather Slavkin Corzo, AFL-CIO; Lisa 
Donner, Americans for Financial Reform; Stephen Hall, Better Markets; Linda 
Sherry, Consumer Action; Barbara Roper and Micah Hauptman, Consumer 
Federation of America; and Christine Lazaro, PIABA on April 26, 2019. 
 
 
The Honorable Jay Clayton 
Chairman 
U.S. Securities and Exchange Commission 
100 F Street, N.E. 
Washington, D.C. 20549 
 
 
Dear Chairman Clayton: 
 

Thank you for taking the time to meet with us recently to discuss our chief 
concerns regarding the Commission’s proposed “Regulation Best Interest” 
regulatory package.2 As we indicated in that meeting, we agree with public 
statements you have made suggesting that an important goal of the rulemaking 
should be to ensure that the standards of conduct that apply to broker-dealers 
and investment advisers “reflect what retail investors would reasonably expect 
from these types of financial professionals,” while preserving investor choice 
with regard to the type of financial adviser they hire, the scope of services they 
receive, and how they pay for those services. Unfortunately, while we believe 
it would be possible to adopt standards that meet investors’ reasonable 
expectations under the Commission’s chosen regulatory approach, the 
regulatory package as currently drafted does not achieve that goal. 

On the contrary, unless the standards for brokers and advisers alike are 
strengthened and clarified, they will fall well short of investors’ reasonable 
expectations because: 

 They won’t require brokers or advisers to recommend the investments 
they reasonably believe are the best available match for the investor.  

 They won’t prevent brokers or advisers from placing their own 
interests ahead of their customers’ interests. 

                                                 
1. Participants in the meeting included representatives of AFL-CIO, Americans for 
Financial Reform, Better Markets, Consumer Action, Consumer Federation of 
America, Consumer Reports, and PIABA. 
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 They won’t prevent firms from continuing to create incentives that 
encourage and reward advice that is not in customers’ best interests.  

 They will, in some important ways, weaken protections that investors 
currently receive under state common law fiduciary standards.  

 And they won’t even provide investors with the information they need, 
in a form they can understand, to determine which type of relationship 
or account would best suit their needs. 

Our purpose in meeting with you was to explain the basis for these concerns 
and to identify the key fixes needed to address them.  

These proposed fixes do not represent the full range of changes we believe 
can and should be adopted to improve the rule. Rather, we view these fixes as 
the minimum necessary to ensure that the proposal meaningfully raises the bar 
on investor protection. All of them can be adopted working within the 
Commission’s chosen regulatory approach. As a result, they would not require 
the Commission to go back to the drawing board or restart its regulatory 
process from scratch. 

Unfortunately, despite your allocation of an hour for the meeting, we were 
not able to discuss all of the concerns we had hoped to cover. The purpose of 
this letter is to provide additional content and context regarding both the points 
we made and those we were not able to discuss. As always, we stand ready to 
discuss any of these issues in greater detail with members of the Commission 
and the rule-writing team. 
 
 
       1.  Adopt a true best interest standard for brokers that enhances, 

rather than simply codifies, FINRA’s interpretation and 
enforcement of its suitability standard.  

 
Investors reasonably expect that the investment professionals they turn to 

for advice will recommend the investments and investment strategies they 
reasonably believe would best meet the investor’s needs. Calling the standard 
that applies to brokers’ recommendations a “best interest” standard reinforces 
that reasonable expectation. But Reg BI, as drafted and interpreted in the 
proposing release, imposes no such obligation. Instead, the Release suggests 
that the intent of the rulemaking is to codify, rather than enhance, protections 
investors currently receive under FINRA’s suitability standard, which can be 
satisfied by recommending any of a potentially large number of “suitable” 
investments. Indeed, the Release explicitly states, in footnote 7, that the 
proposed rule’s information collection requirement, the fact that the duty can’t 
be satisfied through disclosure alone, and the requirement to make 
recommendations that are consistent with the customers’ best interests all 
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“reflect obligations that already exist under the FINRA suitability rule or have 
been articulated in related FINRA interpretations and case law.”  

The impression that Reg BI is intended to codify, rather than enhance, the 
existing suitability standard is reinforced by the Commission’s failure to 
provide any concrete examples of how Reg BI would raise the bar over FINRA 
suitability. Instead, examples provided in the Release of how brokers would 
be required to weigh a variety of factors and, in particular, how they would be 
required to consider costs when determining what to recommend, are all 
consistent with, rather than an enhancement to, FINRA’s interpretation and 
enforcement of its suitability standard. For example, Reg BI suggests that 
brokers would have to give greater consideration to costs when determining 
what to recommend, but the Release suggests that this requirement would only 
apply when deciding between two otherwise identical securities, such as two 
different share classes of the same mutual fund. But FINRA has for many years 
brought enforcement actions against brokers who recommended higher cost 
options in these limited circumstances.3 While there may be modest benefits 
to codifying this standard in federal law, it is misleading to suggest that it 
meaningfully raises the standard that applies to brokers’ investment 
recommendations. 

If the Commission wants to improve protections for investors by adopting 
a true best interest standard for brokers’ investment recommendations, the 
following changes to the rule text are essential to achieve that goal. 

 The Commission must adopt a principles-based definition of best 
interest that unequivocally raises the bar over the existing suitability 
standard. In defining the term, it must make clear that brokers are 
required to recommend the investments they reasonably believe are 
the best match for the investor from among the reasonably available 
investment options.4 

 If, as has been suggested, one goal is to ensure that brokers give greater 
consideration to costs in determining what investments to recommend, 

                                                 
2. See, e.g., FINRA, Improper Sales of Mutual Fund Class B and C Shares—
Remediation Information for Investors, https://bit.ly/2GsLGLG; Press Release, 
NASD Fines Merrill Lynch, Wells Fargo and Linsco $19.4 Million For Improper 
Sales of Class B and C Mutual Fund Shares, December 19, 2005, 
https://bit.ly/2GsHr2J; Jill Gregorie, FINRA Censures Voya Over Share Class Sales, 
Ignites, April 25, 2019, https://bit.ly/2PwyJEX.  

3. The approach outlined in the SEC Investor Advisory Committee’s 
recommendation on Regulation Best Interest offers a good model for how this could 
be achieved.  
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the rule should incorporate an explicit requirement to consider costs 
in the rule text. 

In addition to clarifying the definition of best interest in the actual text of 
the rule, the Commission must make changes to the rule Release to clarify and 
strengthen its interpretation of the best interest standard. First, if the 
Commission is serious about wanting to raise the standard, it must delete 
footnote 7 and scrub the Release of similar statements suggesting that Reg BI 
is intended to codify, rather than enhance, the existing FINRA suitability 
standard. Second, the Commission must support its best interest definition 
with concrete examples of practices that are required under Reg BI that are not 
required under FINRA suitability as well as practices that are prohibited under 
Reg BI that are not prohibited under FINRA suitability. For example, if the 
intent of the Care Obligation is to impose a diligence requirement that goes 
beyond the existing due diligence requirement under FINRA rules, the 
Commission must provide clear guidance on what kind of information 
collection and analysis would be required to satisfy the Reg BI Care Obligation 
that is not required to satisfy FINRA’s know your customer and suitability 
rules.  

In order to make clear that the standard is not just procedural in nature, 
however, the Commission must also clarify how it would interpret the 
obligation to make recommendations in the best interest of the client. 
Currently, the Release makes clear that brokers are not expected to identify the 
single “best” option for the investor, but it is considerably less clear on what 
they are required to do. To rectify this problem, the Release must clearly state 
that, while it may often not be possible to identify a single “best” investment, 
the pool of investments that satisfy a best interest standard in a particular 
situation should be significantly narrowed beyond the large number of 
investments that would typically satisfy the suitability standard. Moreover, the 
Release should make clear that the analysis to identify the best available 
options would have to be based on the full range of the investments’ material 
characteristics, including but not limited to costs, liquidity, and risks, as well 
as the investor’s circumstances and needs. Finally, if one goal of the proposed 
regulation is to require brokers to give greater weight to cost in determining 
what to recommend, the Release must make clear that the obligation to 
consider costs applies broadly, when considering different investments and 
investment strategies to achieve a particular investment goal, and not just when 
comparing otherwise identical securities. While such an approach would not 
require brokers to always recommend the lowest cost option available, it would 
require that, before recommending a higher cost option, the broker would have 
to have a reasonable basis for doing so based on the investor’s best interests. 
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Hypothetical Example 1: A broker determines that a portion of a client’s 
assets should be invested in a large cap mutual fund. She can satisfy her 
obligation under FINRA suitability by recommending any of the large cap 
funds that the firm has available to sell, as long as she recommends the 
lowest cost share class of that particular fund. Under a true best interest 
standard, that same broker would be required to compare the firm’s 
available large cap mutual funds – considering such factors as cost, past 
performance, risk, and volatility – in order to identify which of the many 
suitable funds represent the best available option for the investor. In this 
case, the obligation to consider costs wouldn’t just apply in determining 
which share class to recommend, but would also apply to the decision 
regarding which particular fund to recommend. 
Hypothetical Example 2: A client comes to a broker seeking investments 
to provide a steady stream of income in retirement. The broker can satisfy 
his obligations under FINRA suitability by recommending any of a variety 
of investments designed to provide income. He could, for example, 
recommend a variable annuity, and as long as he recommended the lowest 
cost share class of that annuity to the investor, he wouldn’t need to 
compare its costs (including surrender charges), liquidity, risks, and other 
material characteristics to other available annuities, let alone to other 
income-producing strategies. Under a true best interest standard, the 
broker would need to consider the costs and risks and other material 
characteristics of the various available strategies for producing income in 
order to determine which strategy is best for the investor. For example, in 
order to have a reasonable basis for his recommendation, he might have to 
weigh the costs and benefits not just of the various annuities he has 
available to sell, but also of a strategy based on a laddered bond portfolio 
or of an investment strategy that relies on a portfolio of ETFs or mutual 
funds to provide the potential for long-term growth and a fixed annuity to 
provide guaranteed income.5 In this case, the broker would need to weigh 
the costs, risks, and advantages not just of available investment products, 
but of available investment strategies to achieve the customer’s goals. 
As we discussed in our meeting, applying a best interest standard to 

brokers whose business model is based on a very limited menu of investment 
options poses particular challenges. However, we believe it is possible for the 
Commission to adopt an approach that improves protections for investors 
without placing the Commission in the position of dictating or banning 
particular product menus. Specifically, to ensure that its best interest standard 
                                                 
4. This example assumes the broker is also licensed to sell insurance annuities, as is 
often the case.  
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can’t be satisfied by recommending the least bad of a limited list of 
substandard investments, the Commission must make clear in the Release that 
it will hold firms accountable for developing a product menu that complies 
with the first prong of the proposed best interest standard, which requires that 
the recommended investments must be in the best interest of at least some 
investors. Under such an approach, firms would need to periodically assess 
their product offerings against other products available in the marketplace in 
order to ensure that their offerings are competitive. Moreover, the Commission 
must clarify that, as part of their Care Obligation, brokers will be required to 
consider a diverse product mix and make sure that their recommendations 
represent a good faith selection from that mix that best serves the investor’s 
needs. Adopting this approach would create an incentive for product sponsors 
to improve their product offerings and for firms to improve their product 
menus, which has the potential to greatly increase investor benefits from the 
rule, without putting the Commission in the position of dictating specific 
outcomes. 

If the Commission is not prepared to make the above-outlined changes to 
its proposed standard, it should stop calling the standard a best interest 
standard. Continuing the use of the best interest label without strengthening 
the standard as outlined above is sure to mislead investors into expecting 
protections the rule does not provide.  
 
 
       2.  Revise Reg BI to prevent brokers from placing their own 

interests ahead of customer’s interests and to prevent firms from 
creating harmful conflicts that would undermine compliance 
with the best interest standard.  

 
Investors don’t expect financial professionals to be entirely free from 

conflicts of interest, but they do reasonably expect that the financial 
professionals they rely on for investment advice will put their interests first. 
That is, after all, the essential difference between advice and a mere sales 
recommendation. Adopting a standard that explicitly states that brokers are 
prohibited from placing their own interests ahead of the customer’s interests 
reinforces that reasonable expectation. However, without changes to both the 
rule text and the accompanying guidance in the rule Release, Reg BI will fail 
to meet investors’ reasonable expectation in this regard and continue to leave 
them vulnerable to advice that is tainted by harmful and avoidable conflicts of 
interest.  

The proposed rule doesn’t live up to its promise to prevent brokers from 
putting their interests ahead of customers’ interests for at least two reasons: 
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 The rule, as drafted, is fully satisfied through compliance with three 
operational provisions, which effectively form a compliance safe 
harbor. A requirement to put the customer’s interests first is not 
included in that safe harbor.  

 The obligation to mitigate conflicts, which has the potential to give 
meaning to this obligation, is too vague to do so. And the discussion 
of this mitigation requirement in the rule Release doesn’t provide the 
necessary clarity. 

As with the best interest standard itself, these fundamental weaknesses in 
provisions of the rule designed to address conflicts of interest can be addressed 
through a combination of changes to the rule text and revisions to the 
supporting guidance, working within the Commission’s chosen regulatory 
approach. Nothing in our proposed changes would impede the ability of 
brokers to charge transaction-based payments for their services. On the 
contrary, these regulatory fixes would make transaction-based services a far 
more attractive option for investors than is currently the case.  

The following changes, which can be achieved without threatening 
investor access to transaction-based advice, are essential to prevent conflicts 
of interest from tainting brokers’ investment recommendations.  

 First, a requirement to place the customer’s interests ahead of the 
brokers’ interests must be included in the operational provisions of 
Reg BI. This could be accomplished by requiring that policies and 
procedures to mitigate conflicts of interest be reasonably designed to 
ensure that the broker-dealer and its associated persons at all times 
place the customer’s interests ahead of the brokers’ interests.  

 Second, the Commission must provide supporting language in the rule 
Release that makes clear that the broker’s obligation to place the 
customer’s interests first applies broadly, whenever the broker is 
considering which investments, investment strategies, accounts, or 
services to recommend. 

 Third, the Commission must provide greater clarity regarding how the 
obligation to eliminate or mitigate conflicts would apply to different 
types of conflicts. In particular, it must make clear that conflicts 
cannot be addressed through disclosure alone and that firms would be 
prohibited from artificially creating harmful incentives that undermine 
compliance with the best interest standard. 

For this approach to work, the obligation to mitigate conflicts would need 
to apply to all material conflicts of interest, not just those arising from financial 
incentives. While we appreciate that the Commission has broadly defined the 
category of conflicts that would have to be eliminated or mitigated under Reg 
BI, failure to include all material conflicts under the mitigation requirement 
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would suggest that there are certain types of conflicts where brokers would be 
free to place their interests ahead of customers’ interests and where conflicts 
could be addressed through disclosure alone. That would undermine the stated 
intention behind the rule of requiring brokers to place their customers’ interests 
first at all times when providing investment advice. 

As we mentioned in our meeting, CFA has developed a framework for 
addressing conflicts of interest that could apply equally to conflicts present in 
the broker-dealer and investment adviser business model. (A copy of that 
framework is included at the end of this letter.) Under CFA’s suggested 
approach, firms would be required to adopt conflict mitigation practices that 
are tailored to the nature and scope of conflicts of interest present in their 
particular business. Conflicts that are more likely to result in serious investor 
harm would be subject to more stringent mitigation requirements.  

Under this approach, firms would be prohibited from adopting certain 
incentives that encourage advice based on the financial interests of the firm 
rather than the best interests of the customer. That includes such practices as:  

 imposing sales quotas for the sale of proprietary products or basing 
bonuses on the volume of proprietary product sales; 

 paying reps more to sell investments that make revenue sharing 
payments than they pay for the sale of comparable investments that do 
not make revenue sharing payments;  

 adopting retroactive ratcheted payout grids that dramatically increase 
conflicts as the rep approaches the next rung on the grid; 

 providing certain types of signing bonuses that impose severe 
penalties on reps who fail to meet production targets; and 

 providing financial bonuses to encourage reps to steer customers 
toward the type of account that is most profitable for the firm, rather 
than the type of account that is best for the investor. 

This is intended as a representative, rather than exhaustive, list of the types of 
harmful incentives that firms ought to be banned from creating. In each case, 
the conflict of interest created is both potentially harmful and entirely within 
the control of the firm and, thus, easily avoidable. 

Adopting a framework for addressing conflicts along the lines advocated 
by CFA in its proposed framework would meet the Commission’s goal of 
preserving investor access to transaction-based advice, minimize the risk that 
misaligned incentives present in both brokerage and advisory business models 
would result in investor harm, and create an incentive for brokers and 
investment advisers alike to adopt investor-friendly practices. We encourage 
the Commission to adopt this framework as part of its guidance for compliance 
with both Regulation Best Interest and the IA Guidance. 
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       3. Reg BI must not undermine protections investors currently 
receive with regard to ongoing account monitoring under state 
common law fiduciary standards. 

 
While some investors may be equipped to make their own investment 

decisions, many turn to brokers for advice because they themselves lack the 
expertise to develop an investment strategy or determine whether a particular 
investment is in their best interests. In choosing an investment professional, 
they rely on advertisements and marketing claims that portray brokers as 
trusted advisers committed to acting in their customers’ best interests.6 They 
reasonably expect brokers to live up to the claims they make and the 
expectations they create when describing and marketing their services. So, 
when brokers describe their customer relationships as long-term relationships 
of trust and confidence, investors reasonably expect that the broker will be 
looking out for their interests, not just when recommending a particular 
transaction, but also between transactions. They assume, for example, that the 
advice to buy a particular security will be coupled with advice to sell that 
security at the appropriate time. Reg BI fails to meet these reasonable 
expectations. Worse, it actually weakens protections investors may currently 
receive under state common law.  

State common law recognizes that brokers have a fiduciary duty to their 
customers under certain circumstances, including where the broker has de 
facto control over an account. This includes circumstances in which the 
investor routinely approves the broker’s recommendations because the 
investor lacks the experience or sophistication necessary to exercise her own 
judgment. Given the generally low levels of financial literacy and the high 
degree of dependence investors place on their brokers, we believe the 
circumstances that give rise to a common law fiduciary duty, including a duty 
to monitor the account, are far more common than the Commission recognizes 
in this proposal.  

In such cases, courts have held that the broker has a duty to manage the 
account in a manner directly comporting with the needs and objectives of the 
customer, to keep informed regarding changes in the market which affect the 

                                                 
5. Micah Hauptman and Barbara Roper, Financial Advisor or Investment 
Salesperson? Brokers and Insurers Want to Have it Both Ways, CFA and AFR, 
January 18, 2017, https://bit.ly/2vgQtdY; Joseph C. Pieffer and Christine Lazaro, 
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, https://piaba.org/system/ 
files/pdfs/PIABA%20Conflicted%20Advice%20Report.pdf. 
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client’s interests, and to act responsively to protect those interests, among 
other things. In contrast, the Commission proposes in Reg BI to arbitrarily 
limit a broker’s duty to the customer to the point of transaction, regardless of 
the nature of the relationship and the extent of customer reliance on the 
broker’s advice. Customers of dual registrant firms who have both brokerage 
and advisory accounts will be responsible for remembering which accounts 
their financial advisor is responsible for monitoring, and for which accounts 
the customer bears that responsibility. The Commission proposes to rely on 
unproven disclosures to inform investors of these important differences, with 
no evidence to point to indicating the disclosures are likely to be effective. 

Once Reg BI is adopted, courts and arbitration panels are likely to look at 
the rule, rather than state common law, to determine what duties a customer is 
owed in circumstances where the broker exercises significant control over the 
account. And firms are certain to point to the rule’s explicit lack of any ongoing 
duty in disputing customer claims arising out of neglect. As a result, claims 
that are successful today, resulting in recoveries for harmed investors, are 
likely to fail if Reg BI is adopted as drafted.  

Here again, this is a fixable problem, if the Commission has the will to fix 
it. Specifically, in order to avoid weakening the protections investors receive 
when they rely on brokers for investment advice, the Commission must take 
the following actions. 

 Eliminate the provision in Reg BI that arbitrarily limits the broker’s 
obligation to the customer to the point of transaction.  

 In its place, adopt a principles-based obligation to monitor the account, 
where the nature and extent of the monitoring follows the contours of 
the relationship.  

Under such an approach, whether the broker has an ongoing duty to monitor 
the customer account, and the nature and extent of that duty, would be 
appropriately tailored to match the nature of the relationship and the 
customer’s reasonable expectations.  

Hypothetical Example 3: A broker makes a one-time sales 
recommendation to a customer which is clearly recognized as such by the 
customer. Under both Reg BI and a true best interest standard, the broker 
would have no ongoing duty to monitor the customer account. In such 
circumstances, however, the broker would have a duty not to recommend 
investments or investment strategies that he knows the customer cannot 
independently monitor based on his understanding of the customer’s 
investment experience and financial expertise.  
Hypothetical Example 4: A broker works with a customer over many 
years, making periodic recommendations that are consistent with the 
customer’s stated investment goals. The investor, who is not financially 
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sophisticated, follows all of the broker’s recommendations, trusting the 
broker’s expertise and that he will act in her best interests. Under many 
states’ common law standards, this broker would be held to a fiduciary 
standard, which would require the broker to manage the account in a 
manner directly comporting with the needs and objectives of the customer, 
to keep informed regarding changes in the market which affect the client’s 
interests, and to act responsively to protect those interests, among other 
things. Under Reg BI, the broker has fully satisfied his obligations to the 
client in the context of individual transactions, and has no on-going duty 
to monitor the account between transactions. Under a true best interest 
standard, the broker would be required to review the client account at least 
once a year to ensure that the investments in that account continue to serve 
the client’s best interests in light of her changing circumstances and 
changes in the market. If, for example, the client’s asset allocation needs 
to be adjusted, either because market returns have rendered it out of 
balance or because the client is approaching retirement and needs a more 
conservative allocation, the broker would have a duty to inform the client 
of that fact and recommend appropriate changes. 
Hypothetical Example 5: A broker has a long-term, closer than arm’s 
length relationship with a customer. The broker has recommended an 
investment strategy that is sensitive to market fluctuations. The market 
experiences a sudden downturn, slashing the value of a customer’s 
investments. Under Reg BI, the broker has no obligation to notify the 
investor or recommend adjustments to the account in response to those 
events, because the broker’s obligations ended when the recommendations 
were made. Under many states’ common law standards, the broker is a 
fiduciary and has an obligation to act responsively to protect the 
customer’s interests. A true best interest standard would mirror the state 
common law standard. 
One reason this issue arises is because of changes to the broker-dealer 

business model over the last several decades that have blurred the line between 
brokerage services and advisory services. We have on many occasions urged 
the Commission to address that problem by clarifying the broker-dealer 
exclusion from the Advisers Act. In 2005, for example, CFA wrote to the 
Commission suggesting a pro-investor definition of broker’s “solely incidental 
to” exclusion from the Advisers Act, founded on the legislative history of the 
Act.7 While we continue to believe this is the appropriate interpretation of the 

                                                 
6. Letter from Roper to SEC Secretary Jonathan G. Katz, Certain Broker-Dealers 
Deemed Not To Be Investment Advisers, CFA, February 7, 2005, 
https://bit.ly/2ISPTer, at 8-11.  
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Advisers Act, adopting our proposed approach would cause a broad range of 
services routinely offered by brokers today to be captured under the Advisers 
Act, something you have indicated you do not wish to do. Moreover, unless 
the Commission strengthens its interpretation of the Advisers Act fiduciary 
duty, which you have repeatedly insisted is not an option, narrowing the 
Advisers Act exemption would have the unintended effect of more widely 
applying the Commission’s weak, disclosure-based approach to enforcing the 
Advisers Act “fiduciary duty” to the conflict-ridden broker-dealer business 
model, to the detriment of investors.  

At the same time, the Commission should not adopt an inaccurate and 
inappropriate definition of “solely incidental to” in order to achieve its 
regulatory goals. For example, it should not make ongoing monitoring the 
basis for regulatory status as an investment adviser, as some have suggested. 
Such an approach could discourage brokers from adopting responsible 
monitoring practices out of concern that doing so might trigger an unwanted 
change in their regulatory status. It would also make a brokerage account an 
unattractive option for the millions of investors who lack financial 
sophistication and want a long-term relationship with an investment 
professional. If that were to occur, firms might find it necessary to convert 
more customer accounts to advisory accounts in order to provide the ongoing 
monitoring necessary to serve the customer’s best interests and make the 
accounts attractive to their clientele.  

Instead, we urge the Commission to adopt the less disruptive approach we 
have outlined above, by adopting a principles-based ongoing duty that follows 
the contours of the customer relationship. Such an approach would meet 
investors’ reasonable expectations based on how brokers market and describe 
their services and preserve brokers’ ability to offer transaction-based services 
on terms that are beneficial to investors. 
 
 
       4. Reg BI must clearly cover important account-opening 

recommendations. 
 

Some of the most important decisions investors make, in terms of the 
impact on their long-term financial well-being, are made either before or at the 
time an account is being opened. That includes decisions about whether to roll 
over a retirement account, whether to take a lump sum pension distribution in 
order to invest the proceeds, whether to transfer assets from one firm to 
another, and what type of account to open. Because of the way Reg BI is 
written, it isn’t clear whether or how the best interest standard would apply to 
these types of recommendations. And because the standards for brokerage and 
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advisory accounts differ, it is particularly unclear what standard would apply 
to these types of recommendations at dual registrant firms.  

We believe the Commission should clarify the rule’s application to such 
recommendations. Specifically, the Commission should make clear that any 
such recommendations must be in the best interests of the potential customer, 
based on a careful review of the customer’s situation. Firms should be required 
to adopt and enforce policies and procedures that are reasonably designed to 
ensure that these recommendations are not influenced by conflicts of interest. 
Under such an approach, firms should be prohibited from creating incentives 
that are designed to encourage account-opening recommendations based on 
the interests of the firm rather than on the best interests of the customer. 

Hypothetical Example 6: An investor approaches a dual registrant firm 
about opening an investment account. The financial advisor, who receives 
a financial bonus for steering customers to fee accounts, recommends a 
fee account, despite the fact that the investor indicates she is a buy and 
hold investor who expects to do little trading in the account. It is unclear 
whether or how Reg BI would apply to that recommendation. The 
Commission should make it explicit as part of this regulatory package that 
the recommendation of account type must be in the best interests of the 
investor. Moreover, it should make clear that, as part of their obligation to 
mitigate or eliminate conflicts of interest, firms are prohibited from 
creating incentives, such as paying reps a bonus when they recommend 
the type of account that would be most profitable for the firm, that would 
undermine compliance with that standard. 
Hypothetical Example 7: A broker recommends that a potential customer 
roll over his 401(k) plan and invest the proceeds in a brokerage IRA at the 
firm. The broker would clearly have to comply with Reg BI when 
recommending how to invest the proceeds of the rollover, but it is not clear 
that Reg BI would also cover the recommendation of whether to conduct 
the rollover. The Commission should make clear that brokers would be 
required to comply with Reg BI (and investment advisers would be 
required to comply with their fiduciary duty) when determining whether a 
rollover is in the best interests of the customer and would be prohibited 
from recommending a rollover when that is not in the customer’s best 
interests. For example, where the investor is moving from a 401(k) with a 
poor selection of high-cost investment options, the rollover would likely 
be in the investor’s best interests. However, where the investor’s money is 
in a top notch 401(k) with an excellent selection of high-quality, low-cost 
options, the broker would have a tougher case to make that the transfer is 
beneficial for the investor. 
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Hypothetical Example 8: A broker recommends that an investor take 
early retirement, cash out of their pension fund, and invest the proceeds 
with the broker. Here again, Reg BI would clearly apply to 
recommendations regarding how to invest the money once the decision to 
cash out is made, but it is not clear whether the recommendation to take 
early retirement and cash out the pension fund would also be covered. This 
can be vitally important to the investor’s long-term financial well-being, 
particularly for participants in certain union pension funds who lose their 
health insurance coverage if they leave the pension. The Commission 
should make clear that the all-important initial recommendation of 
whether to take the cash-out would be covered by the best interest standard 
for brokers (and the fiduciary duty for investment advisers).  
Hypothetical Example 9: A dually-registered financial advisor 
recommends that a new client open both a brokerage account and an 
advisory account. The financial advisor recommends that municipal bonds 
be purchased in the advisory account, and structured products be 
purchased in the brokerage account. The securities recommended are 
appropriate for the customer, but the financial advisor has placed the 
securities in different account types based on the compensation the firm 
would receive from each account. It is not clear whether the financial 
advisor’s recommendation to separate assets between a brokerage and an 
advisory account in a manner in which it will be more profitable for the 
firm, will be prohibited under Reg BI. The Commission should make that 
clear. 
Hypothetical Example 10: A broker that is changing firms recommends 
that a customer follow him to his new firm, a move that will require her to 
cash out her investments, potentially triggering certain penalties, such as 
surrender fees, as well as capital gains taxes. Here again, it is not clear 
whether Reg BI would apply to this recommendation. The Commission 
should clarify that such recommendations that occur prior to account 
opening are nonetheless required to be in the best interests of the customer.  
Because the decisions investors make when opening an account may have 

an even greater impact on their long-term financial well-being than subsequent 
recommendations regarding how to invest their money, we urge the 
Commission to make crystal clear that these types of recommendations would 
be required to be in the investor’s best interests and that firms would have to 
have policies and procedures in place to support compliance with that standard.  
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       5. The Investment Advisers Act Guidance must be revised to better 
protect clients from the harmful impact of conflicted advice. 

 
One of the most troubling aspects of this regulatory package is the huge 

gap between how the Commission characterizes the Investment Advisers Act 
fiduciary duty and how, as a practical matter, it interprets and enforces that 
standard. On the one hand, the Commission states that investment advisers, as 
fiduciaries, are required to avoid conflicts, must always act in clients’ best 
interests, and must never subordinate clients’ interests to their own. It goes on 
to state that this duty cannot be disclosed or negotiated away. That is entirely 
consistent with investors’ reasonable expectations regarding the standard that 
investment advisers should be held to, as well as the legislative history of the 
Investment Advisers Act.8 Unfortunately, the interpretation of that standard in 
the proposed Guidance directly contradicts every one of those statements.  

Specifically, the proposed Guidance regarding investment advisers’ 
fiduciary obligations makes clear that, in practice:  

 Investment advisers aren’t required to avoid conflicts or even to 
manage them to the benefit of the client. They must simply disclose 
them to be deemed by the Commission to be in compliance with their 
fiduciary obligations. 

 Investment advisers are free to place their own interests ahead of their 
clients’ interests and recommend the investments that pay them more, 
rather than those that are best for their clients, as long as they disclose 
that practice. 

One problem is that the characterization of the Advisers Act fiduciary duty is 
grossly misleading; if all the Commission is prepared to do is require 
disclosure, it shouldn’t pretend otherwise. The more pressing problem is that 
this approach is entirely inadequate to address harmful practices that result 
from an increasingly conflicted advisory business model.  

The Commission’s disclosure-only approach may have been adequate a 
few decades ago, when investment advisers were typically paid exclusively by 
the client and therefore didn’t have a lot of complex incentives to make 
recommendations that weren’t in their clients’ best interests. Where the adviser 

                                                 
7. See SEC, Investment Trusts and Investment Companies: Report of the Securities 
and Exchange Commission Pursuant to Section 30 of the Public Utility Holding 
Company Act of 1935, 28 (1939) (Representatives of investment counselors 
recognized that their function was the “furnishing to clients on a personal basis 
competent, unbiased, and continuous advice regarding the sound management of 
their investments” and they could not do this “unless all conflicts of interest between 
the investment counsel and the client were removed.”). 
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is paid a percentage of assets under management, for example, the adviser has 
an incentive to gather assets, and to avoid recommending investments that 
would deplete those assets under management. But that’s the kind of conflict 
that can readily be addressed through disclosure plus some basic policies and 
procedures to protect against reverse churning and inappropriate asset 
transfers. In recent years, however, that business model has completely 
changed with the growing dominance of dual registrant firms. These firms 
typically bring many of the same complex conflicts associated with brokerage 
accounts into their advisory accounts. That includes: favoring 
recommendations of investments that make revenue sharing payments; 
favoring recommendations of proprietary products even when better options 
are available; offering financial incentives to steer clients toward the account 
type that is most profitable for the firm rather than the account that is best for 
the customer; and more. 

As a result of the enormous gap between how the Commission describes 
the Advisers Act fiduciary duty in theory, and the reality on the ground, 
investors are being misled into expecting protections that they badly need 
when dealing with conflicted advisers, but that the Commission’s enforcement 
of the standard does not provide. This is not an easy problem to solve under 
the Commission’s chosen regulatory approach.9 Despite the challenges, there 
are steps the Commission could take that, while far from a complete solution, 
would at least help to narrow the gap between theory and reality and, in so 
doing, impose a standard for investment advisers that comes somewhat closer 
to meeting investors’ reasonable expectations.  

First, the Commission must do more to ensure that investors’ consent to 
investment advisers’ conflicts of interest is truly informed. The current 
approach of burying conflict disclosures in a lengthy, legalistic ADV form 
clearly doesn’t result in informed consent. We understand the Commission is 
placing its hopes in the CRS disclosures to resolve that problem, but the testing 
of the CRS makes clear that most investors did not understand either the nature 
or potential harmful impact of common conflicts, even after a careful review 
of the proposed disclosures. And it is difficult to see how firms that may fill 
multiple pages of an ADV form with a description of their conflicts will be 

                                                 
8. Had the Commission relied on its rulemaking authority under Section 913(g) of 
the Dodd-Frank Act, it could have adopted an explicit requirement for investment 
advisers to act in the best interests of their clients, without regard to the financial 
interests of the firm or the individual adviser. This would have strengthened the 
Commission’s hand in bringing enforcement actions against investment advisers who 
place their own interests ahead of client interests.  
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able to provide meaningful disclosure of those conflicts in a CRS that is limited 
to four pages to cover all of the required content.  

To address this problem, the Commission must require much more 
prominent disclosure, not only of the existence of conflicts of interest, but of 
their potentially harmful impact. It should test those disclosures to ensure their 
effectiveness. While we remain very skeptical that disclosure can offer a 
solution to the problem of conflicted advice, the hope is that, if advisers were 
required to provide the kind of stark disclosures needed to obtain truly 
informed consent, they would be less likely to engage in practices that are 
harmful to the investor. 

Second, the Commission must recognize that there is an important 
difference between consenting to the existence of conflicts of interest and 
consenting to be harmed as a result of those conflicts. Simply put, reasonable 
investors do not consent to be harmed. Where conflicts result in advisers’ 
placing their own interests ahead of their clients’ interests – for example, by 
recommending the investments that pay them the most when they have options 
available that would be better for the client – this should be taken as prima 
facie evidence that the consent was not informed, and the Commission should 
respond accordingly. Finally, the Commission should give meaning to the 
requirement for investment advisers to avoid conflicts by prohibiting advisory 
firms from artificially creating incentives that encourage recommendations 
based on the financial interests of the adviser and the firm, rather than on the 
client’s best interests. The framework for addressing conflicts of interest that 
accompanies this letter provides additional details on how this could be 
accomplished. 

Hypothetical Example 11: An investor opens an advisory account at a 
dual registrant firm that includes proprietary funds on its large menu of 
fund offerings. Under the IA Guidance, as long as they disclose their 
practices, the firm would be free to impose quotas for recommendations 
of proprietary funds or pay advisers more when they recommend the 
funds, and the individual adviser would be free to recommend those 
proprietary funds even when other options are available with lower costs, 
better performance, and lower risks that clearly make them a better option 
for the investor. Under a true fiduciary standard that is consistent with the 
Commission’s characterization (but not its enforcement) of the Advisers 
Act standard, the individual adviser would be required to recommend the 
investments he reasonably believes are best for the client, and firms would 
be prohibited from creating incentives that encourage recommendations 
based on the firm’s financial interest rather than the investor’s best 
interests. At the very least, in order to ensure that consent to the conflicts 
of interest is informed, the adviser must be required to prominently 
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disclose, orally and in writing, that he is recommending higher cost, lower 
quality proprietary funds when the firm has better options are available, 
that he is making that recommendation because he has a quota he needs to 
fill, and that the investor can expect to lose out on $X thousands in 
investment returns over the lifetime of the investment as a result.  
If the Commission would take these limited steps, which are well within 

its authority and achievable within its chosen regulatory approach, it might 
help to rein in some of the most harmful practices among conflicted advisory 
firms and thus help to narrow the gap between theory and reality with regard 
to the Advisers Act fiduciary duty. While far from perfect, it would be a 
modest improvement over the Commission’s deeply flawed proposed 
approach. 
 
 
       6. Form CRS needs to be revised and retested to ensure that it 

supports an informed choice between a brokerage account and 
an advisory account.  

 
You have identified as one of your key goals for this regulatory package 

preserving investor choice with regard to the type of financial adviser they 
hire, the scope of services they receive, and how they pay for those services. 
But for that choice to be meaningful, investors need to understand what they 
are choosing between and how that choice might affect them. This regulatory 
package relies on the Customer Relationship Summary (CRS) to provide 
investors with the key information they need to make an informed choice 
between a brokerage account and an advisory account. The problem is that the 
CRS, as proposed, doesn’t clearly convey the information necessary to support 
an informed choice. It will require extensive revisions and retesting to arrive 
at an approach that works. 

The testing of CRS that has so far been conducted, both the qualitative 
interviews conducted by RAND and the separate testing conducted by AARP 
and others, shows that investors who review the CRS more carefully than is 
likely to occur in real world circumstances still don’t understand:  

 key differences in the services offered by brokers and advisers;  
 the differences in the legal standards that apply to those services; 
 how much they are likely to pay; or  
 the nature or potential harmful impact of conflicts of interest.  

If investors don’t understand those basic differences, they can’t determine 
which type of account or relationship would be best for them or otherwise 
make an informed choice. 
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We’ve seen reports that the Commission expects to extensively revise the 
CRS before finalizing its regulatory package. But, even if these reports are 
true, unless the Commission retests the revised disclosure, it won’t have any 
way to know whether the revised version solves the problems that earlier 
testing has identified. When AARP engaged in a second round of testing of the 
CRS, for example, they found that the changes they made resulted in some 
improvements in investor comprehension, but didn’t fully resolve other areas 
of confusion. Clearly conveying information about the legal standard and 
conflicts of interest proved especially challenging. The Commission has given 
disclosure too prominent a role in its proposed regulatory approach to rely on 
wishful thinking, rather than rigorous testing, to determine whether its 
proposed regulatory approach is likely to be successful.  

We have also heard reports that the Commission is likely to give firms 
greater “flexibility” in implementing the required disclosure. If true, this has 
the potential to leave investors with the worst of both worlds – a disclosure 
that fails to clearly convey important information (especially information on 
conflicts that firms prefer to obscure) that isn’t even comparable from firm to 
firm. We would strongly oppose such an approach.  

Given the important role that the CRS plays in the Commission’s proposed 
regulatory approach, and the extensive changes needed to ensure the CRS 
serves its intended purpose, it would be irresponsible for the Commission to 
finalize a revised CRS without going through that revision and retesting 
process and making the results of that testing available for public comment.  
 
 
Conclusion 
 

You have outlined an appropriate goal for Commission rulemaking in this 
area – to develop a standard that meets investors’ reasonable expectations 
while preserving investor choice. Unfortunately, your proposed regulatory 
package fails to achieve that goal. In attempting to understand why, one reason 
appears to be a reluctance on the part of Commission officials to acknowledge 
the degree to which the current market for investment advice does not work 
well for typical, financially unsophisticated investors. Another is the 
Commission’s apparent reluctance to disrupt even harmful aspects of the 
broker-dealer business model. The market in its current form is pervaded and 
driven by conflicts of interest that cause severe harm to investors, costing 
everyday Americans billions of dollars a year that they need for a secure future.  
A rule to protect investors needs to be built on a clear recognition of this 
serious problem and include sufficient specific steps to address it. We urge you 
to acknowledge, before it is too late, that significant improvements and 
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clarifications are needed for the proposed regulatory package to meet the 
standard that you have set for it. We believe the changes outlined above are 
the minimum needed to meet that standard. We stand ready to work with the 
Commission to achieve that goal. 
 
       Respectfully submitted, 
 
       Heather Slavkin Corzo 
       AFL-CIO 
 
       Lisa Donner 
       Americans for Financial Reform 
 
       Stephen Hall 
       Better Markets 
 
       Linda Sherry 
       Consumer Action 
 
       Barbara Roper 
       Micah Hauptman 
       Consumer Federation of America 
 
       Christine Lazaro 
       PIABA 
 
 
 
cc: Commissioner Robert J. Jackson, Jr. 
 Commissioner Hester M. Peirce 
 Commissioner Elad L. Roisman 
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A Framework for Addressing Broker-Dealer and Investment Adviser  
Conflicts of Interest When Providing Retail Investment Advice 

 
 

Conflicts of interest are present in both the broker-dealer and investment 
adviser business models. Some conflicts are inherent to each business model, 
the natural outgrowth of commission- and fee-based compensation structures. 
Other conflicts result from the investment products brokers and advisers 
recommend and the various payments product sponsors make to encourage 
their sale. Still other conflicts are artificially created by firms to encourage 
financial professionals to recommend the products and services that are most 
profitable for the firm. All have the potential to inappropriately influence 
recommendations, to the detriment of investors, but the nature and severity of 
those conflicts varies greatly. How the Commission addresses conflicts of 
interest will largely determine whether investors benefit from the proposed 
Regulation Best Interest as well as the Commission’s accompanying 
interpretation of the Investment Advisers Act fiduciary duty.  

The good news is that there is a workable framework for addressing 
conflicts of interest that can be adapted to both brokerage and advisory 
business models. Under this approach, firms would be required to adopt 
conflict mitigation practices that are tailored to the nature and scope of 
conflicts of interest present in their particular business. Conflicts that are more 
likely to result in serious investor harm would be subject to more stringent 
mitigation requirements. This framework for addressing conflicts would 
preserve the ability of brokers to receive transaction-based compensation, 
minimize the risk that misaligned incentives present in both brokerage and 
advisory business models would result in investor harm, and create an 
incentive for brokers and investment advisers alike to adopt consumer-friendly 
practices. 
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I. Conflicts that are inherent to the business model 
 
A. Explanation of the problem 

 
Conflicts of interest are inherent to both the broker-dealer and investment 

adviser business models. Brokers and advisers alike have an interest in 
maximizing their compensation, creating incentives that may not always align 
with investors’ interests. 

 Commission compensation creates an incentive to maximize 
transactions. In the brokerage model, the firm and financial 
professional get paid only if a recommendation results in the 
completion of a transaction. Therefore, a broker-dealer has an 
incentive to recommend that an investor complete a transaction, 
regardless of whether doing so is in the best interest of the customer. 
This incentive can result in recommendations to roll over a 401(k) to 
the firm, even when that results in increased costs to the investor, or 
to churn an account in order to increase the number of transactions, 
for example.  

 AUM fees create an incentive to gather assets. Investment advisers 
who charge a fee based on assets under management get paid only if 
they are managing a client’s money. The more of the client’s money 
they manage, the more they get paid. As with brokers, this incentive 
can result in recommendations to roll over a 401(k) to the firm, 
regardless of the benefits to the client. It can also cause advisers to 
avoid financial recommendations, such as paying off debts or 
investing in real estate, that would reduce assets under management. 
Because an adviser compensated through AUM fees gets paid the 
same amount regardless of the level of service provided, that adviser 
also has an incentive to do the least amount of work necessary to 
maintain the account (a practice known as reverse churning).  

 Other payment methods also create conflicts. While AUM fees 
represent the most common compensation method among investment 
advisers, some advisers charge hourly fees while others charge 
engagement or monthly fees. Each comes with its own set of conflicts. 
When the client pays by the hour, for example, the adviser has an 
incentive to maximize the time it takes to complete the job. The 
opposite is true when the adviser is paid by the engagement, and the 
incentives associated with monthly fees resemble the incentives under 
AUM fees to engage in reverse churning.   

 Dual registrants have an additional layer of conflicts. Firms that 
offer both brokerage and advisory accounts, or different accounts with 
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different payment models, have an incentive to recommend the type 
of account that is most profitable for the firm, rather than the type of 
account that is best for the investor.  

Conflicts of interest that are inherent to the business model are typically 
fairly simple and straightforward. They boil down to the fact that the firms and 
financial professionals have an incentive to maximize compensation, whatever 
their compensation structure, that may not always result in recommendations 
that are in investors’ best interests.  
 
 

B. Framework to appropriately address this problem 
 

Addressing conflicts that are inherent to the business model starts with 
disclosure and informed consent. The disclosure must be sufficient to ensure 
that the investor understands the nature of the conflicts of interest associated 
with the particular business model and how the recommendations they receive 
could be affected, since without such understanding consent cannot truly be 
“informed.” It is critically important to recognize, however, that when 
investors consent to the existence of conflicts, they do not consent to be 
harmed as a result of those conflicts. Firms and financial professionals must 
still have an obligation to provide advice that is in the investor’s best interest, 
even after the conflicts have been disclosed and consented to.  

To ensure that conflicts of interest that are inherent to the business model 
do not taint the advice they offer, firms must adopt strong policies and 
procedures tailored to the conflicts specific to their business model. So, for 
example, broker-dealers must have policies and procedures in place to ensure 
that their reps do not engage in excessive and unnecessary transactions. 
Advisers who charge AUM fees must have policies and procedures in place to 
ensure they do not neglect the account. To achieve this, firms must have 
surveillance mechanisms to identify and curtail recommendations that are the 
natural result of the business model’s conflicts and that are not in the investor’s 
best interest. At dual registrant firms, this should include supervisory 
procedures designed to ensure that their financial professionals recommend 
the type of account that is best for the investor, rather than the type of account 
that is most profitable for the firm.  

All three types of firms must have policies and procedures in place to 
ensure that rollover and asset transfer recommendations are in the best interests 
of the customer, and not just the firm. Under such an approach, firms must 
require rigorous analysis and documentation showing why their advice or 
recommendation is in the investor’s best interest. For example, to ensure that 
any recommendation to roll over a workplace retirement account into an IRA 
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is in the investor’s best interest, a firm’s policies and procedures must require 
that the professional undertake a rigorous analysis comparing the customer’s 
current account with reasonably available options at the firm. This analysis 
would include a comparison of the relative costs, available investments, and 
different level of services, for example, in order to make an ultimate 
assessment of the value of the recommended transaction. Further, the firm’s 
policies and procedures must require that the financial professional document 
this analysis so that the firm’s compliance department and regulators can 
review whether the recommendation was in the investor’s best interest and 
confirm that it was not inappropriately influenced by the desire to charge a 
commission or capture assets.  

Firms that prepared to implement the Department of Labor fiduciary rule 
before it was over-turned in court should already have designed compliance 
programs that meet this standard. Moreover, numerous technological tools 
were brought to market in response to that rule to support such a requirement. 
In some cases, an objective analysis is going to demonstrate that a rollover is 
improper, and firms need to be prepared to refrain from recommending a 
rollover in such instances. For example, few firms can compete with the low 
costs available to participants in the Thrift Savings Plan (TSP) and thus would 
find it difficult to justify a rollover that could easily increase the investor’s 
annual costs by 30 to 40 times for similar products. In other instances, the firm 
will be able to document the benefits to the investor of a rollover, particularly 
when the firm has an attractive suite of retirement account options or the 
401(k) plan in question is a substandard plan. This approach has the added 
benefit of creating an incentive for firms to compete based on the cost and 
quality of their products and services, which in turn has the potential to deliver 
significant benefits to investors.   
 
 

II. Investment product-related conflicts  
 
A. Explanation of the problem 

 
Conflicts of interest can also arise as a result of payments investment 

products make, and practices product manufacturers engage in, to encourage 
firms and financial professionals to recommend their products rather than 
those of their competitors. Some of those conflicts, such as payments made to 
get on a firm’s investment menu, may be present in advisory as well as 
brokerage accounts, particularly at dual registrant firms. Others are directly 
tied to transaction payments, and thus are associated exclusively with 
brokerage accounts. When financial professionals’ pay and firms’ profits vary 
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significantly based on what investments they recommend, conflicts of interest 
are multiplied and magnified, and the policies and procedures firms adopt to 
address those conflicts must be adjusted accordingly.  

These product-specific conflicts arise because of the stiff competition that 
exists among product manufacturers, who seek to encourage sales of their 
products over their competitors’ by offering the most attractive compensation 
arrangement to the selling brokers. Such conflicts tend to be much more 
complex than the basic compensation-related conflicts discussed above, 
making them difficult for even financially sophisticated investors to 
understand or guard against. To illustrate, when a product manufacturer creates 
an investment product, the manufacturer decides whether to embed certain 
distribution-related costs in the product and how those costs should be 
structured. With a broker-sold mutual fund, for example, the mutual fund 
company decides both the amount of the sales load to be charged and how to 
structure that load; whether and how much to charge in 12b-1 fees; whether 
and how much to charge for recordkeeping through sub-transfer agency fees; 
whether and how much the fund’s adviser should pay different broker-dealers 
in revenue sharing arrangements; and how much to pay to brokers in gross-
dealer concessions for distributing their fund. It only gets more complicated 
from there. Different mutual fund companies adopt different distribution cost 
structures and varying levels of compensation paid to brokers who sell their 
products. And other investment products – such as annuities, structured 
products, and non-traded real estate investment trusts (REITs) and business 
development companies (BDCs) – have different cost structures from mutual 
funds, typically with even higher levels of compensation paid to broker-dealers 
who sell them.  

The result is that brokers have a strong incentive to recommend the 
products that pay them the most, regardless of whether they are the best option 
for the investor. In practice, this means, for example, that a broker-dealer has 
an incentive to recommend a mutual fund that pays a higher share of the load 
rather than an available alternative that offers a lower payout, even if the 
alternative has a history of better performance or is otherwise a better match 
for the investor. Similarly, a broker-dealer has an incentive to recommend a 
variable annuity or structured product instead of a mutual fund, because those 
products pay so much more, even if a portfolio of mutual funds would achieve 
the same investment goal at lower cost and with greater liquidity and fewer 
risks.  

Conflicts such as these are a major source of investor harm. Because costs 
associated with product-specific incentives are ultimately born either directly 
or indirectly by the investor, the products that are most lucrative for the broker 
are also typically those that are most expensive for the investor. Similarly, 
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products that are hardest to sell, because they are less liquid or higher risk or 
suboptimal for other reasons, can overcome those disadvantages by offering 
higher compensation. As a result, these incentives can expose investors not 
just to higher costs, but also to higher risks or inferior performance. Because 
of the complexity of such conflicts, and the potential for investor harm, 
particularly rigorous policies and procedures are needed to reduce the 
likelihood that these incentives will taint recommendations.  
 
 

B. Framework to appropriately address this problem 
 

It should be patently obvious that conflicts of interest of this complexity 
cannot adequately be addressed through disclosure alone. Experience, and 
disclosure testing, tell us that most investors will never gain a sufficient 
understanding of such conflicts to give informed consent. And brokers who 
have strong incentives to act against their customers’ interests are less likely 
to comply with a best interest standard. More rigorous policies and procedures 
are needed to ensure that these product-specific conflicts do not taint 
investment recommendations.  

The good news here is that, while firms do not create these product-
specific conflicts of interest, it is possible for them to eliminate or at least 
significantly reduce such conflicts. Some firms had begun that process in 
response to the DOL rule through the adoption of “clean shares” and other 
more product-neutral approaches to broker compensation. By removing all 
distribution-related costs from the products, clean shares in particular have the 
potential to eliminate incentives for broker-dealer reps to recommend funds 
based on their own financial interests rather than the investor’s best interest. 
(Though some clean shares appear to be “cleaner” than others.) Other 
approaches to levelizing compensation across products, and basing broker 
compensation on the nature and extent of services provided rather than on the 
products sold, have the potential to provide a similar benefit at the individual 
rep level, though firms may continue to face compensation-related conflicts.  

 Levelizing compensation for similar products can better align 
interests of brokers and investors. Where investment products have 
similar features and serve similar functions, broker-dealer firms could 
reduce product-specific conflicts by taking steps to ensure that the 
compensation that flows to the individual rep does not depend on the 
product recommended. For example, a broker-dealer would ensure 
that there is no incentive for the rep to recommend one mutual fund 
over another by providing level compensation for all mutual fund 
recommendations. One option would be to apply a level commission 
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to load-waived A shares, as LPL announced it planned to do with its 
Mutual Fund Only Platform, an approach that reduces conflict-related 
incentives at both the firm and individual rep level. Another option is 
for firms to continue to distribute products that offer variable 
compensation, but to offer level compensation at the individual rep 
level for all similar products. In such cases, the firm neutralizes the 
conflict at the rep level but retains the conflict at the firm level, as well 
as the differences in cost to the investor. This approach to levelizing 
compensation for similar investments would apply equally to 
recommendations of annuities, for example, or any other class of 
investments. If firms are required to design policies and procedures to 
mitigate conflicts that are reasonably designed to ensure that the 
customer’s interests come first, they may come up with additional 
approaches that achieve the same objective of minimizing product-
specific conflicts.  

 Ensuring that variations in compensation are justified based on 
an objective analysis can help to reduce compensation-related 
conflicts of interest across different product lines. While levelizing 
compensation for similar products can reduce incentives to 
recommend one mutual fund over another or one annuity over another 
based on compensation considerations, it doesn’t eliminate the 
incentive to recommend those classes of investment products (e.g., 
variable annuities, non-traded REITs, and structured products) that 
offer the most generous compensation. Brokers have argued that 
differences in compensation are warranted by differences in the time 
it takes to analyze the products and explain their features to investors. 
But it is unquestionably the case that the higher compensation 
provided by these products largely explains why they feature so 
prominently in stories of abusive sales practices. To counteract this 
problem, broker-dealer firms should take steps to ensure that any 
variations in the level of compensation for different types of 
investments that flow to the individual representative are justified 
based on an objective analysis, in writing.  

 To the extent firms do not eliminate compensation-related 
conflicts, recommendations of higher compensating products 
must be backed by rigorous analysis documenting the basis for 
concluding that such recommendations are in the customer’s best 
interest. Firms that retain significant variations in compensation at the 
individual rep level will need to adopt particularly rigorous policies 
and procedures to ensure those conflicts don’t inappropriately 
influence recommendations. Where the rep recommends higher 
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paying products, particularly when those products also impose 
additional costs on the investor, this must include written 
documentation of the basis on which the rep determined that a 
particular recommendation is in the customer’s best interest. The rep 
should have to explain, for example, how the particular product meets 
the investor’s goals and needs, why the imposition of any additional 
costs provides value to the investor, and why the same objective 
cannot be accomplished more efficiently through other reasonably 
available investment products or strategies. For example, if a broker-
dealer recommends that an investor purchase a variable annuity or a 
non-traded REIT, the broker-dealer should be required to provide an 
objective analysis documenting the investor’s need for that particular 
type of investment and why it is a better option for the investor than 
other reasonably available investment products and strategies. If the 
rep can’t support the recommendation, including why any added costs 
are justified, he should not be permitted to make the recommendation. 
And the firm should adopt supervisory procedures to ensure 
compliance.  

The benefits to investors of a more product-neutral approach to broker 
compensation are obvious. If investment products were forced to compete 
based on their own merits (cost and quality), rather than by compensating the 
broker, the best products would thrive, to investors’ benefit. And, in a 
commission account based on clean shares, for example, the costs of brokerage 
services would be transparent and subject to market forces. These factors have 
historically led to much lower costs for investors, which likely explains why 
firms have been so reluctant to adopt clean shares now that the DOL rule no 
longer provides them with an incentive to do so. But there are benefits to firms 
as well from approaches that reduce product-specific conflicts. Firms that 
adopt such approaches are likely to face fewer compliance headaches under a 
best interest standard if incentives for non-compliance are reduced or 
eliminated. And firms that minimize product-specific conflicts should find it 
easier to justify their recommendations and easier to defend against claims that 
their reps placed their own financial interests ahead of the customer’s best 
interests.  
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C. Conflicts that firms artificially create to drive specific 
conduct 

 
A. Explanation of the problem  

 
Conflicts of interest also arise when firms themselves create incentives to 

encourage and reward very specific behavior that is profitable to the firm, but 
harmful to investors. These types of conflicts aren’t inherent to the broker-
dealer or investment adviser business models, nor are they created by outside 
parties, as product-specific conflicts typically are. Rather, these conflicts arise 
when firms make a conscious decision to inject a variety of perverse incentives 
into a business model that, in all too many cases, is already rife with conflicts 
of interest in order to maximize their profits at customers’ expense.  

Artificially created incentives include, but are certainly not limited to, 
contests, quotas, bonuses, trips, or other special awards that firms use to reward 
individual reps for meeting certain sales targets. Such incentives may be used, 
for example, to encourage financial professionals to sell proprietary products 
over non-proprietary products or, at dual registrant firms, to steer prospective 
clients to high-cost managed accounts when they would be better served by a 
brokerage account. Artificially created incentives also include retroactive 
ratcheted payout grids, which disproportionately increase compensation for 
incremental increases in sales, creating enhanced risks for investors when reps 
approach the next level on the grid. What these incentives have in common is 
that none exist naturally or inevitably within the broker-dealer business model, 
and all are fully within the control of the firm. While not every such incentive 
is harmful, these incentives create problems for investors when the conduct 
that is most profitable for the firm is not in investors’ best interest, because it 
inappropriately increases their costs, for example, or exposes them to 
unnecessary risks.  

Moreover, these types of incentives are not limited to the broker-dealer 
business model. They may also arise in advisory accounts in the dual registrant 
context, where investment adviser affiliates often artificially create many of 
the same conflicts that are so prevalent in the broker-dealer space. In such 
cases, the investment adviser affiliate typically buries their various conflict 
disclosures deep in their Form ADV in legalese that few if any investors will 
read and even fewer will understand. As discussed above, that type of 
disclosure does not lead to informed consent and cannot substitute for a true 
best interest obligation.  
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B. Framework to appropriately address this problem 
 

As with product-specific conflicts, an approach to these artificially created 
incentives that relies on disclosure alone would be totally ineffective at 
protecting retail investors from harm. Research has shown that simply 
disclosing conflicts does not enable investors to protect themselves from the 
harmful impact of those conflicts, particularly when the conflicts are complex 
and opaque, as is often the case here. Moreover, the whole point of many of 
these incentives is to drive specific behavior that benefits the firm, regardless 
of whether it harms investors. Where that is the case, the easy, logical solution 
is simply to eliminate the incentive.  

The specific standard that the SEC should adopt to guide firms when 
deciding what artificially created incentives they must eliminate is whether the 
incentive would reasonably be expected to encourage recommendations based 
on factors other than the customer’s best interest. If an objective analysis 
shows that an incentive would reasonably be expected to encourage 
recommendations that are not in the customer’s best interest, it must be 
eliminated. The good news is that, because these incentives are not intrinsic to 
either the broker-dealer or investment adviser business models, they are the 
easiest of conflicts to eliminate. All it takes is the will to do so. 

 
* * * 

 
In conclusion, the only way to ensure compliance with a meaningful best 

interest standard is to rein in harmful incentives that would otherwise taint 
advice. This requires firms to adopt strong anti-conflict policies and 
procedures that are tailored to the specific risks that different types of conflicts 
pose to investors’ well-being. This framework for addressing common 
conflicts of interest among both broker-dealers and investment advisers is 
rigorous enough to protect investors’ interests and flexible enough to work 
across a variety of business models. 
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The following Testimony regarding Putting Investors First: Reviewing 
Proposals to Hold Executives Accountable was submitted to the U.S. House 
Committee on Financial Services by Christine Lazaro on April 2, 2019. 
(prepared with the assistance of Michael Edmiston). 
 
 

Statement for the Record by the Public Investors Arbitration  
Bar Association Hearing before the House Financial Services 

Committee; Subcommittee on Investor Protection, Entrepreneurship, 
and Capital Markets: Putting Investors First: Reviewing Proposals to 

Hold Executives Accountable 
 
 
Chairwoman Maloney 
Ranking Member Huizenga 
U.S. House Committee on Financial Services 
Subcommittee on Investor Protection, Entrepreneurship, 
and Capital Markets  
2129 Rayburn House Office Building  
Washington, DC 20515 
 
Dear Chairwoman Maloney and Ranking Member Huizenga: 
 

The Public Investors Arbitration Bar Association (PIABA)1 appreciates 
the opportunity to submit this statement for the record in connection with the 
April 3, 2019 hearing, “Putting Investors First:  Reviewing Proposals to Hold 
Executives Accountable.” 

PIABA is focusing its statement on the issue of mandatory arbitration 
clauses contained within contracts between investors and brokerage firms.  
Since the Supreme Court decided Shearson/American Express v. McMahon2 
in 1987, investors have increasingly been required to submit their disputes to 
arbitration.  Restoring investor choice of forum is an important step to further 
investor protection. 
                                                 
1. PIABA is an international bar association comprised of attorneys who represent 
investors in securities arbitrations.  Since its formation in 1990, PIABA has 
promoted the interests of the public investor in all securities and commodities 
arbitration forums, while also advocating for public education regarding investment 
fraud and industry misconduct.  Our members and their clients have a strong interest 
in rules which govern the conduct of those who provide advice to investors.   

2. 482 U.S. 220, 107 S. Ct. 2332, 96 L. Ed. 2d 185 (1987). 
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I. The history of investor choice 
 
a. The landscape pre-McMahon 

 
The Federal Arbitration Act (“FAA”) provides that arbitration agreements 
“shall be valid, irrevocable, and enforceable, save upon such grounds as exist 
at law or in equity for the revocation of any contract.”3  The FAA “was 
designed to allow parties to avoid ‘the costliness and delays of litigation,’ and 
to place arbitration agreements ‘upon the same footing as other contracts.’”4  
From the enactment of the FAA in 1925 until the Supreme Court’s decision in 
Wilko v. Swan5 in 1953, pre-dispute arbitration clauses were given full effect 
in the securities industry. 

However, Wilko effectively changed the face of securities arbitration.  In 
that case, the Supreme Court held that claims brought by investors under the 
Securities Act of 1933 (the “’33 Act”) could not be referred to arbitration 
through the use of pre-dispute arbitration clauses.  In reaching this conclusion, 
the Court cited several flaws in the arbitration process, which included concern 
for the ability of arbitrators to decide legal issues,6 limited judicial review of 
arbitral decisions,7 and the circumvention of the anti-waiver provision in the 
‘33 Act.8  Following Wilko, arbitration of claims brought under the ’33 Act 
was strictly voluntary.  During the years after Wilko, courts interpreted the 

                                                 
3. 9 U.S.C.A. § 2. 

4. Scherk v. Alberto-Culver Co., 417 U.S. 506, 510-11, 94 S. Ct. 2449, 2453, 41 L. 
Ed. 2d 270 (1974) (quoting H.R.Rep.No.96, 68th Cong., 1st Sess., 1, 2 (1924)). 

5. 346 U.S. 427, 74 S. Ct. 182, 98 L. Ed. 168 (1953) overruled by Rodriguez de 
Quijas v. Shearson/Am. Exp., Inc., 490 U.S. 477, 109 S. Ct. 1917, 104 L. Ed. 2d 526 
(1989). 

6. See id. at 436 (“As their award may be without explanation of their reasons and 
without a complete record of their proceedings, the arbitrators’ conception of the 
legal meaning of such statutory requirements as ‘burden of proof,’ ‘reasonable care’ 
or ‘material fact’ . . . cannot be determined.”).  

7. See id. at 436-37 (“In unrestricted submission, such as the present margin 
agreements envisage, the interpretations of the law by the arbitrators in contrast to 
manifest disregard are not subject, in federal courts, to judicial review for error in 
interpretation.”).  

8. See id. at 434-35 (Section 14 of the ’33 Act voids any “‘stipulation’ waiving 
compliance with any ‘provision’ of the Securities Act. This arrangement to arbitrate 
is a ‘stipulation,’ and we think the right to select the judicial forum is the kind of 
‘provision’ that cannot be waived under [Section 14] of the Securities Act.”).  
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Supreme Court’s decision as also applicable to claims brought under the 
Securities Exchange Act of 1934 (the “’34 Act”).9   

In 1968, FINRA (then NASD) adopted the Code of Arbitration Procedure.  
Section 12 of the Code was entitled “Required Submission”, and provided that, 
upon the demand of a customer, a member and associated person was required 
to submit any dispute, claim, or controversy to arbitration.  Today, this rule 
exists in substantially similar form as FINRA Rule 12200.  Although 
brokerage firms were not permitted to enforce pre-dispute arbitration 
agreements with respect to federal securities law claims pursuant to Wilko, 
pursuant to FINRA (then NASD) rules, investors were able to compel 
brokerage firms to arbitrate any claims.  From 1968 through today, in the 
absence of a pre-dispute arbitration agreement, investors have had the option 
of choosing either court or arbitration to resolve their claims, and firms have 
no say in the choice.  

In 1979, the U.S. Securities and Exchange Commission (the SEC) issued 
a release to brokerage firms advising them that, “[r]equiring the signing of an 
arbitration agreement without adequate disclosure as to its meaning and effect 
violates standards of fair dealing with customers and constitutes conduct that 
is inconsistent with just and equitable principles of trade.”10  In 1983, the SEC 
adopted Exchange Act Rule 15c2-2, “Disclosure Regarding Recourse to the 
Courts Notwithstanding Arbitration Clauses in Broker-Dealer Customer 
Agreements”, “in order to address regulatory concerns arising from the 
inclusion in standard form customer agreements of predispute arbitration 
clauses (i.e., agreements requiring customers to submit to arbitration all future 

                                                 
9. See e.g. Mansbach v. Prescott, Ball & Turben, 598 F.2d 1017, 1030 (6th Cir. 
1979) (“While Wilko arose under only the Securities Act of 1933, its holding and 
rationale are equally applicable to cases arising under the Securities Exchange Act of 
1934.” (citing Merrill Lynch, Pierce, Fenner & Smith, Inc. v. Moore, 590 F.2d 823, 
827-29 (10th Cir. 1978); Weissbuch v. Merrill Lynch, Pierce, Fenner & Smith, Inc., 
558 F.2d 831, 834-35 (7th Cir. 1977); Ayres v. Merrill Lynch, Pierce, Fenner & 
Smith, Inc., 538 F.2d 532, 536 (3d Cir.), Cert. den. 429 U.S. 1010, 97 S.Ct. 542, 50 
L.Ed.2d 619 (1976); Newman v. Shearson, Hammill & Co., 383 F.Supp. 265, 268 
(W.D.Tex.1974); Maheu v. Reynolds & Co., 282 F.Supp. 423, 426 (S.D.N.Y.1967); 
Stockwell v. Reynolds & Co., 252 F.Supp. 215, 220 n. 2 (S.D.N.Y.1965)).  

10. “Notice to Broker-Dealers Concerning Clauses in Customer Agreements which 
Provide for Arbitration of Future Disputes”, 1979 WL 174165 (S.E.C. Release No. 
34-15984), p. 4.  
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disputes.).”11  Thus, two layers of protection existed after Wilko:  pre-dispute 
arbitration clauses would not be enforced by the courts as to federal securities 
law claims and, if a firm did include a pre-dispute arbitration clause, it had the 
duty of fully disclosing the clause to the investor prior to the investor signing 
the agreement. 
 
 

b. Erosion of investor choice with McMahon 
 

In 1987, the Supreme Court decided Shearson/American Express v. 
McMahon,12 which revisited the issue of whether pre-dispute arbitration 
clauses were enforceable under the ‘34 Act.  The Court effectively reversed 
decades of precedent that prohibited the enforcement of pre-dispute arbitration 
clauses in claims brought under the ‘34 Act and cited the increasing prevalence 
of arbitration in the securities industry in support of its holding.13  The Court 
also addressed the concerns set out in the Wilko decision and found that “there 
is no reason to assume at the outset that arbitrators will not follow the law; 
although judicial scrutiny of arbitration awards is necessarily limited, such 
review is sufficient to ensure that arbitrators comply with the requirements of 
the statute,” thus reinforcing the legitimacy of an arbitral award.14   

However, the McMahon decision was by no means unanimous.  It was a 
5-4 decision, with Justice Blackmun authoring an important dissenting 
opinion.15  Specifically, Justice Blackmun objected to the majority’s holding 
on two bases.  First, he noted that the majority erred in reading the Wilko 
decision as being decided solely on the basis of perceived inadequacy in the 
arbitration process.16  Second, he criticized the majority’s blind acceptance that 

                                                 
11. “Rescission of Rule Governing Use of Predispute Arbitration Clauses in Broker-
Dealer Customer Agreements”, 1987 WL 847512 (S.E.C. Release No. 34-25034), p. 
1. 

12. 482 U.S. 220, 107 S. Ct. 2332, 96 L. Ed. 2d 185 (1987). 

13. See id. at 233 (“Thus, the mistrust of arbitration that formed the basis of the 
Wilko opinion in 1953 is difficult to square with the assessment of arbitration that 
has prevailed since that time. This is especially so in light of the intervening changes 
in the regulatory structure of the securities laws.”).  

14. See id. at 232. 

15. See id. at 242 (Blackmun, J., dissenting).  

16. See id. at 249-50. 
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the problems with arbitration cited in Wilko no longer existed.17  With a 
prescient assertion that foreshadows the current state of affairs, he criticized 
SEC oversight of the securities arbitration process: “[T]he Court’s complacent 
acceptance of the Commission’s oversight is alarming when almost every day 
brings another example of illegality on Wall Street.”18  The validity of Justice 
Blackmun’s concerns is even more apparent today than when McMahon was 
decided in 1987.    

Shortly after McMahon, the Supreme Court officially overruled the Wilko 
decision in Rodriguez de Quijas v. Shearson/American Express.19  As a result 
of McMahon and Rodriguez, brokerage firms have the unhindered ability to 
compel arbitration of investor claims through the inclusion of a simple pre-
dispute arbitration clause in all customer agreements.  The once voluntary 
submission to arbitration had become an industry mandate, leaving aggrieved 
investors with no other choice than to arbitrate their claims.   

 
 

c. The landscape after McMahon 
  

Shortly after McMahon was decided, the SEC found in a survey that “98% 
of the margin accounts, 95% of the options accounts and 39% of the cash 
accounts” were subject to pre-dispute arbitration clauses.20  This means that at 
the time, over 60% of cash accounts were not subject to pre-dispute arbitration 
                                                 
17. See id.  

18. See id. at 265.  

19. 490 U.S. 477, 109 S. Ct. 1917, 104 L. Ed. 2d 526 (1989). 

20. Letter from SEC Chairman David Ruder to New York Stock Exchange, July 8, 
1988, in ARBITRATION REFORM: HEARINGS BEFORE THE 
SUBCOMMITTEE ON TELECOMMUNICATIONS AND FINANCE OF THE 
COMMITTEE ON ENERGY AND COMMERCE, U.S. HOUSE OF 
REPRESENTATIVES, 100TH CONGRESS, SECOND SESSION, ON MARCH 31, 
JUNE 9 AND JULY 12, 1988 (U.S. G.P.O., 1989), at p. 510.  Similarly, James 
Buck, Sr. V.P. of the New York Stock Exchange, testified in that hearing: “Most 
firms do not require arbitration agreements for cash accounts.  Only in the case of 
margin accounts where the customer is borrowing money do you find overwhelming 
use of these clauses.”  Id., at p. 533. See also Self-Regulatory Organizations; Order 
Approving Proposed Rule Changes by the NYSE, NASD, and AMEX Relating to 
the Arbitration Process and the Use of Pre-dispute Arbitration Clauses, 54 Fed. Reg. 
21144, n.51 (May 10, 1989) [hereinafter Self-Regulatory Organizations] (stating 
that, at the time of McMahon, only 39% of broker-dealers mandated arbitration of 
customer disputes involving cash accounts).  
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clauses.  Therefore, in every one of these accounts, investors were free to 
choose between court and arbitration if a dispute arose because of the FINRA 
(then NASD) rules.  The survey did indicate a movement toward placing pre-
dispute arbitration provisions in cash account agreements.  Commission 
Chairman Ruder testified before Congress: 

I expressed vocally and vociferously my opposition to that trend.  I 
believed then, and I believe now, that customer choice is an 
exceedingly important aspect of this industry and the movement 
apparently to push these clauses on the public so that they couldn’t 
trade at all without them was in my mind simply terrible.21 
The industry responded by assuring the SEC that it had no intentions of 

imposing arbitration clauses in cash accounts and depriving American 
investors of any choice.22  In essence, firms accepted the fact that investors 
could choose the forum in which they wanted to resolve their disputes.  Based 
on these assurances at the time, the SEC did not take any action to prohibit 
pre-dispute arbitration clauses.   

Over the years this situation dramatically changed.  Notwithstanding the 
industry’s reassurances that it would not seek to include pre-dispute arbitration 
clauses in its contracts broadly, today virtually every brokerage firm in 
America includes a pre-dispute arbitration provision in its new account 
documentation for every type of account.  If investors want to buy a stock or a 
bond or seek to participate in the capital markets in America, they must give 
up their Constitutional right to a jury trial by an independent and impartial 
judiciary and agree to mandatory arbitration.   

Investor choice has been eroded in other ways as well.  We have seen a 
consolidation of the American securities markets, which culminated in the 
2007 NYSE-NASD merger.  Today, the only SRO-sponsored forum is the one 
sponsored by FINRA.  At the time McMahon was decided, there were at least 
ten different arbitration forums.  Most stock exchanges and the Chicago Board 
of Options Exchange provided arbitration forums.  Many arbitration clauses, 
and the rules of the American Stock Exchange, gave investors the option of 
avoiding arbitrating in an arbitration forum associated with the securities 
industry altogether by allowing arbitration before the American Arbitration 
Association.   

                                                 
21. Id., p.512, Testimony of July 12, 1988.  Chairman Ruder also testified on June 1, 
1988: “I fail to see why one should deny access to the securities market to those 
people who are unwilling to waive their disputes in advance.  I think it’s unfair.”  Id., 
at p. 524. 

22. Id., pp. 474, 514-516. 
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Now all these choices are effectively gone.  Investors with pre-dispute 
arbitration clauses (virtually all customers) are now forced into FINRA 
arbitration.  There is no competition; there is no alternative.  In a relatively 
short time span, America’s investors have seen their ‘choices’ dwindle to one. 

The number and types of Americans who invest have also changed since 
the pre-McMahon years.  The number of households holding stocks has 
increased more than three-fold since the early 1980s.23  Today, between 57 and 
62% of middle-aged households have direct or indirect stock holdings.24  The 
number and demographics of investors have changed over time as well: 

 Total Financial Assets: Americans over the age of 50 currently 
account for 77 percent of financial assets in the United States, 
according to the Securities Industry and Financial Markets 
Association (SIFMA). 

 Retirement Assets: As of Dec. 31, 2017, retirement assets reached 
$28.2 trillion and accounted for 43.8 percent of all household 
financial assets in the United States for householders aged 65 and 
older. 

 Total Household Net Worth: In 2011, the net worth of households 
headed by someone aged 65 or older totaled approximately $17.2 
trillion. 

 Median Household Net Worth: By 2013, households headed by 
someone aged 65 or older had a median net worth of $202,950, 
including $80,000 in retirement accounts.25 

As greater numbers of Americans invest, it is important that they have 
access to a fair means of resolving any disputes that may arise.   
 
 
 
 
 
 
 
 

                                                 
23. Investment Company Institute & Securities Industry Association, “Equity 
Ownership in America,” (Nov. 2005), p. 1. 

24. Federal Reserve Bank of St. Louis, “How Has Stock Ownership Trended in the 
Past Few Decades?” (Apr. 9, 2018). 

25. U.S. SEC Office of the Investor Advocate, “Elder Financial Exploitation; Why it 
is a concern, what regulators are doing about it, and looking ahead” (June 2018). 
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II. Investors should be given the choice of forum 
 

True investor choice returns the investor’s ability to choose between court 
and arbitration to resolve any disputes that arise.  There are costs and benefits 
to both arbitration and court resolution of disputes, and investors should be 
given the ability to weigh those costs and benefits and chose the forum best 
fitted to address any concerns.   
 
 

a. Concerns with mandatory arbitration 
 

i. Arbitration awards are not explained 
 

Mandatory arbitration has many flaws which affect both investors and the 
industry.  For example, arbitration awards do not contain reasoned opinions 
justifying the outcome.  The awards often just state who won the arbitration 
and what amount was awarded, if any.  While FINRA arbitration awards are 
publicly available, they are of limited use to investors.  The opacity in awards 
may prevent investors from making informed decisions about which firms and 
brokers to trust with their money because they cannot tell what actually 
happened.  It also allows brokerage firms and brokers to more easily hide 
details of any wrongdoing from their current clients.   
 
 

ii. Arbitration has eliminated judicial interpretation of 
SEC and FINRA rules and regulations 

 
Investors and the industry both need judicial interpretations to apply new 

factual situations to existing and new rules and regulations.  Since mandatory 
arbitration has become the norm, case law interpreting relevant statues has 
nearly disappeared, as arbitrators are not required to issue written decisions, 
nor are arbitration decisions considered binding authority.  The case law and 
resulting clarity needed by the industry and investors has simply been unable 
to develop.  Allowing judges to decide many of these issues with written 
opinions and an appeals process would provide more clarity to the rights and 
expectations of the industry and investors.    
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iii. Investors perceive the FINRA forum to be biased 
 

In 2005, amid concerns about the fairness of the arbitration process, the 
Securities Industry Conference on Arbitration (“SICA”) conducted a study of 
perceived fairness in the arbitration process.26  It consisted of a survey that was 
sent to over 30,000 participants with questions assessing perception of the 
arbitration process.  Particular emphasis was placed on: fairness of the SRO 
arbitration process; competence of arbitrators to resolve investors’ disputes 
with their broker-dealers; fairness of SRO arbitration as compared to their 
perceptions of fairness in securities litigation in similar disputes; and fairness 
of the outcome of arbitrations.27  Not surprisingly, the SICA study found that 
the overall perception of the securities arbitration process was negative.28  
Over sixty percent of customers perceived the process as unfair,29 with nearly 
half perceiving arbitral panels as being biased.30  And, most significantly, three 
out of every four customers found securities arbitration to be “very unfair” or 
“somewhat unfair” when compared with the judicial system.31  Moreover, over 
one-third of customers confronted with a pre-dispute arbitration clause in the 
brokerage agreement were not aware of its existence.32   

Further, the lack of diversity in the FINRA pool of arbitrators further 
undermines investor confidence in the system.  Based on its most recent 

                                                 
26. See Barbara Black & Jill Gross, Perceptions of Fairness of Securities 
Arbitration: An Empirical Study, Report to the Securities Industry Conference on 
Arbitration (2008), available at https://digitalcommons.pace.edu/cgi/viewcontent. 
cgi?article=1477&context=lawfaculty. 

27. See id. at 1.  

28. See id. at 3.  

29. See id. at 45 (finding that approximately 63% of investors answered 
“Disagree/Strongly Disagree” when responding to the statement, “As a whole, I feel 
the arbitration process was fair”).  

30. See id. at 50 (finding that 47% of responses disagreed with the statement that 
“arbitration is conducted by the arbitrators in a way that is fair to all parties” and 
44% disagreed with the statement that arbitrators conduct the arbitration without 
bias).  

31. See id. at 47 (finding that 75.55% of customers found arbitration to be “very 
unfair” or “somewhat unfair” when compared to civil litigation).  

32. See id. at 19 (stating that 37% of customers responded that they were unaware 
that their customer agreement contained a pre-dispute arbitration clause).  
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survey, FINRA’s arbitrator pool is 70% male; and 83% Caucasian.33  
Moreover, the advanced age of many of FINRA’s arbitrators also raises serious 
concerns about not only the diversity of the pool, but also those arbitrators’ 
ability to effectively and impartially participate in the arbitration proceeding.  
Thirty eight percent of the pool is aged 70 or older, and 26% is aged 61 to 69.34  
Many elderly arbitrators use the income from serving on arbitration panels to 
supplement their retirement; and therefore, presumably, would like to continue 
serving on panels.  However, arbitrators with a record of making awards to 
investors are often struck during the arbitration selection process by brokerage 
firms, the repeat players in the system, who do not want to see investor 
sympathetic arbitrators on panels.  This fear of being kept off of panels may 
bias, consciously or not, this large percentage of arbitrators against making 
awards in investors’ favor.   
 
 

b. Benefits of arbitration 
 

Despite its shortcomings, FINRA arbitration should be maintained as an 
option for investors.  Indeed, if investors are allowed to choose between court 
and arbitration, thereby encouraging FINRA to address the perceived 
inadequacies with the forum, FINRA arbitration has the potential to be the fair 
and neutral forum which is necessary to comply with due process and ensure 
investor protection. 
 
 

i. Arbitration may be less costly than court 
 

Arbitration has always been touted as an efficient, cost-effective way to 
resolve disputes.  While the hearing fees, fees which would not attach in a 
court proceeding, can be fairly substantial for larger cases, arbitration allows 
the parties to avoid the time and expense associated with court discovery 
procedures.  Interrogatories, a time-consuming endeavor in court, are not 
permitted in FINRA arbitration.35  Absent a compelling reason, depositions are 
                                                 
33. See FINRA, “Our Commitment to Achieving Arbitrator and Mediator Diversity 
at FINRA”, available at http://www.finra.org/arbitration-and-mediation/diversity-
and-finra-arbitrator-recruitment.  

34. Id. 

35. A party may propound requests for information, but such requests are limited in 
scope.  FINRA Customer Code section 12507(a)(1) provides, in pertinent part: 
“Requests for information are generally limited to identification of individuals, 
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also not permitted.36  An investor should be permitted to weigh the cost of 
court discovery against the benefits of substantially lower court fees and court 
supervision, once the dispute arises.   

Similarly, motions are strictly limited in arbitration.  Pre-hearing motions 
to dismiss are discouraged, and may be granted only for tightly circumscribed 
reasons; an improper motion to dismiss subjects the industry defendant to 
potential sanctions.37  This makes sense, as the investor is not entitled to the 
same discovery rights and procedural safeguards as they would get in court.   

In view of the streamlined nature of arbitration, an investor is able to retain 
an attorney for smaller cases, and pursue those claims in an efficient manner.  
In most cases (though not all), the firm has greater financial resources, and is 
able to base its decision whether or not to arbitrate on the size of its war chest.  
With two-way choice, industry defendants would be able to refuse arbitration 
in order to make it uneconomical for investors to pursue smaller claims.  In 
short, the industry can flex its economic muscle to the detriment of its own 
clients.  This would be an appalling result for the small public investor. 
 
 

ii. Arbitration may be a speedier option 
 

Generally, arbitration leads to a quicker result than court proceedings. 
According to FINRA’s statistics, the average turnaround time for cases filed 
in its forum has been 14.5 months for the past two years.38  Most courts are 
unable to match this record.  Arbitration is not dependent on a judge having 
availability in the court calendar.  In arbitration, the parties have the ability to 
set a schedule for their case that meets their needs.  Where an elderly investor 
desperately needs to replace funds lost through broker misconduct, the ability 
to get a case heard and decided quickly may be of great significance.   
 
 
 
 
                                                 
entities, and time periods related to the dispute; such requests should be reasonable 
in number and not require narrative answers or fact finding. Standard interrogatories 
are generally not permitted in arbitration.” 

36. FINRA Code of Arbitration Procedure for Customer Disputes, Rule 12510. 

37. FINRA Code of Arbitration Procedure for Customer Disputes, Rule 12504. 

38. See FINRA Dispute Resolution Statistics, available at http://www.finra.org/ 
arbitration-and-mediation/dispute-resolution-statistics. 
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Additionally, in 2004, FINRA instituted procedures for expediting cases 
involving senior or seriously ill customers, ensuring that these cases are 
handled as efficiently as possible.39  
 
 

iii. FINRA has unique enforcement powers 
 

Article XIII, Section 1(c) of FINRA’s Corporate Bylaws provides that a 
member or associated person may be disciplined for failure to pay an 
arbitration award or written settlement agreement.  Article VI, Section 3 
permits summary suspension upon 15 days’ written notice of a member or 
associated person who fails to pay.  FINRA limited the defenses a firm or 
associated person may raise to prevent the suspension: (1) that the firm or 
person paid the award in full; (2) the customer has agreed to installment 
payments or has otherwise settled the matter; (3) the firm or person has filed a 
timely motion to vacate or modify the arbitration award and such motion has 
not been denied; and (4) the firm or person has filed a petition in bankruptcy 
and the bankruptcy proceeding is pending, or the bankruptcy court has 
discharged the award.40   

Notwithstanding these powers, many arbitration awards still go unpaid.  In 
2017, of the FINRA cases where an investor was awarded some recovery, 34% 
of the awards, a total of $21 million, went unpaid.41   
 
 
Conclusion 
 
For almost twenty years between the time FINRA first enacted its Code of 
Arbitration Procedure and the McMahon decision, investors had a choice 
between court and arbitration.  Even following McMahon, until pre-dispute  
 

                                                 
39. See FINRA, “Expedited Procedures for Seniors and Seriously Ill”, available at 
http://www.finra.org/arbitration-and-mediation/expedited-proceedings-seniors-
seriously-ill. 

40. See FINRA Regulatory Notice 10-31 “Change to Expedited Proceedings for 
Failure to Comply with an Arbitration Award or Related Settlement”, available at 
http://www.finra.org/sites/default/files/NoticeDocument/p121647.pdf. 

41. See FINRA, “Statistics on Unpaid Customer Awards in FINRA Arbitration”, 
available at https://www.finra.org/arbitration-and-mediation/statistics-unpaid-
customer-awards-finra-arbitration. 
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arbitration agreements became pervasive throughout the industry, investors 
retained choice in terms of forum selection.   

Brokerage firms have the resources necessary to resolve disputes in both 
the judicial and arbitral settings and, thus, are more capable of adjusting their 
strategy than investors.  Therefore, the brokerage firm, rather than the investor, 
should bear the burden of uncertainty in forum selection.  Firms will not be 
unduly burdened if investors have the ability to choose between court or 
arbitration once a dispute arises. 

Thank you for your attention to this issue.  We appreciate the opportunity 
to provide a statement.  Please do not hesitate to contact us if you have any 
questions or would like any additional information.  
 
Respectfully submitted, 
Christine Lazaro 
President 
 
cc:  Chairwoman Waters; Ranking Member McHenry 
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The following Testimony regarding Putting Investors First? Examining the 
SEC’s Best Interest Rule was submitted to the U.S. House Committee on 
Financial Services by Christine Lazaro on March 14, 2019. (prepared with the 
assistance of Samuel Edwards). 

 
 

Statement for the Record by the 
Public Investors Arbitration Bar Association 

Hearing before the House Financial Services Committee; Subcommittee 
on Investor Protection, Entrepreneurship, and Capital Markets: 
Putting Investors First? Examining the SEC’s Best Interest Rule 

 
 
Chairwoman Maloney 
Ranking Member Huizenga 
U.S. House Committee on Financial Services 
Subcommittee on Investor Protection, Entrepreneurship, 
and Capital Markets  
2129 Rayburn House Office Building  
Washington, DC 20515 
 
 
Dear Chairwoman Maloney and Ranking Member Huizenga: 
 

The Public Investors Arbitration Bar Association (PIABA)1 appreciates 
the opportunity to submit this statement for the record in connection with the 
March 14, 2019 hearing, “Putting Investors First?  Examining the SEC’s Best 
Interest Rule.” 

PIABA has long advocated for a true fiduciary standard for brokers who 
provide investment advice to their clients.  Consistent with numerous studies, 
including the Securities and Exchange Commission’s (“SEC”) findings in 
2011, we believe that a uniform fiduciary duty applicable to all financial 

                                                 
1. PIABA is an international bar association comprised of attorneys who represent 
investors in securities arbitrations.  Since its formation in 1990, PIABA has 
promoted the interests of the public investor in all securities and commodities 
arbitration forums, while also advocating for public education regarding investment 
fraud and industry misconduct.  Our members and their clients have a strong interest 
in rules which govern the conduct of those who provide advice to investors.   
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intermediaries who provide investment advice would best protect customers.2  
We therefore believe that the fiduciary duty should apply to all forms of 
financial advice, and should last throughout the duration of the advisor-
customer relationship.  We also believe that disclosure should be used to 
inform investors, and not to absolve firms of responsibility.   
 
 
Brokers and Investment Advisers should be held to a true fiduciary standard 

 
Most retail investors think their financial advisor – regardless of whether 

that advisor is a broker or an investment adviser – is a fiduciary.3  The industry 
is well aware of this misimpression.  In a survey open to all brokers, investment 
advisers, and insurance consultants and producers, 97 percent of them said: 
“investors don’t understand the differences between brokers and investment 
advisers.”4   

Many firms and their personnel are also “dually-registered,” meaning that 
they operate simultaneously as broker-dealers and as registered investment 
advisers.  Investors working with such firms often open both “brokerage” 
accounts and “investment advisory” accounts with the same person at the same 
time.  The investors are typically given a sheaf of paperwork, much of it in 
small print, in which the firm attempts to disclaim any duties related to the 
brokerage accounts.  Investors rarely read these materials; rather they rely on 

                                                 
2. SEC, Study on Investment Advisers and Broker-Dealers (“SEC Study”) (Jan. 
2011), available at http://www.sec.gov/news/studies/2011/913studyfinal.pdf.  The 
SEC reviewed two studies which it sponsored (the “Seigel & Gale Study” and the 
“RAND Report”), and a study conducted by Consumer Federation of America. The 
SEC Study found that, based on the comments, studies and surveys it had reviewed, 
investors did not understand the differences between investment advisers and broker-
dealers. The SEC determined that this misunderstanding is compounded by the fact 
that many retail investors may not have the “sophistication, information, or access 
needed to represent themselves effectively in today's market and to pursue their 
financial goals.” Id. at 101. 

3. See Spectrum Group, Fiduciary – Do Investors Know What it Means (2015), 
available at http://spectrum.com/Content_Whitepaper/fiduciary.aspx. 

4. See fi360-ThinkAdvisor, Trustworthy Advice and Individual Investors:  Will 
Regulators Act in Investors’ Best Interest? (Aug. 2013), available at 
http://www.fi360.com/uploads/media/fiduciarysurvey_resultsreport_2013.pdf; see 
also fi360-ThinkAdvisor, Seeking Trustworth Advice for Institutional Investors – 
Financial Intermediaries Indicate Strong Support for Fiduciary Standard (Feb. 
2015), available at http://www.fi360.com/uploads/media/2015fiduciarysurvey.pdf.  
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the representations made by their financial advisor about the scope of the 
relationship.  They do not understand that their financial advisor may claim to 
have one duty with respect to their brokerage account, and a separate and 
different duty with respect to their advisory account.   

Investors are further misled about the scope of brokers’ duties by firm 
advertising.  In a study conducted by PIABA in 2015, PIABA examined the 
websites of nine different brokerage firms (the “PIABA Report”).5  PIABA 
examined Allstate, UBS, Morgan Stanley, Berthel Fisher, Ameriprise, Merrill 
Lynch, Fidelity, Wells Fargo, and Charles Schwab and found that the firms’ 
advertising presents the image that firms are acting in a fiduciary capacity.6  
Those firms have continued to promote themselves as offering all-
encompassing financial advice with no differentiation between the firms’ 
investment adviser services and brokerage services.   

Investors have been misled to believe that financial advisors, whether 
brokers or investment advisers, are acting as fiduciaries when providing 
investment advice.  Firms should be required to meet the expectations they 
have set with investors.  Both brokers and investment advisers should be held 
to a fiduciary duty that encompasses both a duty of care and a duty of loyalty.  

Duty of Care:  The duty of care should require brokers to act with the care, 
skill, prudence and diligence, that a reasonably prudent person acting in a 
like capacity would use in connection with providing investment advice, 
based on the investment objectives, risk tolerance, financial 
circumstances, and needs of the investor, without regard to the financial 
or other interests of the broker.  This duty would require the investment 
advice to not only be suitable, but to also be the best possible advice given 
the circumstances.  Investment costs must be a factor in determining what 
investment is best for a client, as well as investment objectives, risk and 
liquidity.   
Duty of Loyalty:  The duty of loyalty should require the mitigation or 
elimination of conflicts of interest, not just the disclosure of such conflicts 
– which the industry knows very well are almost never read.  Incentives 
which encourage brokers to engage in conduct that they would not 
otherwise engage in should be prohibited.  Brokers should not be paid 

                                                 
5. 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.  

6. Id. at 1. 
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differential compensation that is dependent on the product recommended.  
Commissions should be leveled so that the incentive to recommend one 
product over another is eliminated.7  This will ensure that a broker 
considers the needs of his or her clients, rather than his or her own 
pecuniary interest.  In addition, sales contests should be eliminated 
because they encourage financial advisors to put their own interests ahead 
of their clients’.  

 
 
A true fiduciary standard should apply to all forms of investment advice 
and should last throughout the duration of the broker-investor relationship 
 

Brokerage firms create the impression that they provide comprehensive 
advice on a continuous basis.  First, brokerage firms give their “registered 
representatives” titles that sound trustworthy, like “Financial Advisor,” 
“Retirement Consultant,” and “Wealth Manager.”8  Next, as shown in 
PIABA’s research of brokerage firm marketing, financial services firms tell 
prospective clients that they can assist investors in planning and managing 
their wealth and investment goals over the course of their relationship.  
Brokers encourage investors to trust them, saying they will provide advice and 
guidance.  For example, UBS describes its services as follows, “Advice that’s 
all about you and what you need is what UBS does best.  It starts with a plan 
that we develop together—as part of a strategy for managing your wealth and 
pursuing your personal goals for every part of your life, at every stage of your 
life.  It’s what we call:  Advice.  Beyond investing.”9  Wells Fargo advertises 
that “Our Financial Advisors are committed to providing you with top-notch 

                                                 
7. This is not to say that commission based accounts need to be eliminated to comply 
with a fiduciary standard, as the industry often attempts to suggest.  There are times 
when a commission based account is the account in the best interests of an investor 
(as opposed to a fee based account).  However, commissions cannot be used to 
incentivize brokers to sell one financial product over another as that creates a conflict 
of interest that will encourage fiduciary violations. 

8. See Consumer Federation of America and Americans for Financial Reform, 
Financial Advisor or Investment Salesperson?  Brokers and Insurers Want to Have it 
Both Ways (January 18, 2017), available at https://consumerfed.org/wp-
content/uploads/2017/01/1-18-17-Advisor-or-Salesperson_Report.pdf.  

9. UBS, Wealth Planning, available at https://www.ubs.com/us/en/wealth/ 
planning.html (last visited Mar. 13, 2019). 
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service and attention that you expect and deserve.”10  Merrill Lynch says, 
“Your advisor will help guide you, making adjustments as your needs 
change.”11   

Because of the impressions created by the brokerage industry, investors 
rightly expect that brokers will advise them when a change in strategy is 
appropriate.  Investors often maintain their accounts with a broker for years 
and, at times, decades.  During that time, an investor’s investment profile will 
change, sometimes dramatically.  Investors may retire, or marry and have 
children.  Investors look to their broker to advise them as to how these life 
changes impact their investment strategies.  Similarly, the characteristics of 
investments change over time.  While an investment in a particular security 
may be suitable at a time when it has certain characteristics, it may become 
unsuitable over time as those characteristics change, e.g., an investment in a 
bond that is investment grade when sold to the investor, but, over time, 
becomes a “junk bond” because of a change in financial circumstances of the 
company.  While arguably suitable when sold, over time, that same investment 
is likely unsuitable and the investor may not realize the difference unless the 
changes in characteristics are properly explained to the investors.  Investors 
will not always recognize that they should seek out this advice.   

Additionally, brokers are often compensated for investment transactions 
and investment advice after the sale has occurred.  For example, variable 
annuities and mutual funds continue to pay commission trails to brokers and 
their firms for years after the investments are sold.  The broker’s fiduciary 
duties to a customer should continue for as long as the broker or the firm is 
continuing to be compensated for that recommendation.    

Brokers use the language of fiduciaries to gain the trust and confidence of 
investors.12  As a result of decades of the above type of advertising, investors 
rightfully believe they are doing business with individuals who will work with 
them along their financial journey.  Investors do not believe that their financial 
advisor is there to make a recommendation, and then disappear. 
Representations like the ones above are clearly meant to tell potential clients 
that investment advice beyond the “transactional advice” that brokerage firms 
want the SEC and other regulatory bodies to judge them by is what will be 

                                                 
10. Wells Fargo Advisors, Why Choose Wells Fargo Advisors, available at 
https://info.wellsfargoadvisors.com/form.aspx?type=wellsfargoadvisorspacket&cid=
WFA140043903&in tcid=WFA140043903 (last visited Mar. 13, 2019). 

11. Merrill Lynch, Working with Us, available at https://www.ml.com/working-with-
merrill-lynch-financial-advisor.html (last visited Mar. 13, 2019). 

12. See supra n. 5. 
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provided if an investor entrusts their savings to the firm.  These firms have 
purposely create an impression that they will be providing a fiduciary service, 
but then ask not to have to live up to that standard when the advice they give 
does not meet the standard.13  
 
 
Disclosure should inform the investor, not absolve the financial services 
firm of any obligations 
 

While disclosure is always an important part of any fiduciary relationship, 
it is vitally important that such disclosure be used to benefit and inform the 
customer, not as a shield against misconduct, as it is often used and could be 
used under the current Regulation Best Interest standard.   

As part of Regulation Best Interest, the SEC has proposed the use of a 
Client Relationship Summary (“CRS”) form.14 PIABA has concerns about 
whether the CRS form can or will provide effective disclosure to investors, 
whether such a form will be lost in the voluminous written materials which 
investors typically receive when making a securities transaction, and whether 
investors will be able to reasonably understand and synthesize the information 
on the form.   

Recent studies show that disclosures do not lead to greater understanding, 
even when read.  For example, a Rand Corporation study commissioned by the 
SEC revealed that, after reviewing disclosures regarding the differing duties 
of investment advisers and brokers, many individuals still remained confused 
about when firms owed them fiduciary duties and when they did not.15  This 

                                                 
13. This is an example of the type of situation that mere disclosure cannot resolve.  
Brokerage firms have spent decades and billions of dollars to create an impression of 
trustworthy financial professionals providing unbiased and continual advice to their 
clients.  A boilerplate disclosure in a document handed to new clients, along with 
many other documents when opening an account, will not undue this perception that 
the brokerage industry has been instilling in the minds of the public for so long.  
Rather, the only real solution is to make brokerage firms live up to the standard they 
have been advertising towards for decades. 

14. The proposed Rule provides that a broker’s required disclosure relating to the 
scope and circumstances of its relationship with the customer would be made 
through the CRS form, provided to customers at the opening of a new account.  17 
CFR Part 240, 249, 275 and 279, Release No. 34-83063 (April 18, 2018). 

15. SEC, Investor Testing of Form CRS Relationship Summary, 46 (Nov. 2018), 
available at https://www.sec.gov/about/offices/investorad/investor-testing-form-crs-
relationshipsummary.pdf. 
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finding was confirmed by another study of the effect of such disclosures which 
was conducted by the American Association of Retired Persons, the Consumer 
Federation of America, and the Financial Planning Coalition.16  In short, 
disclosure of differing duties does not adequately put investors on notice that 
they should not trust their broker, or that a “buyer beware” standard applies.  

Providing greater disclosure also does not appropriately mitigate the 
conflicts of interest inherent in the relationship between brokers and investors.  
Instead, it places the burden on the investors to fully understand the impact of 
those conflicts on the future of their retirement savings.  However, the brokers 
have held themselves out to be professionals who are there to offer guidance 
to investors on important life decisions.  They should accept the responsibility 
that comes with the profession and with the trust they have sought to earn by 
managing the life savings of an individual. 

Thank you for your attention to this issue.  We appreciate the opportunity 
to provide a statement.  Please do not hesitate to contact us if you have any 
questions or would like any additional information.  
 
Respectfully submitted, 
 
Christine Lazaro 
President 
 
cc:  Chairwoman Waters; Ranking Member McHenry 
 
 

                                                 
16. AARP, Consumer Federation of America, and Financial Planning Coalition, 
Final Report on Testing of Proposed Customer Relationship Summary Disclosures, 
12 (Sept. 10, 2018), available at https://consumerfed.org/reports/report-on-testing-of-
proposed-customer-relationship-summary-disclosures/.  
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The following PIABA Comment Letter regarding Draft Regulations to be 
added to Chapter 90 of the Nevada Administrative Code – Fiduciary Duty 
Regulations was submitted to the Nevada Secretary of State Office Securities 
Division by Christine Lazaro on March 1, 2019 (prepared with the assistance 
of Jean-Pierre Bado, Lisa Braganca, Teresa Verges and Melinda Steuer). 
 
 
Nevada Secretary of State Office 
Securities Division 
2250 Las Vegas Boulevard North 
Suite 400  
North Las Vegas, NV 89030 
 
 
RE: Comment on Draft Regulations to be added to Chapter 90 of  
the Nevada Administrative Code– Fiduciary Duty Regulations 
 
 
Dear Ms. Foley:  
 

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 January 19, 2019, the Office of the Secretary of State, Securities 
Division (“the Division”), issued proposed Draft Regulations to be added to 
Chapter 90 of the Nevada Administrative Code pertaining to laws set forth in 
Nevada Revised Statutes (“NRS”) Chapters 90 and 628A (the “Draft 
Regulations”).  The Draft Regulations were promulgated pursuant to Nevada 
Senate Bill 383 (79th Session 2017) (“SB 383”), which amended NRS Chapter 
628A to impose a fiduciary duty on broker-dealers, sales representatives and 
investment advisers, and authorized the Division to adopt regulations defining 
the acts, practices or courses of business that constitute violations of that duty.  

PIABA has long advocated for a true fiduciary standard for brokers who 
provide investment advice to their clients and therefore fully supports the 
implementation of the Draft Regulations, with minor modifications, suggested 
below. Consistent with numerous studies, including the Securities and 
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Exchange Commission’s findings in 2011, we believe that a uniform fiduciary 
duty applicable to all financial intermediaries who provide investment advice 
would eliminate confusion and best protect investors.1  We also believe that 
the fiduciary duty should: 1) arise whenever a financial or investment 
recommendation is made, 2) apply to all forms of financial advice, and to all 
customers; and 3) last throughout the duration of the advisor-customer 
relationship.  The Division’s proposed Draft Regulations provide many of 
these protections. 
   
 
I. The Draft Regulations Substantially Implement the Purpose of SB 383 

to Impose and Enforce a Fiduciary Duty on Broker-Dealers and Their 
Sales Representatives as well as Investment Advisers 

 
A. PIABA Supports the Draft Regulations’ Provision of a Uniform 

Fiduciary Duty for All Customers 
 

The Draft Regulations implement SB 383 to the extent it imposes a 
uniform fiduciary duty among broker-dealers and their sales representatives as 
well as investment advisers.  A statewide uniform fiduciary standard will 
provide substantial protections for Nevada investors.  As the Staff of the 
Securities and Exchange Commission concluded after conducting a study of 
this issue required under the Dodd-Frank Act: “it is important that retail 
investors be protected uniformly when receiving personalized investment 
advice or recommendations about securities regardless of whether they choose 
to work with an investment adviser or brokerage firm.  It is also important that 
the personalized securities advice to retail investors be given in their best 

                                                 
1. SEC, Study on Investment Advisers and Broker-Dealers (“SEC Study”) (Jan. 
2011), available at http://www.sec.gov/news/studies/2011/913studyfinal.pdf.  The 
SEC reviewed two studies which it sponsored (the “Seigel & Gale Study” and the 
“RAND Report”), and a study conducted by Consumer Federation of America. The 
SEC Study found that, based on the comments, studies and surveys it had reviewed, 
investors did not understand the differences between investment advisers and broker-
dealers. The SEC determined that this misunderstanding is compounded by the fact 
that many retail investors may not have the “sophistication, information, or access 
needed to represent themselves effectively in today's market and to pursue their 
financial goals.” Id. at 101. 
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interests, without regard to the financial or other interest of the financial 
professional, in accordance with a fiduciary standard.”2 

The importance of a fiduciary standard is borne out by the fact that most 
retail customers do not understand the differences between investment 
advisers, who are subject to a fiduciary standard under federal law, and 
brokerage firms, who are not. In fact, most retail investors think that their 
individual financial advisor is a fiduciary – regardless of whether that person 
is a representative of a brokerage firm or an investment advisory firm.3  The 
industry is well aware of this confusion.  In a survey open to all brokers, 
investment advisers, and insurance consultants and producers, 97 percent of 
them said: “investors don’t understand the differences between brokers and 
investment advisers.”4  

Much of this confusion is caused by the financial industry itself.  Brokers 
spend exorbitant amounts on advertising telling investors that they put the 
interests of customers ahead of their own. Brokers encourage investors to trust 
them, saying they will provide advice and guidance.  One leading brokerage 
firm emphasizes the advice and guidance it provides: 

Advice that’s all about you and what you need is what UBS does best. It 
starts with a plan that we develop together—as part of a strategy for managing 

                                                 
2. SEC, Study on Investment Advisers and Broker-Dealers (“SEC Study”) (Jan. 
2011), available at http://www.sec.gov/news/studies/2011/913studyfinal.pdf. The 
SEC reviewed two studies which it sponsored (the “Seigel & Gale Study” and the 
“RAND Report”), and a study conducted by Consumer Federation of America. The 
SEC Study found that, based on the comments, studies and surveys it had reviewed, 
investors did not understand the differences between investment advisers and broker-
dealers. The SEC determined that this misunderstanding is compounded by the fact 
that many retail investors may not have the “sophistication, information, or access 
needed to represent themselves effectively in today's market and to pursue their 
financial goals.” Id. at 101. 

3. See Spectrum Group, Fiduciary – Do Investors Know What it Means (2015), 
available at http://spectrum.com/Content_Whitepaper/fiduciary.aspx. 

4. See fi360-ThinkAdvisor, Trustworthy Advice and Individual Investors: Will 
Regulators Act in Investors’ Best Interest? (Aug. 2013), available at 
http://www.fi360.com/uploads/media/fiduciarysurvey_resultsreport_2013.pdf; see 
also fi360-ThinkAdvisor, Seeking Trustworthy Advice for Institutional Investors – 
Financial Intermediaries Indicate Strong Support for Fiduciary Standard (Feb. 2015), 
available at http://www.fi360.com/uploads/media/2015fiduciarysurvey.pdf.  
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your wealth and pursuing your personal goals for every part of your life, at 
every stage of your life. It’s what we call: Advice. Beyond investing.5  

Charles Schwab tells investors, “Let us help plan your financial future.”6  
Merrill Lynch says, “Your advisor will help guide you, making adjustments as 
your needs change.”7  Brokers use the language of fiduciaries to gain the trust 
and confidence of customers, yet then claim not to have a fiduciary obligation 
when one is breached.8  

We further support the Division’s application of the Draft Regulations to 
protect all investors, regardless of their wealth, sophistication or status as an 
individual or a legal entity.  Brokers frequently disclaim any fiduciary duties 
to pension funds and institutional investors.  However, pension funds and 
institutional investors manage pools of capital which hold the retirement 
savings for millions of individuals.9  The individual beneficiaries of pension 
funds and institutions are often unsophisticated people of modest means who 
have minimal outside assets and no control over how their retirement assets 
are managed.  As such, a broker who misleads a pension fund or institutional 
investor can do substantial damage, without the impacted individuals ever 
knowing or having control over what was done.10 

Additionally, brokerage firms regularly disclaim their duties to customers 
whose retirement accounts or income may qualify them as “accredited 
investors” under federal securities laws.  An "accredited investor" is a natural 

                                                 
5. UBS, Wealth Planning, available at https://www.ubs.com/us/en/wealth/ 
planning.html (last visited Nov. 23, 2018) ("UBS Wealth Planning"). 

6. Charles Schwab, Investing Based on Your Goals, available at https://www.schwab. 
com/public/schwab/investing/invest.html (last visited Nov. 11, 2018) ("Schwab 
Investing Based on Your Goals"). 

7. Merrill Lynch, Working with Us, available at https://www.ml.com/working-with-
merrill-lynchfinancial-advisor.html (last visited Nov. 11, 2018). 

8. 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. 

9. Tamar Frankel, The Regulation of Brokers, Dealers, Advisers and Financial 
Planners, 30 Rev. Banking & Fin. L. 123, 129-30 (2011). Professor Frankel also 
observes that institutional investors are “not much better off than individuals with 
respect to understanding some complex investments.” Id. at 130. 

10. Id. at 130. 
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person with assets worth more than one million dollars.11  Many retirees, 
having saved their entire lives or purchased property that has substantially 
appreciated in value over time, meet the financial definition of accredited 
investor.  However, those retirees often have only a limited understanding of 
investments and do not have the sophistication to evaluate the types of 
investments sold to individuals meeting the accredited status.  Moreover, those 
retirees are often not able to recover if they suffer significant losses from risky 
investments.  Simply put, all customers deserve investment advice that is in 
their best interests, as the Draft Regulations provide. 
 
 

B. PIABA Supports the Draft Regulations’ Exclusion of Dually 
Registered Firms and Individuals From the “Episodic Fiduciary 
Duty Exemption”  

 
We further support the Draft Regulations to the extent that they exclude 

dually registered financial professionals (broker-dealers who are also 
registered as investment advisers) from the “episodic fiduciary duty 
exemption” under Section 2.  Under that exemption, brokers are exempted 
from an ongoing fiduciary obligation, unless the broker is also a registered 
investment adviser. Holding dually registered firms and financial professionals 
to a uniform higher fiduciary standard at all times is appropriate.  Customers 
of dually registered firms often open “brokerage” accounts and “investment 
advisory” accounts with the same person at the same time.  The customers are 
typically given a sheaf of paperwork, much of it in small print, in which the 
firm attempts to disclaim its duties for brokerage accounts.  Customers rarely 
read these materials.  They do not understand that their financial advisor may 
claim that the fiduciary duty he owes to the customer only covers the 
investment advisory account, and nothing else.  Neither the firm, nor the 
financial professional, should be allowed to “switch hats” depending on the 
particular account or transaction they are handling for the investor.  We 
therefore believe it is essential that the Final Rule maintain the exclusion from 
the episodic fiduciary duty exemption for dually registered financial 
professionals.    
 
                                                 
11. Rule 501 under Regulation D defines accredited investor as “[a]ny natural person 
whose individual net worth, or joint net worth with that person’s spouse, exceeds 
$1,000,000” (excluding primary residence), or whose income exceeds $200,000 per 
year, or joint income with that person’s spouse exceeds $300,000 per year. 17 C.F.R. 
§230.501 (a)(5) and (a)(6). 
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C. PIABA Supports Imposing a Fiduciary Duty for All Forms of 
Financial and Investment Advice 

 
PIABA supports the Draft Regulations’ application of a fiduciary standard 

to financial and investment advice regardless of the type of advice, type of 
account, or manner in which the broker is compensated.  There is no reason 
why a broker’s duty should be any less to a customer who pays commissions 
than it is to a customer who pays an account management fee.  In either 
scenario, the customer is reasonably trusting and relying upon the broker’s 
advice.  

Similarly, the broker’s duty should not depend on the type of brokerage 
account that is opened.  Brokers often argue that there can be no fiduciary duty 
unless the broker has discretion to trade the customer's account without prior 
approval. That is not consistent with the common law of fiduciary 
relationships. The reality of the marketplace is that the vast majority of 
customers trust, rely upon, and follow their broker's advice.  Indeed, that is the 
very reason customers come to a financial advisor – to get expert, trustworthy 
investment advice.  

PIABA further supports the application of a fiduciary standard to any 
brokerage firm or representative who uses the titles of advisor, adviser, 
financial planner, financial consultant, retirement consultant, retirement 
planner, wealth manager, or counselor as well as any term of a similar nature. 
Brokerage firms frequently cloak their representatives with titles like these 
because they suggest the individuals are trustworthy and/or fiduciaries.  
However, in disputes with customers, those same firms routinely claim that 
their representatives with fiduciary-sounding titles are merely salespeople.12 
Imposing a fiduciary duty simply requires brokerage firms to fulfill the 
reasonable expectations of customers created by advertising and fiduciary-
sounding titles such brokers often hold. 
 
 
 
 

                                                 
12. See Consumer Federation of America and Americans for Financial Reform, 
Financial Advisor or Investment Salesperson? Brokers and Insurers Want to Have it 
Both Ways (January 18, 2017), available at https://consumerfed.org/wp-content/ 
uploads/2017/01/1-18-17-Advisor-or-Salesperson_Report.pdf.  
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D. PIABA Supports Imposing a Fiduciary Duty As to 
Recommendations to Purchase Insurance Products When Made 
by Brokers and/or Investment Advisers 

 
PIABA supports the application of a fiduciary standard to the sale of 

insurance products, such as fixed (equity) indexed annuities.  Many brokerage 
firm representatives, who are also licensed insurance salesmen, sell fixed 
indexed annuities to customers.  Such products are being sold for investment 
purposes, not for insurance benefits. Yet, sellers of those insurance-like 
products are not required to put a customer's interest ahead of their own. A 
customer sitting with a brokerage firm representative may not understand – 
and often does not read – the language in fixed indexed annuity applications 
and contracts. Often customers are misled to believe that the products are 
market investments. The express inclusion of advice or recommendations 
regarding insurance products into the Final Rule will protect customers from 
brokerage firm representatives and investment advisers who use insurance 
products to gouge customers. 
 
 

E.  PIABA Supports the Presumption of Fiduciary Duty 
 

PIABA strongly supports the language in Section 9 of the Draft 
Regulations, which creates a presumption that a brokerage firm has a fiduciary 
duty to his or her client. Section 9 also places the burden of proving, in an 
arbitration, civil or administrative hearing, that an exemption to the fiduciary 
duty exists upon the brokerage firm.  Such presumptions will provide critical 
protection for Nevada investors.  

Under many state laws, the burden is on the customer to prove that the 
brokerage firm owed the client a fiduciary duty.  In order to satisfy that burden 
of proof, customers generally have to introduce expert testimony that the 
broker was acting as a fiduciary. Brokerage firms may rebut the testimony with 
testimony of their own employees – rather than expert testimony.  That is not 
an option for a customer who is not employed in the brokerage industry. 

By shifting the burden of proof to the brokerage firm, a customer would 
be relieved of the need to establish a fiduciary duty through expert testimony.  
If a brokerage firm denies it was a fiduciary, the brokerage firm would have 
the burden of proof.  The brokerage firm could call an expert or seek to meet 
its burden through testimony of its own employees.  A customer could choose 
to call an expert to testify or could simply cross examine the broker witnesses.  
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PIABA also supports the proposed rule's presumption that an investment 
adviser that is also a brokerage firm is acting in its investment advisory 
capacity. As discussed above, dually-registered firms and individuals 
frequently argue that the conduct that caused the customer's losses was 
undertaken in a non-fiduciary capacity – as a brokerage firm. Establishing a 
fiduciary duty for brokers will save customers the time and expense of 
litigating this issue.  
 
 
II. PIABA’s Proposed Modifications to the Draft Regulations Will 

Further Strengthen Investor Protection  
 

As discussed above, PIABA strongly supports the approach and language 
of the Draft Regulations. There are a few suggestions we wish to propose 
which PIABA believes are consistent with the Draft Regulations and will 
provide important protections to investors. 
 
 

A. The Final Rule Should Add Certain Types of Financial 
Recommendations to the Definition of “Investment Advice” 

 
PIABA supports the Division’s approach to define “investment advice.”  

Section 4 of the Draft Regulations describes a wide range of conduct and 
advice commonly provided by brokerage firms and their sales representatives, 
and investment advisers, to investors.  There are, however, several critically 
important areas of investment advice regularly provided by these financial 
professionals that were not included in the definition. These include:  (1) 
advising a client to roll over a defined contribution plan (such as a 401(k)) into 
a newly opened IRA at the broker’s firm; (2) advising a client to take a lump 
cash payment in lieu of a pension plan; (3) advising a client to take an early 
retirement; (4) and advising a client to open a brokerage or advisory account 
with the firm.  These recommendations are necessary precursors to a broker 
taking control of assets, which can then be invested through the broker’s firm. 
These recommendations can, and often do, have devastating consequences for 
investors. 

Many older investors seek investment advice when considering when to 
retire and whether to take a lump sum payment in lieu of a defined benefit 
pension.  These investors place themselves in what they believe are the capable 
and trustworthy hands of a financial expert.  The business of older investors is 
valuable, so brokers may provide this kind of advice free of charge in order to 
get the investor's business.  When a broker recommends to an investor that 
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they retire early and/or elect a lump sum payment in lieu of a defined benefit 
pension, the investor believes that the broker is putting their interests ahead of 
his own.  That is often not the case.  An investor could suffer devastating losses 
that they will never be able to recover by retiring too early, and/or by cashing 
out a defined benefit pension, as well as from investing in high-fee and high-
risk investment products. 

Our members have handled cases which involved recommendations to 
take early retirement, cash in a defined benefit plan, and invest those funds 
into high cost, complex variable annuities.  By cashing out the defined benefit, 
the pensioner/investor forever loses a secure benefit that would have provided 
a guaranteed lifetime income.   

For example, in the late 1990’s and early 2000s, broker “SK”, who was a 
registered representative but not an investment adviser, 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 brokerage firm 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 for their loved ones.  SK then recommended to 
the early retirees that they invest those lump sums into variable annuities, and 
earned substantial 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 standard13 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.14  There is no question that similar conduct could take place in 
Nevada.   

                                                 
13.  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). 

14. Ashburn v. AIG Financial Advisors, Inc., 234 Cal. App.4th 79, 100-101 (2015). 
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In short, it is important to recognize that certain financial 
recommendations, including recommendations to take early retirement, elect 
a lump sum in lieu of a pension, roll over a 401(k), and/or open brokerage 
accounts with the firm, although not recommendations to buy specific 
securities, are necessary precursors to a broker or adviser obtaining control of 
assets.  As such, those recommendations should trigger the same fiduciary 
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. 15  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 meet a few times during a year and have several discussions. 
Your advisor will make every effort to be available to you when needed.16 

 
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 

                                                 
15. See PIABA Study, supra n. 8.   

16. Id. at 11.  
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points. Start planning now for the future. Choose a Financial Advisor from the 
firm that lives and breathes a client-centered approach to advice.”17 

 
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.18 

Given the foregoing, we believe that the definition of “investment advice” 
should be modified to include the following:  (1) advising a client to roll over 
a defined contribution plan (such as a 401(k)) into a newly opened IRA at the 
broker’s firm; (2) advising a client to take a lump cash payment in lieu of a 
pension plan; (3) advising a client to take an early retirement; and (4) advising 
a client to open a brokerage or advisory account with the firm. 
   
 

B. The Final Rule Should Include a Definition of “Fiduciary Duty” 
 

PIABA supports the language in Section 8 of the Draft Regulations, which 
set out specific instances of conduct that would constitute a breach of fiduciary 
duty, while not limiting the rule to those listed instances.  Specifying examples 
of the type of conduct that constitutes a breach of fiduciary duty will assist 
arbitrators or other adjudicators in reaching decisions in many cases.  For 
example, the Draft Regulations expressly provide that violations of applicable 
FINRA and other self-regulatory organization rules, charging unreasonable 
fees, and putting the firm's interests ahead of the customer's interest are all a 
breach of fiduciary duty.  Arbitrators often see evidence of this type of 
misconduct in cases.  

                                                 
17. Id. 

18. Id. at 7. 
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However, we believe that the Final Rule should also include a specific 
definition of “fiduciary duty.”  While Section 1 imposes a fiduciary duty on 
all broker-dealers, sales representatives and investment advisers providing 
investment advice, the term “fiduciary duty” is not expressly defined in the 
Draft Regulations.  Instead, Section 1 of the Draft Regulation references new 
NRS Chapter 90.575 and 628A.020.  However, neither of the referenced 
Chapters actually defines “fiduciary duty.” NRS Chapter 90.575 provides the 
specific prohibition that the broker “shall not violate the fiduciary duty toward 
a client imposed by NRS 628A.020.”  That section, in turn, sets forth the 
“Duties of a Financial Planner,” which states:   

A financial planner has the duty of a fiduciary toward a client.  A financial 
planner shall disclose to a client, at the time advice is given, any gain the 
financial planner may receive, such as profit or commission, if the advice is 
followed.  A financial planner shall make diligent inquiry of each client to 
ascertain initially, and keep currently informed concerning, the client’s 
financial circumstances and obligations and the client’s present and anticipated 
obligations to and goals for his or her family. 
 
NRS 628A.020.  
 

Although the duties set forth in this section are important, there is no 
language requiring the duties typically associated with that of a fiduciary, 
specifically, the duty of care and the duty of loyalty.  The Nevada Supreme 
Court adopted the general definition of a fiduciary under the Restatement 
(Second) of Torts, which provides that a “fiduciary relation exists between two 
persons when one of them is under a duty to act for or to give advice for the 
benefit of another upon matters within the scope of the relation.”19  In the 
context of providing financial advice, former Nevada state Senator and current 
Nevada Attorney General Aaron Ford, explained that financial professionals 
“should put their clients' needs before their own.”20  These concepts are not 
expressly reflected in NRS 628A.020. 

PIABA is also concerned that NRS 628A.020 relies primarily on a 
disclosure obligation.  The concern is that a brokerage firm will argue that it 

                                                 
19. See Stalk v. Mushkin, 199 P. 3d 838, 843 (Nev. 2009)(quoting Restatement 
(Second) of Torts § 874 cmt. a (1979)).  

20. R. Steyer, Expanded Fiduciary Law in Nevada Could Have Wider Impact, 
Pensions & Investments (Sept. 18, 2017), available at:  https://www.pionline.com/ 
article/20170918/PRINT/170919850/expanded-fiduciary-law-in-nevada-could-have-
wider-impact. 
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did not violate any fiduciary duty because it provided the investor with a 
detailed disclosures of fees and costs.  However, there are numerous studies 
showing that lack of financial literacy and cognitive biases, among other 
factors, greatly diminish the effectiveness of written disclosures.21 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 basis to excuse the brokerage firm’s misconduct. 

The recently released RAND Corporation report on investor testing of the 
Securities and Exchange Commission’s proposed Client Relationship 
Summary under its proposed Regulation Best Interest (“RAND report”),22 
provides compelling evidence which reinforces PIABA’S concerns about the 
efficacy and limits of disclosure.  The RAND report confirms previous surveys 
and studies that show investors (even those with some investment experience) 
do not have a meaningful understanding of the differences between brokerage 
and advisory accounts, or the differences between the standards governing 
investment advice.  Importantly, the RAND report also illustrates that written 
disclosure is largely ineffective in helping retail investors understand these 
differences.  The written responses to specific questions about the disclosures 
reveal that a significant number of participants did not understand important 
sections of the form, and still had a general misunderstanding of the different 
standards governing investment accounts and financial professionals. The 
responses were even higher for the “Fees and Costs” and “Conflicts of 
Interest” sections, with approximately 35 percent of respondents describing 
these sections as “difficult” or “very difficult” to understand.  The RAND 
report also reflects that many of the participants were unable to synthesize and 
apply the information.23   

                                                 
21. 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). 

22. Angela A. Hung, et al., Investor Testing of Form CRS Relationship Summary, 
Prepared for United States Securities and Exchange Commission, RAND 
Corporation, November 2018, https://www.sec.gov/comments/s7-07-18/s70718-
4628415-176399.pdf.  

23. Id. at 47-48. 
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Given the legislature’s intent to apply a true fiduciary duty on brokerage 
firms and sales representatives, equivalent to that held by investment advisers 
under the law, the Division should include a definition of the term that reflects 
the essential duties of care and loyalty:  

Duty of Care:  The duty of care should require brokers to act with the care, 
skill, prudence and diligence, under the circumstances then prevailing, that a 
reasonably prudent person acting in a like capacity would use in connection 
with providing investment advice, based on the investment objectives, risk 
tolerance, financial circumstances, and needs of the investor, without regard 
to the financial or other interests of the broker.  This duty would require the 
investment advice to not only be suitable, but to also be the best possible advice 
given the circumstances.  Investment costs must be a factor in determining 
what investment is best for a client, as well as investment objectives, risk and 
liquidity.  This standard is similar to the fiduciary standard which was enacted 
by the Department of Labor in 2016 with respect to retirement accounts, after 
several years of study. 

Duty of Loyalty:  The duty of loyalty should require the mitigation or 
elimination of conflicts of interest.  Incentives which encourage brokers to 
engage in conduct that they would not otherwise engage in should be 
prohibited. Brokers should not be paid differential compensation that is 
dependent on the product recommended. Commissions should be leveled so 
that the incentive to recommend one product over another is eliminated.  This 
will ensure that a broker considers the needs of his clients, rather that his own 
pecuniary interest.  In addition, sales contests should be eliminated because 
they encourage brokers to put their own interests ahead of their clients’.  
 
 

C. The Final Rule Should Clarify that Harmed Investors Have a 
Private Right of Action 

 
The Draft Regulations do not explicitly include a private right of action 

for investors who have suffered losses resulting from their broker’s violation 
of his or her fiduciary obligation.  A fair reading of SB 383 supports the 
conclusion that an investor may bring an action against brokers who have 
violated their fiduciary duty. Specifically, by amending NRS 628A.010 to 
include broker-dealers and sales representatives within the definition of 
“financial planner,” an aggrieved investor could arguably bring a civil action 
pursuant to NRS 628A.030, Liability of Financial Planner.  That section 
provides:  “[i]f loss results from following a financial planner’s advice under 
any of the circumstances listed in susbsection 2 [Duties of a Financial Planner], 
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the client may recover from the financial planner in a civil action the amount 
of economic loss and all costs of litigation and attorney’ fees.”   

However, given the breadth of the Draft Regulations, including a list of 
the conduct that constitutes “investment advice” (in Section 4) and conduct 
that constitutes a breach of the fiduciary duty (in Section 8), the Division 
should include in any final regulation express language providing for a private 
right of action for violation of standards set by the new regulations.  There are 
several important reasons why an express provision within the new regulations 
would better protect investors. 

First, allowing for a private right of action is consistent with the 
overarching goal of state and federal securities laws and regulations --which is 
to protect the investing public.  A private right of action would provide firms 
with a strong incentive to adopt and implement policies and procedures to 
ensure that financial professionals are adhering to a fiduciary duty and to 
carefully police conflicts of interest.   

Additionally, a private right of action is also consistent with the enabling 
statute.  Section 1.7 of SB 383 amended NRS Chapter 90 to provide the 
Division with authority to “prescribe means reasonably designed to prevent 
broker-dealers, sales representatives . . . from engaging in acts, practices and 
courses of business defined as a violation of such fiduciary duty.”  See also SB 
383, Legislative Counsel’s Digest (Section 1.7 of the bill authorized the 
Division to “adopt regulations . . . prescribing means to prevent violations of 
that fiduciary duty”).  Private actions can and regularly do supplement the state 
and federal agencies’ public enforcement efforts, including in States which 
hold brokers to a fiduciary standard.24  Similarly here, a private right of action 
can serve as a powerful tool to encourage compliance with the new rules and, 
when violated, supplement the state’s enforcement efforts.25  

                                                 
24. See Richard B. Stewart and Cass R. Sunstein, Public Programs and Private 
Rights, 95 Harv. L. Rev. 1193, 1214 (1982). 

25. Private remedies are a necessary adjunct to the basic legal structure of the 
securities laws.  Customers may bring an action under Sections 11 (civil liability for 
false registration statement) and 12 (civil liability for false statements in prospectuses 
and communications) of the Securities Act of 1933, 15 U.S.C. §§ 77k and 77l, 
respectively; and under Sections 21D (private securities litigation), 21F (securities 
whistleblower incentives and protection), and 29 (manipulative and deceptive 
devices) of the Securities Exchange Act of 1934, 15 U.S.C. §§ 78u-4, 78u-6 and 78j, 
respectively. Additionally, investors can arbitrate a broad range of state, federal and 
regulatory securities violations under the rules promulgated by the FINRA if the 
underlying contract so provides or the customer demands it. FINRA Rule 10300 et 
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Finally, a fiduciary relationship is that of the highest trust and confidence 
as between a financial advisor and an investor.  Whenever that trust is broken, 
investors should have their own ability to pursue a private right of action in 
order to prevent the fiduciary standard from becoming meaningless. 

PIABA strongly believes that the Division should clearly provide for a 
private right of action, so that investors can take action against brokers who 
violate the new regulations on their own behalf.   
 
    
Conclusion 
 

PIABA supports the Bureau’s efforts to heighten the duty of brokers who 
provide investment advice to their customers.  PIABA urges the Bureau to 
adopt a broad, uniform fiduciary standard applicable to all financial 
professionals who provide investment advice to investors.  PIABA thanks the 
Bureau for the opportunity to comment on this important issue.  
 
Very truly yours,  
 
Christine Lazaro 
PIABA President 
 
 
 
 
 
 

                                                 
seq.  The final Nevada regulations should recognize these well-established means of 
protection for private investors. 
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