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FINRA EXPUNGEMENT PROCEEDINGS:  
USE, ABUSE AND REGULATORY DEVELOPMENTS 

 
Robert J. Girard II1 

 
 

I. INTRODUCTION 
 

Customers in the securities industry too often face unscrupulous brokers 
and insatiable brokerage firms. When a customer, in good faith, complains in 
writing about a broker or brokerage firm, whether limited to a letter of 
complaint or in an arbitration Statement of Claim, that “reportable event” 
should remain on the record of the broker or firm. Unfortunately, FINRA does 
not ascribe to this principle. 

FINRA’s online BrokerCheck system is the primary source of available 
information for retail customers to research the background of a broker or 
brokerage firm.  The information provided through BrokerCheck is gleaned 
from FINRA’s Central Registration Depository (“CRD”) system.  Regulators 
and employers rely on the CRD system as a regulatory tool and when making 
hiring decisions. Unfortunately, more and more brokers and firms are seeking 
– through FINRA’s expungement process – to delete customer complaints and 
arbitrations from their CRD reports2 and, thereby, from the publicly available 
BrokerCheck.  “Expungement” allows a broker or firm to have CRD remove 

 
1. Robert J. Girard II, Esq., is a founding partner of the Los Angeles-based law firm 
of Girard Bengali, APC. Deep gratitude to David E. Robbins, Omar H. Bengali and 
Amber J. Heinze for their invaluable insight and notable contributions to this paper.  
A special thank you to Darlene Pasieczny of Samuels Yoelin Kantor LLP, for her 
contributions to the discussion of this topic at the 2019 PIABA Mid-Year Meeting. 

2. The Central Registration Depository (“CRD”) is a computerized database operated 
by FINRA.  “The CRD system is an online registration and licensing system that 
contains information used by the Securities and Exchange Commission (SEC), 
FINRA, other self-regulatory organizations (SROs) and state securities regulators to 
make licensing and registration decisions, among other things. The CRD system 
contains administrative information (e.g., registration status with various regulators) 
and disclosure information (e.g., criminal charges and convictions) about securities 
firms and brokers.” [2010] 2 The Neutral Corner 1, FINRA Dispute Resolution. All 
FINRA-registered firms and brokers are required to report customer dispute claims 
to FINRA for inclusion on their professional records via the CRD. FINRA, Rule 
4530. 
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a customer’s allegations of misconduct from their professional records, 
regardless of whether the allegations resulted in an arbitration or settlement.  
Expungement of customer dispute information effectively eliminates an 
important public service disclosure from a broker’s or firm’s CRD record, and 
thus, from the publicly-available information on BrokerCheck.   

The following insights should not be surprising to any attorney who 
practices securities arbitration. According to one report devoted to the issue of 
expungement in the securities industry, “successful and, to a greater extent, 
unsuccessful expungement attempts, are a significant predictor of future 
misconduct.”3  “Roughly one-third of advisers with misconduct are repeat 
offenders.  Prior offenders are five times as likely to engage in new misconduct 
as the average financial adviser.”4  As such, customer complaints are reported 
to the CRD as a matter of course and have a tendency to inform a customer’s 
vetting of a securities professional’s integrity and competence.  Indeed, both 
FINRA and the SEC expect investors to consider past customer complaints 
during the vetting process: 

…. customer complaints should be available to investors and members 
of the public who wish to educate themselves with respect to the 
professional history of a current or formerly associated person.  
Persons may take Historic Complaints filed against an individual in 
the securities industry into account in considering whether to do 
business with a current or former associated person.  The Commission 
agrees with FINRA and believes that potential investors and members 
of the public who research a person with whom they are considering 
doing business are capable of evaluating Historic Complaints in the 
appropriate context.5 

 
 

 
3. Colleen Honigsberg & Matthew Jacob, Deleting Misconduct: The Expungement of 
BrokerCheck Records (Nov. 14, 2018) (hereinafter “Honigsberg Report”), at 1. 

4. Mark Egan, Gregor Matvos & Amit Seru, The Market for Financial Adviser 
Misconduct (Sept. 1, 2017), Journal of Political Economy, Forthcoming, at 1 
(hereinafter “Egan Report”); https://ssrn.com/abstract=2739170;  see also 
Honigsberg Report, supra note 3, at 15 (“just over 16% of brokers with an 
unsuccessful expungement received another allegation of misconduct after the 
expungement – for comparison, only 4% of non-expungement brokers receive an 
allegation of misconduct”). 

5. SEC Release No. 34-62476, 75 Fed. Reg. 41254, 41257 (July 15, 2010).   
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A. Expungement Should Be An “Extraordinary Remedy” 
 

FINRA usually offers arbitrators broad discretion in resolving arbitration 
claims, but it has purposely constrained their ability to award expungement of 
customer complaints, admonishing them that “[e]xpungement is an 
extraordinary remedy…. Arbitrators should recommend expungement of 
customer dispute information only when it has no meaningful investor 
protection or regulatory value.”6   

If expungement truly is an “extraordinary remedy,” why is it that from 
2007 to 2016, nearly 70% of all expungement requests were granted?7 
Notwithstanding the problems raised by the current expungement process - 
including the alarmingly high rate at which expungement is granted - this 
article describes ethical issues that lawyers representing parties in 
expungement requests may face.     

A particularly sticky problem is when a broker or firm seeks expungement 
after a customer dispute has settled rather than proceeded to a full evidentiary 
hearing.  While FINRA prohibits making a settlement agreement contingent 
upon a customer agreeing not to contest a request for expungement,8 there is 
virtually nothing preventing the broker or firm from seeking expungement 
years after the settlement, when a customer is less likely to contest the request, 
and the customer’s attorney is unlikely to be compensated to contest it. Even 
if the request is submitted immediately after settlement, there is little incentive 
for the customer to object, other than to ensure the public remains aware of the 
alleged misconduct. As FINRA’s own Expungement Training Guide states: 
“[i]nvestors rarely attend the required expungement hearing after a settlement. 
When the investor does not attend the hearing, arbitrators will hear only the 
position of the party requesting expungement.”9 

 
 

 
6. FINRA Office of Dispute Resolution Arbitrator’s Guide 72 (FINRA, Nov. 2018 
ed.) (emphasis added) (hereinafter “Arbitrator’s Guide”). 

7. Id. at 15. 

8. FINRA, Rule 2081. 

9. FINRA Office of Dispute Resolution Expungement Training Guide 13 (FINRA, 
Oct. 2016 ed.) (hereinafter “Expungement Guide”). 
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And what of the customer’s attorney?  The grounds for granting 
expungement are enumerated in FINRA Rule 2080, which requires a panel to 
make an affirmative finding that: 

(A)   the claim, allegation or information is factually impossible or 
clearly erroneous; 

(B) the registered person was not involved in the alleged 
investment-related sales practice violation, forgery, theft, 
misappropriation or conversion of funds; or 

(C)   the claim, allegation or information is false.10 
 An affirmative finding of any of these grounds may have serious 

implications with regard to an attorney’s ethical duties to bring only 
meritorious claims,11 to not knowingly make a false statement of fact or law,12 
and to take remedial measures if she knows a person intends to engage in 
fraudulent conduct (such as bringing false claims).13  A violation of any of 
these tenets constitutes professional misconduct that may put an attorney at 
risk for disciplinary action by a state bar.14  The regularity of granting 
expungement seems to indicate that these potential ramifications are not 
contemplated by the panelists, who more often than not, grant expungement.  

 
10. FINRA, Rule 2080.  

11. “A lawyer shall not bring or defend a proceeding, or assert or controvert an issue 
therein, unless there is a basis in law and fact for doing so that is not frivolous, which 
includes a good faith argument for an extension, modification or reversal of existing 
law.” Model Rules of Prof’l Conduct r. 3.1 (Am. Bar Ass’n 2018). 

12. “A lawyer shall not knowingly: (1) make a false statement of fact or law to a 
tribunal… [or] offer evidence that the lawyer knows to be false.” Model Rules of 
Prof’l Conduct r. 3.3(a) (Am. Bar Ass’n Dec. 2018); see also Model Rules of Prof’l 
Conduct r. 4.1 (Am. Bar Ass’n 2018) “Truthfulness in Statements to Others.” 

13. “A lawyer who represents a client in an adjudicative proceeding and who knows 
that a person intends to engage, is engaging or has engaged in criminal or fraudulent 
conduct related to the proceeding shall take reasonable remedial measures, including, 
if necessary, disclosure to the tribunal.” Model Rules of Prof’l Conduct r. 3.3(b) 
(Am. Bar Ass’n 2018). 

14. “It is professional misconduct for a lawyer to: (a) violate or attempt to violate the 
Rules of Professional Conduct, knowingly assist or induce another to do so, or do so 
through the acts of another … (c) engage in conduct involving dishonesty, fraud, 
deceit or misrepresentation.” Model Rules of Prof’l Conduct r. 8.4 (Am. Bar Ass’n 
2018); see also Model Rules of Prof’l Conduct r. 8.3 (Am. Bar Ass’n 2018) 
“Reporting Professional Misconduct.” 



2019] PIABA BAR JOURNAL 237 

As an example of several of the ethical questions raised by the current 
expungement process: 

(1)  Should an attorney encourage a customer to object to an 
expungement request as a matter of course?   

(2)  Can, and should, a customer’s attorney demand that a “no 
expungement” provision be included in a settlement agreement?  

(3)  Does the attorney have an independent obligation to challenge 
expungement to avoid an affirmative finding under Rule 2080?   

(4)  Once a case has settled, how does an attorney address the issue of 
compensation when a matter is based upon a contingency fee 
arrangement and the settlement funds have already been 
disbursed?   

(5)  Should an attorney include post-settlement efforts in her 
contingency fee retainer agreements? 

While there are no definitive answers to these questions, it seems that 
based upon FINRA’s expungement process and the resulting issues related to 
transparency and investor protection, objecting to expungement is something 
that should be addressed with a customer-client during the beginning stages of 
the engagement.  Whether the customer intends to object to the expungement 
request or not, an attorney may find it is in his or her best interest to ensure an 
objection is at least part of the record, even if no appearance at the hearing is 
made.  Finally, while FINRA prohibits parties from conditioning settlements 
upon an agreement to not object to an expungement request, it appears there is 
no corollary provision prohibiting the conditioning of a settlement on a 
broker’s or firm’s agreement to not seek expungement. 

 
 

II. WHAT IS EXPUNGEMENT IN THE SECURITIES 
INDUSTRY? 

 
“Expungement” allows brokers to remove customer allegations of 

misconduct from their professional records through FINRA’s arbitration 
process.  A broker can seek expungement even if he/she is not named as a 
Respondent in the customer’s arbitration claim, provided the claim concerns 
the broker’s or firm’s customer account(s).15  Once expungement is granted by 
an arbitration panel, the Central Registration Depository (“CRD”) 
permanently removes all information about the customer’s complaint and/or 
arbitration claim from the records held by the CRD, which, in turn deletes the 

 
15. See FINRA, Rule 4530 (outlining what events must be reported to the CRD, 
including those wherein the broker is not named). 
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information from the broker’s publicly available BrokerCheck report.  Thus, 
the information is no longer available to investors, regulators or securities 
employers.16  Except, of course, the Award of expungement remains in 
FINRA’s publicly available records. 

Prior to 1999, FINRA’s predecessor -17 the NASD - was willing to 
expunge a broker’s record based on an arbitration Award, however, the North 
American Securities Administrators Association (NASAA) asserted that 
arbitrators did not have the authority to expunge such information, because:  

[A]ccording to various state laws, information submitted to the 
CRD system is deemed to have been filed with each state in which that 
person or entity seeks to be registered. Therefore, according to 
NASAA, information in the CRD system that may be the subject of 
an arbitrator-ordered expungement is in many cases a state record, and 
state laws do not currently recognize the authority of an arbitrator to 
expunge a state record or do not otherwise currently permit such 
expungements because of state recordkeeping requirements.18 
The SEC apparently agreed: “The states, as co-owners of CRD and 

advocates for investor protection, should be viewed as primary stakeholders in 
the expungement process.”19  Thus, FINRA began requiring confirmation of 
the Award by a court of competent jurisdiction before it was willing to 
permanently expunge customer dispute information.  FINRA Rule 2080, 
“Obtaining an Order of Expungement of Customer Dispute Information from 
the Central Registration Depository (CRD) System” requires an Award to be 
confirmed by a court and that FINRA be asked to be a party in the court action 
or to waive participation as a party.  Rule 2080 lists very narrow grounds upon 
which to grant expungement such that FINRA will waive its right to appear: 

 
16. Expungement Guide, supra note 9, at 8.  It should be noted that the process for 
expungement includes confirmation of an award of expungement of a customer 
dispute disclosure by a court of competent jurisdiction before the CRD will 
permanently remove the disclosure. 

17. FINRA was the result of a merger in 2007 between the National Association of 
Securities Dealers, Inc. (“NASD”) and the New York Stock Exchange Member 
Regulation (“NYSEMR”), including the arbitration forums. 

18. NASD Notice to Members 99-09, NASD Regulation Imposes Moratorium on 
Arbitrator-Ordered Expungements of Information From the Central Registration 
Depository (Feb. 1999).  

19. SEC letter to FINRA Office of the Corporate Secretary, Comments re: 
Regulatory Notice 17-42 (Feb. 15, 2018). 
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(a) Members or associated persons seeking to expunge 
information from the CRD system arising from disputes with 
customers must obtain an order from a court of competent jurisdiction 
directing such expungement or confirming an arbitration award 
containing expungement relief. 

(b) Members or associated persons petitioning a court for 
expungement relief or seeking judicial confirmation of an arbitration 
award containing expungement relief must name FINRA as an 
additional party and serve FINRA with all appropriate documents 
unless this requirement is waived pursuant to subparagraph (1) or (2) 
below. 

(1) Upon request, FINRA may waive the obligation to 
name FINRA as a party if FINRA determines that the 
expungement relief is based on affirmative judicial or arbitral 
findings that: 

(A) the claim, allegation or information is factually 
impossible or clearly erroneous; 

(B) the registered person was not involved in the 
alleged investment-related sales practice violation, forgery, 
theft, misappropriation or conversion of funds; or 

(C) the claim, allegation or information is false. 
(2) If the expungement relief is based on judicial or 

arbitral findings other than those described above, FINRA, in its 
sole discretion and under extraordinary circumstances, also may 
waive the obligation to name FINRA as a party if it determines 
that: 

(A) the expungement relief and accompanying 
findings on which it is based are meritorious; and 

(B) the expungement would have no material adverse 
effect on investor protection, the integrity of the CRD 
system or regulatory requirements.20 

 
 

A. The Current FINRA Process 
 

To provide further guidance and structure for panelists, FINRA 
implemented Codes of Arbitration Procedure 12805 and 13805 establishing 

 
20. FINRA, Rule 2080. 
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the process by which a panel may grant expungement under Rule 2080.  
FINRA explains: 

The procedures are intended to ensure that expungement occurs only 
after the arbitrators find and document one of the narrow grounds 
specified in Rule 2080: 1. The claim, allegation or information is 
factually impossible or clearly erroneous; 2. The registered person was 
not involved in the alleged investment-related sales practice violation, 
forgery, theft, misappropriation or conversion of funds; or  
3. The claim, allegation or information is false.21 
(Emphasis added).  FINRA’s Customer Code of Arbitration Procedure 

12805 implements the requirements of Rule 2080: 
In order to grant expungement of customer dispute information 
under Rule 2080, the panel must: 

(a) Hold a recorded hearing session (by telephone or in 
person) regarding the appropriateness of expungement. This 
paragraph will apply to cases administered under Rule 12800 even if 
a customer did not request a hearing on the merits. 

(b) In cases involving settlements, review settlement 
documents and consider the amount of payments made to any party 
and any other terms and conditions of a settlement. 

(c) Indicate in the arbitration award which of the Rule 
2080 grounds for expungement serve(s) as the basis for its 
expungement order and provide a brief written explanation of the 
reason(s) for its finding that one or more Rule 2080 grounds for 
expungement applies to the facts of the case. 

(d) Assess all forum fees for hearing sessions in which the sole 
topic is the determination of the appropriateness of expungement 
against the parties requesting expungement relief. 

 
 

1. Expanded Expungement Guidance 
 
In September 2017, FINRA provided expanded expungement 

guidance to again remind arbitrators and parties that expungement is 
an extraordinary remedy that should be recommended only under 
appropriate circumstances.22 In that same notice, FINRA emphasized 

 
21. Expungement Guide, supra note 9, at 8. 

22. FINRA Notice to Arbitrators and Parties on Expanded Expungement (FINRA, 
Sept. 2017) (hereinafter “Expanded Expungement Guidance”). 
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the importance of allowing customers and their counsel to participate 
in the expungement hearing. Specifically, FINRA explained that 
arbitrators should: 
1. Allow the customer and their counsel to appear at the 

expungement hearing; 
2. Allow the customer to testify (telephonically, in person, or other 

method) at the expungement hearing; 
3. Allow counsel for the customer or a pro se customer to introduce 

documents and evidence at the expungement hearing; 
4. Allow counsel for the customer or a pro se customer to cross-

examine the broker and other witnesses called by the party seeking 
expungement; and 

5. Allow counsel for the customer or a pro se customer to present 
opening and closing arguments if the panel allows any party to 
present such arguments.23 

 
 
B. Expungement After Settlement 

 
With regard to cases that have settled, documenting the panel’s findings 

can prove challenging. However, FINRA nonetheless requires a showing that 
one of the three grounds has been established: “[e]ven if the parties settle and 
agree to include expungement relief in a stipulated award, arbitrators must still 
find and document one of the grounds under Rule 2080 and satisfy all of the 
procedural requirements under Rules 12805 and 13805 before recommending 
expungement.”24 (Emphasis added). 

Pursuant to FINRA Customer Code of Arbitration Procedure 12805(b), 
the Panel must review the parties’ settlement agreement and take into 
consideration, among other things, the very fact that the parties settled and the 
amount of the settlement.  FINRA encourages panelists to consider the 
settlement agreement as potential evidence for findings of fact: 

When parties settle a case, the registered person may still request 
expungement. Before ruling on expungement, arbitrators must review 
the settlement documents, consider the amount paid to any party, and 
consider any other terms and conditions of the settlement that might 
raise concerns about the associated person’s involvement in the 
alleged misconduct before recommending expungement.  

 
23. Id. 

24. Expungement Guide, supra note 9, at 17-18. 



242 FINRA EXPUNGEMENT PROCEEDINGS [Vol. 26, No. 2 

 
To make sure expungement is recommended only under appropriate 
circumstances, arbitrators must critically evaluate the settlement and 
determine whether it raises any concerns. Particularly, arbitrators 
should question whether expungement is appropriate in situations 
where the registered person, or his or her firm, has agreed to pay a 
large monetary settlement. Arbitrators should evaluate this fact and 
consider whether a financial settlement suggested some culpability on 
the part of the broker.25 
While FINRA apparently believes that a large settlement figure is telling, 

a panel should not conversely assume a smaller settlement means the claims 
are not meritorious. Moreover, the fact that a case settled should not imply that 
the customer’s allegations were without merit.  Despite this, panels seem to 
review settlement agreements with skepticism, as if not proceeding to hearing 
shows a lack of merit to the allegations at issue. 

To further constrain a broker’s ability to expunge meritorious customer 
complaints, FINRA introduced Rule 2081 to prohibit brokers and firms from 
conditioning settlement upon an agreement that the customer would not 
contest a request for expungement. The Rule, “Prohibited Conditions Relating 
to Expungement,” states: 

No member or associated person shall condition or seek to condition 
settlement of a dispute with a customer on, or to otherwise compensate 
the customer for, the customer's agreement to consent to, or not to 
oppose, the members or associated person's request to expunge such 
customer dispute Information from the CRD system.26 
Currently, there does not appear to be a corollary prohibition against 

conditioning a settlement upon a broker’s or firm’s agreement not to seek 
expungement, but this does not seem to be a widely-used tactic for precluding 
expungement after a settlement is reached.27 

FINRA contends that Rule 2081’s prohibition “helps ensure that 
negotiated customer consents or agreements not to oppose do not influence the 
arbitral decision to recommend expungement. This prohibition will enhance 

 
25. [2013] 4 The Neutral Corner 4, FINRA Dispute Resolution. 

26. FINRA, Rule 2081. 

27. David E. Robbins noted that “[o]ne former PIABA president told me that she 
requires that all settlement agreements contain a provision stating that the broker will 
not thereafter request expungement.”  Robbins, D., “Challenging Expungements 
After Settlements,” 23 PIABA Bar J. 3, 388 n.4 (2016). 
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the integrity of information in CRD to the benefit of the investing public and 
regulators.”28 To see how a settlement affects a panel’s decision whether to 
grant expungement, one may compare the statistics gleaned from the Securities 
Arbitration Commentator’s (“SAC”) 2016 “Mini-Survey: Effect of Rule 
2081.”29  While the “Mini-Survey” found Rule 2081 had little impact on 
expungement awards, it did provide some staggering statistics demonstrating 
that just the fact that the parties settled may have an impact on a panel’s 
determination that expungement is warranted under Rule 2080: 

Panels recommended expungement in 84% (272/325) of all 
Customer/Member Stipulated Awards30 in which a broker made the 
request [for expungement]. Objections by customers or counsel 
caused that figure to drop only a few points, to 78% (18/23).  By 
comparison, in Customer/Member Awards decided during the same 
period in which the claimant did not settle and lost his case on the 
merits after at least two evidentiary hearings, expungement requests 
had only a 58% (66/113) success rate. 
(Emphasis added).31  While the figure still seems high (58%), the nearly 

30-percentage point discrepancy gives pause.  What is the difference in the 
panels’ deliberations that created this 30-point spread?  The obvious answer 
would be the customers’ side of the story. 

 
 
C. Over-Reaching: Deciding the Merits of the Underlying Claim 

through Expungement 
 

Ultimately, it appears that it is the arbitration panels themselves who are 
mishandling the expungement process, albeit a flawed process.  An incomplete 
training process contributes to the problem of panel mismanagement.  Panels 
are making and publishing findings of fact based on skewed records, usually 
devoid of a claimant’s testimony or perspective if the matter settled.  More 

 
28. Expungement Guide, supra note 9, at 13. 

29. “SAC Award Mini-Survey: Effect of Rule 2081,” Sec. Arb. Commentator, Nov. 
2016, at 19-20. 

30. A stipulated award often accompanies a settlement agreement.  It is an award 
wherein the parties stipulate or agree to have the terms of the award made binding by 
having the panel enter the award as if the panel had ruled on the merits. 

31. Sec. Arb. Commentator, supra note 29, at 20. 
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concerning is the fact that, even though the expungement hearing is not 
supposed to be a hearing on the merits of the customer’s allegations, under 
most circumstances FINRA’s Rule 208032 requires a determination of the 
merits of the underlying case to reach a finding of “clearly erroneous,” “not 
involved,” or “false,” unless it is merely a matter of the wrong broker being 
named as a respondent.   

Interestingly, in a customer arbitration against a broker, it is the customer 
who has the burden of proof, by a preponderance of the evidence, that broker 
misconduct caused damages to the customer.  In an expungement proceeding, 
the burden shifts to the broker who now must prove by a preponderance of the 
evidence that, for example, the customer’s allegations were false. 

The decision in Liebhaber v. Royal Alliance Associates, Inc, et al. 
(FINRA-DR Case No. 13-01522) is instructive, as it shows a panel’s 
mishandling of the expungement process despite following FINRA Rules 2080 
and 12805, and how its findings under Rule 2080 ultimately reached the merits 
of the underlying customer claim.   

In Liebhaber, the parties settled and the unnamed broker sought 
expungement.33  Objecting to the expungement, the claimant and her counsel 
appeared at the telephonic hearing and informed the panel that the claimant 
intended to testify and cross-examine the broker.34  The panel, however, 
refused to allow the claimant to testify and to cross-examine the broker.35  Not 
surprisingly, the panel granted expungement, finding that the claimant’s 
allegations were “clearly erroneous” and “false.”36   

Pursuant to Rule 12805(b) of the FINRA Code of Arbitration Procedure, 
the panel reviewed the settlement agreement and noted that the claimant 
accepted $30,000 in settlement out of an initial claim for damages of $325,000.  

 
32. As noted supra, Rule 2080 requires a finding of one or more of the following: “1. 
The claim, allegation or information is factually impossible or clearly erroneous; 2. 
The registered person was not involved in the alleged investment-related sales 
practice violation, forgery, theft, misappropriation or conversion of funds; or 3. The 
claim, allegation or information is false.” 

33. Liebhaber v. Royal All. Assocs., Inc., FINRA Dispute Resolution Case No. 13-
01522, at 4 (Sept. 10, 2014). 

34. Id. at 2. 

35. Another issue brought up on appeal was the fact that the broker was never sworn 
in yet permitted to testify nonetheless. 

36. Id. at 4. 
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The claimant argued that she accepted the settlement amount because it 
represented her net-out-of-pocket losses.  The panel, however, found that the 
broker’s explanation - that the amount represented nuisance value only - “is 
more persuasive and is factually correct,” because the following boilerplate 
clause in the settlement agreement was not challenged:  

The Parties are entering into this Agreement solely for the purpose of 
avoiding the burdens, inconvenience, and expenses of further 
litigation. This Agreement does not constitute, and shall not be 
construed as ... an admission ... of any wrongdoing, liability, or 
culpability.37 
Pursuant to Rule 12805(c) of the FINRA Code of Arbitration Procedure, 

the panel documented its findings that the claimant’s allegations of 
unsuitability were “clearly erroneous” and “false” under Rule 2080. They 
relied exclusively on the broker’s evidence and testimony and repeatedly noted 
in the Award that the evidence “was not disputed by Claimant.”38   

Finally, pursuant to Rule 2080, the panel provided the grounds upon which 
it determined that the claimant’s allegations were “clearly erroneous” and 
“false”: 

The Panel finds that the statements offered by non-party Kathleen Tarr 
during the telephonic hearing were credible. The Panel finds that the 
investments were suitable for Claimant, and that the claim or 
allegation of unsuitability is clearly erroneous.  ¶  The Panel finds that 
based upon the documents described above, the statements and other 
information presented at the telephonic hearing, and the Settlement 
Agreement, Claimant's argument that the $30,000.00 payment 
reflected NOP losses is not true. In addition, there is no 
documentation or other evidence to support a claim that Claimant 
suffered losses as a result of non-party Kathleen Tarr's actions, or 
Respondent's actions or inactions.39 
Thus, without the benefit of a full evidentiary hearing or testimony from 

the claimant, the panel in effect denied the Statement of Claim’s allegations of 
misconduct.  Sadly, one of the panelists correctly observed that, “we’ve 
followed the process and the procedure and the rule as it’s stated.”40 

 
37. Id. 

38. Id. at 5. 

39. Id. (emphasis added). 

40. Royal All. Assocs., Inc. v. Liebhaber, 206 Cal. Rptr. 3d 805, 811 (2016) (quoting 
recorded transcript of FINRA hearing). The Appellate Opinion is worth reading, if 
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During the petition to confirm the Award (which the court denied), the 
claimant and FINRA argued that the panel’s refusal to hear the claimant’s 
testimony and allow her to cross-examine the broker deprived her of a fair 
hearing.41 The claimant also noted what drives most customers to object to 
expungement, that “the Award deemed her complaints against Tarr false and 
therefore found her ‘essentially to have been a liar without anyone hearing 
from her or giving her a right to cross-examine the principle [sic] witness 
against her, which is a basic fundamental due process right’.”42 

FINRA also argued that the panel had failed to adhere to the requirements 
of Rule 2080 and Rule 12805 of the Code of Arbitration Procedure by not 
allowing the claimant to testify, but, as argued by the appellant’s counsel 
during the appeal, the claimant had an opportunity to present written evidence 
prior to the hearing, and “‘[i]f FINRA’s position is there needs to be live 
testimony in hearings like that, they need to amend their rule because the rule 
doesn’t require that.’”43   

The Appellate Court refused to rule on FINRA’s argument - that its rules 
were not followed.  Instead, the Court held, “[t]he pertinent question for us is 
not what the FINRA rules provided or whether the arbitrators adhered to them; 
it is whether the trial court correctly concluded that the arbitrators prevented a 
party from fairly presenting its case and prejudiced her rights as a result.”44  
Relying on California state law, the Court affirmed the vacatur of the award. 

While FINRA may have believed that Rules 2080 and 12805 were not 
followed by the Liebhaber panel, based solely upon the text of Rules 2080 and 
12805, written by FINRA and approved by the SEC, the Rules were, in fact, 
followed.  The argument that FINRA’s Expanded Expungement Guidance 
mandated that arbitrators allow a customer-claimant to testify and cross-
examine the broker is undermined by the fact that the Expanded Expungement 
Guidance states that the arbitrators “should” allow such evidence; it does not 
require it.  It seems that even when arbitrators have adhered to the Expanded 
Expungement Guidance, panels have granted expungement and denied the 

 
only for the panelists’ comments, such as, “how can we make sure we’re not going to 
be here for another two hours?” and “I’m comfortable with us asking Ms. Tarr 
questions, but I am uncomfortable with claimant’s counsel cross-examining her in 
any way.” Id. at 810. 

41. Id. at 807. 

42. Id. at 814. 

43. Id.  

44. Id. at 816. 
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merits of the customer’s underlying case without the benefit of the customer’s 
testimony or evidence. 

 
 

III. REGULATORY NOTICE 17-42 AND ITS IMPLICATIONS 
 

Recognizing that its current expungement rules and guidance must be 
modified to accommodate the realities of expungement requests, FINRA has 
proposed substantial changes, including some specifically aimed at 
expungement claims made after a claim has settled.  In December 2017, 
FINRA requested comments from the public on proposed amendments to its 
Code of Arbitration Procedure related to customer dispute expungement 
requests.45  Specifically, FINRA proposed creating a subset of arbitrators who 
will have additional training on expungement, the process and its 
implications.46  It would also require that the arbitrators have experience as 
attorneys and/or judges.47  Further, these special arbitrators would be 
appointed in cases wherein expungement is requested on customer disputes 
that were not resolved on the merits or wherein the broker files a separate 
action outside of the customer’s arbitration.48 

In addition to specific requirements for panelist qualification, the 
amendments would require the broker to personally appear at the expungement 
hearing, and “a three-person panel of arbitrators must unanimously agree that 
expungement is appropriate under Rule 2080(b)(1) and find that the customer 
dispute information has no investor protection or regulatory value.”49  
(Emphasis added).  Currently, panels are not required to unanimously agree 
that the customer complaint has, or does not have, investor protection or 
regulatory value. 

In arbitrations initiated by a customer under the proposed rule changes, if 
the broker is named, the broker has “one opportunity to request expungement, 
and that opportunity must be exercised during the Underlying Customer 
Case.”50  (Emphasis added).  The broker has 60 days before the first scheduled 

 
45. FINRA Regulatory Notice 17-42 (Dec. 6, 2017). 

46. Id. 

47. Id. 

48. Id. 

49. Id. at 3. 

50. Id. at 4. 
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hearing to submit his request.51  If the broker misses the deadline, the broker 
must request an extension in which to file the request, however, this gives the 
parties and the panel an opportunity to rule on the motion itself, potentially 
shutting out the request before any evidence has been presented.52   

Currently, the broker may request expungement during the customer’s 
case but is not required to do so; this allowed for brokers to wait until the 
customer has long finished her case, which in turn decreased the likelihood 
that the customer would show up to contest the request and/or that relevant 
evidence could be located that may counter the broker’s request.53  The 
amendments would also clarify that, if the broker is not a named party, a 
respondent (e.g., the firm) could request expungement on behalf of the broker, 
however, the request would still be required to be made during the underlying 
customer action.54 

Regardless of whether the broker is named as a Respondent, the new 
amendments would - for the first time - apply a restrictive statute of limitations 
on the broker’s ability to bring a suit for expungement.  As noted above, under 
the current procedures, brokers may take years to bring an expungement claim, 
severely limiting the probability that the request will be contested.55  The 
amendments would limit the broker’s window of opportunity of filing to one 
year after the underlying customer case closed.  In addition, if the broker files 
the expungement claim outside of the underlying customer dispute, s/he would 
be required to name the firm at which the broker was employed “at the time of 
the events giving rise to the customer dispute.”56 

Under the proposed rules, if the underlying customer claim is a “simplified 
arbitration,”57 the broker must wait until the full conclusion of the customer’s 
case to file an expungement request, and the request must be filed against the 

 
51. Id. at 5. 

52. Id. 

53. Id. at 5. 

54. Id. 

55. Id. 

56. Id. at 4. 

57. “Simplified Arbitration” applies to claims under $50,000. See 
https://www.finra.org/arbitration-and-mediation/simplified-arbitrations for further 
information. 
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firm, not the customer.  The request would nonetheless be heard by an 
arbitrator who meets the new qualifications for expungement requests. 

For customer disputes that do not result in an arbitration, the statute of 
limitations for the broker to file an expungement arbitration claim is limited to 
one year from the date the firm reported the customer dispute on the broker’s 
CRD records,58 whether the broker became aware of that “reportable event.” 

In sum, the amendments to the expungement process should have the 
effect of curbing a broker’s ability to circumvent a customer’s underlying 
allegations and the evidence the customer may have to support her claims.  In 
addition, the customer’s counsel would no longer have to discern how to 
defend against an expungement request after the attorney-client relationship 
has ended.  The amendments encourage and support a customer’s participation 
in the expungement process, something that the current Code of Arbitration 
Procedure simply does not do. 

That said, it has been over a year since the amendments were proposed and 
FINRA is still considering the plethora of Comment Letters it received. We 
are advised that, based on a consideration of those Comment Letters, a new 
iteration of the expungement rules should be forthcoming by the end of 2019. 

 
 
A. The Problem with “No-Show” Claimants 

 
Generally speaking, claimants who have settled have little interest in 

spending more time and money to object to expungement requests, particularly 
when they believe the evidence clearly has shown or would show misconduct.  
Usually, they are unaware that, if they fail to appear, the panel will not be 
considering evidence other than the initial pleadings and what is presented by 
the broker.  At least one vocal detractor of the proposed limitations in 
Regulatory Notice 17-41 has noted, “[b]ut, in cases that settle (and, statistically 
speaking, the vast majority of arbitrations settle) - which means that the only 
aspect of the case that goes to hearing is the request for expungement - 
claimants and their counsel just don't choose to participate.”59   

This provides credence and clarity as to why panels grant fewer requests 
for expungement after the claimant has lost a case on the merits than if the 
customer fails to appear or object at all.60   

 
58. Regulatory notice, supra note 43, at 4. 

59. Ulmer & Berne LLP, Expungement: Already an “Extraordinary Measure,” 
FINRA Now Seeks to Make it Even Less Accessible, Lexology.com (Feb. 15, 2018). 

60. Sec. Arb. Commentator, supra note 29, at 20.  
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B. Tainting a Broker’s Record 
 

In all fairness, expungement is a necessary tool for brokers, without which 
they would have no opportunity to rid their professional records of false and 
defamatory disclosures.  “A written customer complaint against a broker can 
be added to CRD—and thus show up in BrokerCheck—without third-party 
verification that the broker committed a bad act. The process is subject to such 
little supervision that a completely erroneous allegation—such as a dispute 
against the wrong broker—may be recorded in BrokerCheck.”61  It does 
happen that a customer files false claims or a former employer encourages a 
customer to file a complaint solely for the purpose of sullying a former 
employee’s CRD record.62  Brokers have no other recourse but to file an 
expungement claim with FINRA.  Even if a broker is successful in obtaining 
expungement, “expungement is unlikely to entirely alleviate the reputational 
harm of misconduct.”   

This potential for reputational harm just may be the price paid for being a 
securities industry professional.  It cannot be denied that, historically, the 
securities industry has been, to some extent, a breeding ground for the 
unscrupulous and corrupt looking for an easy “mark.”  As the industry evolves 
and regulations are implemented, customers expect their brokers to have 
evolved as well, to act with integrity and to have a clean CRD record – not 
because the broker convinced a panel to expunge her record, but because no 
customer has had cause to complain.  The proposed limitations imposed by 
Regulatory Notice 17-42 do not prohibit seeking expungement, but they do 
curb a broker’s ability to “game the system.” 

 

 
61. Honigsberg Report, supra note 3, at 8. 

62.  In a particularly egregious case, a former employer “instigated, induced, and 
assisted Claimants, and other customers, to write complaint letters … to damage and 
malign [the brokers’] BrokerCheck records … encouraged Claimants and customers 
to file FINRA arbitration claims … collaborated with Claimants' counsel to plant, 
publish, and disseminate derogatory and sensational news stories charging [the 
brokers] with fraud and elder abuse and to encourage other investors to join in … 
manufactured evidence [ ] and furnished it to Claimants' counsel and to customers of 
the firm [and] … induced or coerced … the lead Claimants in this case, to disparage 
[the brokers] with defamatory accusations and altered biographies on google 
searches so that customers and prospects would be deterred from doing business with 
them.” Bruce L. Hopper Rollover RIA v. Purshe Kaplan Sterling Invs., Inc., FINRA 
Dispute Resolution Case No. 12-03372, at 7 (June 3, 2014). 



2019] PIABA BAR JOURNAL 251 

IV. CONCLUSION 
 

Statistics indicate that far too often Arbitration Panels are serving as 
“rubber-stamps” in expungement proceedings—especially after the settlement 
of a customer claim. It cannot be the case that nearly 70% of all customer 
complaints that are settled were “false” or erroneous, or as the Respondent’s 
bar suggests, that they were the product of over-zealous claimants’ attorneys.  
Rather, attorneys and their customer-clients must do a better job of appearing 
at and arguing against expungement.  

While the monetary incentive to do so may be lacking, the bigger issue at 
play—the prevention of further instances of broker misconduct—is a goal to 
which everyone should aspire. FINRA Regulatory Notice 17-42 is a good start 
and a needed change, but irrespective of new rules that may be implemented 
in the future, claimants and their counsel would be wise to remember that 
oftentimes, just showing up can make all the difference in the world.  
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CUSTOMER PORTFOLIO MARGIN 
“KNOW BEFORE YOU GO” 

 
Paul Carroll1 

 
 

Customer Portfolio Margin (“CPM”) is a risk-based methodology for 
calculating the regulatory minimum margin equity that a carrying broker 
dealer, also referred to as the creditor, must require from a customer on whose 
behalf a leveraged portfolio is held.  

The calculation seeks to assess the probability of a one day loss utilizing 
current market conditions and historic market data. Currently, the only SEC 
approved model for calculating the minimum CPM margin requirement is the 
Options Clearing Corporation’s Theoretical Intermarket Margin System 
(“TIMS”). CPM-eligible products include margin equity securities, options 
and warrants on eligible equity securities or index of equity securities, a 
securities futures product, an unlisted derivative on an equity security or index 
of equity securities or a “related instrument” as defined in FINRA Rule 4210 
(g)(2)(D)2. 

Customer Portfolio Margin methodology acknowledges the evolution of 
market risk management theory and incorporates those principles within the 
TIMS mathematical arrays, or formulas, used to quantify short term projected 
risk. Supplementing the regulatory objectives of the SEC-approved TIMS 
model, an approved CPM carrying broker is allowed to increase the “House 
Risk” maintenance margin required, based on a proprietary assessment of risk 
by the carrying-broker.  Consequently, it should be noted that an otherwise 
identical CPM customer account may be subject to different CPM “House 
Risk” requirements at different CPM carrying brokers, and that such 

 
1. Paul is the President of Sententia LLC, www.sententiallc.com, with over 35 years 
of experience in the Financial Services Industry focusing on operational and 
supervisory controls, processes and procedures. Paul served as a Past-President of 
SIFMA’s Credit and Margin Society and member of the SEC/FINRA Portfolio 
Margin Sub-Committee. Since 2012, Paul has been engaged in providing consulting 
and expert witness services on behalf of regulators, attorneys, broker/dealers and 
private parties in investigations, trials, arbitrations, and mediations. 

2. The term “related instrument” within a security class or product group means 
broad-based index futures and options on broad-based index futures covering the 
same underlying instrument. The term “related instrument” does not include security 
futures products. See also FINRA Rule 4210(g)(6)(B) which defines products 
eligible for CPM. 
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incremental margin equity requirements can change on very short notice at the 
discretion of the carrying broker.  

Portfolio margin risk models are, and should remain, subject to constant 
refinement in line with technological changes in measuring market volatility. 
These models must also have the ability to address the bevy of emerging 
investment products of increasing complexity, some of which represent 
nothing more than the market sentiment of the general direction of broad or 
sector-based market changes whose underlying risk may be difficult to 
understand, much less predict, for even the most seasoned investor. 
Conceptually, the heightened leverage afforded by the one day probability of 
loss methodology embedded within CPM is predicated on the more rapid 
ability of the carrying broker to require the infusion of customer capital in 
response to calculated margin deficiencies.  Consequently, CPM accounts tend 
to have a shortened time frame by which the investor must meet a margin call 
for additional collateral. For example, typical ‘House Risk’ CPM margin 
policies allow only 1 business day to meet a margin call versus 3 or more days 
for traditional Reg-T margin accounts. Investors with the ability and means to 
immediately deposit additional collateral to support potential losses may find 
themselves able to ‘weather the storm’ and ride out temporary setbacks thus 
avoiding the need to liquidate positions under adverse conditions. 

 
 

Background 
 

Federal Reserve Board Regulation-T  (12 CFR Part 220 - Credit By 
Brokers and Dealers) or  Reg-T regulates the extension of credit by brokers 
and dealers and imposes initial margin requirements on certain securities 
transactions. Reg-T section 220.4 governs transactions in a customer’s margin 
account. Reg-T’s requirements are set, and must be met, at or promptly 
thereafter, the time of the initiating transaction (buys, sells; asset & funds 
deposits & withdrawals and interest or dividends) but is typically not affected 
by changes in the market values of the positions held. Note: Reg-T’s option 
margin requirement is the amount specified by the creditor’s examining 
authority, for securities governed by the SEC, in most instances, these 
requirements are contained in FINRA Rule 4210(a) to (f).  

Reg-T Section 220.5 - Special Memorandum Account (SMA) – SMA is 
maintained in conjunction with a margin account and represents the amount of 
Reg-T excess which can be used for additional trading or asset withdrawals 
from a margin account. If the SMA is less than 0, the creditor must demand 
additional collateral from the investor. This ‘deficiency’ is referred to as a 
Federal or FED call.  Since SMA is governed by initiating transactions only, 
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the amount of SMA may become greater than the amount of maintenance 
margin excess available under FINRA Rule 4210(a) to (f) or the creditor’s 
house margin requirements, in instances when adverse market conditions 
affect an existing portfolio.  

Note: SMA is analogous to a home equity credit line whereby an initial 
assessment is made of the property’s collateral value and an amount of 
available credit is established which can be utilized on demand. The ‘available 
credit’ is directly affected when funds are withdrawn or deposited, but is not 
affected by adverse changes to the home’s market value. Similarly, a SMA 
may increase due to increases in portfolio market values but does not decrease 
by declines in portfolio value. 

Since Reg-T focuses solely on initial margin requirements, a creditor may 
become exposed when adverse market movements result in the market value 
of the collateral on deposit being insufficient to adequately cover the carrying 
broker’s exposure to the market risk of the open positions going forward. 

When purchasing a marginable equity security in a margin account, Reg-
T imposes a requirement of 50% of the cost to acquire the position. The use of 
margin leverage increases the risk/reward profile of the account.  This creates 
the potential for increased profit should the value of the security subsequently 
change in favor of the investor or greater loss should the change in value be 
unfavorable to the investor.  

For example, a customer has $1,000,000 in a margin-approved brokerage 
account with a margin requirement of 50%. That investor could then purchase 
100,000 shares at $20.00 for a cost of $2,000,000; $1,000,000 (50%) coming 
from the account’s prior balance and the other 50% or $1,000,000 as a 
collateralized loan.  
 Market Value: [100,000 * 20] $2,000,000 
 Debit Balance: $1,000,000 
 Margin Equity: [Mkt. Val - DB] $1,000,000 
 % of Equity: [Equity/Mkt Val] 50% 

If the value of the stock goes up by 30%, the investor gains $600,000 on 
his investment. The closing price is now $26 and the market value of the shares 
is $2,600,000. The equity in the account has risen by the market value increase 
from the original $1,000,000 to $1,600,000 or a 60% increase to the initial 
deposit. 

Conversely, a 30% drop in the value subjects the investor to a loss of 
$600,000. The price of the security has declined from $20 to $14. The shares 
now have a market value of $1,400,000 while the debit balance remains as 
$1,000,000.  

The difference between the collateral value and the debit balance 
represents a $600,000 loss to the investor’s original equity of $1,000,000 
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resulting in $400,000 of remaining margin equity. The percent of equity has 
declined to 29% [equity/market value or $400,000/$1,400,000] from the 
original 50%. The account is still in compliance with Regulation T. 

A further drop in the price of the security to $12 subjects the investor to 
an overall loss of $800,000 on their initial $1,000,000 investment, and brings 
the equity margin to 17%. Although the account remains Reg T compliant, 
FINRA Rule 4210 requires a minimum of 25% of long market value to be 
maintained. The deficiency in the required minimum is referred to as a margin 
call. A “margin call” can be met by depositing additional collateral, reducing 
the margin requirement of the account by closing or hedging positions or by 
favorable market movement.   
 Market Value: [100,000 * 12] $1,200,000 
 Debit Balance:  $1,000,000 
 Margin Equity: $200,000 
 % of Equity: [Equity/Mkt Val] 17% 
 Requirement: [1,200,000 * 25%] $300,000 
 Deficiency or “Margin  Call”: $100,000 

Reg-T and the applicable maintenance provisions of FINRA Rule 4210(a) 
to (f) are strategy based margin requirements set as a fixed percentage of a 
security’s market value with limited recognition of risk-limiting offsets at the 
portfolio level between correlated securities positions held within the 
portfolio. These maintenance provisions also do not factor in the potential 
adverse consequences of securities subject to wide volatility swings, lack of 
adequate market liquidity, or portfolios evidencing heightened specific risk 
derived from a few concentrated holdings. 
 
 

FINRA Rule 4210 (a) to (f) 
Regular Maintenance Margin Rules 

 
 Establish initial margin requirement in some cases  
 Requires daily mark to market 
 Requires ongoing maintenance margin for all positions held 

Note: Member firms are required to compute a maintenance margin which 
is no less than the minimums prescribed under FINRA 4210. Member firms 
may require margin in excess of the prescribed regulatory minimums in 
accordance with FINRA 4210(d) Additional Margins.  

FINRA Rule 4210(a) - (f) supplements the Regulation T requirements 
pertaining to initial margin by establishing ongoing minimum maintenance 
margin requirements calculated no less than at the close of business for each 
business day.  FINRA Rule 4210(f) is the primary rule which sets the minimum 
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levels of margin which must be maintained on a daily basis in an account 
governed by Reg-T. The broker/creditor is required under FINRA Rule 4210 
to assess the market risk represented by the positions and is permitted and 
expected to require additional margin in instances when the minimum 
maintenance required under the Rule may be insufficient to protect the 
creditor. The calculated ‘House’ margin required is subtracted from the 
account equity and if the account’s equity is below the calculated requirement, 
a margin deficiency exists and a “margin call” is made for additional collateral. 

The Federal Reserve Board’s primary role lies in the supervision of banks 
and the setting of monetary policy.3 In 2006, the Federal Reserve Board 
granted to the Securities and Exchange Commission oversight of the 
establishment of risk-based margin requirements in accounts which have been 
specifically approved for the use of risk-based margin in place of Reg-T 
strategy-based margin rules. The risk-based margin approach is referred to as 
Customer Portfolio Margin and FINRA Rule 4210(g) governs the margin 
requirements for eligible products.  

 
 

Customer Portfolio Margin (CPM) 
FINRA Rule 4210(g) 

 
Following a pilot program, CPM was approved by the SEC on December 

12, 2006 effective April 2, 2007.4 
There are several key features of Customer Portfolio Margin which 

distinguish it from an account subject to Regulation T, also referred to as a 
regular margin account. 

 CPM is a risk-based assessment which utilizes the Options Clearing 
Corporation’s Theoretical Intermarket Margining System (TIMS) 
methodology alongside an approved firm’s risk model as an 
alternative to the uniform strategy-based percentages prescribed under 
Reg-T and 4210(f). 

 A broker dealer must submit a detailed application to FINRA to be 
approved by FINRA before offering CPM to customers.5 

 
3. See Board of Governors of the Federal Reserve System, 
https://www.federalreserve.gov/aboutthefed/pf.htm (last visited August 13, 2019). 

4. Securities and Exchange Commission Release No. 34-54918; File No. SR-NYSE-
2006-13,(2006) https://www.sec.gov/rules/sro/nyse/2006/34-54918.pdf 

5. See Notice to Members, Portfolio Margin Program (2007) 
http://www.finra.org/sites/default/files/NoticeDocument/p018677.pdf 
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 Customer accounts must be specifically approved in writing before 
receiving CPM margin treatment. The CPM account opening process 
must include an approval for naked option writing for all applicants 
whether or not the applicant anticipates using naked options in the 
account. 

 The lowest minimum equity requirement for a CPM account is 
$100,000.00 (Minimum equity for a Reg-T margin account is 
$2,000.00). 

 Customers must acknowledge receipt of a Portfolio Margin Risk 
Disclosure Agreement in writing or electronically.  

 Only marginable equity-based products, options on equity-based 
products (including some equity index products) are eligible to receive 
CPM margin treatment. 

 Brokers seeking approval to offer CPM must submit the Firm’s risk-
based model to FINRA for review to determine whether the model 
meets minimum acceptable modeling standards. Note: although 
FINRA may approve the model’s usage, FINRA makes no 
representation as to the model’s effectiveness.  

 Risk models must contain detailed procedures to identify and charge 
additional margins when dealing with volatile, illiquid, concentrated, 
and low-priced securities.  

 Brokers must have specific detailed procedures in place governing the 
approval of accounts for CPM, management of the risk represented by 
the portfolios, and the control of the types of products afforded CPM 
treatment.   

 Accounts approved for CPM are exempt from Regulation T for 
eligible transactions in a CPM account. 

CPM is not an exemption from Reg-T for any non-eligible product 
concurrently held in a CPM account or activities conducted in a regular margin 
or cash account. CPM non-eligible products may be held in a CPM account, 
but FINRA Rule 4210(f) strategy-based margin requirements must be applied. 
Firms permitted to offer CPM to customers are required to calculate minimum 
margin requirements for eligible products utilizing the Options Clearing 
Corporation’s (OCC) TIMS model. The OCC publishes the embedded risk 
formulas, known as arrays, on a daily basis after the close of business. This 
methodology acts as the baseline for the minimum margin requirement 
calculations for broker-dealers. Brokers offering CPM are permitted and 
expected to charge additional margin based on the broker’s margin risk policy. 
The brokers risk policy must include the ability to identify situations where the 
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portfolio contains concentrated, volatile, illiquid, or low-priced securities and 
require additional margins where indicated.  

The principle underlying the TIMS methodology is to calculate a 1 day 
assumed dollar loss in the individual positions held in the account. Probability 
assumptions within the OCC arrays utilize implied volatility assumptions in 
the model. TIMS does not stress volatility within the model. However, 
volatility stressing is a common element of many proprietary risk models used 
by CPM creditors. As mentioned above, Reg-T or regular margin calculations 
were traditionally set as a fixed percentage of movement i.e. 25% for long 
equity securities, 30% for short equity securities or 20% of the underlying 
security of an option, with no regard to the implied volatility of current 
markets.  

TIMS methodology considers6:  
 TIMS seeks to identify and quantify a 1-day probability of profit and 

loss movement under recognized scenarios.  
 TIMS stresses movement up and down 10 equidistant movements 

based on the model’s assumptions. 
 Potential profit and loss under identified scenarios within approved 

security groupings.  
 The aggregate total of the loss identified in all recognized scenarios 

after allowing for offsets. 
 Percentage movements for individual equity securities are 15% up and 

15% down. Broad Index movements are up 6 and down 8 while 
narrow based indices are stressed up and down +/- 10%.  

 TIMS does not consider an individual securities concentration within 
the portfolio or the liquidity of the securities in the marketplace based 
on the number of shares held. (Note: security concentration and 
liquidity considerations must be included as part of a firm’s risk 
policy.) 

Under this framework, US and certain foreign margin equity securities, 
listed and unlisted options on margin equity and approved index options, and 
US single stock futures holdings are grouped into separate “Class Groups” 
(CGs). For instance, a customer’s account holds shares long which are offset 
by short call options on the same security (a covered call strategy). The 
scenarios calculated under TIMS considers the net effect of market movement 
on the combined positions to create a net profit/loss under each separate 
scenario for that specific issuer. The scenario with the highest probability of 

 
6. See Customer Portfolio Margin, https://www.theocc.com/risk-management/cpm/ 
(last visited August 13, 2019). 
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loss becomes the margin requirement for a standalone CG. CPM continues to 
calculate a separate margin requirement for each CG held in the portfolio. 

Certain index CGs with an identified and approved high correlation to each 
other may be grouped into a higher Product Group (PG) for the calculation of 
the PGs margin requirement. Some, but not all, product groups may further be 
grouped into a Portfolio Group consisting of closely related PGs. 

For each separate CG, PG and Portfolio Group, the total representing the 
largest probability of loss within the individual group is the group’s margin 
requirement. The sum of all individual group requirements is the accounts 
margin requirement under CPM.7 

The intent of CPM is to encourage the use of offsetting market exposures 
within diversified portfolios.  The aggregation of probable losses within 
approved correlated index PGs is such an example. However, the lack of 
recognition of offsets between correlated individual equity securities in 
separate CGs does nothing to reward the risk reducing effect of diversified 
portfolios consisting of long and short individual equity securities with 
identifiable historic market correlation. For example, a long equity of one 
issuer may not offset a short equity of another issuer in the same market sector 
even when an identifiable historic correlation exists.  Sophisticated market 
professionals often employ techniques to ‘balance’ the perceived market risk 
by including both long and short equity positions within market sectors in an 
attempt to mitigate the specific risk of distinct securities. Current CPM 
calculations entail an array requirement of down 15% for a long security and 
up 15% of a short security of a separate issuer, even if the two such securities 
are correlated even though the 2 otherwise offsetting events - long side 
declines by 15% and short side increases by 15% at the same time - are less 
likely to occur at the same time. A broker dealer’s internal risk model should 
come up with a higher requirement than TIMS in portfolios with extensive 
directional bias (all long or all short), concentrated securities or illiquid 
portfolios but may calculate a lower ‘house’ requirement for well-hedged 
portfolios where the performance of the short side is expected to hedge the risk 
of the long side. Consequently, the account’s effective equity requirement 
defaults to the greater of the regulatory minimum CPM or ‘House’ Risk” 
policy. 

An illustration from the CBOE Exchange, Inc. (“CBOE”) of the margin 
reduction realized between traditional strategy-based Reg T vs CPM 

 
7. See Portfolio Margin Calculator User Guide (2018) 
https://www.theocc.com/components/docs/risk-management/rbh/rbh-pmc-user-
guide.pdf 
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methodologies can be found via the link given in the below footnote8 and 
focuses on the offsetting nature of option strategies with a common underlying 
issuer.  

It must be noted that the enhanced leverage offered by CPM can represent 
a potentially significant impact to the broker’s capital in instances when 
adverse market movement exceeds the potentially reduced amount of customer 
equity on deposit to support the exposure.  As such, creditors must have in 
place effective risk management policies and tools to promptly identify unique 
exposures, address margin deficiencies and close out or recapitalize high risk, 
thinly collateralized portfolios on a timely basis.  

CPM requirements would not be viewed as difficult to understand by a 
disciplined creditor or investor familiar with market risk analysis theories, as 
CPM methodology uses similar risk identifying processes common to most 
widely accepted models of market risk for equity-based products. Ironically, 
the most confusing and least understood aspect of margin regulations has 
traditionally been the SMA calculations under Reg T and, in my opinion, SMA 
still holds that title!  

 
 

Volatility Products 
 

Marketplace evolution continues to create increasingly complex products 
bearing little resemblance to traditional equity securities, single security option 
strategies and the models developed to monitor basic market exposure.  

A fast-growing family of products, Exchange Traded Products (ETPs), 
attempt to track the market sentiment of where markets may be some time in 
the future and are increasingly being held by retail investors in regular and 
portfolio margin accounts.  These products often have a direct or indirect 
relationship to the CBOE Volatility Index (VIX), also known as the fear index, 
which looks out 30 days into the future. 

Numerous ETPs in the form of mutual funds (ETFs) or unsecured notes 
(ETNs) are loosely based on the VIX index. While local and global economic 
and political events can impact stock prices, the volatility products regularly 
display outsized movements in relationship to the actual movement of the 
market segment it references. Even stout hearted, savvy professionals can be 
challenged to understand how to manage the risk of these bespoke products 

 
8. See Margin Requirements Examples for Sample Options-based Positions, 
http://www.cboe.com/framed/pdfframed?content=/micro/margin/margin_req_examp
les.pdf&section=SEC_OPTIONS_PRODUCTS&title=Margin+Requirements+Exam
ples+for+Sample+Options-based+Positions (last visited August 13, 2019). 
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and investment vehicles to emerging global market events. The speed at which 
markets move is a formidable and ongoing challenge to the creditors 
proprietary risk management systems attempting to keep pace. The debate is 
to what extent should these complex investments and others like them, be 
limited to only those investors with an advanced degree of risk awareness who 
have  access to risk measurement tools designed to identify the degree and 
probability of an adverse risk event occurring. Neophytes who choose to wade 
into these products, and the brokers who carry the positions on their behalf, 
may be ill equipped to deal with the risk complexity which may result in a 
rapid decline of an account’s equity. 

 
 

Closing Thoughts 
 

Portfolio Margin is a useful tool for knowledgeable, alert investors to 
employ when managing leverage and the attendant market risk of a portfolio. 
By design, it allows investors higher degrees of leverage in the presence of 
diversified positions, particularly those that employ offsetting risk limiting 
hedges. Since the inception of CPM, the overwhelming majority of margin 
leverage has migrated to and is currently held within CPM margin accounts. 
A question which remains is does the underlying investor truly understand the 
inherent risks? Oft times, investors believe that their brokerage representative, 
investment advisor or broker dealer stands ready to protect them from the 
increased leverage-based risks. As mentioned earlier, margin rules are meant 
to protect the creditor, the firm  - Mutuo Caveo. Margin creditors are permitted 
by the margin regulations to protect themselves from client based risk by 
increasing requirements, demanding additional collateral and/or liquidating 
positions. Much remains to be done to improve investor education pertaining 
to both Reg-T and CPM margin accounts and the unique and sometimes 
opaque leverage offered by certain types of derivative products. 

Due to the enhanced leverage of CPM and the shortened time frame to 
meet margin deficiencies, investors must be vigilant in monitoring their 
account on a daily intraday basis and stand ready to reduce their exposure or 
deposit additional collateral promptly. For those who fail to monitor their 
exposure or cannot promptly meet a call, liquidation by the creditor may result. 

For accounts not employing options strategies or index hedging, the 
difference between the standard regular margin maintenance requirement for 
long equity securities under FINRA Rule 4210(f) of 25% to FINRA Rule 
4210(g) CPM’s 15% is substantial and represents a 40% reduction in the 
amount of equity required. Investors should consider always maintaining 
sufficient excess equity to meet unanticipated market moves or they may find 
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themselves quickly liquidated by the broker dealer at what may probably be 
the worst possible time.  As mentioned earlier, member firm “House Risk” 
CPM may be and often is, greater than the prescribed regulatory minimums 
and may be increased by the broker at any time.  

As with any margin lending situation, broker/dealer creditors offering 
CPM or Reg T regular margin should satisfy themselves that they have the 
tools necessary to proactively manage the risk to their capital of the portfolios 
held on their books on behalf of clients, that the client seeking the leverage 
understands the risk represented by their investments and that the potential for 
loss can be swift and exceed the amount of margin on deposit. Reliance on the 
standard boiler plate margin and option disclosure documents provided to the 
customer or the fine print in the signed margin agreement may not protect a 
creditor from incurring unsecured losses in customer accounts carried on their 
books.  

In closing, the margin rules are designed to protect the creditor 
broker/dealer’s capital from losses when carrying a customer margin account 
on a leverage basis. Brokers are within their rights to close out exposures in an 
orderly manner should the associated risk rise to a level which the creditor is 
unwilling to accept. An effective system of supervisory procedures 
accompanied by sound risk policies supported by trained employees serve as 
the basis for successful margin lending. When creditor broker dealers 
compliment the foregoing internal standards with detailed customer disclosure 
and provide clients with access to timely reporting and useful tools to assist 
them in identifying, assessing and understanding the risks present in their 
portfolios, both the creditor and the client can accomplish their objectives. 
Creditors should only approve margin levels commensurate with their ability 
to support the portfolios held and clients should limit their investing strategies 
to those which they fully understand. Creditors and investors should insure 
themselves that they have the understanding and tools necessary to manage the 
margin risk exposure. Vigilance on the part of the investor and creditor is 
necessary to protect both parties. 
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DEALING WITH THINLY CAPITALIZED BROKER-DEALERS 
 

Jason Albin1 and Joshua Kons2 
 
 

One of the first issues every investor attorney faces before going forward 
with a case against a smaller brokerage firm is whether the firm will be able to 
pay a settlement or award. If you don’t believe the firm can pay, you risk going 
through the process of filing a claim in arbitration, expending time and 
resources, and receiving an award that is worthless. Your client, who has 
already been taken advantage of once, will be in no better position, or will be 
in a worse position, depending on the attorney-client engagement agreement. 
In many instances, the firm will close shop and transfer its assets instead of 
paying an arbitration award.  

As many investor attorneys are aware, about 40% of awards to investors 
in arbitration hearings go unpaid.3 Therefore, it is important to take care to 
analyze the ability of a broker-dealer to pay an arbitration award or settlement 
and be armed with tools to evaluate one’s options in the event an arbitration 
award or settlement goes unpaid. 

 
 

I. Tools for Analyzing a Broker-Dealer’s Financial Wherewithal  
 

A. The Brokerage Firm’s Website 
 

The firm’s website is usually a good place to start. At a minimum, the 
website will likely reveal how many brokers and advisors the firm has, how 
long it has been in business, and sometimes its assets under management or 
the amount of assets it services. This will give you a good idea of the firm’s 
size and how successful it is. Also, sometimes the quality of the website itself 
is a good indicator of the quality of the company. Even something as simple 
as a Google Maps image search of the firm’s principal place of business may 
shed some light on its financial viability.  

 
1. Jason Albin is an investor attorney and partner at ChapmanAlbin, LLC in 
Cleveland, Ohio. 

2. Joshua Kons is an investor attorney located in Hartford, Connecticut.  

3. Discussion Paper – FINRA Perspectives on Customer Recovery, FINRA, February 
8, 2018, p. 5, available at http://www.finra.org/sites/default/files/finra_perspectives_ 
on_customer_recovery.pdf. 
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B. FINRA BrokerCheck  
 

Another good resource for determining the size of a firm is FINRA 
BrokerCheck.  Under “licenses”, you can see in how many states the firm is 
licensed to sell securities, who owns the company including whether it is an 
affiliate of a larger company, and whether it has paid substantial regulatory 
fines or awards in the past. Firms that are licensed in more states tend to 
employ more brokers. In many instances, it is possible your client was a client 
of a registered investment advisor (“RIA”), subsidiary, or another regional 
relatively unknown broker/dealer that is owned by a much larger parent 
company. Firms that are owned by larger holding companies or insurance 
companies will usually have help from the parent company in paying an award. 
So, it is critical to fully evaluate the ownership structure of the target entity.   

Additionally, if the brokerage firm also has an RIA arm, it is required to 
file a Form ADV and to register with the SEC and/or with state regulators. A 
firm’s Form ADV contains valuable information, such as number of 
employees, assets under management, number of clients, and methods of 
compensation.  

You can also look at disciplinary history and customer awards and 
settlements. Evidence of payments of large regulatory fines and customer 
awards and settlements can cut both ways. On the one hand, it shows the firm’s 
ability to pay large amounts.  On the other hand, those payments could result 
in the firm having fewer assets to pay your award. 

 
 

C. EDGAR 
 

The SEC’s Electronic Data Gathering, Analysis, and Retrieval system 
(“EDGAR”) is probably the best resource for determining the size and 
financial viability of a brokerage firm.  In it, you will find audited financial 
statements for the brokerage firm, among other helpful information.  A few 
things to look for in the financial statements are commission revenue, net 
capital, including excess net capital, and aggregate indebtedness to net capital 
ratio. The rule of thumb is the higher the revenues and net capital and the lower 
the debt, the better and more financially stable the company. However, even 
though these are helpful indicators of financial stability, they do not always 
tell the whole story. Consider the following two companies: 
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 Company 1 
 

Company 2 
 

Commission Revenue $11.5 million $7.5 million 
 

Net Capital $558,628 ($458,628 in excess 
of its required $100,000) 

$50,406 
 
 

Aggregate Indebtedness 
to Net Capital Ratio 

1.28912 to 1.0 9.53 to 1 
 
 

 
These figures were taken from two actual brokerage firms’ financial 

statements filed on EDGAR prior to filing suit against them. On their face, 
most people would probably prefer to sue Company 1, if given a choice. But, 
outside factors other than the company’s current financial situation can force 
a company into bankruptcy. In the case of the two companies above, although 
Company 1 was in a much better financial situation than Company 2, it was 
facing much greater exposure to liability than Company 2. It was this greater 
exposure to liability which caused Company 1 to file for bankruptcy, while 
Company 2 survived. 

In the above example, Company 1’s broker operated a Ponzi scheme, 
stealing over $7 million from investors.  Multiple lawsuits ensued against 
Company 1 totaling over $5 million. Company 1 took a hard stance and refused 
to settle any claims.  Consequently, multiple awards were rendered against it 
for millions of dollars.  As a result, this otherwise somewhat financially 
healthy brokerage firm was obliterated by the combination of a large-scale 
Ponzi scheme and its subsequent bad decisions. 

Company 2’s broker was also perpetrating a Ponzi scheme, but on a 
smaller scale.  In addition, fewer people came forward and filed suit. So, 
claims against it were hundreds of thousands of dollars rather than millions. 
At the end of the day, Company 2 had enough assets to survive the lawsuits 
against it. 

Sometimes, figuring out the scope of the wrongdoing is more important 
than a brokerage firm’s financial situation. Indeed, some might remember the 
$1.7 billion MedCap Ponzi scheme that nearly wiped out Securities America 
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several years ago because of the liability it faced from allowing its brokers to 
sell MedCap as an approved private securities transaction.4. 

A few ways to figure out the scope of the wrongdoing is to ask other 
attorneys or fellow PIABA members. Another obvious place to look is FINRA 
BrokerCheck to see if there are other recently filed cases against the broker at 
issue. If the SEC is involved, its complaint and other filings will also provide 
valuable information to help determine the scope of the wrongdoing. Lastly, 
running both the broker and the firm names through PACER is another way to 
check for pending litigation.  

 
 

D. Insurance  
 

Another important consideration is whether the claims pleaded in your 
Statement of Claim will (or will not be) covered by insurance. Policies of 
insurance typically cover claims that relate to “errors or omissions” or the 
negligent performance of professional services (i.e., negligence, negligent 
supervision, breach of fiduciary duty). Insurance policies will often exclude 
from coverage claims premised on fraud, intentional acts, or criminal conduct 
and generally do not cover damages for attorney’s fees, punitive damages, or 
disgorgement of commissions or advisory fees. If collectability appears to be 
a concern, prior to filing the claim officially, it behooves every claimant-
attorney to send a demand to in-house counsel for the policy. Although they 
rarely provide it, smart defense lawyers will and once you have the policy it 
can be analyzed to determine where the coverage pitfalls exist. At that point, 
a carefully crafted policy demand should be made directly to the insurance 
carrier before the Statement of Claim is filed.   

In situations where criminal conduct, theft, or other intentional conduct 
provides the basis for your Statement of Claim and cannot be avoided, consider 
whether a fidelity bond insurance policy may apply. A fidelity bond policy 
generally covers losses incurred from fraudulent acts or theft and often applies 
when a company is exposed to losses from the theft of an agent or employee. 
These fidelity bond policies often come into play in cases dealing with Ponzi 
schemes, financial fraud, and even “selling away” cases where the unapproved 
investment was not a legitimate investment and, instead, a mechanism to 
secure investment money from unsuspecting investors. These policies may 
cover the investment company (broker-dealer or RIA) being pursued for the 

 
4. Will Ameriprise Cover Securities America’s MedCap Liabilities? Financial 
Advisor Magazine, March 21, 2011 available at https://www.fa-mag.com/news/will-
ameriprise-cover-securities-americas-medcap-liabilities-6896.html. 
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fraudulent, criminal, or theft committed by their agent or employee. To give 
yourself the best opportunity to collect any available insurance proceeds, 
tailoring at least a part of your Statement of Claim to what would likely be 
covered claims and damages is an important consideration at the pleading 
stage and an important consideration during settlement discussions, mediation, 
and any hearing on the merits.  

 
 

II. Pursuing Control Persons in the Event a Broker-Dealer’s Ability to 
Pay an Award or Settlement Is in Question 

 
If you decide to file suit knowing that a brokerage firm is in dire straits 

financially, or could be put there with one large award, it is important to protect 
against such possibility.  One way to do so is to name the principals or 
executives of the entity. There are several direct claims you can make against 
principals and executives of a company including failure to supervise, 
respondeat superior, and control person liability.  Bringing claims against 
principals and executives has at least two advantages. First, if a principal or 
executive is found to be jointly and severally liable along with the brokerage 
firm, he or she will have less incentive to shut down the firm. Indeed, he or she 
may also be incentivized to settle to avoid the possibility of bankruptcy 
altogether. Second, he or she could have insurance coverage for your claims 
even if the brokerage firm’s policy does not provide coverage. 

 
 

A. Failure to Supervise 
 

Failure to supervise is a claim that is usually brought against brokerage 
firms for failing to detect a broker’s misconduct which causes a customer to 
lose money.  However, this claim can also be brought against principals and 
executives including the main decision-makers at the firm and other 
individuals who may have supervisory responsibility over the firm’s brokers.  
These people usually include the firm’s Chief Compliance Officer, and 
sometimes can include the Chief Executive Officer or Chief Financial Officer, 
depending on the size of the company.  

The SEC has long-recognized that principals and executives may be held 
liable for their registered representatives’ misconduct. As stated in Reynolds 
& Co. 39 SEC 902, 917 (1960) the duty to supervise extends to a brokerage 
firm’s principals as follows: 

The protection of investors is paramount, and the broker-dealer is 
obligated to ensure that protection through appropriate and effective 
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supervision. The broker-dealer and its principals are the first line of 
defense in protecting investors from unscrupulous representatives.  If 
we cannot rely on the firms and their principals to regulate their own 
employees, an undue burden is shifted on the regulatory authorities to 
police the industry.5 (Emphasis added). 
For a failure to supervise claim to be successful against a principal or 

executive, it is important to find documents that show a link between the 
principal or executive and the wrongdoing. Some examples might include, the 
CEO signing off on inadequate supervisory procedures or a CCO that was 
made aware of a broker’s misconduct, but failed to stop it. The more evidence 
you can find showing that upper management was aware of or involved in the 
wrongdoing, the stronger the failed supervision claim against them. 

 
 

B. Respondeat Superior 
 

Under the law of agency in Ohio, for example, a principal is bound by the 
acts of its agent if the agent acted with actual authority. “Where a principal has 
by his voluntary act placed an agent in such a situation that a person of ordinary 
prudence, conversant with business usages, and the nature of the particular 
business, is justified in assuming that such agent is authorized to perform on 
behalf of his principal a particular act, such particular act having been 
performed the principal is estopped as against such innocent third person from 
denying the agent’s authority to perform it.”6  Under the theory of respondeat 
superior, if a broker engages in wrongdoing in connection with the sale of 
securities, its principals can be liable whether or not they “authorized” the 
misconduct because the sale of securities is within the course and scope of the 
broker’s business. 

 
 
 
 

 
5. Prospera Financial Services, Inc., Exchange Act Release No, 43352; File 3-10306, 
*5 (Sept. 26, 2000) (“The Commission has long held that responsibility for the 
supervisory functions of a registered broker-dealer is incumbent upon the most senior 
members of management”).  “Senior management has a duty not only to provide a 
meaningful supervisory structure, but also to actively monitor and enforce it.”  Signal 
Securities, Inc., Exchange Act Release No. 43350; File 3-10304, *8 (Sept. 26, 2000).    

6. Pelmar USA, LLC v. Mach. Exch. Corp., 976 N.E.2d 282, 289 (Ohio Ct. App. 
2012) (internal citations omitted).    
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C. Control Person Liability 
 

Most commonly, attorneys seek to hold principals and executives liable 
pursuant to the theory of “control person liability.” A principal or executive 
can be held to be a control person under federal law and SEC and FINRA 
authority. Control person liability stems from §20(a) of the Exchange Act of 
1934, which provides: 

 
Every person who, directly or indirectly, controls any person liable 
under any provision of this chapter or of any rule or regulation 
thereunder shall also be liable jointly and severally with and to the 
same extent as such controlled person to any person whom such 
controlled person is liable, unless the controlling person acted in good 
faith and did not directly or indirectly induce the act or acts 
constituting the violation or cause of action.7 
The word “control” in the above-referenced statute is not defined, however 

the Securities and Exchange Commission has provided its own definition: 
“control means the possession, direct or indirect, of the power to direct or 
cause the direction of management and policies of a person, whether through 
the ownership of voting securities, by contract, or otherwise.”8  

The Uniform Application for Broker-Dealer Registration (“Form BD”), 
which must be registered with the SEC and FINRA, expounds on the definition 
of “control”: 

The power, directly or indirectly, to direct the management or policies 
of a company, whether through ownership of securities, by contract or 
otherwise. Any person that (i) is a director, general partner or officer 
exercising executive responsibility (or having similar status or 
functions); (ii) directly or indirectly has the right to vote 25% or more 
of a class of a voting security or has the power to sell or direct the sale 
of 25% or more of a class of voting securities; or (iii) in the case of a 
partnership, has the right to receive upon dissolution, or has 

 
7. 15 U.S.C. § 78t(a); see also Section 410(c) of the Uniform Securities Act (1956) 
(Every person who directly or indirectly controls a person liable under subsections (a) 
and (b) … is also jointly and severally liable with and to the same extent as such 
person…) 

8. 17 C.F.R. § 240.12b-2 (2008). 
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contributed 25% or more of the capital, is presumed to control the 
company. (This definition is used solely for the purpose of Form BD).9  
For clarity, FINRA has simplified the process of determining who 

qualifies as a control person.  Each broker-dealer registered with the SEC and 
FINRA is required to complete Form BD Schedule A - Direct Owners and 
Officers. The form requires the broker-dealer to list each chief executive 
officer, chief financial officer, chief operations officer, chief compliance 
officer, director, and individuals with similar status.  More importantly, there 
is a column entitled “Control Person.”  Any control person of a broker-dealer 
must enter “Yes” or “No” as to whether they are held to be “control people” 
of the entity. As with failure to supervise and respondeat superior, above, it is 
helpful to show a link between the broker’s wrongdoing and the principal or 
executive’s participation or involvement or to show that he or she knew or 
should have known of the wrongdoing.   
 
 
IV. Pursuing Successor Firms 
 

A. Failure to Warn  
 

If you have a situation where a broker left a financially stable brokerage 
firm to go to a now-defunct or near-defunct brokerage firm, then you may be 
able to make a claim for “failure to warn” against the prior broker-dealer. For 
example, a broker is caught selling away promissory notes to customers at 
Large BD 1. He is “permitted to resign” rather than terminated with the 
appropriate disclosures on the Form U-5. The broker then goes to Small BD 2 
and continues the same selling away scheme to Large BD 1’s customers that 
followed him to Small BD 2. He is caught again and Small BD 2 closes its 
doors rather than face the crushing weight of lawsuits against it. Large BD 1 
may be liable for failing to warn its customers.    

Broker-dealers, and their employees, owe a general common law duty of 
fair dealing to their customers.10 This duty encompasses a duty to disclose 
material information to the customer: 

[Broker-dealers owe] a duty of fair dealing.  A broker or brokerage 
house cannot disclaim responsibility for a client, any more than an 

 
9. See Form BD, Uniform Application for Broker Dealer Registration, p. 2, available 
at https://www.sec.gov/pdf/formbd.pdf.  

10. Sec. and Exch. Comm’n v. Hasho, 784 F.Supp. 1059, 1107 (S.D.N.Y. 1992). 
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attorney may disavow any responsibility for keeping their clients 
aware of the circumstances that might directly impact their case… 
[C]ommon law duties and requirements continue to govern the 
behavior of brokers and securities agents and their firms.  Therefore, 
the existence of the CRD does not imply that state law and common 
law requirements have withered away.  Rather, the CRD represents 
the minimum duties that the federal government requires – a floor, 
rather than a ceiling … [a broker-dealer’s] common law duty may 
have necessitated a disclosure of the information.11 
FINRA similarly mandates a duty of fair dealing with the customers of a 

brokerage firm. FINRA Rule 2111 Supplementary Materials provides as 
follows: 

.01 General Principles.  Implicit in all member and associated person 
relationships with customers and others is the fundamental 
responsibility for fair dealing.  Sales efforts must therefore be 
undertaken only on a basis that can be judged as being within the 
ethical standards of FINRA’s rules, with particular emphasis on the 
requirement to deal fairly with the public.     
When a broker-dealer becomes aware of material information that calls 

the broker’s character and integrity into question, the broker-dealer must 
“disclose material information” to the broker’s clients and warn them about 
such material information regarding its departing broker.12  

Courts recognize that a broker-dealer firm’s failure in its duty to report 
misconduct by a departing registered representative places the investing public 
at risk.13 Courts have held broker-dealers liable for the losses incurred by their 
clients for conduct by a broker after leaving a firm, when the broker-dealer 
fails to warn its clients of the broker’s misconduct.   

 
11. French v. First Union Securities, Inc., 209 F.Supp.2d 818, 828-30 (M.D. Tenn. 
2002).  

12. Glaziers & Glassworkers Union Local No. 252 Annuity Fund v. Newbridge Sec., 
93 F.3d 1171, 1181 (3rd Cir. 1996) (discussing a broker-dealer’s duty to disclose 
material information, supported by the common law of trusts).  See also, Bixler v. 
Central Penn. Teamsters Health & Welfare Fund, 12 F.3d 1292, 1299 (3rd Cir. 1994) 
(“the duty to inform … entails not only a negative duty not to misinform, but also an 
affirmative duty to inform when the trustee knows the silence might be harmful.”); 
Globe Woolen Co. v. Utica Gas and Electric Co., 224 N.Y. 483, 121 N.E. 380 (N.Y. 
1918) (a broker-dealer may “not turn its ‘practiced eye’ to its self-interest, while 
turning a blind eye to the interests of its beneficiary”).   

13. Dolin v. Contemporary Fin. Solution, Inc., 622 F.Supp.2d 1077, 2010 U.S. Dist. 
LEXIS 128325 (D. Colo. 2009).   
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[Client] expected SII to notify her of any problems with [the broker]. 
However, SII did not inform [client] that three customer complaints 
had been filed against [the broker], that SII was not comfortable with 
[the broker’s] business practices, and that SII had requested that [the 
broker] leave. Had SII disclosed this information to her, she would 
have stopped doing business with [the broker].14   
It is reasonably foreseeable that a broker who is committing fraud at one 

brokerage firm and is terminated therefrom, could lure his former customers 
away from the first brokerage firm to commit fraud upon them. Therefore, it 
is incumbent upon the first brokerage firm to alert its customers to warn them 
of the reason for termination, at a minimum, to ensure that they don’t fall prey 
to the same fraud. Failure to do so, exposes it to liability for “failure to warn.” 
Therefore, you may have a claim for failure to warn in a situation where (1) 
your client had an account relationship with the broker-dealer or customer 
relationship with the broker while he or she was at the prior broker-dealer, (2) 
the prior broker-dealer has or should have knowledge that the broker was 
engaging in misconduct at the prior broker-dealer, (3) the broker dealer failed 
to adequately inform or “warn” its client of the wrongdoing, and (4) the client 
lost money due the same or similar misconduct by the broker after he or she 
left the prior broker-dealer. 
 
 

B. Successor Liability  
 

In many instances, the only real assets of a brokerage firm are its brokers, 
and the customers. In cases where a brokerage firm is going under, in many 
instances a soon to be defunct broker-dealer will simply transfer all of its 
accounts and registered representatives under FINRA Rule 1017, or FINRA’s 
“mass transfer” program – which allows firms of more than 50 registered 
representatives to transfer to a new firm without the need for new Form U4 
and U5 filings, and to bulk transfer the customer accounts to the new firm 
under applicable FINRA rules. This streamlined approached offered (and 
endorsed) by FINRA may actually expose successor broker-dealers to liability 
of the predecessor firms under various successor liability theories. 

Historically, the general rule is that successors who purchase assets for fair 
consideration do not become liable for the predecessor’s liabilities, even when 
the purchaser purchases substantially all of the assets of the seller. Unless there 

 
14. Jenks v. SII Investments, Inc., 2006 WL 2092639 (M.D. Fla. July 27, 2006). See 
also, Glaziers, 93 F.3d 1171.   
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are fraudulent transfers, acquisition of all or substantially all of a company’s 
assets is a necessary but, by itself, insufficient element for a finding of 
successor liability. Successor liability is therefore a narrow exception to the 
general rule.  

When properly applied, successor liability can be a powerful tool for 
holding tortfeasors accountable notwithstanding their attempts to avoid 
liability through corporate law maneuvering. When successor liability is 
imposed, a creditor or plaintiff with a valid claim against the seller 
(predecessor) may assert that claim against and collect payment from the 
purchaser (successor) of the predecessor entity. To attach successor liability, 
however, one must generally advance their claim on one of the following 
grounds:  

(a) An express or implied assumption of liabilities in the purchase 
agreement;15 
(b) A transfer of assets to the purchaser that is for the fraudulent purpose 
of escaping liability for the seller’s debts;16 
(c) A transaction amounting to a consolidation or a de facto merger;17 or 

 
15. Schwartz v. Pillsbury, Inc., 969 F.2d 840, 845 (9th Cir. 1992) (asset purchaser 
acquiring franchisor did not expressly or impliedly assume seller’s tort liability when 
acquisition agreement expressly limited obligations assumed to certain specified 
agreements of seller); see also, Kessinger v. Grefco, Inc., 875 F.2d 153, 154 (7th Cir. 
1989) (asset purchaser impliedly assumed a seller’s unforeseen liability for certain 
tort claims where the purchaser agreed “to pay, perform and discharge all debts, 
obligations, contracts and liabilities” of the seller); see also, Carlos R. Leffler, Inc. v. 
Hutter, 696 A.2d 157 (Pa. Super. Ct. 1997) (asset purchaser impliedly assumed a 
liability where other liabilities were expressly assumed). 

16. Reddy v. Gonzalez, 8 Cal. App. 4th 118, 122 (1992) (under Uniform Fraudulent 
Transfer Act actual intent and inadequate consideration are alternative requirements 
for successor liability based upon fraudulent transfer); see also, Schmoll v. ACandS, 
Inc., 703 F. Supp. 868, 873 (D. Or. 1988) (finding corporate restructuring was 
undertaken to avoid liabilities from asbestos claimants and imposing liability on 
transferee), aff’d, 977 F.2d 499 (9th Cir. 1992); see also, Husak v. Berkel, Inc., 341 
A.2d 174, 176 (Pa. Super. Ct. 1975) (using inadequate consideration paid as 
alternative factor implying fraudulent purpose, much like construction fraudulent 
conveyance theories of recovery). 

17. Marks v. Minn. Mining & Mfg. Co., 187 Cal. App. 3d 1429, 1435–36 (Cal. Ct. 
App. 1986) (de facto merger found where one corporation takes all of another’s 
assets without providing any consideration to meet the claims of the seller’s 
creditors; five factor test for de facto merger: (i) consideration paid for the assets 
solely belonging to the purchaser or its parent; (ii) continues the same enterprise after 
the sale; (iii) shareholders of the seller corporation become shareholders of the 
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(d) A purchasing corporation that is a mere continuation” of the seller (in 
some jurisdictions this has been expanded to include continuity of 
enterprise).18  
In certain circumstances, a firm may be exposed to successor liability 

through the express or implied assumption of such liabilities from the purchase 
agreement itself. This is typically a matter of contract law and interpretation, 
although in some instances courts look to extrinsic factors to determine if a 
purchaser impliedly assumed the liabilities of the seller.19 

Similar to the express or implied assumption of liabilities, engaging in 
corporate law transactions solely for the fraudulent purpose of transferring 
assets to evade liability that defeats the interests of creditors is another 
situation where successor liability will attach to prevent injustice to creditors 
(such as investors). An example of this type of fraudulent transaction would 
be if a corporation’s equity holders arrange for the firm’s assets to be sold to a 
new firm in which the equity holders also hold an equity stake for far less value 
than if the assets were sold to an arms-length purchaser. In this example, the 
interests of the creditors would be frustrated to allow such transaction to shield 
the predecessor from liability, and successor liability would attach. However, 
to preserve the integrity of legitimate corporate transactions designed to 
minimize or eliminate successor liability, in most cases courts will want proof 
of actual fraud or lack of good faith in transactions designed to avoid liability 
for successor liability to attach.20   

Courts may also find certain asset sale transactions designed to avoid 
liability simply constitute a de facto merger, which attaches liability from the 
predecessor corporation onto the successor just as if a statutory merger took 
place.21 Many courts apply a de facto merger test, which requires the creditors 

 
purchaser; (iv) the seller liquidates; and (v) the buyer assumes the liabilities of the 
seller necessary to carry on the business). 

18. Stanford Hotel Co. v. M. Schwind Co., 181 P. 780 (Cal. 1919) (“mere 
continuation successor liability may lie when: (1) no adequate consideration was 
given for the acquired assets, and (2) where one or more persons were officers, 
directors, or stockholders of both corporations). 

19. In re Eagle-Pitcher Indus., Inc., 255 B.R. 700, 704 (Bankr. S.D. Ohio 2000) 
(intent of the parties is expressed in the terms of an asset purchase agreement 
control). 

20. Eagle Pac. Ins. Co. v. Christensen Motor Yacht Corp., 934 P.2d 715, 721 (Wash. 
Ct. App. 1997) (sustaining successor liability on grounds of findings of actual fraud).  

21. In a statutory merger, the successor will assume the liabilities of the predecessor 
entity.  
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prove certain elements such as a continuity between the seller and purchaser 
evidenced by the same management, employees, assets, or location.22   

Like a de facto merger, many courts have also adopted the “mere 
continuation” theory of successor liability, where the purchaser (successor) is 
nothing more than a “mere continuation” of the seller (predecessor), with a 
commonality of employees, management, assets, and even the location of the 
predecessor and successor entity.23  

The doctrine of successor liability is generally considered an equitable 
doctrine in nature, to be used in circumstances when the strict application of 
corporate law would offend the conscience of the court. Naturally, nothing is 
more shocking to see than an aggrieved investor obtain a settlement or 
arbitration award, only to have the broker-dealer shift away its assets in an 
effort to avoid its obligations. Investor attorneys should consider successor 
liability theories under the appropriate circumstances.  

 
 

V. Conclusion 
 

In conclusion, hopefully you will never find yourself in a position where 
you are facing significant limitations to a broker-dealer’s ability to pay a 
settlement, or arbitration award. But this article includes certain tools used by 
investor lawyers to properly analyze the financial wherewithal of a firm prior 
to filing a case, as well as those tools employed should problems with 
collection present themselves. 

 
22. Amjad Munim, M.D., P.A. v. Azar, 648 So. 2d 145, 153–54 (Fla. Dist. Ct. App. 
1994); see also, Perimeter Realty v. GAPI, Inc., 533 S.E.2d 136, 145–46 (Ga. Ct. 
App. 2000). 

23. Gladstone v. Stuart Cinemas, Inc., 878 A.2d 214, 221–22 (Vt. 2005). 
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STATES ADOPTING NASAA’S MODEL ACT TO 
 PROTECT VULNERABLE ADULTS FROM  

FINANCIAL EXPLOITATION (MANDATORY AND  
PERMISSIVE CONDUCT BY FINANCIAL ADVISORS) 

 
Darlene Pasieczny 1 

 
 
Introduction 
 

It’s not hard to imagine the scenarios: A financial advisor gets an 
unexpected call from an elderly long-time client asking for an unusual 
withdrawal or transfer from a brokerage account. A family member comes to 
the advisor’s office with a power of attorney document and two-sentence 
doctor’s note that the client has cognitive issues and instructs the advisor to 
initiate withdrawals or transfers. Something just doesn’t feel right.... the 
request doesn’t fit into the client’s established financial plan, the explanation 
doesn’t quite make sense, or something about the conversation makes the 
advisor concerned about the client’s well-being.   

Financial advisors are in a unique position to recognize potential financial 
elder abuse. The advisor’s gut feeling regarding a suspicious request could be 
a critical first line of defense in preventing irreparable harm. Once money or 
securities are withdrawn or transferred out of an account, it can be extremely 
expensive and time consuming to recover from the wrongdoer through civil 
litigation or law enforcement. It may be impossible to collect from a 
wrongdoer who has already spent the funds or transferred assets to an overseas 
account.  Loss of retirement savings is an immediate threat to the health, safety, 
and financial independence of our elderly clients, friends, and family 
members. 

 
1. Darlene Pasieczny is a fiduciary and securities litigation attorney at Samuels 
Yoelin Kantor LLP in Portland, Oregon.  Darlene represents clients in trust and 
estate disputes, elder financial abuse claims, securities litigation, and investor claims 
in FINRA arbitration.  Darlene serves on PIABA’s Board of Directors, however, 
statements and opinions expressed herein reflect the views of the contributor, and do 
not necessarily reflect those of the Public Investors Arbitration Bar Association 
(PIABA).  Special thank you to Colleen Muñoz, SYK law clerk and law student at 
Lewis & Clark Law School, for her valuable research assistance.   Portions of this 
article were originally published in the Oregon State Bar’s Elder Law Newsletter, 
vol. 22, no.1, Jan. 2019.  
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Financial advisors are generally not mandatory reporters of suspected 
financial abuse under state statutes creating civil private rights of action.  A 
complex framework of state and federal laws and regulations, aimed at 
protecting the privacy of financial information and an individual’s control over 
their own assets, creates a tricky situation for professionals trying to stay in 
compliance, but worried about potential exploitation of their client. 

Recently enacted state statutes, and new rules implemented by the 
Financial Industry Regulatory Authority (“FINRA”), now empower financial 
professionals to take critical actions, including short temporary holds on 
suspicious disbursement requests and allowing time for investigation, without 
costly court orders.  New state laws also enhance the state’s ability to get 
involved, by requiring certain financial professionals to report suspected 
financial exploitation to designated agencies. 

Where did these changes come from?  Many states have some form of civil 
private right of action and compensatory recovery for financial exploitation of 
vulnerable individuals, as well as criminal law prohibitions of the same.  But 
those laws focus on after-the-fact claims.  Recognizing the increasing problem 
of financial exploitation of investors over the age of 65, and potential 
prevention by financial advisors, the North American Securities 
Administrators Association (“NASAA”)2  formed its Committee on Senior 
Issues and Diminished Capacity in 2014.  In September 2015, NASAA 
released its draft Model Act to Protect Vulnerable Adults from Financial 
Exploitation (“Model Act”).  Correspondingly, FINRA proposed similar 
changes to its SRO rules in Regulatory Notice 15-37, issued in October 2015.3 

This article supplements a prior PIABA Bar Journal survey of state civil 
causes of action for financial exploitation,4 and provides a survey of the 
twenty-two states5 that have enacted preventative statutes or regulations based 
on the Model Act.   It also reviews corresponding FINRA Rules 2165 and 

 
2. NASAA’s members consist of the securities administrators of the 50 states, the 
District of Columbia, Puerto Rico, the U.S. Virgin Islands, Canada and Mexico.  See 
NASAA, http://www.nasaa.org. 

3. For the full text of Regulatory Notice 15-37 and access to public comment letters 
responding to the same, see FINRA, http://www.finra.org/industry/notices/15-37. 

4. See Jeff Aidikoff and Ashley Rivkin, States with a Civil Right of Action for 
Financial Elder Abuse and Exploitation, 24 PIABA B.J. 29(2017). 

5. For updates on states enacting legislation or regulations based on NASAA’s 
Model Act see, NASAA Model Act to Protect Vulnerable Adults From Financial 
Exploitation Update Center, SERVEOURSENIORS.ORG, http://serveourseniors.org/ 
about/policy-makers/nasaa-model-act/update/.    
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4512, adopted in conjunction with the promulgation of the Model Act, and 
considers potential ramifications to financial advisors who fail to comply with 
the new laws. 
 
 
Financial exploitation of elders is a recognized national problem 
 

The National Adult Protective Services Association reports that 90% of 
financial abusers are family members or trusted others and abuse is vastly 
underreported – only an estimated one out of 44 cases.6  A 2010 survey 
conducted for the Investor Protection Trust estimated that one in every five 
Americans over the age of 65 has been a victim of financial fraud.7   Common 
forms of financial abuse by family members include misuse of a power of 
attorney or joint bank account, and threats to abandon the vulnerable person. 

Elder investors, and their retirement accounts, are a particular target for 
bad actors. In its 2018 Enforcement Report, NASAA identified sales of 
unregistered securities as the prominent scheme targeting elder investors.8  The 
most often reported of these were promissory notes, real estate investment 
programs, affinity fraud (sales scams targeting a particular community or 
group), and Regulation D offerings (private placements exempt from SEC 
registration, certain disclosure and reporting requirements). Common 
Regulation D offerings are hedge funds, LP interests or LLC interests.  
Especially during a low interest rate market, professional fraudsters may target 
elder investors to withdraw their well-managed funds with the promise of 
higher returns in such “alternative” investments, that might actually be 
inappropriately risky, illiquid, or an outright scam. 
 
 
Mechanics of the Model Act 
 

The key components of the Model Act are to (1) make financial advisors 
mandatory reporters of suspected financial exploitation of eligible adults to 

 
6. Elder Financial Exploitation, NATIONAL ADULT PROTECTIVE SERVICES 

ASSOCIATION, http://www.napsa-now.org/policy-advocacy/exploitation/. 

7. The 2010 Elder Investment Fraud and Financial Exploitation report available at 
INVESTOR PROTECTION TRUST, http://investorprotection.org/downloads/EIFFE_ 
Survey_Report.pdf. 

8. 2018 NASAA Enforcement Report available at NASAA, http://www.nasaa.org/ 
46133/nasaa-releases-annual-enforcement-report-4/. 
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their designated state agency; (2) permit financial advisors to temporarily 
delay disbursements requests where there is a suspicion of potential abuse; (3) 
provide financial advisors certain safe harbor immunities from administrative 
or civil liability when reporting / delaying disbursements in good faith; and (4) 
require record keeping and state access to records relating to suspected or 
attempted financial abuse.  Some states adopting the Model Act changed the 
mandatory reporting to state agencies into permissive conduct, or vice-versa, 
and some dropped the express record keeping requirement from inclusion in 
the statutory scheme.  FINRA’s rule changes mirror the permissive delay of 
disbursements authorized by the Model Act, but do not have a corresponding 
mandatory reporting requirement. 

Of particular note: the mandatory reporting and permissive conduct 
authorized by the Model Act apply more broadly to FINRA-registered brokers, 
brokerage firms, SEC-registered investment advisory firms and registered 
investment advisors, as well as to any “person who serves in a supervisory, 
compliance, or legal capacity for a broker-dealer or investment adviser.” 

The key definitions of the Model Act cross reference state statutory 
definitions, and include:9 

“Eligible adult” means a person age 65 or older10, or a person subject to 
[insert state Adult Protective Services statute] 

“Financial exploitation” means:  
(a) the wrongful or unauthorized taking, withholding, 
appropriation, or use of money, assets or property of an 
eligible adult; or 
(b) any act or omission taken by a person, including through 
the use of a power of attorney, guardianship, or 
conservatorship of an eligible adult, to: 

i. Obtain control, through deception, intimidation or 
undue influence, over the eligible adult’s money, assets or 

 
9. States adopting the Model Act have clarified definitions, and mirrored existing 
definitions in respective state civil causes of action.  See generally NASAA Model Act 
to Protect Vulnerable Adults From Financial Exploitation Update Center, 
SERVEOURSENIORS.ORG, http://serveourseniors.org/about/policy-makers/nasaa-
model-act/update/.   

10. For the states adopting the Model Act, this age tends to be 65, but some states 
vary, for example 60 years of age (Alaska, Louisiana, Montana, and Virginia), 62 
years of age (Delaware), and 70 years of age (Colorado).  See id.  Simply being the 
threshold age, regardless of physical or mental health, qualifies the person as an 
“eligible” adult and thus triggers mandatory / permissive conduct.  See following 
chart of the states. 
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property to deprive the eligible adult of the ownership, 
use, benefit or possession of his or her money, assets or 
property; or 
ii. Convert money, assets or property of the eligible adult 
to deprive such eligible adult of the ownership, use, 
benefit or possession of his or her money, assets or 
property 

“Qualified Individual” means any agent, investment adviser 
representative or person who serves in a supervisory, compliance, or legal 
capacity for a broker-dealer or investment adviser 

FINRA Rule 2165 (effective February 5, 2018), applicable to FINRA-
registered member firms (e.g. broker-dealers) and associated persons (e.g. 
brokers) provides corresponding definitions: 

“Specified Adult” means:  (A) a natural person age 65 and older; or (B) 
a natural person age 18 and older who the member reasonably believes has a 
mental or physical impairment that renders the individual unable to protect his 
or her own interests. 

“Financial exploitation” means: 
(A) the wrongful or unauthorized taking, withholding, 
appropriation, or use of a Specified Adult's funds or securities; 
or 
(B) any act or omission by a person, including through the use 
of a power of attorney, guardianship, or any other authority 
regarding a Specified Adult, to: 

(i) obtain control, through deception, intimidation or 
undue influence, over the Specified Adult's money, assets 
or property; or 
(ii) convert the Specified Adult's money, assets or 
property. 

 
 

A. Mandatory Reporting and Permissive Disclosure  
 

Mandatory.  Section 3 of the Model Act requires “qualified individuals” 
to “promptly” notify state Adult Protective Services and the commissioner of 
securities (e.g. the state securities regulator), if the qualified individual 
“reasonable believes that financial exploitation of an eligible adult may have 
occurred, may have been attempted, or is being attempted.”   

Permissive. Under the same triggering standard of “reasonable believes. . 
.”, Section 5 of the Model Act permits a qualified individual to also notify any 
third party previously designated by the eligible adult.  However, disclosure 
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may not be made to any designated third party that is suspected of financial 
exploitation or other abuse of the eligible adult. 

Mandatory.  Section 9 of the Model Act requires broker-dealers and 
investment advisors to provide access to or copies of relevant documents 
“relevant to the suspected or attempted financial exploitation of an eligible 
adult to agencies charged with administering state adult protective services 
laws and to law enforcement, either as part of a referral to the agency or to law 
enforcement, or upon request of the agency or law enforcement pursuant to an 
investigation.” 

Mandatory. Specific to FINRA-licensed brokers and broker-dealer firms, 
amended FINRA Rule 4512 (Customer Account Information) mandates taking 
reasonable efforts to obtain the name and contact information of at least one 
Trusted Contact Person (“TCP”), who is at least 18 years of age. The customer 
must be informed about the purpose of identifying a TCP, which includes 
allowing the broker or firm to contact the TCP about possible financial 
exploitation, information about the customer’s account, or to inquire about the 
customer’s health status or confirm contact information.  
 
 

B. Delay of Disbursements 
  

Permissive.  Section 7 of the Model Act permits a broker-dealer or 
investment advisor to “delay a disbursement from an account of an eligible 
adult or an account on which an eligible adult is a beneficiary” if the following 
criteria are met: (1) if, after initiating an initial review, there is a reasonable 
belief that the requested disbursement may result in financial exploitation;  (2) 
within two business days after the requested disbursement, written notification 
of the delay and its reasons are provided to all parties authorized to transact 
business on the account (unless a party is the suspected abuser); (3) within two 
business days the designated state agencies are notified; and (4) within seven 
business days after the requested disbursements, a report of the internal review 
and its results are provided to the designated state agencies.    

The disbursement delay under the Model Act expires upon the sooner of: 
(1) determination by the broker-dealer or investment advisor that the 
disbursement will not result in financial exploitation; (2) fifteen business days 
after the date of first delaying disbursement, unless extended up to a maximum 
of twenty-five business days on request of the state agencies; or (3) termination 
of the delay by the state agencies or by a court of competent jurisdiction.   A 
court may also indefinitely extend the delay. 
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Permissive. New FINRA Rule 2165 also allows permissive delays in 
disbursements11 of funds or securities from the account of a Specified Adult, 
so long as (1) the broker or brokerage firm has a “reasonable belief” that 
financial exploitation has occurred or been attempted, or may or will occur or 
be attempted; (2) within two business days, notice of the delay is given to 
account holders and identified TCP (but not given to suspected abusers); and 
(3) an internal review is immediately initiated. The temporary hold may not be 
longer than 15 business days, although the hold can be extended further or 
terminated by court order or state securities regulator.  FINRA has explained 
that where a questionable disbursement involves less than all the assets in an 
account, the hold should not be a blanket “freeze” on the entire account.  
Rather, each disbursement should be examined separately, and disbursements 
that are not suspicious, e.g. regular bill payments, not delayed.12  
 
 

C. Record keeping 
 

Mandatory.  Section 9 of the Model Act requires broker-dealers and 
investment advisors provide access to or copies of records “relevant to the 
suspected or attempted financial exploitation of an eligible adult” to the 
designated state agencies and to law enforcement.  The records so provided 
are not considered public records for purposes of state public records laws.  
This provision specifically does not limit or impede the authority of state 
securities regulators to access or examine records as otherwise provided by 
law. 

Mandatory. FINRA-licensed firms must have and follow written 
supervisory procedures reasonably designed to achieve compliance with new 
Rule 2165, must develop and document training about the new rule, and must 
retain records regarding disbursement delays in compliance with existing 
record retention rules. 

 

 
11. FINRA is clear that permissive delays are limited to disbursements of funds or 
securities from an account.  FINRA Rule 2165 does not apply to an order to sell or 
buy securities held within the account, so long as the funds or securities are kept 
within the account.    

See Frequently Asked Questions Regarding FINRA Rules Relating to Financial 
Exploitation of Senior Investors, FINRA, http://www.finra.org/industry/frequently-
asked-questions-regarding-finra-rules-relating-financial-exploitation-seniors. 

12. Id. 
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D. Safe Harbor Immunity 
 

Sections 4, 6, and 8 of the Model Act provide immunity from 
administrative or civil liability “that might otherwise arise” from notification 
to state agencies or disclosure of information to third-parties, or delay in 
disbursement requests in accordance with the respective sections, so long as 
the qualified individual acts in good faith and exercising reasonable care 
and/or has a reasonable belief of the potential financial exploitation. 
 
 

E. Penalties  
 

The Model Act does not include penalties for violation of mandatory 
and/or permissive provisions.   Penalties may exist in other areas of respective 
state securities law for violations.  For example, Oregon specifically extended 
civil penalties to violation of the new reporting requirements, and Mississippi 
made it a potential criminal violation to knowingly fail to report to the 
designated state agencies under certain circumstances.13  Violation of the 
FINRA Rules may result in enforcement action, as well as grounds for 
negligence and other claims where the Rules provide a standard of care in the 
industry.14 

Unless the respective state safe harbor provision provides immunity for 
the conduct, securities professionals may also be found liable for significantly 
more damages under other state common law civil claims for failing to report 
where there is reasonable cause to suspect financial abuse.  For example, if a 
securities professional does not act in good faith or with reasonable care in 
failing to report potential abuse, or allows a suspicious disbursement of funds 
from an account, thus effectively enabling financial exploitation, then common 
law negligence, breach of fiduciary duty, civil claims under state Blue Sky 
laws, or even state elder financial abuse civil statute, which may provide 
enhanced remedies such as treble damages and attorney fees, for otherwise 
permitting another person to engage in financial abuse.15    

Potential violations of these mandatory requirements or permissive 
conduct, including failure of a firm to properly train and supervise their 

 
13. OR. REV. STAT. § 59.995; MISS. CODE ANN. § 75-71-413(f) (referencing Section 
43-47-7(1)(c) of the Mississippi Vulnerable Persons Act).   

14. This article does not provide a survey of potential applicable civil penalties found 
in other areas of respective state statutes and/or regulations. 

15. See Aidikoff, supra note 4.  
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employees about the new laws, may be additional claims for investor 
representatives against the firms that supervise these securities professionals. 
 
 
Conclusion 
 

Financial professionals truly are in important positions to help protect 
vulnerable adults from financial abuse.  The states enacting statutes based on 
the Model Act provide affirmative tools to financial advisors that could help 
save a client from a devastating financial loss.  For financial advisors and firms 
that fail to implement the new requirements, or who ignore the red flags of 
potential financial abuse of investors and fail to act in “good faith or with 
reasonable care,” harmed investors may now have additional grounds for 
recovery. 
 
 
States Adopting the Model Act16 
Financial Exploitation of Vulnerable Adults Statutes | State by State 
 

STATE STATUTES 
Alabama ALA. CODE §§ 8-6-170 through 179 (Eff. July 1, 2016) 

Protection of Vulnerable Adults from Financial 
Exploitation Act 
ACT 2016-141 (2016) 

Alaska ALASKA STAT. § 45.56.430 (Eff. Jan. 1, 2019) 
Alaska Securities Act 
House Bill 170 (2018) 

Arizona ARIZ. REV. STAT. §§ 46-471 through 474  (Approved 
May 13, 2019) 
Arizona Financial Exploitation Act 
Senate Bill 1483 (2019) 

Arkansas ARK. CODE ANN. § 23-42-309 (Eff. Aug. 1, 2017) 
Arkansas Securities Act 
Act 668 (2017) 
 

 
16. Additionally, some states enacted statutes prior to the Model Act that incorporate 
some of its elements. See e.g. WASH. REV. CODE § 74.34.215 (Financial Exploitation 
of Vulnerable Adults) (allowing permissive temporary holds on disbursal of funds). 
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Colorado COLO. REV. STAT. §§ 11-51-1001 through 1008 (Eff. 
July 1, 2017) 
Colorado Protect Vulnerable Adults from Financial 
Exploitation Act 
House Bill 17-1253 (2017) 

Delaware DEL. CODE ANN. tit. 6, § 73-307 (Eff. Nov. 27, 2018) 
Delaware Securities Act 
House Bill 332 (2018) 

Indiana IND. CODE §§ 23-19-4.1-1 through 11 (Eff. July 1, 2017) 
Indiana Securities Act 
ACT 221 (broker-dealers, 2016); Act 1526 (investment 
advisers, 2017) 

Kentucky KY. REV. STAT. ANN. § 365.245 (Eff. July 14, 2018) 
Protection from Financial Exploitation Act 
House Bill 93 (2018) 

Louisiana LA. REV. STAT. ANN. §§ 51:731 through 738 (Eff. Jan. 
1, 2017) 
Louisiana Protection of Vulnerable Adults from 
Financial Exploitation Law 
Act 580 (2016) 

Maine ME. REV. STAT. ANN. tit. 32, §§ 16801 through 16806 
(Approved Apr. 2, 2019) 
Act to Protect Vulnerable Adults from Financial 
Exploitation 
LD 566 (2019) 

Maryland MD. CODE ANN., CORPS. & ASS’NS. § 11-307 (Eff. Oct. 
1, 2017) 
Maryland Securities Act 
House Bill 1149 & Senate Bill 951 (2017) 

Minnesota MINN. STAT. §§ 45A.01 through 07 (Eff. Aug. 1, 2018) 
Financial Exploitation Protection for Older or 
Vulnerable Adults Act 
HF3833 (2018) 

Mississippi MISS. CODE ANN. § 75-71-413 (Eff. July 1, 2017) 
Mississippi Vulnerable Persons Act 
Senate Bill 2911 (2017) 

Montana MONT. CODE ANN. §§ 30-10-103, 119, 340, 341, 342 
(Eff. Mar. 22, 2017) 
Act Providing Vulnerable Persons Protection from 
Financial Exploitation 
Senate Bill 0024 (2017) 
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New Mexico N.M. STAT. ANN. §§ 58-13d-1 through 8 (Eff. July 1, 
2017) 
Protecting of Vulnerable Adults from Financial 
Exploitation Act 
House Bill 0326 (2017) 

North Dakota N.D. CENT. CODE § 10-04-08.5 (Eff. Aug. 1, 2017) 
North Dakota Securities Act 
Senate Bill 2322 (2017) 

Oregon OR. REV. STAT. §§ 59.480 through 505 (Eff. Jan. 1, 
2018) 
Oregon Securities Law 
Senate Bill 0095 (2017) 

Tennessee TENN. CODE ANN. §§ 48-1-127 (Eff. May 18, 2017) 
Tennessee Securities Act 
Senate Bill 1192 (2017) and House Bill 0304 (2017) 

Texas TEX. REV. CIV. STAT. ART. § 581-45 (Eff. Sept. 1, 2017) 
Blue Sky Law – Securities Act 
House Bill 3291 (2017) 

Utah UTAH CODE ANN. §§ 61-1-201 through 206 (Eff. May 8, 
2018) 
Protection of Vulnerable Adults from Financial 
Exploitation Act 
Senate Bill 88 (2018) 

Vermont VT. ADMIN. CODE R. 4-4-8:8-5 (Adopted July 1, 2016) 
Protection of Vulnerable Adults from Financial 
Exploitation Act 
Regulation S-2016-01 V.S.R. § 8-5 (2016) 

Virginia VA. CODE ANN. § 63.2-1606 (Eff. July 1, 2019) 
Protection of Aged or Incapacitated Adults; Mandated 
and Voluntary Reporting Act 
Senate Bill 1490 and House Bill 1987 (2019) 
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Key Provisions | State by State 
Financial Exploitation of Vulnerable Adults Statutes | State by State 
 
 
Alabama:  
 

“Vulnerable adult” means “[a] person 65 years of age or older” or “[a] 
protected person.”17  “Protected person” means “[a]ny person over 18 years of 
age subject to protection under this chapter or any person, including, but not 
limited to, persons with a neurodegenerative disease, persons with intellectual 
disabilities and developmental disabilities, or any person over 18 years of age 
that is mentally or physically incapable of adequately caring for himself or 
herself and his or her interests without serious consequences to himself or 
herself or others.”18      

“Financial exploitation” includes any of the following:  
a. The wrongful or unauthorized taking, withholding, 
appropriation, or use of money, assets, or property of a vulnerable 
adult. 
b. Any act or omission taken by a person, including through the 
use of a power of attorney, guardianship, or conservatorship of a 
vulnerable adult, to either of the following: 

1. Obtain control through deception, intimidation, or undue 
influence over the vulnerable adult's money, assets, or 
property to deprive the vulnerable adult of the ownership, use, 
benefit, or possession of his or her money, assets, or property. 
2. Convert money, assets, or property of the vulnerable adult 
to deprive the vulnerable adult of the ownership, use, benefit, 
or possession of his or her money, assets, or property.19 

Mandatory Conduct:   A qualified individual who “reasonably believes 
that financial exploitation of a vulnerable adult may have occurred, may have 
been attempted, or is being attempted” shall “promptly notify” the Department 
of Human Resources and the Alabama Securities Commission.20 A “qualified 
individual” means “[a]ny agent, investment adviser representative, or person 

 
17. ALA. CODE § 8-6-171(10). 

18. Id. § 38-9-2(18). 

19. Id. § 8-6-171(5). 

20. Id. § 8-6-172.   
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who serves in a supervisory, compliance, legal, or associated member capacity 
of a broker-dealer or investment adviser.”21  

Permissive Conduct:   A qualified individual may also “notify a 
reasonably associated individual, legal guardian, any third party previously 
designated by the vulnerable adult, conservator, co-trustee, successor trustee, 
or agent under a power of attorney of the vulnerable adult of such belief.”22 
However, the qualified individual is prohibited from notifying “a designated 
third party that is suspected of financial exploitation or other abuse of the 
vulnerable adult.”23  

A broker-dealer or investment adviser may delay disbursement from an 
account on which the vulnerable adult is a beneficiary so long as they follow 
the statutory requirements for notice, reporting, internal review, and 
designated time periods.24   

Records:  A broker-dealer or investment adviser “shall provide” records 
relevant to the suspected or attempted exploitation to agencies administering 
adult protective services laws and law enforcement, either as part of a referral, 
or on request of those agencies.25   

Safe Harbor:   A qualified person, broker-dealer, or investment adviser 
acting in “good faith and exercising reasonable care” is immune from 
administrative or civil liability that might otherwise arise from disclosure or 
for any failure to notify the state agencies, disclosure to the allowed third 
parties, or delay of disbursement in accordance with the respective statutes.26   
 
 
 
 
 
 
 
 
 
  

 
21. Id. § 8-6-171(8). 

22. Id.§ 8-6-174.   

23. Id. 

24. See id. § 8-6-176. 

25. Id. § 8-6-178. 

26. Id. §§ 8-6-173, 175, 177. 
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Alaska:  
 

A “covered adult” means a natural person who is “60 years of age or 
older; or a vulnerable adult.”27 A “vulnerable adult” includes “a person 18 
years of age or older who, because of incapacity, mental illness, mental 
deficiency, physical illness or disability, advanced age, chronic use of drugs, 
chronic intoxication, fraud, confinement, or disappearance, is unable to meet 
the person's own needs or to seek help without assistance.”28  

“Financial exploitation” of a covered adult means:  
(1) the wrongful or unauthorized taking, withholding, 
appropriation, or use of the money, assets, or other property of a 
covered adult; or 
(2) an act or omission of a person, including an act or omission 
made through the use of a power of attorney, guardianship, or 
conservatorship of a covered adult, to 

(A) obtain control, through deception, intimidation, or undue 
influence, over the covered adult's money, assets, or other 
property to deprive the covered adult of the ownership, use, 
benefit, or possession of the covered adult's money, assets, or 
other property; or 
(B) convert the ownership, use, benefit, or possession of the 
covered adult's money, assets, or other property to another 
person.29 

Mandatory Conduct:  A broker-dealer, investment adviser, or qualified 
individuals who reasonably believe that the financial exploitation of a covered 
adult may have occurred, or was attempted, “shall notify” adult protective 
services and the administrator within five days from recognizing the 
exploitation.30  For purposes of mandatory reporting, a “qualified individual” 
means “an agent, investment adviser representative, or other person who is 
acting in a supervisory, compliance, or legal capacity for a broker-dealer or 
investment adviser.”31  

Permissive Conduct:   A broker-dealer, investment adviser, or qualified 
individual may also “notify a person whom the covered adult previously 

 
27. ALASKA STAT. § 45.56.430(j)(2).   

28. Id. § 47.24.900(21). 

29. Id. § 45.56.430(i). 

30. Id. § 45.56.430(a). 

31. Id. § 45.56.430(j)(3). 
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designated to be notified about financial matters of the covered adult, as well 
as any other person allowed under state or federal law or regulation, or the 
rules of a self-regulatory organization[.]”32However, they are prohibited from 
notifying “a person that is suspected of engaging in financial exploitation or 
other abuse of the covered adult.”33  

A broker-dealer or investment adviser may delay disbursement from an 
account on which the covered adult is a beneficiary so long as they follow the 
statutory requirements for notice, reporting, internal review, and designated 
time periods.34   

Records:  A broker-dealer or investment adviser “shall provide” records 
relevant to the suspected or attempted exploitation to agencies administering 
adult protective services laws and law enforcement as part of a referral to those 
agencies or an investigation.35   

Safe Harbor:  A broker-dealer, investment adviser, or qualified individual 
acting in “good faith and exercising reasonable care” are immune from 
administrative or civil liability for a notification, disclosure, disbursement 
delay, or record sharing under this section.36 

 
 

Arizona:   
 

“Eligible adult” includes a person who is either: (a) sixty-five (65) years 
of age or older; or (b) a vulnerable adult.37 A “vulnerable adult” is defined as 
“an individual who is eighteen years of age or older and who is unable to 
protect himself from abuse, neglect or exploitation by others because of a 
physical or mental impairment. Vulnerable adult includes an incapacitated 
person as defined in § 14-5101.”38   
 

 
 

 
32. Id. § 45.56.430(c). 

33. Id. 

34. See id. § 45.56.430(e). 

35. Id. § 45.56.430(g). 

36. Id. § 45.56.430(h). 

37. ARIZ. REV. STAT. § 46-471(2). 

38. Id. § 46-451(A)(9). 
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“Financial exploitation” of an eligible adult includes either:  
(a) The wrongful or unauthorized taking, withholding, 
appropriating, or use of money, assets or property of an 
eligible adult; or 
(b) Any act or omission taken by a person, including through the 
use of a power of attorney, guardianship, or conservatorship of an 
eligible adult, to either: 

(i) Obtain control, through deception, intimidation, or undue 
influence over the eligible adult's money, assets or property to 
deprive the ownership, use, benefit or possession of the 
eligible adult’s money, assets or property.  
(ii) Convert money, assets or property of the eligible adult to 
deprive the eligible adult of the rightful ownership, use, 
benefit or possession of the eligible adult’s money, assets or 
property.39 

Permissive Conduct: (Not Mandatory) For purposes of reporting, a 
“qualified individual” means “broker-dealer, investment adviser or person 
who serves in a supervisory, compliance, legal or senior investor protection 
capacity for a broker-dealer or investment adviser.”40  

If a qualified individual “reasonably believes that the financial 
exploitation of an eligible adult may have occurred, may have been attempted, 
or is being attempted,” the qualified individual “may notify adult protective 
services and the corporation commission.”41 An individual may also “notify 
any third party previously designated by or reasonably associated with the 
eligible adult.”42 However, the individual is prohibited from notifying “any 
designated third party that is suspected of financial exploitation or other abuse 
of the eligible adult.”43  

A broker-dealer or investment adviser may delay disbursement from an 
account of an eligible adult, or an account on which an eligible adult is a 
beneficiary, so long as they follow the statutory requirements for notice, 
reporting, internal review, and designated time periods.44  

 
39. Id. at (3).   

40. Id. § 46-471(6). 

41. Id. § 46-472(A). 

42. Id. § 46-472(C).   

43. Id. 

44. See id. § 46-473. 
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Records:  A broker-dealer or investment adviser “shall provide” records 
relevant to the suspected or attempted exploitation to APS and law 
enforcement, either as part of a referral to APS or law enforcement, or on 
request of the same.45   

Safe Harbor:  A qualified individual acting in “good faith and exercising 
reasonable care . . . is immune from administrative or civil liability that might 
otherwise arise from the disclosure or for any failure to notify the customer of 
the disclosure.”46; immunity re: disclosure to previously designated third 
parties not otherwise suspected of the exploitation47; immunity re: delay in 
disbursements.48   
 

 
Arkansas:   
 

An “eligible adult” includes a person who is: “(A) Sixty-five (65) years 
of age or older; or (B) Subject to supervision by the Arkansas Adult Protective 
Services Unit of the Department of Human Services[.]”49  

“Financial exploitation” means: 
(A) The wrongful or unauthorized taking, withholding, 
appropriation, or use of funds, assets, or property of an 
eligible adult; or 
(B) Any act or omission made by a person, including through the 
use of an eligible adult's power of attorney, guardianship, or 
conservatorship, to: 

(i) Obtain control, through deception, intimidation, or undue 
influence, over the eligible adult's funds, assets, or property 
that results in depriving the eligible adult of rightful 
ownership, use, benefit, access to, or possession of his or her 
money, assets, or property; or 
(ii) Convert funds, assets, or property of an eligible adult to 
deprive the eligible adult of the rightful ownership, use, 

 
45. Id.  § 46-474. 

46. Id. § 46-472(B). 

47. Id. § 46-472(D). 

48. Id. § 46-473(D). 

49. Id. § 23-42-309(a)(2). 
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benefit, access to, or possession of his or her funds, assets, or 
property.50 

Mandatory Conduct:  An individual, who “reasonably believes that 
the financial exploitation of an eligible adult may have occurred, may have 
been attempted, or is being attempted,” “should promptly disclose this 
information to [APS and the securities commissioner]”51  

Permissive Conduct:  An individual may also “notify a third party 
previously designated by the eligible adult.”52 However, the individual is 
prohibited from notifying “any designated third party that is suspected 
of financial exploitation or other abuse of the eligible adult.”53  

A broker-dealer or investment adviser is authorized to delay 
disbursement from an account of an eligible adult or an account on which 
an eligible adult is a current beneficiary, so long as they follow the 
statutory requirements for notice, reporting, internal review, and 
designated time periods.54   

Records:  A broker-dealer or investment adviser “shall provide” 
access to or copies of records relevant to the suspected or attempted 
financial exploitation, either as part of a referral or pursuant to an 
investigation, to: (A) An agency charged with administering state adult 
protective services law; and (B) A law enforcement agency or entity.55   

Safe Harbor:   If the individual who makes the disclosure is acting in 
“good faith and exercising reasonable care[,]” they “shall be immune from 
administrative or civil liability that might otherwise arise from the 
disclosure or for any failure to notify the eligible adult of the 
disclosure[.]”56; also immunity for disclosing to previously designated 
third parties,57 and immunity for broker-dealers or investment advisers 

 
50. Id. § 23-42-309(a)(3). 

51. Id. § 23-42-309(b). 

52. Id. § 23-42-309(b)(3)(A). 

53. Id. § 23-42-309(b)(3)(B). 

54. See id. § 23-42-309(c). 

55. Id. § 23-42-309(d)(1). 

56. Id. § 23-42-309(b)(2). 

57. Id. § 23-42-309(b)(3)(C). 
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who “in good faith and exercising reasonable care” comply with the 
section re: delay in disbursement.58 

 
 
Colorado:  
 

An “eligible adult” means adults who are either “(a) [a] person seventy 
years of age or older; or (b) [a]n individual eighteen years of age or older who 
is susceptible to mistreatment or self-neglect because the individual is unable 
to perform or obtain services necessary for his or her health, safety, or welfare, 
or lacks sufficient understanding or capacity to make or communicate 
responsible decisions concerning his or her person or affairs.”59  

“Financial exploitation” means an act or omission committed by a person 
who: 

(a) Uses deception, harassment, intimidation, or undue influence 
to permanently or temporarily deprive an eligible adult of the use, 
benefit, or possession of any thing of value; 
(b) Employs the services of a third party for the profit or advantage 
of the person or another person to the detriment of the eligible 
adult; 
(c) Forces, compels, coerces, or entices an eligible adult to 
perform services for the profit or advantage of the person or 
another person against the will of the eligible adult; or 
(d) Misuses the property of an eligible adult in a manner that 
adversely affects the eligible adult's ability to receive health care 
or health care benefits or to pay bills for basic needs or 
obligations.60 

Mandatory Conduct:  If a qualified individual, “while acting within 
the scope of employment, reasonably believes that financial exploitation of 
an eligible adult may have occurred, may have been attempted, or may be 
or is being attempted, the broker-dealer or investment adviser shall 
promptly notify the commissioner of securities appointed[.]”61.  For 
purposes of mandatory reporting, a “qualified individual” means “any 
sales representative, investment adviser representative, or person who 

 
58. Id. § 23-42-309(c)(4). 

59. COLO. REV. STAT. § 11-51-1002(2). 

60. Id. § 11-51-1002(3). 

61. Id. § 11-51-1003(1) (emphasis added). 
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serves in a supervisory, compliance, or senior investor protection capacity 
for a broker-dealer or investment adviser.”62  

Permissive Conduct:  A qualified individual, “while acting within the 
scope of employment,” may also “notify any third party previously 
designated by or reasonably associated with the eligible adult.”63  
However, the qualified individual is prohibited from notifying “any 
designated third party that is suspected of financial exploitation or other 
abuse of the eligible adult.”64  

A broker-dealer or investment adviser is authorized to delay 
disbursement from an account of an eligible adult, or an account on which 
an eligible adult is a beneficiary, so long as they follow the statutory 
requirements for notice, reporting, internal review, and designated time 
periods.65   

Records:  A broker-dealer or investment adviser “shall provide” 
access to or copies of records relevant to the suspected or attempted 
financial exploitation to agencies charged with administering state adult 
protective services laws and to law enforcement, either as part of a referral, 
or upon request.66   

Safe Harbor:  If the qualified individual or broker-dealer or 
investment advisor acts in “good faith and exercising reasonable care[]” 
complies with the sections for mandatory reporting, permissive reporting 
to third parties, or delaying disbursements, they are “immune from 
administrative or civil liability that might otherwise arise” from the 
conduct.67 Furthermore, “A qualified individual who, in good faith and 
exercising reasonable care, fails to report pursuant to this part 10 is 
immune from any administrative, criminal, or civil liability for his or her 
failure to report.”68  
 
 
  

 
62. Id. § 11-51-1002(6). 

63. Id. § 11-51-1004(1) (emphasis added). 

64. Id. 

65. See id. § 11-51-1005. 

66. Id. § 11-51-1007. 

67. Id. § 11-51-1003(2); 1004(3); 1005(4).   

68. Id. § 11-51-1006. 
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Delaware:  
 

An “eligible adult” means an “elderly person” defined in § 222 of Title 
11, or a “vulnerable adult” as defined in § 1105 of Title 11.69 An “elderly 
person” is “any person who is 62 years of age or older.”70  A “vulnerable 
person” is “a person 18 years of age or older who, by reason of isolation, 
sickness, debilitation, mental illness or physical, mental or cognitive disability, 
is easily susceptible to abuse, neglect, mistreatment, intimidation, 
manipulation, coercion or exploitation.”71  

“Financial exploitation” means “the illegal or improper use, control over, 
or withholding of the property, income, resources, or trust funds of the eligible 
adult by any person or entity for any person's or entity's profit or advantage 
other than for the eligible adult's profit or advantage” and includes, but is not 
limited to: 

a. The use of deception, intimidation, or undue influence by a person or 
entity in a position of trust and confidence with an eligible adult to obtain 
or use the property, income, resources, or trust funds of the eligible adult 
for the benefit of a person or entity other than the eligible adult; 
b. The breach of a fiduciary duty, including but not limited to, the misuse 
of a power of attorney, trust, or a guardianship appointment, that results in 
the unauthorized appropriation, sale, or transfer of the property, income, 
resources, or trust funds of the eligible adult for the benefit of a person or 
entity other than the eligible adult; and 
c. Obtaining or using an eligible adult's property, income, resources, or 
trust funds without lawful authority, by a person or entity who knows or 
clearly should know that the eligible adult lacks the capacity to consent to 
the release or use of his or her property, income, resources or trust funds.72 
Mandatory Conduct:  If a qualified individual “reasonably believes that 

financial exploitation of an eligible adult may have occurred, may have been 
attempted, or may be or is being attempted, the qualified individual shall 
promptly, but in no event more than 5 business days after the suspicion of 
financial exploitation, notify both the Director and the Department of Health 
and Social Services[.]”73A “qualified individual” means “any agent, broker-

 
69. DEL. CODE ANN. tit. 6, § 73-103(a)(5).   

70. Id. tit. 11, § 222(9).   

71. Id. § 1105(c). 

72. Id. tit. 6, § 73-103(8). 

73. Id. § 73-307(a) (emphasis added).   
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dealer, investment adviser, investment adviser representative or person who 
serves in a supervisory, compliance, or legal capacity for a broker-dealer or 
investment adviser.”74   

Permissive Conduct:   A qualified individual may also “notify any third 
party previously designated by the eligible adult, or otherwise permitted under 
existing law, rule, or regulation.”75  However, the qualified individual is 
prohibited from notifying “any designated third party that is suspected of 
financial exploitation or other abuse of the eligible adult.”76  

A broker-dealer or investment adviser may delay disbursement from an 
account of an eligible adult or an account on which an eligible adult is a 
beneficiary so long as they follow the statutory requirements for notice, 
reporting, internal review, and designated time periods.77   

Records:  A broker-dealer or investment adviser “shall provide” access to 
or copies of records that are relevant to the suspected or attempted financial 
exploitation of an eligible adult to agencies charged with administering state 
adult protective services laws and to law enforcement, either as part of a 
referral to, or upon request from, the agency or law enforcement pursuant to 
an investigation.78  

Safe Harbor:   A qualified individual acting in “good faith and exercising 
reasonable care” and in compliance with the statutory requirements, “shall be 
immune from administrative or civil liability that might otherwise arise from 
such action.”79  
 
 
Indiana:  
 

A “financially vulnerable adult” means an individual to whom one (1) 
or more of the following apply: 

(1) The individual is at least sixty-five (65) years of age. 
(2) The individual is: 

(A) at least eighteen (18) years of age; and 
(B) incapable, by reason of: 

 
74. Id. § 73-103(19). 

75. Id. § 73-307(b). 

76. Id. 

77. Id. § 73-307(c). 

78. Id. § 73-307(d). 

79. Id. § 73-307(e).   
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(i) mental illness; 
(ii) intellectual disability; 
(iii) dementia; or 
(iv) other physical or mental incapacity; of managing or 
directing the management of the individual's property.80 

“Financial exploitation” means “the wrongful or unauthorized 
taking, withholding, appropriation, or use of money, real property, or 
personal property of a financially vulnerable adult.”81   

Mandatory Conduct:   If a qualified individual “has reason to believe 
that financial exploitation of a financially vulnerable adult has occurred, 
has been attempted, or is being attempted, the qualified individual shall . . 
. (1) make a report to an entity listed in IC 12-10-3-10(a); and (2) notify 
the commissioner.”82  “Qualified individual” means “an individual 
associated with a broker-dealer or investment adviser who serves in a 
supervisory, compliance, or legal capacity as part of the individual's job.”83   

Permissive Conduct:   A qualified individual may, “to the extent 
permitted under federal law,” also notify any of the following “concerning 
the qualified individual’s belief:” 

(1) An immediate family member [spouse, child, parent, or 
sibling] of the financially vulnerable adult. [IC § 23-19-4.1-3] 
(2) A legal guardian of the financially vulnerable adult. 
(3) A conservator of the financially vulnerable adult. 
(4) A trustee, cotrustee, or successor trustee of the account of the 
financially vulnerable adult. 
(5) An agent under a power of attorney of the financially 
vulnerable adult. 
(6) Any other person permitted under existing laws, rules, 
regulations, or customer agreement.84 

A qualified individual may “refuse a request for disbursement of funds” 
from an account owned by the financially vulnerable adult, or of which the 
financially vulnerable adult is a beneficiary or beneficial owner, so long as 

 
80. IND. CODE § 23-19-4.1-2.1. 

81. Id. § 23-19-4.1-1. 

82. Id. § 23-19-4.1-6.    

83. Id. § 23-19-4.1-5. 

84. Id. § 23-19-4.1-6(b). 
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they follow the statutory requirements for notice, reporting, internal review, 
and designated time periods.85   

Records:  A broker-dealer or investment advisor “may provide” access to 
or copies of records relevant to the suspected financial exploitation to 
protective agencies or law enforcement.86   

Safe Harbor: If a broker-dealer, investment adviser, or qualified 
individual acts in “good faith” and complies with the statutory requirements, 
they are “immune from any administrative or civil liability for actions taken in 
accordance with those sections.”87  
 
 
Kentucky:  
 

A “specified adult” means a natural person who is either sixty-five (65) 
years or older, or eighteen (18) years or older “who a qualified person 
reasonably believes has a mental or physical impairment that renders that 
natural person unable to protect his or her own interests.  A qualified person's 
reasonable belief may be based on facts and circumstances observed in the 
qualified person's business relationship with the natural person.”88   

“Financial exploitation” means: 
1. The wrongful or unauthorized taking, withholding, 
appropriation, or use of a specified adult's funds or securities; or 
2. Any act or omission by a person, including through the use of 
a power of attorney, guardianship, or any other authority 
regarding a specified adult, to: 

a. Obtain control, through deception, intimidation, or undue 
influence, over a specified adult's money, assets, or property; 
or 
b. Convert a specified adult's money, assets, or property.89 

Permissive Conduct (Not Mandatory): A “qualified individual” means 
a broker-dealer, an investment adviser, or a financial institution.90 If a 
“qualified individual reasonably believes that financial exploitation has 

 
85. See id. § 23-19-4.1-7. 

86. Id. § 23-19-4.1-9. 

87. Id. § 23-19-4.1-8. 

88. KY. REV. STAT. ANN. § 365.245(1)(e). 

89. Id. § 365.245(1)(b). 

90. Id. § 365.245(1)(d).   
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occurred, is occurring, or has been attempted, or will be attempted, the 
qualified person may notify” authorized agencies and third party that is: “a. 
[r]easonably associated with the specified adult; or b. [o]therwise permitted by 
law.”91   

A qualified person may place a temporary hold on a transaction on or a 
disbursement from an account of a specified adult, or an account on which a 
specified adult is a beneficiary, so long as they follow the statutory 
requirements for notice, reporting, internal review, and designated time 
periods.92  The qualified person may not provide notice to any person 
suspected of the financial abuse.93   

Records:  A qualified person “shall provide” access to or copies of records 
relevant to the suspected financial exploitation to agencies charged with 
administering state adult protective services laws and to law enforcement, 
either as part of a referral to or upon request from, the agency or law 
enforcement pursuant to an investigation.94  “Notwithstanding any provision 
of law to the contrary,” the authorized agencies “may disclose” the status or 
final disposition of any resulting investigation to the notifying person. 95 

Safe Harbor:   If the qualified person “exercises good faith” in making 
disclosures, placing temporary holds, or providing access to records pursuant 
to the statutes, then they “shall be immune from any administrative or civil 
liability that might otherwise arise from the disclosure of such activities.”96  
 
 
Louisiana:  
 

“Eligible adult” means a person sixty years of age or older, or a person 
“subject to the Adult Protective Services Act.”97   

 
 
 

 
91. Id. § 365.245(2)(a). 

92. See id. § 365.245(3).   

93. Id. § 365.245(4). 

94. Id. § 365.245(5).   

95. Id. § 365.245(6). 

96. Id. § 365.245(7). 

97. LA. REV. STAT. ANN. § 51:732(3). 
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“Financial exploitation” means: 
(a) The wrongful or unauthorized taking, withholding, 
appropriation, or use of money, assets, or property of an eligible 
adult. 
(b) Any act or omission taken by a person, including through the 
use of a power of attorney, act of procuration, contract of mandate, 
or letters of curatorship, guardianship, or conservatorship of an 
eligible adult, to do any of the following: 

(i) Obtain control, through deception, intimidation, or undue 
influence over an eligible adult's assets or property to deprive 
the eligible adult of the ownership, use, benefit, or possession 
of the eligible adult's money, assets, or property. 
(ii) Convert money, assets, or property of the eligible adult to 
deprive such eligible adult of the ownership, use, benefit, or 
possession of the eligible adult's money, assets, or property.98 

Permissive Conduct (Not Mandatory): A “qualified individual” means 
“any salesman, investment advisor representative, or person who serves in a 
supervisory, compliance, or other legal capacity for a dealer or investment 
advisor.”99 A qualified individual who “reasonably believes that financial 
exploitation of an eligible adult may have occurred, may have been attempted, 
or is being attempted,” may “notify the appropriate adult protection agency 
and the commissioner of securities.”100  

A qualified individual may also “notify any third party previously 
designated in writing by the eligible adult or any other person permitted under 
existing law, rules, regulations, or customer agreement.”101 However, the 
qualified individual is prohibited from notifying “any designated third party 
who is suspected of financial exploitation or other abuse of the eligible 
adult.”102   

A dealer or investment advisor may delay disbursement from an account 
of an eligible adult or an account on which an eligible adult is a beneficiary, 
so long as they follow the statutory requirements for notice, reporting, internal 
review, and designated time periods.103   

 
98. Id. § 51:732(4). 

99. Id. § 51:732(7).    

100. Id. § 51:733(A). 

101. Id. § 51:734(A).   

102. Id. § 51:734(B). 

103. See id. § 51:735. 
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Records:  A dealer or investment advisor “shall provide” access to or 
copies of records relevant to the suspected financial exploitation to an adult 
protection agency, commissioner of securities, and to law enforcement, either 
as part of a referral to, or upon request from the agency or law enforcement 
pursuant to an investigation.104   

Safe Harbor:   A qualified person acting in “good faith and exercising 
reasonable care” shall be immune from administrative or civil liability that 
might otherwise arise from disclosure or delaying disbursements under the 
terms of the statutes.105  Furthermore, “[n]o claim may be brought against the 
adult protection agency, commissioner of securities, office of financial 
institutions, or the state of Louisiana in connection with receipt or response to 
any notice of financial exploitation.”106  
 
 
Maine:   
 

“Eligible adult” means an individual 65 years of age or older or “[a]n 
protected under the Adult Protective Services Act.107  

“Financial exploitation” of an eligible adult includes any of the following 
acts:  

A. The wrongful or unauthorized taking, withholding, 
appropriation or use of money, assets or property of an eligible 
adult; or  
B. Any act or omission made by a person, including through the 
use of a power of attorney, guardianship or conservatorship of an 
eligible adult, to:  

(1) Obtain control, through deception, intimidation or undue 
influence, over the eligible adult's money, assets or property 
to deprive the eligible adult of the ownership, use, benefit or 
possession of the eligible adult's money, assets or property; or 
(2) Convert money, assets or property of the eligible adult to 
deprive the eligible adult of the ownership, use, benefit or 
possession of the eligible adult's money, assets or property.108 

 
104. Id. § 51:737. 

105. Id. § 51:733(B), § 51:734(C), § 51:735. 

106. Id. § 51:736. 

107. ME. REV. STAT. ANN.  tit. 32, § 16801(1). 

108. Id. § 16801(2). 
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Mandatory Conduct:   A qualified individual who “reasonably believes 
that financial exploitation of an eligible adult may have occurred, may have 
been attempted or is being attempted” shall “promptly notify the Department 
of Health and Human Services and the administrator.”109  A “qualified 
individual” means “an agent, investment adviser representative or individual 
who serves in a supervisory, compliance or legal capacity for a broker-dealer 
or investment adviser.”110  

Permissive Conduct:   A qualified individual also “may notify any 3rd 
party previously designated by the eligible adult.”111  However, the qualified 
individual is prohibited from notifying “any designated 3rd party that is 
suspected of financial exploitation or other abuse of the eligible adult.”112  

A broker-dealer or investment adviser may delay disbursement from an 
account of an eligible adult, or an account on which an eligible adult is a 
beneficiary, so long as they follow the statutory requirements for notice, 
reporting, internal review, and designated time periods.113   

Records:  A broker-dealer or investment adviser “shall provide” access to 
or copies of records relevant to the suspected financial exploitation as part of 
a referral to, or on request from, the Department of Health and Human Services 
and law enforcement.114   

Safe Harbor:  A qualified person acting in “good faith and exercising 
reasonable care” is immune from “administrative or civil liability that might 
otherwise arise from” disclosures to the state agencies or to designated third 
parties, so long as they follow the statutory requirements.115  A broker-dealer 
or investment adviser acting “in good faith an exercising reasonable care” that 
complies with the statutory requirements is also immune from administrative 
or civil liability.116   
 
 
 

 
109. Id. § 16802. 

110. Id. § 16801(3). 

111. Id. § 16804.   

112. Id. 

113. Id. § 16806. 

114. Id. § 16808. 

115. Id. §§ 16803, 16805.   

116. Id. § 16807. 
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Maryland:  
 

An “eligible adult” includes a resident of the state of Maryland who is at 
least 65 years older, or vulnerable adult.117   A “vulnerable adult” is “an adult 
who lacks the physical or mental capacity to provide for the adult's daily 
needs.”118  

“Financial exploitation” means: 
(i) The wrongful or unauthorized taking, withholding, 
appropriation, or use of money, assets, or property of an 
eligible adult; or 
(ii) An act or omission by a person, including through the use of a 
power of attorney, guardianship, or conservatorship of an 
eligible adult, to: 

1. Obtain control, through deception, intimidation, or undue 
influence, over the eligible adult's money, assets, or property 
in order to deprive the eligible adult of the ownership, use, 
benefit, or possession of the money, assets, or property; or 
2. Convert money, assets, or property of the eligible adult in 
order to deprive the eligible adult of the ownership, use, 
benefit, or possession of the money, assets, or property.119 

Mandatory Conduct:  A qualified individual who “reasonably believes 
that an eligible adult has been, is currently, or will be the subject 
of financial exploitation or attempted financial exploitation” “shall notify” the 
Commissioner and a local department under § 14-302 of the Family Law 
Article.120  A “qualified individual” means “an agent, an investment adviser 
representative, or a person who serves in a supervisory, compliance, or legal 
capacity for a broker-dealer or an investment adviser.”121  

Permissive Conduct:   A qualified individual may also “notify a third 
party designated by the eligible adult and any other third party permitted under 
State or federal laws or regulations, or the rules of a self-regulatory 
organization, if the third party is not suspected of financial exploitation, abuse, 
neglect, or other exploitation of the eligible adult.”122   

 
117. MD. CODE ANN., CORPS. & ASS’NS. § 11-307(a)(2).    

118. Id., FAM. LAW § 14-101(q). 

119. Id. CORPS. & ASS’NS. § 11-307(a)(3). 

120. Id. § 11-307(b)(1).   

121. Id. § 11-307(a)(6). 

122. Id. § 11-307(b)(1)(ii). 
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A broker-dealer or investment adviser may delay disbursement from an 
account of an eligible adult or an account on which an eligible adult is a 
beneficiary, so long as so long as they follow the statutory requirements for 
notice, reporting, internal review, and designated time periods.123   

Records:  A broker-dealer or investment adviser “shall provide” access to 
or copies of records relevant to the suspected financial exploitation as part of 
a referral to, or on request from, the Commissioner or local department or law 
enforcement agency.124   

Safe Harbor:   A broker-dealer, investment adviser, or qualified 
individual acting in “good faith and exercising reasonable care” who provides 
notice under the statute “shall have immunity from any administrative or civil 
liability that might otherwise arise from the notice.”125  A broker-dealer or 
investment adviser acting in “good faith and exercising reasonable care” who 
delays a disbursement in accordance with the statute is likewise immune “from 
any administrative or civil liability that might otherwise arise from the 
delay.”126   
 
 
Minnesota:  
 

“Eligible adult” means person 65 years of age or older or a person subject 
to section 626.5572, subdivision 21 [a vulnerable adult].127  A “vulnerable 
adult” is a person 18 years of age or older who:  

(1) is a resident or inpatient of a facility; 
(2) receives services required to be licensed under chapter 245A, 
except that a person receiving outpatient services for treatment of 
chemical dependency or mental illness, or one who is served in 
the Minnesota sex offender program on a court-hold order for 
commitment, or is committed as a sexual psychopathic personality 
or as a sexually dangerous person under chapter 253B, is not 
considered a vulnerable adult unless the person meets the 
requirements of clause (4); 

 
123. Id. § 11-307(c) and (d). 

124. Id. § 11-307(f). 

125. Id. § 11-307 (e)(1).   

126. Id. § 11-307 (e)(2).   

127. MINN. STAT. § 45A.01(5). 
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(3) receives services from a home care provider required to be 
licensed under sections 144A.43 to 144A.482; or from a person or 
organization that offers, provides, or arranges for personal care 
assistance services under the medical assistance program as 
authorized under section 256B.0625, subdivision 19a, 256B.0651, 
256B.0653, 256B.0654, 256B.0659, or 256B.85; or 
(4) regardless of residence or whether any type of service is 
received, possesses a physical or mental infirmity or other 
physical, mental, or emotional dysfunction: 

(i) that impairs the individual's ability to provide adequately 
for the individual's own care without assistance, including the 
provision of food, shelter, clothing, health care, or 
supervision; and 
(ii) because of the dysfunction or infirmity and the need for 
care or services, the individual has an impaired ability to 
protect the individual's self from maltreatment.128 

“Financial exploitation” means: 
(1) the wrongful or unauthorized taking, withholding, 
appropriation, expenditure, or use of money, assets, or property of 
an eligible adult; or 
(2) an act or omission taken by a person, including through the use 
of a power of attorney, guardianship, trustee, or conservatorship 
of an eligible adult, to: 

(i) obtain control, through deception, intimidation, or undue 
influence, over the eligible adult's money, assets, or property 
to deprive the eligible adult of the ownership, use, benefit, or 
possession of the eligible adult's money, assets, or property; 
or 
(ii) convert money, assets, or property of the eligible adult to 
deprive the eligible adult of the ownership, use, benefit, or 
possession of the eligible adult's money, assets, or property.129 

Mandatory Conduct:  A broker-dealer or investment adviser “shall delay 
a disbursement from or place a hold on a transaction involving an account of 
an eligible adult or an account on which an eligible adult is a beneficiary if the 
commissioner of commerce, law enforcement agency, or prosecuting 
attorney's office provides information to the broker-dealer or investment 
adviser demonstrating that it is reasonable to believe that financial exploitation 

 
128. Id. § 626.5572(21)(a). 

129. Id. § 45A.01(6). 
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of an eligible adult may have occurred, may have been attempted, or is being 
attempted.”130  

Permissive Conduct: A broker-dealer or investment adviser that 
“reasonably believes that financial exploitation of an eligible adult may have 
occurred, may have been attempted, or is being attempted” may “promptly 
notify the commissioner and the common entry point.”131  

A broker-dealer or investment adviser may also “notify a third party 
reasonably associated with the eligible adult or any other person permitted 
under state or federal law or rule, rules of a self-regulating organization, or 
customer agreement.”132 However, the broker-dealer or investment adviser is 
prohibited from notifying “a third party that is suspected of financial 
exploitation or other abuse of the eligible adult.”133  

Separate from the mandatory delay or hold on transactions after receipt of 
relevant information from the state agencies, a broker-dealer or investment 
adviser may delay a disbursement from or place a hold on transactions, so long 
as they follow the statutory requirements for notice, reporting, internal review, 
and designated time periods.134   

Safe Harbor:   A broker-dealer or investment adviser who, in good faith, 
complies with the statute regarding disclosure to state agencies or to allowed 
third parties, is immune from administrative or civil liability that might 
otherwise arise from the disclosure.135 Furthermore, a broker-dealer or 
investment adviser who “cooperates with a civil or criminal investigation of 
financial exploitation of an eligible adult, or testifies about alleged financial 
exploitation of an eligible adult in a judicial or administrative proceeding” is 
likewise immune.136  And, a broker-dealer or investment adviser that, “in good 
faith, complies with section 45A.06 or the commissioner of commerce, law 
enforcement agency, or prosecuting attorney's office is immune from 
administrative or civil liability that might otherwise arise from the delay in a 

 
130. Id. § 45A.06 (emphasis added). 

131. Id. § 45A.02. 

132. Id. § 45A.04.   

133. Id. 

134. See id. § 45A.06. 

135. Id. §§ 45A.03; 45A.05. 

136. Id. §§ 45A.03.   
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disbursement or placing a hold on a transaction in accordance with this 
chapter.”137   
 
 
Mississippi:   
 

A “vulnerable adult” means a “person, whether a minor or adult, whose 
ability to perform the normal activities of daily living or to provide for his or 
her own care or protection from abuse, neglect, exploitation or improper sexual 
contact is impaired due to a mental, emotional, physical or developmental 
disability or dysfunction, or brain damage or the infirmities of 
aging.”138  “Financial exploitation” is not defined, but “exploitation” means 
“the illegal or improper use of a vulnerable person or his resources for 
another's profit, advantage or unjust enrichment, with or without the consent 
of the vulnerable person, and may include actions taken pursuant to a power 
of attorney. “Exploitation” includes, but is not limited to, a single incident.”139  

Mandatory Conduct: A broker-dealer or an investment adviser 
“registered or required to be registered under this chapter” who is required to 
file a report with the Department of Human Services under the Mississippi 
Vulnerable Persons Act, Section 43-47-1 et seq., “shall immediately forward 
a copy of the report to the administrator[.]”140  

Under Section 43-47-7(1)(vii), any “[a]ccountant, stockbroker, financial 
advisor or consultant, insurance agent or consultant, investment advisor or 
consultant, financial planner, or any officer or employee of a bank, savings and 
loan, credit union or any other financial service provider” who “who knows or 
suspects that a vulnerable person has been or is being abused, neglected or 
exploited” must report to the Department of Human Services or to the county 
department where the vulnerable person is located.141   

Permissive Conduct:   A broker-dealer or investment adviser “registered 
or required to be registered under this chapter” may also “notify any third party 
reasonably associated with the customer of the suspected financial exploitation 
or any other party permitted by state or federal laws or regulations, the rules 

 
137. Id. § 45A.03. 

138. MISS. CODE ANN. § 43-47-5(q). 

139. Id. § 43-47-5(i). 

140. Id. § 75-71-413(a). 

141. Id. § 43-47-7(1)(vii). 
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of a self-regulatory organization or by customer agreement.”142 However, the 
broker-dealer or investment adviser is prohibited from notifying “any third 
party who is suspected of financial exploitation or other abuse.” 143 

The broker-dealer or investment adviser may delay a transaction that they 
“reasonably believe . . . may result in financial exploitation of its customer”, 
so long as they follow the statutory requirements for notice, reporting, internal 
review, and designated time periods.144   

Safe Harbor:   “A person that makes disclosures or delays transactions 
under this section shall be immune from any administrative or civil liability 
that might otherwise arise from compliance with this section or activity 
authorized by this section.”145   

Criminal Penalties:   A person who fails to make a report to state agencies 
as required under Section 75-71-413(a), “shall be subject to Section 43-47-
7(1)(c) of the Mississippi Vulnerable Persons Act.146  Under that section, a 
person who “should have known or suspected beyond a reasonable doubt that 
a vulnerable person suffers from exploitation, abuse, neglect or self-neglect 
but who knowingly fails to comply with this section shall, upon conviction, be 
guilty of a misdemeanor and shall be punished by a fine not exceeding Five 
Thousand Dollars ($5,000.00), or by imprisonment in the county jail for not 
more than six (6) months, or both such fine and imprisonment.”147  
 
 
Montana:  
 

A “vulnerable person” includes a person who: (a) is at least 60 years of 
age; (b) suffers from mental impairment due to “frailties or dependencies 
typically related to advanced age, such as dementia or memory loss;” (c) has a 
developmental disability; or (d) has a mental disorder.148  

“Financial exploitation” means: 

 
142. Id. § 75-71-413(a).   

143. Id. § 75-71-413(d). 

144. See id. § 75-71-413(b) and (c). 

145. Id. § 75-71-413(e). 

146. Id. § 75-71-413(f).   

147. Id. § 43-47-7(1)(c) (emphasis added). 

148. MONT. CODE ANN. § 30-10-103(27). 
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(a) the wrongful or unauthorized taking, withholding, 
appropriation, or use of money, assets, or property of a vulnerable 
person; or 
(b) an act or omission taken by a person, including through the use 
of a power of attorney, guardianship, or conservatorship of a 
vulnerable person, to: 

(i) obtain control through deception, intimidation, fraud, 
menace, or undue influence over the vulnerable person's 
money, assets, or property to deprive the vulnerable person of 
the ownership, use, benefit, or possession of the vulnerable 
person's money, assets, or property; or 
(ii) convert money, assets, or property of the vulnerable 
person to deprive the vulnerable person of the ownership, use, 
benefit, or possession of the vulnerable person's money, 
assets, or property.149 

Permissive Conduct (Not Mandatory): A qualified individual, 
investment adviser, investment adviser representative, or salesperson who 
reasonably believes that financial exploitation of a vulnerable person “may 
have occurred, may have been attempted, or is being attempted,” may 
“promptly report the suspected exploitation to the commissioner “in the 
manner outlined in the broker-dealer’s or investment adviser's policies and 
procedures for reporting suspected exploitation,” or, if no such policies exist, 
then directly to the commissioner.150  Likewise, those parties may notify “any 
third party closely connected to the vulnerable person. Disclosure may not be 
made to a third party who is suspected of financial exploitation or other abuse 
of the vulnerable person.”151  

A “qualified individual” means a “person who serves in a supervisory, 
compliance, or legal capacity for a broker-dealer or investment adviser.”152  

A broker-dealer or investment adviser may delay disbursement from an 
account of a vulnerable person or an account on which a vulnerable person is 
a beneficiary, so long as they follow the statutory requirements for notice, 
reporting, internal review, and designated time periods.153   

 
149. Id. § 30-10-103(10). 

150. Id. § 30-10-340.    

151. Id. § 30-10-341. 

152. Id. § 30-10-103(19). 

153. See id. § 30-10-342. 
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Records:  A broker-dealer or investment adviser “shall provide” access to 
or copies of records relevant to suspected or attempted financial exploitation 
to the department of public health and human services, and to law enforcement, 
either as part of a referral to or on request from those agencies.154   

Safe Harbor:   Any of the designated parties acting “in good faith and 
exercising reasonable care” and acting in compliance with the reporting or 
delaying conduct permitted by the statute “is immune from administrative or 
civil liability that might otherwise arise” from the disclosure or delay.155   
 
 
New Mexico:  
 

An “eligible adult” means a person 65 years of age or older, or an 
incapacitated person who is eighteen years of age or older.156  “Incapacitated 
person” means “a person with a mental, physical or developmental condition 
that substantially impairs the person's ability to provide adequately for the 
person's own care or protection.157   

“Financial exploitation” means: 
(1) the wrongful or unauthorized taking, withholding, 
appropriation or use of money, assets or property of an eligible 
adult; or 
(2) any act or omission taken by a person, including through the 
use of a power of attorney, guardianship or conservatorship of an 
eligible adult, to: 

(a) obtain control, through deception, intimidation or undue 
influence, over the eligible adult's money, assets or property 
to deprive the eligible adult of the ownership, use, benefit or 
possession of the eligible adult's money, assets or property; or 
(b) convert money, assets or property of the eligible adult to 
deprive such eligible adult of the ownership, use, benefit or 
possession of the eligible adult's money, assets or 
property[.]158 

 
154. Id. § 30-10-119. 

155. Id. § 30-10-340(2), § 30-10-341(2), § 30-10-342(4). 

156. N.M. STAT. ANN. § 58-13D-2(D).   

157. Id. § 58-13D-2(F). 

158. Id. § 58-13D-2(E). 
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Mandatory Conduct:   A broker-dealer, investment adviser, or qualified 
individual who “reasonably believes that financial exploitation of an eligible 
adult may have occurred, may have been attempted or is being attempted” shall 
“promptly notify the agencies,” and shall “attempt to notify a third-party 
previously designated by the eligible adult[.]”159A “qualified individual” 
means an “agent, investment adviser representative or person who serves in a 
supervisory, compliance or legal capacity for a broker-dealer or investment 
adviser.”160  

A broker-dealer or investment adviser “shall provide training concerning 
the financial exploitation of eligible adults to its employees who are required 
to be registered in New Mexico as agents or investment adviser representatives 
and who have contact with eligible adults and access to account information 
on a regular basis and as part of their job.”161  

Permissive Conduct:   A broker-dealer, investment adviser, or qualified 
individual may also “attempt to notify a third-party that is not designated but 
is reasonably associated with the eligible adult.”162 However, the qualified 
individual is prohibited from notifying “a designated third-party that is at the 
time of disclosure suspected of financial exploitation or other abuse of the 
eligible adult.” 163 

A broker-dealer or investment adviser may delay disbursement or 
transaction from an account of an eligible adult or an account on which an 
eligible adult is a beneficiary, so long as they follow the statutory requirements 
for notice, reporting, internal review, and designated time periods.164   

Records:  A broker-dealer or investment adviser “shall provide” access to 
or copies of records relevant to the suspected or attempted financial 
exploitation either on referral to, or on request from, state agencies and law 
enforcement.165   

Safe Harbor:  A broker-dealer, investment adviser, or qualified individual 
exercising reasonable care, who complies with the statutory requirements 
under Section 3 (disclosures) and including the mandatory training 

 
159. Id. § 58-13D-3(A)(1) and (2).   

160. Id. § 58-13D-2(J). 

161. Id. § 58-13D-7. 

162. Id. § 58-13D-3(A)(3).   

163. Id. § 58-13D-3(B). 

164. See id. § 58-13D-5. 

165. Id. § 58-13D-8. 
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requirement under Section 7, is “immune from any administrative or civil 
liability that might otherwise arise from such disclosure.”166   
 
 
North Dakota:  
 

An “eligible adult” is a person who is sixty-five years old or older, or a 
vulnerable adult.167  A “vulnerable adult” means “an adult who has a 
substantial mental or functional impairment.”168   

“Financial exploitation” means: 
(1) The wrongful or unauthorized taking, withholding, 
appropriation, or use of money, assets, or property of an eligible 
adult; or 
(2) Any act or omission taken by a person, including through the 
use of a power of attorney, guardianship, or conservatorship of an 
eligible adult, to: 

(a) Obtain control, through deception, intimidation, or undue 
influence, over the eligible adult's money, assets, or property, 
to deprive the eligible adult of the ownership, use, benefit, or 
possession of the eligible adult's money, assets, or property; 
or 
(b) Convert money, assets, or property of the eligible adult to 
deprive the eligible adult of the ownership, use, benefit, or 
possession of the eligible adult's money, assets, or property.169 

Mandatory Conduct:  A qualified individual who “reasonably believes 
financial exploitation of an eligible adult may have occurred, may have been 
attempted, or is being attempted . . .  shall notify the department of human 
services and the commissioner.170 A “qualified individual” means “any agent, 
investment adviser representative, or person who serves in a supervisory, 
compliance, or legal capacity for a broker-dealer or investment adviser.”171  

Permissive Conduct:  A qualified individual may also “notify a third 
party reasonably associated with the eligible adult or any other person 

 
166. Id. § 58-13D-4. 

167. N.D. CENT. CODE § 10-04-08.5(1)(a).   

168. Id. § 50-25.2-01(17). 

169. Id. § 10-04-08.5(1)(b).   

170. Id. § 10-04-08.5(2).   

171. Id. § 10-04-08.5(1)(c). 
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permitted under state or federal law or rule, rules of a self-regulating 
organization, or customer agreement.”172 However, the qualified individual is 
prohibited from notifying “a designated third party who is suspected of 
financial exploitation or other abuse of the eligible adult.”173  

A broker-dealer or investment adviser may delay disbursement of funds or 
securities from an account of an eligible adult or an account on which an 
eligible adult is a beneficiary, so long as they follow the statutory requirements 
for notice, reporting, internal review, and designated time periods.174   

Records:  A broker-dealer or investment adviser “shall provide” access to 
or copies of records relevant to the suspected or attempted financial 
exploitation, either as part of referral to or on request from, the department of 
human services and law enforcement.175   

Safe Harbor: “A broker-dealer or investment adviser who in good faith 
and exercising reasonable care complies with this section is immune from any 
administrative or civil liability that may otherwise arise from a delay in the 
transaction or disbursement in accordance with this section.”176   
 
 
Oregon:  
 

A “vulnerable person” includes an elderly person (age 65 or older), a 
financially incapable person, an incapacitated person, or a person with a 
physical or mental impairment causing them to be susceptible to force, threats, 
duress, coercion, persuasion, or physical or emotional injury.177  

“Financial exploitation” means:  
(A) Wrongfully taking assets, funds or property belonging to or 
intended for the use of another person; 
(B) Alarming another person by conveying a threat to wrongfully 
take or appropriate money or property of the person if the person 
would reasonably believe that the threat conveyed would be 
carried out; 

 
172. Id. § 10-04-08.5(3). 

173. Id. 

174. See id. § 10-04-08.5(5). 

175. Id. § 10-04-08.5(7). 

176. Id. § 10-04-08.5(4). 

177. OR. REV. STAT. § 59.480(5) (citing id. § 124.100(1)(e)). 
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(C) Misappropriating, misusing or transferring without 
authorization any money from any account held jointly or singly 
by another person; or 
(D) Using the income or assets of another person for purposes 
other than the support and maintenance of the person without the 
person's consent.178 

Mandatory Conduct:  A qualified individual who has “reasonable cause 
to believe that financial exploitation of a vulnerable person with whom the 
qualified individual comes into contact has occurred, has been attempted or is 
being attempted”  shall “as soon as is practicable, notify the Department of 
Consumer and Business Services, either orally or in writing.”179 A “qualified 
individual” means an individual who is a salesperson, an investment advisor 
representative, or “[a] person who serves in a supervisory, compliance or legal 
capacity for a broker-dealer or state investment adviser, or who is otherwise 
identified in the written supervisory procedures of a broker-dealer or state 
investment adviser.”180  

Permissive Conduct:   A qualified individual may also “notify any third 
party who was previously designated by the vulnerable person to receive 
information from the qualified individual regarding the vulnerable person, or 
whom the qualified individual is otherwise permitted to notify under state or 
federal law or customer agreement.”181 However, the qualified individual is 
prohibited from notifying “any third party that is suspected of actual or 
attempted financial exploitation or other abuse of the vulnerable person.”182  

A broker-dealer or state investment adviser may delay disbursement from 
an account of a vulnerable person or an account on which a vulnerable person 
is a beneficiary, so long as they follow the statutory requirements for notice, 
reporting, internal review, and designated time periods.183   

Records: “Upon request of the Department of Consumer and Business 
Services, the Department of Human Services or a law enforcement agency, a 
broker-dealer or state investment adviser shall provide copies of records 

 
178. Id. § 59.480(1)(a). 

179. Id. § 59.485(1).   

180. Id. § 59.480(5). 

181. Id. § 59.490(1). 

182. Id. 

183. See id. § 59.495. 
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related to any suspected financial exploitation of a vulnerable person to the 
requester.”184  

Safe Harbor:   Qualified individuals, broker-dealers, and state investment 
advisers acting in “good faith, with reasonable cause and with the exercise of 
reasonable care” are not liable for disclosures or delays under the statute.185   

Civil Penalty:  Any person who “violates or who procures, aids or abets 
the violation of” the new statutes is subject to civil penalties up to $1,000.00 
per violation of the mandatory reporting under ORS 59.485, and up to 
$20,000.00 per violation of the permissive delay of disbursements 
requirements or reporting to identified third parties.186  
 
 
Tennessee:  
 

A “designated adult” means a person sixty-five (65) years of age or older, 
or a person “who is eighteen (18) years of age or older and who, because of 
mental or physical dysfunction, is unable to manage such person's own 
resources, carry out activities of daily living, or protect against neglect or 
hazardous or abusive situations, without assistance from others.”187  

“Financial exploitation” means:  
(A) The wrongful or unauthorized taking, withholding, 
appropriation, or use of money, assets, or property of a designated 
adult; or 
(B) Any act or omission by a person, including through the use of 
a power of attorney, guardianship, or conservatorship of a 
designated adult, to: 

(i) Obtain control, through deception, intimidation, or undue 
influence, over the designated adult's money, assets, or 
property to deprive the designated adult of the ownership, use, 
benefit, or possession of his or her money, assets, or property; 
or 
(ii) Convert money, assets, or property of the designated adult 
to deprive such designated adult of the ownership, use, 

 
184. Id. § 59.505. 

185. Id. § 59.500. 

186. Id. § 59.995. 

187. TENN. CODE ANN. § 48-1-102(9). 
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benefit, or possession of his or her money, assets, or 
property[.]188 

Permissive Conduct (Not Mandatory): A qualified individual who 
“reasonably believes that financial exploitation of a designated adult has 
occurred, has been attempted or may have been attempted, or is being 
attempted” may, “in cooperation with the qualified individual’s broker-dealer 
or investment adviser. . . notify the commissioner.”189 A “qualified 
individual” means “any agent, investment adviser representative, or person 
who serves in a supervisory, compliance, or legal capacity for a broker-dealer 
or investment adviser.”190   

A qualified individual may also notify any of the following individuals 
“concerning the qualified individual's belief that financial exploitation may 
have occurred”: 

(A) A relative of the designated adult as defined in § 71-6-102(12); 
(B) A legal guardian of the designated adult; 
(C) A trustee, co-trustee, or successor trustee of the account of the 
designated adult; 
(D) An agent under a power of attorney of the designated adult; or 
(E) Any other person permitted under existing laws, rules, regulations, 
or customer agreement.191 
A broker-dealer or investment adviser may delay disbursement from an 

account of a designated adult or an account on which a designated adult is a 
beneficiary, so long as they follow the statutory requirements for notice, 
reporting, internal review, and designated time periods.192   

Records:  A broker-dealer or investment adviser “shall provide” access to 
or copies of records relevant to the suspected financial exploitation to the 
commissioner [of commerce and insurance].193    

Safe Harbor:  A broker-dealer, investment adviser, or qualified person 
acting in “good faith and exercising reasonable care” who complies with the 
statute is “immune from liability for such conduct.”194  

 
188. Id. § 48-1-102(10). 

189. Id. § 48-1-127(a)(1).   

190. Id. § 48-1-102(18). 

191. Id. § 48-1-127(a)(2)(A)-(E). 

192. See id. § 48-1-127(b). 

193. Id. § 48-1-127(d). 

194. Id. § 48-1-127(c). 
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Texas:  
 

“Vulnerable adult” has the same meaning as in Section 280.001, Finance 
Code, and means an elderly person, a person with a disability, or “an individual 
receiving services as that term is defined by rule by the executive 
commissioner of the Health and Human Services Commission.” 195  

“Financial exploitation” of a covered adult includes any of the following 
acts:  

(A) the wrongful or unauthorized taking, withholding, 
appropriation, or use of the money, assets, or other property or the 
identifying information of a person; or 
(B) an act or omission by a person, including through the use of a 
power of attorney on behalf of, or as the conservator or guardian 
of, another person, to: 

(i) obtain control, through deception, intimidation, fraud, or 
undue influence, over the other person's money, assets, or 
other property to deprive the other person of the ownership, 
use, benefit, or possession of the property; or 
(ii) convert the money, assets, or other property of the other 
person to deprive the other person of the ownership, use, 
benefit, or possession of the property.196 

Mandatory Conduct:  “If a securities professional or a person serving in 
a legal capacity for a dealer or investment adviser has cause to believe that 
financial exploitation of a vulnerable adult who is an account holder with the 
dealer or investment adviser has occurred, is occurring, or has been attempted, 
[then they] shall notify the dealer or investment adviser of the suspected 
financial exploitation.”197 “Securities professional” means an agent, an 
investment adviser representative, or a person who serves in a supervisory or 
compliance capacity for a dealer or investment adviser.”198  

A dealer or investment adviser that is “notified of suspected financial 
exploitation under Subsection B of this section or otherwise has cause to 
believe that financial exploitation of a vulnerable adult who is an account 
holder with the dealer or investment adviser has occurred, is occurring, or has 

 
195. TEX. REV. CIV. STAT. ANN. Art. 581-45(A)(2); TEX. FIN. CODE § 280.001(5). 

196. Id. 

197. TEX. REV. CIV. STAT. ANN. Art. 581-45(B).   

198. Id. 581-45(A)(3). 
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been attempted,” shall “assess the suspected financial exploitation and submit 
a report to the Securities Commissioner [in accordance with the statute].”199   

If a dealer or investment adviser submits a report of suspected financial 
exploitation under the statute, it “must place a hold on any transaction 
involving an account of the vulnerable adult if the hold is requested by the 
Securities Commissioner, the department, or a law enforcement agency.”200 
The hold is limited in time pursuant to statute.201   

Each dealer and investment adviser “shall adopt internal policies, 
programs, plans, or procedures for the securities professionals or persons 
serving in a legal capacity for the dealer or investment adviser to make the 
notification required under Subsection B of this section and for the dealer or 
investment adviser to conduct the assessment and submit the reports required 
under Subsection C of this section.”202 Each dealer and investment adviser 
“shall adopt internal policies, programs, plans, or procedures for placing a hold 
on a transaction involving an account of a vulnerable adult under Subsection 
G of this section.”203   

Permissive Conduct:   A dealer or investment adviser may also “notify a 
third party reasonably associated with the vulnerable adult of the suspected 
financial exploitation[.]”204 However, the dealer or investment adviser is 
prohibited from notifying a designated third party that is suspected of financial 
exploitation or other abuse of the vulnerable adult.205   

If a dealer or investment adviser submits a report of suspected financial 
exploitation under the statute, it also may place a hold on any transaction that 
“involves an account of the vulnerable adult [] and the dealer or investment 
adviser has cause to believe is related to the suspected financial exploitation.206  
The hold is limited in time pursuant to statute.207   

 
199. Id. 581-45(C). 

200. Id. 581-45(G)(2).   

201. Id. 581-45(H) and (I). 

202. Id. 581-45(E). 

203. Id. 581-45(J). 

204. Id. 581-45(F). 

205. Id. 581-45(F). 

206. Id. 581-45(G)(1).   

207. Id. 581-45(H) and (I). 
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Records:  A dealer or investment adviser, on request, “shall provide” 
access to or copies of records relevant to the suspected financial exploitation 
to the Securities Commissioner, the department, law enforcement, or 
prosecuting attorney’s office either as part of a report to, or on request from, 
those agencies.208   

Safe Harbor:   A securities professional or person serving in a legal 
capacity for a dealer or investment adviser who makes a notification under 
Subsection B of this section, a dealer or investment adviser that submits a 
report under Subsection C of this section or makes a notification to a third 
party under Subsection F of this section, or a securities professional or person 
serving in a legal capacity who or dealer or investment adviser that testifies or 
otherwise participates in a judicial proceeding arising from a notification or 
report is immune from any civil or criminal liability arising from the 
notification, report, testimony, or participation in the judicial proceeding, 
unless the securities professional, person serving in a legal capacity for the 
dealer or investment adviser, or dealer or investment adviser acted in bad faith 
or with a malicious purpose.209  Likewise, “a dealer or investment adviser that 
in good faith and with the exercise of reasonable care places or does not place 
a hold on any transaction under Subsection G(1) of this section is immune 
from civil or criminal liability or disciplinary action resulting from the action 
or failure to act.”210   
 
 
Utah:  
 

An “eligible adult” means an individual who is 65 years of age or older 
or a vulnerable adult defined in Section 62A-3-301.211 A “vulnerable adult” 
means an elder adult, or an adult who has a mental or physical impairment 
which substantially affects that person's ability to: 

(a) provide personal protection; 
(b) provide necessities such as food, shelter, clothing, or mental or 
other health care; 
(c) obtain services necessary for health, safety, or welfare; 
(d) carry out the activities of daily living; 

 
208. Id. 581-45(M). 

209. Id. 581-45(K).    

210. Id. 581-45(L) (emphasis added). 

211. UTAH CODE ANN. § 61-1-201(2). 
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(e) manage the adult's own financial resources; or 
(f) comprehend the nature and consequences of remaining in a 
situation of abuse, neglect, or exploitation.212 
“Financial exploitation of an eligible adult” means:  

(a) the wrongful or unauthorized taking, withholding, 
appropriation, or use of money, assets, or other property of an 
eligible adult; or 
(b) an act or omission, including through a power of attorney, 
guardianship, or conservatorship of an eligible adult, to: 

(i) obtain control, through deception, intimidation, or undue 
influence, over an eligible adult's money, assets, or other 
property to deprive the eligible adult of the ownership, use, 
benefit, or possession of the eligible adult's money, assets, or 
other property; or 
(ii) convert an eligible adult's money, assets, or other property 
to deprive the eligible adult of the ownership, use, benefit, or 
possession of the eligible adult's money, assets, or other 
property.213 

Mandatory Conduct:  A broker-dealer, investment adviser, or a qualified 
individual who “reasonably believes that a person has engaged in or attempted 
to engage in the financial exploitation of an eligible adult . . . shall promptly 
notify the division and Adult Protective Services.”214 A “qualified 
individual” means an agent, investment adviser representative, or “an 
individual who serves in a supervisory, compliance, or legal capacity for a 
broker-dealer or an investment adviser.”215  

Permissive Conduct: A broker-dealer, investment adviser, or a qualified 
individual may also “notify a person previously designated by the eligible 
adult, a person allowed to receive notification under applicable law or any 
customer agreement, or an individual reasonably associated with the eligible 
adult.”216 However, the qualified individual is prohibited from notifying a third 
party if the third party is suspected of engaging in the financial exploitation of 
the eligible adult or other abuse of the eligible adult.”217   

 
212. Id. § 62A-3-301(29). 

213. Id. § 61-1-201(3). 

214. Id. § 61-1-202(1)(a).   

215. Id. § 61-1-201(5). 

216. Id. § 61-1-202(1)(b).   

217. Id. § 61-1-202(2). 
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A broker-dealer or investment adviser may delay a disbursement or 
transaction from an eligible adult's account or from an account on which the 
eligible adult is a beneficiary, so long as they follow the statutory requirements 
for notice, reporting, internal review, and designated time periods.218   

Records:  Upon request, a broker-dealer or investment adviser “shall 
provide” access to or copies of records relevant to the suspected or attempted 
financial exploitation of an eligible adult to Adult Protective Services or law 
enforcement.219   

Safe Harbor: “A broker-dealer or investment adviser who, in good faith 
and exercising reasonable care, delays a disbursement or transaction in 
accordance with Section 61-1-204 is immune from administrative or civil 
liability that might otherwise arise from the delay.”  UC § 61-1-203.  
 
 
Vermont:  
 

“Eligible adult” includes a person 65 years of age or older or vulnerable 
adults whose health and welfare may be adversely affected through abuse, 
neglect, or exploitation.”220  

“Financial exploitation” means:  
(1) The wrongful or unauthorized taking, withholding, 
appropriation, or use of money, assets or property of an eligible 
adult; or 
(2) Any act or omission taken by a person, including through the 
use of a power of attorney or, guardianship, or conservatorship of 
an eligible adult, to: 

(A) Obtain control, through deception, intimidation or undue 
influence, over the eligible adult's money, assets or property 
to deprive the eligible adult of the ownership, use, benefit or 
possession of his or her money, assets or property; or 
(B) Convert money, assets or property of the eligible adult to 
deprive such eligible adult of the ownership, use, benefit or 
possession of his or her money, assets or property.221 

 
218. See id. § 61-1-204. 

219. Id. § 61-1-206. 

220. VT. STAT. ANN. tit. 33, § 6901; VT. ADMIN. CODE R. § 4-4-8:1-2(y) (defining an 
“eligible person”). 

221. VT. ADMIN. CODE R. 4-4-8:1-2(cc). 
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Mandatory Conduct:  A qualified individual who “reasonably believes 
that financial exploitation of an eligible adult may have occurred, may have 
been attempted, or is being attempted” to “promptly notify Adult Protective 
Services in the Vermont Department of Disabilities, Aging & Independent 
Living and the commissioner (collectively “the agencies”).”222 A “qualified 
individual” means “any agent, investment adviser representative or person 
who serves in a supervisory, compliance, or legal capacity for a broker-dealer 
or investment adviser.”223  

Permissive Conduct:   A qualified individual may also “notify any third 
party previously designated by the eligible adult.”224 However, the qualified 
individual is prohibited from notifying “any designated third party that is 
suspected of financial exploitation or other abuse of the eligible adult.” Id.  

A broker-dealer or investment adviser may delay disbursement from an 
account of an eligible adult or an account on which an eligible adult is a 
beneficiary, so long as they follow the requirements for notice, reporting, 
internal review, and designated time periods.225   

Records:  A broker dealer or investment adviser “must” provide access to 
or copies of records relevant to the suspected or attempted financial 
exploitation of an eligible adult, on referral to or request from, state agencies 
charged with administering state adult protective services laws and law 
enforcement.226  

Safe Harbor: A broker-dealer or investment adviser that, in good faith 
and exercising reasonable care, complies with subsection (e) above is immune 
from any administrative or civil liability that might otherwise arise from such 
delay in a disbursement in accordance with this section.227   
 
 
Virginia:  
 

As used in statutes relating to the protection of adults, an “adult” includes 
“any person 60 years of age or older, or any person 18 years of age or older 

 
222. Id. 4-4-8:8-5(a).   

223. Id. 4-4-8:1-2(bbb). 

224. Id. 4-4-8:8-5(c). 

225. See id. 4-4-8:8-5(e). 

226. Id. 4-4-8:8-5(g). 

227. Id. 4-4-8:8-5(f). 
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who is incapacitated and who resides in the Commonwealth[.]”228An 
“incapacitated person” means “any adult who is impaired by reason of mental 
illness, intellectual disability, physical illness or disability, advanced age or 
other causes to the extent that the adult lacks sufficient understanding or 
capacity to make, communicate or carry out responsible decisions concerning 
his or her well-being.”229  

“Financial exploitation” under the newly enacted law means: 
the illegal, unauthorized, improper, or fraudulent use of the funds, 
property, benefits, resources, or other assets of an adult, as defined in § 
63.2-1603, for another's profit, benefit, or advantage, including a caregiver 
or person serving in a fiduciary capacity, or that deprives the adult of his 
rightful use of or access to such funds, property, benefits, resources, or 
other assets. "Financial exploitation" includes  

(i) an intentional breach of a fiduciary obligation to an adult to his 
detriment or an intentional failure to use the financial resources of 
an adult in a manner that results in neglect of such adult;  

(ii) the acquisition, possession, or control of an adult's financial 
resources or property through the use of undue influence, 
coercion, or duress; and 

(iii) forcing or coercing an adult to pay for goods or services against 
his will for another's profit, benefit, or advantage if the adult did 
not agree, or was tricked, misled, or defrauded into agreeing, to 
pay for such goods or services.230 

Permissive Conduct (Not Mandatory):  Any “financial institution staff 
who suspects that an adult has been exploited financially” to “report such 
suspected financial exploitation to the local department of the county or city 
wherein the adult resides or wherein the exploitation is believed to have 
occurred or to the adult protective services hotline.”231  “Financial institution 
staff” means “any employee, agent, qualified individual, or representative of 
a bank, trust company, savings institution, loan association, consumer finance 
company, credit union, investment company, investment advisor, securities 
firm, accounting firm, or insurance company.”232  

 
228. VA. CODE ANN. § 63.2-1603. 

229. Id. 

230. Id. § 63.2-1606(C). 

231. Id. 

232. Id. 
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Financial institution staff may refuse to execute a transaction, may delay 
a transaction, or may refuse to disburse funds if the financial institution staff:  

(i) believes in good faith that the transaction or disbursement may 
involve, facilitate, result in, or contribute to the financial exploitation 
of an adult or  
(ii) makes, or has actual knowledge that another person has made, a 
report to the local department or adult protective services hotline 
stating a good faith belief that the transaction or disbursement may 
involve, facilitate, result in, or contribute to the financial exploitation 
of an adult [,] [a]nd the financial institution staff otherwise follows the 
statutory requirements for notice, reporting, internal review, and 
designated time periods.233   
Safe Harbor:   A person who reports or provides information about 

suspected financial exploitation under the statute, or who testifies in any 
judicial proceeding arising from such report, records or information, or who 
takes or causes to be taken with the adult's or the adult's legal representative's 
informed consent photographs, video recordings, or appropriate medical 
imaging of the adult who is subject of a report shall be immune from any civil 
or criminal liability . . .  unless such person acted in bad faith or with a 
malicious purpose.”234   

 
 
 

 
233. See id. § 63.2-1606(L). 

234. Id. § 63.2-1606(E). 
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DAMAGE CONTROL 
 

Frederick Rosenberg 
 
 

In the typical customer claim Respondents assert that damages are limited 
to Net-out-of-Pocket (“NOP”) losses, the historical measure of damages for 
trading losses, and a standard in Mediation where the parties agree on the 
numbers and concur on the issues.  Claimants assert Well Managed Account 
(“WMA”) or Market Adjusted Damages (“MAD”), terms that are often used 
interchangeably.  The math to calculate both is identical, but WMA is based 
upon Market Allocation while MAD is based upon Market Adjustments.  
Understanding the distinction is essential when preparing damage calculations. 

MAD and WMA are offered in opposition to Net-Out-Of-Pocket damages 
(“NOPs”) that penalize retirees for taking distributions and are inadequate to 
make them whole.  For many retirees and seniors and depending on the 
markets, WMA or MAD damages may also understate actual losses leaving 
many prevailing claimants with inadequate awards and impaired retirement 
income. Benefit of the Bargain damages however, sets a baseline for damages 
in retirement cases and provides substantiation for both lost principal and lost 
income that is not based upon market adjustments.  This article will discuss 
the strengths and weaknesses of BOB, MAD and WMA damages, where they 
work, how they compare, where they fail, and why.   The presumption for this 
article is that a Panel has found liability and is considering the damage claims 
for the award.    

Miley v. Oppenheimer & Co., 637 F.2d 318 (5th Cir. 1981) is perhaps the 
most cited case in support of Market Adjusted Damages.  Miley was a churning 
case and the question was whether in addition to disgorgement of commissions 
and fees the decline in portfolio value caused by the costs and excessive 
trading was also recoverable. It was based on Market Adjusted Damages. 1   
Miley, however, cannot be seen to adopt a re-allocation strategy such as a Well 
Managed Account, but a Market-Value adjustment for the impact of trading 
abuses on returns in churning claims.   

Currently, “Well Managed Account” is cited in the Arbitrator’s Manual as 
one of several damage methodologies and its adoption and acceptance on non-
churning cases seems de facto established. In fact, most claims based upon 
unsuitable recommendations use some form of Well Managed Account 

 
1. Miley v Oppenheimer & Co., Inc., 642 F.2d 1210, 326-329 (5th Cir. 1981).   
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methodologies to calculate Claimant’s loss based upon suitably allocated 
portfolios consistent with the Customer’s objectives and financial condition. 

Depending on market performance, WMA and MAD damages may not 
reflect true losses.  Instead such damage models ratify a market adjusted 
solution that may be inadequate or even unsuitable and is intended to provide 
a lump sum solution that leaves some investors only partially better off but not 
whole. Well Managed Account calculations ignore the present value of 
promised future benefits, the principal objective of income investors seeking 
sustainable future distributions and portfolio stability. It also presumes a 
market-based solution for income loss to the exclusion of better and available 
alternatives in many instances.  

WMAs and MADs work well and are appropriate for market-based claims 
for growth accounts not taking regular distributions. In rising markets WMA’s, 
if accepted by the panel, can also produce an adequate remedy even for 
accounts in distribution. Too often however, attorneys use general allocation 
formulas like 60/40 or 40/60 in damage claims even when the allocation should 
be 100% SP 500.  In a recent claim with a 7-figure award 2, I presented MAD 
damages based solely on the SP 500, Spy, and was cross examined extensively 
on the allocation because it increased damages well beyond 60/40. The panel 
apparently accepted my argument that I was only looking at a portion of the 
total holdings allocated to riskier investments and that the SP 500 was an 
appropriate analog for those investments. To reallocate towards bonds would 
under-allocate growth in the overall portfolio and understate damages.   The 
same situation applies with non-conventional investments, if it’s a high-risk 
portfolio component then the analog for WMA or MAD should be a 
comparable risk index, not a 60/40 portfolio. 

WMA damages:  
1. Mirror market performance. In 2009 -2011 Respondents relied on 

Market Adjusted Damages to limit awards well below NOPs for 
claims based on the 2008 crash; 

2. Are based on cash flow in and out of the account like NOPs; 
3. Fund distributions via liquidation of securities, not dividends; 
4. Treat all distributions on a cash basis;    
5. Presumes the basic driver of growth is market appreciation; 

 
2.  Barlow et. al. v. Morgan Keegan, Finra 17-01630.  Total damages included 
interest and punitive damages and some claimant claims were denied.  The 
compensatory awards were based on the surviving claims in a multi-claimant suit.  
MAD damages were based solely on the SP500 and presented monthly to afford the 
panel the opportunity to fix a point of loss, beyond which statutory interest would 
apply. 
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6. Uses index analogs that exclude dividends; 
7. Are based often on allocations that may still be unsustainable for 

accounts in distribution; 
8. Are viable primarily when there is substantial time between the 

eligible claim and the filing date on growth accounts.   
For Income investors, retirees, and seniors, WMA and MADs can be 

inadequate when sustainability of income is the primary customer objective.  
This is because both methodologies treat the years of withdrawals on a cash 
basis against market performance potentially resulting in damages short of full 
restoration of original principal. Consequentially, a senior investor may be left 
with inadequate funds to provide the anticipated and promised distributions to 
meet budgeted retirement needs and suffers permanent injury.  This is due in 
part to the low dividend and interest environment that has dominated the 
markets over the past several decades and countered by recommendations for 
market equities with high average growth rates to offset the 4%- 7% drag of 
withdrawals and costs on declining balances and shares.  

Non-Conventional Investments (NCI): In the current era of low interest 
rates and dividends, brokers have recommended several types of non-
conventional investments with forecasts of high sustainable distributions and 
return of principal.  However, oil and gas, equipment leasing, unit trusts, some 
MLPs, Ginnie Maes, and mortgage backed securities are all self-liquidating 
investments with a relatively short 7-12 year life.  Most require sinking funds 
for reinvestment of returned principal to achieve retirement sustainability, 
something most investors are unaware of and do not budget for.  A review of 
TICs and non-public REITs seems to show that by the end of 10 years, most 
have failed to return original investments, while the planned for residuals fall 
well below expectations or disappear entirely for a spectrum of reasons from 
fraud and defalcations,  overleverage,  credit collapse of the sponsor and 
foreclosures.   Commonly, the 7-10% annual distribution turn out to be nothing 
more than returned principal spent as income with long-term devastating 
effect.    

Absent forecasts of high distributions with principal safety, most NCIs 
could never be recommended or sold.  Projected high distributions and market 
risk avoidance are in fact the principal drivers behind most income investors 
with NCIs in their portfolio. When distributions cease, the budgets built upon 
them will require painful and unanticipated cutbacks and permanent reductions 
in lifestyle. The remedy for an income deficiency spanning a lifetime needs to 
be adequate and the pleadings need to be clear on that issue.   

Another common claim in income cases arises out of the drag of 
distributions and cost on equities portfolios, which over several years causes 
the premature depletion of assets to levels incapable of sustaining 
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distributions.   Sequence risk remains an early concern. In the typical case that 
I see, investors having suffered early market declines are forced, reluctantly, 
to reduce automatic withdrawals in the 3rd or 4th year to levels that still exceed 
7-10% on the remaining assets and too late to restore distributions and rebuild 
value.   

The outcomes are often similar for both NCIs and Equity portfolios in 
distribution; between 7 and 10-years NCI residual values often are unable to 
sustain falling distributions and may actually result in a loss. Worse, the NCI 
could chug on for years with little or no distribution or value.   Stock portfolios 
often show the effects of withdrawals that reduced principal values by 20% - 
30% on a fatal trajectory to premature depletion.   

Using market adjustments for losses in non-market NCIs intended to 
produce income and principal safety presumes the investor should be invested 
in the same markets they wanted to avoid, markets that admittedly do not 
produce the level of income promised by the NCI, and are therefore, subject 
to market risk.  Consequently, MAD-WMA calculations may show only 
marginal improvement against a comparative index particularly if the outflows 
have been in the 6-8% range.  

The loss of a lifetime income is not a NOP problem. To date the 
investment choices given investors are typically binary, invest in income 
instruments that yield 2-3% and live on less or assume market risk to grow the 
assets sufficiently to allow larger distributions of 4%-7% albeit at market risk 
to principal and sequence risk to sustainability.  

The issue then is how to measure injury to income investors who, in 
addition to principal decay and reduced distributions, have lost a lifetime of 
sustainable income? Income investors rely on recommendations based upon 
illustrations or representations offering a promise of sustainable distributions 
and the preservation of sufficient principal to meet income objectives over a 
lifetime. Claimants who treated distributions as the income required to cover 
budgeted expenses are uniformly shocked to first learn from Respondents that 
their distributions were no more than returned principal. “Can they do that?” 
one claimant asked me. In short, if distributions are treated as principal, (“they 
got their money back”, NOP defense), then the claim must be for the lost 
income.  If the distributions are treated as income, then the claim should be for 
the restoration of principal.   If you don’t demand damages based upon the loss 
of sustainable distributions, you’ll not get it.   

A Benefit of the Bargain analysis is the first step to establishing the 
baseline of promised performance in income cases. It is not a market adjusted 
methodology and consequently market performance does not figure into the 
calculation.  For income investor claims, BOB quantifies what the client 
reasonably expected when relying on a Respondent’s recommendations and 
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provides substantiation for damages. Importantly, BOB calculations are the 
most effective illustration of the inadequacy of NOPs in income claims. 

A Benefit of the Bargain (BOB) Analysis accounts for both Principal 
Loss and Income Loss. Distributions are treated as income and principal 
transactions are accounted for separately and reconciled with actual 
performance. It is the essential demonstrative tool to focus on the significance 
of income to the claimant as distinguished from appreciation. While BOB 
calculations establish an important baseline a Panel should consider, whether 
BOB is accepted as damages depends upon reasonable reliance over years of 
withdrawals usually pursuant to recommendations to stay the course. BOB 
damages, however, should always be sufficient to continue distributions at the 
agreed upon level, or at a minimum, provide full restoration of original 
principal and any income deficiency.  

Defenses to BOB claims rest primarily on impossibility, that absent 
substantial market risk, the levels of distributions were not sustainable and 
unrealistic using stocks and bonds, hence, reliance was unreasonable while 
market risk was essential.  Respondents often point out that even distributions 
of 4%-5% per year require a growth component and market risk and by that 
measure the portfolio achieved that growth rate and, in many cases, showed 
profit even as the balances were being depleted.  For NCIs the defense is 
assumption of risk and the prospectus defense in an attempt to pass the 
responsibility for suitability determination to the customer3. 

The illustration below is for a client who invested $836,000 in an Income 
Investment in January 2015 that projected $5,769 in monthly distributions and 
return of principal in 10 years, an 8.25% return.  The deal fell apart and the 
proceeds liquidated in September 2018 with the client having received a total 
of $299,823 for a NOP loss of ($536,835).  Under BOB, over that same period 
the client should have received $260,639 in distributions plus the return of 
$836,658 principal for a total of $1,097,297,which after deducting the actual 
withdrawals leaves a BOB deficiency of $797,474, well in excess of the NOPs’ 
and only $40,000 less than original investment.   

But that is only part of the claim because the claimant was promised 
$5,763 monthly distributions for 10 years but collected substantially less over 
4.5 years.  The original income distribution may not be replaceable in 2019.  
Consequently, where 5.5 years of future revenues are also lost, that should be 

 
3. Brokers are obliged to determine suitability as a condition of making the 
recommendation, not the customer.  Finra Rule 2111 “Suitability” note “(02) 
Disclaimers.  A member or associated person cannot disclaim any responsibilities 
under the suitability rule”.   
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made clear in your pleadings with the present value of any net income 
deficiency over 5.5 years added to the claim.   

 
Rescission for NCI’s is the common damages model, e.g. original 

investment, plus statutory simple interest from the date of investment less 
distributions.  However, depending on applicable interest rates and the level of 
cash distributions, rescission may also be inadequate to restore anticipated 
distributions promised by the NCI.  Furthermore, partial damage awards that 
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leave the investor still holding a dead albatross even at reduced basis only 
exacerbates the income impairment and perpetuates the abuse.    

In the following illustration the claimant anticipated a 6% return, 
$1,750/month, but the investment tanked and reduced payout. It had a 
published book value of $98,026 in July 2019 but no market.  If the investment 
were returned, the monetary damages under the state rescission statute would 
be $364,483, but if forced to hold the investment, the monetary award would 
be $266,457 and the investor would still be left holding a questionable asset.   
Furthermore, by crediting a dubious residual against losses, damages are 
reduced, and impairment continues.  If you are claiming rescission and the 
investment is still held, give it back and take the money.    
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To summarize to this point, NCI damages have typically been based on 
WMA-MADs or Rescission, but very rarely on BOB. Yet, most NCIs are 
recommended as asset-based, non-market, income generators and BOB 
damages should be presented.    

Immediate Annuity Baseline Analysis:  There is an ignored fourth 
methodology that also belongs in every analysis in claims for seniors and 
retirees, the Immediate Annuity baseline. Immediate Annuities (IA) are a 
much-maligned investment due in great part to the very low, 2%, growth rates 
underlying the payout.4  But depending on the age and sex of the annuitant, 
growth rate becomes irrelevant and payout rate ascends in importance.  For 
example, a 70-year-old male with $1,000,000 will likely be advised that 
supportable distributions are conservatively, 4% per year ($40,000), to contain 
portfolio depletions from annual liquidations and market volatility.  That same 
70-year-old male could buy an immediate annuity for life with a 6.13% per 
year constant payout ($61,344) , guaranteed for a minimum of 20 years. That 
is $21,344 more per year than safe distributions out of the portfolio, which if 
reinvested at 4% would grow to $650,000 over the guarantee period. Total 
guaranteed annuity payout $1,226 million.  A 75-year-old male payout would 
be 8.17% per year ($81,768) guaranteed for a minimum 10 years, an excess of 
$41,768 per year for a minimum of 10 years and continuing until death.  The 
payout rate for an 80-year-old male is 9.39% per year ($93,996) for a minimum 
of ten years an excess of $53,996 annually. Actuarily, men’s payouts are 
higher than women of the same age.    

An alternative IA strategy for seniors would be to simply replace the 4% 
distribution with an immediate annuity reserving the balance for growth and 
reserves.  The premium for a $40,000 annual income for life, with a guaranteed 
return of premium would be $615,256 for a 70-year-old male leaving $384,744 
still available. For a 75 year-old the cost drops to $545,000 and at age 80 the 
cost drops to $475,000 leaving $455,000 and $525,000 available respectively.      

Immediate Annuities convert cash to a guaranteed income stream of which 
only 10-15% would be taxable. It is a peace-of-mind investment. Depending 
on the age of the annuitant however, the limitations of immediate annuities are 
offset by higher payouts, lifetime guarantees and no market or enterprise risk.  
Annuities are also prime collateral for emergencies and may produce sufficient 
excess cash for reserves. Payouts are guaranteed for life, require no sinking 

 
4. Charles Schwab, Income Annuity Estimator, https://www.schwab.com/public/ 
schwab/investing/accounts_products/investment/annuities/income_annuity/fixed_inc
ome_annuity_calculator (last visited August 26, 2019). 
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fund, eliminate reinvestment risk, and compare favorably with equipment 
leasing, oil and gas, unit trusts, and leveraged real estate securities with 
declining asset values and principal distributions over several years. 
Immediate Annuities are viable and suitable recommendations and should 
factor into damage calculations in lost income claims for retirees.    

Annuity Damage calculations are relatively straight forward, and 
premiums for an annuity that will produce the promised income are available 
on-line.   The premium to replace the income will decrease with increasing 
age.  Also, in situations where the monthly distributions have been impaired 
or reduced, the deficiency can also be supplemented with an immediate 
annuity.  The Statement of Claim must articulate this claim or it won’t be 
available.  

In most cases involving retirees and late-term income investors, 
Immediate Annuities are entirely absent from the alternatives presented 
despite offering payouts well above the recommended withdrawal percentage 
with safety and certainty.   Instead, Deferred Annuities with low paying life-
time income guarantees, market risk, and high costs are often recommended 
but are equally problematic for reasons delved into in my last Article, Variable 
and Fixed Annuities, What Attorneys Need to Know.5  The Immediate Annuity 
however, stands as the baseline for comparisons, especially for seniors and in 
retirement cases that require systematic or automatic withdrawals to meet 
budgeted living expenses throughout a lifetime.   

Finally, there is the Orphan Income Problem: 
• What are the Damages and Where is the income?  The facts are: 

• $100,000 Invested for dividends and capital preservation 
• Earns 4%/year, $4,000/yr., 10-year total, $48,024, all 

reinvested, (DRIP) 
• Account grows to $148,024 by the end of 10 years increasing 

shares by 50% in a trading range between $9 and $11/ share.   
• 4% distributions rise to $5,920/yr with principal safety. 
• Broker culpably loses on a questionable NCI yr. 11 with a 

balance remaining. 
• If Acct Closed $100,024 = $24 profit  
• If Acct Closed $ 90,000, = ($10,000) NOP  

• Under a BOB analysis 
• $100,000 Principal +$48,024 Income = $148,024 (the 

expected account value) 
• $90,000 realized = ($58,024) lost Principal & Income 

 
5. 26 PBJ 31 (2019)  
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Not all equity portfolios are growth equities, some are value stocks, and 
others dividend stocks that offer price stability with dividends reinvested to 
build share positions, cost averaging and compounding returns growing a base 
for future withdrawals. Risk profiles vary depending on investment style as 
does return. Dividend stocks provide market stability, not growth.  But, under 
a NOP analysis, 10 years of accumulated DRIPs could simply vanish as a result 
of broker mismanagement and there will be no accounting whatsoever for the 
$48,024 of “orphan income” accumulated over a decade.  

NOPs not only mask losses but substantially impair future distributions 
expected to meet living expenses throughout retirement forcing many seniors 
back into the workforce at minimum wage.  For a 70-year-old retiree, a 
reduction of $1,000/month over a 20-year retirement discounts back to a 
substantial loss if you make the case. Practitioners need to offer the discounted 
present value of the income deficiency as damages, which is essentially the 
cost of an immediate annuity, to make up the deficiency.    

Account depletion and unsustainability are predictable outcomes of 
automatic monthly withdrawals of fixed dollar amounts, sequence risk, and 
share liquidations over the long term, not Portfolio Allocation or short-term 
market gyrations. Market loss damage models, however, can leave retirees 
with insufficient compensation to restore the original distribution stream they 
expected over a lifetime, potentially stretching 20+ years, a revenue stream 
that was possible in many cases with an Immediate Annuity. Panels must be 
brought to the understanding that the Claimant is not simply claiming losses 
adjusted for market performance, but for the income stream promised to meet 
his or her defined and budgeted financial needs over a lifetime. NOP’s are 
simply and provably inadequate in income claims, a fact that should be clear 
to an arbitration panel by the end of Claimant’s case.    
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Supreme Court Clarifies Liability for Misstatements under Rule 10b-5. 
Lorenzo v. Sec. & Exch. Comm'n, 17-1077, 2019 WL 1369839, at *1 (U.S. 
Mar. 27, 2019): 

SEC Rule 10b-5 makes it unlawful: “(a) To employ any device, scheme, 
or artifice to defraud, (b) To make any untrue statement of a material fact…, 
or (c) To engage in any act, practice, or course of business which operates or 
would operate as a fraud or deceit…connection with the purchase or sale of 
any security.” 17 C.F.R. § 240.10b–5 (2018).  In Lorenzo, the Supreme Court 
determined that persons who do not “make” statements (and, therefore, cannot 
be found liable under subsection (b)) but who disseminate false or misleading 
statements to potential investors can still be found to have violated subsections 
(a) and (c), as well as other provisions of the federal securities laws. 

Petitioner Lorenzo, who was the director of investment banking at Charles 
Vista (a registered BD), sent emails to his clients discussing a potential 
investment in a company with “confirmed assets” of $10 million when 
Lorenzo knew that the company had recently disclosed that its assets were 
worth only $370,000.  Lorenzo sent the emails at the request of his boss, who 
supplied the content and approved the messages.  The SEC later concluded 
that Lorenzo had violated Rule 10b-5, §10(b) of the Exchange Act,1 and 
§17(a)(1) of the Securities Act2 by sending false and misleading statements to 
investors with the intent to defraud.  The SEC fined Lorenzo $15,000, ordered 
him to cease and desist violating securities laws, and barred him from working 
in the securities industry for life. 

Lorenzo appealed, arguing in part that under the Supreme Court’s holding 
in Janus,3 he was not a “maker” of any statements and could not be liable under 

 
1 Section 10(b) makes it unlawful to “use or employ ... any manipulative or deceptive 
device or contrivance” in contravention of Commission rules and regulations. 15 
U.S.C. § 78j(b). 

2 Subsection 17(a)(1) makes it unlawful to “employ any device, scheme, or artifice to 
defraud.” 15 U.S.C. § 77q(a). 

3 In Janus Capital Group, Inc. v. First Derivative Traders, 564 U.S. 135 (2011), the 
Supreme Court held that the “maker of a statement [under Rule 10b-5] is the person 
or entity with ultimate authority over the statement, including its content and whether 
and how to communicate it.”   
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subsection (b) of Rule 10b-5.  While the Court of Appeals agreed with that 
argument, it nevertheless sustained the SEC’s finding that “by knowingly 
disseminating false information to prospective investors,” Lorenzo had 
violated subsections (a) and (c) of Rule 10b-5, as well as § 10b and § 17(a)(1).  
The Supreme Court granted review “to resolve disagreement about whether 
someone who is not a ‘maker’ of a misstatement under Janus can nevertheless 
be found to have violated the other subsections of Rule 10b–5 and related 
provisions of the securities laws, when the only conduct involved concerns a 
misstatement.”   

Lorenzo argued that he should not have been found liable “because the 
only way to be liable for false statements is through those provisions that refer 
specifically to false statements” and that the other provisions “concern ‘scheme 
liability claims’ and are violated only when conduct other than misstatements 
is involved.”  Thus, Lorenzo argued that only those who “make” untrue 
statements under subsection (b) can violate Rule 10b-5 in connection with the 
statements; otherwise, he claimed, subsection (b) would be “superfluous.”  The 
Court rejected these arguments, noting that the subsections are not independent 
and that the Court has long recognized that there is considerable overlap 
among them.  The Court further noted that wording of subsections (a) and (c) 
is “sufficiently broad to include within their scope the dissemination of false 
or misleading information with the intent to defraud” and that “it is difficult to 
see how his actions could escape the reach of those provisions.”   
 
 
The 7th Circuit confirms that a “covered class action” under SLUSA 
includes any class action brought on a representative basis, regardless of 
the proposed class size.  
Nielen-Thomas v. Concorde Inv. Servs., LLC, 914 F.3d 524, 526 (7th Cir. 
2019): 

Under the Securities Litigation Uniform Standards Act of 1998 
(“SLUSA”), a “single lawsuit” qualifies as a “covered class action” when:  

I. damages are sought on behalf of more than 50 persons or prospective 
class members, and questions of law or fact common to those persons 
or members of the prospective class, without reference to issues of 
individualized reliance on an alleged misstatement or omission, 
predominate over any questions affecting only individual persons or 
members; or 

II. one or more named parties seek to recover damages on a 
representative basis on behalf of themselves and other unnamed 
parties similarly situated, and questions of law or fact common to 
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those persons or members of the prospective class predominate over 
any questions affecting only individual persons or members .... 

15 U.S.C. § 78bb(f)(5)(B)(i).  In Nielen-Thomas, the Seventh Circuit 
confirmed that “SLUSA’s ‘covered class action’ definition includes any class 
action brought by a named plaintiff on a representative basis, regardless of the 
proposed class size.”  

Plaintiff filed a putative class action in Wisconsin state court against an 
investment advisor and entities responsible for the advisor’s actions, alleging 
purely state law claims including breach of fiduciary duty in connection with 
the mismanagement of the class members’ securities accounts.  In the 
complaint, the Plaintiff stated that “while the exact number of putative Class 
members cannot be determined yet, upon information and belief, the putative 
Class consists of at least 35, but not more than 49 members.”  Defendants 
removed the case to the Western District of Wisconsin and moved to dismiss 
the state law claims as barred by the Private Securities Litigation Reform Act 
of 1995 (“PLSRA”), 15 U.S.C. §§ 77, 78 and SLUSA.  Plaintiff sought 
remand, arguing that the because her proposed class contained fewer than 50 
members, it could not be a “covered class action” under SLUSA.  The district 
court denied Plaintiff’s motion to remand and granted Defendants’ motion to 
dismiss.  Plaintiff appealed. 

The Seventh Circuit noted that subparagraphs (I) and (II) in the definition 
of “covered class action” are separated by “or,” which means that a lawsuit 
can satisfy SLUSA’s “covered class action” definition under either paragraph.  
Subparagraph (I) provides that class actions with more than 50 class members 
meet this definition, and subparagraph (II) provides that suits brought by 
named parties “on a representative basis” meet this definition.  The Court 
noted that although there is overlap between the two subparagraphs, each one 
has a separate meaning.  The Court held that because Plaintiff was seeking to 
recover damages on a representative basis, the lawsuit was covered by 
subparagraph (II), regardless of the size of the proposed class.  With its 
holding, the Court acknowledged the following: 

An obvious implication of our § 78bb(f)(5)(B)(i)(I)–(II) interpretation 
is that no putative securities class actions that are based on state law 
and otherwise meet SLUSA’s requirements (they involve a covered 
security, allege a misrepresentation in connection with that security, 
etc.) can proceed in either federal or state court under SLUSA.4  

 
 

 
4 Nielen-Thomas, 914 F.3d at 529. 
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The 9th Circuit disgorges referral fees earned through Ponzi scheme. 
Hoffman v. Markowitz, 746 F. App'x 641, 642 (9th Cir. 2018) 

Nationwide Automated Systems, Inc. (“NASI”) was a ponzi scheme that 
raised funds through the purported sale of ATM machines to investors with 
promise of guaranteed returns.  Markowitz was a long-time investor in NASI, 
but he also referred other investors to the company for which he received 
referral fees.  The SEC filed a securities fraud action against NASI and its 
principals, and the district court appointed a receiver.  Under the California 
Uniform Voidable Transactions Act (“CUVTA”), the receiver requested that 
the district court void and disgorge Markowitz’s referral fees.  The district 
court granted the motion and Markowitz appealed. 

Under the CUVTA, a payment made by a Ponzi scheme to a third party is 
voidable when made with (1) actual intent to defraud, or (2) constructive intent 
to defraud based on the lack of “reasonably equivalent value” provided in 
exchange for a payment.  Cal. Civ. Code § 3439.04(a).  A third party can rebut 
this presumption, however, by showing that it received the payment “in good 
faith” and “provided reasonably equivalent value” to the scheme for the 
payment.  Cal. Civ. Code § 3439.08(a). 

Markowitz argued to the 9th Circuit that the referral fees are not voidable 
because (1) he acted in good faith when referring investors to NASI and (2) 
his referral services provided reasonably equivalent value to NASI in exchange 
for the referral fees.  The Receiver, on the other hand, argued that Markowitz's 
referral fees are voidable because Markowitz's referral services provided no 
value to NASI investors and instead only created new liabilities for investors.   

The 9th Circuit avoided ruling that referrals to Ponzi schemes are per se 
voidable because they never provide value, but it affirmed the district court’s 
ruling by finding that Markowitz’s referral fees do not constitute “reasonably 
equivalent value” and are subject to disgorgement. 
 
 
The Northern District of Georgia rules that virtual tokens are 
“securities.” 
Beranger, et al. v. Harris et ano., Case No. 18-5054 (N.D. Ga. Apr. 24, 
2019) 

Defendants were the controlling shareholders of a company called FLiK, 
which was a company started to create an online platform for entertainment 
projects.  To raise money to launch FLik, defendants conducted an initial coin 
offering (ICO) in which they issued “tokens” to investors.  The tokens were 
valued at $0.06 per token at the time of the ICO and increased to $0.30 per 
token. Defendants subsequently advertised that the tokens would be 
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redeemable for $14.99 per token in 15 months.  But ultimately, FLiK never 
launched, it no longer exists, and the tokens became worthless. 

Plaintiffs, who were investors in the tokens, sued defendants, alleging that 
the defendants solicited and sold the tokens as part of a “pump and dump” 
scheme and that defendants are liable under the state (Georgia) and federal 
securities laws for the sale of unregistered securities.  Defendants moved to 
dismiss the claims, arguing primarily that the tokens are not securities, and 
therefore, are not subject to the securities registration requirements.  The 
district court noted that the definition of a “security” includes “investment 
contracts” and then analyzed whether the tokens were “investment contracts” 
under the Supreme Court’s test as set forth in SEC v. W.J. Howey Co., 328 
U.S. 293, 298-299 (1946). 

In Howey, the Supreme Court held that an investment contract involved 
three elements: (1) an investment of money; (2) a common enterprise; and (3) 
the expectation of profits derived solely from the efforts of others.  Defendants 
claimed that plaintiffs could not satisfy the first and third elements.  The Court 
first noted that plaintiffs’ investments, whether made in cash, Bitcoin, or Ether, 
constitute “investments of money.” The Court further found that plaintiffs had 
sufficiently alleged the third element by alleging that “the success of FLiK and 
FLiK tokens was entirely based on managerial efforts of the defendants.”  
While the Court dismissed plaintiffs’ claims under the federal securities laws 
on statutes of limitation grounds (with leave to amend), the Court denied 
defendants’ motion to dismiss plaintiffs’ claim under the Georgia Uniform 
Securities Act.   

 
 

Courts compels non-FINRA members to FINRA arbitration in industry 
dispute 
Commonwealth Equity Servs., LLC v. Ohio Nat'l Life Ins. Co., 18-12314, 2019 
WL 1470131, at *1 (D. Mass. Apr. 3, 2019) 

Plaintiffs Commonwealth Equity Services (“CES,” a FINRA member) and 
Margaret Benison (CES’ registered representative) filed claims against 
defendants Ohio National Life Insurance Company (“ONLIC”), Ohio National 
Life Assurance Corporation (“ONLAC”), and Ohio National Equities (“ON 
Equities”).  ONLIC and ONLAC were insurance companies that were not 
FINRA members, but ON Equities was ONLIC’s wholly owned subsidiary 
that was a FINRA member.  The dispute centered around commissions 
allegedly owed under a selling agreement between CES and defendants.  
Plaintiffs filed their claims in court seeking temporary injunctive relief (in 
accordance with FINRA Rule 13804(a)(2)) but immediately filed a motion to 



344 CASES & MATERIALS [Vol. 26, No. 2 

stay the case and to compel FINRA arbitration.  ONLIC and ONLAC opposed 
the motion. 

Plaintiffs argued that all defendants were required to arbitrate under 
FINRA Rule 13200 and the terms of the selling agreement, which included an 
arbitration clause.  The Court first held that ONLIC and ONLAC were not 
required to arbitrate under FINRA Rule 13200, noting that they were not 
FINRA members or associated persons and that no exception under the FINRA 
rules required them to arbitrate.  The Court further held, however, that ONLIC 
and ONLAC were subject to FINRA arbitration under the selling agreement.  
In doing so, the Court held that (1) the selling agreement contained a valid, 
enforceable arbitration agreement between the parties and not just those 
already bound to arbitrate under FINRA rules; and (2) the clause that covered 
“all disputes” was broad enough to cover plaintiffs’ claims.  The Court rejected 
defendants’ argument that they could not be compelled to an arbitration “in 
accordance” with FINRA rules because non-member disputes are not in accord 
with FINRA rules and that the Industry Code (unlike the Customer Code) is 
intentionally restrictive and does not contemplate arbitration of claims over 
non-members. 
 
 
In a 5-4 decision, the Supreme Court further limits the ability of 
Claimants to pursue class claims in arbitration. 
Lamps Plus, Inc. v. Varela, 17-988, 2019 WL 1780275, at *1 (U.S. Apr. 24, 
2019) 

The Supreme Court previously held in Stolt-Nielsen S.A. v. AnimalFeeds 
Int'l Corp., 559 U.S. 662, 684 (2010) that a court may not compel arbitration 
on a classwide basis when an agreement is “silent” on the availability of such 
arbitration and further that “a party may not be compelled under the FAA to 
submit to class arbitration unless there is a contractual basis for concluding 
that the party agreed to do so.”  In Varela, the Court dealt with the issue of 
whether the Federal Arbitration Act (“FAA”) similarly bars an order requiring 
class arbitration when an agreement is not silent but rather “ambiguous” about 
the availability of class arbitration. 

In Varela, a hacker tricked a Lamps Plus employee into disclosing the tax 
information of about 1,300 other employees.  Soon thereafter, a fraudulent tax 
return was filed in the name of Frank Varela, one of the employees and the 
named plaintiff.   

Even though Varela had signed an arbitration agreement when he started 
working for Lamps Plus, he filed a class action against Lamps Plus on behalf 
of all employees whose tax information had been compromised.  Lamps Plus, 
in turn, moved to compel arbitration on an individual, rather than classwide, 
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basis and to dismiss the lawsuit.  The district court granted the motion to 
compel arbitration and dismissed Varela’s claims but authorized the arbitration 
to proceed on a classwide basis.  Lamps Plus appealed to the Ninth Circuit. 

The Ninth Circuit acknowledged that the Supreme Court’s holding in 
Stolt-Nielsen prohibits forcing a party “to submit to class arbitration unless 
there is a contractual basis for concluding that the party agreed to do so,” but 
it determined that the agreement at issue was “ambiguous” on the issue of class 
arbitration.  The Ninth Circuit noted that on the one hand, certain phrases in 
the agreement seemed to contemplate “purely binary claims,” but other 
phrases were capacious enough to include class arbitration, such as one stating 
that “arbitration shall be in lieu of any and all lawsuits or other civil legal 
proceedings relating to my employment.” The Ninth Circuit construed the 
ambiguity against Lamps Plus (as the drafter of the agreement) and affirmed 
the district court’s ruling. 

The Supreme Court granted certiorari and framed the issue as whether, 
consistent with the FAA, an “ambiguous” agreement can provide the necessary 
contractual basis for compelling class arbitration.  The Court concluded that it 
cannot and reversed the lower courts’ holdings.  The Court first noted that 
“arbitration is strictly a matter of consent.”  The Court then recognized that 
there is a “fundamental” difference between class arbitration and the 
individualized form of arbitration envisioned by the FAA, noting particularly 
that class arbitration supposedly lacks the typical benefits of individual 
arbitration such as lower costs, greater efficiency and speed, and the ability to 
choose expert adjudicators to resolve specialized disputes.  The Court 
concluded that its reasoning in Stolt-Nielsen controlled and held that “[l]ike 
silence, ambiguity does not provide a sufficient basis to conclude that parties 
to an arbitration agreement agreed to sacrifice the principal advantage of 
arbitration.”   
 
 
District Court rejects attempt to enjoin FINRA Arbitration and confirms 
that Federal Arbitration Act does not provide a basis for federal subject 
matter jurisdiction. 
Cavallaro v. Mendelsohn, 19-10508, 2019 WL 2060114, at *3 (D. Mass. May 
9, 2019) 

After a claimant initiated a FINRA arbitration against a broker and his 
broker-dealer relating to the sale of an unsuitable investment in Future Income 
Payments (FIP), the broker filed a lawsuit in federal court seeking to enjoin 
the arbitration proceeding.  Without mentioning a specific arbitration clause, 
the court noted that FINRA Rule 12200 requires FINRA members and their 
associated persons to arbitrate customer disputes as long as the dispute “arises 



346 CASES & MATERIALS [Vol. 26, No. 2 

in connection with the business activities of the member or the associated 
person.”  

The broker argued that the claimant’s claim did not arise out of his 
“business activities” such that arbitration is not binding.  The claimant filed a 
motion to dismiss the broker’s federal complaint for lack of subject matter 
jurisdiction.  The parties agreed that there was no diversity jurisdiction, but the 
broker argued that the court had federal question jurisdiction “because this 
case relates to an arbitration governed by the Federal Arbitration Act…in 
which [claimant] alleges violations of federal law relating to a transaction in 
interstate commerce.”   

The court noted, however, that “the Federal Arbitration Act does not 
provide a basis for federal jurisdiction; instead, an independent jurisdictional 
basis is required.”  Cavallaro, 2019 WL 2060114, at *2 (citing Hall Street 
Assocs., L.L.C. v. Mattel, Inc., 552 U.S. 576, 581-82 (2008); Moses H. Cone 
Mem'l Hosp. v. Mercury Constr. Corp., 460 U.S. 1, 25 n.32 (1983); and 9 
U.S.C. § 4).  From there, the court held that because the complaint merely 
alleges that the case “relates to an arbitration governed by the Federal 
Arbitration Act,” that it was plainly insufficient to invoke federal subject 
matter jurisdiction.  The court also rejected the broker’s argument that claims 
alleging a breach of FINRA’s rules present a federal question.  Id. at *3 (citing 
Janus Distrib. LLC v. Roberts, 2017 WL 1788374, at *4 (D. Colo. May 5, 
2017); Apollo Prop. Partners, LLC v. Newedge Fin., Inc., 2009 WL 778108, 
at *2 (S.D. Tex. Mar. 20, 2009); Ford v. Hamilton Invs., Inc., 29 F.3d 255, 259 
(6th Cir. 1994)). 
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RECENT ARBITRATION AWARDS 
 

Christopher J. Gray 
 

 
This issue’s survey features arbitration awards in which FINRA arbitration 

panels awarded substantial compensatory damages awards and costs, as well 
as, in three cases, substantial attorneys’ fees that appear to correspond to a 
contingent fee of about one-third of the damages awarded.  These awards 
illustrate that notwithstanding arbitrators’ proverbial tendency to issue awards 
of one-half of the sums requested by Claimant, Claimants may occasionally 
obtain something approaching a make-whole result given strong facts, skilled 
advocacy, and a bit of good luck.   

 
 

Ralph H. Barlow IRA; Jackie R. Boteler IRA; Linda P. Byrd, individually 
and IRA; Sheila L. Chain, individually and IRA; Thomas E. Dees, 
individually and IRA; Edgar C. Fellows; Patsy Y. Harveston; Debra A. 
Hodge, individually and IRA; Lyman E. Johnson, Jr. IRA; Robert H. 
Landry IRA; Lois B. Landry IRA; Robert and Lois Landry JTWROS; 
Mel L. McCoy, individually and IRA; Michael L. McDavid IRA; Michael 
and Laura McDavid, JTWROS; Elaine D. Moss IRA; Hal C. Moss, Jr. 
IRA; Elaine and Hal Moss JTWROS; Cynthia J. Newsom; Dennis W. 
Newsom, individually, IRA and Roth IRA; Larry D. Newsom, 
individually and IRA; Patricia C. Roberts and Billy S. Roberts JTWROS; 
Patricia C. Roberts, individually and IRA; Sherron G. Sandifer IRA; 
Connie L. Saxton IRA; Merle Smith, individually and IRA; Brian L. 
Windham (Claimants) v. Morgan Keegan & Company, LLC; Logan 
Burch Phillips,  Raymond, James & Associates, Inc. (Respondents) 
Case No. 17-01630 
Jackson, Mississippi 
Hearing Dates: August 13, 2018 – August 17, 2018; August 20, 2018 – August 
23, 2018; December 17, 2018 – December 20, 2018; March 5, 2019 – March 
8, 2019 
Award Date: May 3, 2019 
Counsel: 

Counsel for Claimants:  Judson M. Lee, Esq., and Robert V. 
Greenlee, Esq., Judson M. Lee, PLLC, 
Madison, Mississippi. 
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Counsel for Respondents:  Terry R. Weiss, Esq. and Stephanie 
Wayco, Esq., DLA Piper LLP, Atlanta, 
Georgia. 

Arbitration Panel: 
 Theodore Haynes, Public Arbitrator, Presiding Chairperson  
 Mark A. Myers, Public Arbitrator  
 James L. Warren, III, Public Arbitrator  
Investments at Issue: 

Penny stock investments in CanWest Petroleum Company and Ridgeway 
Petroleum, Inc. 
Claimants’ Claims: 

Causes of Action in Statement of Claim:  
(1)  Fraud;  
(2)  Unsuitability;  
(3)  Breach of Contract; 
(4)  Negligence;  
(5)  Gross Negligence;  
(6)  Bad Faith; and 
(7)  Violations of Industry Rules and Regulations. 

Relief Requested:  
(1)  Compensatory damages in an amount equal to penny stock losses, 

believed to total more than $800,000.00; alternatively, 
compensatory damages as determined by the Panel; 

(2)  Punitive damages; 
(3)  Attorneys’ fees; 
(4)  Pre-judgment interest from the date of the penny stock purchases; 
(5)  Litigation costs; 
(6)  Forum fees; and 
(7)  Other relief deemed just and proper. 

  Award: 
(1) Respondents were liable and ordered to pay to the Claimants as 

follows: 
(a)  Ralph H. Barlow IRA: 

i.  Compensatory damages in the sum of $52,000.00; and 
ii. Punitive damages in the sum of $10,000.00. 

(b)  Jackie R. Boteler IRA: 
i. Compensatory damages in the sum of $65,000.00; and 
ii. Punitive damages in the sum of $10,000.00. 

(c) Linda P. Byrd IRA: 
i. Compensatory damages in the sum of $119,000.00; and 
ii. Punitive damages in the sum of $10,000.00. 
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(d)  Sheila L. Chain: 
i.  Compensatory damages in the sum of: 

1. $34,000.00 to her individually; 
2. $97,000.00 to her IRA; and 

ii. Punitive damages in the sum of $10,000.00 to her IRA and 
individually. 

(e)  Thomas E. Dees IRA: 
i. Compensatory damages in the sum of $39,000.00; and 
ii. Punitive damages in the sum of $10,000.00. 

(f)  Edgar C. Fellows: 
i. Compensatory damages in the sum of $43,000.00; and 
ii. Punitive damages in the sum of $10,000.00. 

(g)  Patsy Y. Harveston: 
i. Compensatory damages in the sum of $23,000.00; and 
ii. Punitive damages in the sum of $10,000.00. 

(h)  Debra A. Hodge, individually: 
i. Compensatory damages in the sum of $6,000.00; and 
ii. Punitive damages in the sum of $10,000.00. 

(i)  Lyman E. Johnson, Jr. IRA:  
i. Compensatory damages in the sum of $87,000.00; and 
ii. Punitive damages in the sum of $10,000.00. 

(j)  Robert and Lois Landry JTWROS: 
i. Compensatory damages in the sum of $16,000.00. 

(k)  Robert H. Landry IRA: 
i. Compensatory damages in the sum of $7,000.00; and 
ii. Punitive damages in the sum of $10,000.00.  

(l)  Lois B. Landry IRA; 
i. Compensatory damages in the sum of $7,000.00; and 
ii. Punitive damages in the sum of $10,000.00. 

(m) Mel L. McCoy, individually: 
i. Compensatory damages in the sum of $75,000.00; and 
ii. Punitive damages in the sum of $10,000.00. 

(n)  Michael L. McDavid IRA: 
i. Compensatory damages in the sum of $91,000.00; and 
ii. Punitive damages in the sum of $10,000.00. 

(o)  Michael and Laura McDavid JTWROS: 
i. Compensatory damages in the sum of $47,000.00. 
ii. Punitive damages in the sum of $10,000.00. 

(p)  Elaine and Hal Moss JTWROS: 
i. Compensatory damages in the sum of $21,000.00. 
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(q)  Elaine D. Moss IRA: 
i.  Compensatory damages in the sum of $22,000.00; and 
ii. Punitive damages in the sum of $10,000.00. 

(r)  Hal C. Moss, Jr. IRA: 
i. Compensatory damages in the sum of $49,000.00; and 
ii. Punitive damages in the sum of $10,000.00. 

(s)  Patricia C. Roberts: 
i. Compensatory damages in the sum of: 

1. $20,000.00 to her individually; 
2.  $38,000.00 to her IRA; and 

ii. Punitive damages in the sum of $10,000.00 to her IRA and 
individually. 

(t)  Sherron G. Sandifer IRA: 
i. Compensatory damages in the sum of $44,000.00; and 
ii. Punitive damages in the sum of $10,000.00. 

(u)  Connie L. Saxton IRA: 
i. Compensatory damages in the sum of $47,000.00; and 
ii. Punitive damages in the sum of $10,000.00. 

(v)  Brian L. Windham: 
i. Compensatory damages in the sum of $74,000.00; and 
ii. Punitive damages in the sum of $10,000.00. 

(2)  The punitive damages sums noted above (which total 
$200,000.00) were pursuant to a finding of fraud under Miss. 
Code Ann. § 11-1-65. 

(3)  Respondents were jointly and severally liable for and ordered to 
pay to Claimants the sum of $422,000.00 in attorneys’ fees.  

(4)  Respondents were jointly and severally liable for and ordered to 
pay to Claimants the sum of $14,000.00 in costs. 

(5)  Respondents were jointly and severally liable for and ordered to 
pay to Claimants the sum of $31,003.17 for expert witness fees.  

(6)  The requests for compensatory damages by Linda P. Byrd, 
individually; Thomas E. Dees, individually; Debra A. Hodge IRA; 
and Mel L. McCoy IRA were denied. 

(7)  Respondents’ Counterclaim is denied in its entirety. 
(8)  All other claims denied.  

Analysis: 
This award is significant because the Panel awarded compensatory 

damages of approximately $1,123,000.00, significantly more than the sum of 
actual compensatory damages calculated by Claimants ($757,000.00).  The 
Panel also made a finding of fraud and awarded punitive damages in the sum 
of $200,000. Additionally, the Panel awarded attorneys’ fees that appear to 
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correspond to approximately one-third of the damages awarded.  Finally, the 
Panel denied a counterclaim by Respondents seeking $500,000 in damages and 
an award of attorneys’ fees.  Claimants’ counsel had expressly requested an 
award of attorneys’ fees sufficient to make Claimants’ whole for the 40% 
contingent fee due under Claimants’ retainer agreement with counsel. 

The award is also noteworthy because all damages and other relief were 
awarded jointly and severally against two broker-dealers and one individual 
registered representative. The Panel also denied a counterclaim asserted by 
Raymond James alleging “trade secret misappropriation” based solely on 
assertions made in the Statement of Claim.  
 
 
James W. Fitzpatrick; Sandra J. Fitzpatrick; The Fitzpatrick Family 
Trust (Claimants) v. AXA Advisor, LLC and Cambridge Investment 
Research, Inc. (Respondents).  
Case No. 16-03454 
Buffalo, New York  
Hearing Dates: February 20, 2018 – February 23, 2018; September 13, 2018 – 
September 16, 2018; November 1, 2018 
Award Date: April 25, 2019 
Counsel: 

Counsel for Claimants:  Jason Kane, Esq., Adam Wolf, Esq., and 
Joseph Peiffer, Esq., Peiffer Rosca Wolf 
Abdullah Carr & Kane, Pittsford, New 
York.  

Counsel for Respondent  
AXA Advisors, LLC:   Joseph S. Simms, Esq., Reminger Co., 

LPA, Cleveland, Ohio. 
Counsel for Respondent 
Cambridge Investment  
Research, Inc.:  Richard J. Babnick Jr., Esq., Sichenzia 

Ross Ference Kesner, LLP, New York, 
New York.  

Arbitration Panel: 
 Krista Gottlieb, Public Arbitrator, Presiding Chairperson 
 Jeffrey M. Bain, Public Arbitrator  
 Thomas E. Webb, Jr. Public Arbitrator  
Investments at Issue: 

Life insurance policies and variable annuities.  
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Claimant’s Claims: 
Causes of Action in Statement of Claim:  

(1)  Negligence;  
(2)  Violation of FINRA Rule 2111;  
(3) Violation of FINRA Rule 2110;  
(4) Negligent Misrepresentation and Omission of Material Facts; and 
(5)  Breach of Fiduciary Duty.  

Relief Requested: 
(1)  Loss of Principal;  
(2)  Interest;  
(3)  Commissions and Fees; 
(4)  Loss of Income;  
(5)  Non-pecuniary Losses; and 
(6)  Attorneys’ fees; 
(7) Costs and other expenses; 
(8) Punitive Damages; 
(9) Pre- and post-judgment interest; 
(10) All sums entitled to at law or equity; 
(11) Other relief deemed just and proper. 

Relief Requested in Post Hearing Brief:  $13,288,038.00 plus post-award 
interest.   
Award: 

(1) Respondent AXA was liable and ordered to pay Claimants James 
W. Fitzpatrick, Sandra J. Fitzpatrick, and The Fitzpatrick Family 
Trust the sum of $2,224,671.94 in compensatory damages. 

(2)  Respondent AXA was liable and ordered to pay Claimants James 
W. Fitzpatrick, Sandra J. Fitzpatrick, and The Fitzpatrick Family 
Trust interest on the above-stated sum at the rate of 9% per annum 
from 30 days after the date of the award until the award is paid in 
full. 

(3) Respondent AXA was liable and ordered to pay Claimants James 
W. Fitzpatrick, Sandra J. Fitzpatrick, and The Fitzpatrick Family 
Trust the sum of $67,293.64 in costs. 

(4)  Respondent AXA was liable and ordered to pay Claimants James 
W. Fitzpatrick, Sandra J. Fitzpatrick, and the Fitzpatrick Family 
Trust the sum of $889,868.78 in attorneys’ fees.  

(5) Respondent AXA’s request for specific performance/ 
expungement was denied. 

(6)  Any and all claims for relief not specifically addressed herein, 
including punitive damages, are denied. 
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Analysis: 
This award is significant because of the substantial award of compensatory 

damages, the award of attorneys’ fees that appear to equal a contingent fee 
owed by Claimants to their counsel, and a substantial award of costs.  The 
Panel denied Claimants’ request for an award of punitive damages.  

Illustrating the potential risk of requesting attorneys’ fees in the ad 
damnum of a statement of claim, the Panel elaborated concerning the 
attorneys’ fees award as follows: “The Panel determined that it is authorized 
to award attorneys’ fees because both Claimants and Respondent AXA 
requested attorneys’ fees in their pleadings.”  Under certain circumstances, 
such a request in the pleadings by both sides may place the issue of attorneys’ 
fees before an arbitration panel even where the issue is not clearly arbitrable 
under a pre-dispute arbitration agreement. 
 
 
Lee Atkins; Jenny Atkins; Steven Beaulieu; Dr. Michael Borne; Susan 
Brooker; Maynard Bryant; Christy Camp; Clifford Camp, II; Vicki 
Currie; Earl Davis; Janet Davis; F. David Fowler; Dr. Mark Friloux; 
Virginia Harrell; Janice Jeffrey; Dr. Kent Kebert; Lynn Kebert; Howard 
Kerce; Chasidy Lee Lenoir; Robert O. Love; Larry Weissman as Trustee 
for the Alan B. Platkin Credit Shelter Trust; Terri Rejcek f/k/a Terri 
Cluck; Kathryn Rheiner; Richard Rheiner; Beth Rowlett; Aubrey 
Sanford; Edward Simmons; Robert Jerald Delany as POA for Emma 
Mae Smith; Jean Smith; Robert G. Spring; Samuel G. Williams; Judith 
Wormser; Judy T. Wormser as the member of Wormser Financial LLC; 
Judy T. Wormser as Trustee of the Harold Wormser and Judy Wormser 
RLT 02/01/50; and Carla Vida as Executrix of the Estate of Lavoy J. Reed 
(Claimants) v. Pershing LLC (Respondent) 
Consolidated Case Nos. 18-00651 and 18-03797 
Jackson, Mississippi 
Hearing Dates: March 25, 2019 – March 29, 2019; April 1, 2019  
Award Date: May 7, 2019 
Counsel:  

Counsel for Claimants:  Charles E. Scarlett, Esq. and Scott D. 
Hirsch, Esq., Scarlett & Hirsch, P.A., 
Boca Raton, Florida and Donald L. 
Ferguson, Esq., Attorney at Law, New 
Portland, Maine. 

Counsel for Respondents:   Jeffrey J. Chapman, Esq. and Thomas M. 
Farrell, Esq., McGuireWoods LLP, New 
York, New York. 
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Arbitration Panel:   
Langfred W. White, Public Arbitrator, President Chairperson;  
Mauricio Arcadier, Public Arbitrator;  
Avery B. Goodman, Public Arbitrator.  

Issues:  
Respondent clearing firm allegedly aided and abetted a broker (known as 
Mr. S.) that ran a Ponzi scheme by acting as the custodian and clearing 
firm for Mr. S and wiring him hundreds of millions of dollars to offshore 
bank accounts.  

Claimants’ Claims: 
Causes of Action in Statement(s) of Claim:  

(1)  Aiding and Abetting Common Law Fraud and Breach of 
Fiduciary Duty;  

(2)  Negligence (gross negligence);  
(3)  Breach of Contract;  
(4)  Violations of FINRA Conduct Rule 3310 and Rule 2120;  
(5)  Violations of NASD Conduct Rule 2110 and Rule 3010(a); and  
(6)  Civil Conspiracy to Defraud.  

Combined Relief Requested: 
 (1) Full recession of the certificates of deposit issued by SI Bank; 

(2) Compensatory Damages of $2,975,000.00 and $3,173,810.00;  
(3) Punitive Damages;  
(4) Pre- and post-judgment interest; 
(5) Reimbursement of all costs and fees; and 
(6) Additional Relief the Panel Deems Appropriate 

Award: 
(1)  Respondent was liable for and ordered to pay to K Kebert and L Kebert 

the sum of $500,000.00 in compensatory damages. 
(2)  Respondent was liable for and ordered to pay to Rowlett the sum of 

$330,000.00 in compensatory damages. 
(3)  Respondent was liable for and ordered to pay to Beaulieu the sum of 

$200,000.00 in compensatory damages. 
(4)  Respondent was liable for and ordered to pay to Lenoir the sum of 

$200,000.00 in compensatory damages. 
(5)  Respondent was liable for and ordered to pay to the Reed Estate the 

sum of $200,000.00 in compensatory damages. 
(6)  For the award of compensatory damages in 1-5 above, the Panel found 

Respondent liable based on negligence.  
(7)  Respondent is liable for and shall pay to the Original Claimants in 

Case 18-00651 $750.00 as reimbursement for the non-refundable 
portion of the initial claim filing fee previously paid to FINRA. 
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(8)  The remaining Final Claimants’ claims are denied in their entirety. 
(9) All other claims denied.  

Analysis:  
This award is significant because the Panel granted substantial 

compensatory damages of over $1.4 million in a type of case that is usually 
very difficult to prove: liability by a clearing firm arising from losses that 
customers incurred as a result of fraud by a nonparty broker.  The Panel 
apparently found against Claimants on their aiding and abetting claims, which 
typically require knowledge or reckless disregard of the primary tortfeasor’s 
actions, and specified that the award in favor of Claimant was based upon a 
finding of negligence.   
 
 
Carpenter Law Firm Defined Benefit Plan (Claimant) v. Morgan Stanley 
& Co., LLC and Michael Lee Canney (Respondents).  
Case No. 18-01007 
Des Moines, Iowa 
Hearing Dates: February 19, 2019 – February 22, 2019; March 27, 2019 
Award Date: April 29, 2019 
Counsel: 

Counsel for Claimant:  Gail E. Boliver, Esq., Boliver Law Firm, 
Marshalltown, Iowa. 

Counsel for Respondents:  Jeffrey S. Jacobi, Esq., Morgan Stanley Legal 
and Compliance Division, San Francisco, 
California 

Arbitration Panel: 
Gerald W. Hepp, Public Arbitrator, Presiding Chairperson 
Lawrence R. Rute, Public Arbitrator  
Brett Coonrod, Public Arbitrator  

Investments at Issue: 
Portfolio heavily focused in a single sector of the S&P with excess cash.  

Claimant’s Claims: 
Causes of Action in the Statement of Claim:  

(1)  Breach of Fiduciary Duty;  
(2)  Negligence;  
(3) Breach of Contract;  
(4) ERISA Violations;  
(5) Negligent Misrepresentation;  
(6) Constructive Fraud;  
(7) Failure to Supervise; and  
(8)  Respondent Superior. 



356 RECENT ARBITRATION AWARDS [Vol. 26, No. 2 

Relief Requested: 
(1)  Compensatory Damages of $667,725.00; 
(2)  Interest;  
(3)  Attorneys’ Fees;  
(4)  Costs and Expert Fees; and 
(5)  Other relief deemed just and proper. 

Award: 
(1)  Respondents were joint and severally liable and ordered to pay 

Claimant $415,888.00 in compensatory damages; 
(2)  Respondents were joint and severally liable and ordered to pay 

Claimant $36,500.00 in expert witness fees;  
(3)  Respondents were joint and severally liable and ordered to pay 

Claimant $2,000.00 in costs; 
(4)  Respondents were ordered to reimburse Claimant $425.00 as the non-

fundable fee paid to FINRA Office of Dispute Resolution;  
(5)  Respondent’s request for Expungement was denied; and  
(6)  All other claims denied.  

Analysis: 
The award is significant because the Panel granted a large percentage of 

the compensatory damages sought by Claimant in a case alleging over-
concentration and, essentially, account mismanagement.  The Panel also award 
Claimant costs and expert witness fees, and assessed all hearing session fees 
jointly and severally to Respondents.   

Claimant recovered the foregoing sums after a motion to dismiss by 
Respondents pursuant to FINRA Rule 12206, which provides that  “[n]o claim 
shall be eligible for submission to arbitration under the Code where six years 
have elapsed from the occurrence or event giving rise to the claim.”   The Panel 
denied the Rule 12206 motion as moot, finding that the causes of action 
addressed in the Motion to Dismiss…were not pled in the Statement of Claim, 
thus making the Rule 12206 Motion moot with respect to those items. The 
Panel denied the Motion to Dismiss with respect to the fifth cause of action, 
which had been pled in the Statement of Claim. suggesting that the Panel found 
that Respondent’s account mismanagement was an ongoing “occurrence or 
event” (within the meaning of Rule 12206, quoted above) that started more 
than six years before the claim was filed, but continued until within the six-
year window. 
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Sandra Hendricksen Martire and Delise Morgan Martire (Claimants) v. 
Edward Jones and Troy Michael Nelson (Respondents) 
Case No. 15-00038 
Bismarck, North Dakota 
Hearing Dates: May 8, 2018 – May 11, 2018; December 11, 2018 – December 
14, 2018; May 7, 2019 – May 9, 2019 
Award Date: June 20, 2019 
Counsel: 

Counsel for Claimants:  J. Owen Murrin, Esq., Murrin Law Firm, 
Long Beach, California 

Counsel for Respondents:  Samuel A. Keesal, Jr., Esq., Elizabeth H. 
Lindh, Esq., and Ryan S. Lean, Esq., 
Keesal, Young & Logan, Long Beach, 
California 

Arbitration Panel: 
Terry F. Peppard, Public Arbitrator, Presiding Chairperson 
Stanley H. Michelstetter, II, Public Arbitrator 
P.J. Boylan, Public Arbitrator  

Investments at Issue: 
According to the award, Claimants alleged that Respondents caused them 

to be invested in unspecified “inappropriate and unsuitable investments” and 
also alleged churning, forgery, unauthorized activity including trading, and 
disbursement of marital funds from a restricted account during a divorce 
proceeding without authorization.      
Claimants’ Claims: 

Causes of Action in Statement of Claim:  
(1)  Inappropriate and Unsuitable Investments;  
(2)  Breach of Fiduciary Duty;  
(3)  Fraudulent Transfers;  
(4)  Forgery;  
(5) Omission of Material Facts;  
(6)  Unauthorized Activity, including trades, deposits, and 

withdrawals; and 
(7)  Discrimination due to Marital Status. 

Additional Causes of Action in First Amended Statement of Claim:  
(1) Intentional and Negligent Breach of Fiduciary Duty;  
(2) Negligence;  
(3) Civil Conspiracy;  
(4) Violation of FINRA rules;   
(5) Failure to Supervise; and  
(6) Respondent Superior. 
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Additional Causes of Action in Second Amended Statement of Claim: 
(1)  Aiding and abetting the Breach of Fiduciary Duty; and 
(2) Breach of Contract.  

Relief Requested in the Statement of Claim: 
(1)  Compensatory Damages between $1,000,000.00 to 

$5,000,000.00.  
Additional Relief Requested in the First Amended Statement of Claim: 

(1)  Costs; 
(2)  Attorneys’ Fees;  
(3)  Punitive Damages; and 
(4)  Other relief deemed just and proper.  

Additional Relief Requested in the Second Statement of Claim: 
(1)  Disgorgement of Funds.   

Award: 
(1)  Respondent Edward Jones was liable and ordered to pay Claimant 

Sandra Martire $380,862.62 plus interest of 5% in compensatory 
damages; 

(2)  Respondent Nelson was liable and ordered to pay Claimant Delise 
Martire $7,253.00 plus interest of 5% in compensatory damages; 

(3) Respondent Edward Jones was liable and ordered to pay Claimants 
$125,000.00 in attorneys’ fees; 

(4)  Respondents were ordered to reimburse Claimant Sandra Martire 
$600.00 as the non-fundable fee paid to FINRA Office of Dispute 
Resolution;  

(5)  Respondent’s request for Expungement denied; and  
(6)  All other claims denied.  

Analysis:  
The award is significant because of the substantial award of damages and 

attorneys’ fees and the case’s unusual procedural history.  Claimants filed the 
Statement of Claim on February 6, 2015 claiming that during an individual 
Claimants’ divorce proceedings, Respondents had disbursed marital funds to 
the Claimant’s former husband without her knowledge, and later had 
unreasonably withheld assets that were awarded to her in the divorce case 
despite a court order directing distribution.  On October 4, 2016, Claimants 
requested dismissal without prejudice.  Respondents confirmed and requested 
expungement. On November 11, 2016, the Panel held a conference and 
confirmed the dismissal with prejudice and expungement.   

However, on August 5, 2017, nearly a year after the initial dismissal 
without prejudice, Claimants filed opposition to Respondent’s Request for 
Expungement, and ultimately also requested reinstatement of Claimants’ 
claims.  After oral argument, the Panel reinstated the claims.  On September 
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16, 2017, Claimants filed their Second Amended Statement of Claim, asserting 
additional claims, and the case proceeded to a final hearing. 

The case is also noteworthy because, as in two other awards discussed in 
this column, the Panel appear to be attempting to make Claimants whole by 
awarding them attorneys’ fees equal to a contingent fee of approximately one-
third of the damages awarded.  
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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 William F. Galvin, Secretary of the 
Commonwealth of Massachusetts by Christine Lazaro on July 26, 2019. 
(prepared with the assistance of Melinda Steuer, Teresa Verges and David 
Meyer). 
 
 
William F. Galvin 
Secretary of the Commonwealth of Massachusetts 
Office of the Secretary of the Commonwealth 
Attn:  Proposed Regulations-Fiduciary Conduct Standard 
Massachusetts Securities Division 
One Ashburton Place, Room 1701 
Boston, MA 02108 
 
 
Re: Proposed Amendments to 950 CMR Sections 12,204, 12.205 & 12.207 
 
Dear Mr. Galvin: 
 

I write on behalf of the Public Investors Advocate Bar Association 
(“PIABA”), an international bar association comprised of attorneys who 
represent investors in securities arbitrations and in state and federal courts. 
Since its formation in 1990, PIABA has promoted the interests of the public 
investor in all securities and commodities 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 June 14, 2019, the Office of the Secretary of the Commonwealth of 
Massachusetts (“the Secretary”) issued a Notice soliciting comments 
regarding amendments to its regulations to require that broker-dealers, agents, 
investment advisers, and investment adviser representatives be subject to a 
fiduciary duty when dealing with their customers and clients  (“the Proposed 
Amendments”).  The Secretary recognized in its Notice that a uniform 
fiduciary standard is in the public interest and is necessary to protect investors 
from the abuses that can result when financial professionals place their own 
financial interests ahead of their customers.   The Secretary also recognized 
that the Securities and Exchange Commission’s (“SEC”) Regulation Best 
Interest failed to establish a strong and uniform fiduciary standard.    

PIABA has long advocated for a true fiduciary standard for all persons 
who provide investment advice to their clients, and fully supports the Proposed 
Amendments.   Consistent with numerous studies, including the SEC’s 
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findings in 2011 which are cited in the Notice, we believe that a uniform 
fiduciary duty applicable to all financial intermediaries who provide 
investment advice would eliminate confusion and best protect customers.1  We 
therefore believe that the fiduciary duty should apply to all forms of financial 
advice, and to all customers.  We also believe that the fiduciary duty should 
arise whenever a financial or investment recommendation is made, and that it 
should last throughout the duration of the advisor-customer relationship.  
Finally, we believe the Proposed Amendments should explicitly provide for a 
private right of action.    PIABA’s position is discussed in further detail below.   

 
     
I. PIABA Supports the Proposed Amendments’ Provision of a Uniform 

Fiduciary Duty on All Broker-Dealers, Agents and Advisers who 
Provide Investment Advice  
 
A. Application of a Fiduciary Duty to Financial Professionals Who 

Provide Investment Advice 
 

The Proposed Amendments protect Massachusetts investors by imposing 
a fiduciary duty on all financial professionals who render investment advice, 
and by broadly defining the types of investment recommendations and advice 
which trigger that obligation.  The proposed statewide uniform fiduciary 
standard make it clear that financial professionals owe a fiduciary duty 
whenever they provide financial recommendations and advice for financial 
renumeration, rather than putting the burden upon customers to prove that 
there was a relationship of trust and reliance.2  PIABA supports the Secretary’s  

 
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. 

2. See, e.g., Hays v. Ellrich, 471 Mass. 592 (Mass. 2015); Genovesi v. Nelson, 85 
Mass. App. Ct. 43 (Mass. App. 2014); Patsos v. First Albany Corp., 433 Mass. 323 
(Mass. 2000). 
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approach of requiring all financial professionals, regardless of title or license, 
to adhere to a uniform fiduciary duty when providing investment advice.  

The Proposed Amendments are consistent with what most retail customers 
believe about their financial advisor – that he or she is a fiduciary.3  Indeed, 
brokerage firms give their “registered representatives” titles that sound 
trustworthy, like “Financial Advisor,” “Wealth Consultant,” and “Wealth 
Manager.” 4  Brokers also pay millions of dollars every year in advertising to 
tell 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.  As a result, when a customer meets with a broker, she reasonably 
expects that she is being given advice that is for her benefit.  This is particularly 
true as to broker-dealers and financial professionals who are dually registered 
as investment advisors. As the Proposed Amendments recognize, 
professionals who provide investment advice to a customer should not be 
allowed to “switch hats” to a lower standard of care depending on the 
particular type of investment they have recommended to a customer and/or 
how they are being compensated for that recommendation.    

The Proposed Amendments will finally align the duty that financial 
professionals owe to customers in rendering investment advice with the 
representations made by such professionals and with the customers’ 
reasonable expectations.   

PIABA also strongly supports the Proposed Amendments’ broad 
definition of the types of investment advice that trigger a fiduciary duty.  The 
Secretary correctly recognizes that brokers do not merely pick investments or 
devise investment strategies.  Specifically, brokers sometimes recommend 
other financial courses of action preceding the recommendation of a particular 
security or investment strategy, in order to earn the client’s trust and cause the 
client to entrust their assets to the broker for management.  Prime examples of 
such scenarios include a recommendation to roll over an employer-based 
retirement account into a new IRA account, or when a broker recommends to 
a prospective client that they retire early and/or elect a lump sum payment in 
lieu of a defined benefit pension and turn the lump sum over to the broker for 
investment.  Obviously, the broker has a financial incentive to recommend 

 
3. See Spectrum Group, Fiduciary – Do Investors Know What it Means (2015), 
available at http://spectrum.com/Content_Whitepaper/fiduciary.aspx. 

4. Peiffer, Joseph C. 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 (March 
25, 2015), available at https://piaba.org/sites/default/files/newsroom/2015- 
03/PIABA%20Conflicted%20Advice%20Report.pdf. 
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these courses of action.  The Proposed Amendments appropriately hold 
financial professionals to a fiduciary duty for all types of investment advice, 
including, but not limited to, the situations described above.  

 
 

B. Incorporating the Duty of Care and Duty of Loyalty 
 

PIABA supports the Proposed Amendments’ incorporation and definition of 
the two primary duties of a fiduciary:  the duty of care and the duty of loyalty, 
which are set forth in the Proposed Amendments.5   

We believe that the Secretary’s approach to fiduciary duties and the 
definitions it has utilized in the Proposed Amendments strike an appropriate 
balance between accommodating the traditional, compensation-based model 
of many broker-dealers and other sales agents, with the interests of protecting 
investors from the financial harm caused by conflicted advice. 

 
 
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 Proposed Amendments.    There are a few suggestions we wish to 
propose which we believe are consistent with the Proposed Amendments and 
will provide important protections to investors. 

 
 

A. The Proposed Amendments Should Include Sales Incentives 
Offered by Third Parties in the Definition of Conduct that Gives 
Rise to a Presumption of Breach of the Duty of Loyalty 

 
The Proposed Amendments provide that the duty of loyalty requires a 

broker-dealer, agent or advisor to make recommendations and provide 
investment advice without regard to the financial or any other interest of the 
broker-dealer, agent, adviser, any affiliated or related entity or its officers, 
directors, agents, employees, contractors, or any other third party.   However, 
the following section, which sets forth the circumstances which give rise to a 
presumption of the breach of fiduciary duty, does not include third parties.  
Therefore, under the proposed amendments as currently written, the offer or 

 
5. Proposed Amendment to 950 CMR 12.207(c).  
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receipt of direct or indirect compensation from a third party (such as an issuer 
of a variable annuity or other investment product) would not give rise to a 
presumption of a breach of duty of loyalty.    

In its Notice, the Secretary cited its concern with harmful incentives such 
as sales contests that encourage or reward conflicted advice as being one of its 
basis for the Proposed Amendments. Sales incentives are often offered by third 
party issuers of annuity products, mutual funds and other investments, 
including vacations to exotic locales, golf packages, marketing support, and 
other incentives.  The conflicts that arise from these types of incentives are 
significant.   PIABA therefore recommends that the Secretary add the words 
“or any third party” after the word “adviser” in Section 950 CMR 
12.207(c)(2)(i). 
 
 

B. The Proposed Amendments Should Provide Protection for 
Institutional Investors 

 
The Proposed Amendments exclude all institutional buyers, as defined in 

950 CMR 12.205(1)(a)(6), from the protections of the Proposed Amendments.   
PIABA believes that the Proposed Amendments should protect all investors, 
regardless of their wealth, sophistication or status as an individual versus 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.6   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.7 

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 

 
6. 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. 

7.  Id. at 130. 
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person with assets worth more than one million dollars.8 Many retirees, having 
saved their entire lives or purchased property that has substantially appreciated 
in value over time, meet the definition of accredited investor.  However, those 
retirees often have only a limited understanding of investments.  Moreover, 
those retirees are often not able to recover from significant losses from risky 
investments.   Simply put, all customers deserve unconflicted investment 
advice that is in their best interest, regardless of their accumulated wealth or 
the manner in which they have invested.    
 
 

C.  The Proposed Amendments Should Clarify that Harmed 
Investors Have a Private Right of Action 
 
The Proposed Amendments 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.  

There are several important reasons why an express provision within the 
Proposed Amendments which provides for a private right of action 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.  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.9  Similarly here, 
a private right of action can serve as a powerful tool to encourage compliance 
with the Proposed Amendments and, when violated, supplement the state’s 
enforcement efforts.10  

 
8.  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). 

9. See Richard B. Stewart and Cass R. Sunstein, Public Programs and Private 
Rights, 95 Harv. L. Rev. 1193, 1214 (1982). 

10. 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 
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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 uniform fiduciary standard from becoming meaningless.    

 
 
III. The Proposed Amendments Are Necessary and Appropriate Because 

They Provide Greater Protection for Massachusetts’s Investors than 
the Securities and Exchange Commission’s “Regulation Best 
Interest” 

 
As the Notice explicitly recognizes, Regulation Best Interest (“Reg BI”) 

“does not provide sufficient protections for Massachusetts investors.”11 We 
agree. 

 
 

A. Reg BI Does Not Sufficiently Protect Investors  
 

Despite its title, Reg BI does not impose a true fiduciary standard upon 
broker-dealers and affiliated persons who provide investment advice.  Reg BI 
essentially builds upon and codifies FINRA’s interpretation of its suitability 
rule.12  Reg BI does not define best interest,  but rather, creates a checklist of 
four obligations a firm must discharge to meet the standard – disclosure, care, 
conflict of interest, and compliance obligations – none of which actually 
obligates the firm to place the customer’s interests ahead of the firm’s. 

 
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 
seq.  The Proposed Amendments should recognize these well-established means of 
protection for private investors. 

11. Preliminary Solicitation of Public Comments: Fiduciary Conduct Standard for 
Broker-Dealers, Agents, Investment Advisers, and Investment Adviser 
Representatives, at 1 (June 14, 2019). 

12. Securities and Exchange Commission, Regulation Best Interest:  The Broker-
Dealer Standard of Conduct, Release No. 34-86031, 17 C.F.R. pt 240 (June 5, 2019) 
(“Final Rule”). 
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Reg BI substantially relies on disclosure rather than meaningful investor 
protection.  While theoretically an enhancement of FINRA rules, the 
Customer Relationship Summary form (“the CRS”) that Reg BI requires and 
relies upon will not provide investors with timely, useable information.  This 
is not merely PIABA’s opinion.  In fact, the SEC’s own commissioned study 
by the  RAND Corporation  confirmed that the CRS was largely ineffective 
in helping investors understand the different duties of financial professionals, 
and that many individuals still remained confused about when firms and their 
agents owed them fiduciary duties and when they did not, even after reading 
the CRS.13  Further, in an attempt to provide greater “flexibility for firms to 
tailor the wording” of the CRS disclosures,14 Reg BI does not require firms 
to disclose every material conflict, but instead, gives firms wide discretion on 
what to disclose.15 Reg BI still allows brokers to satisfy their purported 
disclosure obligations regarding costs by providing percentages or ranges, 
rather than the dollar amounts likely to be understood by investors.  In short, 
under Reg BI, firms will be able to satisfy their disclosure obligation through 
boilerplate disclosures, and withhold actual cost and conflict of interest 
information until after the sale of the product at issue has been made.   

In contrast to the Proposed Amendments, Reg BI will not require brokers 
to weigh the relative risks, costs and benefits of different strategies or types 
of investments available to achieve the customer’s goals.  Instead a broker 
will only be required to consider costs when deciding among two otherwise 
identical securities. Reg BI also limits the purported “best interest” obligation 
to the beginning and end of a transaction, rather than for the duration of the 
customer-broker relationship.  In addition, Reg BI continues differing 
standards of conduct for dually registered investment advisors and brokers. 

Lastly, Reg BI’s conflict obligation does not prohibit firms from creating 
conflicts that would reasonably be expected to encourage and reward advice 

 
13.  Investor Testing of Form CRS Relationship Summary, SEC 46 (Nov. 2018), 
available at https://www.sec.gov/about/offices/investorad/investor-testing-form-crs-
relationshipsummary.pdf.  In fact, 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 
RAND report also reflects that many of the participants were unable to synthesize 
and apply the information.  Id. at 47-48. 

14. Final Rule, supra note 12, at 81. 

15. “Firms are not expected to disclose every material conflict of interest, and should 
instead consider what would be most relevant for retail investors to know in deciding 
whether to select or retain the particular firm.  Id. at 161. 
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that is not in the customer’s best interests.  Reg BI simply requires firms to 
develop and enforce policies and procedures to “mitigate” most conflicts and, 
to the extent not mitigated or eliminated, the firm may satisfy this obligation 
through disclosure.  However, providing greater disclosure does not 
appropriately mitigate the conflicts of interest inherent in the relationship 
between financial advisors and customers.  Instead, it places the burden on 
the customers to fully understand the impact of those conflicts on the future 
of their retirement savings.   

The weak and ineffective provisions of Reg BI stand in sharp contrast to 
the Proposed Amendments.   As discussed in Section I above, the Proposed 
Amendments hold all financial professionals who render investment advice 
to a fiduciary standard.  The Proposed Amendments provide that conflicts of 
interest are presumed to be a breach of the duty of loyalty.  The Proposed 
Amendments require that financial professionals adhere to a duty of care and 
a duty of loyalty, which cannot be discharged solely through purported 
disclosures.  The Proposed Amendments define what the fiduciary duty 
requires, and what is meant by the duty of care and the duty of loyalty.   The 
Proposed Amendments recognize that the fiduciary duty should endure for 
the duration of the relationship.   Lastly, the Proposed Amendments eliminate 
the false distinction between investment advisors and brokers by treating both 
as the financial professionals which they hold themselves out to be, and by 
requiring both to adhere to the same standard of conduct.    

Simply put, the differences between Reg BI and the fiduciary standard 
proposed in the Proposed Amendments are significant.  Consequently, as the 
Notice states, the Proposed Amendments are necessary and appropriate in 
order to sufficiently protect Massachusetts investors. 

 
 

B. Reg BI Does Not Preempt the Secretary from Enacting the 
Proposed Amendments 

 
We believe that some in the financial services industry may argue that the 

SEC’s anticipated Reg BI preempts States from enacting a fiduciary standard.  
Such an argument is not supported by Reg BI, nor by the Dodd-Frank Act 
under which Reg BI has been promulgated.  The exact opposite is true.  

Specifically, there is no express language in Reg BI which alters or 
supersedes any existing obligations applicable to brokers and broker-dealers 
with respect to the circumstances under which brokers may owe customers a 
fiduciary duty under state law.  To the contrary, the SEC explained in its 
Release that “the preemptive effect of [Reg BI] on any state law governing the 
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relationship between regulated entities and their customers [will] be 
determined in future judicial proceedings.”16    

Further, Reg BI was promulgated pursuant to Section 913 of Title IX of 
the Dodd-Frank Wall Street Reform and Consumer Protection Act of 2010 (the 
“Dodd-Frank Act”).  This provision required the SEC to conduct a study to 
evaluate the effectiveness of existing legal or regulatory standards of care 
(imposed by the Commission, a national securities association, and other 
federal or state authorities) for providing personalized investment advice and 
recommendations about securities to retail customers; and whether there are 
legal or regulatory gaps, shortcomings, or overlaps in legal or regulatory 
standards in the protection of retail customers relating to the standards of care 
for providing personalized investment advice about securities to retail 
customers that should be addressed by rule or statute.17   It is clear from the 
foregoing that the SEC’s task was to determine whether a rule establishing a 
baseline standard for investment advice was warranted based on gaps in the 
existing regulatory scheme.   Indeed, the Dodd-Frank Act does not provide 
that rulemaking by the SEC in this area would preempt state law.  Likewise, 
Reg BI does not indicate that it is intended to preempt state law.   In fact, doing 
so would be unconstitutional.  

Under the Tenth Amendment to the Constitution, powers not enumerated 
to the Federal government are reserved to the States or the people.  As a result, 
although the SEC may create a best-interest rule for the financial industry, it 
cannot, as an administrative agency of the federal executive branch, create a 
rule that interferes with a State’s interest in protecting its citizens from tortious 
conduct.    Simply put, Massachusetts retains the right to enact more stringent 
rules than the SEC if its legislators or judiciary conclude that an enhanced level 
of investor protection is warranted based on the needs of the State.    

Finally, the only potential challenge to the Draft Regulations would be 
under the National Securities Markets Improvement Act of 1996 (“NSMIA”).  
Section 103 of NSMIA limits states from enacting any rule or regulation that 
imposes upon broker-dealers any “[c]apital, custody, margin, financial 
responsibility, making and keeping records, bonding, or financial or 
operational reporting requirements” that are greater than those imposed under 

 
16. Final Rule, supra note 12 at 43.  

17. See “Study on Investment Advisers and Broker-Dealers,” Executive Summary, p. 
i, January 2011, available at http://www.sec.gov/news/studies/2011/913study 
final.pdf.  
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federal law, rules or regulations.18  The Proposed Amendments expressly 
address this concern.19    

 
 
IV. Conclusion 
 

PIABA supports the Secretary’s efforts to heighten the duty of brokers 
who provide investment advice to their customers.  PIABA urges the Secretary 
to adopt its Proposed Amendments, along with the suggestions which are 
discussed in Section II above.   PIABA thanks the Secretary for the opportunity 
to comment on this important issue.  
 
 
Sincerely, 
Christine Lazaro 
PIABA President  
 
 

 
18. 15 U.S.C. §780(i). 

19.  950 CMR 12.207(f). 
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The following Statement regarding Fiduciary Duty of Broker-Dealers, Agents, 
Investment Advisers, and Investment Advisers Representatives was submitted 
at the New Jersey Consumer Affairs Public Hearing by Joseph C. Peiffer on 
July 17, 2019. 
 
 

New Jersey Consumer Affairs Public Hearing, Statement of Joseph 
Peiffer regarding Fiduciary Duty of Broker-Dealers, Agents, Investment 

Advisers, and Investment Advisers Representatives 
 
 

Thank you for the opportunity to speak here today. My name is Joseph 
Peiffer and I am a past president and current board member of the Public 
Investors Arbitration Bar Association. PIABA is a national bar association 
whose mission is to promote the interests of the public investor in securities 
arbitration; to make securities arbitration as just and fair as systematically 
possible; and to create a level playing field for the public investor in securities 
arbitration. PIABA has almost 400 member attorneys who practice across the 
country and have represented tens if not hundreds of thousands of investors 
who have been harmed by bad and conflicted investment advice.  

I have worked on this issue for awhile and I know that the concept of The 
“fiduciary duty” of financial professionals sounds like some hopelessly dry 
and technical legal concept to many. But it is important. When I hear that 
phrase, I think about the retiree who lost 75 percent of the life savings he 
entrusted to a disreputable broker and was left with so little to live on that he 
couldn’t afford a $15 fishing license, much less the cost of a trip to visit his 
grandchildren. 

I have represented over 1,000 investors in claims against their brokerage 
firms. All of these cases have two things in common. First, the investors, who 
often have trusted a broker with their life savings, believe it when they are told 
the financial professional will take good care of their nest egg. Second, the 
brokerage firms always deny that any such “fiduciary duty” to avoid conflicted 
advice exists. 

Why do people believe that brokers have a duty to put their interests first? 
It is not because they come out of the womb and into this world thinking that 
they can trust their brokers. It is because of the relentless advertising that Wall 
Street directs at investors telling them that brokerage firms can be trusted. That 
they will be loyal. And, that the broker will be watching the investors’ money 
at all times so their family can sleep soundly at night. 

In other words, brokerage firms advertise as if they have the duty of a 
doctor or lawyer, but when called to account for their actions, they take the 
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position that they have duties akin to a used car salesman or time-share 
salesman. 

The consequences for trusting investors can be devastating. On a macro 
level, a fiduciary duty would mitigate the substantial costs to investors as a 
result of conflicted advice, which costs New Jersey retirement savers and 
investors $610 million every year.1 

On a micro level, our members, including myself have seen thousands of 
clients that retired, received conflicted advice, and ran out of money in their 
60s leaving them just above the poverty line with little more than Social 
Security to rely upon. The price these investors pay is often harsh. 

Clients have been forced to move in with their children or relocate from 
their house to a trailer in a friend’s backyard. Even, in one case, a wiped-out 
investor had to resort to renting a room in the home of an ex-wife. In every 
one of these cases, the brokerage firms denied that they had any duty to refrain 
from giving conflicted advice. Clients have attempted suicide. 

How can we fix this? PIABA has long advocated for a true fiduciary 
standard for brokers, one which acknowledges the position of trust and 
confidence such individuals occupy when dealing with their clients. A true 
fiduciary standard would consist of: 
 a duty of care which should include on-going monitoring and advice, when 

appropriate; and 
 a duty of loyalty. 

We believe that the fiduciary duty should: 1) apply to all forms of financial 
advice; 2) arise whenever a financial or investment recommendation is made; 
and 3) last throughout the duration of the advisor-customer relationship. This 
regulation does that. 

 
 

REGULATION BI 
 

Some might try to claim that the problem of conflicted advice is solved by 
Regulation BI that the SEC put out. It is not. Despite its inapt name, Reg BI 
does not really require brokers put their clients’ interests first and certainly 
falls short of imposing a true fiduciary standard upon broker-dealers and 
affiliated persons who provide investment advice. Instead, it essentially tries 
to ensure that investors are sold something that is “suitable.” That is not good 
enough. No one would put up with a doctor that ran unnecessary, costly and 

 
1. See, Economic Policy Institute, “Here is what’s at stake with the conflict of 
interest (‘fiduciary’) rule (May 20, 2017), available at https://www.epi.org/ 
publication/here-is-whats-at-stake-with-the-conflict-of- interest-fiduciary-rule/. 
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risky tests just because he could justify it as being suitable for a patient. No, 
we want doctors to act in their patients’ best interest -- not to line their pockets 
with tests or procedures that are suitable, but not best. No less a standard 
should apply here. And, Reg BI falls short. 

Reg BI does not define best interest, but rather, creates a checklist of four 
obligations a firm must discharge to meet the standard – disclosure, care, 
conflict of interest, and compliance obligations – none of which actually 
obligates the firm to place the customer’s interests ahead of the firm’s. 

The weak and ineffective provisons of Reg BI stand in sharp contrast to 
these regulations. These Regulations hold all financial professionals who 
render investment advice to a fiduciary standard. These Regulations provide 
that conflicts of interest are presumed to be a breach of the duty of loyalty. 
These Regulations require that financial professionals adhere to a duty of care 
and a duty of loyalty, that cannot be discharged solely through purported 
disclosures. These Regulations define what the fiduciary duty requires, and 
what is meant by the duty of care and the duty of loyalty. These Regulations 
recognize that the fiduciary duty should endure for the duration of the 
relationship under certain circumstances. Lastly, these Regulations eliminate 
the false distinction between investment advisers and brokers by treating both 
as the financial professionals which they hold themselves out to be, and by 
requiring both to adhere to the same standard of conduct. 

In short, these regulations provide real investor protection that stop broker 
bad conduct and Reg BI does not. 

The suggestion that brokers should be held accountable to a “fiduciary 
duty” is not some radical, wild-eyed notion. It is supported by mainstream 
industry leaders such as John Bogle, the well-known and highly regarded 
founder of the investment management company Vanguard. As Bogle notes: 
"Fiduciary duty is the highest duty known to the law,” ensuring that "the client 
... must be king." And is that too much to expect when an individual’s life 
savings hang in the balance? 

Acting now won’t save the investors who already have been skewered by 
conflicted advice, but it will spare tens of thousands of New Jersey residents 
from the same dire financial fate. Even if you are not cleaned out, the cost can 
be high: The Council of Economic Advisors study concluded that conflicted 
advice causes investors to run out of money five years before they otherwise 
would have. 

That is the kind of thing that can put a huge dent in a retiree’s “golden 
years.” I’ve seen this happen and know what it’s like for a blue-collar worker, 
who, after receiving conflicted advice from his broker, retired from his 
$80,000-a-year job at a major corporation. He was out of money before he was 
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eligible for Social Security and had to take a job for $10 an hour stocking 
vending machines at his former employer’s offices. 

That is the kind of fate no one should have to suffer in America. And, if 
New Jersey forces brokerage firms to put their clients’ interests first, it can go 
a long way toward making sure this doesn’t happen to its citizens. 
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The following PIABA Comment Letter regarding Regulatory Notice 19-17 
was submitted to the Financial Industry Regulatory Authority by Christine 
Lazaro and Samuel B. Edwards on July 1, 2019 (prepared with the assistance 
of Darlene Pasieczny, Hugh Berkson and Jason Kane). 

 
 
Jennifer Piorko Mitchell 
Office of the Corporate Secretary 
FINRA 
1735 K Street, NW 
Washington, DC 20006-1506 
pubcom@finra.org 
 
RE: Regulatory Notice 19-17: Request for Comment on Proposed New 
Rule 4111 (Restricted Firm Obligations) Imposing Additional Obligations 
on Firms with a Significant History of Misconduct 
 
 
Dear Ms. Piorko Mitchell: 
 

I write on behalf of the Public Investors Arbitration Bar Association 
(“PIABA”), an international bar association comprised of attorneys who 
represent investors in securities arbitrations. Since its formation in 1990, 
PIABA has promoted the interests of the public investor in all securities and 
commodities arbitration forums, while also advocating for public education 
regarding investment fraud and industry misconduct. Our members and their 
clients have a strong interest in rules promulgated by the Financial Industry 
Regulatory Authority (“FINRA”) relating to investor protection.  

PIABA generally supports the adoption of FINRA Rule 4111 (Restricted 
Firm Obligations) as well as the accompanying new Rule 9559 (Procedures 
for Regulating Activities Under Rule 4111).  As FINRA noted in Regulatory 
Notice 19-17: “The proposal would further promote investor protection and 
market integrity and give FINRA another tool to incentivize member firms to 
comply with regulatory requirements and to pay arbitration awards.”  This is 
consistent with PIABA’s goals of promoting the interests of investors and 
investor protection.  We applaud all steps that regulators take in furtherance of 
those goals, but the problem that high-risk firms and high-risk brokers create 
is enormous.  While we generally support the rules for what they will do to 
strengthen the regulation and compliance of high-risk firms and brokers, with 
the noted exceptions below, Rules 4111 and 9559 will not cure the long-
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standing unpaid arbitration award issue and we are concerned it is misleading 
to those interested in the unpaid arbitration award issue to suggest otherwise.  

The proposed rules would create a multi-step process to strengthen 
regulation of high-risk firms.  First, the process identifies “Restricted Firms” 
that meet quantifiable Preliminary Identification Metrics.  FINRA’s threshold 
is based on firm size and number of disclosure events.  After opportunity for 
further Department evaluation and consultation with the firm, the rule 
authorizes FINRA to require identified Restricted Firms to deposit cash or 
qualified securities that may not be withdrawn without FINRA’s prior written 
consent (“Restricted Deposit Account”). FINRA may also require adherence 
to other conditions or restrictions on the member’s operations deemed 
necessary to protect investors and in the public interest.   

Proposed FINRA Rule 4111 begins to address a number of issues affecting 
public investors unfairly harmed by bad actors in the industry, in particular 
recidivist individuals and firms.  But it has significant shortfalls that should be 
corrected before adoption.  We address the following, and additional 
comments, in further detail: 
(1)  The proposed rule does not come close to resolving the epidemic of unpaid 

FINRA arbitration awards; 
(2) The threshold calculations used to designate “Restricted Firms” highlight 

the problems with expungement of customer dispute information – 
FINRA cannot deem a firm “High Risk” if the settled customer 
complaints are routinely erased from the CRD system; 

(3) There are meaningful questions regarding the nature and extent of 
FINRA’s discretion in applying and enforcing the proposed rules; and 

(4) The predictive model used to identify “Restricted Firms” is unduly narrow 
insofar as it focuses exclusively on firm size and reporting history, and 
does not address the nature of the products being sold by the member. 
Accordingly, the proposed rule does not address the common problem of 
a single product (or product type) raising a host of arbitration claims, and 
awards, which serve to bankrupt the member.   

 
 

Unpaid Arbitration Awards 
 

As FINRA is aware, the problem of uncollectable firms and registered 
representatives is a significant one and something that PIABA has worked hard 
to address.  As we have stated repeatedly, if FINRA arbitration is to promote 
confidence in the markets and be perceived as a fair alternative to jury trials, 
investors who go through the process and receive an award must be able to 
collect that award.   
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We therefore noted with interest the last sentence of Regulatory Notice 
19-17, which reads: 

The proposal would further promote investor protection and market 
integrity and give FINRA another tool to incentivize member firms 
to comply with regulatory requirements and to pay arbitration 
awards.  (Emphasis added).   
Recent press surrounding the proposed rule goes even further.  According 

to an Investment News editorial dated May 11, 2019, FINRA “finally may 
have come up with a fair way to ensure that investors who win arbitration 
awards actually receive them.”1 The editorial piece highlights the misleading 
nature of suggesting the rule is a mechanism to resolve the unpaid arbitration 
award issue. 

While it is true that a small number of firms2 would be required to set aside 
some sum of funds (so long as it would not cause an undue burden on the 
firms’ operations), we do not see anything in the rule proposal that attempts to 
square the sums to be set aside with the unpaid arbitration award experience.  
Stated differently, we have seen no data that shows the sums set aside will be 
sufficient to cover anticipated arbitration awards.  To the contrary, the 
language in the proposed rule limiting the amount FINRA can require a high-
risk firm to set aside to a sum that will “not significantly undermine the 
continued financial stability and operational capability of the member as an 
ongoing enterprise over the next 12 months”3 means that the more thinly 
capitalized a firm, the smaller amount FINRA would require the firm to put in 
the Restricted Deposit Account.  Such a limiting feature would necessarily 
result in it having a very minimal impact on unpaid awards.   

In further support of this conclusion, PIABA has reviewed the list of firms 
with unpaid awards between 2013 and 2017, available on FINRA’s website, 
and calculated the unpaid award amount for each firm.4  Half of the firms listed 
appear to have 2 or more unpaid awards.  More than 85% of the firms have 

 
1. “FINRA plan to address unpaid arbitration award problem deserves fair hearing” 
InvestmentNews, (May 11, 2019), available at:  https://www.investmentnews.com/ 
article/20190511/FREE/190519995/finra-plan-to-address-unpaid-arbitration-award-
problem-deserves-fair 

2. In the Regulatory Notice, FINRA noted that “1.6-2.4% of all firms registered with 
FINRA in any year during the review period,” or 60 – 98 firms, would have met the 
criteria subjecting the firms to the rule’s coverage.  Regulatory Notice 19-17, p. 25. 

3. Regulatory Notice 19-17, p. 12. 

4. PIABA assumed any awards issued following a firm’s termination of membership 
or within a year prior to the firm’s termination were unpaid.   
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unpaid awards of $100,000 or more.  Forty percent of the firms have unpaid 
awards in excess of $1 million.  Requiring those firms to deposit small sums 
in a Restricted Deposit Account will simply not have a material impact on the 
issue of unpaid awards.  Additionally, we see nothing in the rule proposal that 
explains why, exactly, the rule would incentivize member firms to pay awards. 

While PIABA appreciates any effort to make sure wronged investors are 
appropriately compensated, to be more effective in combating the unpaid 
award problem, analysis must be completed to assess the nature and extent of 
harm that Restricted Firms have done in the past, and more quantifiably use 
that data in determining the amount of deposits to be required.  It may be that 
the data shows that a restricted deposit size would need to be so significantly 
large that enhanced additional measures must also be taken for a particular 
individual or firm for there to be any meaningful impact on unpaid awards.  

The proposed rule should also address how aggrieved investors could 
access those restricted deposits to satisfy the arbitration awards that the 
Restricted Firms refuse to pay themselves.  The proposed rule must also clarify 
what will happen to a Restricted Deposit Account if a firm goes out of 
business, in particular if there are outstanding unpaid awards, but also 
considering that valid customer claims may not be identified until years 
afterwards.  Finally, the proposed rule should clarify that Restricted Deposit 
Accounts can be used to pay not only unpaid arbitration awards, but unpaid 
arbitration settlements as well.5 
 

 
5. FINRA should be able to track data regarding breach of contract/breach of 
settlement agreement claims and/or customer communications that a member firm or 
associated person has failed to pay a settlement agreement in further violation of 
FINRA rules. 
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Expungement of Customer Dispute Information  
under FINRA Rules 2080 and 12805 

 
Proposed FINRA Rule 4111 also calls into question the ongoing problem 

related to the pervasive nature of expungements.  First and foremost, to the 
extent the threshold analysis to determine “restricted” status reviews a member 
firm’s disclosure history, it is axiomatic that FINRA can only review the 
disclosures that exist in the record.  If customer complaints are expunged, 
FINRA will be unable to consider those disclosures and potentially miss 
appropriately designating a recidivist firm as being “Restricted.”  As PIABA 
has pointed out a number of times, expungements are granted all too 
frequently, and in violation of FINRA’s attempts to ensure expungement is an 
extraordinary remedy, rather than the norm as it exists today.  

PIABA first reported on the issue on September 24, 2007, and found that 
expungement was granted in 98.4% of the cases.  PIABA next reported on the 
issue in 2013 in a report titled “Expungement Study of the Public Investors 
Arbitration Bar Association.”6 The 2013 study found that, for awards issued 
from May 18, 2009, through December 31, 2011, expungement was granted 
96.9% of the time it was requested in cases resolved by settlement or stipulated 
awards.  PIABA then updated its analysis in 2015 in a report titled simply 
“Update to the 2013 Expungement Study of the Public Investors Arbitration 
Bar Association.”7  The update found that, for cases filed from January 1, 2012, 
through December 31, 2014, expungement was granted in 87.8% of the cases. 

In short, despite FINRA’s attempts to curb the problem of rampant 
expungements, the problem remains unabated with only very small progress 
having been made on this issue over the last decade.  Which leads us to the 
second problem related to expungements: FINRA member firms can avoid 
being labeled “Restricted Firms” if they sanitize their records.  The proposed 
rule therefore will have the likely and unintended consequence of further 
incentivizing member firms and registered representatives to pursue 
expungement of customer complaints.  Accordingly, to the extent FINRA 
contemplates the proposed rule, PIABA urges FINRA to simultaneously 
pursue meaningful expungement reform. 

 
6. Available at https://piaba.org/system/files/2018-01/REPORT%20-%20 
Expungement%20Study%20of%20the%20Public%20Investors%20Arbitration%20B
ar%20Association.pdf. 

7. Available at:  https://piaba.org/sites/default/files/newsroom/2015-10/Update%20 
on%20the%202013%20Expungement%20Study%20of%20PIABA%20%28October
%2020%2C%202015%29.pdf. 
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FINRA Discretion 
 

While PIABA understands the need for a certain amount of flexibility in 
the application of the proposed rule, we question the extent it should be 
allowed.  For example, proposed FINRA Rule 4111(h) states that (emphasis 
added): “FINRA may issue a notice pursuant to Rule 9559(b) directing a 
member that is not in compliance with the Restricted Deposit Requirement or 
the conditions or restrictions imposed by this Rule to suspend all or a portion 
of its business.”  We question why the discretion is permitted in the event a 
member has failed to abide by the rules’ strictures.  The non-compliant 
member is, by definition, a high-risk one.  Accordingly, we cannot conceive 
of a good reason a high-risk firm would be allowed to continue its business 
unabated despite its violation of the rule.  Instead, a non-compliant firm should 
be subject to immediate suspension.  Accordingly, this section of the rule 
should state that “FINRA shall … suspend all of its business.” 

 
 

The Predictive Model Is Too Narrow 
 

FINRA’s proposed rule uses history as a guide to future performance by 
focusing the threshold analysis on member firm reported events as a trigger 
for application of Restricted Firm status.  Despite the admonishment that past 
performance is not a guarantee of future performance, the data identified by 
FINRA does support the concept that the more bad actors employed by a 
member firm, the more likely sales abuses will take place in the future.8  But 
limiting the analysis as the proposed rules would require ignores the all-too-
common problem presented by product failures.  High-risk firms will often 
focus a large percentage of their business on selling particular products, 
commonly non-publicly traded investments.  A failure of such a product will 
bring a rash of claims.  And, in the event the member firm bears culpability for 
the sale of the products (such as UBS with Puerto Rico municipal bonds or 
Securities America with Medical Capital), the resulting liabilities can destroy 
the firm and leave investors without recourse.  Securities America threatened 
to do exactly that when it testified, in court, that the failure to approve a 
minimal class action settlement would result in its bankruptcy over the 

 
8. See McCann, Qin, and Yan “How Widespread and Predictable is Stock Broker 
Misconduct?” Journal of Index Investing, Summer 2017, Vol. 26, Issue 2, Pp. 6-25, 
available at:  https://www.slcg.com/pdf/workingpapers/McCann%20Qin%20and%20 
Yan%20on%20BrokerCheck%20Final.pdf.  
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following weekend.9  Any threshold analysis must therefore consider the 
nature of the products sold by the member firms, and the extent to which it 
sells said products.  If FINRA is truly trying to protect against risky behavior, 
the member firms’ actual ongoing sales behavior must be factored into the 
analysis. 

 
 

Additional Comments 
The proposed rule would allow a restricted firm to deposit cash or 

“qualified securities” to meet the firm’s obligation.  However, the proposed 
rule lacks a mechanism to address the changing value of those securities.  If 
the securities drop in value, will the firm be required to supplement the value?  
If the securities increase in value, will the firm be allowed to withdraw the 
excess value?  FINRA should address the frequency of the Restricted Deposit 
Account valuation and establish rules requiring the account replenishment. 

It is clear that FINRA put considerable time, effort, and thought into 
proposed Rule 4111, and the particular metrics to determine “Restricted Firm” 
status.  We question, however, what happens when the product of a particular 
metric applied to a particular firm size results in a fraction.  For example, the 
“Registered Person Adjudicated Event Metric” is .3 for firms of between 5 and 
9 people.  Accordingly, if the firm was comprised of 6 registered 
representatives, the trigger would seem to be 1.8 (the product of .3 and 6).  
Would it take 1 event to satisfy that trigger, or will FINRA round up and 
require 2 events?  Clarification is needed regarding how such rounding issues 
will be addressed. 

 
 

Conclusion 
 

Once again, PIABA acknowledges and appreciates the considerable time 
and effort FINRA put into RN 19-17 and its proposed rule changes.  We urge 
FINRA to put the rule into context and acknowledge that it is an incremental 
step toward protecting public investors from high-risk firms.  However, despite 
its good intentions and FINRA’s commendable efforts, absent meaningful 
changes, the proposed rule could well have the unintended consequence of 
making the expungement problem worse.  Moreover, while the clear purpose 
of the proposed rule is to better regulate high-risk firms and brokers, we 

 
9. See Susanne Craig, “Judge Backs Arbitration in Case Against Securities 
America,” Dealbook, March 18, 2011, available at: https://dealbook.nytimes.com/ 
2011/03/18/judge-backs-arbitration-in-securities-america-case/ 
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strongly urge FINRA to acknowledge that it is not likely to have a meaningful 
impact on resolving the unpaid arbitration award issue or, in the alternative, 
provide sufficient data to support the impact of the new rule on unpaid 
arbitration awards.  PIABA simply does not want to see a well-intended rule 
be tainted or misused by those seeking to give it attributes it will not have.  We 
thank you for the opportunity to comment on the proposed rule, and urge 
FINRA to consider the issues set forth above before any final version is 
adopted. 
 
Sincerely, 
Christine Lazaro 
President  
 
Samuel B. Edwards 
Executive Vice-President 
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The following PIABA Comment Letter regarding Fiduciary Duty of Broker-
Dealers, Agents, Investment Advisers, and Investment Adviser Representatives 
was submitted to the New Jersey Bureau of Securitites by Christine Lazaro on 
June 14, 2019 (prepared with the assistance of Melinda Steuer, Teresa Verges 
and Samuel Edwards). 
 
 
Christopher W. Gerold 
Bureau Chief 
Bureau of Securities 
153 Halsey Street, 6th Floor 
Newark, New Jersey 07101 
 
Re: Comment on PRN 2019-044, Fiduciary Duty of Broker-Dealers, 
Agents, Investment Advisers, and Investment Adviser Representatives; 
Proposed New Rule N.J.A.C. 13:47A-6.4 and Proposed Amendment to 
N.J.A.C. 13:47A-6.3 
 
Dear Mr. Gerold: 
 

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 April 15, 2019, the Bureau of Securities issued a Rule Proposal 
soliciting comments on a proposed amendment to N.J.A.C. 13:47A-6.3 and 
proposed new rule N.J.A.C. 13:47A-6.4 (collectively, “the Draft Regulations”) 
to require that broker-dealers, agents, investment advisers, and investment 
adviser representatives be subject to a fiduciary duty when recommending to 
a customer an investment strategy, or the purchase, sale or exchange of any 
security, or providing investment advisory services to a customer.1  In its 

 
1. Rule Proposal, 51 N.J.R. 493(a) (April 15, 2019).  On October 15, 2018, the 
Bureau of Securities issued a Notice of Pre-Proposal soliciting comments regarding 
amendments to its rules to require that broker-dealers, agents, investment advisers, 
and investment adviser representatives be subject to a fiduciary duty when making 
investment recommendations.  Notice of Pre-Proposal, 50 N.J.R. 2142 (Oct. 15, 



388 WHERE WE STAND     [Vol. 26 No. 2 

proposing release, the Bureau recognized the necessity of ensuring that 
“persons involved in the securities markets are uniformly held to a high 
standard” to protect New Jersey investors and “rectify investor confusion that 
results from lack of uniformity.”2 

PIABA has long advocated for a true fiduciary standard for all those who 
provide investment advice to retail customers, including brokers, and our 
organization fully supports the Bureau’s proposed fiduciary rule. Consistent 
with numerous studies, including the Securities and 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 customers.3  A fiduciary duty would also mitigate 
the substantial costs to investors as a result of conflicted advice, which costs 
New Jersey retirement savers and investors $610 million every year.4   

We therefore believe that the fiduciary duty should: 1) apply to all forms 
of financial advice; 2) arise whenever a financial or investment 
recommendation is made; and 3) last throughout the duration of the advisor-
customer relationship.  The Bureau’s Draft Regulations provide those 
protections to a large degree.  Further, as anticipated by the Bureau in 
promulgating the fiduciary rule, the SEC’s recent adoption of a rulemaking 
package concerning brokers and investment advisers, including Regulation 
Best Interest (“Reg BI”), does not provide sufficient protections for New 

 
2018).  PIABA submitted a comment letter on December 14, 2018, providing 
extensive comments and information in support of regulations imposing a uniform 
fiduciary duty on financial professionals who provide investment advice to all 
investors.  PIABA refers the Bureau to that letter in further support of the proposed 
Draft Regulations.   

2. Id. at 2. 

3. 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. 

4. See, Economic Policy Institute, “Here is what’s at stake with the conflict of 
interest (‘fiduciary’) rule (May 20, 2017), available at https://www.epi.org/ 
publication/here-is-whats-at-stake-with-the-conflict-of-interest-fiduciary-rule/.  
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Jersey investors.  For these reasons, we urge the Bureau to adopt the Draft 
Regulations, with a minor modification suggested below regarding sales 
incentives from third parties.   
 
V. PIABA Supports the Draft Regulations’ Provision of a Uniform 

Fiduciary Duty on Broker-Dealers, Agents and Advisers who 
Provide Investment Advice  

 
C. Application of a Fiduciary Duty to Financial Professionals Who 

Provide Investment Advice 
 
The Draft Regulations protect New Jersey investors because they impose 

a fiduciary duty on all financial professionals who render investment advice, 
and broadly define the types of investment recommendations and advice which 
trigger that obligation.  PIABA supports the Bureau’s approach to require all 
financial professionals, regardless of title or license, to adhere to a uniform 
fiduciary duty when providing investment advice.  

To a large degree, the proposed rule is consistent with what most retail 
customers believe about their financial advisor – whether that person is a 
broker or other financial professional – that he or she is a fiduciary.5  Indeed, 
brokerage firms give their “registered representatives” titles that sound 
trustworthy, like “Financial Advisor,” “Wealth Consultant,” and “Wealth 
Manager.” 6  Brokers also pay millions of dollars every year in advertising to 
tell 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.  As a result, when a customer meets with a broker, she reasonably 
expects that she is being given advice that is for her benefit.   

The Bureau recognizes that there are circumstances when the broker’s 
duty to his or her customers should be deemed to be on-going.  This is 
particularly true as to broker-dealers and financial professionals who are dually 
registered as investment advisers. Specifically, if the broker provides 
investment advice to the customer in any other capacity, the duty will be 
deemed to be on-going.  As the Draft Regulations recognize, professionals 

 
5. See Spectrum Group, Fiduciary – Do Investors Know What it Means (2015), 
available at http://spectrum.com/Content_Whitepaper/fiduciary.aspx. 

6.  Peiffer, Joseph C. 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 (March 
25, 2015), available at https://piaba.org/sites/default/files/newsroom/2015- 
03/PIABA%20Conflicted%20Advice%20Report.pdf. 
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who provide investment advice to a customer should not be allowed to “switch 
hats” to a lower standard of care depending on the particular type of investment 
they have recommended to a customer and/or how they are being compensated 
for that recommendation.  The Draft Regulations will finally align the duty 
that financial professionals owe to customers in rendering investment advice 
with the representations made by such professionals and with the customers’ 
reasonable expectations. The Draft Regulations may be improved by making 
it clear that if a broker holds himself out as offering advice, the duty will be 
deemed to be on-going as well.  This will better align brokers’ duties with 
investor expectations, especially when the firms’ advertising creates those 
expectations.   

PIABA also strongly supports the definition under proposed new rule 
13:47A-6.4(a) to include a broad definition of the types of investment advice 
that would trigger a fiduciary duty.  Specifically, the standards of conduct will 
apply to both investment advice, as well as recommendations of an investment 
strategy, the opening of, or transfer of assets to, any type of account, or the 
purchase, sale, or exchange of any security.  The Bureau correctly recognizes 
that investment strategy includes the opening of or transfer of assets to any 
type of account, and explicitly includes such conduct within the scope of the 
rule.  It is not clear from the language of the rule if it is intended to cover 
recommendations of other financial courses of action preceding the 
recommendation of a particular security or investment strategy, in order to earn 
the client’s trust and cause the client to entrust their assets to the financial 
professional for management.  Prime examples of such scenarios include a 
recommendation to roll over an employer-based retirement account into a new 
IRA account, or a recommendation that a prospective client retire early and/or 
elect a lump sum payment in lieu of a defined benefit pension and turn the 
lump sum over to the financial professional for investment.  Obviously, the 
financial professional has a pecuniary incentive to recommend these courses 
of action.  The Draft Regulations may be improved by explicitly including 
such recommendations within the scope of the rule.    
 

 
B. Incorporating the Duty of Care and Duty of Loyalty 
 
PIABA supports incorporation and definition of the two primary duties of 

a fiduciary:  the duty of care and the duty of loyalty, which are set forth in the 
Draft Regulations.7   

 
7. Proposed Rule 13:47A-6.4(b).  
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We believe that the Bureau’s approach to fiduciary duties and the 
definitions it has utilized in the Draft Regulations strike an appropriate balance 
between accommodating the traditional, compensation-based model of many 
broker-dealers and other sales agents, with the interests of protecting investors 
from the financial harm caused by conflicted advice. 

We believe, however, that further clarification is warranted as to one area 
within the proposed duty of loyalty. Specifically, it is not clear that the offer 
or receipt of direct or indirect compensation from a third party (such as an 
issuer of a variable annuity or other investment product) would be considered 
a potential conflict of interest that would give rise to a presumption of a breach 
of duty of loyalty.  In its Release, the Bureau explained its concern with 
harmful incentives such as sales contests that encourage or reward conflicted 
advice.  Many sales incentives are often offered by third party issuers of 
annuity products, mutual funds and other investments, including vacations to 
exotic locales, golf packages, marketing support, and other incentives.  The 
conflicts that arise from these types of incentives are significant.  PIABA 
therefore recommends that the Bureau add language in subsection 13:47A-
6.4(b)(2)(i) to include direct or indirect compensation from third parties, 
including issuers of investment products. 
 
 
VI. The Draft Regulations Are Necessary and Appropriate Because 

They Provide Greater Protection for New Jersey’s Investors than the 
Securities and Exchange Commission’s “Regulation Best Interest” 

 
On June 5th, the Securities and Exchange Commission (“SEC”) adopted 

a final version of the standard of care brokers owe to their customers, 
Regulation Best Interest (“Reg BI”).8  Unfortunately, the final version of Reg 
BI did not substantially depart from the proposed regulation released a year 
ago,9 which the Bureau already determined “does not provide sufficient 
protections for New Jersey investors.”10  We agree, and urge the Bureau to 
adopt a uniform fiduciary duty. 
 

 
8.  Securities and Exchange Commission, Regulation Best Interest:  The Broker-
Dealer Standard of Conduct, Release No. 34-86031, 17 C.F.R. pt 240 (June 5, 2019) 
(“Final Reg BI Rule”). 

9.  Proposed Rule – Regulation Best Interest, 17 CFR 1240, Rel. No. 34-83082 (May 
9, 2018). 

10. Rule Proposal, 51 N.J.R. 493(a), at 4. 
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A. Reg BI Does Not Sufficiently Protect Investors  
 

Despite its title, Reg BI does not really require brokers put their clients’ 
interests first and certainly falls short of imposing a true fiduciary standard 
upon broker-dealers and affiliated persons who provide investment advice.  
Reg BI essentially builds upon and codifies FINRA’s interpretation of its 
suitability rule.11  Reg BI does not define best interest,  but rather, creates a 
checklist of four obligations a firm must discharge to meet the standard – 
disclosure, care, conflict of interest, and compliance obligations – none of 
which actually obligates the firm to place the customer’s interests ahead of 
the firm’s. 

Reg BI substantially relies on disclosure rather than meaningful investor 
protection.  While theoretically an enhancement of FINRA rules, the 
Customer Relationship Summary form (“the CRS”) that Reg BI requires and 
relies upon will not provide investors with timely, useable information.  This 
is not merely PIABA’s opinion.  In fact, the SEC’s own commissioned study 
by the RAND Corporation  confirmed that the CRS was largely ineffective 
in helping investors understand the different duties of financial professionals, 
and that many individuals still remained confused about when firms and their 
agents owed them fiduciary duties and when they did not, even after reading 
the CRS.12  Further, in an attempt to provide greater “flexibility for firms to 
tailor the wording” of the CRS disclosures,13 the final rule does not require 
firms to disclose every material conflict, but instead, gives firms wide 
discretion on what to disclose.14 Reg BI still allows brokers to satisfy their 
purported disclosure obligations regarding costs by providing percentages or 
ranges, rather than the dollar amounts likely to be understood by investors.  

 
11. Final Rule, supra note 8, at 5, 252-53. 

12.  Investor Testing of Form CRS Relationship Summary, SEC 46 (Nov. 2018), 
available at https://www.sec.gov/about/offices/investorad/investor-testing-form-crs-
relationshipsummary.pdf.  In fact, 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 
RAND report also reflects that many of the participants were unable to synthesize 
and apply the information.  Id. at 47-48. 

13. Final Rule, supra note 8, at 81. 

14. “Firms are not expected to disclose every material conflict of interest, and should 
instead consider what would be most relevant for retail investors to know in deciding 
whether to select or retain the particular firm.  Id. at 161. 



2019] PIABA BAR JOURNAL   393 

In short, under Reg BI, firms will be able to satisfy their disclosure obligation 
through boilerplate disclosures, and withhold actual cost and conflict of 
interest information until after the sale of the product at issue has been made.   

In contrast to the Bureau’s proposed fiduciary rule, Reg BI limits the 
purported “best interest” obligation to the beginning and end of a transaction, 
rather than for the duration of the customer-broker relationship.  As discussed 
above, the Draft Regulations recognize that there may be circumstances 
under which the broker’s duties should be on-going rather than transactional.  
In starkest contrast, Reg BI continues to allow dually registered investment 
advisers and brokers to adhere to different standards based on the account 
type, even if the same client has both a brokerage and an advisory account 
with the same individual.  It is simply not possible to reasonably believe 
unsophisticated investors are going to be able to know when a dually 
registered representative is acting as a fiduciary or not. 

Lastly, Reg BI’s conflict obligation does not prohibit firms from creating 
conflicts that would reasonably be expected to encourage and reward advice 
that is not in the customer’s best interests.  Reg BI does eliminate a limited 
range of conflicts, including “sales contests, sales quotas, bonuses and non-
cash compensation,” but it only does so if such compensation is “based on 
the sales of specific securities and specific types of securities within a limited 
period of time.”15  However, there are many conflicts that incentivize brokers 
to put their clients’ interests second to their own.  Other conflicts which create 
an incentive for the broker to place his own interests ahead of the client’s 
interests need only be mitigated under Reg BI.   

The weak and ineffective provisions of Reg BI stand in sharp contrast to 
the Bureau’s Draft Regulations.  As discussed in Section I above, the Draft 
Regulations hold all financial professionals who render investment advice to 
a fiduciary standard.  The Draft Regulations provide that conflicts of interest 
are presumed to be a breach of the duty of loyalty.  The Draft Regulations 
require that financial professionals adhere to a duty of care and a duty of 
loyalty, that cannot be discharged solely through purported disclosures.  The 
Draft Regulations define what the fiduciary duty requires, and what is meant 
by the duty of care and the duty of loyalty.  The Draft Regulations recognize 
that the fiduciary duty should endure for the duration of the relationship under 
certain circumstances.  Lastly, the Draft Regulations eliminate the false 
distinction between investment advisers and brokers by treating both as the 
financial professionals which they hold themselves out to be, and by 
requiring both to adhere to the same standard of conduct.    

 
15. Id. at 352. 
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Simply put, the differences between Reg BI and the fiduciary standard 
proposed in the Draft Regulations are significant.  Consequently, the Draft 
Regulations are necessary and appropriate in order to sufficiently protect 
New Jersey investors, as the Bureau had already determined in its original 
proposal.16  

 
 
B. Reg BI Does Not Preempt the Bureau from Enacting a 

Fiduciary Standard 
 

We believe that some in the financial services industry may argue that the 
SEC’s adoption of Reg BI preempts States from enacting a fiduciary standard.  
Such an argument is not supported by Reg BI, nor by the Dodd-Frank Act 
under which Reg BI has been promulgated.   

Specifically, there is no express language in Reg BI which alters or 
supersedes any existing obligations applicable to brokers and broker-dealers 
with respect to the circumstances under which brokers may owe customers a 
fiduciary duty under state law.  To the contrary, the SEC explained in its 
Release that “the preemptive effect of [Reg BI] on any state law governing the 
relationship between regulated entities and their customers [will] be 
determined in future judicial proceedings.”17    

Further, Reg BI was promulgated pursuant to Section 913 of Title IX of 
the Dodd-Frank Wall Street Reform and Consumer Protection Act of 2010 (the 
“Dodd-Frank Act”).  This provision required the SEC to conduct a study to 
evaluate the effectiveness of existing legal or regulatory standards of care 
(imposed by the Commission, a national securities association, and other 
federal or state authorities) for providing personalized investment advice and 
recommendations about securities to retail customers; and whether there are 
legal or regulatory gaps, shortcomings, or overlaps in legal or regulatory 
standards in the protection of retail customers relating to the standards of care 
for providing personalized investment advice about securities to retail 
customers that should be addressed by rule or statute.18  It is clear from the 
foregoing that the SEC’s task was to determine whether a rule establishing a 
baseline standard for investment advice was warranted based on gaps in the 

 
16. Rule Proposal, 51 N.J.R. 493(a), at 4. 

17. Final Reg BI Rule, supra note 8 at 43.  

18. See “Study on Investment Advisers and Broker-Dealers,” Executive Summary, p. 
i, January 2011, available at http://www.sec.gov/news/studies/2011/913study 
final.pdf.  
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existing regulatory scheme.  As a result, the Dodd-Frank Act does not provide 
that rulemaking by the SEC in this area would preempt state law.   Likewise, 
Reg BI itself does not indicate that it is intended to preempt state law and the 
SEC has not taken the position that Reg BI preempts state law.  Rather, it is 
only brokerage firms who want to advertise fiduciary services, but not be held 
to a fiduciary standard, that are arguing Reg BI preempts a state from enacting 
further protections to its citizens.    

Finally, to the extent any potential challenge is made to the Draft 
Regulations under the National Securities Markets Improvement Act of 1996 
(“NSMIA”), the Bureau has considered such challenges and has addressed 
them.  Section 103 of NSMIA limits states from enacting any rule or regulation 
that imposes upon broker-dealers any “[c]apital, custody, margin, financial 
responsibility, making and keeping records, bonding, or financial or 
operational reporting requirements” that are greater than those imposed under 
federal law, rules or regulations.19  Proposed Rule 13:47A-6.49(e) expressly 
addresses this concern.  
 
 
III. Conclusion 

 
PIABA supports the Bureau’s efforts to heighten the duty of those who 

provide investment advice to their customers, including brokerage firms and 
their registered representatives.  PIABA urges the Bureau to adopt its Draft 
Regulations, with the improvements and clarifications discussed in Section I 
above.  PIABA thanks the Bureau for the opportunity to comment on this 
important issue.  
 
Very truly yours, 
Christine Lazaro 
PIABA President 
 
 
 
 
 
 
 

 
19.  15 U.S.C. §780(i). 
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The following PIABA Comment Letter regarding SR-FINRA-2019-009 was 
submitted to the Securities and Exchange Commission by Christine Lazaro on 
May 6, 2019 (prepared with the assistance of Darlene Pasieczny, Hugh 
Berkson and Jason Kane). 
 
 
Vanessa Countryman 
Acting Director, Office of the Secretary 
Securities and Exchange Commission 
100 F Street NE 
Washington, DC 20549-1090 
rule-comments@sec.gov 
 
 
RE: File Number SR-FINRA-2019-009 - Request for Comment on  

Proposed Rule to Adopt Remaining Legacy NASD and 
Incorporated NYSE Rules as FINRA Rules 

 
 
Dear Ms. Countryman: 
 

I write on behalf of the Public Investors Arbitration Bar Association 
(“PIABA”), an international bar association comprised of attorneys who 
represent investors in securities arbitrations. Since its formation in 1990, 
PIABA has promoted the interests of the public investor in all securities and 
commodities arbitration forums, while also advocating for public education 
regarding investment fraud and industry misconduct. Our members and their 
clients have a strong interest in rules promulgated by the Financial Industry 
Regulatory Authority (“FINRA”) relating to investor protection.  

PIABA generally supports the adoption of remaining Legacy NASD and 
Incorporated NYSE Rules as FINRA Rules.  Consolidation into the FINRA 
rulebook provides clarity to FINRA members, as well as to the public, about 
what rules apply to a FINRA member or associated person.   

While no substantive changes are being proposed, PIABA continues to be 
concerned about one particular rule subject to the current consolidation – 
NASD Rule 2340 (Customer Account Statements) proposed to be adopted as 
FINRA Rule 2231.1  

 
1. SR-FINRA-2019-009 notes that “FINRA will continue to review the substance of 
the rules addressed in this proposed rule change and expects to propose substantive 
changes to some or all of the rules as part of future rulemakings.” 
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In 2014, the Commission sought comment on proposed amendments to 
NASD Rule 2340.  Among other things, FINRA proposed to modify the 
requirements relating to the inclusion of a per share estimated value for 
unlisted direct participation programs ("DPPs”) and unlisted real estate 
investment trusts ("REITs”) securities on a customer account statement.2  
FINRA’s concern in 2014 echoed many of our members’ concerns – that the 
existing rule and industry practice of using the offering price (or “par value,” 
typically $10 per share) on customer account statements created a situation 
where, at best there was significant investor confusion, and at worst investors 
were being actively misled - particularly where costs and fees had reduced 
investors’ capital and the value of the investments.  After responding to 
comment letters, FINRA proposed Amendment No. 1 to the proposed rule 
change, which included such important improvements as making per share 
valuation mandatory, not voluntary (and eliminating a “not priced” reporting 
option).3 PIABA submitted a comment letters to both the original rule change 
proposal and Amendment No. 1.4  The SEC approved FINRA’s proposed rule 
change, as modified by Amendment No. 1.5  Current NASD Rule 2340 reflects 
those amendments. 

Current NASD Rule 2340 mandates inclusion of a per share “estimated 
value” of a DPP or unlisted REIT security, “developed in a manner reasonably 
designed to ensure that the per share estimated value is reliable, and the 
disclosures in paragraph (c)(2) as applicable.” The rule clarifies that the 
estimated value will be deemed to satisfy the “manner reasonably designed” 
requirement if the member uses one of two methodologies: “net investment” 
valuation or “appraised value.”  Net investment value under NASD Rule 
2340(c)(1)(A) provides: 

 At any time before 150 days following the second anniversary of 
breaking escrow, the member may include a per share estimated value 
reflecting the “net investment” disclosed in the issuer's most recent 

 
2. Securities and Exchange Commission Release No. 34-71545; File No. SR-
FINRA-2014-006 (published in the Federal Register, Vol. 79, No. 33, February 19, 
2014). 

3. Securities and Exchange Commission Release No. 34-72626; File No. SR-
FINRA-2014-006 (published in the Federal Register, Vol. 79, No. 140, July 22, 
2014). 

4. See PIABA comment letters dated March 11, 2014, and June 25, 2014. 

5. Securities and Exchange Commission Release No. 34-73339, File No. SR-
FINRA-2014-006 (published in the Federal Register, Vol. 79, No. 201 (October 17, 
2014). 
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periodic or current report (“Issuer Report”). “Net investment” shall be 
based on the “amount available for investment” percentage in the 
“Estimated Use of Proceeds” section of the offering prospectus or, 
where “amount available for investment” is not provided, another 
equivalent disclosure that reflects the estimated percentage deduction 
from the aggregate dollar amount of securities registered for sale to 
the public of sales commissions, dealer manager fees, and estimated 
issuer offering and organization expenses. When the issuer provides a 
range of amounts available for investment, the member may use the 
maximum offering percentage unless the member has reason to 
believe that such percentage is unreliable, in which case the member 
shall use the minimum offering percentage.  
Appraised value under NASD Rule 2340(c)(1)(B) provides: 
At any time, the member may include a per share estimated value 
reflecting an appraised valuation disclosed in the Issuer Report, which, 
in the case of DPPs subject to the Investment Company Act of 1940 
(“1940 Act”), shall be consistent with the valuation requirements of 
the 1940 Act and the rules thereunder or, in the case of all other DPPs 
and REITs, shall be:  
(i) based on valuations of the assets and liabilities of the DPP or REIT 
performed at least annually, by, or with the material assistance or 
confirmation of, a third-party valuation expert or service; and  
(ii) derived from a methodology that conforms to standard industry 
practice.  

 Current NASD Rule 2340(c)(2) also includes mandatory disclosures on 
the customer account statements: 

 (A) An account statement that provides a "net investment" per share 
estimated value for a DPP or REIT security under paragraph (c)(1)(A) 
shall disclose, if applicable, prominently and in proximity to 
disclosure of distributions and the per share estimated value the 
following statements: "IMPORTANT—Part of your distribution 
includes a return of capital. Any distribution that represents a return 
of capital reduces the estimated per share value shown on your account 
statement."  
(B) Any account statement that provides a per share estimated value 
for a DPP or REIT security shall disclose that the DPP or REIT 
securities are not listed on a national securities exchange, are generally 
illiquid and that, even if a customer is able to sell the securities, the 
price received may be less than the per share estimated value provided 
in the account statement.  
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While the rule change improved industry practice, PIABA advocates for 
more clarity and transparency on customer account statements: 

 FINRA should eliminate the “net investment” methodology.  The 
current rule allows use of this methodology, which is far less reliable 
than the “appraised value” methodology, for two years plus up to 
another 150 days after breaking escrow.  By the time the issuer is 
required to use the “appraised value” methodology, most of the shares 
of an offering will likely already have been sold and, early investors 
will have received account statements for years with less accurate 
information.  Accurate, third party valuations should be required from 
the beginning of an offering of DPPs or REITs.   
 If it does not eliminate the “net investment” methodology outright, 
then FINRA should reduce the allowable time period for its use, and 
expand the disclosure requirements to specifically provide the end 
date for which the “net investment” methodology may be used. 
 FINRA should mandate identification of the service used to obtain 
the valuation under the “appraised value” methodology, and require 
semi-annual valuations. 
 FINRA should mandate that the third-party valuation expert or 
service must be truly independent from the issuer, and that issuers 
must include in their annual reports share valuations based on such 
analysis of audited financials including assets, liabilities, and 
operations of the program or REIT. 

 
Thank you for your consideration. 
 
Respectfully Submitted, 
Christine Lazaro 
President 
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