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HeadNotes
As this issue was going to press, the U.S. Senate had 

just passed legislation to reform the fi nancial system. 
The Senate version ultimately will have to be reconciled 
with the House version passed in December before a fi nal 
bill can reach President Obama’s desk for signature, so 
it is still premature to comment defi nitively. However, 
in broad outline the legislation is noteworthy for what it 
does not do as well as what it does. For instance, it does 
not effect a fundamental overhaul and streamlining of 
the fi nancial regulatory structure; the existing regulators 
largely will remain in place with most of their powers 
intact. But it will effect basic changes in the regulation 
of consumer fi nancial products, such as mortgages; the 
ability of regulators to rescue “too big to fail” institutions 
such as AIG; and perhaps most signifi cantly, the structure 
and conduct of the over-the-counter (OTC) market for de-
rivatives, such as swaps. How signifi cantly these changes 
alter the landscape remains to be seen, and will be ad-
dressed in future issues of the NY Business Law Journal.

Meanwhile, our contributors continue to explore 
various aspects of the fi nancial crisis and to express 
their views on causes and solutions. One aspect that has 
received a great degree of attention is the controversial 
role of the “nationally recognized statistical rating orga-
nizations,” or NRSROs—Moody’s and Standard & Poor’s 
are the largest and best known. In “Credit Rating Agen-
cies: Their Role in the Financial Crisis and the Regulatory 
Price That They Must Now Pay,” Paul Roberts, a partner 
with the fi rm of Bryant Burgher Jaffe & Roberts LLP and a 
candidate for the LL.M degree at New York Law School’s 
Center on Financial Services Law, explains how the 
NRSROs contributed to the fi nancial meltdown through 
inadequate analysis of the underlying risk of certain 
instruments, especially securities backed by mortgages 
and other fi nancial assets. Critics have long maintained 
that the NRSROs have an inherent confl ict of interest, in 
that they are paid by the entity being rated, whether a 
corporation, governmental unit, or special-purpose issuer, 
for the ratings they provide on debt issuances. While both 
new SEC rules and the new legislation address this, the 
author argues that stronger punitive measures are neces-
sary “to ensure that NRSROs fully respect and under-
stand their role as ‘gatekeepers’ to the fi nancial markets.”

Another aspect that certainly has come to the fore is 
the role of mortgage brokers and the incentives they have 
had under existing lax regulation to promote mortgage 
products that may not be suitable for their customers. In 
“Mortgage Broker Duties Under New York Law—Are 
Brokers Fiduciaries?” Mordechai Gross, General Coun-
sel at Xchange Telecom in Brooklyn, NY and formerly 
an attorney at the New York State Banking Department, 
discusses recent and proposed changes in New York law 
that are designed to eliminate or further some existing 

practices, such as the use 
of yield spread premiums 
by banks to compensate 
brokers. In particular, he dis-
cusses whether some of the 
changes in New York law, by 
imposing greater duties on 
mortgage brokers, might not 
have in effect turned them 
into fi duciaries for their 
customers.  

Apart from regulatory 
reform, New York business 
lawyers have plenty to keep them busy, judging from 
this issue’s lineup. One area that certainly merits closer 
attention by all business lawyers is the legal implications 
of web sites, which increasingly are an indispensable tool 
for any business. In “Web Site Rights and Wrongs: Key 
Legal Issues in the Creation and Operation of Web Sites,” 
Jessica Friedman, Esq., an experienced New York practi-
tioner specializing in copyright, trademark, and literary 
property law, outlines the many pitfalls that can arise in 
establishing and operating a web site. For example, in 
choosing a name and URL (web address), clients need to 
consider whether they are infringing on similar names 
that may be in a different line of business. One good rule 
of thumb: “If it’s infringement offl ine, it’s infringement 
online.” They also need to consider whether U.S. and 
international trademark registration are required, and 
what steps are necessary to comply with privacy and 
defamation laws, especially if the web site is interactive. 
Ms. Friedman’s article is an invaluable primer that every 
business attorney should read. 

Another area of constant change is employment 
law. James Grasso of Philips Lytle, the Journal’s regular 
Employment Law columnist, contributes another timely 
and useful update on changes relevant to New York busi-
nesses and their attorneys. Refl ecting the philosophical 
change from the Bush to the Obama Administration, re-
cent federal employment law changes include restrictions 
on the ability of defense contractors and subcontractors to 
require employees or independent contractors to arbitrate 
certain employment claims; a new Presidential Order 
requiring federal contractors and subcontractors to post 
a government-issued notice at worksites where activi-
ties “related to” the contract are performed stating that it 
is the policy of the United States to encourage collective 
bargaining (the prior version stated that employees are 
not required to join a union); and expanding the military 
caregiver provision to family members of veterans. At 
the State level, Mr. Grasso notes that recent court deci-
sions have increased the potential liability for employers 
located in New York State and City under the respective 
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Second, Arielle Katzman, a candidate for the JD 
degree at Cardozo Law School, explores an arcane but 
increasingly important aspect of the globalization of 
fi nancial markets. In “Towards a More Consolidated 
Universe: Why and How Regulation Must Promote Essen-
tially Inevitable Cross-Border Stock Exchange Mergers,” 
Ms. Katzman advocates stock exchange consolidation as 
the “optimal and essentially inevitable” method of global-
izing the marketplace, and explores the attendant regula-
tory issues. Along the way, she highlights the advantages 
and disadvantages of consolidation and concerns that 
have arisen in recent mergers. The article also discusses 
the current U.S. regulatory scheme and how regulatory 
barriers discourage cross-border transactions and lead to 
suboptimal results in executed deals. While acknowledg-
ing progressive steps toward harmonization taken by the 
United States, she argues that these steps have not gone 
far enough, and analyzes current proposals for facilitating 
a globalized marketplace. Finally, she compares the main 
regulatory proposals extant and provides recommenda-
tions on regulating cross-border exchanges. 

Another aspect of globalization is explored by Guy 
Lander, a partner of Carter Ledyard & Milburn and 
past Chair of the NYSBA Business Law Section. In “SEC 
Initiatives to Make the U.S. Capital Markets More Attrac-
tive to Foreign Private Issuers,” Mr. Lander outlines the 
reasons for the secular decline in the use of U.S. markets 
by foreign issuers. While the growth and development of 
foreign markets have played a part, aspects unique to the 
U.S.—the increasing cost of listing, the litigious nature of 
American society, and the particular burdens posed by 
the Sarbanes-Oxley Act and other laws—are especially 
troublesome in terms of promoting future use of the U.S. 
markets. Mr. Lander discusses the efforts to date by the 
SEC to reduce regulatory burden—not the least being the 
elimination of a requirement that foreign private issuers 
conform to GAAP accounting, if they agree to conform to 
International Financial Reporting Standards (IFRS).

David L. Glass
Editor-in-Chief

Human Rights Laws for discrimination affecting employ-
ees located outside of the State and City. 

Litigation is always a major concern for business 
lawyers. In “Inside the Courts,” their latest installment 
of the Journal’s regular update, attorneys of the Skad-
den Arps fi rm provide an extremely useful overview of 
pending litigation covering the full range of corporate 
and securities matters. Next up, Evan Stewart of Zucker-
man Spaeder, the Journal’s legal ethics guru, writes about 
the latest attack on the attorney work product doctrine, in 
“Caveat Corporate Litigator: The First Circuit Sets Back 
the Attorney Work Product Doctrine.” Under the Second 
Circuit’s 1998 Adlman decision, for purposes of determin-
ing whether a document was prepared “in anticipation 
of litigation,” which is the predicate for the work product 
doctrine, it was suffi cient to show that the document was 
created “because of” the prospect of litigation. However, 
as the author explains, a narrowly divided First Circuit 
panel has now held that tax accrual work papers pre-
pared in the normal course for a public company are not 
covered by the doctrine, because no “experienced litiga-
tor” would describe such documents “as case preparation 
materials”—never mind that having access to these ma-
terials would give the IRS a huge advantage in litigation, 
given “the essential public interest in revenue collection.” 
So, as the author notes, the taxman now “trumps any no-
tions that litigation should be a relatively fair fi ght.”

Recent issues of the Journal have been enhanced by 
some exceptionally fi ne contributions from law students, 
and the current issue is no exception, with two excellent 
and scholarly articles. First, in “The Pendulum Begins to 
Swing Back: Kohen v. PIMCO,” David Pepper, a student at 
New York Law School, focuses on another aspect of busi-
ness litigation—the criteria for class action certifi cation. 
The PIMCO case involved allegations of market manipu-
lation by PIMCO, the largest manager of fi xed income 
securities, in the market for futures on Treasury issues. As 
the author explains, Judge Posner of the Seventh Circuit 
Court of Appeals ruled that for purposes of class certi-
fi cation under Federal Rule 23(b)(3), plaintiffs need not 
show that every individual in the class was harmed by 
the defendants’ alleged conduct—only that it is plausible 
that most were. The article provides an education in the 
sometimes arcane market for Treasury futures as well. 



NYSBA  NY Business Law Journal  |  Summer 2010  |  Vol. 14  |  No. 1 7    

in turn, could not price these securities and this, coupled 
with fi nancial uncertainty, resulted in a complete contrac-
tion of the markets.6

Federal and state regulators, “watchdog” groups, mar-
ket participants, news media and even people on “Main 
Street,” just to name a few, have pointed fi ngers of blame 
at those on Wall Street who participated in structuring and 
selling CDO securities and RMBS, as well as those on the 
local level, such as fraudulent mortgage loan originators. 
Among those on Wall Street who have taken considerable 
criticism are the NRSROs who provided credit ratings for 
the securities.7 There has been a general consensus among 
observers and commentators that the failure of NRSROs 
to properly rate structured fi nance securities is due to: (i) 
confl icts of interest, (ii) lack of independent verifi cation 
of information and (iii) faulty and inaccurate quantitative 
models.8 

The three major rating agencies—S&P, Moody’s and 
Fitch—all have business models that are based on an “is-
suer pays” concept. That is, the agencies are paid for their 
ratings by the issuers of the securities and this accounts for 
approximately 90-95% of their annual revenues.9 

It is clearly evident that this business model has a 
glaring confl ict of interest issue and this has been a central 
target of NRSRO critics. This confl ict was laid brutally bare 
in the Congressional testimony of a former executive at 
Moody’s:

[A] large part of the blame can be placed 
on the inherent confl icts of interest found 
in the issuer-pay business model and on 
rating shopping by issuers of structured 
securities. A drive to maintain or expand 
market share made the rating agencies 
willing participants in this shopping 
spree.… Originators of structured securi-
ties typically chose the agency with the 
lowest standards, engendering a race to 
the bottom in terms of rating quality.10

The statistical data strongly back up the statements made 
by the former Moody’s executive, as evidenced by the 
massive downgrades of structured fi nance securities 
over the past two years. It is not diffi cult to conclude 
that the NRSROs may have allowed their ratings to be 
compromised (low quality of ratings) due to this confl ict of 
interest.11

The NRSROs have also been criticized for their lack 
of independent verifi cation of information received from 

I. Introduction
Nationally Recognized Statistical Rating Organizations 

(“NRSROs”), commonly referred to as rating agencies, 
have been among the most vilifi ed during this ongoing 
fi nancial crisis. The extreme reliance on ratings by market 
participants and the part that such ratings played in the 
collapse, have resulted in a resounding clarion call for 
tougher regulation of NRSROs (some have even called for 
the elimination of references to credit ratings altogether). 
The United States Securities and Exchange Commission 
(the “SEC”) and the House Financial Services Commit-
tee have been very active over the past several months in 
proposing tougher and more comprehensive regulatory 
oversight of NRSROs.

This article will discuss: (i) NRSROs and their role in 
the credit crisis; (ii) early regulation of NRSROs and the 
Credit Rating Agency Reform Act of 2006; (iii) recent regu-
latory initiatives aimed at NRSROs; and (iv) the writer’s 
regulatory proposals for NRSROs. 

II. The Rating Agencies and the Credit Crisis 
There are three major NRSROs in the United States: 

Standard & Poor’s Ratings Services, Inc. (“S&P”), Moody’s 
Investor Service, Inc. (“Moody’s) and Fitch, Inc. (“Fitch”). 
The ratings that these agencies assign to any type of fi nan-
cial instrument are, at least in theory, an assessment as to 
the likelihood of the obligor defaulting.1 The higher the 
rating (e.g. “AAA” ), the less likely that a default will oc-
cur. The lower the rating (e.g. “CCC”), the more likely that 
a default will occur.2 It is not surprising that the proposed 
regulatory reforms call for increased competition in the 
NRSRO market as S&P, Moody’s and Fitch account for 96% 
of outstanding structured fi nance ratings and 98% of all 
outstanding ratings issued by SEC-recognized agencies.3

The credit crisis that began in the summer of 2007 and 
continues as of the date of this article is extremely complex 
and widespread. Many commentators on the crisis have 
pointed to the stratospheric default rates in the subprime 
mortgage market as the catalyst for the economic melt-
down.4 These massive defaults caused a domino effect in 
the securitization market in particular and in the fi nancial 
markets generally. The problem stemmed from the fact 
that many of the now infamous collateralized debt obli-
gation (“CDO”) transactions were backed by residential 
mortgage-backed securities (“RMBS”) which in turn were 
backed by subprime mortgages. This complex intercon-
nectedness was not realized by most investors in CDO and 
RMBS transactions and, as a result, they were unaware of 
the riskiness of their investments.5 The fi nancial markets, 

Credit Rating Agencies: Their Role in the Financial Crisis 
and the Regulatory Price That They Must Now Pay
By Paul C. Roberts
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making process lacked transparency.25 Additionally, the 
time frame for a decision was often very lengthy.26  

The early 2000s witnessed the implosion of several 
large, prominent, well-rated companies. Some of the more 
notable, recognizable names included Enron and World-
Com. The demise of these companies caused Congress to 
focus on the role of the largely unregulated NRSROs and 
this resulted in the passage on September 29, 2006 of the 
Credit Rating Agency Reform Act (the “CRARA”).27 In 
June 2007, the operative provisions of the CRARA became 
effective when the SEC adopted implementing rules with 
respect to the registration and oversight of credit rating 
agencies that apply for, and are granted, NRSRO status.28 
The primary, overarching purposes of the CRARA were to: 
(i) increase accountability of NRSROs,29 (ii) tighten over-
sight of the NRSROs to prevent such massive company 
failures in the future30 and “improve ratings qualities for 
the protection of investors and in the public interest by 
fostering accountability, transparency and competition in 
the credit rating industry.”31

The passage of the CRARA was a critical step in 
creating an initial regulatory framework for NRSROs. As 
discussed above, the prior “no-action letter” process for 
determining NRSRO status was vague and lacked speci-
fi city. Additionally, many of the issues in the credit rating 
agency market could not be addressed by the SEC as the 
agency had been limited by a lack of statutory authority.32 
Not only did the CRARA defi ne more clearly the SEC’s 
authority over NRSROs, but it also established a clear, 
standardized process for achieving NRSRO designation.33 
Furthermore, the CRARA was also designed to minimize 
the barriers to entry into the market and create more com-
petition among credit rating agencies in what was a very 
concentrated industry. Prior to the enactment of the CRA-
RA, a major roadblock for new competitors who wanted 
to enter the industry was the requirement that the rating 
agency be nationally recognized in order to be granted 
NRSRO status.34 Ironically, the argument for increased 
competition was that performance among the credit rating 
agencies would improve and that ratings would be more 
accurate and credible.35

In terms of the new application process set forth in the 
CRARA, an NRSRO applicant must provide performance 
measurement statistics, procedures and methodologies for 
deriving its credit ratings, confl icts of interest and policies 
for managing such confl icts of interest.36 The applicant 
must also have been in business for three consecutive years 
and provide written certifi cations from at least ten “quali-
fi ed institutional investors” representing that they have 
used the applicant’s credit ratings for the preceding three 
years.37 With respect to confl icts of interest, the CRARA 
gives the SEC the power to prohibit an NRSRO from issu-
ing ratings for a client who provides more than 10% of its 
net revenue or an NRSRO downgrading or threatening to 
downgrade a current security if it does not receive the is-
suer’s business on another transaction.38 

third parties where such information was used to is-
sue ratings for structured fi nance securities. It is normal 
practice for the NRSROs to rely exclusively on issuers and 
underwriters with respect to the provision of information 
regarding the underlying assets of structured fi nance secu-
rities.12 This type of reliance on “interested” third parties 
is dangerous as the information source is not independent 
and thus the information provided could be biased.13 The 
NRSROs assert that they do not have an obligation to in-
dependently verify information received from issuers and 
underwriters as they are only providing “opinions” as to 
the credit quality of the securities.14 

Lastly, the total reliance by the NRSROs on faulty and 
inaccurate quantitative models has been a major focal 
point. The unprecedented growth of CDOs and RMBS led 
the NRSROs to develop very complex quantitative mod-
els that were used to “analyze, evaluate and determine 
the quality of the underlying assets’ cash fl ows and thus 
the securities’ risk.”15 The fundamental problem is that 
extreme reliance on “fl awed” models results in skewed, 
unreliable ratings.16 One of the main fl aws in these models 
was their reliance on historical housing data of mortgage 
default and foreclosure frequency rates.17 Other fl aws in 
the models were the assumptions that home prices would 
increase in value and the failure to “factor in the risk as-
sociated with the mortgage originators and their question-
able practices on the overall risk of the underlying mort-
gage pool.”18  

III. Early Regulation and the Credit Rating 
Agency Reform Act 

The term “NRSRO” fi rst came into use in 1975 when 
the SEC introduced the concept as part of the amendments 
to the broker-dealer net capital rule under the Securities 
Exchange Act of 1934.19 The net capital rule sets forth the 
minimum capital requirements for broker-dealers and 
provides for a determination of asset valuation by broker-
dealers in computing regulatory net capital.20 With the 
introduction of NRSROs, a system was instituted to distin-
guish among different types of debt securities, in terms of 
risk, and thus more accurately value assets (e.g. the more 
risky the asset, the lower the rating and the higher the 
discount—resulting in less attribution to capital). This was 
a very signifi cant point in the history and development of 
credit ratings as this resulted in an increased reliance by 
regulators on ratings.21

Interestingly, the creation of NRSROs by the SEC did 
not result in any type of substantive regulation. The SEC 
did not even adopt a defi nition of NRSRO.22 In fact, the 
only regulation of the credit rating agency market was 
the NRSRO designation process, which was controlled by 
the SEC.23 This process consisted of an application to the 
SEC by a credit rating agency and if the application was 
approved, a “no-action letter” would be given and the 
ratings given by such agency would be accepted as those 
of an NRSRO.24 The criteria for NRSRO designation were 
unclear and the rationale supporting the SEC’s decision-
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gies used to determine credit ratings for structured fi nance 
products; (iv) strengthen internal control processes through 
reporting requirements; address confl icts of interest arising 
from the process of rating structured fi nance products; 
and reduce undue reliance in the Commission’s rules on 
NRSRO ratings, thereby promoting increased investor due 
diligence.”50

On February 2, 2009, the SEC adopted a majority of 
the rule proposals from the fi rst action (discussed above).51 
According to the SEC release, the new requirements are 
“intended to increase the transparency of the NRSROs’ 
rating methodologies, strengthen the NRSROs’ disclosure 
of ratings performance, prohibit the NRSROs from engag-
ing in certain practices that create confl icts of interest, and 
enhance the NRSROs’ recordkeeping and reporting obliga-
tions to assist the Commission in performing its regulatory 
and oversight functions.”52 Apparently, these proposed 
amendments were taken very seriously by market partici-
pants as the SEC, according to the release, received 61 com-
ment letters.53 As a result, there were signifi cant revisions 
to the proposed rules that are refl ected in the amendments. 
Furthermore, due to the volume of comments, the second 
and third actions were not fi nalized in this release and 
certain of the proposed rules from the fi rst action were left 
open for additional public comment. In summary, the rule 
amendments will require an NRSRO to: (i) provide en-
hanced disclosure of performance measurements statistics 
and the procedures and methodologies used in determin-
ing credit ratings for structured fi nance products and other 
debt securities;54 (ii) make, keep and preserve additional 
records with respect to credit ratings rationales, changes in 
credit ratings and external communications in connection 
with credit ratings; (iii) make publicly available in electron-
ic format a random sample of 10% of the ratings histories 
of credit ratings paid for by the obligor being rated or by 
the issuer, underwriter, or sponsor of the security being 
rated in each class of credit ratings; (iv) furnish the SEC 
with a new annual report on all credit rating actions in 
certain credit rating classes; and (v) refrain from issuing 
or maintaining a credit rating in certain confl ict of interest 
situations.55 

While all of these amendments are noteworthy and 
provide greater transparency and regulatory oversight, 
perhaps the most signifi cant of the amendments are those 
which address confl icts of interest. The SEC amended para-
graph (c) of Rule 17g-5 to prohibit an NRSRO from issuing 
or maintaining a credit rating where: (i) the NRSRO made 
recommendations about the corporate or legal structure, 
assets, liabilities, or activities of the entity being rated or 
the issuer of the security; and (ii) the fee paid for the rating 
was negotiated, discussed or arranged by a person within 
the NRSRO who is involved in the credit rating approval 
process or the credit rating methodology process.56

As mentioned above, the second and third SEC ac-
tions, which contained additional rule proposals with 
respect to changes in the rating symbols for structured 

Although the CRARA provided regulation to a previ-
ously unregulated industry, it was blatantly lacking in a 
number of areas. Under the CRARA, the SEC is granted 
the authority to ensure that when an NRSRO rates secu-
rities, it utilizes only those procedures and criteria that 
are disclosed either in its application or in other docu-
mentation mandated by the SEC.39 However, the CRARA 
severely limited the SEC’s oversight ability by prohibiting 
the agency from regulating “the substance of credit rat-
ings or the procedures and methodologies by which any 
NRSRO determines credit ratings.”40 This appears to be 
somewhat counterproductive and contradictory as one of 
the goals of the CRARA was to address challenges to the 
independence and reliability of credit ratings.41 The provi-
sions of the CRARA provided some teeth to the SEC’s 
regulatory power, but the effectiveness is negated since the 
SEC is unable to opine with respect to the substance of the 
ratings or the substance of the procedures and methodolo-
gies. As a result, the SEC cannot determine whether a rat-
ing is truly unbiased and independent.42 Furthermore, the 
CRARA shields the NRSROs from potential litigation by 
not providing for any private right of action.43 Not surpris-
ingly, the rating agencies supported the CRARA because 
of these limitations.44 This certainly calls into question the 
effectiveness of the CRARA in terms of creating a regula-
tory regime of accountability for the NRSROs. 

IV. Legislative and Regulatory Initiatives
The crisis in the fi nancial markets spurred Congress 

and the SEC to reexamine the CRARA in an effort to de-
termine where the legislation fell short and come up with 
solutions to these apparent regulatory failures. On June 16, 
2008, the SEC, in the fi rst of three related actions, proposed 
a series of amendments to the existing NRSRO rules.45 
These proposed amendments were “designed to address 
concerns about the integrity of [the NRSROs’] credit rating 
procedures and methodologies in light of the role they 
played in determining credit ratings for securities collater-
alized by or linked to subprime residential mortgages.”46 
The second action taken by the SEC also occurred on June 
16, 2008. This action set forth a proposal for a new rule 
that would require NRSROs to “distinguish their ratings 
for structured fi nance products from other classes of credit 
ratings by publishing a report with the rating or using a 
different rating symbol.”47 The third SEC action was a pro-
posal to amend certain rules under the Securities Exchange 
Act of 1934, Securities Act of 1933 and Investment Com-
pany Act of 1940 that would end the use of NRSRO credit 
ratings in the rules.48 The proposed rule amendments 
under this third action were “designed to address concerns 
that the reference to NRSRO ratings in Commission rules 
and forms may have contributed to an undue reliance on 
NRSRO ratings by market participants.”49 These three SEC 
actions were intended to serve the following purposes: “(i) 
enhance the disclosure and comparability of credit rat-
ings performance statistics; (ii) increase the disclosure of 
information about structured fi nance products; (iii) require 
more information about the procedures and methodolo-
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NRSROs so that investors, as part of their due diligence, 
can determine whether any “ratings shopping” has 
occurred and whether there were any discrepancies with 
the fi nal rating; (iv) NRSROs would be required to use 
unique symbols in order to identify structured products; 
(v) the SEC would establish an offi ce dedicated to NRSRO 
supervision; and (vi) all credit rating agencies would be 
subject to mandatory registration.62 Oddly, one of the most 
signifi cant pieces of the proposed legislation was omitted 
from the press release—the requirement that NRSROs 
issue ratings that are derived using models that are 
approved by a board of NRSROs.63 

The SEC followed up its February 2009 release of fi nal 
rules with an open meeting on September 17, 2009, to dis-
cuss ways in which to strengthen regulatory oversight of 
NRSROs. During the meeting, the SEC voted unanimously 
to implement fi nal rules that would further strengthen the 
regulatory framework for NRSROs.64 The rules approved 
in the meeting would: (i) enable unsolicited ratings for 
structured fi nance products by ensuring access to infor-
mation for all NRSROs;65 (ii) require annual compliance 
reports related to potential confl icts of interest; (iii) amend 
SEC rules and regulation to remove certain references to 
NRSROs’ credit ratings; (iv) require additional disclosure 
regarding whether “ratings shopping” occurred; and (v) 
require NRSROs to publicly disclose, online, their history 
of ratings actions for any rating that the NRSRO initially 
made as of June 26, 2007.66 

Congress fi nally threw its hat into the NRSRO regu-
lation ring on October 28, 2009. On that date, the House 
Financial Services Committee passed H.R. 3890, the Ac-
countability and Transparency in Rating Agencies Act (the 
“ATRAA”), which was introduced by Congressman Paul 
E. Kanjorski (D-PA), Chairman of the House Financial 
Services Subcommittee on Capital Markets, Insurance, and 
Government Sponsored Enterprises. In the House press 
release, Chairman Kanjorksi stated:

The Accountability and Transparency 
in Rating Agencies Act aims to curb the 
inappropriate and irresponsible actions 
of credit rating agencies which greatly 
contributed to our current economic prob-
lems. This legislation builds on the Ad-
ministration’s proposal and takes strong 
steps to reduce confl icts of interest, stem 
market reliance on credit rating agencies, 
and impose a liability standard on the 
agencies. As gatekeepers to our markets, 
credit rating agencies must be held to 
higher standards. We need to incentivize 
them to do their jobs correctly and effec-
tively, and there must be repercussions 
if they fall short. This bill will take such 
steps.67 

fi nance products and amendments to reduce SEC rule 
reliance on NRSRO ratings, were not fi nalized and are still 
open for public comment. Additionally, as previously men-
tioned, certain of the rule proposals contained in the fi rst 
action were not fi nalized and remain open for public com-
ment. One of these proposals includes a requirement that 
NRSROs make publicly available the information that was 
utilized to determine or monitor the rating of a structured 
security.57 This proposal would require: (i) the NRSRO to 
inform other NRSROs that it was rating the security; (ii) 
the issuer, sponsor or underwriter to represent that it was 
providing the same information to other NRSROs in order 
for them to determine a rating; and (iii) NRSROs to annu-
ally certify how they are using information they receive 
from other NRSROs in connection with structured fi nance 
products.58 

Not to be outdone, the Treasury Department also 
chimed in on the issue of NRSRO regulation by releasing, 
on July 10, 2009, the proposed “Investor Protection Act 
of 2009.”59 In its press release, the Treasury Department 
stated:

Continuing its push to establish new rules 
of the road and make the fi nancial system 
more fair across the board, the Adminis-
tration today delivered proposed legisla-
tion to Capitol Hill to increase transparen-
cy, tighten oversight, and reduced reliance 
on credit rating agencies. The legislation 
would also work to reduce confl icts of 
interest at credit rating agencies while 
strengthening the Securities and Exchange 
Commission’s authority over and super-
vision of rating agencies. In recent years, 
investors were overly reliant on credit rat-
ing agencies that often failed to accurately 
describe the risk of rated products. This 
lack of transparency prevented investors 
from understanding the full nature of the 
risks they were taking. The Administra-
tion’s legislation would tighten oversight 
of credit rating agencies, protect investors 
from inappropriate rating agency prac-
tices, and bring increased transparency to 
the credit rating process.60

The proposed legislation addresses the issues of: (i) 
confl icts of interest; (ii) transparency and disclosure; (iii) 
SEC authority and supervision; (iv) reduction of reliance 
on NRSROs; and (v) SEC actions on NRSROs.61 The more 
signifi cant rules contained in the proposed legislation 
include: (i) NRSROs would be restricted from providing 
consulting services to companies for which they provide 
ratings; (ii) NRSROs would be required to disclose fees 
paid by issuers (as well as the total amount of fees paid 
by issuers for the prior two years); (iii) issuers would be 
required to disclose all preliminary ratings from different 
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complex structured products and derivatives market. One 
of the threshold issues of this credit crisis is that few, if any, 
investors truly understood the structured transactions in 
which they were investing. Indeed, there were people on 
Wall Street—bankers, lawyers, ratings analysts, etc.—who 
did not fully understand how these incredibly complex, 
multi-layered deals worked. The investment banks who 
were structuring these deals had quantitative analysts with 
Ph.Ds in Mathematics and Financial Engineering working 
on models and formulas to be incorporated into the struc-
tures, so one can easily imagine how complicated these 
deals actually were.

The NRSROs also had their own quantitative ana-
lysts developing models for the various CDO and other 
structured fi nance transactions which were incorporated 
into their methodologies and ratings criteria. This author 
has been privy to the methodologies and criteria of one of 
the major NRSROs and complex does not even begin to 
describe the problem. Needless to say, disclosure of this 
information to investors will be all but useless. The concept 
of disclosure is meaningless if the information disclosed to 
investors is next to incomprehensible. 

Additionally, why should the onus be placed on the 
investor? The rationale behind the rating agencies is to pro-
vide a service to investors so that they can make a reason-
able judgment as to whether an investment is safe or not. 
This is why the issuer-pays business model is inherently 
fl awed. Regardless of the proposed disclosure require-
ments, it is hard to imagine that there could ever be a truly 
independent, unbiased rating given by an NRSRO when 
it is receiving payment for such rating from the issuer. The 
subscriber-pays/investor-pays model, which is the busi-
ness model for most of the new NRSROs, gets away from 
this confl ict and thus ratings can be perceived to have more 
credibility. The purpose of this section, however, is not to 
discuss business models, but rather to propose ways in 
which NRSROs could be better regulated.

Regulations need to have “teeth.” Not only do they 
need to have teeth, but they need to be applied and en-
forced. More than one fi nger was pointed at the SEC and 
the various banking regulators for being “asleep at the 
switch” and thus enabling “bad acts” to take place under 
their watch which led, in the aggregate, to the fi nan-
cial crisis. The ATRAA does have a few sharp teeth in it 
(proposals to allow private lawsuits against the NRSROs, 
for example); however, as stated above, this does not go 
far enough to incentivize the NRSROs to do a better job 
with respect to their ratings. There need to be much more 
serious consequences for the NRSROs if they produce 
low-quality, inaccurate ratings. The enforcer is already in 
place as the SEC has recently mandated that a new of-
fi ce within the agency be devoted solely to oversight of 
NRSROs. Now the enforcer needs a hammer. NRSROs are 
similar to other service providers (e.g., lawyers) in that 
reputation matters. A lawyer lives and dies by his/her 
reputation. So too does an NRSRO. There is a reason why 

The bill, if passed, would require each NRSRO or its 
parent entity to have one-third of its board of directors 
be independent directors whose compensation is not 
tied to or based on the performance of the NRSRO.68 
The independent directors would also be required to 
oversee (i) the policies and procedures for determining 
credit ratings; (ii) the policies and procedures with 
respect to confl icts of interest; and (iii) the internal control 
system with respect to the policies and procedures for 
determining credit ratings.69 The ATRAA would also 
require SEC rulemaking that would regulate: (i) the 
use of proper rating methodologies;70 (ii) provision of 
information to investors to help them better understand 
the ratings;71 (iii) notifi cation to investors and issuers of 
the models used by the NRSRO and updates or changes in 
the model versions;72 and (iv) NRSRO use of credit rating 
symbols that distinguish credit ratings for structured 
products from credit ratings for other products.73 The 
most far-reaching and drastic proposed change to the 
current NRSRO regulatory landscape that is contained in 
the ATRAA is the ability of individuals to bring private 
actions against the NRSROs.74 Currently, the NRSROs are 
effectively protected from lawsuits based on a statutory 
exemption from liability under Section 11 of the Securities 
Act of 1933 and limitations on private rights of action in 
the CRARA.75 Additionally, there are judicial decisions 
that have agreed with the NRSROs’ claim that their ratings 
are merely “opinions” which are protected under the First 
Amendment.76

V. Policy Arguments for Regulation of NRSROs
There have been some critics who have argued that 

the entire ratings-based system should be blown up and 
a new, more independent system put in place. Others 
have opined that the current system, though fl awed, can 
be fi xed through regulatory reform. Ratings are such an 
integral part of not only the U.S. markets, but the global 
markets, that it would be nearly impossible to get rid of 
ratings altogether.

There has been signifi cant progress by the SEC and 
Congress in working towards stronger and more compre-
hensive regulation of NRSROs; however, it is the belief of 
this author that the SEC rules and that agency’s proposed 
rules and the ATRAA do not go far enough to fully ad-
dress the fundamental problems with the current regulato-
ry system in light of the ongoing credit crisis, nor do they 
provide enough deterrence to incentivize the NRSROs to 
“do the right thing.”

The regulatory system in the United States is based 
on the theory that disclosure is the best way to protect 
investors. Thus, it is not surprising that the recent regula-
tory initiatives have focused primarily on disclosure by 
the NRSROs in an effort to increase transparency. More 
disclosure may be benefi cial to investors who have an ap-
petite for more plain vanilla, less complex types of securi-
ties. However, it is unclear whether increased disclosure 
will do much, if anything, for investors in the highly 
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but for these ratings, investors would not have lost billions 
of dollars when the “house of cards” collapsed.

As a result, there has been a fl urry of activity in Wash-
ington aimed at providing for stricter regulatory oversight 
of NRSROs. The SEC has fi nalized rules and the House 
Committee on Financial Services has approved pending 
legislation directed squarely at NRSROs. Although these 
are necessary measures, based on the “bad acts” commit-
ted by NRSROs, the proposals do not provide suffi cient 
deterrence to incentivize NRSROs to refrain from “bad 
acts” in the future. Strong, punitive measures need to be 
added to the proposed legislation to ensure that NRSROs 
fully respect and understand their role as “gatekeepers” to 
the fi nancial markets.
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promulgated by the New York State Banking Department 
have not encouraged meaningful disclosure by requiring 
a standardized format. For instance, use of the “Pre-appli-
cation Disclosure and Fee Agreement for Use by New York 
Registered Mortgage Brokers”10 is optional. Additionally, 
the fact that the actual compensation is based on factors 
not in the borrower’s best interest need not be disclosed. 

In light of this reality, legislatures across the nation 
have proposed laws to align borrowers’ expectations to 
reality. These laws require a combination of disclosure and 
creation of duties by the broker to the borrower.11 

In New York, the Governor’s Program Bill to address 
this issue, S. 8143,12 enacted several changes to the relation-
ship between a broker and a borrower in certain loans and 
changed the disclosure requirements for the loan transac-
tion. Specifi cally, § 4 of the bill revised Banking Law § 6-l 
(2) regarding high-cost loans, and § 5 of the bill added a 
new § 6-m (2) regarding subprime loans. These subdivi-
sions provide for disclosure of the exact broker compensa-
tion. Additionally, Section 6 of S. 8143 added a new § 590-b 
to the Banking Law. This section requires or establishes 
specifi c duties that run from the broker to the borrower 
and establishes a duty to disclose all compensation. Section 
590-b allows a cause of action for actual damages and at-
torney’s fees by the borrower for violation of the section.13 

Similarly, the federal government has enacted new 
requirements for the Good Faith Estimate14 and HUD-115 
disclosures under RESPA.16 The requirements prohibit 
deviation from certain terms disclosed in the Good Faith 
Estimate, and prohibit deviation from other terms within 
a tolerance level of 10%, in the absence of a new estimate. 
The Good Faith Estimate must conform to a template pro-
vided by the Department of Housing and Urban Develop-
ment (“HUD”). 

This article will examine the new requirements and 
duties of the Governor’s Program Bill. It will fi rst examine 
the new duties under § 590-b and whether the duties im-
pose a fi duciary duty upon the broker. It will then examine 
the disclosure requirements of S. 8143. Finally, it will exam-
ine the practical implications of the new sections. 

II. New Section 590-b—Do the New Duties 
Impose a Fiduciary Relationship on Brokers?

New Section 590-b requires mortgage brokers to act in 
the borrower’s interest; act with reasonable skill, care and 
diligence; act in good faith and with fair dealing; clearly 
disclose compensation and all other material information; 
and diligently work to present the borrower with a range 
of loan products for which the borrower likely qualifi es 

I. Introduction
The fi nancial crisis of the past few years has been 

called the worst since the Great Depression.1 Industry-
wide fi nger pointing has ensued. A root cause of this crisis 
was the improvident granting of mortgages, both to people 
who should have not been placed in a mortgage at all, 
and to people who were placed in a mortgage that was 
not in their best interests.2 Diverse incentives caused and 
encouraged this behavior of improperly placing borrowers. 
Eliminating the incentives for such behavior has become a 
legislative goal across the country.

One of the incentives for this bad behavior is mortgage 
broker compensation. Although the borrower most often 
pays a mortgage broker, the fee is often shifted from be-
ing paid up front to being paid at the time of the closing.3 
Thus, the mortgage broker often receives his compensation 
directly from the bank—whether the compensation takes 
the form of a fee paid at the closing from the mortgage 
proceeds or as a direct payment from the bank. Banks 
often use the practice of paying a “yield spread premium” 
(“YSPs”), or compensation to the broker for the difference 
between the interest rate on a par loan and the interest rate 
on an above par loan.4 YSPs are particularly effective in 
allowing borrowers with little available cash or remaining 
loan-to-value to obtain fi nancing. This, of course, incentiv-
izes brokers to encourage borrowers into above par loans 
rather than steering their borrowers into the best loans for 
them, in order to maximize their own compensation.5 

The YSP itself is not innately evil.6 It is a legitimate 
method of shifting an upfront fee paid from the borrower 
to his broker.7 However, this argument inherently must 
mean that the broker would otherwise work for and be 
paid by the borrower if the broker would otherwise look 
for compensation from the borrower. Thus, the problem 
in such fees is in the expectation of the borrower—the 
borrower thinks that the broker is working for him—to 
obtain the best loan for the borrower, when in fact the 
broker is working for himself (and, by proxy, the bank)—
to obtain the best loan for the bank and maximize his 
compensation.8

Adding to the problem of this misunderstanding is 
that former regulations did not, in practice, encourage full 
disclosure of fees. Although the regulations require full 
disclosure, numerous ways abound to render such disclo-
sure meaningless. In New York, the requirement under the 
regulation is merely that the maximum amount of broker 
compensation be disclosed.9 Thus, a broker can disclose an 
absurd maximum that will not be exceeded, thus rendering 
ineffectual the goal of the regulation. Moreover, the forms 
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putative agent.28 Therefore, arguably, a broker should not 
assume that a court would view his relationship with a 
borrower as an arm’s-length transaction. It is quite likely 
that a fi duciary relationship will be found.

B. Parties’ Expectations and Responsibilities Under 
the Old Law

1. Parties’ Expectations in a Mortgage Broker 
Relationship

The fi nding of a fi duciary duty between the broker 
and the borrower, taking the average parties’ expectation 
in a mortgage transaction, is quite likely. In the typical 
mortgage scenario, a borrower contacts a mortgage broker 
to fi nd a mortgage. The borrower, absent clear notifi ca-
tion otherwise, assumes that the broker is working for the 
borrower. Thus, the typical contract will allow the broker 
to be a dual agent, working for both the borrower and the 
lender. However, a threshold issue is whether the borrower 
ever really understands the legal distinction. What often 
results is a scenario where the borrower believes that the 
only interest being looked out for is the best interest of the 
borrower; however, the reality is that the broker is look-
ing out for his own and the lender’s interests as well—the 
borrower having waived his right to expect such a duty in 
signing the contract.29 This disconnect between the expec-
tation of the borrower and the realities of the transaction 
often leads to the borrower accepting a non-advantageous 
mortgage product.30 

The broker, however, expects to be treated as an 
independent contractor working for himself. The broker 
assumes that the contracts signed make this position clear 
and that he is not assuming any fi duciary duties. Again, 
whether or not the assumption made by the broker is in 
line with the reality of the law depends on whether the 
borrower is actually informed, and what duties the law 
imposes. However, it is clear that there is a disconnect 
between the borrower’s expectations and the broker’s 
expectations. 

2. Common Law Fiduciary Duties of Broker-Agents

Before this article examines the new law and discusses 
whether it imposes a fi duciary duty, it is helpful to discuss 
the common law ramifi cations of a fi nding of a fi duciary 
relationship or agency between the borrower and the 
broker.

If a mortgage broker is in the position of agent of the 
borrower, a fi duciary relationship exists between the agent 
and the principal.31 The agent is then bound to exercise 
the utmost good faith and undivided loyalty toward the 
principal throughout the relationship, and must act in ac-
cordance with the highest principles of morality, fi delity, 
loyalty, and fair dealing. The principal is entitled to rely 
completely upon the agent to represent him with undi-
vided loyalty.32 Thus, where a breach of duty occurs, the 
agent is liable to the principal for damages caused by the 
breach.33 Moreover, it is the duty of the agent to disclose 

and which are appropriate to the borrower’s existing cir-
cumstances, based on information known by, or obtained 
in good faith by, the broker. Because these duties mirror 
in large part the duties that a fi duciary owes its principal, 
the new statute necessitates questioning whether, indeed, 
a mortgage broker is now a fi duciary of the borrower, with 
all the rights, privileges and responsibilities appertaining 
thereto.

A. What Is a Fiduciary Relationship and How Does It 
Affect Mortgage Brokers?

The fi rst thing to keep in mind when considering 
fi duciary duties is the distinction between the legal defi ni-
tion of a fi duciary and the common conception of what a 
fi duciary is. In common nomenclature, a fi duciary is often 
limited to the realm of trusts. However, the legal use of 
the word fi duciary is not so limited, and arises from the 
contours of a relationship.17

A fi duciary relationship arises generally under two 
circumstances. First, the parties may, by contract, agree to 
the relationship, a relationship known as agency. Agency/
principal relationships arise in all contexts, where the par-
ties manifest the proper state of mind. Additionally, the re-
lationship may be implied by law by the acts of the parties 
or circumstances surrounding their actions, even though 
no formal agency agreement is made.18 Fiduciary relation-
ships implied by law often arise in the context of trustee 
and benefi ciary, guardian and ward, attorney and client, 
and agent and principal.19 Where the circumstances show 
that a party, the principal, is entitled to rely upon another 
party, the fi duciary, a fi duciary relationship will result.20

Recognizing the existence of a fi duciary relationship 
is important because it imposes a series of duties on the 
party that is a fi duciary. In brief, the fi duciary relationship 
imposes the following duties: duty of loyalty, duty of good 
faith, duty of due care and duty of disclosure.21 A fi duciary 
breaches these duties where he acts in his own interests.22 

Traditionally, a broker is distinguished from an agent 
in that the broker’s purpose is to unite the two parties in a 
transaction, whereas an agent’s purpose is to consummate 
the transaction on behalf of one of the parties. Because 
the primary purpose of the relationship was to unite the 
parties, the broker would normally not owe fi duciary du-
ties to any one party.23 Courts have generally held under 
previous New York law that a typical mortgage broker-
borrower relationship is not that of a fi duciary.24 However, 
the nature of the agreement between the parties, the rea-
sonable expectations of the parties, and duties imposed by 
statute can make what is termed a broker relationship into 
an agency relationship with ensuing rights and remedies.25 
Courts have found such a relationship where the broker 
took control of the application process,26 or assumed a 
special advisory role, even though the typical relationship 
would be arm’s-length.27 Similarly, courts in other contexts 
have found agency or fi duciary duties where statutes or 
regulations impose a heightened standard of duty on the 
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of the new duties imposed have parallels in agency law. 
As much as prior case law and convention insist that a 
mortgage broker is not an agent in a fi duciary relationship 
with the borrower, one must consider that § 590-b changes 
everything—“If it looks like a duck, and quacks like a 
duck, we have at least to consider the possibility that we 
have a small aquatic bird of the family Anatidae on our 
hands.”37

1. Duty to Act in the Borrower’s Interest

Section 590-b (1) (a) imposes a duty on a mortgage bro-
ker to act in the borrower’s interest. Unique to New York 
law, this section parallels the common law duty of an agent 
not to act adversely to the principal’s interest.38 The ques-
tion, of course, is whether this section codifi es the common 
law duty of an agent to act only in the principal’s interest, 
or if it imposes some lesser duty on a broker.

If the section is construed as codifying the common 
law agency duty of a mortgage broker, a unique burden 
would be placed on the broker-borrower relationship. 
Because most broker-borrower relationships are inherently 
in confl ict with the broker-lender relationship, it is almost 
certain that every broker relationship would be adverse 
to the borrower’s interest. Borrowers and lenders want 
different things. Simply put, the borrower wants to pay 
less, and the lender wants to get more. Additionally, the 
broker wants to maximize his compensation—an interest 
which often runs contrary to the interest of the borrower. 
Thus, a broker would be acting adversely to the borrower’s 
interest, where, for example, the mortgage that the broker 
is effectuating is one in the broker’s and not the borrower’s 
interest. A breach of this common law duty normally gives 
rise to an action for fraud. 

A subsidiary question is whether a borrower can waive 
this duty. Under agency law, a principal can waive con-
fl icts only after receiving full disclosure.39 Full disclosure 
requires that the principal be fully informed as to every 
material fact.40 Thus, if this provision parallels the agency 
rule, it would be waivable with such full disclosure but 
only if such waiver is freely given after full disclosure. 
However, it is worth bearing in mind that the disclosure 
under this section must be higher than and independent 
of that of subsection (e), which requires disclosure of the 
compensation of the broker, in order not to render that 
subsection a nullity. If, as seems plausible, the disclosure 
must parallel that which is required under agency law 
to disclose a confl ict, a broker would be advised to make 
a disclosure more akin to the disclosure required of an 
attorney prior to accepting dual clients, which requires in-
formed consent confi rmed in writing.41 Moreover, continu-
ing the parallel to attorney-informed consent, where the 
attorney himself stands to benefi t from a business transac-
tion, he must, aside from obtaining consent, advise the 
client in writing and give the client enough time to obtain 
independent legal advice.42 Thus, under such a standard, 
since a broker most often stands to benefi t from the specifi c 
mortgage that the borrower chooses, the broker would 

to his principal all material facts that come to the agent’s 
knowledge relating to the subject of the agency.34 Lastly, 
an agent is prohibited from acting in any manner inconsis-
tent with his agency. If he does so act, he can be liable for 
fraud.35 This last duty imposes its own duty of disclosure 
of any confl icting interests.36 This, obviously, is not in line 
with the expectation of the average mortgage broker. 

Thus, even if the parties are not in a fi duciary relation-
ship by law, the borrower certainly expects such a relation-
ship. In light of this reality, laws have been proposed to 
create such duties. One such law is § 590-b. 

C. New Section 590-b 

Section 6 of S. 8143 added a new § 590-b to the Banking 
Law. Subsection (1) of § 590-b provides new requirements 
for brokers:

Each mortgage broker shall, in addition to the duties 
imposed by otherwise applicable provisions of state and 
federal law, with respect to any transaction, including any 
practice, or course of business in connection with the trans-
action, in which the mortgage broker solicits, processes, 
places or negotiates a home loan:

(a) act in the borrower’s interest;

(b) act with reasonable skill, care and 
diligence;

(c) act in good faith and with fair dealing;

(d) not accept, give, or charge any undis-
closed compensation, directly or indirect-
ly, that inures to the benefi t of the mort-
gage broker, whether or not characterized 
as an expenditure made for the borrower;

(e) clearly disclose to the borrower, not 
later than three days after receipt of the 
loan application, all material information 
as specifi ed by the superintendent that 
might reasonably affect the rights, inter-
ests, or ability of the borrower to receive 
the borrower’s intended benefi t from the 
home loan, including total compensation 
that the broker would receive from any of 
the loan options that the lender or mort-
gage broker presents to the borrower; and

(f) diligently work to present the borrower 
with a range of loan products for which 
the borrower likely qualifi es and which 
are appropriate to the borrower’s exist-
ing circumstances, based on information 
known by, or obtained in good faith by, 
the broker.

This article will examine the new duties imposed 
individually. Because of the scarcity of case law 
interpreting the statutes, parallels will have to be drawn 
from similar statutes in order to draw a reasonable picture 
of the scope of the statutory obligations. Many, if not all, 



NYSBA  NY Business Law Journal  |  Summer 2010  |  Vol. 14  |  No. 1 17    

off, willful rendering of imperfect performance, abuse of 
a power to specify terms, and interference with or failure 
to cooperate in the other party’s performance.”54 Under 
New York law, while a party to a contract is not prohibited 
from pursuing other contracts, and may even incidentally 
affect or otherwise lessen the other party’s interests, there 
comes a point where the actions taken by the party will so 
manifestly harm the other party’s interest as to constitute a 
breach of the duty of good faith.55 Thus, care must be taken 
by the broker to insure that any deal made with the lender 
is not manifestly adverse to the borrower’s interest.

Since every contract includes a duty of good faith and 
fair dealing, one must ask why the legislature felt a need 
to import such a duty into the broker-borrower relation-
ship. A reasonable explanation would be that this duty, 
unlike the duty of good faith in the typical contractual 
setting, cannot be modifi ed, nor may its standards be set, 
by contractual terms.56 Until the courts rule on the scope of 
this statutory duty, a broker is well advised to assume the 
worst—that the terms of the contract setting the standards 
of good faith do not govern.

4. Duty to Disclose Compensation and Other 
Material Information and Not Accept Undisclosed 
Compensation

Section 590-b (1) (d) prohibits a mortgage broker from 
accepting, giving, or charging “any undisclosed compen-
sation, directly or indirectly, that inures to the benefi t of 
the mortgage broker, whether or not characterized as an 
expenditure made for the borrower.” This prohibition 
complements § 590-b (1) (e)’s requirement to “clearly dis-
close to the borrower, not later than three days after receipt 
of the loan application, all material information as speci-
fi ed by the superintendent that might reasonably affect the 
rights, interests, or ability of the borrower to receive the 
borrower’s intended benefi t from the home loan, includ-
ing total compensation that the broker would receive from 
any of the loan options that the lender or mortgage broker 
presents to the borrower.” A broker can avoid liability 
under these two sections with clear disclosure of any and 
all compensation that the broker will receive under each 
proposed loan. 

Under previous New York law, the disclosure of an 
accurate description of broker compensation was optional, 
because regulations only required disclosure of the maxi-
mum compensation.57 This, obviously, is not satisfactory 
under § 590-b; the broker must now disclose the exact com-
pensation under each proposed mortgage option within 
three days. Moreover, the words “total compensation,” 
although undefi ned, will probably be construed to include 
any compensation inuring to the benefi t of the broker from 
the borrower or from the bank, including YSPs.58 

This disclosure supplements the disclosure require-
ments under federal law. Under federal law, a mortgage 
broker must provide a good-faith estimate (GFE) within 
3 days of the loan application or receipt of information 

have to advise the borrower to seek independent fi nancial 
advice from a competent advisor. 

2. Duty to Act with Reasonable Care, Skill and 
Diligence

Section 590-b (1) (b) imposes a duty on a mortgage 
broker to act “with reasonable care, skill and diligence.” 
Similar duties have been enacted in other states.43 This 
duty is similar to the common law duty of an agent to 
perform his duties with care, competence, and diligence.44 
This duty generally requires the agent to exercise such skill 
as is ordinarily possessed by persons of common capacity 
engaged in the same business.45 In the agency law context, 
courts have found such a breach where an agent failed to 
properly investigate and determine the availability of a 
promised product,46 or to provide a product which satis-
fi ed the requested needs.47 It would not be a far stretch 
for a court to determine that a mortgage broker breached 
this duty by not providing the borrower with the proper 
mortgage product.

However, the required care, skill and diligence can be 
set by clear benchmarks in a well-drafted contract between 
the agent and principal.48 Thus, a broker can avoid liability 
if the contract is suffi ciently clear in delineating the care, 
skill and diligence that the broker will use. A broker is 
forewarned to take care in promising or seeming to prom-
ise to obtain a certain mortgage product; such promises 
can set a benchmark for the broker’s services which is 
higher than the average and which would allow the princi-
pal to rely on such heightened promises.49 

3. Duty of Good Faith and Fair Dealing

Section 590-b (1) (c) imposes on all brokers a duty of 
good faith and fair dealing. This duty is not a new one; 
it is found in both the agency context and in the contract 
context. An agent has a similar duty “to be loyal to his 
principal and is prohibited from acting in any manner 
inconsistent with his agency or trust and is at all times 
bound to exercise the utmost good faith and loyalty in 
the performance of his duties.”50 Contracts impose on the 
contracting parties a duty of good faith, fair dealing and 
cooperation.51 The question, of course, is what is consid-
ered good faith. In the context of contracts governed by 
the UCC, good faith is defi ned as “honesty in fact in the 
conduct or transaction concerned.”52 In New York, the 
implied covenant of good faith and fair dealing embraces 
a pledge that neither party will do anything having the ef-
fect of destroying or injuring the right of the other party to 
receive the fruits of the contract.53 “Subterfuges and eva-
sions violate the obligation of good faith in performance 
even though the actor believes his conduct to be justifi ed. 
But the obligation goes further: bad faith may be overt or 
may consist of inaction, and fair dealing may require more 
than honesty. A complete catalogue of types of bad faith 
is impossible, but the following types are among those 
which have been recognized in judicial decisions: evasion 
of the spirit of the bargain, lack of diligence and slacking 
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ments for compensation for high-cost and subprime loans, 
in addition to the requirements of § 590-b. Subsection (s) 
provides:

No abusive yield spread premiums. In 
arranging a high-cost home loan, the 
mortgage broker shall, at the time of 
application, disclose the exact amount 
and methodology of total compensation 
that the broker will receive. Such amount 
may be paid as direct compensation from 
the lender, direct compensation from the 
borrower, or a combination of the two. 
The provisions of this paragraph shall not 
restrict the ability of a borrower to utilize 
a yield spread premium in order to offset 
any up front costs by accepting a higher 
interest rate. If the borrower chooses this 
option, any compensation from the lender 
which exceeds the exact amount of total 
compensation owed to the broker must 
be credited to the borrower. The super-
intendent shall prescribe the form that 
such disclosure shall take. This provision 
shall not restrict a broker from accepting a 
lesser amount.

Subsection (n) contains substantially the same 
requirements for subprime loans. Similar statutes enacted 
in other states provide variations on the amount and 
time of disclosure.65 The original draft of the bill banned 
all yield spread premiums.66 Subsequent drafts changed 
the bill from an outright ban to “no abusive yield spread 
premiums.”67 The legislature saw the value in such 
premiums but sought to ensure better disclosure. Thus, 
the basic requirement is fuller disclosure than what was 
required under previous regulations. In other words, 
any combination of compensation will still be allowed. 
It appears as though what is crucial is ensuring that the 
consumer receives the appropriate disclosure as prescribed 
by the superintendent.

The disclosure requirements of these sections are more 
onerous compared to the requirements under new section 
590-b and federal law. Section 590-b allows three days from 
the application for the disclosure to take place.68 RESPA 
likewise provides for three days from the application for 
disclosure.69 Subsections (s) and (n) require disclosure 
contemporaneous with the application. Secondly, § 590-b 
only requires that the broker disclose the “total compensa-
tion that the broker would receive from any of the loan 
options that the lender or mortgage broker presents to 
the borrower.” A broker who discloses the total amount 
of compensation without disclosing his methodology at 
arriving at the compensation would satisfy this require-
ment. Likewise, under current New York regulations, there 
is no requirement to disclose the methodology used to 
arrive at a calculation.70 Subsections (s) and (n), however, 
require disclosure of “the exact amount and methodology of 

suffi cient to complete the loan application.59 The actual 
amounts of the loan and fees cannot be exceeded regarding 
origination charges, interest rate charge and adjusted origi-
nation charge while the rate is locked, and transfer taxes. 
Lender-required settlement services, lender-required title 
services and insurance, and government recording charges 
cannot exceed 10% of the amount in the GFE.60 Changes re-
quire issuance of a new GFE.61 A form and instructions are 
provided in Appendix C. The form sets forth the type of 
disclosure that would be acceptable under federal law, and 
because it requires brokers to report their total compensa-
tion, it would satisfy the requirements of § 590-b (1) (e).

Additionally, under federal law, if a lender violates 
RESPA, the lender can cure its violation by refunding the 
overage at settlement or within 30 days. Section 590-b does 
not provide such an ability to cure; however, recovery is 
limited under § 590-b to actual damages.62 Thus, if the 
broker or lender refunds any overage as provided under 
federal law, there will be no actual damages.

5. Duty to Diligently Work to Present the Borrower 
with a Range of Products

Section 590-b (1) (f) requires the broker to “diligently 
work to present the borrower with a range of loan prod-
ucts for which the borrower likely qualifi es and which 
are appropriate to the borrower’s existing circumstances, 
based on information known by, or obtained in good faith 
by, the broker.” Several states have enacted similar require-
ments.63 Diligence is subjective, and most likely will be 
interpreted as it is under agency law—requiring such skill 
as is ordinarily possessed by persons of common capac-
ity engaged in the same business.64 Unlike the previous 
discussion of the duty of good faith and fair dealing, the 
benchmark here is set by the statute. As long as the broker 
makes a good faith effort to present “a range” of loan prod-
ucts for which the borrower likely qualifi es, he satisfi es the 
burden imposed by this section. 

Some unanswered questions may arise as to what is 
considered proper presentment under the statute. Is the 
burden satisfi ed where a broker presents several products, 
but steers the borrower to one specifi c product? It would 
be prudent for a broker to keep records of the searches 
of loan options made, all communications regarding the 
several loan products, and the reasoning behind the recom-
mendations in case of future problems. 

In sum, the duties imposed by § 590-b parallel many 
of the duties of fi duciaries. Even though not stating so 
much in words, one must ask if the legislature intended 
to impose a fi duciary relationship on a broker by enacting 
the servitudes of such a relationship. What is clear is that 
§ 590-b’s heightened duties are not to be lightly viewed. 

III. Broker Compensation and Yield Spread 
Premium Disclosures

Subsections (s) and (n) of Banking Law 6-l(2) and 
6-m(2), respectively, both provide new disclosure require-
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action that does not ensure that his client was properly in-
formed by the broker of the agreement is remiss. Whether 
disclosure was properly given may be of use in defending 
a foreclosure action. Moreover, the attorney should also 
bear in mind that § 590-b includes a cause of action for 
violations of the broker’s duties which would allow for 
the recovery of actual damages or for the imposition of 
equitable remedies.75 Additionally, the attorney should be 
aware that he is entitled to reasonable attorney fees.76 

In conclusion, Section 590-b, 6-l(s) and 6-m(n) present 
new challenges to mortgage brokers. They require height-
ened disclosure, made immediately or close to the time of 
the proposed mortgage. They impose heightened duties 
arising out of what is essentially a fi duciary relationship 
between the borrower and broker. Finally, they allow for a 
cause of action for failure to properly adhere to the require-
ments of the statute. A broker is advised to take heed of the 
strictures of these sections.
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turn, the lender pays the broker an amount refl ective of this price 
difference. The payment allows the broker to recoup the up-front 
costs incurred on the borrower’s behalf in originating the loan. 
Payments from lenders to brokers based on the rates of borrowers’ 
loans are characterized as ‘indirect’ fees and are referred to as 
yield spread premiums.”). Although the legality of YSPs has been 
questioned under RESPA, see Culpepper v. Inland Mortgage Corp., 132 
F.3d 692 (11th Cir. 1998), more recent court pronouncements have 
upheld YSPs as authorized by HUD in 2001. See Glover v. Standard 
Fed. Bank, 283 F.3d 953 (8th Cir. 2002); Schuetz v. Banc One Mortgage 
Corp., 292 F.3d 1004 (9th Cir. 2002).

total compensation that the broker will receive.” A broker 
thus would not satisfy his subsection (s) or (n) requirement 
without disclosing both the exact amount and the method-
ology of arriving at that amount. Thus, as applied to high-
value loans, and subprime loans, even when not used with 
a yield spread premium, the broker has a greater burden in 
making a contemporaneous disclosure and showing how 
he arrived at the disclosed fi gures. 

Under this section, as pointed out above, a broker 
must disclose “the exact amount” of “total compensation.” 
The statute defi nes total compensation as including both 
the compensation paid by the bank and by the borrower. 
Compensation, in this context, likely would be interpreted 
to include any remuneration and other benefi ts received 
in return for the broker’s arranging the mortgage.71 This, 
again, is consistent with § 590-b (1) (d)’s prohibition 
against undisclosed indirect compensation. Thus, it be-
hooves the broker to disclose any form of compensation he 
may be receiving for originating the mortgage, monetary 
or otherwise. 

Lastly, subsections (s) and (n) require that the broker 
credit the borrower who agrees to a yield spread premium 
loan any excess compensation over the amount originally 
agreed upon.

IV. Practical Implications of the New Sections

A. Practical Implications for Brokers

As the previous sections have made clear, full disclo-
sure of the exact amount of broker compensation, regard-
less of type, is now required, at the appropriate time. 
Moreover, the broker now has multiple duties paralleling 
those of fi duciaries. A violation of a fi duciary duty may 
give rise to an action for fraud. Additionally, § 590-b pro-
vides for its own cause of action to enforce its sections.

Section 590-b (3) provides for a non-exclusive cause of 
action for actual damages caused by any broker found by 
a preponderance of the evidence to have violated a duty 
under § 590-b (1), as enumerated above.72 A borrower can 
be granted equitable relief to enforce the section, and, in a 
foreclosure action, may receive reasonable attorney fees. 
Equitable relief can include mortgage rescission, among 
other remedies.73 While the limitation on damages pro-
vides some measure of relief to brokers, the best remedy is 
prevention.

Pursuant to Section 590-a (3) of the Banking Law, 
mortgage brokers are required to obtain surety bonds. 
Regulations require that the bond be made available to sat-
isfy unpaid broker obligations in the event of insolvency 
or surrender of license.74 This would include obligations 
under the duties imposed by § 590-b.

B. Practical Implications for Attorneys Representing 
Homeowners

Because § 590-b creates greater disclosure require-
ments, an attorney engaged to defend against a foreclosure 
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services; or (iii) there is just some connection or affi liation 
between Anne’s products or services and those offered 
under the other mark.3 For one mark to infringe another 
mark, the two do not have to be identical. If Anne started 
an online retail store named Amazons.com or Amazonian.
com, clearly she would be infringing on the Amazon.com 
service mark. She also would be well advised not to start 
an online retail service called “Amaze” at www.amaze.
com, since that mark is visually very close to “Amazon.” 
Nor do the services have to be identical. If Anne wants 
to sell secondhand clothes on her site and the name she 
wants is taken by or very similar to the name of a site 
that sells secondhand records, or new clothes, she is also 
potentially liable for infringement. The top-level domain 
makes no difference in this analysis.4 So if Anne wants 
to use Anne.com for her secondhand clothing site, and 
someone else is using Anne.net for the same or similar 
services, Anne should use another mark. 

These are just some simple examples of the scenarios 
that might present themselves as Anne chooses a mark 
for her Web site. Other criteria that need to be taken into 
account when you consider whether Anne’s mark will 
infringe another mark in the United States include the 
strength of the other mark, the channels of marketing 
and distribution (which obviously will overlap if both 
parties are selling over the Internet), the sophistication of 
the target buyers, the likelihood that the senior user will 
expand its business into the business that Anne wants to 
start, and Anne’s intent in choosing her mark (i.e., was 
she out to divert business from the senior user?).5 Anne 
has a legal duty to choose a mark that is not likely to be 
confused with someone else’s mark.

What does Anne need to do to ascertain whether the 
mark she wants to use will infringe someone else’s trade-
mark or service mark in the United States? Acquiring the 
domain name and incorporating under the name are not 
enough. The domain name registrars will sell any name 
that is not already registered, and the state divisions of 
corporations will permit the formation of a company 
under any name that is not already registered, even if that 
name differs by only one letter from another name in its 
registry. A Google search is not enough, because even in 
this day and age, not everyone has a Web site, and also 
because Anne needs to consider marks whose spelling 
varies from the spelling of her own mark. Simply search-
ing the database of the U.S. Patent and Trademark Offi ce 
(PTO) is not enough either, because in the United States, 
the fi rst person to use a mark can sue an infringer even 

With the tools available these days, anyone can put 
up a Web site. But creating and operating a Web site 
requires more than a good business model, nice graph-
ics, and catchy text. Your clients need to know what 
consequences may result from their failure to comply 
with various laws and regulations that apply to their 
Web site operations. For example, if a company does not 
take appropriate care in choosing its URL, it may end up 
having to change its name and lose brand recognition 
that it worked hard to build. If a Web site operator does 
not respond appropriately to a notice that it is infringing 
someone else’s copyright, its Internet service provider 
may shut the site down. If one of your clients posts cer-
tain kinds of material online, he or she may be violating 
someone’s right of privacy or right of publicity. If a client 
collects personal information on its site, that client needs 
to post a privacy policy that meets certain requirements. 
The fact that the Internet transcends international bound-
aries raises a whole host of separate issues. 

The goal of this article is to enable you to spot cer-
tain issues that may be problematic for your clients and 
put you in a position to try to reduce your clients’ risk of 
liability for trademark infringement, copyright infringe-
ment, defamation, right of privacy, right of publicity, and 
certain violations of privacy laws, and by drafting appro-
priate terms of use.1 

Choosing a Name: Avoiding U.S. Trademark 
Infringement

When your client Anne says she wants to choose a 
domain name for a new Web site, most likely she is talk-
ing about picking a name that will identify the goods 
or services that she will provide through the Web site, 
whether or not she uses the top-level domain (such as 
“.com” or “.net”) as part of the mark in advertising. 
Amazon.com, for example, is not just a URL: it identifi es 
the services that that company provides.2 So, in picking 
a domain name, Anne will be choosing a trademark (for 
goods) or a service mark (for services). This means that in 
addition to the challenge of just fi nding a good domain 
name that is not already taken, Anne needs to make sure 
that her use of that mark will not infringe anyone else’s 
rights.

Anne’s mark will infringe a mark that is being used 
by someone else—the “senior user”—if people are likely 
to be confused into thinking that (i) Anne’s products or 
services come from the owner of the other mark; (ii) the 
owner of the other mark endorses Anne’s products or 

Web Site Rights and Wrongs: Key Legal Issues in the 
Creation and Operation of Web Sites
By Jessica R. Friedman
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The Trademark Offi ce may raise objections to Anne’s 
application. Among other things, the examining attor-
ney may assert that (i) the mark is likely to be confused 
with another mark that is registered or is the subject of 
a pending application;8 (ii) the description of the goods 
or services in the application is not suffi ciently clear; or 
(iii) the mark is “merely descriptive,” “primarily merely 
a surname,” or “primarily deceptively geographically 
misdescriptive.” These are just a few examples of certain 
common objections. To overcome such objections, Anne 
would have to submit evidence and arguments.

Even if the Trademark Offi ce does not object to 
Anne’s application, or, if it does and she is able to over-
come the objections and the examining attorney autho-
rizes publication of the mark in the Offi cial Gazette, a third 
party may oppose the application.9 Even if she obtains a 
registration, a third party may petition to cancel it. 

International Trademark Clearance and 
Registration 

Many smaller Web site operators, if they do any 
clearance at all, clear trademark rights only in the United 
States. Clearing just those rights can cost several thou-
sand dollars. International rights clearance can cost tens 
or hundreds of thousands of dollars or more, as can 
international registration. A comprehensive discussion of 
the complexities of international clearance and registra-
tion is well beyond the scope of this article, save for a 
few very general points. As is the case with U.S. searches, 
the formulation of a search will determine its utility in 
revealing potential confl icts, and its interpretation by 
experienced counsel is crucial. The search companies offer 
international searches of individual countries as well as of 
different regions, although many trademark practitioners 
prefer to retain their own foreign counsel, whom they 
know, to conduct such searches. Once the search process 
is completed, Anne will need to decide where to apply 
to register her mark. Depending on her budget, Anne 
probably will want to register fi rst in the countries where 
her mark is being used and where it is likely to be used in 
the foreseeable future; then, in countries where she thinks 
infringing activity is likely to occur; and last, in jurisdic-
tions that are known for the unauthorized registration of 
trademarks. When Anne has decided where she needs to 
register, she has to decide among the different available 
fi ling options. She can fi le in individual countries; she 
can register in the 27 countries of the European Union 
through a single Community Trade-Mark application;10 
and she can fi le an application under the Madrid Protocol 
that can cover dozens of countries all over the world.11 
Each route has very specifi c procedural and substantive 
advantages and disadvantages. 

without a federal registration, so that database is only the 
tip of the iceberg of possible problems. Unless a prelimi-
nary search of the PTO reveals a clear “knockout,” Anne 
needs to do a full search, which includes federal regis-
trations and applications, state registrations, common 
law marks, domain names and Web site usage, and even 
articles that mention company and product names.6 

Whoever formulates the full search must be familiar 
with the kinds of goods and services that may be con-
sidered to be related to one another. Whoever reviews the 
search must be able to understand the range of marks 
that may be deemed to be “confusingly similar” to the 
mark being searched; the full range of goods and services 
that may be deemed to be related; the signifi cance of the 
data that appear in the federal registration listings (e.g., 
the difference between a principal registration and a 
supplemental one or where a potentially problematic ap-
plication stands in the application process); how intent-
to-use applications work and what rights they confer, or 
do not confer, on an applicant; and what kind of Internet 
usage is relevant. Another question is whether, even if 
there is no mark with which Anne’s mark is likely to 
be confused, Anne’s mark will “dilute” someone else’s 
mark. Dilution, as opposed to infringement, occurs when 
one uses a mark that someone else is using for entirely 
different goods or services, but the second user’s use of 
the mark tends to weaken the mark’s distinctive cachet 
or tarnish the goodwill of the mark.7 Under federal law, 
one cannot bring a claim for dilution unless the mark is 
“famous,” which means “nationally known,” although 
many state dilution laws do not have that requirement. 

If the search report reveals any potential confl icts, 
Anne needs to make a business judgment about whether 
to proceed with the mark or start over with a new one. 

Applying for a Federal Registration
If Anne does decide to use the mark, she should ap-

ply to register the mark in the PTO. A registration on the 
federal Principal Register creates a prima facie presump-
tion that Anne has the exclusive right to use the mark in 
the United States for her goods and services and reason-
ably related goods and services. If Anne has not yet sold 
or offered for sale any goods or services using the mark, 
she may fi le an intent-to-use application on the basis of a 
good-faith intent to use the mark for her particular goods 
or services. If she goes that route, before she will actually 
receive a registration, she will have to show the Trade-
mark Offi ce that she is actually using the mark. Although 
it is possible for anyone to fi le a trademark or service-
mark application online, there are many pitfalls in the 
application process that can trap the unwary client or the 
inexperienced lawyer, starting with the choice of applica-
tion forms that the PTO offers. 
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oper promises (i) not to incorporate anything into 
her Web site that belongs to someone else, and (ii) 
to get all ownership rights from any subcontractor 
that it uses. 

• Anne needs to know and adhere to the terms of any 
license that she enters into. It is important to read 
even standardized licenses carefully. For example, 
there are several kinds of stock art licenses, and 
each kind grants specifi c rights. A “royalty-free” 
stock license might be appealing, but there are 
restrictions on how many people can access the 
images and whether they can be loaded on a central 
server, and if Anne sells her business, that license 
probably cannot be transferred to the buyer. 

Just determining whether a work is subject to copy-
right protection in the fi rst place can be tricky. A work 
that appears to be in the public domain may not be. The 
term of the U.S. copyright in a work created on or after 
January 1, 1978 is the life of the author plus 90 years, with 
some variations if the work was created by more than 
one person or if it was created by a corporation.15 A work 
whose U.S. copyright has expired may be in copyright in 
another country. A foreign work that was in the public do-
main here may have come back into copyright under the 
Copyright Restoration Act of 1994.16 Even if one version 
of a work is in the public domain, there may be another 
version that Anne’s work would infringe. For example, 
although Nathaniel Hawthorne’s The Scarlet Letter is in 
the public domain, a movie based on that book might 
infringe the movie that was made several years ago.

Even if Anne herself scrupulously avoids infringing 
anyone’s copyright, she may be liable for vicarious or 
contributory infringement on account of infringement 
committed by her site’s users. Vicarious infringement 
means the right and ability to supervise the infringing 
activity combined with a direct fi nancial interest in that 
activity.17 Anne does not have to charge a fee to have a 
“direct fi nancial interest” in an infringing activity to be 
a vicarious infringer. It may be enough if the infringing 
material acts as a draw that feeds other sections of the 
Web site from which Anne does benefi t.18 Google has 
been charged with vicarious infringement by virtue of its 
operation of YouTube.19 Contributory infringement occurs 
when one has (i) actual or constructive knowledge of the 
infringing activity, and (ii) induces, causes, or materially 
contributes to the infringing conduct. What these terms 
mean depends on the facts. In the famous Napster case, 
Napster’s role in enabling the sharing of online music 
fi les was held to constitute contributory infringement.20 

What is the fi nancial risk of copyright infringement 
under U.S. law? A successful copyright plaintiff can 
recover its damages and the defendant’s profi ts.21 If the 
infringed work was registered for copyright before the 
infringement occurred, or the infringement commenced 

Avoiding Copyright Infringement (Under U.S. 
Law)

Anne also will need to take care to avoid copyright 
infringement. Under the Copyright Act of 1976, which 
governs all copyright interests and claims in the United 
States, the owner of the copyright in a work has fi ve 
exclusive rights: to reproduce the work; to create deriva-
tive works (adaptations) based on the work; to distribute 
copies of the work; to publicly perform the work; and to 
publicly display the work.12 If the work in question is a 
sound recording, the copyright owner also has the exclu-
sive right to perform it publicly by means of digital audio 
transmission. Doing any of those things without the 
copyright owner’s permission constitutes infringement. 
In the Web site context, such activities include upload-
ing, transmitting, or digitally modifying someone else’s 
article, image, musical composition, or other work. 

While copyright cases are fact-specifi c, here are some 
basic rules to help Anne avoid infringement:

• If it’s infringement offl ine, it’s infringement online. 
If Anne would not physically cut and paste some-
one else’s photo into her news article or report, she 
should not do it digitally. 

• The fact that material is posted online does not 
mean Anne can use it without permission. 

• The fact that Anne has a license to use a work in 
print does not mean that she has the right to use 
that work online. If she does have such a contract 
but it is not clear whether that contract gives her 
the right to use that material in electronic media, 
the contract needs to be reviewed in reference to 
certain established criteria.13

• If Anne obtains permission to use someone else’s 
work, the permission she gets must include the 
rights she needs to do what she wants to do with 
the material (display only? display and download? 
incorporate into an article or collage? in which 
formats?). A permission or license that says only 
that Anne can “use” the material will not be helpful 
if she has to prove that she has the right to make 
particular uses of the work. 

• Permission needs to come from someone who has 
the right to give it. The owner of a physical work, 
such as a painting, is not necessarily the owner of 
the copyright in the work. A licensee may not have 
the right to grant any further rights. Permission 
from that licensee is useless. Someone who cre-
ated a work for another person as “work made for 
hire”14 also does not own the copyright in the work.

• If Anne is having Web site development work done 
by someone outside her company, she should make 
sure that in the development agreement, the devel-
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e-mail address and phone number. Anne must post this 
same information in her terms of use, and she must actu-
ally have someone monitoring that address.

In addition, if an infringement claim comes in, Anne 
must show that she had no actual knowledge that any 
content was infringing. She may also show that she had 
no constructive knowledge, or no reason to know, of 
the infringing activity, meaning she was not aware of 
facts or circumstances from which the infringing activ-
ity was apparent.33 What does this mean? In Io Group v. 
Veoh Networks, the California district court interpreted 
this language to mean that for a plaintiff to show that a 
defendant was aware of such facts or circumstances, it 
would have to show that the Web site operator “deliber-
ately proceeded in the face of blatant factors of which it 
was aware”—the so-called “red fl ag” test.34 If Anne learns 
that infringing activity is occurring or becomes aware 
that activity that she thought was non-infringing in fact 
is infringing, she must remove or disable access to the 
infringing material.35

The next requirement to qualify for immunity under 
Section 512(c) in the face of a claim is that if Anne has 
the right and ability to control the infringing activity in 
question, she does not receive a fi nancial benefi t that is 
directly attributable to the material at issue (e.g., she can-
not be charging an extra fee for subscribers specifi cally to 
access this material).36 The Io Group court noted that the 
requirements of this section “grew out of,” and should be 
interpreted consistently with, “the common law standard 
for vicarious liability” (discussed above), and for which 
it cited to Metro-Goldwyn-Mayer Studios, Inc. v. Grokster, 
Ltd., 545 U.S. 913, 930, 125 S.Ct.2764, 2766 (2005).37 The Io 
Group court interpreted the phrase “right to control” very 
strictly to mean nothing less than being able to prevent 
the initial uploading of any infringing material. Yet the 
court also held that a Web site operator cannot be required 
to pre-screen everything.38 This conclusion makes sense 
because most Web sites or online services that are based 
on the sharing of user content would have to shut down if 
they had to pre-screen everything. The Io Group court also 
opined that, for a Web site operator to have the “ability to 
control” infringing activity, the operator would have to be 
able to identify infringing material without even getting a 
notice from the copyright holder. This decision set a very 
high standard for a copyright owner-plaintiff to meet in 
order to prove that a Web site operator is liable for vicari-
ous infringement; but unless and until other opinions 
come along, Io Group may serve as the standard. 

If Anne has received a DMCA-compliant notice, she 
must move quickly to take the infringing material down 
or disable access to it.39 A DMCA-compliant notice is a 
notice that is signed by the copyright owner that specifi es 
the infringing material and where it appears on the site. 
As long as the notice gives Anne this information, or if 
Anne can tell from the notice what material the notice is 

after an initial publication of the work and within three 
months of registration,22 the plaintiff may choose instead 
to recover “statutory damages,” which are damages that 
the court is permitted to award within a certain range set 
by the Copyright Act,23 and the plaintiff may recover its 
attorney’s fees as the court deems reasonable.24 Injunctive 
relief is also available for copyright infringement, but it is 
rarely sought in the Internet context. 

There are some circumstances under which conduct 
that otherwise would be infringing under U.S. law is ex-
cused. These excuses are affi rmative defenses to infringe-
ment, so if Anne relies on one of these defenses and loses, 
she will be liable for infringement. 

One such defense is “fair use.” Many people think of 
fair use as a free pass to use certain amounts of material. 
(Many musicians, for example, believe that they can use 
six bars of a musical composition without liability.) This 
is not correct. Under Section 107 of the Copyright Act, 
there are four factors that must be considered to ascertain 
whether a particular use is “fair”: (i) the purpose and 
character of the defendant’s use;25 (ii) the nature of the 
copyrighted work;26 (iii) the amount and substantiality 
of the portion taken in relation to the work as a whole;27 
and (iv) the effect of the defendant’s use on the actual or 
potential market for the work.28 The statute character-
izes these factors as non-exclusive, which means that the 
court can also take into account whatever else the court 
considers relevant. 

Infringement also will be excused under U.S. copy-
right law if Anne has an “implied license” to use the 
work, i.e., if Anne asked someone to create a work for 
her, either in writing or orally,29 and that person deliv-
ered it to her knowing that she was going to reproduce or 
distribute copies of it,30 or if her use can be characterized 
as “de minimis,” which refers to the use of a tiny amount 
or a work or its use for an insignifi cant amount of time.31 

The section of the Copyright Act known as the Digi-
tal Millennium Copyright Act (DMCA), which comprises 
Section 512 of the Copyright Act, offers additional protec-
tion. The DMCA creates four “safe harbors” that limit 
Anne’s liability as a Web site operator, if she meets certain 
conditions in operating her Web site. Some of the safe 
harbors are relevant to Anne only if she is operating an 
Internet service provider. Generally, such operators will 
not be liable for infringement if material is transmitted 
through an automatic technical process and the material 
is not made available, and the transmission is not initi-
ated, by the service provider.32

The safe harbor that will help Anne the most is Sec-
tion 512(c), which limits a Web site operator’s liability for 
information that people post on the site. To be eligible 
for this safe harbor, Anne must fi le with the Copyright 
Offi ce a designation of an agent, including the name of 
a particular person and that person’s snail mail address, 
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Web site photos from two French fashion houses, because 
while U.S. copyright law does not recognize a copyright 
in fashion designs, French law does.45 Viewfi nder never 
actually defended the lawsuit. It defaulted.

The fact that Viewfi nder’s conduct violated French 
copyright law even though it did not violate U.S. copy-
right law is not the end of the story. When Viewfi nder 
was sued in France, it defaulted, which enabled the 
French plaintiffs not just to win on liability, but to obtain a 
judgment against Viewfi nder that they sought to enforce 
in district court here. The district court held that it could 
not enforce the judgment because under U.S. law, View-
fi nder had a First Amendment right to publish photos 
of newsworthy events. But on the plaintiffs’ appeal, the 
Second Circuit remanded the case to the district court to 
look more carefully at whether French law provides pro-
tections similar to the First Amendment (and also because 
a First Amendment defense is not absolute). In so doing, 
the Second Circuit made clear that “public policy…rarely 
results in refusal to enforce a judgment [meaning a for-
eign judgment] unless it is inherently vicious, wicked or 
immoral, and shocking to the prevailing moral sense.”46 

The bottom line is that if someone sues Anne in 
another country for copyright infringement (or any other 
tort), even if Anne thinks the claims against her are gov-
erned by U.S. law, she should consult a lawyer, preferably 
a lawyer in that country, to explore what defenses may be 
available to her there and to make sure that she does not 
default and make her business into a sitting duck.

Defamation, Privacy, and the Communications 
Decency Act

Another legal violation that can arise out of operating 
a Web site, especially a site where users can post com-
ments and other material freely, is defamation.47 Each 
state has its own defi nition of defamation, but very gener-
ally speaking, a defamatory statement is (i) a statement of 
fact, (ii) about a living person, (iii) that is “of and concern-
ing” the subject, meaning the subject can be identifi ed 
from the statement to a group of people even if the subject 
is not named, (iv) and that “tends to expose [the subject] 
to hatred, contempt or aversion, or to induce an evil or 
unsavory opinion of him in the minds of a substantial 
number of people in the community.…”48

Although there is no substitute for professional exper-
tise in this area, here are a few things that you and Anne 
should know about defamation before she starts up a Web 
site that permits user postings:

• A company can be defamed as well as a person.49

• Liability for republication of a defamatory state-
ment is the same as for the original publication. In 
other words, the fact that another publication or 
Web site published the material fi rst is no defense.

talking about, Anne is obligated to take down the mate-
rial quickly; but she also has to notify whoever posted the 
material that she has removed or blocked that material. 
If that person submits a “counter-notifi cation” that says 
the removal was wrong, she must send that notice to the 
person who sent her the original notice.40 If that person 
does not notify Anne in 10-14 days that he or she has fi led 
an infringement suit against the subscriber, Anne has to 
put the material back up. 

If Anne fi nds herself deluged with takedown notices, 
the recent decision out of the Northern District of Cali-
fornia in Lenz v. Universal Music Corp. may help her.41 
That case arose out of Section 512(f) of the DMCA, which 
imposes liability on anyone who knowingly materially 
misrepresents that material on a Web site is infringing. In 
that case, a mother posted on YouTube a video of her two 
children dancing to a song by the Artist Formerly Known 
as Prince. Universal Music, which owns the copyright in 
the song, sent YouTube a DMCA notice. The mother sent a 
counter-notifi cation to YouTube to have her video re-
stored, and then sued Universal for misrepresenting that 
the video infringed Universal’s copyright, on the ground 
that her use of the song was fair use. She also sought a 
declaratory judgment that the video was not infringing. 
The mother claimed that Universal had sent the notice in 
bad faith42 because Universal had failed to engage in a 
fair use analysis before sending it. The court agreed. It de-
nied Universal’s motion to dismiss, holding that “in order 
for a copyright owner to proceed under the DMCA with 
‘a good faith belief that use of the material in the manner 
complained of is not authorized by the copyright owner, 
its agent, or the law,’ the owner must evaluate whether 
the material makes fair use of the copyright.”43 While 
the application of this requirement going forward will 
make it harder for copyright owners to allege infringe-
ment, Anne should nevertheless police her site at least to 
prevent people from re-posting material that has already 
been identifi ed as infringing.

International Copyright Implications
So far, we have been talking only about U.S. copy-

right law. But, even if Anne’s conduct meets all the re-
quirements of U.S. law, Anne may be infringing copyright 
laws of other jurisdictions. In 2007, a Hamburg (Ger-
many) Regional Court held that Google was infringing 
the copyrights of a photographer, Michael Bernhard, and 
a comic artist, Thomas Horn, by displaying their works 
as low-resolution thumbnails.44 These decisions directly 
contradict the Ninth Circuit’s decision in Perfect 10 v. 
Amazon.com, 508 F.3d 1146 (9th Cir. 2007), which rejected a 
lower court’s determination that Google’s use of thumb-
nails was likely infringing. Also in 2007, a French court 
held that Viewfi nder, the owner of a Web site that posts 
photographs from fashion shows, was liable for copyright 
infringement under French law for displaying on the 
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What does it mean to be responsible “in part” for 
the creation or development of offending content? Some 
guidance comes from the en banc decision in Fair Hous-
ing Council of San Fernando Valley v. Roommates.com.53 The 
Roommates.com site required each subscriber to create 
a profi le that listed his or her basic contact information, 
including gender, sexual orientation, and whether he or 
she would bring children to a household. The subscrib-
ers were also encouraged to fi ll in an “additional com-
ments” section. The Fair Housing Councils of the San 
Fernando Valley and San Diego sued, claiming that the 
profi le requirement violated the federal Fair Housing Act 
and California housing discrimination laws by mak-
ing it possible for potential roommates to discriminate 
against people based on the contents of their profi les. 
Roommates.com argued that it had immunity under the 
CDA from any claims arising out of content posted by 
subscribers. The Ninth Circuit disagreed: “By requiring 
subscribers to provide the information as a condition of 
accessing its service…[Roomates.com] becomes much 
more than a passive transmitter of information provided 
by others; it becomes the developer at least in part of the 
information.”54 The court distinguished this case from 
Stratton Oakmont, Inc. v. Prodigy Services, Co.,55 in which 
Prodigy was found to be liable for defamatory content 
posted on its service. Unlike Prodigy, Roommates.com 
was not “removing some harmful messages while failing 
to remove others; instead, it is being sued for the predict-
able consequences of creating a website designed to solicit 
and enforce housing preferences that are alleged to be ille-
gal.” The Ninth Circuit offered a simple rule of conduct: 
“If you don’t encourage illegal content, or design your 
website to require users to input illegal content, you will 
be immune.” Besides heeding the Ninth Circuit’s warn-
ing, Anne can protect herself to some extent in her terms 
of use, which I will discuss below. 

Right of Publicity
Using someone else’s name, image or likeness or 

voice without permission for purposes of advertising or 
trade without permission may violate that person’s “right 
of publicity.” Like defamation and right of privacy, this is 
a state law claim. In New York, it arises under Sections 50-
52 of the Civil Rights Act.56 An example would be using a 
photo of a celebrity to advertise services being offered on 
a Web site, e.g., “Madonna does exercises just like these,” 
or simply publishing an ad for someone else’s products or 
services that makes such a claim. If Anne posts a third-
party ad that is held to violate someone’s right of pub-
licity, she may be held liable for damages. Moreover, in 
some states, including California and Tennessee, the right 
of publicity survives death. New York has been consider-
ing a new law that would have right of publicity surviv-
ing death. 

It is not clear whether right of publicity claims fall 
under the CDA and whether Web site operators can 

• Certain kinds of statements are defamatory “per 
se,” and thus are actionable without allegation or 
proof of special damages. These include a state-
ment that falsely charges the subject with having 
committed, been indicted for, convicted for, or 
punished for a crime; suggests that the subject has 
an infectious, contagious, or loathsome disease; 
tends directly to injure the subject professionally; 
or suggests that the subject is impotent or unchaste.

• It is possible to defame someone without making a 
direct statement about the person. For example, if 
Anne posts an article about organized crime with 
the caption, “Many members of the Mafi a just hang 
out on the street,” with a photo of a man stand-
ing on the sidewalk, that man may have a claim 
against Anne for suggesting, by the placement of 
the photo next to the article, that he is a member of 
the Mafi a.50

• An opinion may still constitute a potentially de-
famatory statement if it includes assertions about 
factual matters. Prefacing the statement, “X is a 
crook,” with “I think” or “It is my opinion that,” 
does not magically convert the factual assertion to 
a protected opinion.

• The concept of “public fi gure” is a complex one 
and includes a distinction between a “general pur-
pose” public fi gure and a “limited purpose” public 
fi gure.

If Anne’s site permits users to post personal com-
ments or stories about other people, she also needs to be 
concerned about claims for invasion of privacy. In some 
states, including New York, this is a statutory tort; in oth-
er states, it is a matter of common law. Although this tort, 
like defamation, is defi ned differently in different states, 
it generally refers to publishing private facts whose pub-
lication is likely to embarrass someone. A Web site that 
encourages users to post stories about their worst sexual 
experiences, or about why they got divorced, runs the 
risk of invasion of privacy claims (as well as defamation 
claims) by the former partners of the people posting the 
stories. On other sites, the risk may be less obvious but 
still high, such as a site on which people post their experi-
ences with certain products or stores.51

Does Anne have any statutory protection against 
claims for defamation or invasion of privacy that arise 
out of user postings? The Communications Decency 
Act of 1996 (CDA) gives immunity to interactive service 
providers, which includes Web site operators, against 
liability arising out of content created by third parties on 
their sites. That statute says, “No provider or user of an 
interactive computer service shall be treated as the pub-
lisher or speaker of any information provided by another 
information content provider,” as long as it is not “re-
sponsible in whole or in part for the creation or develop-
ment of the offending content.”52 
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possible—she is undertaking to exercise the kind 
of control over the content that could lead a court 
to fi nd that she is more than just a distributor of 
information. 

• Should include a waiver of any claims against Anne 
for problems that a user may encounter as a result 
of using the site. 

• Need to include choice of law and forum, which is 
especially important for potential foreign claims. 

• Need to include a warning that activities on the site 
may not be legal in other jurisdictions.

• If she is selling products, she needs to put the terms 
of sales and purchases, including her shipping and 
refund policies.62

Beyond these general guidelines, there is no “one size 
fi ts all.” Anne needs to tailor the terms to the nature of her 
site. If she is encouraging people to send in material, the 
terms of use need to provide that Anne has the right to 
use all submissions without payment. If she is operating 
a porn site or a site about victims of violence with graphic 
photos, she needs to provide a notice that the site is not 
for minors. If she is providing information about how to 
do something that people will rely on, her terms of use 
need to tell users that she will not be liable for anything 
that goes wrong. If she is connecting people with each 
other for business purposes and leaving them to deal with 
each other without her being involved, her terms of use 
need to state clearly that she is not responsible for what 
happens between them and that she does not guarantee 
any results. For example, if she is providing a database of 
healthcare professionals that people who are looking for 
doctors can search, the terms of use should say that she 
does not guarantee that any user will fi nd a doctor who 
can solve his or her problem.

All this needs to be in concise, precise, clear language 
that anyone can understand. Although most people, in-
cluding many of the lawyers who draft terms of use for a 
living, do not read terms of use, if Anne ever has to resort 
to her terms of use to prove that someone agreed to them, 
she will be in a much stronger position if they are clear.

Errors and Omissions Insurance
Another important way for Anne to protect her com-

pany from any copyright, privacy, advertising and other 
content-related claims is errors and omissions (E&O) 
insurance, which is also known as “media perils” insur-
ance. This is not the same as professional general liability 
insurance. If Anne gets this kind of policy, she needs to 
know exactly what kinds of claims are covered and what 
the deductible is.63 

claim the benefi t of that statute in defending against such 
claims. Two interpretations of the CDA that have been 
expressed so far suggest that they can. First, the CDA 
itself says that the CDA shall not “be construed to limit 
or expand any law pertaining to intellectual property.” 
The Ninth Circuit has construed this provision as ap-
plying only to federal intellectual property laws (such as 
the Copyright Act), which would mean that the CDA 
could protect a Web site operator from a right of publicity 
claim even if such protection arguably expanded the state 
intellectual property law under which the claim is being 
made.57 The CDA also specifi cally states that Web site op-
erators cannot be held liable under state or local laws that 
are inconsistent with the CDA.58 At least one court has 
intimated that the only kind of law that would be consis-
tent with the CDA would be a law that makes a Web site 
operator liable for “statements actually authored, not for 
the statements of others.”59

Terms of Use
Anne also may be able to protect herself from li-

ability by posting terms of use that are binding on users 
of her site. The words “binding on users of her site” are 
important. Like any contract, terms of use are not binding 
unless both parties agree to them. The simplest way to do 
this is to require users to click “I agree” or “I accept.”60 
Even someone who clicks “I agree” may turn around and 
sue in violation of the terms of use, but Anne will have 
a very strong defense if she can prove that the person 
agreed to them. Can Anne get away with a statement 
such as, “By using this site, you agree to our terms of 
use,” which appears on many sites? If that notice is con-
spicuous enough so that no one could miss it and clear 
enough so that no one reasonably could misunderstand it, 
then the notice may be deemed binding.61 But if the notice 
appears at the very bottom of a very long screen in tiny 
print, the chances of its being binding are slim. 

We have already seen that for Anne to qualify for the 
DMCA safe harbor, her terms of use need to include infor-
mation about an agent to receive DMCA notices as well as 
a statement that the accounts of any repeat infringers will 
be terminated. In addition, Anne’s terms of use:

• Need to make clear to users that if they post 
anything on the site that is defamatory or violates 
anyone’s right of privacy or publicity or infringes 
anyone’s copyright or trademark, and Anne is sued 
as a result, they have to pay her legal fees and any 
damages. 

• Need to say that she (or her company, if she has 
one) has the right, but not the obligation, to moni-
tor what is posted on the Web site. If Anne says that 
she will review every item posted—if that is even 
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and depriving someone else of lots of income. But the 
case of Ms. Lenz, the mother whose home video of her 
children attracted the attention of Universal, shows that 
it is impossible to predict when or why someone might 
notice and object to someone else’s online activities, even 
if those activities seem completely above-board. While 
there is no guaranteed way for Anne to avoid legal claims 
related to her Web site operations, she can best protect her 
investment in her business by taking at least some of the 
steps described above.

Endnotes
1. This article will not cover other issues that relate more to 

affi rmatively protecting your client’s own Web site assets, such 
as what to do when someone infringes on your client’s Web 
site material, registering Web sites for copyright, domain name 
disputes, compliance with e-mail laws, and compliance with state 
privacy statutes. 

2. If your client sells products and its Web site name will be the 
brand name for products that your client sells, your client’s site 
name is your client’s trademark. If your client will be using the 
Web site to provide services under your client’s domain name, 
your client’s name will be a service mark. For example, providing 
information online is a service. This article uses the term “mark” to 
mean either one. 

3. In the likelihood of confusion analysis, confusion does not 
refer only to confusion that lasts through a purchase. Let’s say 
that Anne does use Amazons.com, and someone looking for 
Amazon.com comes to her site by mistake. When he gets there, 
he realizes that he is not on Amazon.com, but he decides to look 
around anyway, and eventually he buys something. This kind of 
confusion is known as initial interest confusion. If Anne had not 
used a name similar to Amazon.com, that person would never 
have come to her Web site in the fi rst place. Anne’s use of a name 
similar to Amazon.com is analogous to her falsifying a résumé 
to get in the door for a job interview: she may get the job because 
of the interview, but without having falsifi ed the résumé, she 
would not have had the interview in the fi rst place. See, e.g., Anlin 
Indus., Inc. v. Burgess, No. 1:05cv1317 DLB, 2009 WL 1884364 (E.D. 
Cal. June 26, 2009) (manufacturer used anlin.com; competitor 
registered anlinwindows.com; court rejected defendant’s summary 
judgment motion, holding that a disclaimer posted on site did not 
necessarily preclude an initial interest confusion fi nding).

4. See, e.g., Omega S.A. v. Omega Engineering, Inc., 228 F. Supp. 2d 112, 
126 (D. Conn. 2002).

5. In Polaroid v. Polarad Elecs. Corp., 287 F.2d 492 (2d Cir. 1961), the 
Second Circuit identifi ed eight factors as relevant to determine 
whether there is a likelihood of confusion between two marks: 
“the strength of the mark, the degree of similarity between the two 
marks, the proximity of the products, the likelihood that the prior 
owner will bridge the gap, actual confusion, and the reciprocal of 
defendant’s good faith in adopting its own mark, the quality of 
defendant’s product, and the sophistication of the buyers. Even 
this extensive catalogue does not exhaust the possibilities—the 
court may have to take still other variables into account.” The 
Second Circuit reaffi rmed these factors in Virgin Enters. v. Nawab, 
335 F.3d 141 (2d Cir. 2003). See also, e.g., Streetwise Maps, Inc. v. 
Vandam, Inc., 159 F.3d 739, 743-46 (2d Cir. 1998); Arrow Fastener Co. 
v. Stanley Works, 59 F.3d 384, 391-99 (2d Cir. 1995); and Mobil Oil 
Corp. v. Pegasus Petroleum Corp., 818 F.2d 254, 256-60 (2d Cir. 1987).

6. A full search is conducted by a company such as CT-Corsearch or 
Thomson & Thomson.

7. For example, widespread use of the mark TIFFANY’S for a low-
rent pizza chain would dilute the famous TIFFANY’S mark for 

Online Privacy Policy 
Besides needing to be sure she does not violate 

anyone’s right of privacy by publishing private facts, 
Anne needs to have a “consumer-facing” privacy policy, 
meaning a policy that is posted on her Web site.64 The 
criteria for this kind of privacy policy are set out in the 
Federal Trade Commission’s Fair Information Practice 
Principles.65 The basic premise of these principles is that 
a consumer should be given notice of an entity’s informa-
tion practices before providing any personal information, 
so that the consumer can make an informed decision as to 
whether and to what extent to disclose his or her personal 
information. Accordingly, Anne’s policy should: 

• State clearly and specifi cally just what personal 
information she collects (e.g., e-mail addresses, 
phone numbers).66 

• Say just how she uses that information (e.g., to pro-
cess orders, to renew subscriptions, to send e-mails 
on behalf of her company and trusted partners) 
and how and with whom it might be shared (e.g., 
with a fulfi llment house). 

• Tell users how they can request changes to any of 
that information, including how to opt out of par-
ticular uses of that information.

• How the information is kept secure; and

• Identify when the policy was last changed.

She also needs to comply with her own policy, which 
means communicating the policy to people in her com-
pany who handle and use personal information that is 
collected on the site and making sure that they do not 
use such information in a way that contradicts the policy. 
This may seem self-evident, but once the policy is drafted 
and posted, it is all too easy for a circulation department, 
for example, to forget that personal information collected 
under a privacy policy that promises that the names 
won’t be shared cannot be included on lists that the 
company rents out, or for a company selling the assets 
of a division or subsidiary to sell the e-mail addresses as 
a separate asset despite a promise in the policy that this 
would not happen.

Conclusion 
Perhaps the biggest challenge facing you as Anne’s 

attorney is simply persuading her that the risks of not 
taking these legal issues into account are real and sig-
nifi cant. When I give a presentation about these issues, 
at least one member of the audience is likely to point out 
that “everyone does” all the things I have just spent an 
hour telling them not to do and that “they haven’t been 
sued,” whoever “they” are. It is tempting to say that 
with millions of Web sites in operation, no one is likely to 
sue Anne unless she is doing something truly egregious 
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the Napster system was held to have contributed materially to 
infringing activity by providing the site and facilities for direct 
infringement. In Perfect 10, Inc., v. Cybernet Ventures, Inc., 213 F. 
Supp. 2d 1146 (C.D. Cal. 2002), the court granted a preliminary 
injunction based on the fact that (1) Cybernet, which hosted links 
to non-Cybernet-owned sites containing allegedly infringing 
images, had received over 2000 emails alleging infringement 
and had employees regularly reviewing linked-to sites; and (2) 
Cybernet paid the infringing sites to advertise Cybernet’s own 
services, and paid a commission to a site whenever someone 
registered for Cybernet’s services through that particular site.

21. 17 U.S.C. § 504(b).

22. Id. § 412.

23. Id. § 504(c). Statutory damages generally are between $750 and 
$30,000, unless the plaintiff proves “willful” infringement, in 
which case the court may award damages up to $150,000 or the 
defendant proves that it was not aware and had no reason to 
believe that its acts constituted infringement, in which case the 
court may award damages as low as $200. Id. (This is the only 
context in U.S. copyright law in which there is a distinction 
between “willful” infringement and “innocent” infringement. 
In all other contexts, copyright infringement is a matter of strict 
liability.).

24. Id. § 505.

25. The fact that the defendant’s use of a work is “commercial” does 
not preclude the use from being fair. But under the current judicial 
standard, the defendant must be making a “transformative” use, 
which means she must be using the work for a “different” or 
“further” purpose. 

26. Unpublished works receive more protection than published works; 
creative works receive more protection than factual works.

27. In other words, did the defendant take more than it needed to 
make its point?

28. One question courts often ask is, if everyone did what you did, 
would the copyright owner lose money?

29. While Section 204(a) of the Copyright Act requires that transfers 
of copyright be in writing, under Section 101 a “transfer of 
copyright” does not include a nonexclusive license. “By negative 
implication, nonexclusive licenses may therefore be granted orally, 
or may even be implied from conduct.” 3 MELVILLE B. NIMMER & 
DAVID NIMMER, NIMMER ON COPYRIGHT § 10.03[A][7] (1995).

30. “An implied non-exclusive license has been granted when (1) the 
licensee requests the creation of a work; (2) the licensor creates the 
work and delivers it to the licensee who asked for it; and (3) the 
licensor intends that the licensee copy and distribute the work.” 
Effects Assocs., Inc. v. Cohen, 908 F.2d 555, 557 (9th Cir. 1990), cert. 
denied, 498 U.S. 1103 (1991).

31. See, e.g., Sandoval v. New Line Cinema Corp., 147 F.3d 215 (2d Cir. 
1998) (display of photographs during a movie, at a distance 
and out of focus, constituted de minimis use); but see Ringgold v. 
Black Entertainment Television, Inc., 126 F.3d 70, 77 (2d Cir. 1997) 
(copyrighted artwork used as set dressing found to be “clearly 
visible” and “recognizable…with suffi cient detail for the ‘average 
lay observer’” to discern the artist’s identifi able style); Gottlieb Dev. 
LLC v. Paramount Pictures Corp., 590 F. Supp. 2d 625 (S.D.N.Y. 2008) 
(incidental background appearance of pinball machine in “What 
Women Want” fi lm found to be de minimis use).

32. See 17 U.S.C. §§ 512(a)-(b), 1201-1205.

33. Id. § 512(c)(1)(A)(ii).

34. Io Group v. Veoh Networks, 586 F. Supp. 2d 1132, 1148 (N.D. Cal. 
2008) (quoting 3 MELVILLE B. NIMMER & DAVID NIMMER, NIMMER ON 
COPYRIGHT, § 12B.04[A][1] 12B-49 (1995)).

35. 17 U.S.C. § 512(c)(1)(A)(iii).

36. Id. § 512(c)(1)(B). 

jewelry, even though no one would think that the high-end jewelry 
store had anything to do with the pizza chain. 

8. It is to be hoped that the person who reviews the search report 
will have identifi ed and anticipated any such objections, although 
sometimes an examiner will raise an objection that reasonably 
could not have been anticipated.

9. Again, it is to be hoped that whoever reviews the search has 
identifi ed all parties who reasonably might be expected to oppose 
the application and that Anne has taken this possibility into 
account in her decision to proceed. It is also possible, however, 
that the search did not reveal a particular potential confl ict.

10. The members include Austria, Belgium, Bulgaria, Cyprus, Czech 
Republic, Denmark, Estonia, Finland, France, Germany, Greece, 
Hungary, Ireland, Italy, Latvia, Lithuania, Luxembourg, Malta, 
Netherlands, Poland, Portugal, Romania, Slovakia, Slovenia, 
Spain, Sweden, and the United Kingdom.

11. The Madrid Protocol, to which over 65 countries, including 
the EU and China, Japan and Australia are parties, allows a 
Web site owner to register a trademark in member countries 
without appointing a local agent in each individual country. 
The term of registration under the Madrid Protocol is 10 years 
from the date the request was fi led with the offi ce of origin. For 
the implementing rules, see http://www.madridprotocol.info/
implementedrulesus.html.

12. 17 U.S.C. § 106.

13. These include: Did online technology exist, or was it even 
anticipated, when the contract was made? Did the contract 
specifi cally grant the right to exploit a work by “any means now 
or hereafter known?” Is there a clause reserving to the licensor all 
rights not expressly granted to the licensee? How sophisticated 
was the licensor (author)? All such ambiguities will be construed 
against the drafter.

14. The Copyright Act defi nes a “work made for hire” as: “(1) a 
work prepared by an employee within the scope of his or her 
employment; or (2) a work specially ordered or commissioned 
for use as a contribution to a collective work, as a part of a 
motion picture or other audiovisual work, as a translation, as a 
supplementary work, as a compilation, as an instructional text, 
as a test, as answer material for a test, or as an atlas, if the parties 
expressly agree in a written instrument signed by them that the 
work shall be considered a work made for hire.” Id. § 101.

15. See id. § 302.

16. Id. § 104A. 

17. Shapiro, Bernstein & Co. v. H. L. Green Co., 316 F.2d 304, 307 (2d Cir. 
1963). See also 3 MELVILLE B. NIMMER & DAVID NIMMER, NIMMER ON 
COPYRIGHT § 12.04(A) [1] 1270-72 (1995).

18. See A&M Records v. Napster, 239 F.3d 1004, 1023 (9th Cir. 2001) 
(availability of infringing media on a peer-to-peer fi le sharing 
service “increase[d its] user base”); Fonovisa, Inc., v. Cherry Auction, 
Inc., 76 F.3d 259, 263 (9th Cir. 1996) (sale of infringing records by 
vendors at swap meet attracted customers paying admission fees 
and incidental payments for parking, food, and other services).

19. See Miguel Helft & Geraldine Fabrikant, WhoseTube? Viacom Sues 
Google Over Video Clips, N.Y. TIMES, Mar. 14, 2007, at C1, available 
at http://www.nytimes.com/2007/03/14/technology/14viacom.
html. As of February 2010, the parties were still awaiting a ruling 
on cross motions for summary judgment. See Peter Kafka, Is the 
YouTube Case Finally Ready to Start Moving Again?, ALL THINGS 
DIGITAL, Jan. 7, 2010, available at http://mediamemo.allthingsd.
com/20100107/is-the-youtube-case-fi nally-ready-to-start-moving-
again.

20. In A&M Records v. Napster, 239 F.3d 1004 (9th Cir. 2001), Napster 
executives were held to have knowledge of infringing uses by 
Napster users on account of, inter alia, their having enforced 
intellectual property rights in other instances and having 
themselves downloaded copyrighted songs from the system, and 
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98-20064, 1998 WL 388389, at *6 (N.D. Cal. Apr. 16, 1998) (e-mail 
service terms of use enforceable).

61. Id.

62.  CAL. BUS. & PROF. CODE § 17538(d)(1).  In Daniels v. True, 47 Ohio 
Misc. 2d 8, 547 N.E.2d 425 (Muni.Ct. Hamilton County 1988), an 
Ohio court held that a seller who accepts a deposit without giving 
notice of its refund policy was guilty of deceptive practices. 

63. Two companies that offer this kind of policy are Axis Pro 
(<http://www.mediaprof.com>) and One Beacon (<http://www.
onebeaconpro.com>).  I have not worked with either one.

64. “Privacy policy” is also used to describe an internal information 
management and security policy that covers all of a company’s 
operations, not just its Web site, including where the company 
stores personal information that it collects from any source, who 
has access to it, how the company handles personal information 
on handheld devices, and what steps the company takes to protect 
personal information used in e-mails. The term also usually 
encompasses an incident response plan, which covers what 
happens if someone hacks into the company’s site, or if a laptop or 
other handheld device that contains personal information gets lost 
or stolen, including whom the company has to notify, who is on 
the incident response team, and what each person is responsible 
for.

65. Fair Information Practice Principles, http://www.ftc.gov/reports/
privacy3/fairinfo.shtm (last visited Apr. 18, 2010).

66. If Anne is going to send out e-mail blasts, she will need to comply 
with the federal CAN-SPAM law. That law, which pre-empts 
all state laws and this is the only statute that governs e-mails, 
requires that any commercial e-mail include certain information 
and give the recipient the opportunity to opt out from all future 
e-mails from the “sender.” Although this is less burdensome 
than the federal and most state fax laws, which prohibit sending 
unsolicited commercial faxes to anyone who has not already 
opted in, complying with the CAN-SPAM opt-out requirement 
can be trickier than it seems, because the “sender” is the person or 
company on whose behalf the e-mails are being sent out, not the 
entity that is actually sending them out. Also, the law prohibits 
sending e-mails to any wireless device without “express prior 
authorization.”

Jessica R. Friedman, a graduate of Princeton Uni-
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in New York City. More information about her and her 
practice is available on her Web site at www.literary-
propertylaw.com and on the sites of the two fi rms to 
which she currently is counsel, www.selaw.com (Scarola 
Ellis LLP) and www.wsmblaw.com (Winslett Studnicky 
McCormick & Bomser LLP). She thanks Samantha 
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37. Io Group, 586 F. Supp. 2d at 1150.

38. Id. at 1145. (“[S]ection 512(i) does not require service providers to 
track users in a particular way to [sic] or affi rmatively police users 
for evidence of repeat infringement.”).

39. 17 U.S.C. § 512(c)(1)(C).

40. Id. § 512(g).

41. Lenz v. Universal Music Corp., 572 F. Supp. 2d 1150 (N.D. Cal. 2008).

42. In contravention of 17 U.S.C. § 512(c)(3)(A)(v), which requires, 
as part of the DMCA takedown notice, “[a] statement that the 
complaining party has a good faith belief that use of the material 
in the manner complained of is not authorized by the copyright 
owner, its agent, or the law.”

43. Lenz, 572 F. Supp. 2d at 1154.

44. Hamburg Regional Court, reference numbers 308 O 42/06 and 308 
O 248/07.

45. Sarl Louis Feraud Int’l v. Viewfi nder, Inc., 489 F.3d 474 (2d Cir. 2007).

46. Id. at 479.

47. Defamation encompasses oral statements (slander) and written 
statements (libel).

48. Tracy v. Newsday, Inc., 155 N.E.2d 853, 854 (1959).

49. In a famous example, Procter & Gamble successfully sued 
four retail distributors for spreading false rumors that the 
company was associated with Satanism. See Procter & Gamble 
Wins $19 Million in Satanism Suit, N.Y. TIMES, Mar. 20, 2007, 
available at http://www.nytimes.com/2007/03/20/business/
worldbusiness/20iht-satan.4966053.html.

50. Lefa Siciliana Social Club, Inc. v. St. Germaine, 825 A.2d 827 (Conn. 
App. 2003).

51. There also may be risks under foreign law. The week before this 
article was submitted for publication in March 2010, an Italian 
court convicted three Google executives of violation of Italian 
privacy law by having allowed the posting of a video of students 
bullying an autistic teenager to air on the Google Video site 
(which is no longer in operation), although it rejected claims of 
defamation.

52. 47 U.S.C. § 230(f)(3).

53. Fair Housing Council of San Fernando Valley v. Roommates.com, 521 
F.3d 1157 (9th Cir. 2008) (en banc).

54. Id. at 1166.

55. Stratton Oakmont Inc. v. Prodigy Services Co., 1995 WL 323710 (N.Y. 
Sup. Ct. 1995).

56. See, e.g., N.Y. CIV. RIGHTS §§ 50-52.

57. Perfect 10, Inc. v. CCBill LLC, 488 F.3d 1102, 1118 n.5 (9th Cir. 2007), 
cert. denied, 128 S. Ct. 709 (2007); contra Atl. Recording Corp. v. 
Project Playlist, Inc., 603 F. Supp. 2d 690 (S.D.N.Y. 2009).

58. 47 U.S.C. § 230(e)(3).

59. Cisneros v. Sanchez, 403 F. Supp. 2d 588, 592 (S.D. Tex. 2005).

60. Register.com, Inc. v. Verio, Inc., 356 F.3d 393 (2d Cir. 2004) (user 
agreed to terms of use by submitting search query); ProCD v. 
Zeidenberg, 86 F.3d 1447 (7th Cir. 1996) (customer consented to 
terms by installed software); Hotmail Corp. v. Van$ Money Pie, No. 
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Rights under Federal Labor Laws” (Order). The Order 
rescinds a prior Executive Order signed by former Presi-
dent Bush that had required contractors to post a “Beck” 
notifi cation informing workers that they did not have to 
join a union or pay union dues to keep their jobs. Under 
the new Order, federal contractors and subcontractors 
must post a government-issued notice at worksites where 
activities “related to” the contract are performed. 

The proposed version of the notice states that it is 
the policy of the United States to encourage collective 
bargaining and lists activities that are illegal under the 
National Labor Relations Act. It also informs employees 
of their right to fi le a complaint for violations of their 
rights to association, self-organization, and designation of 
representatives for the purpose of negotiating terms and 
conditions of employment. Certain contracts are exempt 
from the notice posting requirement, including collec-
tive bargaining agreements, federal contracts below the 
simplifi ed acquisition threshold of $100,000, and contracts 
issued by agencies or departments that the Secretary of 
Labor chooses to exempt. It also appears that receipt of 
Medicare or Medicaid payments does not constitute a 
government contract.

The Department of Labor (DOL) issued proposed 
regulations to implement the Order on August 3, 2009. 
Once the proposed regulations are fi nalized, the DOL will 
publish a poster that contractors must post in a conspicu-
ous place at their facilities. The DOL anticipates that fi nal 
regulations and the required poster will be issued in June 
2010. Two separate agencies are involved in enforcing the 
Order. The Offi ce of Federal Contract Compliance Pro-
grams will be responsible for investigating and conciliat-
ing complaints and will refer violations to the Offi ce of 
Labor-Management Standards for enforcement. Contrac-
tors who do not comply with the posting requirements 
face penalties and sanctions, including debarment.

FMLA Amendment Expands Military Family Leave
On October 28, 2009, President Obama signed the 

National Defense Authorization Act for Fiscal Year 2010 
(NDAA) into law, expanding Family and Medical Leave 
Act (FMLA) military family leave benefi ts. The NDAA 
extends FMLA qualifying exigency leave coverage to fam-
ily members of active duty members of the Armed Forces 
and expands the military caregiver provision to family 
members of veterans. 

Qualifying Exigency Leave
Prior to this amendment, a covered employee could 

take up to 12 weeks of FMLA leave because of any “quali-

New Law Restricts Employment Arbitration for 
Defense Contractors 

President Obama signed into law the Department 
of Defense Appropriations Act for Fiscal Year 2010 on 
December 21, 2009. Section 8816 of the Act signifi cantly 
restricts the ability of defense contractors and subcontrac-
tors to require employees or independent contractors to 
arbitrate certain employment claims. 

Under § 8816, any defense contractor that receives 
funds of over $1 million appropriated under the Act, for 
a contract awarded more than 60 days after December 19, 
2009, must agree not to:

1. enter into any agreement with any of its employ-
ees or independent contractors that requires, as 
a condition of employment, that the employee or 
independent contractor agree to resolve through 
arbitration any claim under Title VII of the Civil 
Rights Act of 1964 or any tort related to or arising 
out of sexual assault or harassment, including as-
sault and battery, intentional infl iction of emotion-
al distress, false imprisonment, or negligent hiring, 
supervision or retention; or 

2. take any action to enforce any provision of an 
existing agreement with an employee or indepen-
dent contractor that mandates that the employee 
or independent contractor resolve such claims 
through arbitration. 

The Act also provides that all prime defense contrac-
tors that receive covered contract awards must certify that 
their subcontractors have agreed to the arbitration restric-
tions in the Act. This certifi cation requirement, which 
takes effect for all contracts awarded more than 180 days 
after December 19, 2009, applies to all subcontractors that 
have subcontracts in excess of $1 million. The Act applies 
to all of the employees and contract workers of a defense 
prime contractor. However, for defense subcontrac-
tors, the Act only covers persons working on a covered 
subcontract. 

While this law applies only to defense contractors, it 
is consistent with current proposed Congressional legisla-
tion which would prohibit pre-dispute arbitration agree-
ments in all employment, consumer, franchise or civil 
rights disputes.  

Federal Contractors Required to Notify 
Employees of Their Rights Under Federal Labor 
Law

On January 30, 2009, President Obama signed Ex-
ecutive Order 13496, entitled “Notifi cation of Employee 

Employment Law Update
By James R. Grasso
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Federal Court Restricts Professional Overtime 
Exemption

In its recent decision, Young v. Cooper Cameron 
Corp., the Second Circuit Court of Appeals signifi cantly 
restricted the circumstances under which an employee 
may qualify as exempt from overtime under the profes-
sional exemption. Under the Fair Labor Standards Act 
(FLSA) regulations, an employee is considered to be 
a professional and exempt from overtime if his or her 
primary duty requires “knowledge of an advanced type 
in a fi eld of science or learning customarily acquired by a 
prolonged course of specialized intellectual instruction.” 
Lawyers, doctors and architects are some of the represen-
tative professions that meet this standard. Many employ-
ers also apply the professional exemption to employees 
who do not hold an advanced degree in their fi eld but 
have obtained their expertise, such as in engineering, as 
the result of experience and on-the-job training. However, 
the court’s decision in Young now makes it clear that if an 
employee is not required to have an advanced education-
al degree to perform his or her duties, the employee is not 
an exempt professional under the advanced knowledge 
provision. 

In Young, the plaintiff worked as a Product Design 
Specialist and had 20 years of engineering-type experi-
ence. His work involved complicated technical expertise 
and responsibility. Like all of the other persons in his 
position, the plaintiff lacked any formal education beyond 
a high school diploma. Nonetheless, the employer consid-
ered the plaintiff and his co-workers to be professionals 
under the FLSA because their positions required them 
to use the technical expertise they had acquired through 
many years of experience. In 2004, the plaintiff was ter-
minated in a reduction-in-force and sued the employer, 
alleging that he had been wrongly classifi ed as a profes-
sional and denied overtime in violation of the FLSA while 
employed. The lower court ruled in the plaintiff’s favor 
and the employer appealed.

The Court of Appeals affi rmed the lower court’s deci-
sion. The Court of Appeals reviewed the regulations and 
concluded that “if a job does not require knowledge cus-
tomarily acquired by an advanced educational degree—as 
for example when many employees in the position have 
no more than a high school diploma—then, regardless 
of the duties performed, the employee is not an exempt 
professional under the FLSA.” 

The Young decision is likely to impact how employ-
ers classify their employees for overtime purposes. Under 
the Young decision, if a job does not customarily require 
an advanced educational degree, then the employees in 
that job will not qualify as professionals regardless of the 
fact that they possess advanced technical knowledge and 
expertise as a result of experience and training. The types 

fying exigency” related to the employee’s spouse, child or 
parent being on active duty or called to active duty in the 
National Guard or as a reservist in support of a military 
“contingency operation.” Qualifying exigencies include 
issues related to short-notice deployment, military events 
and related activities, childcare and school activities, 
fi nancial and legal arrangements, counseling, rest and 
recuperation, and post-deployment activities. Employees 
were not previously eligible to take leave for a qualifying 
exigency if the family member was a member of the regu-
lar Armed Forces. Under the NDAA amendments to the 
FMLA, that distinction has been eliminated and covered 
employees are now eligible to take leave for a qualifying 
exigency related to the deployment of a spouse, child or 
parent who is a member of any regular component of the 
Armed Forces. Also, the right to take qualifying exigency 
leave is no longer restricted to the service member being 
on active duty or called to active duty in support of a 
military “contingency operation.” Instead, an eligible em-
ployee whose spouse, child or parent is a member of the 
regular or reserve components of the Armed Forces may 
take FMLA qualifying exigency leave when the service 
member is deployed to any foreign country.

Military Caregiver Leave
Under the 2008 FMLA amendments, covered family 

members were allowed 26 weeks of leave during a single 
12-month period to care for an injured service member. A 
covered service member under the 2008 amendments was 
limited to a current member of the Armed Forces, includ-
ing a member of the National Guard or Reserves, with a 
serious injury or illness incurred in the line of duty while 
on active duty. As a result, the 2008 amendments failed 
to address an employee’s need to take leave to care for 
a veteran whose service-related injury manifested itself 
after discharge. Under the NDAA, the defi nition of “cov-
ered service member” for purposes of caregiver leave has 
been expanded to include a veteran who is undergoing 
medical treatment, recuperation or therapy for a serious 
injury or illness that was incurred or aggravated while on 
active duty, whether or not the illness or injury mani-
fested itself before or after the member became a veteran, 
and who was a member of the Armed Forces, including 
the National Guard or Reserves, at any time during the 
fi ve-year period before he or she began treatment, recu-
peration or therapy. As a result, the FMLA now allows an 
eligible caregiver to take up to 26 weeks of leave to care 
for a veteran for up to fi ve years after the service member 
leaves military service.

In response to these changes, employers should up-
date their FMLA policies and forms and educate manag-
ers and supervisors about the additional situations under 
which FMLA leave may be taken. 
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The model notices address several issues that arose as 
employers attempted to comply with this new law. There 
are now separate model forms available for the following 
situations:

1. One hourly rate—http://www.labor.state.ny.us/
formsdocs/wp/LS54.pdf;

2. Multiple hourly rates—http://www.labor.state.
ny.us/formsdocs/wp/LS55.pdf;

3. A weekly rate for a fi xed number of hours less 
than 40—http://www.labor.state.ny.us/forms-
docs/wp/LS56.pdf;

4. A salary for varying hours, day rate, piece rate, 
fl at rate, or other non-hourly basis—http://www.
labor.state.ny.us/formsdocs/wp/LS57.pdf;

5. Pay rates for prevailing wage jobs and other jobs—
http://www.labor.state.ny.us/formsdocs/wp/
LS58.pdf.

There is also a form for exempt employees—http://
www.labor.state.ny.us/formsdocs/wp/LS59.pdf. Al-
though the statute contains no such requirement, the 
instructions for this form indicate that employers should 
identify the specifi c overtime exemption that applies to an 
exempt employee. Employers should review each exempt 
status carefully.

James R. Grasso is a partner with Phillips Lytle LLP, 
Buffalo. He focuses his practice in the area of labor and 
employment on behalf of management in the private 
and public sectors and counsels clients on the full 
range of human resources issues. His labor law practice 
encompasses labor arbitrations, negotiating collective 
bargaining agreements, contract administration and 
defending management before NLRB, PERB and other 
federal and state agencies.

of jobs that will likely be most affected include those such 
as non-degreed engineers—employees who perform 
engineering support and related duties but do not have 
an engineering degree—and employees in other technical 
areas. 

Employers should review the classifi cation status of 
the employees they now classify as professionals in light 
of the Young decision and make any necessary changes.

New-Hire Wage Notice Update
As of October 26, 2009, New York Labor Law § 195 re-

quires employers to notify all new hires in writing of their 
rate of pay and regular pay day. If the employee is eligible 
for overtime, the notice must also include the employee’s 
regular hourly rate and overtime pay rate. Employers 
must also obtain a written acknowledgment from each 
new hire confi rming that the employee received the 
notice. In October 2009, the New York State Department 
of Labor (DOL) issued what it then described as a “man-
datory” form for use by New York State employers for 
hourly employees. The DOL has changed its position on 
its form being “mandatory” and its website now states 
that no particular form is required.

In December of 2009, the DOL issued detailed guide-
lines, instructions and model notices for employers to 
comply with these requirements. The guidelines are 
available on the following website: http://www.labor.
state.ny.us/formsdocs/wp/LS52.pdf. The instructions are 
available on the following website: http://www.labor.
state.ny.us/formsdocs/wp/LS53.pdf.

The instructions provide that employers may create 
their own notices as long as the relevant information is 
included, the employee receives a copy and the employee 
signs an acknowledgment of receipt, which must be re-
tained for six years. 
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Second Circuit Affi rms Dismissal of Claims That 
Prime Brokers Violated Sherman Act

Elec. Trading Group, LLC. v. Banc of Am. Sec LLC, No. 08-
0420-cv (2d Cir. Dec. 3, 2009)

The U.S. Court of Appeals for the Second Circuit af-
fi rmed the district court’s order dismissing claims that 
prime brokers in short sale transactions violated Section 1 
of the Sherman Antitrust Act by designating certain securi-
ties as hard-to-borrow and fi xing the price of borrowing 
those securities. The court determined that each of the four 
factors in the U.S. Supreme Court’s 2007 decision in Credit 
Suisse Securities (USA) LLC v. Billing weighed in favor of 
a fi nding, based on the pleading particularity standards 
applied in that decision, that the federal securities laws 
impliedly precluded application of the Sherman Anti-
trust Act. As for the fi rst factor, the court determined that 
short selling—the underlying market activity at issue—is 
“squarely within the heartland of securities regulations.” 
As for the second factor, the SEC has the authority under 
Sections 6 and 10(a) of the Securities Exchange Act to regu-
late the role of prime brokers in short selling, as well as 
the borrowing fees they charge. As for the third factor, the 
SEC regulates the role of prime brokers in short sales in an 
active and ongoing manner via Regulation SHO. As for the 
fourth factor (whether there is confl ict between securities 
and antitrust laws), the court focused on the alleged anti-
competitive conduct and not on the broader regulatory 
framework. The court recognized that there was an actual 
confl ict between securities and antitrust laws, because the 
very communications permitted by Regulation SHO to 
allow prime brokers to determine if securities (for short 
sales) are available would “by reasonable but contradictory 
inferences” be evidence of conduct that violates the Sher-
man Antitrust Act. Similarly, there was the potential for 
future confl ict between securities and antitrust laws if the 
SEC decided to regulate the fees set for borrowing hard-to-
borrow securities in short sales.

Appointment of Lead Plaintiff and Counsel 

Tenth Circuit Rejects Challenge to Lead Plaintiff 
Selection in Quest Securities Class Action

In re Bard Assocs., Inc., No. 09-6243 (10th Cir. Dec. 2, 
2009)

In a per curiam opinion, the U.S. Court of Appeals for 
the Tenth Circuit denied the request for a writ of man-
damus of the investment advisory fi rm Bard Associates, 

Antitrust Preemption

S.D.N.Y Dismisses Antitrust Claims in Auction Rate 
Securities Matter

Mayor of Baltimore, Md. v. Citigroup Inc., No. 08 Civ. 
7746 (BSJ) (S.D.N.Y. Jan. 26, 2010)

On preemption grounds, Judge Barbara S. Jones of 
the U.S. District Court for the Southern District of New 
York dismissed claims that broker-dealers underwriting 
auction rate securities (ARS) violated Section 1 of the 
Sherman Antitrust Act by allegedly acting collectively to 
withdraw support from the ARS market. The broker-deal-
ers had been intervening in the ARS auctions to prevent 
auction failures until the second largest ARS underwriter 
disclosed it was no longer intervening in ARS auctions,
a policy “[v]irtually every other major broker-dealer” 
followed. Applying the four factors in the U.S. Supreme 
Court’s 2007 decision in Credit Suisse Securities (USA) LLC 
v. Billing, the court concluded that the Sherman Antitrust 
Act was preempted by federal securities laws. First, the 
ARS market is “squarely within” the heartland of securities 
regulation, as ARS are a form of debt securities. Second, 
the SEC has “clear and adequate” authority to regulate the 
ARS market under Sections 10(b) and 15(c) of the Securities 
Exchange Act by prohibiting broker-dealers from using 
fraudulent devices to induce securities transactions. Third, 
the SEC has actively exercised that authority to regulate 
the ARS market, including by investigating broker-dealer 
practices to infl uence the ARS market and the broker-deal-
ers’ apparently collective decision to stop supporting ARS 
auctions. That investigation led to new rules for ARS 
broker-dealers and settlements requiring some broker-
dealers to purchase ARS held by their clients at par value. 
Fourth, there is a “serious confl ict” between federal 
antitrust law and federal securities laws, because the SEC 
has permitted or encouraged the broker-dealers to interact, 
for example, to jointly underwrite ARS offerings and 
auctions. Consequently, the SEC might permit further 
collective action to restore liquidity to the ARS market. 
Further, applying the Second Circuit’s 2009 decision in 
Electronic Trading Group, LLC v. Banc of America Securities 
LLC (discussed next), Judge Jones recognized that it would 
be unreasonable to expect the broker-dealers to determine 
the fi ne line between the communications permitted by 
federal securities laws and the SEC and those prohibited 
by federal antitrust law. Finally, the SEC has “thoroughly” 
regulated the ARS market and dozens of securities lawsuits 
have been brought against the broker-dealers, demonstrat-
ing “an ‘unusually small’ need for antitrust enforcement in 
the ARS market.”

Inside the Courts:
An Update on Securities Litigation
By Jay B. Kasner, Matthew J. Matule, Edward B. Micheletti and Peter B. Morrison
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Appraisal

Court of Chancery Rejects Petitioners’ Demand for 
Appraisal

DiRienzo v. Steel Partners Holdings L.P., No. 4506-CC 
(Del. Ch. Dec. 8, 2009)

The petitioners, the benefi cial holders of shares in 
WebFinancial Corp., brought an action pursuant to Dela-
ware General Corporation Law Section 262 for appraisal 
of their shares. Specifi cally, the petitioners had instructed 
their broker to demand appraisal from WebFinancial, even 
though they were not the record holders of the shares. The 
Delaware Court of Chancery concluded that the petition-
ers were not entitled to appraisal because they did not 
comply with the express provision of Section 262(a), which 
requires a record holder to demand appraisal. In addition, 
the court found that WebFinancial had not waived its right 
to object to the petitioners’ failures to comply with Sec-
tion 262. The court held that three communications from 
WebFinancial to the petitioners did not constitute the kind 
of unequivocal and unambiguous conduct required to 
waive the company’s right to object to a defective appraisal 
demand. The court held that, even though Sections 262(d)
(1) and (e) required WebFinancial to send certain corre-
spondence to stockholders who had properly perfected 
their appraisal rights, those sections “cannot be read to 
have required [the] respondent to immediately determine 
the insuffi ciency of [the] petitioners’ demands and refrain 
from sending them the letters or risk waiving the right 
to later object to the insuffi ciencies in a formal appraisal 
proceeding.” The court concluded that “nothing in Section 
262 requires a company to notify dissenting stockholders 
prior to the fi ling of an appraisal petition that they failed to 
comply with Section 262.… Thus, it is perfectly appropri-
ate for a company to wait until a petition is fi led to begin 
analyzing and objecting to insuffi cient appraisal demands 
so long as the company makes no express or implied 
waiver in its correspondence with stockholders that it will 
not later object to their demands.” The court also rejected 
the petitioners’ argument that they could proceed in the 
appraisal action because the company’s alleged disclosure 
violations estopped it from objecting to their insuffi cient 
demand. The court held that “[i]f fi duciary duties were 
breached due to inadequate disclosure,” the petitioners are 
still not relieved of the “obligation to comply with Sec-
tion 262 in seeking appraisal.” Rather, the court explained 
that if petitioners wish to assert that disclosure violations 
occurred, they must do so in a separate action for breach of 
fi duciary duty, because “an appraisal action is not the ap-
propriate channel of relief through which to vindicate in-
adequate disclosure claims.” The court ultimately granted 
WebFinancial’s motion for summary judgment.

which challenged the district court’s denial under the 
PSLRA of its motion to serve as lead plaintiff in a puta-
tive securities class action brought against Quest Resource 
Corp. The district court had denied Bard’s bid to serve as 
lead plaintiff, despite the fact that Bard “indisputably…
holds the largest fi nancial stake in the outcome of th[e] 
litigation.” The district court based its rejection on Bard’s 
failure to demonstrate its clients’ fi nancial interest before 
the deadline to submit a motion to serve as lead plaintiff, 
which is “not later than 60 days after the date on which [ ] 
notice is published.” 15 U.S.C. Section 78u-4(a)(3)(A)(i)(II). 
In denying Bard’s request for a writ, the court held that the 
district court did not abuse its discretion in requiring Bard 
to submit evidence of its clients’ fi nancial interest and of its 
Article III standing at the time of its motion to serve as lead 
plaintiff, rather than at the time of fi ling the complaint. The 
court held that, although Article III standing is ordinarily 
measured no earlier than the time the complaint is fi led, 
a court does not abuse its discretion in cases under the 
PSLRA by requiring a prospective lead plaintiff to demon-
strate its Article III standing when lead plaintiff motions 
are due. 

Ninth Circuit Vacates District Court’s Selection of Class 
Counsel in NVIDIA Securities Class Action

Cohen v. U.S. Dist. Court, No. 09-70378 (9th Cir. Nov. 5, 
2009)

The U.S. Court of Appeals for the Ninth Circuit grant-
ed, in part, co-lead plaintiff Roberto Cohen’s request for 
a writ of mandamus vacating the district court’s selection 
under the PSLRA of co-lead counsel in a putative securities 
class action brought against NVIDIA Corp. Cohen argued 
that the district court acted contrary to the PSLRA—which 
provides that the lead plaintiff “‘shall, subject to the ap-
proval of the court, select and retain counsel to represent 
the class’” 15 U.S.C. Section 78u-4(a)(3)(B)(v)—by selecting 
as co-lead counsel Girard Gibbs LLP, a law fi rm that had 
not been nominated by either of the two co-lead plaintiffs. 
(Girard Gibbs LLP had been nominated by a purported 
class member who was not selected as lead plaintiff.) The 
court vacated the district court’s selection of Girard Gibbs 
LLP as co-lead counsel because, “[a]lthough it cannot be 
contested that the district court had the authority to reject 
Cohen’s choice of lead counsel, it does not follow that 
having done so it had the authority to select lead coun-
sel of its own choosing.” The court concluded that “the 
PSLRA unambiguously assigns this authority [to select 
lead counsel] to the lead plaintiff” and remanded the mat-
ter to the district court either to approve or reject Cohen’s 
proposed class counsel. Notably, the court also suggested 
in a footnote that the district court may have further erred 
by appointing multiple lead plaintiffs—so-called “co-lead 
plaintiffs”—which, although it is “a practice occasionally 
employed by district courts,” may run afoul of the PSLRA.
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failed acquisition attempt and a terminated merger agree-
ment with Applica Inc. Specifi cally, Applica entered into 
a merger agreement with NACCO and agreed to a stand-
still provision that limited its ability to act unilaterally 
to acquire Applica. Applica subsequently terminated the 
merger agreement with NACCO and agreed to be acquired 
at a higher price by affi liates of the hedge fund Harbinger 
Capital Partners. NACCO brought suit alleging, among 
other things, that while it was restricted under the stand-
still agreement, Harbinger had, under the cover of alleg-
edly false Schedule 13 disclosures, accumulated a large 
block of Applica stock and eventually bid against NACCO 
to acquire Applica. NACCO sought damages arising out 
of its defeated acquisition attempt and brought a number 
of claims, alleging that Applica violated a nondisclosure 
agreement and breached the no-shop provision in the 
merger agreement by engaging in discussions with Har-
binger and tipping Harbinger on the confi dential NACCO 
merger discussions to assist it in its acquisition of Applica. 
NAACO alleged that Applica’s senior management feared 
they would lose their jobs following a strategic deal with 
NACCO, and they favored Harbinger as a fi nancial buyer 
that needed a management team and would likely retain 
them. NACCO also claimed that Harbinger committed 
fraud by making false misrepresentations in its Schedule 
13 disclosures by failing to disclose its intentions to control 
Applica. The court dismissed the claims for breach of the 
implied covenant of good faith and fair dealing, aiding and 
abetting a breach of fi duciary duty, and equitable fraud. 
However, the court allowed to proceed to trial claims for 
breach of contract, tortious interference with contract, 
fraud (in connection with Harbinger’s alleged faulty dis-
closures in its SEC fi lings) and civil conspiracy.

The court made a number of fi ndings in this case. First, 
in allowing the claims for breach of the merger agreement 
to withstand a motion to dismiss, the court observed that 
the communications between Applica and Harbinger 
involved highly confi dential information and took place 
at a time when the NACCO-Applica agreement prevented 
those types of communications. Second, the court rejected 
the defendant’s argument that NACCO had not suffi cient-
ly pled damages because it subsequently engaged in a bid-
ding war with Harbinger for Applica and lost. The court 
observed that “[i]f embraced as grounds for a pleadings-
stage dismissal, the defendants’ theory would have serious 
and adverse ramifi cations for merger and acquisitions 
practice and for our capital markets.” The court explained 
that “[p]arties bargain for provisions in acquisition agree-
ments because those provisions mean something. Bidders 
in particular secure rights under acquisition agreements to 
protect themselves against being used as a stalking horse 
and as consideration for making target-specifi c invest-
ments of time and resources in particular acquisitions. 
Target entities secure important rights as well. It is critical 
to our law that those bargained-for rights are enforced, 
both through equitable remedies such as injunctive relief 

Auditor Liability

S.D.N.Y. Dismisses Securities Claims Related to 
Auditor’s Approval of Financial Statements

Amorosa v. Ernst & Young LLP, No. 03 Civ. 3902 (CM) 
(S.D.N.Y. Nov. 30, 2009)

Judge Colleen McMahon of the U.S. District Court 
for the Southern District of New York dismissed claims 
alleging that Ernst & Young violated Section 11 of the Se-
curities Act and Sections 10(b) and 14(a) of the Securities 
Exchange Act in connection with its approval of four AOL 
and AOL Time Warner fi nancial statements. In addition, 
because the complaint was nearly identical to other ac-
tions preempted by SLUSA, with which the plaintiff took 
every opportunity to informally coordinate his action, the 
complaint’s state law claims were preempted by SLUSA. 
Because the complaint alleged that Ernst & Young violated 
securities laws, under the U.S. Supreme Court’s 1975 deci-
sion in Blue Chip Stamps v. Manor Drug Stores the plaintiff 
could only assert claims against Ernst & Young’s state-
ments that he could have relied upon in connection with 
buying or selling AOL or AOL Time Warner stock. Con-
sequently, he could not challenge Ernst & Young’s state-
ments after his last transaction. As to the Section 10(b) and 
14(a) claims, the court determined that loss causation was 
not adequately pled, because the complaint did not claim 
that Ernst & Young’s alleged misstatements were subject to 
a corrective disclosure. Although the complaint pointed to 
AOL Time Warner’s restatement and to an article suggest-
ing that the type of transaction at issue might not comply 
with GAAP, that restatement occurred after the action was 
fi led and the article did not mention AOL and made clear 
that the transactions were not “necessarily illegal.” As to 
the Section 11 claim, the court determined that the plaintiff 
had not alleged he had suffered any losses as a result of 
the alleged fraud because the price of AOL Time Warner’s 
stock had increased. Judge McMahon applied the ruling 
of the court addressing the other nearly identical actions 
to set the date of the earliest possible disclosure of the al-
leged fraud. Between that earliest possible disclosure and 
when the action was fi led, the price of AOL Time Warner’s 
stock had increased, and the plaintiff’s alleged losses all 
occurred before that disclosure. If, however, the alleged 
fraud was disclosed when the plaintiff alleged it had hap-
pened, then the Section 11 claim was barred by the one-
year limitations period.

Damages

Court of Chancery Allows Claims for Damages to 
Proceed in Failed Acquisition

NACCO Indus., Inc. v. Applica Inc., No. 2541-VCL (Del. 
Ch. Dec. 22, 2009)

In this case, the Delaware Court of Chancery denied, 
in part, a motion to dismiss on claims brought by NACCO 
Industries, Inc. seeking damages in connection with its 
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payment as ‘severance’ in a proxy statement.” The court 
also found that payments to Fiorina classifi ed as long-term 
performance cash were permissible as part of the settle-
ment. Although not generally available for involuntarily 
terminated HP employees (such as Fiorina), the court 
found that HP company policy provided the board with 
discretion to make such long-term performance cash pay-
ments. Accordingly, the court concluded that there was no 
basis to challenge the board’s decision and, as a result, no 
grounds to allege demand futility. 

The court also affi rmed the district court’s fi nding that 
all of the plaintiffs’ claims were derivative, and not direct 
claims, which would not require a showing of demand 
futility. In so holding, the court explained that to state a 
direct claim against the board, the shareholders needed to 
show that they, as opposed to the company, were harmed 
by the board action. The court concluded that plaintiffs 
could only proceed through a derivative action because 
they could not make such a showing.

Derivative Suits

Second Circuit Affi rms Dismissal of Derivative Suit for 
Failure to Make Presuit Demand

Bader v. Blankfein, No. 09-0309-cv (2d Cir. Dec. 14, 2009)

In a per curiam summary order signed by the clerk, 
the U.S. Court of Appeals for the Second Circuit affi rmed 
the dismissal of a derivative suit against the directors of 
Goldman Sachs Group because the plaintiff failed to make 
a presuit demand on the board. The plaintiff alleged that 
the board made a misstatement in Goldman Sachs’ proxy 
statement about the value of stock options granted to of-
fi cers, thereby violating Section 14 of the Securities Ex-
change Act. The court explained that, under the applicable 
SEC regulations, the board could either disclose the value 
of stock options using their potential realizable value or us-
ing their present value (using any pricing model). Accord-
ingly, because the board must use valid business judgment 
to meet its obligations under Section 14 regarding how 
to disclose the value of awarded stock options, a presuit 
demand was required under Delaware law. Further, the 
court adopted the district court’s view that demand was 
not excused because the complaint did not create a reason-
able doubt that a majority of Goldman Sachs’ board was 
disinterested and independent.

Section 225

Chancery Court Explains Range of Claims Allowable in 
Section 225 Summary Proceeding

Levinhar v. MDG Med., Inc., No. 4301-VCS (Del. Ch. Nov. 
24, 2009)

The Delaware Court of Chancery explained the wide 
range of claims allowable in a summary proceeding pursu-
ant to Section 225 of the Delaware General Corporation 

and specifi c performance, and, in the appropriate case, 
through monetary remedies including awards of damag-
es.” The court explained that, although NAACO received 
a bargained-for termination fee, the right to terminate the 
agreement by Applica without further liability was depen-
dant upon Applica complying with its other obligations 
under the agreement.

Third, the court permitted NAACO’s fraud claim to 
proceed; this fraud claim arose exclusively on statements 
that Harbinger made in its Schedule 13 fi lings. Critically, 
the court made clear that the Delaware state courts can 
provide a common law fraud remedy for false statements 
made by a Delaware company in an Exchange Act fi l-
ing. The court held that a claim for fraud based on false 
statements in federal securities fi lings could be litigated 
independently in the Court of Chancery, explaining that 
“[i]f a Delaware entity engages in fraud or is used as part 
of a fraudulent scheme, that entity should expect that it 
can be held to account in the Delaware courts.” Thus, the 
court held that NACCO’s fraud claim could go forward in 
the court because it had pled suffi ciently that Harbinger’s 
statements regarding its investment intent in its Schedule 
13G and 13D fi lings were false. The court concluded by 
emphasizing that this is a “pleadings-stage decision” and 
whether NACCO “ultimately prevails and obtains a rem-
edy will depend on the evidence presented, any defenses, 
and the ultimate equities of the case.”

Directors and Directors’ Duties: Demand Futility

Ninth Circuit Affi rms Dismissal of Derivative Action 
Against Hewlett-Packard for Failure to Allege Demand 
Futility

Ind. Elec. Workers Pension Trust Fund, IBEW v. Dunn, 
No. 08-15877 (9th Cir. Nov. 3, 2009)

In an unpublished opinion, the U.S. Court of Appeals 
for the Ninth Circuit affi rmed the dismissal of a derivative 
action that challenged the Hewlett-Packard (HP) board’s 
decision to make a $21.4 million payment to former HP 
CEO Carleton S. Fiorina as part of a post-termination 
settlement agreement. The court affi rmed the district 
court’s order that plaintiffs failed to show demand futility 
because they did not allege “particularized facts giving rise 
to a reasonable doubt that the challenged transaction…
was the product of a valid exercise of business judgment.” 
Emphasizing the “well-recognized presumption ‘that in 
making a business decision the directors of a corporation 
act[] on an informed basis, in good faith and in the honest 
belief that the action taken was in the best interests of the 
company,’” the court blessed the HP board’s decision to 
enter the settlement without shareholder approval, which 
would have been required if the entire settlement were a 
“severance” payment. The court found that the $21.4 mil-
lion was not a “severance” payment (and thus not subject 
to shareholder approval), despite an “offhand comment by 
one Board member and the broad description of the entire 
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documents. As background, the court explained that a 
party is negligent if it fails to preserve relevant information 
(including electronically stored information) or fails to 
obtain records from all employees, and a party is grossly 
negligent if it fails to adhere to contemporary standards on 
discovery. The court also explained that it would be grossly 
negligent for a party to fail to (1) issue a written litigation 
hold, (2) identify key players and ensure their electronic 
and paper records are preserved, (3) preserve former 
employees’ records in the party’s possession, and (4) 
preserve backup tapes if they are the sole source of rel-
evant information or relate to key players after July 2004 
(when the fi nal opinion in Zubulake v. UBS Warburg LLC 
was issued). Similarly, it is gross negligence or willfulness 
to fail to collect records from key players or to destroy 
e-mails and backup tapes after the duty to preserve 
attaches (which happens when “a party reasonably 
anticipates litigation”). The court also explained that severe 
sanctions (e.g., dismissal, preclusion or an adverse-infer-
ence instruction) may be imposed if the innocent party 
shows that the destroyed evidence was responsive and 
helpful to proving its claims or defenses (which is pre-
sumed where there is willfulness or gross negligence) and 
that the spoliating party had a culpable state of mind, 
which the spoliating party may rebut. The court deter-
mined that six plaintiffs were grossly negligent (because 
they disregarded their duty to preserve relevant docu-
ments until 2007, including by destroying electronic 
documents, and did not search key players’ documents), 
entitling the defendants to a spoliation instruction and 
monetary sanctions, and that the other seven plaintiffs 
were merely negligent (because their searches were 
incomplete, although they did search the key players’ 
documents), entitling the defendants to monetary 
sanctions.

Chancery Court Denies Motion to Expedite 
Discovery in Stockholders’ Acquisition Challenge

In re 3Com S’holders Litig., No. 5067-CC (Del. Ch. Dec. 
18, 2009)

The Delaware Court of Chancery denied stockholder 
plaintiffs’ motion to expedite discovery in a putative class 
action challenging the announced $2.7 billion acquisition 
by Hewlett-Packard of 3Com Corp., “[b]ecause plaintiffs 
have failed to state colorable disclosure claims or claims for 
breach of fi duciary duty, and because an adequate remedy 
(appraisal) exists for any purported fi duciary breach.” 
Specifi cally, the court rejected the plaintiffs’ contention that 
the proxy contained a number of material omissions and 
inadequate disclosures regarding, among other things, the 
analysis performed and projections used by 3Com’s 
investment banker, Goldman Sachs. The court made a 
number of fi ndings in rejecting all of the plaintiffs’ disclo-
sure claims, including that: (1) a proxy only needs to 
disclose an “adequate and fair summary of the fi nancial 

Law (DGCL). The plaintiffs, the founders of MDG Medi-
cal, Inc., originally brought an action pursuant to DGCL 
Section 225, arguing that the defendants, investors in MDG 
who controlled the voting power of MDG, wrongfully 
ousted the founders from MDG’s board. The founders set-
tled their Section 225 action by agreeing to dismiss the case 
with prejudice in exchange for the new investors’ agree-
ment to pay certain of the founders’ attorneys’ fees. Then, 
a couple of months later, the founders brought this action 
seeking appraisal of their shares in the merged entity, and 
also alleging that the defendants breached their fi duciary 
duties and the terms of a stockholders’ agreement by de-
priving them of the right to select two board members. The 
defendants moved for judgment on the pleadings, arguing 
that the plaintiffs’ claims, except for their appraisal claims, 
were barred by res judicata.

The Court of Chancery agreed with the defendants, 
holding that those claims were precluded by res judicata, 
because the founders “could and therefore should have” 
brought their claims as part of the settled Section 225 ac-
tion. The court held that res judicata applied because the 
same transaction and series of activities formed the basis 
for both the Section 225 action and present claim—namely, 
the defendants’ “single overarching scheme” to eliminate 
the founders’ rights to designate directors to the board. 
Furthermore, the court found that the founders could have 
brought their present claims related to the MDG board 
composition and the breach of the stockholders’ agreement 
in the Section 225 action. The court held, “[a]lthough Sec-
tion 225 actions are summary proceedings, claims that bear 
on the appropriate composition of the board of directors 
may be brought in connection with a Section 225 action.” 
Moreover, “it is common in Section 225 cases for this 
court to address the consequences that stockholder voting 
agreements have on the outcome of director elections or 
removal efforts.” Ultimately, the court barred the founders 
from litigating their claims about their removal as direc-
tors because “[f]or them to now seek to revive those argu-
ments and to inject them into this case implicates all the 
key policy reasons res judicata exists as a doctrine.”

Discovery

S.D.N.Y. Determines Plaintiffs Negligent in Failing to 
Preserve Relevant Information Related to Liquidated 
BVI Hedge Funds

Pension Comm. of the Univ. of Montreal Pension Plan 
v. Banc of Am. Sec., LLC, No. 05 Civ. 9016 (SAS) (S.D.N.Y. 
Jan. 11, 2010)

In a ruling titled “Zubulake Revisited: Six Years Later,” 
Judge Shira A. Scheindlin of the U.S. District Court for the 
Southern District of New York determined that 13 plain-
tiffs in a multidistrict litigation resulting from the 2004 
liquidation of two British Virgin Islands hedge funds had 
failed to preserve and produce all relevant, requested 
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was proceeding in other cases not subject to the PSLRA 
discovery stay.

S.D.N.Y. Lifts PSLRA Discovery Stay in Actions 
Concerning Bank of America/Merrill Lynch Merger

In re Bank of Am. Corp. Sec., Derivative & ERISA Litig., 
No. 09 MDL 2058 (DC) (S.D.N.Y. Nov. 16, 2009)

Upon application of the lead plaintiffs, Judge Denny 
Chin of the U.S. District Court for the Southern District of 
New York lifted the PSLRA discovery stay in the consoli-
dated securities actions concerning Bank of America’s 
merger with Merrill Lynch in late 2008. The lead plaintiffs 
requested the documents produced to the various gov-
ernment agencies investigating the merger (e.g., the SEC 
and the U.S. Congress) and copies of the transcripts of 
any testimony given in connection with those investiga-
tions. Courts consider all facts and weigh the burden of 
the defendants’ cost to produce the documents against the 
plaintiffs’ need for early review of the documents, but may 
consider other factors as well (e.g., the defendants’ fi nan-
cial state and settlement negotiations). The court held that 
the lead plaintiffs would be unduly prejudiced if the stay 
remained, because discovery was continuing in actions 
brought by the SEC and state attorneys general against 
Bank of America and in the Delaware Chancery Court 
derivative action against Bank of America, and so the 
lead plaintiffs would be less able to make decisions about 
litigation strategy. In addition, Judge Chin recognized that 
the lead plaintiffs were seeking only documents which the 
defendants already had produced in those other actions, so 
their burden in producing those documents in the consoli-
dated securities action would be “slight.” Finally, the secu-
rities actions were consolidated with derivative and ERISA 
litigation against Bank of America, and those actions were 
not subject to the PSLRA discovery stay.

Limited Liability Companies

Delaware Supreme Court Rules That Statute of Frauds 
Applies to Oral LLC Agreement

Olson v. Halvorsen, No. 338, 2009 (Del. Dec. 15, 2009)

In an issue of fi rst impression, the Delaware Supreme 
Court affi rmed the Delaware Court of Chancery’s 2008 
holding that the statute of frauds applied to an oral LLC 
agreement. One of Viking LLC’s founders, Brian Olson, 
sued Viking in the Court of Chancery for, among other 
things, breach of contract, arguing he was entitled to an 
earn-out under a draft agreement that was never signed. 
The Court of Chancery had held below (1) that the stat-
ute of frauds applied to LLC operating agreements, and 
therefore prevented enforcement of oral LLC agreements 
requiring more than one year to complete; (2) because the 
draft earn-out agreement could not be calculated until after 
one year following the draft agreement, the agreement fell 

advisor’s work,” and the plaintiffs “failed to assert a 
colorable reason as to why management should be re-
quired to provide full versions of the projections underly-
ing the already disclosed summaries”; (2) management’s 
failure to explain why a revised management plan was 
used to evaluate the merger did not state a disclosure 
violation, because the court was “aware of no rule that 
precludes management or its fi nancial advisor from using 
alternative sets of fi nancial projections in evaluating the 
advisability and fairness of a merger”; (3) management 
was not required to disclose information about the value of 
3Com’s three distinct operating segments, because there is 
“no rule that requires fi nancial advisors to perform [a 
sum-of-the-parts] analysis in preparing a fairness opinion”; 
(4) failure to inform stockholders of other strategic initia-
tives “is not a disclosure violation,” because “Delaware 
law does not require management ‘to discuss the panoply 
of possible alternatives to the course of action it is 
proposing’”(citation omitted); and (5) no disclosure 
violation occurred where Goldman Sachs’ fairness opinion 
deviated from conventional practice. Furthermore, the 
court observed that “[t]here is no rule that requires a 
fi nancial advisor to follow the same protocol every time it 
renders a fairness opinion.” The court also rejected the 
plaintiffs’ fi duciary claims challenging no-solicitation, 
matching-rights and 4 percent termination-fee provisions, 
stating that “[t]he provisions [in the merger agreement] 
that [the] plaintiffs attack have been repeatedly upheld by 
this Court.”

S.D.N.Y. Denies Request to Lift PSLRA Discovery Stay in 
Lawsuit Against Freddie Mac

Kuriakose v. Fed. Home Loan Mortgage Co.,
No. 08-cv-7281 (JFK) (S.D.N.Y. Dec. 7, 2009)

Judge John F. Keenan of the U.S. District Court for 
the Southern District of New York denied the plaintiff’s 
request to lift the PSLRA discovery stay in a lawsuit al-
leging Freddie Mac and several of its offi cers and direc-
tors violated Section 10(b) of the Securities Exchange Act 
arising from the 2008 decline in the consumer housing 
and subprime mortgage markets. Although a committee 
in the House of Representatives, two U.S. attorneys and 
the SEC also have investigated Freddie Mac in connection 
with those events, the fact that documents sought by the 
plaintiff already had been produced to those investigators 
was an insuffi cient reason to lift the discovery stay. Addi-
tionally, the plaintiff was not unduly prejudiced by the lack 
of those documents regarding planning litigation strategy 
or potential settlement negotiations, insofar as there were 
no ongoing settlement negotiations and no criminal or civil 
enforcement actions, and Freddie Mac had not declared 
bankruptcy. Importantly, Judge Keenan suggested that the 
Nov. 16, 2009, decision in In re Bank of America Corp. Sec., 
Derivative & ERISA Litig. (summarized below) may have 
misapplied the law of the Second Circuit to the extent it 
lifted the PSLRA discovery stay simply because discovery 
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the focus is on loss to plaintiff) are different than those 
present in the criminal context (where the focus is on loss 
to society). The court also found that the federal sentenc-
ing guidelines themselves support a measure for loss in the 
criminal context that is less stringent than Dura. The Ninth 
Circuit, nonetheless, reversed and remanded because it 
found “troubl[ing]” the government’s “modifi ed market 
capitalization theory,” which extrapolated from unrelated 
companies that, different from the case at bar, actually dis-
closed the fraud. While rejecting the government’s theory, 
the court did suggest that, unlike in the civil context, the 
government may show “loss” in the criminal context even 
if the defendant never discloses the fraud to the market, 
so long as there is evidence that the stock was overvalued 
“because of the fraud.”

D.C. Federal Court Dismisses Section 10(b) Claims 
Relating to Fraud Involving a Company’s Subsidiary

Ross v. Walton, No. 1:07-CV-00402 (D.D.C. Nov. 4, 2009)

Senior Judge Jack D. Shanstrom of the U.S. District 
Court for the District of Columbia dismissed purported 
class claims that Allied Capital Corp., its chairman and 
CEO, its CFO and its COO (who also was a director) vio-
lated Section 10(b) of the Securities Exchange Act by failing 
to disclose that Allied Capital’s fi nances were infl ated by 
a fraud involving one of its subsidiaries. An executive at 
that subsidiary had been indicted for fraudulently originat-
ing Small Business Administration loans. That executive 
pled guilty, was unable to implicate senior managers at the 
subsidiary and was ordered to pay $30 million in restitu-
tion to the subsidiary. Allied Capital had disclosed the 
indictment after it was unsealed. The court applied Rule 
9(b)’s and the PSLRA’s heightened pleading standards and 
determined that the complaint did not provide compel-
ling evidence that the defendants knew of the fraud, that 
the executive’s inability to identify senior managers who 
knew of the fraud weighed against scienter and that the 
$30 million restitution order indicated that the subsidiary 
was the “primary victim” of the executive’s fraud. In addi-
tion, even if the complaint adequately pled scienter, Judge 
Shanstrom also determined that the complaint did not 
plead loss causation under the aforementioned Dura case. 
The court recognized that, although the plaintiffs were not 
obligated to have sold their holdings in Allied Capital to 
demonstrate loss causation, the plaintiffs were obligated 
to show that the corrective disclosure—Allied Capital’s 
disclosure of the indictment—caused a decline in the stock 
price. Because the stock price was higher than the price 
plaintiffs paid to purchase the stock shortly after the end of 
the class period, the plaintiffs had not suffered the “actual 
economic loss” contemplated by Dura. Moreover, because 
the PSLRA did not create the presumption of a causal con-
nection between a corrective disclosure and the decline 
in the stock price, the plaintiffs did not “overpa[y]” for 
Allied Capital’s stock because of the fraud if—following 
the fraud’s disclosure—the stock price was subsequently 
greater than their purchase price.

within the statute of frauds and was unenforceable; and (3) 
Olson did not satisfy the multiple-writing exception to the 
statute of frauds. The Court of Chancery granted summary 
judgment in favor of Viking on Olson’s breach of contract 
claim, and Olson appealed.

The Delaware Supreme Court affi rmed the Court of 
Chancery’s decision. Applying principles of statutory 
interpretation, the court found that it could construe the 
Delaware LLC Act and the statute of frauds harmoniously, 
and the statute of frauds thus applied to LLC agreements. 
The court held that the “LLC Act’s explicit recognition of 
oral and implied LLC agreements does not preclude the 
statute of frauds. Rather, such legislative recognition 
indicates that an LLC agreement operates like any other 
oral, written or implied contract, i.e., it requires compliance 
with the statute of frauds.” Thus, the statute of frauds did 
not contradict the legislature’s policy of giving “maximum 
effect” to LLC agreements. The court concluded that “[i]f 
the General Assembly intends to limit the application of 
the statute of frauds by removing LLC agreements from its 
scope, the General Assembly must say so explicitly.” The 
court ultimately held that “the Delaware LLC Act does not 
preclude application of the statute of frauds to LLC agree-
ments. Therefore, the statute of frauds applies to LLC 
agreements, and the Vice Chancellor correctly so held.”

Loss Causation

Circuit Split Develops Over Whether Dura 
Loss Causation Principles Apply to Sentencing 
Enhancements for Criminal Securities Fraud

United States v. Berger, No. 08-50171 (9th Cir. Nov. 30, 
2009)

The U.S. Court of Appeals for the Ninth Circuit de-
clined to follow the lead of the Fifth and Second Circuits 
in applying loss causation principles enunciated by the 
U.S. Supreme Court in Dura Pharmaceuticals, Inc. v. Broudo 
to the sentencing of a defendant in a criminal prosecution 
for securities fraud. The district court concluded that it 
did not need to apply Dura in determining the appropriate 
sentence of Richard I. Berger—the former CEO of Craig 
Consumer Electronics, Inc. who was convicted for securi-
ties violations in March 2003. Instead, the district court, in 
evaluating shareholder loss from the fraud, adopted the 
government’s “modifi ed market capitalization theory,” 
which extrapolates based on the changes in stock value of 
other, unaffi liated companies after accounting irregularities 
were disclosed to the market about those companies.

The Ninth Circuit agreed with the district court that 
Dura does not apply to criminal sentencing, but none-
theless held that the district court erred in adopting the 
government’s “modifi ed market capitalization theory” in 
enhancing Berger’s sentence. In refusing to extend Dura 
to criminal sentencing, the Ninth Circuit found that the 
policies for demonstrating loss in the civil context (where 
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found that “these statements could not create a duty to 
disclose something that had yet to occur.” With regard to 
their statements during the merger negotiations approv-
ing of Vornado Realty Trust’s acquisition of 4.3 percent 
of Sears’ shares (the Response), the court found that the 
Sears defendants’ alleged failure not to mention the merger 
negotiations in the Response did not violate the Securi-
ties Exchange Act because the merger negotiations did not 
“relate directly to” nor were they “suffi ciently linked to the 
express statements made [in the Response] so as to ren-
der them inaccurate or misleading.” The court also found 
that the merger negotiations were still preliminary and, 
as a result, had not become suffi ciently material to require 
disclosure at the time of the Response. Finally, the court 
held that Sears was not obligated to mention the merger 
negotiations in the Management, Discussion and Analysis 
of Financial Condition (MD&A) section of its Form 10-Q 
because, among other things, the SEC expressly exempts 
companies from disclosing such merger negotiations in 
an MD&A “where, in the registrant’s view, inclusion of 
such information would jeopardize completion of the 
transaction.”

Texas District Court Dismisses Putative Class Action 
Against Cano Petroleum Without Leave to Amend

Truk Int’l Fund L.P. v. Wehlmann, No. 4:09-CV-308-A 
(N.D. Tex. Dec. 3, 2009)

Judge John McBryde of the U.S. District Court for the 
Northern District of Texas dismissed a putative class ac-
tion brought against, among others, Cano Petroleum, Inc., 
alleging that defendants violated Sections 11, 12 and 15 of 
the Securities Act by making material misrepresentations 
and misstatements of fact in Cano’s offering documents. 
Specifi cally, plaintiff alleged that Cano violated the Securi-
ties Act by misstating its estimated “proved reserves,” i.e., 
its estimated quantities of reasonably recoverable oil and 
gas in mineral properties. The plaintiff alleged that, upon 
Cano’s revision of its estimated proved reserves, Cano’s 
shares (which were offered at $8 to the public roughly one 
month earlier) fell “sharply and immediately” to $3.73. 

The court held that the plaintiff failed to allege any 
material misstatement adequately. Central to its holding, 
the court found that the “cautionary statements in the 
Offering Documents made clear that the proved-reserve 
numbers stated in the documents were estimates as of June 
30, 2007, and that a large number of factors could cause 
the estimates to be lower if recalculated as of the date of 
the offering.” The court additionally rejected, both as a 
matter of fact and law, the plaintiff’s argument that Cano’s 
alleged misstatements about its proved reserves must have 
been material because Cano’s stock price purportedly 
fell “sharply and immediately” to $3.73 following Cano’s 
revision of its estimates. The court, taking judicial notice 
of publicly reported stock prices and broader market and 
economic conditions, found that Cano’s stock price did 
not tumble “sharply and immediately” from $8 to $3.73, 
as the complaint implied, but rather had already dropped 

Materiality

Ninth Circuit Affi rms Dismissal of Action Against 
FoxHollow Technologies for Failure to Identify a 
Material Falsehood

In re FoxHollow Techs., Inc. Sec. Litig., No. 08-16469 
(9th Cir. Dec. 4, 2009)

In an unpublished opinion, the U.S. Court of Appeals 
for the Ninth Circuit affi rmed the dismissal of a putative 
class action brought against FoxHollow Technologies, 
Inc. alleging violations of Section 10(b) of the Securities 
Exchange Act and Rule 10b-5 promulgated thereunder 
based on various purported misrepresentations relating to 
FoxHollow’s personnel philosophy and plans. Plaintiffs al-
leged that FoxHollow violated Rule 10b-5 by failing to up-
date its prior statements about its general personnel plans 
(which purportedly indicated that FoxHollow would not 
fi re its executives) and by allegedly misleading the public 
into believing that its former CEO resigned voluntarily 
for personal reasons. Without deciding whether the Ninth 
Circuit imposes a duty to update statements that were true 
when made upon a change in circumstances, the court 
concluded that the defendants had no such duty to update, 
even if one existed, because FoxHollow’s earlier state-
ments “did not contain any clear, factual, forward-looking 
representation that all senior management would be left in 
place.” Nor could plaintiffs base a claim on FoxHollow’s 
alleged material misstatements about the reasons for its 
former CEO’s resignation because “[p]ro forma claims that 
an executive is leaving a company for personal reasons 
are ubiquitous and transparent,” with reasonable people 
“usually…not mak[ing] investment decisions in reliance on 
them.”

Illinois District Court Grants Summary Judgment 
Disposing of Class Action Relating to the Sears-Kmart 
Merger 

Levie v. Sears Roebuck & Co., No. 04 C 7643 (N.D. Ill. 
Dec. 18, 2009)

After having denied defendants’ motion to dismiss 
and having certifi ed a class of investors, Judge Robert 
W. Gettleman of the U.S. District Court for the Northern 
District of Illinois granted summary judgment in favor 
of Sears Roebuck & Co. and its CEO Alan Lacy (the Sears 
defendants), disposing of Securities Exchange Act claims 
relating to the Sears defendants’ purported failure to 
disclose Sears’ merger negotiations with Kmart before and 
during the class period. In so holding, the court observed 
that “there is no general duty to disclose merger negotia-
tions,” and, accordingly, plaintiffs could only proceed 
with their Securities Exchange Act claims if the Sears 
defendants needed “to disclose the merger negotiations 
in order to make the statements made during the class 
period non-misleading.” The court held that the Sears 
defendants never made any public statements during the 
negotiations that triggered such a duty to disclose. As for 
their statements prior to the merger negotiations, the court 
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not act with malevolent intent to limit the universe of evi-
dence available to [the opposing party], he was certainly 
reckless in charging [his technical advisor] to erase all the 
information of the unallocated space of [the company’s] 
computer system in the face of pending litigation and a ju-
dicial order not to destroy or tamper with [the company’s] 
information.” The court further stated that if the defendant 
“believes that running wiping software without advice of 
counsel or court permission in this context does not con-
stitute recklessness, he has an unusual dictionary. The law 
uses a more traditional lexicon.”

Scienter

Sixth Circuit Affi rms Dismissal of Diebold Securities 
Class Action for Failure to Plead Scienter

Konkol v. Diebold, Inc., No. 08-4572 (6th Cir. Dec. 22, 
2009)

The U.S. Court of Appeals for the Sixth Circuit strictly 
applied the PSLRA’s requirement that plaintiffs plead a 
strong inference of scienter in affi rming the district court’s 
dismissal of a securities class action relating to an alleged 
accounting fraud committed by Diebold, Inc., a pub-
licly traded company that manufactures, distributes and 
services electronic voting machines and automated teller 
machines. The complaint alleged that Diebold and various 
other defendants violated Section 10(b) of the Securities 
Exchange Act and Rule 10b-5 promulgated thereunder by 
issuing false and misleading fi nancials that prematurely 
recognized revenue in violation of GAAP.

In affi rming the district court’s dismissal, the Sixth 
Circuit addressed and rejected each of the plaintiffs’ nine 
arguments that the plaintiffs adequately pled scienter. 
First, the defendants’ “access to information” could not 
support an inference of scienter because the complaint 
failed to include detailed allegations regarding the sub-
stance of the information to which the defendants purport-
edly had access. Second, the defendants’ sale of nearly 
40,000 shares after Diebold issued its allegedly false 
earnings report could not support an inference of scienter 
because the plaintiffs failed to present a “’meaningful trad-
ing history’” to show that the defendants’ sales were out 
of the ordinary. Third, the “[n]ature and [p]ervasiveness 
of [the] [d]efendants’ [a]ccounting [v]iolations”—which 
the plaintiffs alleged were egregious and basic—could not 
support an inference of scienter. As the court recognized, 
the complaint failed to specify the amount of overstated 
revenue, and GAAP violations alone cannot support an 
inference of scienter. Fourth, the confi dential witnesses’ 
accounts of the alleged fraud could not provide an infer-
ence of scienter because the accounts were too generalized 
and did not connect the defendants to the alleged scheme. 
Fifth, the short proximity of time between the purported 
false statements and the disclosure of the fraud could not 
provide an inference of scienter either. While noting that 
“[t]he difference of only three days [between the purported 
false statements and the corrective disclosure] suggests 

to $5.40 before Cano’s revised estimates and “more likely” 
continued to drop to $3.73 after the revision because of 
“falling oil prices at the time or the faltering economy” 
(and not because of Cano’s revision of its estimated proved 
reserves). Observing that a “two-day decline of only $1.67 
per share could owe to nothing more than the vicissitudes 
of the stock market,” the court concluded that the decrease 
in Cano’s stock price did not even “suggest” that Cano’s 
alleged misstatements about its estimated proved reserves 
were material.

The court also rejected the plaintiff’s request for leave 
to amend because—although the plaintiff’s opposition to 
Cano’s motion to dismiss included a tentative request to 
amend the complaint in a footnote—the plaintiff did not 
fi le a motion for leave to amend, identify any allegations 
that it would make to cure its pleading defi ciencies, or 
submit a proposed amended complaint with its opposi-
tion to Cano’s motion to dismiss. As such, the district court 
concluded that “defendants should not be subjected to any 
further costs of litigation.”

Sanctions

Chancery Court Levies Signifi cant Sanctions Against 
Party That “Wiped” Computer System

TR Investors LLC v. Genger, No. 3994-VCS (Del. Ch. Dec. 
9, 2009)

The Delaware Court of Chancery levied signifi cant 
sanctions against a party that was found to have inten-
tionally erased potentially relevant, electronically stored 
information from a company’s computer system through 
the use of sophisticated “wiping” software that targeted 
information from deleted fi les remaining in “unallocated” 
space on company servers. In TR Investors LLC v. Genger, 
the court, relying on Beard Research and Triton, among 
other cases, found that the defendant’s conduct in wip-
ing clean certain portions of a company server and the 
defendant’s hard drive was in violation of a status quo 
order issued by the court, warranting sanctions for both 
contempt and spoliation. Though the court stopped short 
of issuing a default judgment against the defendant, the 
“stringent” sanctions imposed against the defendant in-
cluded (1) requiring him to produce certain documents to 
which he may otherwise have been able to claim privilege; 
(2) elevating the burden of persuasion for any defenses or 
counterclaims that he intended to raise in the action (e.g., if 
the defendant were required to prevail by preponderance 
of the evidence on an affi rmative defense, he would now 
be required to prevail by clear and convincing evidence); 
(3) preventing him from prevailing on any factual issue 
if the only evidence introduced on the issue is his own 
testimony; and (4) the payment of at least $750,000 in at-
torneys’ fees and expenses to the plaintiffs’ counsel.

In reaching its decision, the court concluded that the 
defendant acted intentionally, and at a minimum, reck-
lessly. The court held that “[e]ven if [the defendant] did 
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proposed transaction with Xue. Judge Pauley, applying Bell 
Atlantic Corp. v. Twombly and Ashcroft v. Iqbal, determined 
that the complaint supported a plausible inference that Lai 
and Xue had been discussing the issue at the time of the 
IPO as Lai proposed the transaction—with a multimillion-
dollar cash payment and signifi cant transfer of stock—to 
the board two months later. Similarly, it was plausible 
that Xue’s threat to resign as COO was a signifi cant risk to 
Agria’s operations and fi nancial condition. However, the 
court concluded that the failure to disclose Lai’s and Xue’s 
discussions did not render Agria’s registration statement 
misleading, because it disclosed the importance of the 
relations among P3A, Agria and its offi cers, and Xue only 
controlled 30 percent of P3A’s stock at the time of the nego-
tiations. Similarly, there was no duty to disclose informal 
compensation negotiations—such as Lai’s with Xue—until 
Lai formally proposed the transaction to the board, which 
happened after the IPO.

S.D.N.Y. Dismisses Section 12(a)(2) Violation Claims 
Because of Government-Instrumentality Exemption

In re Fannie Mae 2008 Sec. Litig., No. 08 Civ. 7831 (PAC) 
(S.D.N.Y. Nov. 24, 2009)

Judge Paul A. Crotty of the U.S. District Court for the 
Southern District of New York dismissed claims that Fannie 
Mae, its offi cers and its underwriters violated Section 12(a)
(2) of the Securities Act by making untrue statements of ma-
terial facts and by omitting other material facts in offering 
circulars for fi ve securities offerings in 2007 and 2008. Judge 
Crotty fi rst concluded that Fannie Mae is a government 
instrumentality “because of its fundamental government-
like attributes.” Consequently, because Section 3(a) of the 
Securities Act exempts securities issued by entities acting 
as a government instrumentality, Fannie Mae’s securities 
do not need to comply with the Securities Act. Because the 
securities are exempted from compliance with the Securities 
Act, none of the defendants was subject to Securities Act 
liability in connection with those securities. Further, Fannie 
Mae’s statutory charter provides that its stock was issued 
by the United States, and thus its securities are exempt from 
compliance with the Securities Act, even though Fannie 
Mae’s offering circular states that its obligations “are not 
those of the United States or of any agency or instrumen-
tality thereof,” because the United States was not insuring 
holders against any losses attributed to Fannie Mae’s com-
mon or preferred stock.

Securities Fraud Pleading Standards

Massachusetts Federal Court Dismisses Section 10(b) 
Claims Related to Medical Device Billing

NECA-IBEW Pension Fund v. Neurometrix Inc., No. 08-
10434 (D. Mass. Dec. 8, 2009)

Judge Rya W. Zobel of the U.S. District Court for the 
District of Massachusetts dismissed claims that Neurome-
trix, its CEO, CFO and COO violated Section 10(b) of the 

that the [d]efendants knew or had reason to know” of the 
falsehoods, the proximity of time “alone…does not sup-
port a strong inference of scienter.” Sixth, the government’s 
investigation into Diebold’s operations did not create a 
strong inference of scienter because, among other things, 
“[g]overnment investigations can result from any num-
ber of causes.” Seventh, although the defendants’ alleged 
statements during the class period showed generalized 
knowledge of Diebold’s overall profi ts and growth, they 
did not demonstrate that the defendants knew about Die-
bold’s revenue-recognition practices. Eighth, statements 
contained in memos prepared by Diebold’s counsel could 
not support an inference of scienter because there was 
no allegation that the defendants “read, received or were 
informed of the existence of these memos.” Finally, the de-
fendants’ purported inability to come up with a plausible 
non-fraud explanation for the alleged accounting errors 
was no substitute for the plaintiffs’ failure to plead scienter. 
Having found that plaintiffs failed to plead scienter (or 
propose an amended complaint that did not suffer from 
the same infi rmities), the Sixth Circuit affi rmed the dis-
missal without leave to amend.

Securities Act

S.D.N.Y. Dismisses IPO Registration Statement Claims

In re Agria Corp. Sec. Litig., No. 08 Civ. 3536 (WHP) 
(S.D.N.Y. Nov. 30, 2009)

Judge William H. Pauley III of the U.S. District Court 
for the Southern District of New York dismissed claims 
that Agria Corp., nine of its offi cers and directors, its 
largest shareholder and four IPO underwriters violated 
Sections 11 and 12(a)(2) of the Securities Act by making al-
legedly misleading statements or omissions in Agria’s IPO 
registration statement. Agria operates in China through 
contractual arrangements with another company, Prima-
lights III Agriculture Development Co. (P3A), owned by 
four individuals, including Agria COO Zhixin Xue and the 
wife of Agria Chairman and Co-CEO Guanglin Lai. Agria 
disclosed in the registration statement that it relied on its 
contracts with P3A and on its management to operate, and 
that any associated legal proceedings (if necessary) would 
be uncertain, because they would occur in China. Five 
months after its IPO, Agria disclosed that Xue resigned as 
COO but would remain P3A’s chairman and legal repre-
sentative. Agria also disclosed that its board learned two 
months after the IPO that Lai was discussing with Xue 
paying him a signifi cant sum of money and transferring 22 
percent of Agria from its largest shareholder to Xue and his 
designees to better align P3A’s interests with Agria’s. The 
press release attached Xue’s e-mails threatening to resign 
unless he received those payments. The complaint alleged 
that it was a material misrepresentation or omission to 
not disclose the negotiations with Xue and his threat to 
resign, because negotiations must have been under way 
when the registration statement was issued given that Lai 
approached the board two months after the IPO with the 
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plead scienter by pointing to the individual defendants’ 
positions at CompuCredit without pleading that someone 
at CompuCredit knew CompuCredit’s conduct was illegal 
or by alleging that the individual defendants were motivat-
ed to keep the stock price high because their compensation 
included CompuCredit equity. Additionally, the complaint 
did not provide the necessary allegations about specifi c 
trades to show that the individual defendants acted by 
reference to their stock trading practices. Finally, the court 
noted that the complaint failed to allege loss causation, 
because the plaintiff had sold its stock before CompuCredit 
disclosed the FDIC and FTC enforcement actions and the 
complaint did not allege any earlier partial disclosures or 
describe their effect on CompuCredit’s stock price.

Stock Option Granting Practices

California District Court Dismisses Criminal Indictment 
Against Broadcom Executives

United States v. Ruehle, No. SACR 08-00139-CJC (C.D. 
Cal. Dec. 15, 2009)

After the close of evidence in an eight-week trial, 
Judge Cormac J. Carney of the U.S. District Court for the 
Central District of California dismissed the government’s 
indictment against William J. Ruehle, the former chief fi -
nancial offi cer of Broadcom Corp., a California-based semi-
conductor company. The government alleged that Ruehle 
and others backdated employee stock options and under-
stated Broadcom’s stock-based compensation expenses 
by more than $2.2 billion. During the trial, Ruehle argued, 
among other things, that the accounting guidelines at issue 
were unclear and were misapplied by hundreds of other 
companies, and that even the government’s witnesses did 
not believe that a crime was committed at the time. In dis-
missing the indictment against Ruehle and granting judg-
ment of acquittal, Judge Carney held that the government 
failed to prove that Ruehle had the intent “necessary to 
violate any of the laws alleged in the indictment,” and 
that the government’s legal team had engaged in prosecu-
torial misconduct by, among other things, “intimidat[ing] 
and improperly infl uenc[ing] the three witnesses critical 
to…Ruehle’s defense.” Judge Carney also dismissed the in-
dictment against Broadcom co-founder Henry T. Nicholas 
III (whose trial was scheduled to commence in February 
2010); vacated the guilty plea of Broadcom’s co-founder 
Henry Samueli (who had previously pled guilty to mak-
ing false statements to the SEC); and dismissed without 
prejudice the SEC’s companion case (which the court dis-
couraged the SEC from refi ling) against Ruehle, Nicholas, 
Samueli and former Broadcom general counsel David Dull.

This article is from a newsletter provided by 
Skadden, Arps, Slate, Meagher & Flom LLP and its 
affi liates for educational and informational purposes 
only and is not intended and should not be construed as 
legal advice. 

Securities Exchange Act because the complaint did not 
allege any material misrepresentations or omissions about 
reimbursement for one of its medical devices, NC-Stat. 
Neurometrix encouraged doctors to bill their use of NC-Stat 
to neurology reimbursement codes, making the use of NC-
Stat highly profi table for doctors. However, two directors 
of reimbursement at Neurometrix and some insurers—with 
more joining over time—disagreed with the use of those 
codes to reimburse for NC-Stat. Neurometrix disclosed that 
it believed that NC-Stat use should be reimbursed under 
the profi table neurology codes and that some insurers 
disagreed with the use of neurology codes for NC-Stat. The 
risk if insurers declined to reimburse for NC-Stat use under 
the neurology codes was more clearly disclosed as more 
insurers declined to reimburse for NC-Stat use under the 
neurology codes. Further, there were no “pervasive” billing 
problems when Neurometrix made three statements about 
reimbursement rates, because at the time only one insurer 
had declined to reimburse through the neurology codes, 
and two clients were dissatisfi ed. Finally, the COO’s state-
ments on three conference calls about the neurology codes 
were not false, because he did not claim that those codes 
were “weighted or valued” for NC-Stat, and the complaint 
did not allege that he did not believe his statements were 
true. In addition, the complaint did not allege his statements 
were wrong, as they only alleged that two directors of reim-
bursement at Neurometrix and some insurance companies 
disagreed with the COO’s belief that the neurology codes 
applied to NC-Stat. This ruling was appealed on Jan. 7, 
2010.

Georgia Federal Court Dismisses Claims Involving 
Marketing of Financial Products to Subprime 
Consumers

Waterford Twp. Gen. Employees Ret. Sys. v. 
CompuCredit Corp., No. 1:08-CV-2270-TWT (N.D. Ga. 
Dec. 3, 2009)

Judge Thomas W. Thrash, Jr., of the U.S. District Court 
for the Northern District of Georgia, dismissed claims that 
CompuCredit Corp. and four of its offi cers violated Sec-
tion 10(b) of the Securities Exchange Act by making false 
or misleading statements about its earnings, the strength 
of its business, and FDIC and FTC investigations of how 
it marketed fi nancial products (including credit cards) to 
subprime consumers. Judge Thrash determined that the 
complaint adequately pled with particularity how Com-
puCredit misrepresented its marketing practice, and that 
those were suffi ciently related to its statements about the 
strength of its business, the legality of those practices, and 
the FDIC and FTC investigations. However, because Com-
puCredit was not required to predict the outcome of those 
investigations and it had suffi ciently detailed the risk of a 
material adverse effect from those investigations, the com-
plaint did not state a plausible claim for relief. Similarly, 
the complaint did not adequately plead scienter, because 
there were no allegations that the defendants knew Com-
puCredit’s conduct was illegal. The complaint could not 
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Judge Knapp, with the foregoing guidance, still was 
not moved. On remand, he again rejected the claim of 
work product, and the issue once more went back to the 
Second Circuit.

In Adlman II,5 a Second Circuit panel headed by Judge 
Leval ruled in 1998 that the requisite showing under 
Rule 26(b)(3) to protect attorney work product materials 
prepared “in anticipation of litigation” was just that—
whether the materials had been, in fact, prepared “in 
anticipation of litigation.” Judge Leval’s decision rejected 
a growing number of decisions which imposed a gloss on 
the language of Rule 26(b)(3), requiring a showing that 
the sought after materials had been generated “primar-
ily,” “principally,” or “exclusively” in anticipation of liti-
gation.6 After a review of the policies underscored by the 
Supreme Court in Upjohn and Hickman v. Taylor,7 Judge 
Leval termed the IRS’s position that it should be entitled 
to the documents as ”untenable”:

If the company declines to make [a 
candid analysis of litigation risks] or 
scrimps on candor and completeness to 
avoid prejudicing its litigation prospects, 
it subjects itself and its co-venturers to ill-
informed decision making. On the other 
hand, a study refl ecting the company’s 
litigation strategy and its assessment 
of its strengths and weaknesses cannot 
be turned over to litigation adversaries 
without serious prejudice to the com-
pany’s prospects in the litigation.8

Consequently, Judge Leval determined that, for purposes 
of determining whether a document was prepared “in 
anticipation of litigation,” the relevant standard would be 
to ascertain whether the document was created “because 
of” the prospect of litigation. On the heels of Adlman II, 
most other courts followed Judge Leval’s “because of” 
standard; it thus seemed that practicing lawyers could 
predict with some certainty where the work product goal 
posts were.9 That all changed, however, when the First 
Circuit decided to change the rules. 

Textron
In connection with an audit of Textron’s tax returns, 

the IRS discovered that a Textron subsidiary had uti-
lized a number of tax shelters about which the IRS had 
questions. That led to the IRS issuing an administra-
tive summons, seeking all of Textron’s tax-related work 
papers for one of the years under audit. Textron partially 
resisted the summons, withholding certain documents, 

I have been writing articles about the attorney work 
product doctrine since 1987.1 After Judge Pierre Leval 
delivered his thoughtful and eminently correct decision 
on that doctrine in U.S. v. Adlman2 on behalf of the Second 
Circuit, however, I thought that much of the disinforma-
tion, misunderstanding, and mischief regarding work 
product would cease.3 I was wrong.

Adlman
Judge Leval’s opinion on Adlman is a necessary 

predicate to understand where we now fi nd ourselves. 
In Adlman, an in-house lawyer for the Sequa Corporation 
(Monroe Adlman) asked the company’s outside account-
ing fi rm to evaluate the tax consequences of a proposed 
corporate reorganization. The accounting fi rm did so in a 
detailed memorandum, setting forth, among other things, 
an analysis of the likely bases of an IRS challenge to a 
large tax refund claim the company was likely to inter-
pose as a result of the reorganization.

After Sequa went through with the transaction and 
claimed the hefty refund, the IRS did indeed bring on an 
audit, which led to a subpoena for documents that in-
cluded the accounting fi rm’s memorandum. When Sequa 
and Mr. Adlman declined to produce the document, the 
IRS sought to enforce the subpoena before Judge Knapp 
in the Southern District of New York.

Sequa and Mr. Adlman claimed the protections of the 
attorney-client privilege and the work product doctrine. 
Judge Knapp rejected both, however. With respect to the 
attorney-client privilege, he found that Mr. Adlman had 
not consulted the accounting fi rm to receive legal advice. 
And as to work product, Judge Knapp ruled that that doc-
trine was not applicable because the memorandum was 
prepared for litigation that was based on events purely 
prospective in nature.

In 1995, the Second Circuit partially affi rmed the 
rulings of Judge Knapp (Adlman I).4 In rejecting the claim 
of attorney-client privilege, the court found that “the 
evidence supports the conclusion that Sequa consulted an 
accounting fi rm for tax advice, rather than that Mr. Adl-
man, as Sequa’s counsel, consulted [the accounting fi rm] 
to help him reach the understanding he needed to fur-
nish legal advice.” At the same time, however, the court 
remanded the case on the work product issue. The court 
ruled that whether or not the events had not yet occurred 
was immaterial to an analysis under Fed. R. Civ. P. 26(b)
(3); the proper standard to be applied was whether the 
memorandum was prepared in anticipation of litigation 
that could result from engaging in the proposed conduct.

Caveat Corporate Litigator: The First Circuit Sets Back the 
Attorney Work Product Doctrine
By C. Evan Stewart
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The Dissent
The two-judge dissent right off noted that the ma-

jority decision fl ew in the face of the First Circuit’s own 
precedent.21 It next observed (correctly) that the major-
ity’s “prepared for” test “is an even narrower variant of 
the widely rejected ‘primary motivating purpose’ test 
used in the Fifth Circuit.”22 The majority’s test, moreover, 
“ignores a tome of precedents from the circuit courts and 
contravenes much [sic] of the principles underlying the 
work-product doctrine”; indeed, it even “brushes aside 
the actual text of Rule 26(b)(3).”23

The dissent then went through a careful recitation of 
the analysis articulated by Judge Leval in Adlman, and 
how that analysis (and the “because of” test) were con-
sistent with the text of Rule 26(b)(3) and the underlying 
goals and policies of the work product doctrine (as origi-
nally articulated by the Supreme Court in Hickman v. Tay-
lor).24 In fact, as the dissent observed, under the “because 
of” standard, the spreadsheets “contain exactly the sort 
of mental impressions” that the work product doctrine 
was designed to protect.25 And as the dissent conversely 
observed, under the majority’s “prepared for” test, there 
would be no protection for attorney documents analyz-
ing anticipated litigation; the judges thus warned lawyers 
going forward “that their work product is not protected 
in this circuit.”26

The dissent concluded by acknowledging that the 
IRS would surely be happy about this sharp change in 
the law, thus allowing the agency to have a new and 
“important tool in combating [tax] fraud.”27 But given the 
fact that the majority’s decision “has thrown the law of 
work-product into disarray,”28 the dissent called upon the 
Supreme Court “to intervene and set the circuits straight 
on this issue which is essential to the daily practice of 
litigators across the country.”29

The Supreme Court
Textron has asked for certiorari review by the Su-

preme Court.30 The Court declined to exercise its jurisdic-
tion, however. With the Court’s decision not to weigh in, 
it is clear that the majority’s ruling in Textron unleashes 
(like Pandora’s Box) widespread mischief into the lives 
of corporate litigators. First, if only documents “prepared 
for” litigation are covered, then the universe of protected 
materials has shrunk enormously; conversely, the amount 
of motion practice to get access to this increased universe 
of materials will surely rise commensurately. Careful 
lawyers will undoubtedly react by reducing their litiga-
tion analyses to writing (or eliminating them altogether); 
as Judge Leval (and others—e.g., the Supreme Court) 
have observed, such a result would be hard to reconcile 
with good corporate decision making.31 Other foreseen 
(and unforeseen) consequences also lurk. As the dissent in 
Textron noted, for example, under the majority’s approach 

including spreadsheets prepared by Textron’s lawyers; 
those spreadsheets (i) listed reserve items for which the 
ultimate tax treatment was uncertain, and (ii) estimated 
the likelihood of success with respect to each item in the 
event of a dispute with the IRS. Textron cited the attor-
ney-client privilege and the work product doctrine as 
reasons for its non-compliance with the summons.

The district court ultimately denied the IRS’s re-
quest for enforcement of its summons.10 While the court 
acknowledged that the IRS had a legitimate reason for 
seeking the materials,11 and while it rejected the claim of 
attorney-client privilege because Textron had shown the 
materials to its outside auditors,12 the court nonetheless 
ruled that the materials were protected under the work 
product doctrine and thus not discoverable.13

Unlike the attorney-client privilege, disclosure of 
attorney work product to a non-adverse party (e.g., a 
company’s auditor) does not automatically waive at-
torney work product protections.14 Having disposed of 
the waiver issue, the court then looked to Judge Leval’s 
analysis in Adlman (which had subsequently been adopt-
ed by the First Circuit)15 in resolving the matter:

[I]t is clear that the opinions of Textron’s 
counsel and accountants regarding items 
that might be challenged by the IRS, their 
estimated hazards of litigation percent-
ages and their calculation of tax revenue 
amounts would not have been prepared 
at all “but for” the fact that Textron an-
ticipated the probability of litigation with 
the IRS.16

On appeal to the First Circuit, a divided three-judge 
panel affi rmed the district court. The First Circuit en banc, 
however, agreed with the IRS’s petition for a rehearing en 
banc and vacated the earlier appellate affi rmance. 

After oral argument before the entire First Circuit, the 
court, by a three-to-two vote, reversed the district court 
and ruled that the work product doctrine did not shield 
the spreadsheets from disclosure to the IRS.17 The three-
judge majority endorsed a new test for evaluating work 
product: were the documents created “for use” in litiga-
tion—i.e., would the materials “in fact serve any useful 
purpose for Textron in conducting litigation if it arose.”18 
Because tax accrual work papers are prepared in the 
normal course for a public company seeking a “clean” 
opinion from its auditors, the majority opined that “[a]ny 
experienced litigator” would not describe such docu-
ments “as case preparation materials.”19 The majority 
was not impressed with Textron’s argument that it would 
be “unfair” for the IRS to have access to the spreadsheets 
because it would give the IRS a huge advantage in its 
litigation with Textron, observing that “the essential 
public interest in revenue collection” trumped any 
notions that litigation should be a relatively fair fi ght.20
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11. Id. at 145.

12. Id. at 152. It is black letter law that disclosure of privileged 
materials to a third party waives the privilege. See, e.g., In re 
Subpoena Duces Tecum, 738 F.2d 1367 (D.C. Cir. 1984).

13. Id. at 150.

14. Id. at 152-53.

15. Maine v. U.S. Dep’t of the Interior, 298 F.3d 60 (1st Cir. 2002).

16. 507 F. Supp. 2d at 150. That the documents were useful in getting 
a “clear” opinion from Textron’s auditors was beside the point 
insofar as “there would have been no need to create a reserve in 
the fi rst place, if Textron had not anticipated a dispute with the 
IRS that was likely to result in litigation or some other adversarial 
proceeding.” Id.

17. 577 F.3d 21 (1st Cir. 2009) (en banc).

18. Id. at 27, 30.

19. Id. at 28. See also id. at 31. See generally U.S. v. Arthur Young & Co., 
465 U.S. 805 (1984) (rejecting accountant work product privilege).

20. Id. at 31.

21. See supra note 15. Bizarrely, the majority argued that the “prepared 
for” test is not inconsistent with the “because of” test; that is 
obvious sophistry and clearly wrong. 577 F.3d at 32-34.

22. 577 F.3d at 32. See supra note 9.

23. 577 F.3d at 32.

24. See supra note 7.

25. 577 F.3d at 36.

26. Id. at 38. 

27. Id. at 43.

28. Id.

29. Id.

30. See J. Finet & A. Bennett, Textron Seeks Supreme Court Review of 
Ruling on Tax Accrual Work Papers, ABA/BNA Lawyer’s Manual on 
Professional Conduct 20, Jan. 6, 2010.

31. See supra notes 7, 8.

32. 577 F.3d at 37. The dissent noted its concern with this “sharp 
practice” becoming the norm. Id. Even before the Textron decision, 
the issue of disclosure of litigation reserves was on the radar 
screen of corporate litigators as being fraught with dangers to 
the attorney-client privilege and the work product doctrine. See 
August 8, 2008 letter from the Litigation Advisory Committee 
of the Securities Industry and Financial Markets Association 
to R. Hartz, Chairman, Financial Accounting Standards Board, 
regarding an amendment of FASB Statements Nos. 5 and 141(R). 
[This letter (and others commenting on the FASB proposals) can be 
found at http://www.fasb.org/home.].

33. See In re Murphy, 560 F.2d 326 (8th Cir. 1977). See also C. E. Stewart, 
Jumping on a Hand Grenade for a Client, Federal Bar Council 
Quarterly, Nov. 2009.

34. 560 F.2d at 336.

C. Evan Stewart is a partner in the New York City 
offi ce of Zuckerman Spaeder LLP, focusing on business 
and commercial litigation. He has published over 150 
articles on various legal topics and is a frequent contrib-
utor to the New York Law Journal and this publication.

litigation reserve decisions and specifi c amounts thereof 
are likely fair game under the “prepared for” test.32

Conclusion
At bottom, the majority’s decision in Textron is wrong-

ly decided and will have many bad results fl owing from 
it—unless the Supreme Court steps in and overrules it. 
As the Eighth Circuit made clear over three decades ago 
in one of the truly seminal decisions on work product, the 
doctrine protects litigation analysis, wholly without re-
gard to “use” in the litigation at issue; indeed, the analy-
sis can be for litigation that is terminated or unrelated to 
the litigation at issue.33 Furthermore, the type of litiga-
tion analysis done by the Textron lawyers is/was clearly 
opinion work product, attorney materials which “enjoy[ ] 
a nearly absolute immunity and can be discovered only in 
very rare and extraordinary circumstances.”34 Such “very 
rare and extraordinary circumstances” were clearly not 
shown by the IRS in Textron—the agency only wanted the 
litigation materials to ensure that it would not have to be 
engaged in a fair fi ght. That should never be the govern-
ing principle. But until the Supreme Court sets the law 
back to its Adlman days, the cautions of the Textron dissent 
must be carefully heeded.
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bonds to fi nance U.S. budget defi cits and also because 
more foreign investors, who tend to hold the bonds for 
longer periods, were buying them as well.12 

Treasury futures contracts specify a number of dif-
ferent bond issues that are acceptable for delivery, but 
problems can arise when one of the deliverable bonds is 
a lot cheaper than the others and the traders who must 
deliver face a battle to get those scarce “cheapest-to-de-
liver” bonds. Certainly, some traders are winners in this 
scenario—those holding the cheapest-to-deliver bonds as 
demand pushes up the price.13 In general, futures inves-
tors usually demand delivery on less than 10% of all 
contracts—they don’t want to actually take possession 
of the underlying bond. More often, they trade their old 
contracts, which come due at the end of each quarter, for 
new ones.14 

2. The Alleged Manipulation

From 2000 to 2004 the volume and open interest of 
the Chicago Board of Trade 10-Year Treasury note futures 
contract steadily increased while the available supply of 
Treasury notes deliverable in satisfaction of the futures 
contracts remained constant or declined; this made the 
futures contract susceptible to manipulation by a person 
in control of a large long position.15 This growing imbal-
ance in the Treasury futures market came to a head in 
June 2005, when market participants noticed a serious 
mismatch: only about $10 to $13 billion of cheapest-to-
deliver, 10-year Treasury notes were available for the Sep-
tember futures contract, on which the total value of bets 
was as much as $170 billion.16 That caused the price of the 
September contract to rise sharply, as market players bet 
those on the wrong side of the futures trade would have 
to deliver more expensive bonds.17 The relevant contracts 
traded on the Chicago Board of Trade. 

As it happened, one of the biggest bond fund man-
agers in the world, Pacifi c Investment Management Co. 
(PIMCO), had amassed a colossal position in June 10-year 
futures—speculated to be as large as $14 billion.18 PIMCO 
manages the retirement assets of many of the world’s 
largest companies and employee organizations (including 
fi refi ghters and teachers), as well as the bond portfolios of 
various governments, endowments, charitable organiza-
tions, corporations, and mutual funds.19 PIMCO oversees 
about $756 billion of assets, including the $159 billion 
PIMCO Total Return fund run by the legendary bond 
guru Bill Gross.20

Typically, fund managers would simply “roll” their 
June contracts for September contracts, but because the 

I. Introduction
“Commodity manipulation litigation is on the rise.”2 

The pressure to curb the perceived infl uence of specula-
tors on commodity prices has mounted, effectively forc-
ing the Commodity Futures Trading Commission (CFTC) 
to spring into action. In turn, the CFTC has dramatically 
stepped up its enforcement efforts to combat the manipu-
lative practices of certain players in the futures markets.3 
These enforcement actions have given rise to related 
private class action lawsuits alleging similar commodity 
manipulation claims on behalf of buyers, and sellers, who 
traded commodity futures contracts at artifi cial prices.4 
However, the road to recovery in a class action lawsuit 
alleging commodity manipulation is fraught with high 
hurdles and intimidating challenges. Before a class action 
can proceed to trial, or, in most instances, to settlement, 
the defi nition of the class must be certifi ed by a court.5 
To get a class certifi ed, the class action lawyer will need 
to deal with “surprisingly unsettled” questions of what 
standards govern a district judge in deciding a motion 
for class certifi cation under Rule 23 of the Federal Rules 
of Civil Procedure.6 Based on recent divergent opinions 
delivered by four appellate circuits, perhaps the most 
tricky required showing for class certifi cation under Rule 
23 is that of “predominance”—a plaintiff must show 
that issues common to the class predominate over is-
sues affecting individual class members.7 Then, if the 
class certifi cation hurdle is successfully negotiated, the 
class action lawyer will face the daunting task of actually 
proving manipulation under the Commodity Exchange 
Act (CEA).8 These challenges can best be explained by 
analyzing Kohen v. Pacifi c Investment Management Co., the 
landmark commodity manipulation class action that is 
currently pending in the Seventh Circuit.9 

II. The PIMCO Controversy

1. Background

Kohen v. PIMCO was spawned by the controversy that 
roiled the market for Treasury futures in June of 2005. By 
the summer of 2005, the market for futures on 10-year 
U.S. Treasury notes was facing an increasing imbal-
ance. Hedge funds and other investors had piled into 
the futures market, causing it to triple in size from 2000 
to 2005, while the supply of bonds cheaply available to 
fulfi ll these contracts had dwindled.10 The dollar volume 
of contracts traded had boomed, exceeding $200 billion 
as of August 2, 2005, compared with about $62 billion fi ve 
years earlier.11 Meanwhile, the amount of bonds avail-
able to deliver against those contracts had decreased, in 
part because the Treasury had been issuing shorter-dated 

The Pendulum Begins to Swing Back: Kohen v. PIMCO
By David Pepper

The methods and techniques of manipulation are limited only by the ingenuity of man.1
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As the June Contract neared expiration, PIMCO held 
its long position in the June Contract, which plaintiffs 
claimed was “highly unusual.” According to plaintiffs, 
physical deliveries in the market for Treasury futures oc-
cur less than 1% of the time because traders usually offset 
their future contract positions before their contracts ma-
ture.32 After trading in the June Contract closed, PIMCO 
represented that it took deliveries on that contract and ac-
quired a large position in the cheapest-to-deliver Treasury 
note “for investment purposes”; however, by September 
30, 2005, defendants had sold all of their cheapest-to-
deliver Treasury note holdings.33 Plaintiffs alleged that 
the motive and intent underlying PIMCO’s conduct was 
to profi t from artifi cially high prices. Throughout the class 
period, May 9 to June 30, 2005, the pricing relationships 
and trading behavior of the June Contract and the cheap-
est-to-deliver note exhibited anomalies, which plaintiffs 
alleged evidenced an artifi cial market.34 Plaintiffs claimed 
common injury resulting from the purchase of June 
Contracts during the class period at artifi cially high prices 
to cover their short positions, thereby incurring losses of 
$600 million.35 

1. The Standard for Manipulation Under the CEA

Manipulation is the “intentional exaction of a price 
determined by forces other than supply and demand,” its 
means “limited only by the ingenuity of humankind.”36 
The futures market lends itself to manipulation more 
readily than a cash market.37 Accordingly, Congress’ rai-
son d’etre for the CEA has been to prevent, and provide 
ample avenues of redress for, the manipulation of com-
modity futures contract prices by “big traders.”38 Under 
the CEA, it is a felony (1) to manipulate, (2) to corner, 
or (3) to make false reports concerning a commodity.39 
The CEA establishes a violation for market manipulation 
when (1) the defendant possessed an ability to infl uence 
market prices; (2) an artifi cial price existed; (3) the defen-
dant caused the artifi cial prices; and (4) the defendant 
specifi cally intended to cause the artifi cial price.40 The 
evidence of manipulation may be as varied as the means 
of a manipulation.41 

2. Market Power Manipulations in the Futures 
Markets

Two of the most discussed forms of market manipu-
lation are the “squeeze” and the “corner.”42 A “corner” 
amounts to a near monopoly of a cash commodity, 
coupled with the ownership of long futures contracts in 
excess of the amount of that commodity, so that shorts—
traders who because of the monopoly cannot obtain the 
cash commodity to deliver on their contracts—are forced 
to offset their contract with the long at a price which the 
holder of the long position dictates, which of course is as 
high as the long holder can prudently make it.43 Histori-
cally, a corner can only be performed through the pur-
chase of long contracts in excess of the known deliverable 
supply, through purchase of the entire cash supply, or 

price of the September contracts had risen so much, the 
trade became prohibitively expensive.21 But when PIMCO 
decided to keep its June contracts, the market took that as 
a signal the fi rm would demand delivery. That caused a 
rush on the cheapest-to-deliver bonds—and there weren’t 
enough of those cheapest-to-deliver bonds available to 
fulfi ll that demand.22 It isn’t known how many bonds 
PIMCO actually received, but the perceived demand for 
the cheapest-to-deliver bond for the June contract—a 
10-year Treasury note maturing in February 2012—turned 
into real demand as investors scrambled and clamored to 
get that bond.23 Adding to the urgency: the next cheapest-
to-deliver bond was about a full percentage point more 
expensive than the February 2012 one, and the CBOT lev-
ies a fi ne of 1% of a contract’s value on anyone who fails 
to deliver a bond.24 

This shortage in the deliverable supply of the 10-year 
notes proved costly for many investors who had to pay 
a premium to get them, and caused deliveries in other 
parts of the bond market to fail.25 This general inacces-
sibility of the cheapest-to-deliver bond caused the price 
of the June futures contract to rise sharply, because the 
market expected more expensive bonds to be delivered—
a seemingly “uneconomic” outcome (as discussed further 
below). This created an unusual opportunity for anyone 
who was holding the cheapest-to-deliver bond to make an 
unusually large profi t by selling that bond at the higher 
futures price.26 

III. Did PIMCO Illegally Manipulate The Market 
for the June Contract Under the CEA?

The extreme and historic imbalance between supply 
and demand in Treasury futures and the deliverable sup-
ply caught the attention of regulators and investors alike. 
Specifi cally, investors who were short the June Contract 
complained that PIMCO’s actions artifi cially drove the 
price on the contract higher, forcing them to pay a “mo-
nopoly price” to cover their short positions.27 In turn, 
several class action lawsuits were fi led shortly thereafter 
on behalf of private investors, later consolidated as Kohen 
et al. v. PIMCO in the Northern District of Illinois.28 

In Kohen v. PIMCO, plaintiffs Breakwater Trading 
LLC and Richard Hershey alleged that defendant PIMCO 
manipulated the prices of both the June futures contract 
as well as the cheapest-to-deliver Treasury note underly-
ing that contract, in violation of §§ 9(a), 22(a) and 22(a)
(1) of the Commodities Exchange Act (CEA).29 By March 
31, 2005, PIMCO held more than $16.3 billion in the June 
Contract, which plaintiffs claimed was of “unprecedent-
ed size.” Plaintiffs also claimed that this long position 
exceeded the available supply of the cheapest-to-deliver 
Treasury note.30 Additionally, from March 20, 2005 until 
the end of June 2005, PIMCO hoarded $13.3 billion worth 
of the February 2012 Treasury note, which was the cheap-
est-to-deliver Treasury note for the June Contract and was 
in excess of 75% of the deliverable supply of such notes.31 
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contract also buys (or goes “long”) the deliverable 
instrument on that contract. The Kohen Plaintiffs allege 
that PIMCO engaged in a “long-long” manipulation by 
making unprecedented purchases of the deliverable sup-
ply (of cheapest-to-deliver bonds) during trading and by 
taking the largest deliveries in the history of the CBOT, 
thereby causing an all-time record divergence between 
the cash price and futures price.55 Plaintiffs made several 
arguments regarding both the sheer size and the relative 
size of PIMCO’s conduct—evidence was submitted that 
showed PIMCO’s share of the open interest in June 2005 
Contract long positions increased from 20% at the start of 
the alleged manipulation period on May 9, 2005, to 87% 
on the fi nal day of all trading in that contract, on June 
21, 2005.56 Just as the time for deliveries on the June 2005 
Contract began to draw near, PIMCO began to engage in 
the highly unusual conduct of purchasing large amounts 
of the cheapest-to-deliver note on that contract.57 PIMCO 
had increased its share of the deliverable supply of the 
cheapest-to-deliver note from less than 12% on May 9, 
2005 (the fi rst day of the Class Period) to almost 42% by 
May 24, 200558—by that date, PIMCO owned three times 
as many futures positions in the cheapest-to-deliver notes 
than were owned by other parties.59 PIMCO, alone, took 
deliveries on more than 132,500 June 2005 Contracts—this 
amount was greater than the amount of deliveries taken 
by all traders combined on any previous U.S. Treasury 10-
Year futures contract in the entire history of the CBOT.60 
PIMCO’s all-time record insistence on deliveries, coupled 
with its purchases of $6 billion in the deliverable instru-
ment during trading in the June 2005 Contract, provided 
PIMCO with $20 billion of the cheapest-to-deliver notes 
(Feb. 2012), more than 100% of the entire normally avail-
able supply of the deliverable instrument.61 In sum, Plain-
tiffs argued that PIMCO’s hoarding of the cash instru-
ment amounted to an illegal corner—a key component of 
its illegal long-long manipulation.62 

While the evidence of manipulation may be as varied 
as the means of a manipulation, one important type of 
evidence of manipulation is uneconomic conduct such as 
that outlined above.63 If the fi rm’s conduct would nega-
tively impact a competitive price-taking fi rm but would 
cause changes in market prices that profi t the larger fi rm, 
then inferences of manipulative impact and intent are 
suggested.64 Plaintiffs argued that PIMCO engaged in 
uneconomic conduct predicated on causing and exploit-
ing higher prices and special pricing relationships, by 
embarking on a course to take its all-time record deliver-
ies.65 Plaintiffs further alleged that PIMCO engaged in 
this uneconomic conduct with the specifi c intent to cause 
uneconomic deliveries of what PIMCO claimed was a 
poisonous, artifi cially infl ated August 2012 note even for 
the September 2005 futures contract for which it was the 
cheapest-to-deliver note—and such note was much more 
artifi cially infl ated as a basis to price the liquidation pur-
chases paid by the shorts in the June 2005 Contract.66

through a combination of both.44 In a “squeeze,” the ma-
nipulator acquires a dominant futures position and/or a 
dominant amount of the cash supply to allow the manip-
ulator to demand artifi cial prices from traders who must 
make delivery in the face of a shortage of supply45—there 
might not be an actual monopoly of the cash commodity 
itself.46 When analyzing the ability to infl uence prices un-
der the corner or squeeze theories of manipulation, courts 
look to the defendant’s ability to control parts of the mar-
ket.47 However, courts and administrative decisions point 
out that proof of manipulation does not always require 
market control.48 “Buying or selling in a manner calculat-
ed to produce the maximum effect upon prices, frequent-
ly in a concentrated fashion and in relatively large lots,” 
is one form of manipulation, among others.49 Further, 
control of the relevant cash market is not a necessary ele-
ment of manipulation.50 Critics claim that market power 
manipulations, such as squeezes, cause costly distortions 
in consumption, production, storage, and commodity 
fl ows. By distorting relative prices, manipulation reduces 
the value of a futures contract as a hedging instrument. 
Given these various deleterious effects, a market power 
manipulation reduces the effi ciency of a futures market 
as a risk transfer and price discovery mechanism.51 

It should be noted that many squeezes do not involve 
intentional manipulation of futures prices, but are caused 
by various natural market forces, such as, for example, 
unusual weather conditions which have caused abnor-
mally low crop production.52 However, given a shortage 
of deliverable supplies for whatever reason, the futures 
price can be manipulated by an intentional squeeze 
where the holder of a long position acquires contracts 
substantially in excess of the deliverable supply and so 
dominates the futures market that he can force the shorts 
to pay his dictated and artifi cially high prices in order to 
settle their contracts.53 

3. The Kohen Plaintiffs Alleged That PIMCO 
Engaged in an Illegal Manipulation Under the 
CEA, Thereby Causing Class-wide Injury

The Kohen Plaintiffs contended that PIMCO intended 
to cause artifi cial prices—specifi cally, they allege that 
PIMCO: (1) “knowingly” changed its behavior as the 
futures contracts became susceptible to manipulation 
by persons controlling a large long position by their acts 
of acquiring an “extraordinary large long position” and 
refusing to liquidate; (2) was well aware of this form of 
manipulation; (3) possessed both the motive and intent 
for the manipulative acts described in the complaint, 
namely to increase its fi nancial return; and (4) intended 
to and did manipulate prices of the June Contract during 
the class period.54

One recurrent form of manipulation has been the 
“long-long” manipulation. In the “long-long” form of 
manipulation, a company that is long in the futures 
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rized in In re Indiana Farm Bureau Cooperative Association, 
Inc.: “Manipulative intent may be inferred…where, once 
the congested situation becomes known to him, the long 
exacerbates the situation by, for example, intentionally 
decreasing the cash supply or increasing his long position 
in the futures market.”78 The District Court rejected this 
argument, ruling that although In re Indiana Farm Bureau 
Cooperative Association, Inc. set forth two situations in 
which manipulative intent may be inferred, that list is by 
no means exclusive.79

PIMCO further asserted that it did not have the abil-
ity to manipulate prices because the June Contract allows 
for delivery of a number of other Treasury notes besides 
the cheapest-to-deliver Treasury note.80 PIMCO claimed 
that it only held 3.16% of the notes deliverable under the 
terms of the June Contract. In support of this argument, 
PIMCO cited the CFTC’s decision in In re Cox: “the terms 
of the underlying futures contract should not be lightly 
ignored when calculating deliverable supply. If the terms 
of the contract permit delivery of premium grades of 
the commodity, then premium grades must be counted 
as part of the relevant supply, if otherwise available.”81 
Therefore, PIMCO contended, June Contract prices could 
not have been artifi cial because the price was based on 
a mix of notes that were expressly deliverable under the 
terms of the June Contract, aside from just the cheapest-
to-deliver note. 

PIMCO’s made one further last-gasp argument—
it tried to defeat class certifi cation by arguing that the 
class defi nition was impermissibly overbroad because it 
included individuals who had suffered no cognizable in-
jury.82 This was PIMCO’s most interesting argument, and 
one that merits further discussion below. 

5. The District Court Ruled That Plaintiffs 
Adequately Pleaded Their Manipulation Claim 
Under the CEA

The District Court noted that intent in a manipulation 
claim is a subjective inquiry and may be inferred from the 
facts alleged and the totality of the circumstances.83 Ac-
cepting plaintiffs’ factual allegations as true, and drawing 
all reasonable inferences in their favor, the District Court 
was persuaded that plaintiffs had adequately pleaded 
that defendants intended, at the time of acquisition, to 
cause an artifi cial price and subsequently exercised the 
ability to infl uence prices.84 The District Court ruled that, 
considering the totality of the circumstances, it might 
reasonably be inferred that PIMCO intended to acquire a 
very large long position in the June Contract and a large 
position in the cheapest-to-deliver Treasury note and that 
PIMCO would be benefi ted by refraining from liquidat-
ing these positions and instead taking delivery of more 
valuable notes other than the cheapest-to-deliver Treasury 
note.85 Moreover, in a market that was susceptible to ma-
nipulation by a dominant long position, it was reasonable 
to infer that PIMCO was well aware of its potential ability 
to infl uence prices and that it intended to manipulate 

4. PIMCO’s Counterargument in Support of Its 
Motion to Dismiss the Complaint

PIMCO moved to dismiss the complaint pursuant to 
Rule 12(b)(6) for failure to state a claim upon which relief 
can be granted.67 PIMCO based this motion on a losing 
argument: that the securities laws and the CEA should be 
construed analogously. Like the securities acts, PIMCO 
reasoned, the CEA seeks to protect those investors who 
are actually harmed by market manipulation, but it does 
not aim to provide generalized insurance to traders who 
speculate in the highly risky and volatile commodities 
markets.68 PIMCO warned that permitting a CEA claim, 
like this one, to proceed without regard to whether the 
plaintiff suffered any actual damages proximately caused 
by the manipulation distorts the CEA into something 
“worse than a generalized insurance policy”—it makes 
the CEA a mechanism for awarding windfall profi ts to 
speculators who in fact benefi ted from any manipula-
tion that occurred, “and of course, the class action device 
greatly magnifi es that mischief.”69

In furtherance of this policy argument, PIMCO at-
tempted to apply the Supreme Court’s decision in Dura v. 
Broudo, a landmark securities case, to the facts of Kohen, 
arguing that plaintiffs failed to state an actionable claim 
because the class defi nition included uninjured mem-
bers.70 In Dura, the Supreme Court reversed the Ninth 
Circuit’s standard for pleading the element of loss causa-
tion for a securities fraud claim.71 The Supreme Court 
ruled that merely alleging an infl ated purchase price is 
inconsistent with the Securities Exchange Act of 1934’s 
requirement that a plaintiff prove that a defendant’s 
fraudulent conduct caused the plaintiff’s economic loss.72 
In response, the Northern District of Illinois aptly noted, 
Kohen v. PIMCO is not a securities fraud case and, thus, 
the elements of proof are different.73 Therefore, the Dis-
trict Court did not fi nd Dura controlling on the issue of 
whether the class defi nition includes uninjured members. 
Judge Posner of the Seventh Circuit stated further that be-
cause the plaintiffs sold short, then, prima facie at least—
being forced as they were to cover by June 30—they were 
injured if the price of cover was artifi cially infl ated during 
the period between their sale and the delivery date.74 
Judge Posner quipped that PIMCO’s “repeated, indeed 
obsessive” citations to Dura “suggest[ed] desperation.”75

PIMCO made several other strained arguments. 
PIMCO represented that it took deliveries on the June 
Contract and acquired a large position in the cheapest-
to-deliver Treasury note for “investment purposes.” The 
District Court dismissed this argument, reasoning that 
by September 30, 2005, defendants had already sold all of 
their cheapest-to-deliver Treasury note holdings.76

PIMCO also argued that a mere refusal to liquidate its 
position in the June Contract is not the type of affi rmative 
manipulative exacerbation that other courts have relied 
upon.77 PIMCO argued that the type of manipulative 
intent that would suffi ce is evidenced by conduct summa-
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dominance requirement for class certifi cation has become 
an especially tricky hurdle to negotiate. 

A District Court has broad discretion to determine 
whether certifi cation of a class is appropriate.93 However, 
recent U.S. Supreme Court decisions have encouraged 
District Courts to examine claims more stringently early 
on in litigation.94 The trend has been for appellate courts 
to instruct District Courts, beginning in the mid-1990s, 
to scrutinize class certifi cation motions more closely.95 
The recent class certifi cation opinions in In re Hydrogen 
Peroxide Antitrust Litigation, In re Initial Public Offerings 
Securities Litigation, and In re New Motor Vehicles Canadian 
Export Antitrust Litigation have surely caused class action 
lawyers to reassess their approach to class certifi cation.96 
In each of these opinions, appellate courts reversed the 
trial court’s grant of class certifi cation. Each of these 
courts was concerned that the plaintiffs were not able to 
establish widespread injury to the class through common 
evidence. In situations like these, courts have generally 
found the so-called “predominance” requirement of Rule 
23(b) to be lacking—or, in other words, that common 
issues do not predominate over individual ones—and 
have therefore refused to grant class certifi cation. These 
opinions regarding class certifi cation, each delivered by 
a different appellate circuit, have recognized that District 
Courts should not allow fl imsy class allegations to exert 
undue settlement pressure on defendants. This represents 
a dramatic change from older class certifi cation decisions, 
like Blackie v. Barrack,97 in which the Ninth Circuit held 
that lower courts considering class certifi cation motions 
are “bound to take the substantive allegations of the com-
plaint as true.”98 However, in Kohen v. PIMCO, Judge Pos-
ner, speaking for the Seventh Circuit, made it clear that 
cases like Hydrogen Peroxide, IPO, and Canadian Autos do 
not abrogate the well-established rule that for purposes 
of class certifi cation, plaintiffs need not show that every 
individual in the class was harmed by the defendants’ al-
leged conduct—only that it is plausible that most were. 

2. In re IPO Securities Litigation—The Second Circuit 
Rejected Plaintiffs’ Motion for Class Certifi cation, 
Thereby Imposing Strict New Standards on 
Plaintiffs’ Lawyers

In 2006, the Second Circuit Court of Appeals’ decision 
in In re IPO Securities Litigation made it more diffi cult for 
plaintiffs to win class certifi cation by requiring District 
Courts to make “determinations” as to whether all of 
the Rule 23 requirements, including predominance, are 
met and have been established by the facts. In IPO, the 
Second Circuit vacated a District Court opinion granting 
class certifi cation in a consolidated class action alleging 
violations of the securities laws in connection with initial 
public offerings. The District Court judge, Shira Scheind-
lin, had issued an order granting, in part, plaintiffs’ mo-
tions for class certifi cation.99 Judge Scheindlin considered 
the standard of proof that must be met to obtain class 
certifi cation: citing the U.S. Supreme Court’s decisions in 

the futures market at the time of acquisition of the large 
contract positions.86 Accordingly, the District Court ruled 
that plaintiffs had suffi ciently pleaded their claims that 
defendants violated the CEA.87 

IV. The Evolving Predominance Standard for 
Class Certifi cation as it Relates to Kohen v. 
PIMCO

The Kohen Plaintiffs had negotiated a major hurdle in 
having their complaint sustained by the District Court; 
however, they were not yet out of the woods. For Plain-
tiffs’ class action to proceed, a crucial, and controversial, 
question had to be answered: could they satisfy the 
requirements of Federal Rule of Civil Procedure 23 and 
get their class certifi ed? The recent trend has been for 
appellate courts to instruct District Courts to scrutinize 
class certifi cation motions more closely than before.88 
This trend has resulted in shifting, divergent standards 
for class certifi cation across Federal circuits. Over the 
past three years, the challenge of convincing a court to 
certify a class can be likened to that of kicking a football, 
through strong shifting winds, between moving goal 
posts.

1. The Predominance Requirement For Class 
Certifi cation Under FRCP 23(b)(3)

The Kohen Plaintiffs moved for class certifi cation 
pursuant to Federal Rule of Civil Procedure 23. The plain-
tiffs’ class defi nition included “[a]ll persons who pur-
chased, between May 9, 2005 and June 30, 2005, inclusive, 
a June 10-year Treasury note futures contract in order 
to liquidate a short position.”89 In opposition, PIMCO 
argued, under Rule 23(b)(3), that this class defi nition was 
fatally fl awed because the class included some investors 
who were not injured by the alleged manipulation of the 
June Contract, and because there were potential confl icts 
of interest among class members who might have suf-
fered differing losses over different periods. 

Under Rule 23(b)(3) a plaintiff seeking class certifi ca-
tion must show that the “questions of law or fact com-
mon to class members predominate over any questions 
affecting only individual members.”90 In essence, pre-
dominance is concerned with whether the named plain-
tiffs can, through their individualized cases, offer proof 
on a class-wide basis.91 Numerous courts have recog-
nized that individual issues will predominate over com-
mon questions if the fact of injury cannot be proven on a 
class-wide basis.92 According to PIMCO, because, among 
other things, the class improperly included those who did 
not lose money in their speculation on the June Contract, 
plaintiffs failed to show the predominance necessary for 
class certifi cation. 

Because of the potentially devastating liability that 
a certifi ed class action represents, defendants are often 
willing to settle on unfavorable terms rather than run the 
risk of a verdict rendered on behalf of a class. The pre-
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fi xing conspiracy in the market for hydrogen peroxide.111 
Both sides had presented the opinions of expert econo-
mists who disagreed on the key disputed predominance 
issue—whether antitrust impact was capable of proof at 
trial through evidence common to the class, as opposed 
to individualized evidence.112 Only the “predominance” 
requirement of Rule 23(b)(3) was disputed.113 Writing for 
the Third Circuit, Judge Anthony Scirica ruled that the 
District Court judge erred by failing to conduct a suf-
fi ciently “rigorous analysis” before concluding that the 
proposed class would be able to prove “antitrust impact” 
through common rather than individual evidence.114 On 
the issue of predominance, the District Court judge had 
said that the plaintiffs “need only make a threshold show-
ing that the element of impact will predominantly involve 
generalized issues of proof, rather than questions which 
are particular to each member of the plaintiff class.”115 

In the appeal, the Third Circuit focused on the pre-
dominance element and required a showing that the class 
is “suffi ciently cohesive.”116 Judge Scirica explained that 
the lower standard of a “threshold showing could signify, 
incorrectly, that the burden on the party seeking certifi ca-
tion is a lenient one or that the party seeking certifi cation 
receives deference or a presumption in its favor.”117 As a 
result, Judge Scirica concluded that the term “threshold 
showing” is “an inadequate and improper standard.”118 

In the wake of Hydrogen Peroxide, plaintiffs seeking 
class certifi cation will therefore face a new urgency—
plaintiffs’ counsel must lay as much groundwork as 
possible before fi ling suit in order to make the stringent 
showing that it will face relatively early in the litigation. 
Further, the Third Circuit’s approach in Hydrogen Peroxide 
seems ripe for export to other circuits because Judge Scir-
ica closely followed the reasoning of the Second Circuit’s 
defendant-friendly class certifi cation opinion in In re IPO 
Securities Litigation. 

4. Kohen v. PIMCO—The Pendulum Swings Back 
as the Seventh Circuit Imposes Important 
Boundaries on the Class Certifi cation Question 

Plaintiffs’ class defi nition in Kohen v. PIMCO included 
“[a]ll persons who purchased, between May 9, 2005 and 
June 30, 2005, inclusive, a June 10-year Treasury note 
futures contract in order to liquidate a short position.119 
Regarding the predominance element of class certifi ca-
tion under Rule 23, PIMCO argued that individual issues 
regarding whether individual class members suffered 
economic losses might predominate over issues common 
to the class because the class included a potentially signif-
icant number of investors who suffered no injury under 
the CEA in their speculation on the June Contract.120 Ad-
ditionally, PIMCO argued that there were predominant 
individual issues related to plaintiffs’ expert’s statistical 
model and predominant issues raised by class members 
who satisfi ed their futures contract obligation with securi-
ties rather than cash.121 Therefore, according to PIMCO, 

General Telephone Co. of the Southwest v. Falcon and Eisen v. 
Carlisle & Jacquelin, she noted that a court must conduct 
a “rigorous analysis” in which it “may be necessary for 
the court to probe behind the pleadings,” but emphasized 
that the court cannot “conduct a preliminary inquiry into 
the merits of a suit.”100 Judge Scheindlin found that plain-
tiffs need only make “some showing” that they had satis-
fi ed the requirements of Rule 23, including the predomi-
nance requirement under Rule 23(b)(3), and concluded 
that plaintiffs had satisfi ed their burden by offering a 
theory of loss causation that was not “fatally fl awed.”101 
Applying the “some showing” standard, Judge Scheind-
lin found that plaintiffs had suffi ciently met the Rule 23 
requirements, including the predominance element.102

The defendant underwriters appealed Judge Scheind-
lin’s decision to the Second Circuit, which concluded that 
her use of a “some showing” standard was erroneous.103 
After examining the Second Circuit cases upon which 
Judge Scheindlin had relied, as well as decisions from 
other circuits, the appeals court concluded that clarifi ca-
tion of the standard applicable to class certifi cation was 
required.104 The Second Circuit followed up this inquiry 
by announcing a more rigorous standard for class certifi -
cation, concluding that a District Court may certify a class 
only after making “determinations” that all of the Rule 23 
requirements are met.105 In making such determinations, 
the District Court judge must resolve factual disputes 
relevant to each Rule 23 requirement and determine that 
each requirement has been established by the facts.106 The 
court expressly disavowed that a “some showing” stan-
dard would suffi ce and that an expert’s testimony may 
establish a component of a Rule 23 requirement simply by 
being not “fatally fl awed.”107 

After articulating the appropriate standard for 
evaluating class certifi cation, the Second Circuit ruled 
that the IPO Plaintiffs could not be certifi ed as a class, 
because the plaintiffs’ own evidence demonstrated that 
the prerequisite of predominance of common questions 
over individual ones could not be met with respect to 
either reliance or knowledge.108 Without the benefi t of the 
presumption of reliance in this case, individual questions 
of reliance would predominate.109 As to knowledge, the 
court concluded that plaintiffs’ claim that common issues 
of a lack of knowledge of the scheme would predomi-
nate was undermined by their own allegations as to the 
widespread nature of the scheme. Accordingly, the court 
vacated Judge Scheindlin’s order granting class certifi ca-
tion and remanded for further proceedings.110 

3. In re Hydrogen Peroxide—The Third Circuit 
Followed the Second Circuit’s Reasoning in 
IPO and Announced a Rigorous Predominance 
Standard for Class Certifi cation

In In re Hydrogen Peroxide Antitrust Litigation, the 
Third Circuit Court of Appeals vacated a lower court’s 
decision to certify a class action over an alleged price-
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because, at some point, damage calculations may be re-
quired on an individual basis.133 For the same reasons, the 
District Court rejected PIMCO’s arguments related to the 
class members that satisfi ed their futures obligations with 
securities rather than cash, as these issues go to the indi-
vidual determinations of damages after liability has been 
established.134 The District Court was satisfi ed that all 
members of the class had suffered injury when they pur-
chased the June 2005 Contract at a higher price than they 
would have absent the alleged manipulation, regardless 
of whether that same class member later benefi ted from 
the alleged manipulation when selling that same contract 
or others.135 Since all class members suffered a common 
injury, the District Court determined that plaintiffs suf-
fi ciently demonstrated that common questions would 
predominate.136 For the foregoing reasons, the District 
Court granted plaintiffs’ motion for class certifi cation.137 

PIMCO appealed from the District Court’s class 
certifi cation order. Writing for the Seventh Circuit Court 
of Appeals, Judge Richard Posner adamantly rejected 
PIMCO’s argument that the class should not be certifi ed, 
condemning that argument as “ill-timed, ill-conceived, 
and [one that] must fail.”138 Judge Posner reasoned that 
“a class will often include persons who have not been in-
jured by the defendant’s conduct; indeed this is almost in-
evitable because at the outset of the case many members 
of the class may be unknown, or if they are known still 
the facts bearing on their claims may be unknown. Such 
an inevitability does not preclude class certifi cation.”139 

Judge Posner acknowledged that a class should not 
be certifi ed if it is apparent that it “contains a great many 
persons who have suffered no injury at the hands of the 
defendant.”140 Although some of the class members in 
Kohen were probably net gainers from the alleged manip-
ulation, Judge Posner observed that “there is no reason 
at this stage to believe that many were.”141 He acknowl-
edged the possibility that some of the members of the 
class were actually speculating on a rise in the price of 
the June Contract, and made some short sales merely as a 
hedge, and because of PIMCO’s alleged conduct obtained 
a net profi t.142 Judge Posner ruled that while the plain-
tiffs had not yet proven that PIMCO tried to corner the 
market, or succeeded—“at this stage in the proceeding 
we must assume that they can prove it.”143 The plaintiffs 
sold short, “so, prima facie at least—being forced as they 
were to cover by June 30—they were injured if the price of 
cover was artifi cially infl ated during the period between 
their sale and the delivery date.”144 By virtue of this rul-
ing, the Seventh Circuit effectively shifted the burden to 
the defendants to establish that the class defi nition was 
overbroad. 

PIMCO also argued that class certifi cation should 
have been denied because of potential confl icts of interest 
among class members that would make it impossible for 
class counsel to represent all of them impartially under 
Federal Rule of Civil Procedure 23(a)(4).145 Judge Posner 

plaintiffs’ “impermissibly overbroad” class defi nition 
suffered from a fatal fl aw in that plaintiffs failed to show 
the so-called predominance element necessary for class 
certifi cation.122 

Plaintiffs argued, and the District Court agreed, that 
the predominant issue in this case was whether defen-
dants unlawfully manipulated prices of the June Contract 
in violation of the CEA.123 Accordingly, if plaintiffs could 
prove price manipulation, then the “fact of injury will 
have been established for all members of the class that 
purchased the June Contract at higher prices than oth-
erwise would have existed absent manipulation.”124 In 
sum, the common legal grievance, violation of the CEA, 
“depends upon proof and fi ndings pertaining to defen-
dants’ course of conduct and favorable fi ndings would 
prove the claims of all class members who purchased the 
June Contract.”125

All told, the District Court found that plaintiffs’ class 
defi nition did not suffer from a fatal fl aw.126 The District 
Court judge, Ronald Guzman, ruled that at the class certi-
fi cation stage of litigation, it would be premature to deny 
plaintiffs the opportunity to “unify in their task to prove 
that defendants engaged in a common course of conduct 
that negatively affected all members of the proposed 
class.”127 Judge Guzman reasoned further that plain-
tiffs alleged that defendants’ conduct manipulated the 
price of the June Contract upward to an artifi cial level, 
and thus, each purchaser of a June Contract within the 
class period would have paid a higher price than would 
otherwise be the case absent the alleged manipulation.128 
Therefore, Judge Guzman granted plaintiffs’ motion for 
class certifi cation, concluding that all members of the 
class had suffered injury and that defendants’ concerns 
over the fi nal determination of net damages for some 
individual members of the class could be resolved in the 
damages stage of the litigation.129 

The District Court in Kohen relied on the decisions 
of other courts considering class certifi cation for price 
manipulation claims under the CEA that have also found 
common questions to predominate. In In re Sumitomo 
Copper Litigation, “[t]he common factual questions of the 
who, what, when, where, and how of the conspiracy, and 
the common legal questions of the application of the law, 
particularly the Commodity Exchange Act, to the facts 
proven predominate over the individual questions of 
whether the conspiracy caused each class member some 
injury.”130 In In re Natural Gas Commodities Litigation, the 
presence of class members with arguably confl icting in-
terests did not undermine the predominance requirement 
because all class members had the same shared interest in 
proving price artifi ciality.131 

Judge Guzman reasoned that courts generally focus 
on the showing of predominance of common questions at 
the liability stage of litigation rather than at the damages 
stage.132 Therefore, the District Court rejected PIMCO’s 
argument that individual questions would predominate 
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and have that need inform the arguments 
on class certifi cation.151 

Despite Judge Posner’s progressive, plaintiff-friendly 
ruling in Kohen v. PIMCO, the class action lawyer 
shouldn’t let his or her guard down when it comes to 
making the proper showings required by Rule 23. In 
the wake of Hydrogen Peroxide and IPO, the plaintiff 
seeking certifi cation for a class damaged by a commodity 
manipulation should lay as much groundwork as possible 
before fi ling suit in order to make the stringent showing 
that it could face relatively early on in the litigation, 
including as it relates to the predominance element. 

V. Conclusion
It is certainly true that the pricing of Treasury futures 

contracts depends on a wide array of factors, including 
the stated and unstated policies of the Federal Reserve, 
infl ation, the United States Treasury’s budget and debt 
policies, tax policy, economic growth, and the growth rate 
of incomes and capital gains.152 However, many mar-
ket professionals agree that the PIMCO controversy in 
Treasuries demonstrates a larger trend: hedge funds and 
other investors have piled into the futures market, caus-
ing it to explode in size over the past nine years, while 
the supply of cash products cheaply available to fulfi ll 
these contracts has dwindled.153 As more investors get 
burned by the rampant volatility in the commodities and 
derivatives markets, more class actions are sure to follow. 
The Seventh Circuit’s recent plaintiff-friendly decision in 
Kohen v. PIMCO upholding class certifi cation should help 
pave the road a bit for future private class actions alleging 
commodity manipulation.
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terminates. Countries such as the United States have fo-
cused on constructing plans with a myopic view towards 
domestic affairs instead of supranational initiatives. But 
perhaps right now is an opportune time to reevaluate 
market policies; perhaps globalization was not just part 
of the problem, but can serve as an integral part of the 
solution by rejuvenating the economy. The downturn’s 
revelation of regulatory shortfalls does not indicate that 
international fi nance is inherently problematic; rather, 
poor coordination within and between countries has pre-
cipitated the ensuing fi nancial mayhem.6

Moreover, there is a natural affi nity between interna-
tional fi nance and stock exchanges that deserves further 
development. Both international fi nance and stock ex-
changes share the purpose of promoting the most effi cient 
use of capital by expanding the scope of the marketplace 
and breaking down barriers between businesses and 
investors. In an era of multinational corporations, multi-
national stock exchanges comprise the next logical step. 

This article advocates stock exchange consolidation as 
the superior method of globalizing the marketplace and 
explores the attendant regulatory issues. Part I.A estab-
lishes the background context, discussing the evolution of 
stock markets, with a particular emphasis on the impact 
of globalization. Part I.B focuses on consolidation and 
considers whether consolidation is an inevitable result of 
globalization; weighs the advantages and disadvantages 
of consolidation; and highlights concerns that have arisen 
in recent mergers. Part II.A discusses the current U.S. 
regulatory scheme and its misalignment with the current 
market atmosphere. Regulatory barriers both discourage 
cross-border transactions and produce suboptimal ben-
efi ts in executed deals. Part II.B highlights notable, pro-
gressive steps toward harmonization taken by the United 
States, but argues that these steps have not gone far 
enough. Part III surveys and analyzes current proposals 
for facilitating a globalized marketplace. Part IV compares 
the main regulatory proposals to extract the merits from 
each plan; this analysis forms the basis for recommenda-
tions on regulating cross-border exchanges. The article 
concludes that regulatory reforms must be enacted to 
promote stock market consolidation, which is the optimal 
and essentially inevitable7 route to the globalization of 
fi nance. Once the United States and other countries make 
necessary modifi cations to their regulatory regimes to 
accommodate a true scheme of international fi nance, the 
current rate of consolidation will vastly expand, and con-
solidation will emerge as the primary and most effective 

Introduction
Just a short while ago, news of potential mergers 

between various stock exchanges dominated headlines. 
With players hailing from opposite sides of the oceans, 
each participant brought different core competencies to 
the deal. In addition to the traditional fl oor-based stock 
trading exchanges, participants have included the more 
advanced Alternative Trading Systems (ATSs) including 
Electronic Communication Networks (ECNs); entities 
specializing in alternative products like derivatives; and 
collateral industries such as clearing and settlement. 

However, in the wake of the current fi nancial crisis, 
the market machinery has seemingly ground to a halt. 
Any modest merger and acquisitive activity that manages 
to capture headlines at least features a connection to the 
fi nancial meltdown.1 Credit has dried up, the Dow has 
dipped into unfathomably low territory, and businesses 
continue to announce closures and liquidations. With the 
media’s continuous projection of this dismal scene, the 
crisis has commanded the attention of policymakers, busi-
nesses, and investors. Although it is entirely appropri-
ate to focus on what is shaping up to be one of the most 
severe recessions in history,2 other market issues, which 
may seem irrelevant or merely ancillary to this main plot, 
still have an important role in the marketplace drama.3 

In this twenty-fi rst century, capital markets have 
become incredibly globalized,4 and securities regulations 
must keep pace with this reality. The fi nancial crisis itself 
demonstrates the internationalization of markets.5 The 
cascade of collapsing economies from Iceland to New 
York has laid bare the ramifi cations of a globally intercon-
nected marketplace. Undeniably, the market implosion is 
of particular relevance to the New York economic climate 
and has impacted virtually every business, and critically 
altered the entire fi nancial sector. Thus, the New York 
business attorney cannot simply hew to a parochial view, 
but must confront these global phenomena of crisis and 
consolidation, which uniquely impact New York. But 
notwithstanding the signifi cance of the New York locus, 
the issue must be examined in the larger global context. 
As policymakers reevaluate current regulatory schemes in 
light of the crisis, they cannot ignore globalization. Impor-
tantly, most of the literature on the internationalization 
of fi nance preceded the fi nancial fallout, and the crisis 
will undoubtedly factor into any emerging plans. In light 
of the increased insularity that has developed since the 
crisis, attention to regulating the globalized marketplace 
may not solidify again until the recession defi nitively 
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gate, these factors “undermine not only fl oor trading as a 
means of executing trades but also the incumbency effect 
that has shielded exchanges, especially in America, from 
foreign competition.”13 Additionally, demutualization of 
stock exchanges has prodded the development of inter-
national markets as profi t-seeking exchanges have sought 
to skip over borders to increase liquidity by expanding 
listings and access to new investor capital.14

The primary characteristics of the international 
fi nancial system include (non-home country) listings 
on foreign exchanges, investment in foreign companies 
either directly on foreign exchanges or through one’s 
home country, using global depository receipts or global 
depository shares (GDRs or GDSs), and stock market 
consolidation. A liberalization of regulatory rules can 
generally advance all of these components of the interna-
tional fi nancial system. Although consolidation is just one 
aspect of globalization, as explained infra, it represents the 
maximally effi cient alternative, and it will emerge as the 
dominant route of international expansion once appropri-
ate reforms are implemented. Additionally, consolidation 
can occur at various levels. While this article focuses on 
consolidation of traditional exchanges, traditional ex-
changes are absorbing ECNs, and vertically integrating 
by assuming clearance and settlement functions. Consoli-
dation also occurs on a smaller scale through fractional 
purchases of other exchanges.

B. Stock Market Consolidation

1. Is It Inevitable?

The literature too often assumes the inevitability of 
consolidation and globalization without any explanation. 
Scholarship has noted the trend towards consolidation, 
and addressed the attendant need for regulatory reform 
generically,15 but these two points must be reconciled. The 
sequencing of consolidation and regulation is important 
as it relates to the issue of the appropriate role of regula-
tion. Arguing that consolidation is inevitable implies that 
no regulatory reform is needed because effi cient markets 
will reach that result by the invisible hand.16 However, 
it is not entirely accurate to characterize consolidation as 
inevitable. A more appropriate description follows: trends 
indicate globalization and consolidation, but the full 
extent and advantages of consolidation cannot be realized 
given current regulatory impediments to international 
linkages. Regulatory barriers17 must be removed to foster 
the continued thrust of globalization and consolidation, 
and to enable previously consolidated exchanges to oper-
ate on a truly transnational basis.18 Regulations should 
not merely react to problems that organically arise—for 
example, by waiting for the markets to reach some criti-
cal mass of consolidation, which is unlikely to occur, or 
unlikely to occur with suffi cient speed, absent regulatory 
modifi cations. Rather, regulations should survey market 
developments, anticipate the direction of trends, and 
adjust accordingly to promote and maximize the effi cacy 
of these changes (i.e., to create a more hospitable environ-

mechanism for international coordination. Specifi cally, 
reform must encompass convergence and harmonization 
of policies followed by mutual recognition of home coun-
try regimes. Mutual recognition must serve as the cen-
terpiece of reform because it promotes competition while 
creating an equitable environment of minimum standards 
and comparability that safeguards market integrity; 
achieves effi ciency through home country regulation; and 
is feasible to execute. Although countries should bilater-
ally negotiate mutual recognition agreements to maintain 
fl exibility and attentiveness to their unique specifi cations, 
they should do so within the framework of a strength-
ened international organization focused on securities 
regulation. This global forum will play a supportive role 
to bilateral agreements and mutual recognition by foster-
ing harmonization, implementation, and enforcement. An 
international organization will also broaden the scale on 
which these agreements occur. Additionally, the proffered 
proposal can still accommodate some self-regulation. By 
incorporating elements from various reform options, this 
article’s solution will establish strong international link-
ages while minimizing concerns. 

This article employs a U.S.-focused approach given 
the powerful (albeit declining)8 market position of the 
United States and its unique approach to regulation. An 
important background issue is whether the U.S. system 
of regulation should change to specifi cally accommodate 
foreign participation or whether changes must be more 
sweeping and apply to remaining domestic operations. 
Emphasis is placed on relations with the European Union, 
the United States’ most important partner in international 
transactions. Nevertheless, the concepts developed have 
global applicability. 

I. Background Context

A. Modern Stock Markets and International Finance

Stock markets have vastly changed from their histori-
cal origins. Computerized, for-profi t regimes have quickly 
supplanted predecessors based on open outcry systems 
and exclusive membership. However, regulatory changes 
have not suffi ciently paralleled this fundamental conver-
sion.9 The gravity of this mismatch between rules and the 
system these rules were designed for is further com-
pounded by the internationalization that accompanied 
these changes. 

Various factors account for the globalization of stock 
markets. Greater investor wealth and education, which 
increase market demand,10 serve as principal driving 
forces for the internationalization of the marketplace. 
Technological advancements have also made a contribu-
tion by enabling markets to respond to this increased 
demand for global products.11 The transition from fl oor-
based trading to electronic trading has facilitated the 
widespread distribution of information, increased the 
speed and accuracy of trades, reduced the costs of trades, 
and increased industry competitiveness.12 In the aggre-
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mand higher commissions for offering a superior prod-
uct.30 Additionally, consolidation promotes innovation as 
companies collaborate and combine resources to enable 
new possibilities, and innovation contributes to greater 
effi ciency and profi tability. 

More effi cient operations and enhanced profi tability 
benefi t different constituencies. As public companies, 
exchanges that are profi table confer a boon on their stock-
holders. Exchanges can pass the benefi ts of their increased 
effi ciency, liquidity, and profi tability on to consumers of 
the exchange (investors and listers) in the form of reduced 
fees, best prices, and quicker execution. Global consolida-
tion can also confer these benefi ts by creating a competi-
tive environment which incentivizes regulators to maxi-
mize the welfare of all securities market participants.31

Market psychology can also enhance the success of 
consolidation. The market would no longer deem the 
single exchange to be “foreign”—with potential negative 
ramifi cations—when it involves domestic leadership. 
Even if a modifi ed system of regulation is adopted, the 
benefi cial bonding effect should remain or increase,32 
since presence in the United States in conjunction with 
domestic partnership signals corporate integrity. More-
over, mergers generally increase the prestige of both the 
acquirer exchange and the acquired, and this effect can 
especially benefi t “the weaker partner,” rendering “the 
overseas affi liate a more credible venue for trades than it 
would have been as an independent entity.”33

Operating as one consolidated company (assuming 
regulatory hurdles are overcome) on a single platform 
brings additional advantages as opposed to simply ac-
cessing the market through placement of a foreign trading 
screen or assigning separate responsibility over particular 
markets to each side of the consolidated exchange. A com-
mon trading platform concentrates the resources of both 
exchanges to develop one trading network, which could 
foster the development of more powerful technology to 
handle greater liquidity.34 Additionally, because the costs 
of developing trading technology are fi xed, a merged ex-
change can achieve large economies of scale as it increases 
the number of fi nancial products on its platform.35 One 
unifi ed exchange can also decrease market fragmentation 
by featuring all investment products on a single platform 
available to several markets, as opposed to listing on mul-
tiple platforms in multiple markets. The increased market 
size and scale of consolidated operations benefi t inves-
tors by presenting a larger array of investment options, 
while offering listing companies access to a larger pool of 
capital. Although the merger of exchanges creates an op-
portunity for single-platform trading, under the current 
regulatory environment, these benefi ts can only be real-
ized if products are offered as “global” shares that satisfy 
each jurisdiction’s regulatory requirements.36 Thus, the 
full benefi ts of consolidated stock exchanges cannot be 
realized until the regulatory barriers are addressed.

ment that cultivates consolidation).19 Additionally, the 
current trends may also engender these reforms by pres-
suring regulators to respond. Thus, consolidation and 
regulations operate synergistically, each encouraging the 
other.20 

Notwithstanding the importance of regulatory guid-
ance, consolidation still demonstrates aspects of inevita-
bility; thus, it is “essentially” inevitable. Consolidation 
is already occurring in the current environment as a 
product of the same factors that generally promote global 
market operations discussed supra (e.g., demutualization, 
technology, etc). But consolidation is proceeding at a sub-
optimal speed and producing suboptimal outcomes. The 
current regulatory framework is hostile to single platform 
operations,21 the holy grail of consolidation;22 this may 
deter consolidation entirely,23 or where consolidation still 
occurs, regulations discourage full consolidation onto a 
single platform.24 Thus, the current regulations decrease 
both the quantity and quality of consolidation. 

Subsequent to regulatory reform, consolidation will 
prevail even though regulations need not be specifi c to 
consolidation, just the reality of an international mar-
ketplace. Once these accommodating regulations are in 
place, consolidation versus merely listing on a foreign ex-
change or placement of foreign trading screens25 is likely 
to emerge as the dominant and most effi cient method of 
global participation.26 Reforms will increase the desirabil-
ity of consolidation by enabling complete consolidation 
onto a single platform, which confers additional effi cien-
cies. Once single platform trading becomes feasible, a 
consolidated exchange would not need separate trading 
screens. Appropriate regulatory reform will also drive 
competition, which will result in increased and more 
effective consolidation.27 Moreover, consolidation also 
operates in a self-perpetuating manner, exerting a conta-
gious effect by pressuring lonely operating exchanges to 
search for new partners.28

Stock market consolidation offers numerous virtues 
that surpass the benefi ts conferred by simply increasing 
market access. On balance, these justifi cations for stock 
market consolidation outweigh a few potential concerns.

2. Advantages of Exchange Consolidation

Enhanced effi ciency and profi tability militate in favor 
of stock market consolidation. By combining resources 
and different specialties and product offerings, two (or 
more) previously separate exchanges can achieve great 
economies of scale and cost savings. For example, com-
bined operations can realize savings by sharing trading 
systems, and reducing fi xed costs and overhead. 29 In 
addition to achieving economies of scale, consolidated 
exchanges can increase effi ciency and profi tability by ex-
panding their scope of operations, which increases liquid-
ity and enables the collection of more listing, trading and 
data fees. Once a transatlantic exchange has signifi cantly 
increased market volume and liquidity, it can even com-
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multinational corporations and cross-border mergers in 
various industries. 

In sum, these critical arguments do not undermine 
the conclusion that ultimately consolidation should lead 
to a more competitive environment with benefi ts re-
dounding to all participants.

4. Varying Success of Recent Examples

Although stock exchange consolidation debuted 
several years ago, recent examples underscore regulatory 
concerns with respect to these linkages. Consolidation has 
been most successful where regulatory coordination is 
maximized, which has occurred when exchanges occupy 
the same jurisdiction or share membership in a suprana-
tional regime. 

a. Intrajurisdictional Triumphs

The majority of merger activity has been intrajurisdic-
tional. This trend supports the conclusion that disparate 
systems of regulation discourage consolidation and rec-
oncilable regulatory systems facilitate consolidation. As in 
other exchange developments, the United States gingerly 
delayed jumping onto the cross-border consolidation 
bandwagon. 

The formation of Euronext provides a paradigm of 
success (to be contrasted with Euronext’s subsequent 
merger, described infra), free of many regulatory obstacles 
that currently hinder U.S. consolidation. Claiming to be 
the fi rst integrated European stock and derivatives mar-
ket, Euronext is the product of a September 2000 merger 
among the Paris, Amsterdam, and Brussels exchanges. 
The touchstone of Euronext operations is centralization, 
both of its order-driven trading system and clearing orga-
nization. Euronext also features harmonization of regu-
lations and listing requirements, and allows brokers of 
the constituent markets to trade in any of the markets.43 
Although these countries had separate regulatory systems 
prior to the merger (and brokers will still be subject to 
home regulators), European Union membership indi-
cates they were already operating under common rules 
and had a precedent for cooperation. Notably, despite 
separately operating subsidiaries that maintain their own 
listings, trading system, and regulator, Euronext claims to 
have a “single trading platform,” and members can trade 
on all exchanges.44 

The U.S. exchanges have also consolidated domesti-
cally. In the early twentieth century, over 100 U.S. secu-
rities exchanges either consolidated or shut down as a 
result of national exchanges absorbing local exchanges 
with the removal of geographic and communication bar-
riers that sheltered exchanges from competition.45 More 
recently, the New York Stock Exchange (NYSE) acquired 
former rivals Archipelago, an advanced electronic trading 
platform,46 and Amex.47 These actions occurred largely in 
tandem with Nasdaq’s market moves, which include the 
acquisition of Instinet, an electronic trading network,48 as 

The combined effect of all of these advantages of con-
solidation is to direct capital to the most productive and 
effi cient use, benefi ting all market participants. “In theory, 
a unifi ed world stock market would enable pools of capi-
tal, wherever they are to be found, to be directed into the 
most productive uses available anywhere in the world, a 
result that should enhance effi ciency and productivity.” 37 
These consequences are aligned with the United States Se-
curities and Exchange Commission’s (SEC’s) mandate of 
ensuring the effi ciency and transparency of U.S. markets 
and facilitating capital formation in the United States, a 
pillar frequently treated as secondary to the prong most 
often stressed—investor protection.38 But, in reference to 
the potential of cross-border exchange mergers, even the 
SEC has acknowledged that “[c]apital markets are global-
izing, to the potential benefi t of investors everywhere.”39

3. Adverse Consequences of Exchange 
Consolidation

Consolidation also introduces some concerns, but 
none of these shortcomings substantially detracts from its 
many benefi ts. First, the principal criticism relates to anti-
trust arguments.40 If consolidation proceeds at full speed, 
the eventual result may be an oligopolistic system of in-
fl ated fees and conditions that operate to the detriment of 
consumers. Massive industry shrinkage is not a desirable 
goal. However, oligopolies are not necessarily problem-
atic since a system dominated by a few players can lead 
to hyper-competition, which can enhance effi ciency and 
ultimately benefi t consumers. Consolidation in the airline 
industry illustrated this effect, delighting consumers with 
signifi cantly reduced ticket prices subsequent to a shrink-
age in industry players.41 

Second, opponents allege that consolidation would 
decrease listings. This criticism makes various false as-
sumptions: that companies currently cross-list, which 
lacks statistical support;42 that investors have access to 
multiple exchanges, which certainly is not true in the 
United States given the absence of foreign trading screens, 
and the additional costs of accessing foreign securities; 
and that market fragmentation is benefi cial, which is 
generally untrue. Whether reforms facilitate placement of 
trading screens or consolidation onto a single-platform, 
cross-listing would be rendered unnecessary. Decreased 
fragmentation of the market will enhance liquidity, and 
competition will remain strong or increase as exchanges 
struggle to attract sole listings.

Third, consolidation will introduce additional non-
regulatory challenges. Irrespective of regulatory barriers, 
differences in business structure can also complicate the 
operation of consolidated exchanges, assuming that the 
differences themselves are not so serious as to completely 
halt consolidation. Corporate cultural/governance poli-
cies, currency variance, and language barriers present 
non-regulatory diffi culties for consolidated exchanges. 
Nevertheless, these same considerations are not insur-
mountable as they have not prevented the operation of 
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II. Regulatory Framework
The benefi ts of international fi nance are myriad,56 

but bringing these benefi ts to fruition requires a suitable 
regulatory environment that enables and promotes cross-
border interaction. A principal, contemporary problem 
with securities regulation is that while “[t]he interests of 
investors and issuers are increasingly global in nature…
the interests of securities regulators still tend to be local.… 
Thus, regulators often do not regulate for competitive po-
sition in the global market, but rather for the protection of 
local interests.”57 In particular, the policies of the United 
States must be altered to accommodate international entry 
because the European Union is already more amenable to 
U.S. entry.58 But reforms cannot occur in isolation; as joint 
efforts, cross-border deals require regulatory cooperation 
and coordination. 

A. Current U.S. Regulatory Scheme and Its Barriers

The U.S. regulatory system has been criticized as 
unduly hampering capital market integration.59 Cur-
rently, the United States operates its markets under the 
principle of neutrality, subjecting foreign entities to the 
same regulations as their domestic counterparts. Initially, 
this system seems to demonstrate parity; however, it has 
discouraged foreign entry. Despite a few windows to 
accessing the markets, foreign companies are severely 
limited in entering the United States without submitting 
to SEC regulation. SEC oversight extends to virtually any 
foreign penetration of the U.S. securities market; thus, 
foreign exchanges, issuers, and broker-dealers are sub-
ject to most of the same regulations applicable to their 
domestic counterparts.60 Specifi cally, foreign exchanges 
cannot place trading screens with brokerage fi rms with-
out registering as an exchange with the SEC;61 securities 
listed on foreign exchanges cannot be directly offered to 
U.S. investors unless they are registered with the SEC;62 
and foreign broker-dealers cannot solicit U.S. investors 
without registering with the SEC.63 These rules deter 
single-platform trading of consolidated exchanges. The 
combined effect also forces U.S. investors to incur extra 
costs in accessing securities on foreign exchanges.64 Thus, 
the SEC’s focus on investor protection has not always pro-
duced optimal investment opportunities. Conversely, the 
European Union’s emphasis on breaking down market 
barriers65 is more conducive to cross-border linkages and 
mergers.

Moreover, the SEC does not consider the degree of 
home country regulation governing market entities. This 
failure to distinguish lacks sense “[o]n its face.… Some 
non-domestic issuers may therefore be overregulated, 
subject to overlapping and redundant regulation under 
SEC and home country rules, while others, likely from 
developing countries, may actually be underregulated.”66 
This inconsistency also applies to the regulation of bro-
ker-dealers and exchanges. Additionally, for all entities 
this duality is problematic for another reason: adherence 

well as the Philadelphia Stock Exchange and the Boston 
Stock Exchange.49 Domestic mergers faced the same 
regulatory scheme both before and after the transactions, 
eliminating a major obstacle with which cross-border 
deals must contend.

b. Cross-Border Complications

In 2007, the NYSE merged with Euronext to form 
“the world’s fi rst truly global stock exchange group.”50 
However, in many ways this merger is incomplete and 
cannot realize the full benefi ts of consolidation because 
the combined company will not trade on a single plat-
form unlike Euronext itself, whose constituent markets 
trade with a single central order book.51 Maintaining 
separate order books ensures two separate systems of 
regulation. Indeed, the exchanges intentionally designed 
the system this way, as it provided the NYSE with a non-
U.S. trading venue to attract foreign fi rms frustrated by 
the U.S. regulatory system.52 Euronext also resisted U.S. 
regulation. 

Admittedly, the combined company will realize some 
cost benefi ts in the form of reduced overhead and shared 
trading systems,53 but these pale in comparison to the 
full benefi ts of complete consolidation. The merger was 
intended to unite synergies as the new company was 
envisioned to combine “NYSE’s global brand and leading 
cash marketplace with Euronext’s international, cross-
border, and diversifi ed product range, technology and 
integration skills.”54 It is unclear whether the benefi ts de-
rived from a combination of synergies will be suffi cient to 
compel future merger activity absent regulatory changes. 
Additionally, although cost savings benefi t the bottom 
lines of both companies and accordingly their respective 
shareholders, investors and issuers are being deprived of 
the benefi ts of single-platform consolidated trading. Even 
if the increased profi tability and effi ciency may trickle 
down in the form of lower fees and quicker execution 
time, investors and issuers will not realize the enhanced 
liquidity and breadth of market access that should be at-
tendant on exchange consolidation. 

Nasdaq’s participation in the cross-border arena also 
demonstrates the evolution of mega-globalized exchang-
es. Like the NYSE, Nasdaq commenced its consolidation 
course with domestic activity. Nasdaq subsequently 
coordinated its actions with the international fever in 
2007, merging with Borse Dubai and OMX (which is itself 
a product of the consolidation of several Nordic exchang-
es).55 Similar to the NYSE-Euronext deal, NASDAQ-OMX 
also employs separate regulation by jurisdiction.

If the United States is not able to come to common 
agreement with the European Union to facilitate com-
plete consolidation, regulatory coordination and consoli-
dation with Asian exchanges, whose regulatory systems 
diverge even more from the American way, are even less 
likely. 
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vations about the regulation of U.S. securities markets: 
(1) U.S. securities regulation is not producing optimal 
regulation for many issuers; (2) foreign issuers and U.S. 
investors are shifting capital raising and investment 
activities away from the U.S. markets; and (3) fi nancial 
service providers have played an integral role in aiding 
the movement of capital raising and investment activ-
ity away from the United States, serving as the primary 
drivers of the “new internationalization” of U.S. securities 
regulation.79 Another author has observed the mismatch 
between the current environment and the general SEC ap-
proach, while remaining hopeful about the SEC’s capacity 
to bring about benefi cial changes: 

A new global capital market landscape 
is inexorably being created, a reality that 
the SEC will inevitably have to acknowl-
edge as the fl aws in its current regulation 
and regulatory approach are increasingly 
teased forth. It is a transformation that 
has a real chance to engender substan-
tive change in the scope, structure and 
content of the federal securities laws. The 
SEC will inevitably be forced to act. If the 
SEC promulgates regulation that not only 
pays heed to the new capital markets 
paradigm, but does so in a manner com-
porting with sound regulatory process, 
it will do so in a more economical and 
responsive manner.80

Therefore, to remain competitive in a rapidly globalizing 
world, the United States must implement appropriate 
regulatory reforms to fully embrace the factors promoting 
globalization of modern stock markets (discussed supra 
Part I.A) and to fully thrive on the modern theme of 
interconnectedness. The need for reform is especially 
pressing for the United States because it espouses a 
nationality-neutral approach to regulation, but its 
methods of regulation are “unique” and “cannot easily 
be extended to non-U.S. exchanges.”81 Furthermore, the 
European Union has also demonstrated resistance to 
SEC regulation of the European half of a transatlantic 
exchange.82 

Despite agreement on the need for regulatory re-
form in the United States, the scope is not self-defi ning. 
For example, should changes apply to domestic opera-
tions as well, or should reform be limited to treatment of 
foreign entities? Creating parity with domestic exchanges 
and broker-dealers is an important consideration to 
guard against the threat of home country disadvantage 
and regulatory arbitrage. Additional issues to consider 
include the appropriate level of convergence and coor-
dination with other countries, and whether a bilateral or 
multilateral approach is most appropriate. These dif-
fi cult questions help to explain the SEC’s cautious, and 
at times sluggish, approach in adopting changes. The 
SEC has indicated it recognizes the current state of affairs 

to the SEC’s extensive rules on disclosure and liability is 
even more onerous when these rules constitute the second 
regime with which foreign entities must comply.

Self-regulation, another defi ning aspect of the U.S. 
securities markets,67 constitutes a more liberal aspect of 
U.S. regulation, but poses a major problem in determining 
cross-border regulation: what impact does self-regulation 
have on foreign participants, and can foreigners partici-
pate in self-regulation? Even within the United States, 
critics have denounced self-regulation as an ineffective 
method.68 It is doubtful that the United States would ac-
cept freestanding foreign self-regulation over concerns of 
competency and ensuring comparability. Self-regulation 
is also signifi cant because the United States’ commitment 
to the self-regulation model may be impeding the prog-
ress of regulatory reforms.69

B. Progress and Pitfalls in Internationalization

Notably, the United States has made some advances 
in the internationalization of securities regulation, adopt-
ing three characteristics of the European Union’s single 
market project: convergence, harmonization and mutual 
recognition.70 Scholars have expressed hope that the 
“adoption of these concepts and strategies raises the 
prospect of actual progress toward the development of 
a trans-Atlantic marketplace.…71 Prior accommodations 
such as relaxed reporting and disclosure for non-U.S. 
issuers,72 144A offerings,73 and various exceptions from 
provisions of Sarbanes-Oxley have not created a suf-
fi ciently hospitable environment to attract foreign issu-
ers, exchanges and securities fi rms to the United States. 
However, recently the United States has shown a willing-
ness to accept international standards, which suggests 
an increasing receptiveness to a foreign approach and 
international pressure. For example, the United States 
has agreed to rely on foreign audits to the extent deemed 
appropriate, and has entered into an agreement with 
the European Union for mutual recognition of audit 
systems.74 It has also accepted the International Organi-
zation of Securities Commission’s (IOSCO’s) disclosure 
standards—which largely mimic the existing U.S. re-
quirements.75 Additionally, the United States no longer 
requires foreign companies to reconcile their fi nancial 
statements with U.S. Generally Accepted Accounting 
Principles (GAAP).76 Moreover, the United States has ac-
cepted the international capital adequacy requirements of 
Basel II through a phased-in approach.77 Signifi cantly, in 
adopting some reforms, the United States has considered 
or agreed to extend its new approach to domestic compa-
nies as well. This raises the important possibility that any 
changes to the regulation of securities markets may also 
affect domestic companies.78 

Notwithstanding these signs of improvement, the 
failure to resolve the most pressing regulatory issues and 
the absence of increased cross-border activity suggest that 
the United States is not going far enough. One scholar has 
succinctly summarized the current state with three obser-
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Although all of the proposals presented here suffer 
from some shortfalls, they would each make a signifi cant 
improvement to the current status quo and respond to 
the numerous diffi culties inherent in cross-border and ex-
traterritorial securities regulation.90 Most proposals have 
focused on designing a specifi c set of rules for dealing 
with cross-border transactions, but home country rules 
will factor into determining the content of these rules.

A. Issuer Choice

Portable reciprocity, a form of issuer choice, is one of 
the most liberal proposals that has been offered. Under 
this system, issuers would select a regulatory regime 
from among participating countries, and the rules of 
this regime would govern all aspects of the issuance and 
trading of the company’s securities irrespective of where 
transactions actually occur.91 Advocates of issuer choice 
contend that such a system would promote competition 
among regulatory authorities, improving the overall qual-
ity and effi ciency of securities regulation.92 This would be 
achieved for various reasons, which include eliminating 
barriers posed by the current U.S. system of securities 
regulation, challenging the alleged SEC monopoly over 
U.S. securities regulation, enabling regulators to achieve 
economies of scale in regulation, and encouraging regu-
lators to craft effi cient regimes to attract selection by 
issuers (which will presumably result in issuance in that 
jurisdiction).93 “As countries seek to establish a niche for 
themselves in the international competition for securities 
issues,” portable reciprocity would produce a “spectrum 
of regulations.”94 Proponents argue that investors, in ad-
dition to issuers, will react to this spectrum as the market 
will respond appropriately to the level of risk attendant 
on the selection of a particular law; thus, investors would 
apply appropriate discounts based upon the level of 
disclosure required by the governing law.95 Accordingly, 
issuer choice also involves investor choice. 

Nevertheless, portable reciprocity suffers from many 
fl aws.96 The biggest concern it poses is the threat of a 
race to the bottom, where issuers may fl ock to the least 
restrictive regimes.97 This is especially likely to occur in 
the absence of any nationality requirement. Additionally, 
without a mechanism of comparability, participants in 
the securities markets will not operate on an even play-
ing fi eld. The claim that investors can apply a discount 
to account for this disparity assumes that investors will 
understand the implications of the differences between 
regulatory regimes. But the tenuousness of this assump-
tion implicates many concerns about investor protec-
tion. Portable reciprocity also poses serious problems for 
implementation and enforcement.

Scholars have extended the portable reciprocity 
concept to allow choice of regulation by exchanges.98 
However, this variation has been largely dismissed as an 
unviable option as it may actually decrease regulatory 
competition, while issuer choice would create a “purer 
regulatory market for securities laws.”99

and the task at hand, offi cially stating that “[t]he SEC 
has been anticipating exchange globalization for some 
time and will continue to collaborate with its regula-
tory counterparts abroad to resolve potential regulatory 
issues in a manner consistent with U.S. law and in a way 
that protects investors, promotes capital formation, and 
ensures fair and effi cient markets.”83 Notwithstanding 
this prescient forecasting and noble intention, efforts have 
seemingly ground to a halt. Admittedly, the SEC faces 
a tremendous task that entails signifi cant consequences 
and lacks a clear solution. The ramifi cations of the SEC’s 
actions will be magnifi ed by the fact that 

[t]he U.S. securities regulatory scheme is 
arguably the benchmark against which 
the world’s other securities regimes are 
measured. This does not mean that these 
other regulatory systems aspire to mimic 
the U.S. regime; rather, they look to the 
United States to measure the appropri-
ateness of their regulation, borrowing 
from the United States as they deem 
appropriate and differentiating them-
selves where economic or other interests 
militate.84

Conservatism by the SEC often appears as the best 
defense to upholding its admirable principles and 
preserving the benefi ts of a strict regulatory policy.85 
While such concerned consideration is commendable, 
prompt exploration and resolution of the questions, not 
inaction, are more appropriate responses. 

III. Options for Cross-Border Regulation
Scholars have espoused various proposals for dealing 

with overlapping legal regimes in global offerings and 
transactions. These proposals generically apply to inter-
national market linkages and are not specially tailored 
to consolidation in particular. However, “[t]he problem 
of regulating cross-border exchanges should be viewed 
in the context of the SEC’s need to open up the U.S. 
securities markets to more international competition.”86 
Opening these markets will clear the path for consolida-
tion. The proposed rules target various levels, includ-
ing issuers, exchanges, and broker-dealers. Even where 
a proposal does not specify regulation of an exchange, 
which comprises the most direct issue in the consolida-
tion context, these proposals involve the same underlying 
concerns. Exchange regulation vis-à-vis issuer regulation 
represents an alternative way of imposing oversight with 
a more top-down approach. The operations of exchanges 
govern the regulation of constituent issuers, and rules 
for issuers determine the quality of securities offered on 
an exchange. This is because in the United States, absent 
an exemption, exchanges are subject to registration and 
regulation by the SEC,87 and registered exchanges can 
only trade registered securities88 and must ensure that 
issuers comply with the federal securities laws.89 
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and exchange operations, a redefi nition of best execu-
tion in the trade-through rule106 to permit exchanges to 
compete on services in addition to price, and the opening 
of the U.S. market to foreign fi nancial service provid-
ers (foreign exchanges with their trading screens). These 
modifi cations challenge the SEC’s accustomed manner of 
operation, and it is not entirely clear to what extent, and 
when (if ever), they will occur.

Differences in regulatory philosophy and governance 
will also frustrate convergence between the United States 
and the European Union.107 U.S. securities law is more 
enforcement-oriented as compared to the prudential 
European approach of working out problems with viola-
tors.108 Additionally, EU securities law is less centralized 
than U.S. securities law. EU directives establish goals and 
guidelines to be implemented and enforced by Member 
States;109 this principle-based approach contrasts with 
the SEC’s rules-based system of governance.110 Accord-
ingly, the U.S. Committee on Capital Markets Regulation 
encourages the United States to adopt more principle- 
and prudential-based approaches, and notes that such 
changes will render the United States more amenable to 
harmonization and participation in mutual recognition.111 
But the transnational structure of the European Union in 
conjunction with its principle-based philosophy would 
still present a potential catch-22. Negotiation with the 
European Union could have broad applicability; however, 
full and robust execution by Member States is not guar-
anteed. Conversely, the existence of the EU as a body may 
constrain direct negotiation with Member States, which 
must fi rst comply with EU directives. Thus, convergence 
initiatives pursuant to a system of mutual recognition 
would need to consider both the European Union and 
Member State levels. 

Nevertheless, convergence may not be as infeasible 
as critics allege. Firstly, opponents exaggerate the regu-
latory differences among jurisdictions. Currently, U.K. 
disclosure standards, which are followed by most Euro-
pean countries, are quite close to U.S. standards;112 thus, 
achieving convergence with European countries may be 
an achievable goal. Secondly, notwithstanding concerns 
about ultimate execution and enforcement, direct negotia-
tions with the European Union would effi ciently achieve 
convergence and mutual recognition with many countries 
in one fell swoop. Although reaching such an agreement 
will entail negotiating with the several members states, 
these Member States have themselves suffi ciently con-
verged already. Accordingly, a singular bilateral agree-
ment with the European Union could produce multiple 
European linkages. Thirdly, convergence can actually 
foster additional convergence: legal regimes converge to 
foster mutual recognition, and mutual recognition may 
increase pressure on the SEC and lawmakers to modify 
the regime applicable to domestic participants to elimi-
nate or further reduce any differential.113 Consequently, 
the U.S. regulatory system would move closer to the 
foreign regime, as that foreign regime moves closer to 

Although the issuer choice option is perhaps the least 
feasible out of the panoply of proposals, a more narrowly 
tailored application of its underlying principle of mutual 
recognition deserves further attention.100 

B. Mutual Recognition 

Mutual recognition presents the most feasible and 
effective alternative to regulating internationalized capi-
tal markets. Different proposals embracing the mutual 
recognition perspective vary in nuance, but share the 
same essential view of separate jurisdictional regulation 
subsequent to a comparability analysis.

1. An Interlude on Convergence

Convergence and harmonization of basic regula-
tory criteria serve as preconditions of mutual recognition 
because they enable countries to satisfy a comparability 
assessment, which is a prerequisite to mutual recogni-
tion. Cross-border mergers exert pressure on regulators to 
increase convergence.101 But achieving convergence and 
harmonization presents many diffi culties. Some scholars 
concede that harmonization would theoretically resolve 
the regulatory dilemma, but doubt its feasibility as the 
markets are “plagued by confl icting legal systems”102 
that are arguably irreconcilable. Although convergence 
implies an averaging of the principles of two systems, in 
practice, discrete policies of participants will dominate. 
Both the United States and the European Union, the sys-
tems on which this article is focused, have demonstrated 
some intransigence to adoption of the other’s system.

Preservation of principles of U.S. regulation should 
and will characterize any convergence initiatives. In 
addition to recognizing necessary changes that must 
fi rst occur in the United States, one scholar envisions a 
conversion process with the SEC exerting pressure on 
foreign markets “to bring the other markets up to U.S. 
standards.”103 Given the United States’ resistance to com-
promising its fundamental market values, this may be the 
only way for the United States to participate in a system 
of mutual recognition. The U.S. system, while imperfect, 
may be preferable to foreign regimes as stricter rules can 
better protect market integrity, but foreign recalcitrance 
poses a major obstacle. In fact, disagreement with costly 
disclosure and litigation aspects of the U.S. system par-
tially explains foreign abandonment of U.S. markets (in 
addition to the costs of dual compliance). 

Convergence will also require certain fundamental 
changes in the United States, given its sui generis ap-
proach to regulation. It is more realistic for convergence 
to proceed in the direction of majority rule vis-à-vis the 
minority. Many scholars have offered the general sugges-
tion of decreasing the burden of litigation and regulation 
to halt the “erosion” of the United States’ competitive 
position in the capital markets.104 More specifi cally, three 
principal changes in the United States will pave the road 
for mutual recognition with European markets:105 there 
must be a separation of self-regulatory responsibilities 
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ceed more quickly and effectively.119 A series of bilateral 
negotiations may even hasten global synchronization. 
While an overarching global framework for facilitating 
cross-border market interaction is useful for coordinating 
and encouraging such endeavors, wide-scale regulatory 
coordination as a direct goal is simply unrealistic and 
administratively diffi cult. The bilateral nature of the plan 
also minimizes the existence of regulatory double stan-
dards, which currently characterizes the American-Eu-
ropean relationship. Although U.S. disclosure standards 
pass muster for issuing securities in the European Union, 
EU disclosure standards are not deemed adequate in the 
United States.120 Mutual recognition would eliminate this 
one-sidedness, without requiring the SEC to compromise 
its admittedly noble commitment to market transparency 
and effi ciency.

Substantive similarity is another virtue of the pro-
posal. Substantive similarity enables realization of the 
benefi ts of home state regulation, which mitigates cost 
concerns attendant on complying with multiple regimes, 
and is itself a more effective method of regulation. Mutual 
recognition’s division of regulatory responsibility is 
logical from an administrative standpoint as countries 
can best monitor and enforce rules against those agents 
within their jurisdiction given geographic proximity and 
better familiarity. Although mutual recognition requires 
participating countries to relinquish regulatory author-
ity, substantive similarity provides assurance (supported 
by an underlying bilateral agreement, disclosure obliga-
tions, etc.) that the home country will faithfully execute 
oversight duties. The substantively similar evaluation 
also ensures that the system does not discriminate against 
domestic issuers by subjecting them to a radically more 
onerous regulatory regime. Furthermore, the proposal 
still accommodates regulatory experimentation without 
encouraging regulatory arbitrage.121 Thus, substantive 
similarity (especially with the extra disclosure require-
ment) should not interfere with the SEC’s goal of investor 
protection. 

Despite these potential advances, the proposal still 
has some pitfalls, and the authors forthrightly concede 
some of these weaknesses. The proposal makes certain 
key assumptions. These include: both retail and institu-
tional investors actively seek to invest in foreign securities 
and would benefi t from the lower costs and additional 
information; investors would benefi t from increased com-
petition in the market; and assuming regulatory oversight 
and enforcement agreements are in place, regulatory 
differences in like-minded jurisdictions are not so great 
that U.S. investors would be unable to assess additional 
risks.122 Moreover, the Tafara and Peterson proposal does 
not adequately address the importance of regulatory con-
vergence, relegating it to a mere background principle.123 
Additionally, the task of determining comparability may 
be diffi cult, and the proposal, like all others, raises con-
cerns about implementation and enforcement. 

the U.S. system by adopting essential U.S. elements that 
cannot be compromised. In fact, global convergence to 
a common denominator appears to have already begun: 
post-Sarbanes-Oxley, governments in Asia and Europe 
have selectively integrated elements of U.S. law that they 
believe will enhance the reputations of their capital mar-
kets, while “the United States, too, is vigorously engaged 
in securities law reform, though it is actively seeking to 
make its laws less burdensome for issuers.”114 Lastly, 
convergence does not mean imitation; in fact, maintain-
ing regulatory diversity is an important goal.115 Moder-
ate changes are acceptable and appropriate; countries 
will need to focus on nuance in achieving a convergence 
which is suffi cient to ensure substantively comparable 
systems, but not so onerous as to require a radically al-
tered framework that one side deems objectionable. 

2. Tafara and Peterson’s Substituted Compliance 
Proposal

Seizing on the virtues of mutual recognition, Tafara 
and Peterson, two offi cers of the SEC (who quickly dis-
claimed any responsibility of the SEC), offered a compre-
hensive “Blueprint for Cross-Border Access to U.S. Inves-
tors: A New International Framework.”116 The framework 
is touted as offering “a compromise—increased access 
by foreign market participants to the U.S. capital market, 
with a dramatic reduction in duplicative and unneces-
sary regulatory oversight, in exchange for a system 
that creates a true partnership between the SEC and the 
home regulator.”117 The proposal focuses on two sources 
of foreign linkages: foreign stock exchanges (and their 
trading screens)118 and foreign broker-dealers. Under the 
proposal, both entities would no longer need to register 
with the SEC to access U.S. markets as long as the SEC 
deems that they are subject to adequate home regula-
tion, which is “substantively similar” to U.S. securities 
law and regulation; this process comprises the proposal’s 
two prongs of “regulatory preconditions” and “exemp-
tion requirements.” Regulatory preconditions could be 
satisfi ed through a prior bilateral agreement between the 
two countries, subject to reevaluation on a periodic basis. 
This would necessitate strong cooperation between the 
SEC and foreign regimes. Additionally, satisfaction of the 
exemption requirements would provide an exemption 
from U.S. regulation except for the anti-fraud rules. As an 
extra layer of protection, investors would also receive a 
mandatory disclosure that foreign trading entails differ-
ent legal and regulatory protections. Thus, substituted 
compliance is a variant on issuer choice as it permits the 
foreign entity to select home state regulation or regula-
tion by the foreign market. 

The proposal’s bilateral focus embraces the most ef-
fi cacious approach to harmonization. In contradistinction 
to multilateral discussions, the proposal’s bilateral ne-
gotiations (which reconcile different regulatory regimes 
through “bilateral substituted compliance”) will pro-
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a product of the EU integration model, separate imple-
mentation and enforcement procedures will characterize 
any MiFID/mutual recognition system; thus, the same 
concerns remain. These variations would be less severe 
when applying a MiFID approach to a bilateral arrange-
ment between two countries, but multiparty involvement 
is at the heart of the MiFID concept. Furthermore, the 
European Union has addressed the implementation/en-
forcement problem by creating the Committee of Euro-
pean Securities Regulators, a separate regulatory body 
with the purpose of harmonizing implementation and 
enforcement, discussed infra. Indeed, Pan explains that 
“the MiFID passport refl ects many decades of experience 
by the European Union, where aspirations for mutual 
recognition have been foiled by inconsistent implementa-
tion of directives and imposition of special requirements 
by certain member states.”137 Thus, an additional insti-
tutional link is necessary to successfully effectuate the 
MiFID approach.

Like the Tafara and Peterson proposal, the MiFID 
approach entails complications and possible negative 
ramifi cations, in addition to the great potential benefi ts of 
mutual recognition. Accordingly, despite a brief endeavor 
and initial optimism, the SEC has not yet committed to 
defi nitive implementation of a mutual recognition pro-
gram.138 But these shortcomings do not warrant whole-
sale dismissal of mutual recognition as a means of cross-
border regulation; rather, they should serve as guidance 
for reformulating an analogous approach.

4. A First Foray: The MJDS Home Country Rules 
Approach

Mutual recognition debuted in the United States in 
1991 with Canada under the multi-jurisdictional dis-
closure system (MJDS), which allows issuers to enter 
a foreign market while complying with home country 
rules. Although MJDS does not accord absolute immunity 
from U.S. laws,139 it substantially improves the regula-
tory atmosphere for foreign issuers. For example, com-
panies can use home country disclosure documents and 
prospectuses (affi xed with a warning to U.S. investors of 
tax consequences and of pursuing remedies in a foreign 
jurisdiction). 

Despite initial discussion of a broader application of 
MJDS, the United States has not expanded its scope be-
yond Canada.140 Canada’s similarities to the United States 
rendered it an obvious choice as there were probably few 
convergence precondition issues that stymie harmoniza-
tion among other countries. Notwithstanding this halting 
progress, the equivalence concept proves to be the most 
workable of all of the alternatives presented in this article.

C. Self-Regulation

Given the United States’ historical preference for self-
regulation,141 some scholars have suggested extending 
the self-regulatory regime to govern transnational mar-

3. MiFID as a Model

Another scholar has expanded upon the Tafara and 
Peterson proposal, and suggests using the European 
MiFID approach (Markets in Financial Instruments 
Directive) as a paradigm example.124 MiFID provides 
a regulatory structure for European markets to operate 
in and among EU Member States; essentially, it accords 
investment fi rms and exchanges a passport to conduct 
business in other Member States once they are authorized 
to conduct business by the home country. Mutual recogni-
tion, minimum standards, and home country supervision 
comprise the basis of the passport concept.125 

Although adopting a MiFID approach would pro-
vide a solution to regulating cross-border exchanges, 
extending MiFID to the United States and beyond will be 
diffi cult in the absence of preparatory steps which have 
occurred in Europe. Eric Pan, the proposal’s author, does 
identify fundamental changes that must occur in the 
United States,126 but the background context of MiFID 
should still be acknowledged. The European Union has 
an extensive history of cooperation, and prior to MiFID, 
had already achieved substantial progress in integrating 
member markets. Moreover, European countries have 
an established tradition of joint governance and already 
collaborate through various transnational bodies. Mi-
FID emerged from a concerted effort to create a single 
integrated market as outlined by the Financial Services 
Action Plan127 and the Lamfalussy Report.128 MiFID was 
not implemented in isolation, but was complemented 
by other integration initiatives such as the Prospectus 
Directive129 (allowing the use of a single prospectus for 
offerings in all Member States) and the Transparency 
Directive130 (imposing ongoing disclosure requirements 
for all exchange-listed companies). Thus, Europeans 
elevated mutual recognition as a priority while attempt-
ing to preserve market integrity.131 Therefore, despite its 
attractiveness, the importation of this passport concept 
into the cross-border arena may not prove successful in 
the absence of a history of cooperation and commitment 
to integration. Nevertheless, the concept has potential 
viability between the United States and the European 
Union, which do have a history of cooperation, so long as 
existing efforts are strengthened132 and necessary changes 
are adopted. 

Moreover, the success of MiFID is also question-
able;133 the dearth of pan-European offerings134 seems 
to indicate weaknesses in this approach. Exposure to 
liability in all Member States, each with unique schemes, 
under both the Prospectus Directive and Transparency 
Directives may contribute to deterrence of wide-scale of-
ferings.135 Additionally, Member State retention of control 
in the implementation and enforcement realms (subsid-
iarity) presents disparity concerns. For example, each 
Member State employs a different model of supervision 
and varies in enforcement intensity (of the rules derived 
from the same basic principles).136 While subsidiarity is 
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securities laws in addition to their own rules using sanc-
tions available to them, such as denial of membership and 
privileges.152 Coordination through a multijurisdictional 
organization may also help effectuate self-regulation.

D. Transnational Regulatory Organization

An international organization must play some role in 
resolving the cross-border regulatory dilemma. Oversight 
and coordination through an international body can oper-
ate in conjunction with and enhance the proposals dis-
cussed supra. For example, transnational regulation can be 
centralized within a transnational organization which uti-
lizes principles of convergence and mutual recognition to 
create transnational securities laws. The organization can 
enunciate either binding rules or more fl exible standards 
to guide member countries. Worldwide harmonization 
of rules would certainly facilitate international fi nance: 
issuers would only need to comply with one set of distri-
bution procedures and disclosure requirements, and one 
set of liability standards and enforcement remedies.153 
Thus, global adherence to uniform policies would create 
an equitable environment, decrease compliance costs, and 
resolve enforcement concerns. Notwithstanding these 
potentialities, experience in many contexts, even outside 
of securities law, has proven that international bodies are 
frequently toothless and ineffective.

To be effective, an international body would need 
to transcend the role of the extant international orga-
nizations, but a strengthened international body may 
fl ounder despite purportedly expansive powers. In order 
to achieve widescale coordination to facilitate interna-
tional linkages, an international body would need to fi rst 
mediate among numerous constituencies—an exceed-
ingly diffi cult task. Convergence between a multitude of 
diverse interests will only multiply the problems experi-
enced in brokering suffi cient convergence between two 
countries. Additionally, even if it were possible to create 
an “international SEC,” empowering such an agency with 
ample power over the market structure may not be the 
best source of regulation, as “government agencies are 
not well suited to make the kind of business decisions 
that would be involved in establishing an international 
securities market.”154 The time-consuming and uncer-
tain process characteristic of transnational organizations 
cannot quickly adapt to the rapidly changing and tech-
nologically advancing securities markets.155 Perhaps it is 
more appropriate to restrict governmental involvement 
to protecting investors and the market against fraud and 
anti-competitive practices.156 

The experience of EU single market integration, pre-
viewed supra, serves as a case study in cross-border coor-
dination through centralization.157 On the one hand, the 
framework’s involvement of twenty-seven Member States 
demonstrates the potential of multilateral global coop-
eration. But previous coordination efforts and numerous 
similarities in governance and culture facilitated progress 

kets. Although European countries other than the United 
Kingdom do not share this tradition of self-regulation, 
some argue that “it is likely that self-regulation will be 
an important element of any regulatory scheme covering 
cross-border markets.”142 Increased reliance on self-reg-
ulation suggests that Europeans may be more receptive 
to this approach.143 Notably, Euronext already employs 
a system of self-regulation,144 like most exchanges, by 
setting and enforcing its own market rules. Additionally, 
self-regulation is likely to play a prominent role in the 
transnational regulatory structure because investors will 
only be attracted to markets that are perceived as open 
and fair, and conformance to rules governing conduct of 
members through self-regulation is one way to achieve 
a trustworthy reputation.145 Moreover, self-regulation 
has the advantage of quick adaptation to rapidly evolv-
ing markets. Even where international coordination is 
required, exchanges can respond to current market condi-
tions more swiftly and more effectively than an outside 
regulator given their personnel’s greater familiarity with 
operations.146 Another factor militating in the direction 
of self-regulation relies on a negative argument—this 
approach may simply be more viable than some alter-
natives, as it is unlikely that a supranational securities 
commission with the power to promulgate and enforce 
international standards will emerge in “the foreseeable 
future.”147 Thus, other avenues, such as self-regulation, 
deserve exploration.

Nevertheless, self-regulation poses many prob-
lems.148 Firstly, self-regulated, demutualized stock 
exchanges face numerous confl icts of interest; one such 
confl ict is between the exchange’s owner-stockholders 
and its customers. Consequently, self-regulation creates 
incentives for both underregulation and overregulation 
as a result of profi t-maximizing objectives.149 Underregu-
lation avoids the costs of enforcement and may entice 
more companies to list on the exchange. Conversely, 
overregulation can maximize profi ts since regulation can 
serve as a source of funds for the exchange (from fi nes 
and other payments). However, underregulation remains 
the main concern because there is no guarantee that listed 
companies will not violate exchange rules.150 Notably, 
these arguments against self-regulation apply to self-reg-
ulation in general, even on purely domestic exchanges. 
But if the system suffers from these shortcomings at this 
singular level, unrestrained self-regulation seems espe-
cially doomed at the next multijurisdictional level, with 
issuers and traders based all around the world. Secondly, 
the computerization of trading renders self-regulation 
less compelling since oversight can be exercised absent 
physical presence.151 Thirdly, self-regulation will not suf-
fi ce as an independent mode for cross-border regulation. 
Unless complemented by mutual recognition, an ex-
change operating in several jurisdictions would still need 
to contend with different regulatory frameworks because 
self-regulation supplements government regulation. At 
least in the United States, self-regulators enforce federal 
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of the European securities markets. CESR’s particular 
tasks are instructive on the responsibilities an effective 
international securities organization could and should 
have. While CESR has a mandatory role in the regulatory 
process, IOSCO provides nothing more than a forum, as 
it exercises no power. Through cross-border information-
sharing, CESR assists with implementation and enforce-
ment conducted at the national level. Although the EU 
integration process has still experienced problems, the 
moderate approach of the CESR model—a strengthened 
but not overly powerful international body—offers a 
realistic option that could facilitate transnational regula-
tion. Such a forum for coordination, at least on minimum 
standards and basic principles, with an emphasis on 
implementation and enforcement, serves as a necessary 
complement to any mutual recognition regime.167

Notwithstanding debate regarding the appropriate 
role of an international regulator in the securities markets, 
there is a strong consensus on the need for an institutional 
linkage. The disagreement stems from whether this regu-
lator should play a primary or ancillary role, and whether 
policies should take the form of binding rules or fl exible 
standards. Thus, the appropriate level of power to confer 
upon such an organization is unclear. An international 
organization must have suffi cient power to command 
uniform implementation and enforcement. However, 
countries are unlikely to (and should not) submit to an 
omnipotent monolith that lacks attentiveness to current 
situations, which may rapidly develop and are unique to 
each country. Despite recent optimistic endeavors show-
casing international cooperation, no momentous develop-
ments have occurred.

IV. Tying It All Together: A Comparative Analysis 
Yields Recommendations

Many scholars have grown frustrated with the main-
stream reform options of issuer choice, mutual recogni-
tion, self-regulation, and negotiation through a central-
ized international body. In a search for alternatives, some 
have suggested fanciful plans such as creating an offshore 
free zone for primary distributions of foreign issuers, 
liberated from restrictions other than minimum disclo-
sure requirements.168 This article does not endorse such a 
novel proposal; rather, it strives to critically evaluate and 
compare the prevailing alternatives and to offer recom-
mendations on which aspects of these options are most 
feasible and desirable. Although there is no single, perfect 
solution, the SEC must revive its interest in the subject, 
and further extend its previous endeavors. 

In light of the advantages and shortcomings of the 
various proposals, on balance, a system of mutual recog-
nition that emphasizes joint and interdependent regula-
tion primarily via bilateral negotiations, coordinated 
with a strengthened international securities organization, 
and some self-regulation, holds the greatest potential for 
governing cross-border markets. This article advocates 
the general concept of mutual recognition, but not neces-

in the EU situation. Thus, it would be diffi cult to imple-
ment a more global application of mutual recognition 
through a transnational body (or bodies) among multiple 
countries that lack the foundational, transnational Euro-
pean structure. Additionally, the EU regime has actually 
experienced the predictable diffi culties of implementation 
and enforcement expected to result from the involve-
ment of twenty-seven Member States, each with unique 
perspectives and concerns. Even with the Lamfalussy 
decision-making procedure for the adoption of EU legisla-
tion affecting securities markets, which has enabled much 
of the European Union’s success with the single market 
initiative, the process still entails a complex and hierar-
chical procedure. The effi cacy of the entire approach has 
been called into question.158 Notably, during the strains of 
the fi nancial crisis, fractures within the European single 
market have become apparent.159 Accordingly, some aca-
demics have advocated the creation of a European-type 
SEC, in recognition of the virtues of the SEC’s governance 
system.160 However, such a strengthened body would still 
have to contend with the many diffi culties endemic to all 
large cross-border structures, and may be inappropriate 
on a transnational scale.

Additionally, why create a new international regula-
tor when there are already international bodies whose 
scope should theoretically cover such regulation? For 
example, IOSCO seems aptly suited for the position, 
and might be “the most important of all organizations 
for infl uencing international securities regulations.”161 
IOSCO’s preamble declares precisely what international 
global markets require: to have “[s]ecurities authorities 
resolve to cooperate together to ensure better regulation 
of the markets, on the domestic as well as on the interna-
tional level, in order to maintain just, effi cient and sound 
markets.”162 Nevertheless, IOSCO’s lack of binding power 
over its members hamstrings its ability to fulfi ll these 
idealistic and necessary visions. Perhaps there is reluc-
tance to simply empower currently existent bodies, which 
might be tainted by prior ineffi ciencies, but the prospect 
of a new and effective international regulator is unlikely. 
In fact, “[n]oticeably absent from the few statements 
made by the SEC regarding mutual recognition is any 
proposal about forming an intergovernmental body…or 
granting new powers to the International Organization of 
Securities Commissions to facilitate on-going cooperation 
between the SEC and other regulators.…”163 

Recognizing the potential of IOSCO, scholars have 
suggested modifi ed forms. One proposal envisions a 
single organization with binding, self-regulatory powers 
over transnational exchanges.164 Such an organization 
would be exceedingly diffi cult to bring to life, and would 
have many handicaps based on its emphasis on multilat-
eral treaties and self-regulation.165 Eric Pan offers a more 
feasible alternative, suggesting the Committee of Euro-
pean Securities Regulators (CESR) as a paragon.166 CESR 
represents just one among many transnational bodies 
involved in the Lamfalussy process and the integration 
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integrity and investor protection; this should render the 
option more palatable to the SEC, which must reluctantly 
relinquish some regulatory control. Portable reciprocity 
lacks both prerequisites, while Tafara’s and Peterson’s 
substituted compliance fails to emphasize convergence.170 
Offi cial confi rmation of the strength of another regulatory 
regime is preferable to portable reciprocity’s complete 
reliance on the ability of investors to discern differences in 
regulatory regimes. Mutual recognition can also maintain 
higher standards for better quality markets than portable 
reciprocity by establishing minimum standards. These 
standards will be meaningful because major markets 
such as the United States and the European Union will 
not compromise their fundamental principles of regula-
tion (and they should not) in the harmonization process; 
therefore, other countries will have to rise to this more 
stringent regulatory level if they wish to connect with the 
major markets.171 Convergence and mutual recognition 
are well-suited to incremental application to test these 
approaches. For example, convergence can occur just to 
the extent of satisfactory comparability to ensure diver-
sity in regulation. Maintaining diversity of regulation is 
an important goal and factor militating against complete 
convergence; diversity ensures that regulation is suited 
to the particular needs of a country and promotes regula-
tory experimentation and competition, which can result 
in more effi cient methods. Mutual recognition allows for 
the preservation of diversity. Additionally, on the issuer 
level, mutual recognition can fi rst apply solely to large 
companies that already provide extensive disclosures to 
the market.172 Such gradual implementation will pave 
the way for more extensive harmonization and full-scale 
recognition; fl exible bilateral agreements will facilitate 
such adjustments. 

The mutual recognition regime should occur in the 
context of a strengthened IOSCO or the creation of a new 
international securities organization. Such organization 
shall serve as a forum for global coordination, conver-
gence, and equivalence. Although participating countries 
would privately and bilaterally negotiate the specifi cs 
of binding rules and retain enforcement responsibilities, 
the transnational body must play a mandatory role in the 
process. Centralization through a transnational body will 
help establish both minimum principles and binding stan-
dards, increasing global harmonization and convergence. 
Such convergence will facilitate execution of new bilateral 
agreements, and these arrangements will also incremen-
tally increase convergence. Bilateral coordination is neces-
sary to specifi cally tailor the mutual recognition program 
to participating countries and to fi ne-tune broadly agreed 
upon principles and minimum standards. Bilateral agree-
ments are most effi cient because they can also proceed 
and operate more rapidly than multilateral engagements, 
which are often plagued by too many competing interests. 
The bilateral agreements should remain adaptable and 
easily amendable so that countries can experiment with 
the appropriate scope of the arrangement and accommo-

sarily its precise embodiment in the Tafara and Peterson 
or MiFID models. Mutual recognition should serve as 
the fulcrum of reform, with the various other compo-
nents providing a supporting function. This suggested 
mechanism of reform incorporates principles from the 
different proposals presented supra, not in a jumble, but 
in an orderly attempt to maximize the benefi ts that each 
approach offers, while minimizing costs and concerns. 
The system envisioned will follow the guiding principles 
of simplifi cation, effi ciency, competition, and fairness 
without abdicating169 investor protection, a top priority 
for the SEC. 

Mutual recognition improves upon issuer choice, 
as it can achieve the same fundamental benefi ts—such 
as regulatory diversity, competition, and economies of 
scale—without the problems of pure issuer choice. Mu-
tual recognition is really a variant of portable reciprocity, 
as it accords foreign entities passport access to a host 
country based upon respecting the regulatory prowess 
of another country. But the unbounded nature of issuer 
choice renders it an unlikely candidate for adoption 
anytime soon, and the more restricted nature of mutual 
recognition is preferable. Mutual recognition resolves 
the biggest handicap of portable reciprocity, a race to the 
bottom, by imposing optimal regulatory relationships, 
minimum standards and comparability assessments. By 
empowering issuers with greater control over regula-
tion of the securities market, portable reciprocity cre-
ates a misalignment of interests, and leads to a race to 
the bottom because, presumably, issuers are focused on 
profi tability and prefer minimum regulation. Conversely, 
mutual recognition correctly places the locus of control 
and decision-making among government representa-
tives and experienced regulators, guided by the mission 
of facilitating robust and fair capital markets. Although 
issuer choice can achieve effi ciency through consolidation 
of regulation over all operations of an entity, the absence 
of any (or of a substantial) nexus between the regulator 
and a participant’s operations will detract from optimal 
effi ciency and the integrity of regulation. Conversely, 
mutual recognition’s basis in home country regulation 
achieves a more effective consolidation by enabling a 
single regulator to develop a fuller expertise in the com-
plete operations of an exchange or broker-dealer, and to 
exercise strong oversight and enforcement power given 
proximity and jurisdiction. Regulatory consolidation as a 
result of mutual recognition enables smoother regulation 
from the regulator’s perspective, and more facile compli-
ance for the entity; this should translate into more secure 
and transparent markets for investors. Thus, as compared 
to issuer choice, mutual recognition can achieve an even 
stronger and more meaningful economy of scale that 
benefi ts all market participants.

The preconditions of convergence and the compa-
rability analysis attendant on the mutual recognition 
system espoused by this article will also enhance confi -
dence in home country regulation and preserve market 
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ately respond to this global trend. New York business 
attorneys will keenly experience the consequences of 
market movement and regulatory reform. Reforms 
that expand market access will increase competition of 
exchanges; once regulatory barriers are removed, compe-
tition in conjunction with technological innovations, the 
international atmosphere, and the need for economies 
of scale, will drive consolidation with redoubled force. 
Consolidation is the most effi cient mode of maximizing 
liquidity and capital effi ciency with benefi ts to inves-
tors, issuers and the broader capital markets. Regulatory 
reform can further extend the consolidation continuum 
by increasing the quantity and depth of events. Greater 
consolidation will occur when exchanges are confi dent 
that a hospitable infrastructure is in place, and interna-
tional agreements that form or have already been formed 
will receive more favorable regulatory treatment. The end 
result should permit the existence of a fully integrated 
consolidated exchange operating on a single platform and 
unburdened by extraneous regulatory hassles.

While considerable debate exists over the optimal 
method of regulating transnational markets,175 immedi-
ate action is required. Of the various proposals, bilateral 
mutual recognition agreements complemented by a 
strengthened or newly baptized international body, and 
characterized by some degree of self-regulation, holds 
the most potential for dealing with the complexities of 
international fi nancial markets. Cooperation and coordi-
nation among countries must supplant insular tendencies 
and a patchwork of regimes which restrain growth and 
produce suboptimal results. An effective framework will 
have broad applicability to internationalizing the mar-
kets. Although European countries have remained the 
primary focus in discussions with the United States and 
will likely be the main benefi ciaries of a system such as 
mutual recognition,176 other emerging markets can also 
reap the benefi ts of a well-vetted system. Membership 
in an international securities organization should not be 
limited to Americans and Europeans. 

Although the fi nancial crisis has seemingly brought 
markets to a standstill, small transnational transactions 
are still occurring, and regulators must respond accord-
ingly. Rather than viewing international markets as part 
of the problem, the United States and other countries 
must embrace the global universe as part of the solution. 
Reform can also hasten a new endogenous consolida-
tion movement that has developed as decreased trading 
activity compels exchanges to fi nd ways to survive.177 As 
other markets, particularly European markets, challenge 
the United States’ historically dominant position, par-
ticipation of the United States will become less essential. 
Accordingly, the United States must move with the times 
and include global market reform in its recovery plans to 
remain a strong competitor. By spearheading an initia-
tive, the United States can exercise greater infl uence over 
shaping the global landscape while stabilizing its internal 
markets, and preserving its superpower status.

date market developments. In addition to establishing a 
framework of rules, the central organization should also 
coordinate implementation and enforcement of these 
rules. Thus, a transnational body must be more powerful 
than those currently in existence, but should not serve as 
the primary source of regulation. With reference to the 
proposals presented, Pan’s CESR vision, with its em-
phasis on implementation and enforcement, highlights 
certain responsibilities that should characterize an institu-
tional linkage.173

Self-regulation can also still play a role in the regula-
tory process. Although global self-regulation would not 
be feasible, self-regulation should continue to exist where 
appropriate. By bringing regulators closer to the object of 
regulation, self-regulation can achieve a more searching 
scrutiny of operations as well as an enhanced understand-
ing of the needs of the local environment. Self-regulation 
will work best on a microcosmic level, and might contin-
ue in some reincarnation, particularly in the United States 
where it constitutes a major part of the regulatory land-
scape. For example, employing an industry SRO (with 
jurisdiction restricted to a particular country) as opposed 
to internalized exchange self-regulation can achieve the 
benefi ts of self-regulation174 while avoiding the major 
confl ict-of-interest problems. There also may be a global 
role for these industry SROs to the extent that various 
countries create such positions, as national SROs can co-
ordinate through the aforementioned international body. 

Although this proffered solution still presents some 
concerns regarding implementation and enforcement, 
these considerations factor into all proposed reforms, and 
are outweighed by the signifi cant potential of fostering a 
vigorous and effective global capital market. Moreover, 
the composite reform suggested in this article attempts 
to minimize the severity of these challenges while ex-
tracting the unique merits offered in each approach. The 
bilateral nature of the process should exert direct pressure 
upon market partners to sincerely implement and enforce 
proposals; as a ramifi cation of not faithfully complying, 
a derelict country could lose passport access. A country’s 
ability to forcefully threaten suspension or rescission of 
privilege in the bilateral context will be reinforced by 
membership in the suggested international organization. 
The transnational organization should assist in imple-
mentation and enforcement, and a noncompliant party 
would develop a tarnished reputation among the other 
members. Moreover, convergence and comparability can 
take account of, or at least reduce, differences in imple-
mentation and enforcement so long as the underlying 
framework is suffi ciently explicit. Thus, this article’s pro-
posal for adopting “mutual recognition plus” embodies 
a conservative and fl exible approach that the markets are 
currently well poised to adopt.

Conclusion
Notwithstanding an organic tendency for consolida-

tion to arise, regulations should facilitate and appropri-
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available at http:// www.iosco.org/library/pubdocs/pdf/
IOSCOPD154.pdf. 

163. Pan, supra note 20, at 78. Discussing the need for a strengthened 
international body in terms of empowering an existing one or 
creating a new one is really just a matter of semantics. 

164. Saylor, supra note 14, at 713-15. Under Saylor’s proposal, such 
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the way of developing and enforcing common governmental 
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succeed because “[t]here can be no doubt that there is equivalence 
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companies.” Id.
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between the United States and the European Union, it may not be 
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person-to-person negotiations. PORTAL offers electronic 
negotiations, execution, trade reporting, and clearance 
and settlement. These capabilities have greatly increased 
liquidity in the Rule 144A securities market. 

Globalization of U.S. Markets
Sarbanes-Oxley and competitive pressures have also 

resulted in the U.S. exchanges acquiring non-U.S. ex-
changes and affi liates in an effort to better compete for 
listings.

SEC Response
In response to the decreased listings by foreign issu-

ers, the Securities and Exchange Commission (SEC) has 
undertaken a series of wide ranging initiatives. The SEC 
has adopted or amended the following rules:

1. Cutbacks in Sarbanes-Oxley Section 404 internal 
controls 

2. IFRS—International Financial Reporting Standards 
(the death knell of U.S. GAAP)

3. Deregistration from Securities Exchange Act of 
1934 (Exchange Act) reporting 

4. Exchange Act Rule 12g3-2(b): the information sup-
plying exemption from Exchange Act registration 

5. Foreign private issuer reporting and disclosure 
requirements

6. Cross-border business combinations 

7. Benefi cial ownership reporting by non-U.S. 
institutions

8. Securities Act Rules 144 and 145

9. Forms S-3 and F-3: eligibility for shelf offerings

The SEC has also addressed other issues, including:

1. Proposed amendments to Exchange Act Rule 15a-6 
for non-U.S. broker-dealers

2. Oil and gas reporting

3. Mutual recognition with Canada and Australia

Cutbacks in Section 404 Internal Controls
In 2007 the SEC took a number of steps to ease the 

burden of compliance with Section 404 of Sarbanes-Oxley 
for all issuers, including foreign private issuers. The SEC:

Introduction

Decline of Competitiveness of U.S. Capital 
Markets 

The U.S. capital markets have become much less at-
tractive to foreign issuers over the past several years. The 
U.S. share of global IPOs (by value) fell from 36.8 percent 
in 2000 to 6.9 percent in 2008. In the fi rst two quarters of 
2008, 1.7 percent of global IPOs by value occurred in the 
U.S. 

Reasons for Decline in U.S. Capital Markets
The reasons for the decline of the U.S. capital markets 

are as follows:

1. The expansion of many foreign markets in Europe 
and Asia, especially in London,1

2. America’s regulatory scheme is considered exces-
sively burdensome by foreign companies that are 
not used to the U.S. regulations;

3. Increased costs of listing in U.S. markets;

4. The litigious attitude in America;

5. Improved technology and communication systems 
have allowed real-time transactions to occur any-
where in the world; and

6. Stricter immigration laws in the United States than 
in Britain.

Rise of Rule 144A Market
The costs of Sarbanes-Oxley Act compliance have at-

tracted foreign issuers to the U.S. private markets, which 
has led to the growth of PORTAL. In August 2007, Nas-
daq re-launched its PORTAL market for restricted securi-
ties that are resold under Securities Act of 1933 (Securi-
ties Act) Rule 144A.  PORTAL has become an attractive 
means of raising capital: equity issuers raised $282 billion 
through U.S. Rule 144A private placements in 2007, more 
than the amount raised in the U.S. public markets. This 
represents an increase of 27.6 percent over 2006 and four 
times the amount raised in 2002, while total Rule 144A 
offerings (including debt) remained relatively steady at 
$1.5 trillion.

PORTAL is a desirable source of capital because it is 
lightly regulated, i.e., less than the AIM Market. PORTAL 
permits “qualifi ed institutional buyers” (QIBs) to resell 
Rule 144A securities to other QIBs without individual 

SEC Initiatives to Make the U.S. Capital Markets More 
Attractive to Foreign Private Issuers
By Guy P. Lander
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Financial Reporting Standards (IFRS) as issued by the 
International Accounting Standards Board (“IASB”) in 
London without a reconciliation to U.S. generally accept-
ed accounting principles (GAAP). The SEC’s rules apply 
to foreign private issuers that fi le their annual reports on 
Form 20-F. 

Foreign private issuers that elect to provide IFRS fi -
nancial statements must state explicitly and unreservedly 
in the notes to their fi nancial statements that their fi nan-
cial statements are in compliance with IFRS as issued by 
the IASB. Also, the foreign private issuer’s independent 
auditor must provide an unqualifi ed report that states 
that the issuer’s fi nancial statements comply with IFRS as 
issued by the IASB.

U.S./Canada Multijurisdictional Disclosure System
Canadian accounting standards will allow the use 

of IFRS as issued by the IASB as the basis of accounting 
for Canadian public issuers in 2011. This gives Canadian 
companies time to develop three years of comparable 
fi nancial statements.

Deregistration from Exchange Act Reporting 
System

Introduction
In June 2007, the SEC adopted rules to liberalize the 

deregistration process for foreign private issuers (FPIs). 
Under the previous rules, eliminating the Exchange Act 
reporting requirements was diffi cult.

1. 2007: 100 FPIs fi led Form 15-F withdrawing from 
the Exchange Act reporting system (under 9 per-
cent), 53 percent from the European Union

2. 2008: 15 FPIs fi led Form 15-Fs

3. 2007: 75 new FPIs—SEC staff hopes this will 
continue

This rule change is intended to assure companies that are 
considering listing securities on a U.S. stock exchange 
or raising capital through a U.S.-registered offering that 
there is a reasonable means of terminating ongoing 
reporting obligations. The new rules also facilitate cross-
border exchange offers by foreign private issuers where 
the target’s shares are listed in the U.S.

Successor Issuer Status—Effect on M&A 
Transactions

Under the new rules, a foreign private issuer that, 
after a business combination where shares are used as 
consideration for the purchase price, has succeeded to 
the U.S. registration or reporting obligations of another 
issuer will be able to assume the reporting history of the 
acquired company and deregister immediately after that 
acquisition if:

1. issued interpretive guidance to help management 
reduce unnecessary costs in evaluating and as-
sessing internal controls over fi nancial reporting 
by permitting management to use a top-down risk-
based approach;

2. approved Public Company Accounting Oversight 
Board (PCAOB) Auditing Standard No. 5 (AS 
5) (replacing AS No. 2), which permits tailoring 
and scaling of evaluations and audits according 
to relevant facts and circumstances and adopts a 
top-down approach similar to the guidelines for 
management; and

3. updated the Section 404 Frequently Asked Ques-
tions to address certain concerns of foreign private 
issuers. 

Costs of Section 404 Internal Controls
Accurate information about the effect of PCAOB AS 5 

and the related SEC interpretive guidance is not yet avail-
able. AS 5 applies to fi lings for fi scal years ending after 
November 15, 2007 (effectively for fi nancial statements for 
the 2007 fi scal year, the work for which was done in the 
fi rst quarter of 2008). 

According to a survey conducted by Financial Execu-
tives International (FEI), the average cost of Section 404 
compliance was $1.7 million in fi scal 2007. This repre-
sented a 41 percent decrease over the $2.8 million average 
cost in fi scal 2006, which in turn represented a 24 percent 
decrease over the $3.8 million average cost in fi scal 2005.2 
Because the FEI survey considered overall compliance 
costs, it is impossible to determine the extent to which the 
cost decrease for 2007 resulted from AS 5 and the SEC’s 
guidance, as opposed to other factors. 

Much of the decrease may have resulted from com-
panies having gained an additional year of experience in 
coping with Section 404. 

According to an unreleased Deloitte & Touche LLC 
study, 63 percent of surveyed fi nancial executives expect 
that AS 5 will reduce their compliance costs by less than 
15 percent. This pessimistic view may result from reluc-
tance on the part of companies already compliant with
AS 2 to invest in changing their compliance processes to 
take advantage of AS 5, even though opportunities for 
substantial cost savings may exist. 

IFRS–Death Knell of U.S. GAAP

SEC Eliminated U.S. GAAP Reconciliation 
Requirement for Foreign Private Issuers that 
Adopt International Financial Reporting 
Standards

The SEC adopted rules to permit foreign private 
issuers to fi le fi nancial statements using International 
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2. Accelerate the deadline for foreign private issu-
ers fi ling annual reports on Form 20-F under the 
U.S. Securities Exchange Act from six months 
to four months after the foreign private issuer’s 
fi scal year-end, for fi scal years ending on or after 
December 15, 2011 (i.e., after a three-year transition 
period).

3. Amend Form 20-F to eliminate an option that 
permits certain foreign private issuers to omit seg-
ment data from their fi nancial statements other-
wise fully in compliance with U.S. GAAP fi nancial 
statements.

4. Amend Form 20-F to eliminate the availability of 
the limited U.S. GAAP reconciliation option that is 
contained in Item 17 of Form 20-F for foreign pri-
vate issuers (but that option will remain available 
for third-party fi nancial statements required to be 
included in Form 20-F). Under the amendments, 
foreign private issuers that are required to provide 
a U.S. GAAP reconciliation must to do so under 
Item 18. However, third-party fi nancial statements 
required to be included in Form 20-F may continue 
to be prepared under Item 17 of Form 20-F.

5. Amend Form 20-F to require foreign private issu-
ers to disclose additional information about: 

a. changes in the issuer’s certifying accountant; 

b. the fees and other charges paid by holders 
of American Depositary Receipts (ADRs) to 
depositaries, as well as the payments made 
by the depositary to the foreign issuer whose 
securities underlie the ADRs; and 

c. the signifi cant differences in corporate gover-
nance practices of the foreign private issuer 
compared to those for U.S. companies under 
the relevant exchange’s listing standards.

Canadian Multijurisdictional Disclosure System Issuers 
using Form 40-F must test their eligibility as foreign 
private issuers at the end of their second fi scal quarter 
and continue to test their eligibility to fi le annual reports 
on Form 40-F as of the end of their fi scal year.

Cross-Border Business Combinations
The SEC amended its rules for cross-border business 

combinations and rights offerings to address confl icts 
between U.S. and non-U.S. regulations and to encourage 
bidders and issuers to permit U.S. security holders to par-
ticipate in these transactions on the same terms as other 
target security holders.  The amendments are intended 
to enhance the usefulness of these rules by addressing 
practical diffi culties encountered since they were adopted 
in 1999.

• the acquired company has met the prior Exchange 
Act reporting conditions; and

• the acquirer meets the other deregistration condi-
tions

Consequently, if a foreign private issuer that is not an 
Exchange Act reporting company acquires a company 
that is an Exchange Act reporting company and uses 
its own shares as consideration in the acquisition, the 
acquirer will be able to deregister without regard to 
the trading volume of the acquired company because 
only the acquirer’s trading volume will be relevant for 
meeting the trading volume threshold and the home-
country listing requirement. This removes what was in 
effect a “poison pill” impeding the acquisition of U.S. 
public companies by non-U.S. companies.

However, if acquirer shares issued in a business 
combination must be registered under the Securities Act, 
the one-year dormancy condition will still have to be met. 
Consequently, the ability to use the reporting history of 
the acquired company will only be useful in M&A trans-
actions where the shares that are issued as consideration 
for the purchase price are exempt from registration under 
the Securities Act (e.g., under Rule 802 or Section 3(a)
(10)).

Rule 12g3-2(b): Exemption from Exchange Act 
Registration

The SEC has adopted rules to allow foreign private 
issuers who have previously obtained an Exchange Act 
Rule 12g3-2(b) exemption, or who obtain it by applica-
tion to the SEC, to meet their obligation of furnishing 
disclosure documents by posting them on their web site 
or through an electronic information delivery system 
generally available to the public in their primary trading 
market.

The SEC also (1) rendered the Rule 12g3-2(b) exemp-
tion automatic rather than subject to a written applica-
tion, (2) amended the eligibility and maintenance require-
ments for the exemption, including requiring that the 
issuer’s securities are listed on an exchange outside the 
United States that constitutes the primary trading market 
for those securities, and (3) eliminated paper submis-
sions, instead requiring an issuer to publish electronically 
in English specifi ed non-U.S. disclosure documents. 

Foreign Issuer Reporting Enhancements
The SEC revised its rules to enhance the information 

available to investors. The amendments: 

1. Permit foreign issuers to test their eligibility to use 
the forms and rules available to foreign private is-
suers once a year, on the last business day of their 
second fi scal quarter, rather than continuously as 
the SEC formerly required.
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These forms enable U.S. and non-U.S. issuers to register 
primary securities offerings (i.e., offerings by issuers), in-
cluding shelf offerings, without regard to the size of their 
public fl oats or the ratings of their debt. 

Proposed Amendment of Exchange Act
Rule 15a-6 for Non-U.S. Broker-Dealers

The proposed rule would expand the category of U.S. 
investors to whom a non-U.S. broker-dealer could pro-
vide research and with whom a non-U.S. broker-dealer 
could interact. 

Oil and Gas Reporting
The defi nitions and classifi cations used in Canada 

National Instrument 51-101 form the basis, in large mea-
sure, for the new SEC rules. However, one important dif-
ference is that the SEC rules would continue to require the 
use of historical, rather than forecasted, prices and costs 
in pricing reserves.

Mutual Recognition
In March 2008, the SEC announced that it would 

explore the possibility of a limited mutual recognition 
arrangement with one or more foreign regulatory coun-
terparts, and that those arrangements could provide the 
basis for the development of a more general approach to 
mutual recognition through rulemaking. 

Any eventual mutual recognition arrangement with 
any individual country would be based upon a compara-
bility assessment by the SEC and by the foreign authority 
of each other’s securities regulatory regime.

The SEC intends to:

1. Identify countries with like-minded regulators;

2. Assess the comparability of securities regulation;

3. Enter into a formal process agreement; and

4. Develop a framework for dialogue with regulators 
on the subject of limited mutual recognition to give 
exchanges and fi nancial services providers greater 
freedom to operate in the U.S. under home-coun-
try regulation.

Schedule Announced for Completion of
U.S.-Canadian Mutual Recognition Process 
Agreement

The chairmen of four Canadian securities regulators 
and the Chairman of the SEC announced a schedule for 
the completion of a process agreement that would open 
the way for discussions of a potential U.S.-Canada mutual 
recognition arrangement.

Overall, the amendments result in easier determi-
nations of U.S. ownership (due to the new methods of 
calculating ownership), fewer confl icts between U.S. and 
home-country requirements (due to the multiple offer 
options, back-end withdrawal rights and subsequent 
offering periods), more fl exibility for non-U.S. persons 
to purchase securities outside U.S. tender offers (due to 
the revisions to Exchange Act Rule 14e-5) and increased 
clarity when applying the rules (due to the increased 
availability of the exemption from Exchange Act Rule 
13e-3 and technical changes on Schedule TO and Forms 
F-4 and S-4). The amendments have codifi ed a number of 
the SEC’s prior no-action relief grants, providing bright-
line rules that will make the applicability of the U.S. rules 
more predictable, thereby facilitating cross-border busi-
ness combinations.

Benefi cial Ownership Reporting by Non-U.S. 
Institutions

Exchange Act Rule 13d-1(b)(1)(ii) now permits non-
U.S. fi nancial institutions that are substantially compa-
rable to the U.S. fi nancial institutions listed in the Rule to 
fi le a Schedule 13G instead of Schedule 13D. To qualify 
for using Schedule 13G, the non-U.S. institution must:

1. Certify that it is subject to a regulatory scheme 
comparable to the regulatory scheme applicable to 
its U.S. counterparts;

2. Undertake to provide the SEC staff, upon request, 
with the information it would otherwise be re-
quired to provide in a Schedule 13D; and

3. Confi rm that it acquired and holds the Registered 
Securities in the ordinary course of business and 
not with the purpose or effect of infl uencing or 
changing control of the issuer.

Exchange Act Rule 16a-1(a)(1) now also exempts eligible 
non-U.S. institutions so that these institutions are not 
deemed to be benefi cial owners of securities held for 
the benefi t of third parties or in customer or fi duciary 
accounts. Therefore, these non-U.S. institutions will not be 
subject to Exchange Act Section 16 reporting or liability.

Rules 144 and 145
The SEC amended Securities Act Rules 144 and 145. 

These amendments are intended to increase the liquidity 
of privately sold securities, make private offerings more 
attractive to investors and decrease the cost of capital for 
all issuers. 

Form S-3 and F-3 Eligibility for Shelf Offerings
The SEC amended the eligibility criteria for using 

Forms S-3 and F-3 for registered securities offerings. 
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Australia and Europe
The SEC has also announced that it is in discussions 

concerning a possible mutual recognition arrangement 
with Australia, and that it is pursuing a process agree-
ment, similar to the proposed agreement with Canada, 
with the European Commission and the Committee of 
European Securities Regulators. 

Conclusion
Whether these rules help restore the high market 

share for IPOs historically enjoyed by the U.S. capital 
markets remains an open question. Whether companies 
will choose to list their securities in the United States 
will depend on a variety of factors, such as the evalua-
tion by CEOs and CFOs of which market will offer their 
companies the lowest cost of capital. For example, in the 
past, the cost of capital used to be low for companies in 
some countries because institutions in those countries 
were generally required to invest in domestic companies. 
Second, CEOs and CFOs will seek to ascertain which 
market will offer their companies the highest valuation. 
Third, CEOs’ and CFOs’ decisions will be greatly affected 
by whether or not they have a suffi ciently liquid market 
for their shares elsewhere and whether they need a U.S. 
listing to obtain fi nancing. They will also weigh the cost 
and regulatory burdens of a U.S. listing.

Unfortunately, the SEC does not dedicate economists 
to analyze and monitor adopted rules to ascertain wheth-
er those rules are effective in achieving their intended 
goals. Until the next cycle is well under way, we probably 
will not know whether the U.S. markets have recaptured 
any signifi cant market share, and whether CEO and CFO 
behavior has unfolded in ways that were not anticipated.
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Consumer Financial Services Committee
The Consumer Financial Services Committee meeting 

on January 30 focused on current issues in consumer credit 
reform and new and proposed laws and regulations. Our 
guest speakers were Michael Campbell, a senior attorney 
with the Federal Reserve Bank of New York, and Marla 
Tepper, General Counsel of the New York City Depart-
ment of Consumer Affairs. Both spoke of their organiza-
tions’ efforts to help low- and middle-income consumers 
with home foreclosures and fi nancial education issues. The 
Department of Consumer Affairs is also investigating a 
series of consumer-facing businesses such as credit repair 
organizations, payday lenders, and auto dealers for pos-
sible violations. The Fed is actively engaged with mortgage 
lenders in attempting to restructure mortgages and keep 
low- and middle-income people in their homes. Contrary 
to some national studies, their experiences with homeown-
ers who are given a legitimate “second chance” (frequently 
by lowering the loan amount or monthly payments in 
exchange for the lender getting a share of the equity upon a 
sale of the home in the future) has been very favorable. We 
also discussed the proposed Consumer Financial Protec-
tion Agency (“CFPA”), now proposed to be an offi ce of the 
Federal Reserve Board in the U.S. Senate regulatory relief 
bill. The Committee Chairman explained the proposed 
workings of the CFPA and some of the issues that it raises, 
such as rolling back federal preemption in certain areas and 
having an agency not beholden to those it regulates write 
consumer-protection regulations and take enforcement 
actions. We also discussed the 2009 CARD Act that prohib-
its credit card issuers from assessing certain charges and 
engaging in practices such as dual-cycle billing and apply-
ing raised interest rates to outstanding balances. We briefl y 
discussed the status of the interchange antitrust class action 
pending in the Eastern District of New York and federal 
legislative initiatives to promulgate an arrangement for the 
establishment of interchange through a mediation process 
between card issuers and merchant groups, as well as a 
bill to standardize data security breach notice standards 
and notice forms. Finally, we briefl y discussed new laws 
and regulations impacting mortgage fi nancing, including 
RESPA and TILA disclosures and initiatives to regulate 
mortgage brokers associated with lenders to whom they 
steer business. A related issue discussed was “yield spread 
premiums” in which rates are marked up to consumers to 
compensate mortgage brokers and other middlemen.

—Randy Henrick, Chair

Banking Law Committee
The Banking Law Committee met in January during 

the Bar’s Annual Meeting. The primary focus was the Wall 
Street Reform and Consumer Protection Act of 2009 (H.R. 
4173), passed by the House in December. Our guest speak-
ers were Michael Campbell, Counsel, Federal Reserve Bank 
of New York and Chair of the Banking Law Committee of 
the City Bar Association; Marjorie Gross, General Coun-
sel of the New York State Banking Department; Rosanne 
Notaro, the Department’s Deputy Counsel; and Committee 
member Kathleen Scott, Counsel with Arnold & Porter in 
New York City.

Ms. Scott set the stage with a thorough and informative 
outline of the bill and its provisions. Mr. Campbell focused 
on bank and bank holding company regulatory changes 
in the bill, privacy law, and corporate governance. He also 
commented on merchant banking investments by fi nancial 
holding companies, consumer protection rules for the sale 
of insurance products through banks, and rules requiring 
disclosures to consumers under the Fair Credit Report-
ing Act. With respect to holding companies, Mr. Campbell 
noted that the bill would establish a system for resolving 
“systemically signifi cant” fi rms, regardless of whether they 
were currently subject to federal oversight. Another key 
provision is “skin in the game”—i.e., requiring lenders to 
retain portions of loans that they distribute through secu-
ritizations to encourage responsible lending. Mr. Campbell 
also provided perspective on the questions of whether 
fi nancial oversight would take the form of supervision or 
regulation and the inherent tension in banking regulation 
between safety and soundness when weighed against the 
need to protect consumers. 

Ms. Gross and Ms. Notaro offered a number of insights 
into the potential effects of H.R. 4173 on state banking regu-
lation. Their comments described the further improvements 
to the regulation of bank holding companies and deposi-
tory institutions, including enhanced oversight of some 
types of institutions that have been exempt (e.g., industrial 
development banks), reports and exams, restrictions on af-
fi liate transactions and troubled institutions, capital levels, 
examination of small institutions, relation to state law, 
enforcement powers of the states, existing contracts, and 
preemption.

Future meetings will deal with issues including permis-
sible messenger service activities under New York State 
branching rules and derivatives regulation under the pro-
posed fi nancial reform legislation. 

—David L. Glass, Chair

COMMITTEE REPORTS



NYSBA  NY Business Law Journal  |  Summer 2010  |  Vol. 14  |  No. 1 87    

dures, Loss of Broker Voting, Proxy Enhancement 
Rules, and Proxy Access

4. New York’s Power of Attorney Legislation

5.  Environmental disclosures and the recent SEC cli-
mate change risk guidance

6. The SEC’s recent equity market structure initia-
tives, including dark pools (i.e., trading systems for 
trading large blocks of stock between institutions 
off-exchange and out of public view) and short sales

7. Recent amendments to Regulation SHO, the new 
short-sale rule and its implications

8. Developments in Investor Relations for Public Com-
panies and Alternative Asset Managers

—Howard Dicker, Chair

Technology and Venture Law Committee 
Members of the Technology and Venture Law Com-

mittee (the TechVenture Law Committee) continued their 
efforts in support of bills to repeal the LLC Publication 
Requirement by launching an online petition in conjunction 
with the New York Tech Meetup (http://nytm.org/why-
2k/). The campaign, dubbed “Why-$2K?,” was written up 
in Crain’s Insider in early April. 

In April, the Committee hosted an event on Mobile 
Apps at New York Law School. Panelists came from leading 
mobile companies such as Mobile Streams, Dada Entertain-
ment, Polar Mobile and OMGICU. Issues discussed includ-
ed developer contracts, intellectual property protection, 
corporate law and user privacy as applied to this unique 
and burgeoning business. CLE credit was provided.

At the Spring Meeting, the TechVenture Law Commit-
tee offered a CLE program on Cloud Computing, examin-
ing legal issues presented by shifting such services to the 
Cloud, including data security and privacy concerns, regu-
latory compliance issues, jurisdictional considerations and 
unique contractual issues. Panelists included expert private 
practitioners and both in-house counsel and chairman-level 
managers from well-known companies operating in this 
space.

In June, the committee hosted a CLE panel on mobile 
advertising and promotions, which discussed how the links 
in this value chain connect and examined the legal issues 
involved in running a successful mobile campaign.

The committee is also leveraging Facebook, Twitter and 
the Meetup.com online platform to bolster new member 
outreach and further promote its event. You can fi nd out 
more at http://www.meetup.com/LawTalk/. 

—Steven Masur, Chair

Franchise, Distribution and Licensing Law 
Committee 

The Franchise, Distribution and Licensing Law Com-
mittee hit the ground running in 2010. We met as a Com-
mittee on January 27, 2010. The meeting was attended 
by approximately 20 members. The meeting featured a 
presentation from Bruce Schaeffer of Franchise Valuations 
Ltd. in New York City, regarding recent tax law develop-
ments affecting franchising in New York and across the 
nation. In addition, the Committee also discussed the 
status of its Report (the “Committee’s Report”) concerning 
proposed changes to the New York Franchise Act to make 
it more consistent with both the recently amended federal 
FTC Franchise Rule and the franchise laws and regulations 
in the thirteen other states that regulate the offer and sale of 
franchises. The Committee’s Report recommends whole-
sale changes to the New York Franchise Act which was 
enacted in 1981. 

On January 28, 2010, Tom Pitegoff (immediate past 
chair of the Committee) and I presented the Committee’s 
Report to the Executive Committee of the New York State 
Bar Association. Following the presentation, the Execu-
tive Committee of the New York State Bar approved the 
Committee’s Report and passed a resolution recommend-
ing passage of the amendments to the NY Franchise Act to 
take into account the FTC’s revised trade regulation rule on 
franchising. Given the New York Attorney General’s statu-
tory role in administering and overseeing the New York 
Franchise Act, the New York State Bar and the Committee 
have been working closely with the Attorney General’s Of-
fi ce to obtain its support for the changes recommended by 
the Committee in the Committee’s Report. 

—David W. Oppenheim, Chair 

Securities Regulation Committee
The Securities Regulation Committee has continued 

its monthly meeting programs addressing a wide range 
of matters of importance to securities law practitioners. 
Our dinner meetings tend to foster lively discussions, and 
afford Committee members an opportunity to discuss “hot 
topics” with persons closely associated with them. Among 
the topics presented at our recent meetings were:

1. Proposed Amendment to SEC Rule 163(c), which 
would allow underwriters of “well-known seasoned 
issuers” (WKSIs) to contact investors prior to the 
fi ling of a registration statement

2 Expert Networks—How Hedge Funds and Other 
Investors Can Get the Inside Track Legally (and 
how to avoid violating Rule 10b-5 and Reg FD)

3. New Developments in Federal and Corporate Law, 
Shareholder Activism and Annual Meeting Proce-
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